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Wednesday, September 21, 2011

--- On commencing at 9:34 a.m.

MR. QUESNELLE:  Good morning.  Please be seated.


Good morning, Mr. Smith.


MR. SMITH:  Good morning, Mr. Chairman.  Good morning, members of the Panel.  First let me begin by thanking the Board for agreeing to hear us this morning by way of oral argument.  I do have available for the Board a compendium of oral argument that I intend to go through.  And with apologies, it was prepared by the people on this side of the room, and I believe it to be accurate, but if there are any errors we will do our utmost to correct them.


And I'll also -- can advise the Board that we will have additional copies made, which we can then file with the Board.  So if I may, I would like to mark it as an exhibit.


MR. MILLAR:  Thank you, Mr. Chair.  I will start by introducing myself just to put in an appearance.  My name is Michael Millar.  I am filling in for Ms. Sebalj as Board counsel.  And the exhibit number will be K3.1, and that's the -- sorry, Mr. Smith, it's compendium of...


MR. SMITH:  Compendium for oral argument.


MR. MILLAR:  Thank you.  And these are all materials that have been already placed on the record?


MR. SMITH:  They are all materials that are either on the record or they are Board -- prior Board decisions, with two exceptions, which I will draw to the Board's attention when I come to them.  There is argument filed by the parties in the NGEIR decision, which are at a later tab, and we can deal with those when we get to them.


MR. MILLAR:  Thank you.


MR. QUESNELLE:  Thanks, Mr. Millar.

EXHIBIT NO. K3.1:  COMPENDIUM FOR ORAL ARGUMENT SUBMITTED BY MR. SMITH
Closing Argument by Mr. Smith:


MR. SMITH:  Thank you, members of the Board.  By way of overview, this is an application for the final disposition and recovery of certain 2010 year-end deferral account and other balances.  The application has been brought by Union Gas Limited, and it is supported by pre-filed evidence, which can be found at Exhibit A, tabs 1 through 4, and which includes the expert opinion of Mr. Russ Feingold, which I will be taking the Board to.  It is further supported by reply evidence, which was filed in this proceeding at K1.9, and interrogatories asked in respect of that evidence.


In terms of the structure of the argument I intend to follow today, what I would like to do first is to identify the main topics covered by Union's application and then proceed to identify for the Board those matters which are and those matters which are not -- at least, we do not believe them to be -- in issue on the application.


So if I can ask you, members of the Board, to turn to Exhibit A, tab 1.  Exhibit A, tab 1 addresses Union's 2010 year-end deferral account balances, market transformation incentive, and tax change amounts.  The deferral accounts which Union proposes to dispose of in this this proceeding are listed in Exhibit A, tab 1, schedule 1.


In broad terms, the accounts that are not in issue are the non-storage-related and non-DSM-related accounts, with one possible exception that I will come to in a minute. To be specific, as we understand it, the accounts at line number 1 dealing with unabsorbed demand cost; number 10, late payment penalty litigation; number 13, average use per customer; number 14, IFRS conversion cost; number 18, harmonized sales tax; number 21, market transformation, and that's the one identified before.

Market transformation is DSM-related but -- I stand to be corrected by argument, but I don't believe that will be in issue.  Number 22, federal and provincial tax; and number 23, tax on capital base -- taxable capital base changes.  All of those accounts, as I understand it, are not in issue.


What is also not in issue in relation to the deferral accounts, in particular the storage deferral accounts 179-70 and 179-72, is the balance in those accounts or for those accounts which were disposed of in 2008 and 2009.  As the Board is aware, there were final orders of the Board in proceedings EB-2010-0039 and EB-2009-0052, disposing of those balances pursuant to final orders of the Board for the years ended 2009 and 2008 respectively.


There is in addition the minutes of settlement which were agreed to by the parties and which have been filed in this proceeding as K1.2, and those minutes can be found at our compendium of oral argument at tab 1.


And at paragraph 2 of those minutes of settlement, the parties agreed that they will not seek directly or indirectly any relief with respect to the decisions of the Board in EB-2009-0052 and EB-2010-0039 regarding deferral accounts 179-70 or 179-72 or related thereto, including for a one-time adjustment to the balances in those accounts -- in those accounts as contemplated by the CME motion or otherwise.


Now, what is also not in issue, in my submission, with respect to the storage deferral accounts 179-70 and 179-72 is the adequacy of Union's disclosure in relation to those accounts or the methodology followed by Union in calculating the amounts available for disposition in those accounts.


There was some cross-examination on it.  I have included at tab 2 of my oral compendium Exhibit J1.4, which was referred to by Ms. Elliott in her cross-examination, which was an undertaking given to Mr. Quinn back in the 2008 proceeding.


And just looking there, you may recall, members of the Board, that the EB number -- you will see that the EB number in this proceeding is different than the 0052 number, which disposed of the balances.  There is a reason for that.  This proceeding and the proceeding back in 2009 dealt with earnings sharing and deferral account disposition together.  Back in 2008 the proceedings were -- split earnings sharing was the 0101 proceeding and deferral accounts was the 0052, but the evidence was obviously available to everybody.


And I have included behind Exhibit J1.4 Exhibit B6 -- sorry, Exhibit B6.01 from the 2010-0039 proceeding, both of which make it apparent on its face the very issue that parties wish to argue now; that is, that the return calculated on the long-term storage account was greater than the Board-approved return.

So in my submission, it's not in issue based on the materials you have there, but it's also not in issue because of the parties' minutes of settlement that are filed at tab 1.  As you will recall, the CME motion was put on the footing that Union had been less than candid in its earlier answers.  We obviously disagreed, and brought the Union motion to file the Ripley affidavit, which dealt with this issue and which establishes, in my submission, that intervenors, including CME, were acutely aware of the methodology.  So in my submission, the minutes of settlement preclude any suggestion by anybody that there was any failing in Union's earlier disclosure.

Now, as I said, unfortunately there was some cross-examination yesterday which I think was geared towards creating that impression, wholly inaccurate, that Union was less than candid in its earlier proceedings.  I want to be clear on this point:  the minutes of settlement were the product of discussions that I had with counsel for CCC, representing intervenors.  He and I have discussed this issue, including the cross-examination yesterday, and we are in complete agreement regarding the minutes of settlement and what they were intended to encompass.


For now, I don't intend to seek any relief in respect of the cross-examination, but if the matter progresses, obviously Union will have to consider its position, including whether or not to renew its motion to file the Ripley affidavit, because, in my submission, the allegation is a serious one and it cannot be left unanswered.

Now, obviously that's the bad news, but the good news is there can and should be a reasoned debate regarding the methodology to be applied to those storage accounts, particularly the long-term account for 2010, and it is certainly open to intervenors to argue that, while a particular method applied to the calculation of the balances in those accounts for 2008 and 2009 was in place, it was wrong and a different methodology should be used in 2010.  And that argument, free of invective, can be made and I am happy to respond to it and address it today.

Now, moving on to other matters that are not in issue, in my submission, if you look at tab 2, members of the Board, Exhibit A, tab 2, tab 2 contains Union's earnings-sharing evidence.

And here again, we are not aware of any concerns with respect to this evidence, subject to the following caveat: any impacts on this evidence and the calculation arising from changes to the cost allocation method that are being proposed by intervenors.  So if there is a change to Union's cost allocation method as a result of this Board's decision in this proceeding, there may be a consequential effect, and obviously Union will have to recalculate the earnings-sharing amount.

But absent that, we are not aware of any dispute with respect to the evidence.

Tab 3 addresses the allocation and disposition of the deferral account balances, and here again, there is no issue that we are aware of.  No party that we know of is complaining about the way in which Union proposes to allocate the deferral account balances to the particular rate classes and to dispose of them.

Tab 4 is the cost allocation evidence relating to the allocation of costs between Union's unregulated and regulated businesses, and there is obviously a dispute with respect to the cost allocation piece.

Turning, then, to the matters which are in issue, I propose to deal first with the deferral accounts that are in issue, followed by cost allocation.

The first of the deferral accounts that I would like to deal with is the DSM-related deferral accounts, and the accounts that I am primarily referring to there are the accounts at Exhibit A, tab 1, schedule 1, line 6, lost revenue adjustment mechanism, and line 11, the shared savings mechanism.

Now, as I understand it, or as Union understands it from the cross-examination, the suggestion appears to be, because there is a process-related concern relating to Union's most recent DSM audit, as opposed to a substantive concern, the unaudited balances should not be cleared.

If you look at tab 3, members of the Board, of our oral compendium, at the very back, there was an undertaking given to Mr. Shepherd in relation to prior DSM audits and the most recent audit, and that explains that, while in prior proceedings there were, let's call them, vigorous discussions during the DSM auditing process, ultimately those vigorous discussions resulted in a consensus audit, which was filed with the Board.

This year, unfortunately, the parties, despite the vigorous discussion, have not been able to reach consensus.  And as Union has indicated in the undertaking, it understands that the EAC has concerns about the auditor selection and how the audit was carried out, but Union is unaware of any specific EAC concerns with respect to the audit results.

In my submission, that dispute, whatever it is, is neither here nor there.  This matter was addressed back in EB-2006-0057, and I have included the Decision of the Board in EB-2007-0598 at the start of our tab 3.  And you will see that this issue arose, turning to the third page in, at the bottom of the page.  It's page 9 of the Board's decision, bottom paragraph:

"Intervenors expressed concern that the Lost Revenue Adjustment Mechanism Account... reflects unaudited amounts, and argued that Union should wait until the final 2006 audited statements become available.  In the previous disposition of deferral accounts... the Board approved Union’s 2005 unaudited LRAM amounts prior to final audited financial statements.  The Board finds it appropriate that the 2006 LRAM forecast be used subject to true-up of the audited amount."

And in my submission, the very same rationale should apply here.  There is no question that the amounts will have to be trued up, and the audited results -- whether they are more favourable to Union or less favourable to Union -- will be trued up in the next proceeding.  And to the extent parties continue to have a concern with respect to the audit at that time, obviously they can take whatever position they feel is appropriate at that time.

That brings me to account 179-72, the long-term peak storage services account.  And a description of the account, a high-level description of the account, can be found at Exhibit A, tab 1, page 6.  In general terms, the account captures the ratepayer portion -- and this year that portion is 25 percent -- of the deferred margin earned by Union's non-utility business on the sale of long-term peak storage services.

I should say that the description of account 179-72 actually starts at the bottom of page 5 of Exhibit A, tab 1, and it describes the various long-term peak storage services which are offered, including high deliverability storage, T1 deliverability upstream balancing, downstream balancing dehydration service, storage compression, C1 long-term storage, and long-term peak storage.

Now, the calculation of the amount recorded in the deferral account is set out in a number of places in the evidence.  I suppose as good a place as any is to look at Exhibit B1.3.  And I would ask you to turn there, members of the Board.

And this interrogatory asked Union to break down the revenue, allocated costs, total margin, and earnings sharing amount to customers for each of the long-term peak storage services, which go into the calculation of the account.

And you will see over on the third column from the right-hand side actual versus Board-approved.  And you are likely aware of this already, but there is a portion that is baked into rates, and then the margin is the amount above that.

And if you look down at that column, what you will see at the bottom, after taking account of the revenue and the various costs, that the total deferred margin is $8.652 million, which Union proposes to dispose of in favour of ratepayers.

Now, the dispute, to frame it with respect to this account, is in relation to the calculation of the amount at line 11 under the heading "return".  And it has consequential income-tax effects, as I understand it, but the nub of the dispute is in relation to the calculation of return.

And the particular complaint that is being made was highlighted in cross-examination by Mr. Warren on behalf of CCC of Mr. Isherwood on day 1 of this proceeding, beginning at page 112.  And I have included that for ease of reference at tab 5 of our compendium of oral argument.

And you will see that he reviews the dispute at page 112 and 100 and -- all the way, really, all the way through to 117.  And I will come back to this and highlight particular portions of it, but allow me to summarize the nature of the dispute.

The return is calculated on two portions of Union's non-utility storage business.  The first is incremental assets.  Those are assets which Union has built and which are in service and are storage assets owned by Union. Union applies to those assets in the calculation of the return what's been described in this proceeding as a post-tax hurdle rate.  That hurdle rate is in excess of the Board-approved rate of return.

And as I understand the complaint, what Mr. Rosenkranz and others are -- intend to argue is that the rate on those incremental assets -- it's not a question of whether or not they should earn a return, but the return should be at the Board-allowed return and not at the incremental rate.  Relatively straightforward issue.

The second component of the issue relates to what are described variously as purchased assets or leased assets.  But they are storage space that Union has acquired through long-term contract.  And Union has applied a post-tax hurdle rate in respect of that portion of the assets or those contracts in addition to the contract price.

And as I understand what intervenors are saying is simply there shouldn't be any return to the Board, allowed return, and certainly not at the post-tax hurdle rate; in other words, that the only amount that should be included is the actual cost of the contracts, and not a return in addition to that.

Now, the methodology that Union has followed in this proceeding is the methodology it followed in 2008 and in 2009.  In my submission, the proposed variations sought by intervenors should be dismissed, and that Union's methodology that it used follows the NGEIR decision and sound economic rationale.

So I would like to start, if I may -- actually, before we do that, before I dive into the NGEIR decision, I will just give you one other reference where you can see the dispute clearly.  And that is at Exhibit B3.17.  It's really the series of interrogatories at B3.15 all the way through to 3.18.

But if you look at 3.17 there you will see the particular calculation of the incremental return, and what Union advises in the response is that:

"Incremental return is the return in excess of the Board-approved level of 8.54 percent necessary to attract new investment in the supply to unregulated storage investments and purchased leased storage assets post-NGEIR."

And then the calculation is detailed there.  And then you will see at the bottom a cross-reference to Exhibit B3.15, which was a specific interrogatory dealing with the application of the post-tax hurdle rate to the leased assets.  The magnitude of the adjustment requested is, I believe, in the order of approximately $3 million.

Now, I would like to start with, if I may, the NGEIR decision, which can be found at tab 4 of our compendium of oral argument.  Obviously, the NGEIR decision is of some significance to a number of issues in this proceeding, and I will be spending some time in that decision.

I should pause to say that we are not asking, and I don't think anybody is asking, for the Board to vary that decision.  It's had a long history, and all of the requisite appeals were taken -- or the possible appeals.

So if you look at, beginning, members of the Board, at page 48 of the decision, under the heading 4.3, "To facilitate rational development and safe operation of gas storage", the Board indicates there:

"Discussion in this area focussed on the impact of forbearance on the development of new storage in Ontario through the utilities directly, through their affiliates, or through independent storage developers."

That's the framework.

Turning over the page to page 50, in the first full paragraph:

"The Board concludes that it is appropriate to facilitate the development of storage to offer these services without undue risk for ratepayers.  The issue is how this objective is best achieved."

Next paragraph:

"The more contentious issue concerns the utilities and whether forbearance on price-setting is necessary to stimulate their investment in storage.  The utilities claimed they would only develop storage under a forbearance scenario but would not commit to doing so.  On the other hand, the evidence shows the utilities have been willing to invest in the past under regulation, and indeed the Board has the authority to order the utilities to provide storage services.  The Board concludes that while there is no guarantee the utilities will develop storage under forbearance, it is apparent they will not develop it under a regulatory framework unless ordered to do so.  The Board does not believe that the best way to stimulate development of storage assets and services is to order utilities to develop these resources.  The Board's preferred approach is to use market mechanisms where possible, and under forbearance, the Board concludes the utilities will have an incentive to develop assets and services."

And the Board continues, the next paragraph:

"A related question is whether it continues to be appropriate for storage to be developed as regulated utility business or whether it should in the future be developed separately."

The following is significant, in my submission:

"The Board accepts the evidence of Enbridge Inc. that storage development is more akin to exploration and development, and is riskier than other distribution activities.  Some parties disagreed that enhancements to existing storage facilities were as risky as new storage development.  However, the Board is convinced by the evidence that storage investments are generally riskier than other regulated activities such as distribution or transmission expansions, given the difficulty, for example, in accurately predicting the achievable operating parameters related to storage projects.  This evidence was not significantly challenged.  The Board therefore agrees with Energy Probe, namely that the risks associated with new storage development are best borne by storage developers."

Now, there was evidence from Mr. Isherwood directly dealing with this issue, and I have collected Mr. Isherwood's evidence at tab 5.

And it's really the recognition by Union of the higher risks associated with the development of storage and the recognition that there is a question of opportunity cost generally, which produces the application of the post-tax hurdle rate.

So if you look, members of the Board, at the bottom of page 112, Mr. Isherwood, in answer to a cross-examination question from Mr. Warren:

"When Union Gas looks at acquiring capital from our parent company, we will take a project to be evaluated relative to other projects within the corporate family.  And corporately, we have a minimum threshold.  It's not to say that any project above that will go forward, but we have a minimum threshold in terms of what projects will at least go to be reviewed, and the minimum threshold is an economic measure.  We call it an internal rate of return, or IRR, and our minimum threshold rate is 8.5 percent, so that we use that in the calculation.  In terms of, for us, to acquire capital for incremental investments, we would have at least, at a minimum, had to meet that threshold, and the 8.5 percent translates into an ROE of about 14.4 percent."

And that is where he goes on to say you will see the two interchangeably throughout.

Then he goes on at line 12:

"And to the extent that we needed an offset to the incremental risk that the shareholder was adopting in terms of investing in storage assets, we went to the minimum threshold, the 14.4 number, as a number that would be used to calculate an incremental return in addition to the Board-allowed return for regulated assets, again, these being non-regulated storage investments."

In simple terms, Union competes within the Spectra family to attract scarce capital.  Projects, in order to proceed, are expected to earn at a minimum the post-tax hurdle rate.  And in my submission, that evidence was unchallenged; nobody, to my recollection, cross-examined on the idea that in order for Union to invest in various projects, it needed to earn the post-tax hurdle rate.

Also largely unchallenged is that the projects in issue, including the purchase contracts, would not have proceeded had Union not targeted the post-tax hurdle rate in respect of those investments.

And if you look over at page -- sorry, let me just make sure I have the right page number.  I will just provide you with the reference in a minute.  I seem to have lost it in the package of materials that I gave to you.  But turning...

Oh, I am sorry, page 114, so it was just a couple of pages over.

At the bottom of the page, Mr. Warren again puts the question to -- puts a question to Mr. Isherwood about the incremental rate of return, and Mr. Isherwood says at line 23:

"We would disagree with that.  In fact, I would go as far as saying those investments likely would not have happened at the regulated rate of return.  I think Mr. Baker was pretty clear when he testified that the regulated rate of return does not provide enough risk balance, risk/reward balance, to justify a risk-use storage investment in that framework.  So you really do need the market exposure.  You need the market rates to support the incremental costs and incremental risks of those assets."

And why?  Why is that important?  It's important from this perspective, because absent investment by Union in additional storage, there would be no margin to share.  If you don't have the assets, you can't share.  And it's important to remember that the sharing that is done is at no risk to ratepayers.
Now, before moving on to the short-term account, let's deal with the purchased assets, as well, because there the analysis is, again, substantially the same.


And if you look over at page 158 of the transcript -- under "Cross-Examination by Mr. Gruenbauer" -- and it continues over to page 159, Union was essentially asked if there is a difference between -- or the suggestion was put that there is a difference between the purchasing or scenario and the actual building of incremental storage assets.  And what Mr. Isherwood explains is that really, from the shareholder's perspective, buy, build, it doesn't matter.  It is still committing shareholder resources, and in order to persuade the shareholder to make those investments it needs to attract the post-tax hurdle rate.

So looking over at page 159 at line 6:

"And to kind of summarize where Ms. Elliott was, you can calculate that risk premium in many different ways, but because for us it is either a buy or build going back, and you are trying to equate it back to what the capital expense would have been, is, I think, a very fair way of doing it.  Instead of picking some random percent premium to put on top of the costs, it makes it very much equivalent to being a buy or build type of answer."

Now, you can also see a reference to that just back a few pages at page 115, at line 20.  Mr. Isherwood:

"When we look at purchasing storage assets they are typically purchased long-term, so ten years is a common term.  When we buy those storage assets or services, we are actually buying them long-term to support the ex-franchise market.  So it's not being bought at all for the regulated market.  It's all for ex-franchise activity.  And when we go make a decision on, should we build or should we buy, it's almost the same decision.  It's the same people involved for sure."

And then he goes on a very lengthy answer I won't read to you, but to explain the matter in further detail.

One other issue that was raised around this was whether or not Union should look at the matter or does look at the matter on an incremental basis or on a rolled-in basis.  And you may recall the cross-examination by Mr. Thompson in respect of the ROE, the suggestion being that Union should look at its portfolio of unregulated assets when it makes an investment decision as to whether or not to proceed with that investment.  And that proposition was squarely rejected.

So if you continue to look through tab 5, you should have at page 68 -- it would be towards the back, because it's page 68 of day 2.

MS. SPOEL:  This only seems to go up to page 61.  It's the last page I have.

MR. SMITH:  Oh, I am sorry, the pages appear to be out of order, but it's -- you should have that.  It should begin after page 160.

MR. QUESNELLE:  Okay.

MS. SPOEL:  Oh, yes, I have it.  Thank you.

MR. SMITH:  So Mr. Isherwood, beginning at line 20:

"So new investment, even recognized in the NGEIR decision, new investments cost more than the existing cost of service would, have a whole different cost structure."

And that's the portion of the NGEIR decision I took you to a minute ago at page 51 of that decision.

"So you wouldn't expect or extend that number to include new investments.  And before you make any new investment it's always looked at on an incremental basis."

Now Mr. Thompson:

"Well, my experience, it's always been done on a rolling basis."

Now, there isn't any evidence in support of that, but that's the proposition.  And it continues over the next page, page 69, line 8, Mr. Isherwood:

"I guess I disagree with your statement that incremental assets are looked at on a rolled-in basis in a non-utility operation.  Any new investment in new storage pools is looked at incrementally.  It's that pool has a cost to develop of X and it has a return of Y.  And if that doesn't meet the threshold then it doesn't go ahead.  So it's absolutely looked at on an incremental basis."

And of course, that makes good common sense, because if you applied any other method in the long run you would erode your total return on your portfolio of assets, because you would continue to add underperforming assets.

So to summarize with respect to account 179-72, in my submission, the methodology applied by Union and a calculation of the amount for 2010 is consistent with prior decisions and Board orders and makes good economic sense in any event.  And it is the methodology which should be applied here and recognizes the economic realities faced by Union.

And I suppose, just one final point before moving on, to the extent the suggestion is made that Union should be fully exposed to the market price, this was a suggestion put by Mr. Aiken, and for that reason the only return should be the Board-approved or, on purchased assets, no return.

It's important to remember how the account operates.  Union actually -- and I will come to this later -- but Union sought in NGEIR to discontinue the long-term deferral account, and that proposal was not accepted by the Board.

The Board ordered the continuation of sharing for four years, although on a declining basis, 75, 50, 25, so through a period of time.  There won't be any sharing next year.

But it would be wrong to suggest that Union has full exposure to the market price and therefore should bear the full risk of the performance of its long-term -- of its assets in the long material peak storage service market, because it does not have full exposure to the price.

It has to share a portion of the margin, and for that reason it should be allowed to recognize the costs that it actually has, including the deemed return, which is a real cost and always is in a revenue requirement calculation in a calculation of the account.

That brings me to the short-term deferral account 179-70.  A description of that account can be found at Exhibit A, tab 1 on page 5.  The calculation of the amount recorded in the account can be found at tab 1, schedule 6.  And this may be old hat to the Board, but I do think it's worth walking through it a little bit, taking a look at pages 5 and schedule 6, because it's necessary to appreciate this in order to appreciate some of the comments in the NGEIR decision.

So you will see at Exhibit A, tab 1, schedule 6 on the second column, first column under the heading "2010 short-term", you will see 179-70, the calculation beginning "storage revenue".

And what you have at the bottom is excess of $924,000.  The $924,000 is split 79/21, and the split is between utility business and non-utility business.  The 79 percent utility is then attributed 90 percent to ratepayers, 10 percent to Union's shareholder.  And that's what's called the 10 percent incentive payment.

So if you look at page 5 you will see the math, where Union advises in its evidence:

"The result is a net deferral credit of $924,000, or 0.924 million.  The net deferral margin is adjusted to reflect the 79 percent utility portion, EB-2005-0551, and is equal to 0.73 million, of which 90 percent, or 0.657 million, is shared with ratepayers."

MS. SPOEL:  It's not really -- I mean, it's not shared with ratepayers.  That is what the ratepayers get.

MR. SMITH:  That's right.  That's right, sorry, it --


MS. SPOEL:  That is to the account of ratepayers.

MR. SMITH:  Absolutely.

MS. SPOEL:  It is --


MR. SMITH:  Directly to their account.  And if you have tab 1, schedule 6 there in front of you, the issue in this proceeding relates to line 3, which is the cost of $2.261 million.  And the issue is whether or not that is the number which should be applied as a cost and has been the cost that's been applied in every proceeding subsequent to NGEIR, or if the number should be 0.599 million, or $599,000, which is what Mr. Rosenkranz has proposed.

Now, as I say, the figure of $2.261 million has been recorded as a cost against the account since NGEIR, and there is no dispute about that.

CME, FRPO and the City of Kitchener, for sure -- and I am frankly not sure about anybody else -- seek to vary that.  And in my submission, there is no proper basis for their position.  It is based on an incorrect reading of the NGEIR decision, as I say, inconsistent with prior orders, and in my submission could result in a very perverse and negative result for ratepayers, which neither the Board -- which the Board could not have intended, and which Union itself is not advocating for, although it would be the direct beneficiary of that.  And I will come to that in a minute.

So again, back to the NGEIR decision, and I would like to start at page 77 of the decision.

And this is the appropriate place to start because it is in this chapter of the Board's decision that the Board deals squarely with the allocation of storage available at cost-based rates.  So it is here that the Board deals with the issue of splitting Union's storage assets between utility and non-utility businesses.

So you will see under the heading 6.1, "Union's total cost-based storage allocation," where the Board summarizes what Union's position was at the time of NGEIR:

"Union proposed to freeze, on January 1, 2007 the amount of its storage capacity available to in-franchise customers at cost-based rates.  The frozen amount would be 92.1 PJs (approximately 87 BCF), Union's estimate of in-franchise requirements for 2007."

And as I said, Union also proposed to discontinue the short-term and long-term deferral accounts.

Beginning at page 79, the Board sets out its findings, and the Board did not accept Union's proposal, at least not entirely, and the difference between Union's proposal and the Board's decision is material to the proper calculation of the amount recorded in account 179-70.

So if you look at page 79, under "Board Findings," third paragraph:

"Giving in-franchise customers a priority call at cost-based rates on all of Union's storage may be supportable if one takes the view that every BCF of Union's storage capacity is a 'utility asset' and is required to provide 'utility services'.  But that view needs to be re-examined in light of the evidence presented at the hearing about the development and use of Union's storage in recent years, and the Board's determination that the storage market is competitive."

And then the Board continues, under the heading "Conclusion" on page 82:

"The Board finds that there should be a cap on the amount of Union's existing storage space that is reserved for in-franchise customers at cost-based rates.  In the Board's view, Union's existing storage assets are in substance a combination of 'utility assets' required to serve Union's in-franchise distribution customers and 'non-utility assets' that are not required for regulated utility operations and that are sold in the competitive storage market.  This distinction is supported by the significant excess of total capacity over in-franchise needs for the foreseeable future, and by the fact that development in recent years has been driven by the ex-franchise market, not in-franchise needs."

And then it goes on:

"The Board does not accept IGUA and AMPCO's submissions that the entire amount of Union's storage is a 'utility asset' and that ex-franchise customers (such as gas marketers and utilities in the US Northeast) are buying 'utility services' when they purchase storage from Union."

The Board goes on:
"The Board concludes", beginning of the next paragraph, "that its determination that the storage market is competitive requires it to clearly delineate the portion of Union's storage business that will be exempt from rate regulation.  Retaining a perpetual call on Union's current capacity for in-franchise needs is not consistent with forbearance."

And then it goes on at the bottom:
"The Board concludes that it would be inappropriate, however, to freeze..."

And this is where the Board rejects squarely Union's proposal of capping the utility asset at 92.1 PJs:

"The Board concludes that it would be inappropriate, however, to freeze the in-franchise allocation at the level proposed by Union.  Union's proposal implies that a distributor with an obligation to serve would be prepared to own, or to have under contract, only the amount of storage needed to serve in-franchise customers for just the next year.  In the Board's view, it is appropriate to allow for some additional growth in in-franchise needs when determining the 'utility asset' portion of Union's current capacity."

And in the very next paragraph, the Board reaches its conclusion that that utility asset shall be 100 PJs of space.

That, then, brings us to chapter 7 of the NGEIR decision -- luck firmly on our side -- in the next page.

The Board is dealing here in chapter 7 with the treatment of the premium on market-based storage transactions.  And turning over at page 99 under the heading "71" the Board addresses the margin on short-term storage transactions.

And if you look over at page 101, under the heading "Board Findings," the second paragraph:

"The Board finds that the entire margin on storage transactions that are underpinned by 'utility asset' storage space..."

And in my submission, the reference to "utility asset storage space" can only be a reference to the 100 PJs set out in chapter 6:

"...less an appropriate incentive payment to the utilities, should accrue to ratepayers."

And then down under "Short-term margins derived from 'utility assets'", the Board writes:

"The decision to require Union to notionally divide its existing storage into two pieces -- a 'utility asset' (maximum of 100 PJ) and a 'non-utility asset' (the balance of Union's capacity), is set out in Chapter 6."

Which is why it's important to understand chapter 6. And then it goes on:

"Union's storage facilities will not be physically split into two pieces and Union is likely to continue operating its storage assets in much the same way as it does today.  Union presumably will determine its ability to execute short-term deals based on the amount of temporarily surplus space in the entire storage facility.  As long as the utility and non-utility storage is operated as an integrated asset, it will not be possible to determine whether any particular short-term transaction physically utilizes space from either the 'utility asset' or the 'non-utility asset.'"

Then beginning second sentence of the last paragraph:

"The Board has decided that the calculation should be based on how the costs of the storage facilities are split between the utility and non-utility businesses.  Specifically, Union's revenues in any year from short-term storage transactions, less any incremental costs incurred by Union to earn those revenues, should be shared by Union and ratepayers in proportion to Union's allocation of rate base between utility and non-utility."

And that takes us to the calculation of the amount in account 179-70.  So if you look at Exhibit B3.12, this is an interrogatory to the Federation of Rental-housing Providers of Ontario.  It's your tab 6 of the oral compendium.

And what you see there is a question asking for the relationship between the 2.261 million and the base revenue requirement of 0.599 million that was allocated to short-term C1 storage in the 2007 cost study:

"Is the 0.599 million included in the $2.261 million?"

And the answer is, yes, 0.599 is part of the $2.261 million.  This is where it breaks down.


In its 2007 cost study -- in its 2007 rate case, Union was then forecasting the sale of only 2 PJs of short-term space.  And it allocated against that $0.599 million in cost.  In other words, the cost associated with 2 PJs is $599,000.

The NGEIR decision changes that.  The NGEIR decision takes Union's proposal of 92.1 million and 92.1 PJs and says, no, the utility asset is 100 PJs.  That creates 7.9 PJs of space that Union has available to it to sell short-term.

Now, in fact, Union has been able to sell more than 7.9 PJs of space, because since NGEIR the in-franchise requirements, rather than grow, have in fact declined because of average use effects.  So Union has been selling more than 7.9 PJs.

But what Union did as a result of the NGEIR decision, and giving effect to the NGEIR decision, in my submission, is attribute the cost of 7.9 PJs to the short-term deferral account.

So rather than pretend that it's still selling 2.1 PJs as originally contemplated in its rate case and prior to the NGEIR decision, it attributes the cost associated with what NGEIR said, which is 7.9 PJs of space.  And in fact, even though Union sells more than 7.9 PJs of space short-term, the $2.261 million does not change.

MS. SPOEL:  Mr. Smith, I am just wondering, on page 102 of NGEIR decision there is a -- it deals with -- there is a question about the 79/21 utility/non-utility split, and the comment that as and when Union requires more capacity or in-franchise needs up to the 100 PJ cap or adds storage capacity or enhances deliverability of its storage service facilities the cost allocation will presumably change.  I take it that that hasn't been triggered yet.

MR. SMITH:  No, and -- but let me explain it --


MS. SPOEL:  I'm not quite sure what --


MR. SMITH:  -- because it's --


MS. SPOEL:  Explain when Union thinks that that -- what would happen to trigger a revision to that 79/21 --


MR. SMITH:  Well, I'll tell you exactly --


MS. SPOEL:  -- split.  It's not entirely apparent to me.

MR. SMITH:  -- what this -- what -- I will tell you exactly what this paragraph is addressing, because -- and it's why I started before with -- it's important to understand the 79/21 that goes into the calculation of the short-term account.

When Union comes forward in its next rate case, it will bring forward a cost allocation study, and it will have in that cost study its rate base, so whatever it has added.  And that rate base number reflected in the new cost allocation may change what was the situation as at the time of NGEIR, which was a 79/21 calculation.

So at chapter 5 of the decision -- and I am not sure if I included this -- but at chapter 9, the Board looks at Union's then rate base, and that's how the Board gets to the 79/21 number, but it's entirely possible, because Union has added storage, that that number between regulated and unregulated rate base, the ratio may change, and it's going to go -- it's probably going to go down.  I mean, it's going to be -- because they have added rate base.  I don't know what the number is going to be, but say 70/30.  That will impact on margin-sharing, and that's why the Board says at the end once a revised cost allocation has been approved in Union's rate case the basis on which margins on short-term transactions are shared will also change.

But that has nothing to do with the 100 PJ split between Union's utility and non-utility business for the purposes of dividing its regulated and unregulated business, and so it's totally --


MS. SPOEL:  Right.  I understand your position on that.  I just wasn't quite sure how this piece --


MR. SMITH:  Right.  That's how that piece fits in, and then in the very next portion of the decision the Board asks itself whether or not it should continue to permit the utility to earn a 10 percent incentive on the 79, and there were arguments, obviously, made that as a result of the decision it would -- you know, Union shouldn't get it, but the Board decided that it should.  That is symmetrical with the treatment afforded to Enbridge, and so that's how you end up with the 90 of the 79.

MS. SPOEL:  Thank you.

MR. SMITH:  So that brings me to Mr. Rosenkranz's proposal.  And there are two responses to it, and as I articulated it, the effect of his proposal is that ratepayers would receive the entire benefit of sales on 7.9 PJs of cost-based storage without paying cost attributable to that full 7.9.  Rather, they would be paying on only 2 PJs.

And if it's correct -- and in my submission, it's manifestly wrong -- but if his interpretation were given effect, Union would have the ability to sell all of the space above its in-franchise requirements on a long-term basis and share going forward none of the margin.

So if you believe that the utility asset, as Mr. Rosenkranz puts it, varies from year to year based upon then in-franchise needs, first 92.1, and now declining down to whatever it is, 90 PJs, if you believe that that's the utility asset, the consequence is that the balance is non-utility.  The consequence of the NGEIR decision is that Union can sell all non-utility storage long-term and it does not have to share that margin.  In other words -- I am not sure this has been brought through by my friends, but that's the effect, and that's clearly not what the Board had in mind, or it wouldn't have spent the time it spent addressing this issue.  It's inconsistent with the way in which this issue has been dealt with up til now, and frankly, it's not even the proposal that Union is putting on the table, and the way in which it proposes to deal with the account, even though it clearly would be the direct beneficiary of such an interpretation.

The concept of allocating utility/non-utility was also premised by Mr. Rosenkranz on the footing of costs should follow benefits.  And in my submission, that foundation to his opinion is fundamentally wrong, and I plan on dealing with the next portion of my argument, which deals with cost allocation.

I am just mindful of the clock.  I think I will be able to finish in appropriate time for a break, so I would propose to continue.

MR. QUESNELLE:  Thank you.

MR. SMITH:  So the final issue in dispute relates to cost allocation, and the genesis of the issue can be found in the Board's decision in the settlement agreement in EB-2010-0039 at number 20.  And that is towards the back of our tab 7; it's the, I believe, second-last page.

So under 20, "Allocation of costs between Union's regulated and unregulated storage operations," there was a complete settlement on this issue.  And the effect of the settlement, which is set out in several paragraphs, was to the effect that Union would agree to retain an independent cost allocation expert to study its allocation of costs between its regulated and unregulated storage operations, that intervenors would have the opportunity to comment on the draft version of the RFP and to suggest changes, that intervenors would have the opportunity to meet with the consultant, which they did, and that whatever came out of that study would be implemented, if at all, on a prospective basis and would have no impact on balances disposed of prior to 2010.

Now, as contemplated by the minutes, Union retained Mr. Russ Feingold, an independent, in my submission, demonstrated expert in the area of cost allocation.  He met with intervenors and he compiled his report, which can be found at Exhibit A, tab 4, schedule 1.  It can also be found at the start of tab 7.

Now, as explained in Mr. Feingold's report and in Union's evidence, Union effected the one-time separation of its utility and non-utility businesses through the application of its 2007 cost allocation methodology.  That methodology was reviewed by Mr. Feingold, and you will see his opinion beginning at page -- I am sorry, we don't have the page included, but you will see his reference to it in his examination-in-chief at the bottom of page 17.  So it's the first page of his testimony, which is a few pages in.
"As indicated on page 1.5..."

This at the very bottom, line 28:

"As indicated on page 1.5, in my opinion the conceptual underpinnings and resulting or associated methodologies upon which Union's cost allocation process is based are well conceived, thorough and reasonable in their treatment of storage-related plants and expenses."

And then he goes on to say he did point out several deficiencies, not methodological but documentary.  They relate -- they are explained in his report -- but they relate to, essentially, making sure that Union maintains records so that it's easier for parties going forward to ask questions in respect of the cost allocation method.  And as Union explains in its evidence, it has undertaken to do so and will continue to do so going forward.

Now, what are the conceptual underpinnings that Mr. Feingold is referring to?

The key consideration is the question of cost causality, and you will see that in two places.  First, in his report at the second page behind tab 7; it's page 1-3.  Second heading, "Cost Causation" under "Guiding Considerations and Areas of Concentration. "Cost causation," number 2:

"Cost causation or cost causality addresses the question which customer or groups of customers cause the utility to incur particular types of costs.  To answer this question, it is necessary to establish a linkage between a utility's customers and the particular costs incurred by the utility in serving those customers."

And then number 3 goes on:

"A key consideration..."

Really expands upon the cost causation point:

"...is to establish an operating relationship between customer service requirements and the costs incurred by the utility in meeting those requirements.  For example, satisfying a customer's peak demand requirements through the incurrence of capacity-related cost to provide the required level of gas delivery service."

And then you can see Mr. Feingold testified about this in-chief at page 19, at line 15:

"By definition, cost allocation is a process that requires a recognition of what I would characterize as cost causation principles.  You are trying to establish a relationship between the requirements of customers and the costs that are incurred by the utility in satisfying those requirements.  And so these guiding considerations and areas of concentration were laid out as a backdrop so the parties could understand exactly why cost causation was an important consideration in evaluating a cost allocation process and study."

And then he continues, over at the next page, to expand on the key consideration point.  Line 15, he gives an example:

"So in other words, if a utility is designing its capacity needs based on the worst-case design consideration, a peak day or a peak hour, and that's what is driving the incurrence of the costs of those facilities to meet customer needs, that should be the basis for capturing cost causation within the context of a cost allocation study."

And then -- not to belabour the point overly -- but at page 44 at the very top, line 3:

"But I would say that a starting point, and a very important starting point, is to ensure that cost causation is reasonably reflected in the costs that are transferred from one entity to another on equity and fairness grounds."

And this is in response to cross-examination by Mr. Quinn around the issue of how do you allocate costs between affiliates, or obviously trying to import the principle to the separation of Union's utility and non-utility business.

And again, over at page 45, Mr. Feingold:

"I would say, generally speaking, there is a desire on the part of the utility to use a quantity that is consistent with the quantity that is used to allocate similarly situated costs among its regulated customer groups."

And the point he is making there is you should apply the same cost causation principle when making the split between reg/unreg as you make when you are thinking about allocating any other costs under the cost allocation study within the regulated utility.  And the driving principle is cost causality.

Now, cost causality is something that this Board has tackled for at least two decades, and has been consistently applied, and I have included at the compendium over the next few pages, a decision from the Board in EBRO-456, which was a decision rendered September 26, 1989.

And if you look over under the heading "Introduction" you should have paragraph 9.150.
"In its past decisions, the Board has consistently supported cost allocation methodologies which appropriately reflect cost causality.  The costs allocated to each customer class when compared with the revenue forecast recovery from each of those rate classes produces revenue-to-cost ratios which indicate over- or under-contributions by the rate classes relative to allocated costs."

More recently, RP-2002-0130, which was a Union Gas application for 2003 rates, and if you look over at paragraph 152, the issue here was the allocation that was going to direct-purchase customers and an argument advanced by VECC:

"Accordingly, VECC argued that costs caused by some customers would be allocated to other cost customers.  This violation of cost-causality principles would be exacerbated by the fact that the cost-causing DP customer would realize lower commodity prices, while the system sales customer would be paying for an avoided facilities cost embedded in rates plus a new additional facilities cost."

And the Board continues over at paragraph 199, a few pages over -- I will just give you the references:  199 and 203 -- with arguments put forward by the Consumers -- Canadian -- I can't remember what CCC used to be called.  They were --


MS. SPOEL:  Association of Canada.

MR. SMITH:  Of Canada, CAC, and paragraph 203, with Kitchener both arguing that cost causality would be breached, and indeed, Kitchener going so far as to say that violating cost causality would produce rates which were not just and reasonable.

And then you come forward to paragraph 100 and -- just see, at the very end of the decision, because there is lots we could go through here, but let's bring it to a head.  Under "Board findings", paragraph 409.  Under "Board findings":

"The Board considers that an appropriate cost allocation study respects generally accepted principles of cost causation.  In view of the principle that each rate classes should generally be responsible for costs it has caused to be incurred, the Board believes that revenue-to-cost ratios provide information that is useful in the consideration of the justness and reasonableness of the proposed rates.  In the absence of conflicting consideration, this approach would yield expected revenue-to-cost ratios of 1 for each rate class."

And then the decision in Union's rate class RP-2003-0063 is found a few pages over.  Page 50 at the bottom, noting a concern expressed by VECC with respect to the allocation of certain costs in respect of spot gas, the Board says in the second sentence of the paragraph at the bottom:

"The Board does not accept the proposition that costs should be allocated to rate class without regard to cost causality."

And then over at page 176, the paragraph beginning "the development":

"Of all the principles governing the establishments of rates and rate classes, the most fundamental is that requiring that rate classes should be responsible for a reasonable proportion of the costs they cause the system to incur."

That is the principle upon which Union's cost allocation method has been prepared.  It's the method -- it's the principle on which it was evaluated by Mr. Rosenkranz -- sorry, by Mr. Feingold, and it should be accepted by the Board.  It was in fact accepted by the Board, as I will come to.

Now, Mr. Rosenkranz was the witness on behalf of CME and FRPO and the City of Kitchener who testified in respect of cost allocation.  There is, in my submission, notwithstanding his having been admitted to testify in this proceeding, a serious issue as to his qualifications with respect to cost allocation, and in my submission, his lack of expertise was demonstrated in cross-examination.

And if I can ask you to turn to page 126, which is the next couple of pages over.  Mr. Rosenkranz -- and this is in a number of places throughout his evidence, but I have just taken you to one.  At page 12 he says, "I mean" -- when talking about the approach he took to cost allocation:

"I mean, the approach we took, as I explained, was -- at the outset was to look at the allocation of the costs based on who is getting what benefits."

And in my submission, proceeding on that basis, as opposed to through the application of the principle of cost causality, calls into question his entire opinion.  The conceptual underpinning of his conclusions is contrary to this Board's jurisprudence and contrary to the principles that Mr. Feingold testified to are applied through the cost allocation process.  I also say that his opinion is inconsistent with the Board's decision in NGEIR, and I will come to that.

Now, let me just -- that's a high-level criticism of Mr. Rosenkranz's opinion and, in my submission, it's adequate to dispose of his evidence in its entirety, but let's turn to the two specific complaints made in respect of Union's method for splitting utility and non-utility costs.

The first issue is the use of actual information as at December 31, 2006.  And there was potentially some confusion as to this -- relating to this issue, but let me just put it to rest, to the extent it's lingering at all.

Union applied its 2007 cost allocation method, which was a forecast developed as part of its 2007 rate case, but applied that to 2006 actual plant balances.  So to the extent there is any lingering criticism about the use of the application to actual balances, that's in fact what Union did.

Now, as I understand it, what Mr. Rosenkranz is saying is that Union should use actual information from 2006 to redevelop the earlier developed allocation factors.  So it would go through -- produce a new cost allocation method, regenerate new allocation factors, and use that for the allocation of a storage plant.

And in my submission, that is contrary to cost allocation principles that we have already talked about, and you can see that both in the testimony that I have taken you to, but an additional reference can be found at page 81 of day 2, which was cross-examination by Mr. Thompson.  And I am told we actually did mention it.  But it is page 81, and you should be able to find it in your copy.  I hope you can find it in your copy of our binder.

MS. SPOEL:  Page 81 of day 2?

MR. SMITH:  Page 81 of day 2 -- sorry, day 1.  And it precedes the decision.  It should precede the decisions that we looked at.  So it's immediately before the EBRO 546 decision.  That's where you should be able to find it at tab 7.


You will see, beginning at line 10 of page 81, if you -- members of the Board, do you have that?

MS. SPOEL:  Yes.


MR. SMITH:  Mr. Thompson says:

"Now, one of Mr. Rosenkranz's criticisms is that we are going to use 2006 year-end amounts as the point of departure for this exercise on a permanent basis.  We should be using the actual numbers; do you agree with that, sir?
"No."

And then Mr. Thompson feigns surprise:

"Well, that's a surprise.  I thought all cost allocators would support the use of the most recent information."

And Mr. Feingold goes on:

"Well, there is a difference between what you would characterize as most recent information, when you look at actual utilization of a system versus the design characteristics of a system, and they are very different.  As an example, if a certain plant asset is allocated to classes on the basis of design-day demand or peak-day demand, which is the case with regard to storage deliverability, if you use the actual peak day in any one particular 12-month period, that can vary significantly because of factors such as weather, economic impacts of customers' use of gas, versus a design-day characteristic, which is more closely aligned to the manner in which the plant asset was originally designed, installed and the costs incurred.  And it is a more stable allocator for purposes of assigning costs to groups of customers."

Now, in my submission, that's absolutely true.  Obviously, actual events will change from year to year, as a result, primarily, of weather.  And fundamentally in cost allocation, you are trying to reflect how particular systems were designed when they were designed and built and the costs related thereto.

I also say, with respect, that Mr. Rosenkranz's interpretation is inconsistent, or his argument is inconsistent with NGEIR.  And while we spent some time fighting about this point, if you have tab 4, again, the NGEIR decision, page 72 under the heading "Separation of unregulated storage costs and revenues," the Board tackles this very issue head on.  Beginning on page 71:

"Both Union and Enbridge proposed to separate the unregulated costs and revenues from the regulated costs and revenues using a cost allocation study.  The issue is whether a cost allocation approach is sufficient, or if a greater degree of separation is required."

And that's whether you need a functional separation or an actual divestiture, and the Board obviously concludes not:

"During the oral hearing, Union witnesses indicated that Union would be preparing a new..."

This is significant:

"...a new cost allocation study as the basis for revising the allocation costs of its storage assets between in-franchise regulated and ex-franchise unregulated."

So it's important to recognize that Union's position, at least initially, was:  Yes, we will prepare a new cost allocation study, and that will be the basis on which we will split the utility business from the non-utility business.  But it proceeded:

"In its final argument, however, Union submitted that the cost allocation necessary to split the costs of its storage assets between in-franchise and ex-franchise has already been completed in its 2007 rate case.  According to Union, that allocation would result in the total storage rate base being split as follows."

And then you see the 79/21 we talked about before.   And then under the paragraph:

"Some parties argued that a greater degree of separation was required.  Others argued that Union's cost allocation was inadequate.  Energy Probe argued that accounting separation is not sufficient, because the historic cost allocation work could not have anticipated the dramatic change of storage forbearance."

And then it went on to encourage full structural separation.  And then what did the Board find at page 73?
"The Board finds that functional separation is not necessary."

And then over on page 74:

"We also conclude that Union's current cost allocation study is adequate for purposes of separating the regulated and unregulated costs and the revenues for ratemaking purposes."

And that is the direction and that is the basis upon which Union has proceeded.

And if there is any doubt as to what Energy Probe was saying, I have included behind tab 7 Energy Probe's argument, and at page 12 of that argument, what Energy Probe says is:

"Any cost allocation work that has been done historically could not have anticipated the dramatic change storage forbearance represents with the prospects for co-habitation of regulated and unregulated businesses."

And in my submission, that is exactly what Mr. Rosenkranz articulates in his evidence and in his Interrogatory Response No. 2, where he says, in a nutshell, that report was prepared for an entirely different purpose and that methodology or that report was prepared for an entirely different purpose, and therefore shouldn't be used as the basis for splitting utility and non-utility business.  And that's an issue that was dealt with squarely, in my submission, by the Board.

Also, there was similar effect -- argument to the similar effect by LPMO.  I won't take you to it, but it's behind tab 7.

I was going to go at this point to page 102 of the NGEIR decision, but in light of your question earlier and the exchange we had, I won't go to page 102.  I believe we have dealt with it already.

The second issue raised by Mr. Rosenkranz relates to the issue of optimization and whether or not optimization space should or should not be included when determining the appropriate split between Union's regulated and unregulated businesses.

The method that Union has applied consistently since 2007 is the allocation of storage plant being based on physical space, and what is allocated is the costs associated with that physical space.

And just to provide you with the reference, so you have it, if you did want to see what Mr. Rosenkranz has done and the way in which he did it, it's in his schedule 2, which he calls his "Non-utility storage allocator -corrected."

And you will see at line 6 there, a heading "Resource optimization, 14.5."  And so he has built into his computation of Union's storage space, optimization space.

Now, the issue of whether or not to include optimization space is dealt with in Union's reply evidence, which can be found at K1.9.  And I would refer you to it, but allow me to make the following three arguments.

Mr. Rosenkranz's proposal has at least the following three fundamental failings.

One, it is, again, contrary to the principle of cost causality.  Two, it results in the allocation of non-existent costs.  And three, it is contrary to the evidence as to how Union uses that space, in any event.

So dealing first with the issue of cost causality, I have gone over it.  I don't think I need to belabour it, but there is no dispute that optimization has no fixed costs associated with it.  In other words, to allocate on the basis of space breaches the principle of cost causality.

Two -- and this is really a related point -- it results in the allocation of non-existent costs, and that goes back to the point I tried to make with the two-car garage.  Union has to build a two-car garage called a storage cavern, and it has to make sure that at least one spot is available for the utility business.  Optimization allows it to, from time to time, park in its non-utility side of the garage a third car, but the costs, the bricks-and-mortar costs of building the two-car garage never change.

And what Mr. Rosenkranz is proposing to do is effectively allocate to the utility portion of Union's business one third of the costs of the garage, even though the utility business needs fully half of it.  That's in simple terms what he is asking the Board to do.

And in my submission, thirdly, it's inconsistent with evidence as to how actually Union actually uses optimization space.  It is true that from an operational perspective Union operates an integrated system.  There isn't a line in the storage cavern going down however far a storage cavern goes saying these molecules are non-utility, these molecules are utility, and nobody is pretending otherwise.

But that misstates the point, in my submission.  What really matters is how Union plans, and how Union plans is to optimize only that portion of its storage capacity which is non-utility.  And this issue was dealt with squarely by Mr. Isherwood on several occasions in cross-examination with Mr. Quinn.  And I have collected a number of them behind tab 5.

MS. SPOEL:  Mr. Smith, can I just -- I was intrigued with the parking-garage analogy, and I was thinking about it a bit.  So are you saying that it's a -- while there isn't a physical separation of space, so it's not quite like if I go down to the parking garage underneath this building and there are certain spots that say "reserved for licence plate number ABC 123", and therefore no one else can park in it, what you're saying is that, even if both cars are out of the garage and there are two empty spots, that Union would only ever have one -- allow one other person to park there temporarily, even if both cars were gone and were going to be gone and you knew they were on vacation, they're going to be gone all week?

MR. SMITH:  That is right.

MR. SPOEL:  You'd still only allow one extra car to park?

MR. SMITH:  That's right, that's right, because Union -- this is the important feature of Mr. Isherwood's evidence.  Union only optimizes on a planning basis for its non-utility business.  And so it only allows itself to think of the garage in terms of, I only have one parking spot that I can play with, because I have to have one parking spot available in case my neighbour comes home and parks there.

That -- and why is that important?  Because Union's shareholder is on the hook, because it's committed to have that space available for in-franchise customers, and if it's not there, the shareholder has to go out and get it somehow, and it's directly on the hook for it.


And this is why when there was extensive cross-examination around the issue of what you optimize, what do you optimize, what do you encroach on, and Mr. Isherwood said repeatedly we only encroach on the -- only encroach on the non-utility space, because they know -- the non-utility customers have contracts.  They know exactly how much space they have reserved, and therefore they know that's how much we have to have available for us, and that's the only amount that we can play with.


And so you are absolutely right.  You can think of it that way.  I built a two-car garage.  I am going to allocate the costs of the bricks and mortar for the two-car garage, but I'm never going to use the left-hand side of it.


MS. SPOEL:  Or you can use either side --


MR. SMITH:  Or you can use either side, but I have to have one available.

MS. SPOEL:  You have to have one slot available --


MR. SMITH:  That's right.

MS. SPOEL:  -- in case you come home early from the vacation or whatever.

MR. SMITH:  That's absolutely right.  That's absolutely right.  And so you see at page 9, Mr. Quinn, at line 12:

"It may be focussed on the non-utility customers, but how are you tracking the utility position?
"In that case we are not, because we are not encroaching on the utility position; we are encroaching on the non-utility portion."

And then over at page 10, again, line 15:

"We are able to track the non-utility customers independent of the utility customers, so we would know -- we would know what the problem is and where it's being created or caused."

And again, I have tried to include a number of references through that portion, but they are all to the same effect that I have just described to you.

So in my submission, the proposition falls on a number of different levels, which I have articulated and don't need to go over.

The final cost allocation issue I want to deal with -- and I think Mr. Rosenkranz fairly summarized this as not -- potentially not being an issue, and it may have resulted in simply a confusion caused by Union with the way in which it described what it was asking for when it sought approval of the methodology it was using to split its regulated and unregulated businesses, and people were obviously concerned that they wouldn't have the ability to analyze the reasonableness of costs where there is indeed an allocation.

And I recognize -- we recognize that that -- if that's what had been -- if that's what was being proposed, that would be problematic, but it's not what is being proposed.

And so we have included at tab 10 -- sorry, tab 8, a little table that we have done which I am hopeful will put everybody's mind to rest as to what is going to be in Union's rebasing filing and how that will permit the parties to examine through the review of the evidence and appropriate interrogatories on that evidence exactly how Union allocates these costs and what is and what is not out.

So if you look at the operating revenues, long-term storage revenues, Union is not proposing to include those in its rebasing filing.  There will be no further sharing and therefore no need to provide that information.

Short-term storage revenue, assuming the Board agrees with our interpretation of the NGEIR decision, that's an allocated matter, and information will be provided.  Other balancing services, same answer.

Cost of gas, unaccounted-for gas, compressor fuel, and customer supplied fuel, all of which are allocations and information in respect of which will be provided.

O&M, that's another allocated matter, and I believe that's the one in Mr. Rosenkranz's evidence that he articulates, and there will be shown in Union's evidence total company-wide O&M and O&M allocated to the utility business.  So the split that's there, ratepayers will have the ability to analyze the reasonableness of that.

Capital expenditure replacement, yes, that will be there as well, because what we are talking about there is, if Union is replacing assets which are in its utility business, then absolutely, intervenors should have the opportunity to review that.

Capital expenditures, new storage, no, that wouldn't be there, because that's directly assigned to the unregulated business.  Ratepayers pay no share of the costs associated with that.  And the same is true for plant continuity.

And then interest return and income taxes and capital and plant, and as the right-hand column indicates, the filing will be in respect of utility rate base.

MR. QUESNELLE:  Mr. Smith, can we just go back up the -- under the operating revenues, the descriptor on the right-hand side beside "short-term storage revenue", "Revenues on space in excess of 100 PJs over utility requirements"; is that correct?

MR. SMITH:  It really should say "over -- in excess of in-franchise requirements".

MR. QUESNELLE:  Right.  Thanks.

MR. SMITH:  Yes, you are quite right.  Almost caught out by the argument put against me.

Just one moment, members of the Panel.

I just want it to be perfectly clear, because I think this is a point that matters, but the cost allocation study, to the extent it's dealing with the allocations that were talked about, deals with -- up to the -- deals with the utility plant, but there will be other allocations dealt with elsewhere in Union's evidence, and maybe I will just ask Mr. Kitchen to explain that so that everybody is clear on the record.

MR. KITCHEN:  Yes, the intention is going forward that would not provide a cost study that would be -- would include both the regulated and unregulated operations.  It would only deal with utility storage -- utility assets up to 100 PJs, and any other allocation that start -- that we have to do from on the basis of what we have for total company and get to a regulated and unregulated, that will show up in other places in the evidence, but not in the cost study itself.

MR. QUESNELLE:  Thank you.

MR. SMITH:  So subject to any questions, that is Union's argument-in-chief.  Thank you very much.

MR. QUESNELLE:  No, the Panel doesn't have any, Mr. Smith.  And thank you very much.  I am pleased you took the option of coming in and doing this orally.  This was very helpful, very well laid out and organized.  Thank you very much.

MR. SMITH:  Thank you.

MR. QUESNELLE:  We have on the transcript from yesterday the schedule for the remaining submissions, so I won't repeat them here.  But we will look forward to receiving those, and the Panel thanks you very much for coming in this morning.  We are adjourned.

MR. SMITH:  Thank you.

MR. QUESNELLE:  Thank you.

--- Whereupon the hearing concluded at 11:25 a.m.
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