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Friday, September 7, 2012

--- On commencing at 9:33 a.m.

MR. QUESNELLE:  Good morning.  Please be seated.

The Board sits today on the matter of an application filed by Union Gas Limited on April 13th, 2012 under section 36 of the Ontario Energy Board Act for an order of the Board amending or varying the rate or rates charged to customers as of October 1st, 2012 in connection with the sharing of 2011 earnings under the incentive rate mechanism approved by the Board, as well as final disposition of 2011 year end deferral account and other balances.

The application also requested the approval of the disposition of the variance between the demand-side management budget included in 2012 rates and the revised budget approved by the Board in EB-2011-0327.

The Board has assigned file number EB-2012-0087 to the application.

The Board has issued a series of procedural orders dealing with, among other things, the establishment and scheduling of technical and settlement conferences.  The Board has received correspondence from parties to the proceeding and Union Gas dealing with a particular element of Union's application.

In Procedural Order No. 3, dated August 15th, 2012, the Board determined that it will address this issue, that being Union's treatment of upstream transportation revenues in 2011, as a distinct issue in this proceeding.

The Board decided that it will hear this single issue as a preliminary issue in this proceeding and it will issue a decision on it prior to holding a settlement conference.

The Board also established a schedule for a technical conference.  It was held on August 21st, 2012 to allow parties to gain a better understanding of this issue, as well as other matters included in the application.

Today we are to hear Union's argument in-chief on the preliminary issue.

My name is Ken Quesnelle.  I will be presiding today, and with me on the Panel is Board member Karen Taylor.

I will take appearances now, please.
Appearances:

MR. SMITH:  Thank you, members of the Board.  Crawford Smith, counsel to Union Gas, and with me to my left is Karen Hockin from Union Gas, and to my right Mark Kitchen, also from Union Gas.

MR. QUESNELLE:  Thank you.

MS. SEBALJ:  Kristi Sebalj, OEB legal counsel, and with me is Lawrie Gluck.

MR. QUESNELLE:  Thank you.  Any other matters, preliminary matters, you would like to discuss first?

MR. SMITH:  No, members of the Board.

I hope you have a compendium that we prepared to assist with argument.  It is made up entirely of material from this case, and I would ask that it be marked as an exhibit.

MR. QUESNELLE:  Thank you.

MS. SEBALJ:  That will be Exhibit K1.1.
EXHIBIT NO. K1.1:  UNION COMPENDIUM PREPARED FOR SUBMISSIONS ON PRELIMINARY ISSUE.

MR. QUESNELLE:  Thank you.  Just a matter just for information, Mr. Smith.  Any time estimate for this morning?

MR. SMITH:  Ms. Taylor will perhaps know that I am not the best at estimating, but I believe I will be done by 11:00.

MR. QUESNELLE:  All right.  Thank you.  So we will likely do that right through, then, without a break, if that suits you.

MR. SMITH:  I think so.  If it looks like we're going to vary, I will let the members know, but I believe that should be the case.

MR. QUESNELLE:  Okay, thank you.
Submissions by Mr. Smith:

MR. SMITH:  Members of the Board, as indicated, the Board fixed this hearing, by way of Procedural Order No. 3, to determine a preliminary issue in this matter.  At page 3 of the Board's procedural order, the Board defined that preliminary issue, and you should find, at tab 1 of the compendium, the Board's procedural order.

Over at page 3, at the bottom, the preliminary issue is defined as follows:
"Has Union treated the upstream transportation optimization revenues appropriately in 2011 in the context of Union's existing IRM framework?"

It is Union's position, in relation to that preliminary issue, that the revenues arising from upstream optimization were treated appropriately by it in 2011.  They were captured as regulated utility earnings subject to earnings sharing pursuant to the terms of the existing IRM framework approved by the Board.

The treatment as regulated revenue subject to earnings sharing is consistent with how revenues have been treated by Union throughout the IRM, and, indeed, with the exception of deferral classification or deferral treatment prior to IRM by the Board historically.

In Union's submission, reclassifying the revenues as a gas cost reduction, as I expect some will argue, would be inconsistent with the past treatment by the Board and would effectively rewrite the terms of the IRM framework agreed to by the parties and approved by the Board.

Now, turning to the issue itself and the structure of Union's submission, there are three questions that arise from the preliminary issue.

The first is:  What are the parameters of Union's existing IRM framework?

The second is:  What upstream optimization revenues did Union generate in 2011?

The third is the consequential:  How were those treated and were they treated appropriately?

The preliminary issue also tells us and the Board's procedural order tells us what is not at issue, and what is not at issue is, first, other years during the currency of the existing IRM framework, those being 2008, 2009 and 2010, and I suppose 2012, as well, although I will touch on at least 2008 to provide, in my submission, highly relevant context relating to the framework and prior consideration of this issue by the Board.

The second matter that is plainly not in issue is 2013 and the treatment of upstream optimization revenues going forward, and, indeed, this was a comment made by the Board in its procedural order.  You will see it at page 3 in the third paragraph on the page.  Halfway through that paragraph the Board indicates:
"The Board is of the view that there are two distinct issues before the Board.  In Union's 2013 rebasing case ... the Board will be determining how upstream transportation optimization revenue should be treated in 2013 and going forward.  In this proceeding ... the Board will be determining whether Union treated the upstream transportation optimization revenues appropriately in 2011 under the auspices of Union's existing IRM framework.  The Board is of the view that these are two different issues and that a decision on one of the issues does not necessarily require the same decision on the other."

And I agree with that, and that is obviously so.  Parties have taken a position now in the 2013 rebasing proceeding as to how upstream optimization should be treated going forward, including the existence of a deferral account and what the parameters around such a deferral account might be.

So that brings us back to what is in issue, and I just want to begin, before we dive into the existing framework, by talking about optimization generally.

If I can ask you to turn to tab -- first to tab -- we will go to tab 12, but before we go to that, tab 17.  It is perhaps important to have an understanding of the amount that is at issue here or what we're talking about.

Optimization is, generally speaking, a market-based opportunity to extract value from the upstream supply portfolio held by Union to serve in-franchise bundled customers.

They are consequential market opportunities.  Union sees an opportunity to maximize the value associated with its upstream transportation portfolio, and it acts on it.  They're consequential in that they arise when market opportunity presents itself for a variety of different reasons.  That can include weather, it can include market behaviour, and it certainly includes the services that are available in the marketplace and the appetite of counterparties to acquire those services, because, absent that appetite, there is no opportunity to engage in optimization.

Exchanges themselves are nothing more than a type of optimization activity. 

An exchange -- or the definition of an exchange can be found at tab 12 of the compendium.  This is an interrogatory that was asked back in Union's 2004 rate case.  It was asked by Northern Cross, Exhibit J20.10, and in the first part Northern Cross asked about the nature and mechanics of an exchange and how an exchange differs from a swap.

You will see in part (a) that an exchange is a physical transaction and a swap refers to a financial transaction.  And an exchange is then defined as a contractual agreement where party A agrees to give physical gas to party B at one location, and party B agrees to give physical gas to party A at another location.  Either party A or party B may agree to pay the other party for this service.  An exchange can only happen between a point on Union's system and a point off of Union's system.  The exchange must also happen on the same day at the same time.

And there are many different exchanges that are discussed in the evidence that we will talk about, but fundamentally, they all involve the mechanic that is set out at tab 12, be they the exchange of gas at Empress for receipt at Union's NDA or Union's EDA or Dawn, or anywhere else on the Union system, for that matter.

So that is an exchange, generally, and we will come back to this more when we look at the activities that were undertaken in 2011. 

To give you the idea of the amount of exchange activity that Union undertook in 2011 -- and you can see that at tab 17, at the very last page, attachment 2 -- you will see there, members of the Board, total exchange revenue at the bottom for 2011 being $31.7 million.  And that is really made up of two, broadly speaking, categories: base exchanges, which is line 1, and RAM-related exchanges, which are lines 2 and 3.  But as I will come to later in my submissions, fundamentally they're all exchanges, but that is why you see the differentiation.  There is, mechanically, a slight -- I don't suppose there is a change mechanically, but those are the components of the exchange revenue.

This is a piece of evidence from the 2013 rate case.  The reason why RAM is separately identified is that RAM may be going away in 2013.  So to make Union's S&T forecast understandable, it separately broke out RAM-related exchanges so that those could be more easily understood by the parties in the context of a portion of its forecast that was going away.  And understandably, parties would want to know why that was.

Now, I focussed on exchanges because, at least when we're talking about optimization and what I understand to be at issue from the other parties, this is the portion of optimization that is at issue, is exchange activity.

Indeed, I understand that the portion of exchange activity which is primarily at issue is the RAM-related exchange activity.

You can see that at tab 15, which is an extract from the technical conference, at page -- let me just make sure I have given you the right page.  I will have to get you back to the page.

But Mr. Thompson went through this specifically to identify the amount that, in his client's view, ought to be reclassified as gas -- I'm sorry, it is page 29 and over to 30.  So at page 29 and 30 you will see that he's talking there, particularly at the bottom of the page, 22 -- the $22 million, and that's a reference to RAM-related revenues.

Then there are earnings-sharing impacts that are discussed on page 30, but for the Board's identification - as we understand it, at least - that is the amount that parties question, although from our perspective there is no basis for a distinction.

Now, when we're talking about exchange-related activities and exchanges being treated as S&T activities that flow through utility earnings and not through deferral, that is not to say that exchanges make use of unregulated services, or are themselves unregulated.  That was not the situation in 2011 and, indeed, it has never been the situation.

Exchanges use upstream transportation contracts held by Union, being regulated assets, and they are sold under the C1 rate schedule. 

In a normal cost of service proceeding, revenues would be forecast and included to reduce in-franchise rates.  And the only question historically, in my submission, has been what is the appropriate forecast and how should shortfall or excesses relative to that forecast and that amount embedded in rates be treated, be they deferral or otherwise.

Even under IRM, in my submission, that was fundamentally no different, other than the treatment of the deferral.

There is an amount of S&T activity, including exchange activity, that is included in base rates and which is used to offset the revenue requirement.  And Union earns in excess of that only if it, obviously, earns margin in excess of the amount embedded in rates.

Another point that we will come to in more detail later on, but that Union has been engaged in exchange activity since at least the early 1990s; that is, it has been engaged in exchange activity approved by the Board to optimize its upstream transportation portfolio, and has had a deferral account in relation to that activity at least back to that time.

By way of reference, you will see at tab 13 an excerpt from volume 6 of the transcript in the rebasing proceeding.  Over on page 78, at line 8, Mr. Isherwood talks very briefly there about the regulatory history and the fact that you can see this deferral account going back to 1993.  And he, at least, found references to exchanges going back to 1991.  So this is something that has been going on for quite some time.

MS. TAYLOR:  Mr. Smith, just for the record, do you want to identify that deferral account by number, please?

MR. SMITH:  The deferral account is account 179-69.  We will be coming to that deferral account.  Why don't we do that now?

You can see, members of the Board, the deferral account set out at page or tab 4 of our compendium, and this is the accounting order that was included in Union's 2007 rebasing proceeding, EB-2005-0520.

You will see in the second or the bottom paragraph:
"To record, as a credit (debit) in Deferral Account No. 179-69, the difference between actual net revenues for Transportation and Exchange Services including..."

And, so in my submission, it is not limited, but including:
"... C1 Interruptible Transportation, Energy Exchanges..."

Which is what we're talking about here:
"... M12 Transportation Overrun..."

Then it lists a number, which comes back to the point I made before, that what would have fallen into optimization, broadly, is a number of things, but what we're particularly focussed on, as I understand it, here are energy exchanges.

So that brings me to the context.  What is the context?  What is Union's existing IRM framework, and how did that come about?

Union's IRM framework was approved by the Board in EB-2007-0606, following settlement.

In EB-2009-0101, the parties agreed to modify the IRM framework.  That agreement came about as a result of the structure of the 2007-0606 agreement and Board-approved settlement.

In a nutshell, the 0606 framework that had been approved by the Board and agreed to by the parties permitted, essentially, the reopening of the framework if Union exceeded its earnings by more than 300 basis points.  And that happened, which permitted parties to make submissions about whether or not the existing framework should continue or, indeed, if presumably -- or a new cost of service hearing should be initiated at that time and rebasing undertaken.

The point there is that to the extent there was a change in the 0101 case, it came about as a result of something that the parties had, themselves, earlier agreed to.  Absent that structural change that was set out in 0606, what you saw in 0101 couldn't have happened.

What ultimately was agreed to was the earnings sharing framework was changed.  It had been 50/50 over 200 basis points, and it became 50/50 between 200 and 300 basis points and 90/10 thereafter, a change which had very significant financial consequences in that year to the benefit of ratepayers, as we will come to.

MS. TAYLOR:  Mr. Smith, just as a clarification for the record, the FT RAM in that proceeding -- so we saw a change in the framework in EB-2009-0101.

Which year did that pertain to and what were the FT RAM revenues in that year?

MR. SMITH:  2008, and the revenues for FT RAM were $5.3 million.

MS. TAYLOR:  Thank you.

MR. SMITH:  The salient point with respect to Union's existing framework is that it is a feature of Union's IRM framework that upstream optimization, including exchanges, are not subject to deferral, nor are they a pass-through item.

As I indicated before, that is not to say that optimization activity is not already a feature of base rates, in that there is an amount of margin included in base rates that goes to reduce that amount, and I believe the number is, I think, 6.9.

Now, the closure of deferral account 179-69, and which became a feature of Union's framework, was first contemplated -- well, first contemplated by Union in its submission in the Natural Gas Forum report, and then contemplated in EB-2005-0520, which was Union's rebasing proceeding.

You will see at tab 2, members of the Board, an extract from Union's evidence in that proceeding, Exhibit C1, tab 3, which would be its ex-franchise revenue tab.  Beginning at line 4:  

"Union's proposal to eliminate the S&T transactional services deferral accounts is consistent with and supports the Board's policy direction as outlined in its NGF policy paper dated March 30, 2005, to move to an Incentive Regulation ... framework.  The Board made several references to its views on earnings sharing mechanisms in its NGF report including the following:
"1. 'Board does not intend for earning sharing mechanisms to form part of IR plans' (Pg. 28)
"2. 'an appropriate balance of risk and reward in an IR framework will result in reduced reliance on deferral or variance accounts'."

Then Union continued:
"The current S&T transactional service regulatory framework includes deferred accounts and a revenue sharing mechanism. Union agrees with the Board that, in a true IR framework, there should be no earnings sharing, and transactional services revenues should not receive special treatment.  Union believes that the elimination of S&T transactional service deferral accounts in 2007 is consistent with and supports the Board's direction to reduce deferral accounts and eliminate earnings sharing mechanisms as part of transitioning to an IR framework."

Now, as matters unfolded, parties agreed to defer the elimination of the deferral account in that proceeding.  It was first moved to the NGEIR proceeding, which was essentially running at the same time.  Then by letter from the Board, it was moved from the NGEIR proceeding to the 0606 proceeding, which was Union's IRM framework proceeding.

You will see Union's evidence in that case at tab 5.

At tab 5, page 11 -- it should just be a few pages in -- at the bottom you will see, again, Union repeating its request over -- or its position over at page 11 at the bottom and over at page 12.  And it was Union's position -- not just Union's position -- that the Board's position is reflected in its Natural Gas Forum report, that contemplated the closing of these accounts.

As matters unfolded, that was ultimately agreed to.  You will see at tab 6 the settlement agreement.

I should say before -- perhaps before we flip to tab 6, but back at tab 7, it was also Union's position in its application that the cost of gas supply deferral accounts would continue, and you will see that referenced at page 37 and over at page 38 of tab 5.

So that brings me to tab 6, where we have the settlement agreement agreed to by the parties dated January 3, 2008.  What you will see, turning over the page, you should have page 15 and then page 16.

On page 15, the parties agreed on certain Y-factors, including upstream transportation costs and upstream gas costs.

And over at page 16, the parties agreed to the closing of four deferral accounts, the first of which is the relevant deferral account here, account 179-69.

You will see over at page 33 -- and this picks up on something I said a minute ago -- you will see over at page 33 the issue was asked:  Are there adjustments that should be made to base year revenue requirement and/or rates?  And there was an increase to S&T revenues margins of $4.3 million.

Now, that is -- sorry, before we get to it, $4.3 million, and then it says:

"This adjustment has been made to reflect the elimination of certain S&T revenue deferral accounts described in 5.1 above.  The parties agree that 100 percent of this amount will be allocated to in-franchise customers, as described in Exhibit D1, tab 1, page 7 of Union's evidence."

Now, just by way of clarification, this is a margin number, and the total margin built into rates, as I said, was the six and change that I referred to before.  But to earn that, Union actually has to generate revenues of approximately 10- to $12 million, and we will see that when we come to a later piece of evidence.

Now, by way of further context, when we're talking about the gas supply deferral accounts and the S&T accounts -- we touched on this earlier -- at tab 4 are the accounts which were closed; tab 3 are the accounts which remained, although nothing turns on this.  You will see this reference comes from the 2011-0210 case, but the accounting orders are the same.

So these are the gas supply deferral accounts, as compared to the exchange account or the S&T exchange services account, 179-69, set out at tab 4.

What you will see, in my submission, on review of those is that from a regulatory perspective, there is a difference in the treatment of exchange revenue as compared to gas supply-related matters, and that, in substance, what we're talking about in gas supply accounts are picking up commodity changes, so the change in the cost of gas, and toll changes.  In other words, the amount actually charged by TCPL, certainly if you're looking at account number 179-10, which is the first of the accounts set out at tab 3.

Those accounts are -– admittedly, the gas supply accounts, a pass-through item.  They're not, in my submission, relevant, nor do they apply to 2011.

And there is, by way of further description -- you needn't read it or I needn't go through it right now in detail, but I have included it -- there is further description of the north PGVA, the TCPL tolls and fuel account, being account number 179-100, and then the south PGVA at tab 26 of the compendium.

And that is Exhibit JT1.2, and, really, what you see there is that in the north, the job of -- in the south, the job of the two north deferral accounts is done by one account.  In the north, the TCPL tolls account is simply a tolls account, and in the north, the north PGVA is simply a commodity account.

In the south, the south PGVA is a tolls and commodity account.

MS. TAYLOR:  Mr. Smith, in the technical conference Ms. Elliott referred to an actual difference that, in the south, what is tracked and disposed of back to gas cost -- if I understood this correctly -- was a blended delivered cost to the south, and that there, in fact, is tolls-only and commodity fuel gas commodity charges in the north as a flow-through to gas.

So in fact there is a different treatment north and south, and that the difference in basis between Empress and the NYMEX was, in fact, attributed to transportation, if I understand correctly.

So I am a bit concerned that there is a different treatment and it is material.

MR. SMITH:  I don't believe that is so, particularly when you look at JT1.2, which I believe clarifies the point and the confusion that was created around the south portfolio cost differential.  But when you work through Exhibit JT1.2, really, what's being captured in the south PGVA is the difference in commodity -- no doubt about that -- but also the difference between the actual landed cost of gas versus the gas supply planned cost of gas.

What is being captured there is differences in the supply mix.  So if the cost of taking any of the various transportation paths that make up the south portfolio vary, then that is reflected in the south PGVA and compared against the Empress amount, the Empress toll.

But it is not the case -- and I hope this answers your question directly -- it's not the case that that means that it picks up the result of exchange activity or optimization activity, and that the treatment of that north and south is different.

What is really happening as a result of the south PGVA is it is recognizing the fact that the south is served by a variety of different paths, and the north is not.

MR. QUESNELLE:  Empress is the reference point?

MR. SMITH:  And Empress is the reference point.

This was discussed in the generic QRAM, as well.

And Mr. Kitchen makes a good point, in that in the south, the PGVA is only for system customers, whereas in the north it is to all bundled customers, and that also drives a slightly different treatment.

But the main point for this issue is really in relation to the exchange activity and whether optimization is captured.  And, as I say, it's not.

MS. TAYLOR:  The last question I had related to 179-100 where it talks about the TransCanada --


MR. SMITH:  You're talking about the second paragraph in the north -- in the TCPL tolls?

MS. TAYLOR:  Yes.  There is another deferral account that deals with UDC, and the question is:  Although we're talking really about long-term firm on TransCanada and UDC on those contracts, and although it doesn't mention FT RAM because it is an innovation, it is a function and embedded in these types of contracts, so why would that not have been captured in these two deferral accounts as opposed to the FT RAM?

If the intention was to capture the variability in tolls, an option value, I would argue, is a toll-related option value, or I could suggest.  I shouldn't argue anything.

MR. SMITH:  Two answers to that.  Really, three.

The first is, as you alluded to in your comment, the first part, the reference to the third paragraph:
"To record, as a credit (debit) in Deferral Account No. 179-100, the benefit from the temporary assignment of unutilized capacity under Union's TCPL transportation contracts..."


That is a reference to capacity that, pursuant to the gas supply plan, would be truly UDC.  In other words, this is gas that Union doesn't otherwise need on its TCPL contracts.

Then you have the UDC deferral account.  And I can get the reference.  It is not in the compendium, but you might recall that there was some discussion of this in the rebasing proceeding.

What Ms. Elliott explained was this needs to be tidied up in terms of housekeeping, but there is a potential overlap between the TCPL tolls and fuel account and the UDC deferral account, and would you be capturing mitigation activity, i.e., mitigation of actual UDC; i.e., gas that Union does not need - that is important, gas that Union does not need - in this account, and a portion of that in the UDC deferral account.

And the specific references are -- I believe it is volume 7 of the transcript, but pages 73 through to 83 during Mr. Brett's cross-examination.  It was discussed further at pages 163 to 164 in answer to questions by Mr. Millar.

You will see on page 163 -- I will just read it.  What he says is down at line 24 -- or I guess bottom of page 26:
"So something is in the wrong house, essentially? "Ms. Elliott:  Yes.
"In terms of, practically, how you are recording amounts into those accounts, are you currently doing it as the description of the account states?  Or the proper way, if I can call it that?  In other words, are you putting them in their correct house or are you putting them in the wrong house currently, because of the description?"

What she says is:
"We're putting -- we're putting the benefit of the assignment of un-utilized capacity in the UDC deferral account, which, in my view, would be the correct account for it, not 179-100."

And then it goes down and Mr. Millar asks are you missing anything, and what Ms. Elliott explains is No, we're not missing any amount.


What this really comes down to we will talk about a bit later, but there are exchange activity -- there are exchanges which are undertaken and that use FT RAM - they needn't; they could just be simple exchanges, but some use FT RAM - that mitigate UDC that Union would incur pursuant to the gas supply plan; in other words, situations where Union doesn't actually need the gas.

It is those transactions which flow through, as Ms. Elliott talked about.

Now, picking up on the suggestion about the embedded option value, I don't accept that.  The reason I don't accept that is, in particular, it is a tolls account, and what we're talking about is an actual change in the amount charged by TCPL.  One, that did not happen, and, to the extent it did happen, it was picked up in the tolls deferral account; and, two, the attributes, as some people have referred to it in the rebasing proceeding, of having a long-haul contract with TCPL and which arguably some would say give value to that contract, have always been treated as -- sorry.  They have not given rise to different treatment.

In other words -- it is a pretty indirect way to put it, but, in other words, there are various features of having a long-haul contract that have changed over time.  FT RAM is one of them.  AOS was another.  FT makeup, which we will come to, which was a precursor to FT RAM, was another, and DOS MN, which we will come to, was another, all of which give value, to put it one way, to the long-haul contract.

But that is not to say that if a counterparty wants to take advantage of that and buy an exchange from Union and sees value in DOS MN or sees value in FT makeup, or Union can take advantage of whatever that embedded value is -- that does not change what is fundamentally an exchange or an S&T activity into anything else, and it does not drive pass-through treatment.

MS. TAYLOR:  So is it fair to say, then -- for instance, the Alliance pipeline has an AOS that lowers the effective toll, because an AOS service is based on a BTU versus the other tolls that are set on per Mcf.

Those benefits, if they were realized, traded away through an exchange, would have been through the exchange revenue and not captured in any of the other gas supply.

My point is there are other options built into contracts on an FT basis, and so you would have viewed the optimization of those options as being part of the STS or exchange portfolio and not -- never would have flown them back to gas supply; is that correct?

MR. SMITH:  Well, you have me at an informational disadvantage in that I am not as familiar with it.  But, conceptually, the answer to that is yes --


MS. TAYLOR:  Okay.

MR. SMITH:  -- in that, for example, you take FT makeup.  FT makeup -- Mr. Isherwood talked about this at the technical conference, and we will come to it, but FT makeup is, in substance, essentially FT RAM that TCPL had in place in 2002.

Union did exactly the same transactions in 2002 that it did in 2011, and it treated them the same in 2002 as it did in 2011.  So the answer is yes.

And we will come to it, but the example is particularly glaring, in my submission, with DOS MN, which DOS MN was really just a way -- a feature that reduced the TCPL demand charge, period.  Full stop.  And that was not a pass-through.  It was treated by the Board as optimization and was not a pass-through, and we will come to it, but that was a decision of the Board in 2008-0220.

That takes us back to the context and the parameters of Union's incentive regulation framework.  You have at tab 7 Union's evidence in EB-2009-0101.  This was the first year of Union's incentive regulation mechanism and an earnings-sharing proceeding.  If this helps at all, in this proceeding Union is both clearing deferral accounts and dealing with earnings sharing.

In 2008, it took place in two separate proceedings.  Nothing turns on that, but just so you have the context.

You will see Union's evidence at the bottom, transportation revenue, line 19 -- or, sorry, line 18, revenue from ex-franchise transportation services increased by 37.7 million in 2008 relative to 2007 Board-approved levels, obviously a huge jump.  This was primarily driven by increases in short-term transportation and exchange revenue of $23.3 million, increases in long-term transportation revenue of 14.5 million as a result of the expansion of Union's Dawn-Trafalgar transmission system.

Over at page 7, you will see the short-term transportation and exchange revenue increase discussed further, at line 6 -- sorry, line 8:

"The increased revenue was as a result of increased customer activity and service values due to colder than normal weather late in the year, and new market opportunities."

One of which would have been FT RAM.
"In addition, Union put a greater focus on the gas supply transportation portfolio optimization starting in 2007.  This focus continued through 2008.  Union also invested in incremental sales staff to capture the incremental revenue opportunities and deliver these services to customers.  Union's approach to the marketing of transactional services and the financial results for 2008 were the direct result of the IR framework and the elimination of the transportation deferral account."

So Union was saying very clearly:  We are focussing on the opportunity to optimize our transportation portfolio.  We've gone out and hired additional sales staff –- incidentally, none of whom would have been charged to ratepayers -- and we are looking at marketing these services more actively.

Over at page 17 you will see, I guess under the heading "Need for review of the incentive regulation mechanism," it was Union's position that there was no need to overhaul the incentive regulation mechanism.

Over at page 18, line 12 -- well, beginning at line 10 -- Union talks again about the short-term transportation and exchange revenue, echoes the comments it had made earlier, and again says at line 12:

"Union put a greater focus on the gas supply transportation portfolio optimization starting in 2007 and continuing through 2008."

Union, again, refers to hiring incremental staff. 
"Union's proactive approach to optimizing short-term transportation opportunity is the behaviour that IR and the associated elimination of the short-term transportation deferral accounts was intended to drive.  As a result of the IR framework, both customers and the companies are benefiting in 2008 through earnings sharing."

So Union was saying very clearly:  We've hired people.  We are optimizing.  We are actively looking to market and actively looking to take advantage of services that are out there to increase revenues, and, we, Union, think that is both consistent with the IR framework -- in my submission, it plainly is -- and benefits ratepayers through earnings sharing.

MS. TAYLOR:  Mr. Smith, is it anywhere on this record for that proceeding -- so 2009-0101 -- where the incremental STS revenue is coming from?

MR. SMITH:  Well, you will see at page --


MS. TAYLOR:  A specific discussion of FT RAM.

MR. SMITH:  -- tab 8.

Well, there is a specific discussion of it at tab 8.  And that is the interrogatory that was asked about the market opportunities that Union referred to.

And in this interrogatory, Union first alludes to the fact in the opening paragraph about decontracting and how that has had a significant change on the marketplace, and in particular:

"... a desire by end-use customers for shorter-term contracts, lower long-term transport contracts, limited related financial exposure."

The next paragraph:

"The increased demand for shorter-term short-haul services has provided Union with the opportunity to sell increased transportation and exchange services into the market."

And then there is a brief description.

Union says that it:

"... increased its Chatham-based sales staff by two positions, refocussed the contract and customer support staff, and initiated process and IT systems changes.  The overall objective was to capitalize on these opportunities and optimize and market Union's assets and related services."

Then Union goes on in the last paragraph to say how it further optimized its upstream transportation supply portfolio, and Union was:

"... able to extract value from new services introduced by upstream transportation providers, in excess of what was achieved historically.  An example of these new services includes TCPL's firm transport risk alleviation mechanism, FT RAM, storage transportation service risk alleviation mechanism, STS RAM, and Dawn overrun service must nominate DOS MN.  These new services provided increased opportunities for transportation exchange transactions in the market.  These opportunities were also influenced by favourable market conditions experienced in 2008."

So there was an interrogatory that asked a question about, essentially at a high level:  What are you talking about?

And here was Union's response.  And as I say, it talked about the various services, and this harkens back to the comment I made before about how the services that come and go and that are attached to Union's upstream transportation portfolio -- for example, DOS MN, STS RAM or FT RAM -- were taken advantage of by Union.

When I say they "come and go" they do come and go.  FT makeup doesn't exist anymore, DOS MN doesn't exist anymore, and FT RAM may or may not exist once the NEB has had a say.

So what was the product of Union over-earning in the amount that it did and Union substantially exceeding its S&T forecast?

That is the settlement agreement that is found at tab 9, and what you will see in looking at the settlement agreement was what I alluded to before.

So rather than, say account 179-69, which would have captured the $23 million variance that happened in 2008, including the FT RAM, ought to be re-instituted, what ultimately happened was the parties agreed to the earnings sharing change that I mentioned before.  And you can see that on page 4 under item 1, a complete settlement.

That is the change, and the change in the 300 basis points over the amount calculated annually to 90/10.

Then there are at page 5, 6 and 7, a number of reasons specified as to why the parties agreed to what they did and why it was in the public interest.

Those included clarifying ambiguities.  Number 2:
"Providing additional potential benefits to customers during the term of the IR plan in circumstances where Union's actual utility income exceeds the amount calculated by the application of the Board's ROE formula in any year of the IR plan by over 300 basis points."

So that is a significant benefit to customers.  Number 3:
"Provides greater certainty and incentive for Union to explore and make investments in productivity improvements during the term of the 2008 to 2012 plan."

And that is consistent, in my submission, with what Union had indicated earlier about the activity it was undertaking and the reasons why it was undertaking that activity.

It continues to provide for annual reviews, which is what we're in:
"Avoids complex, lengthy and highly controversial and contested disputes."

That may be true at least over the potential for the termination of the plan.  And then:
"Avoids complex, lengthy and highly controversial and contested disputes over 2007 base rates and the potential for further adjustments to those base rates during the IR plan."

And then there is a discussion there about the various adjustments that parties were contemplating.

You will see at the bottom of page 7 the impact of the settlement, at least as it relates to Union's 2008 earnings sharing and why I say this was no small agreement.  At the bottom, the parties agreed to an increase in the customer's share from 15.2 million to 34.2 million, or a $19 million increase.

Now, one final point before moving on from this, it is certainly the case that Union did not foresee and has said it did not foresee that it would continue to be able to make extensive use of the FT RAM service to grow its exchange revenue beyond what it had done, but that is not to say that parties didn't know that FT RAM was a feature of or a service offered by TCPL.

There is some evidence in the technical conference from Mr. Isherwood.  I will get you the exact page cite, but it is the case that if you look at a number of the parties who were signatories, both at this time and back at the 0606 case, certainly a number of them or their members would have been aware of it, and that would include obviously IGUA, APPrO, TCPL and a number.

MS. TAYLOR:  Mr. Smith, you're not suggesting that because they can read a press release or go to TransCanada's website to read a description of the long-term firm service contract, that they would understand how you were treating that to optimize value?

MR. SMITH:  Well, I am not suggesting that parties -- I'm not suggesting that parties -- well, let me just break it down.

There are a couple of answers to that.  The first is I do say it to the extent people say, I didn't know what FT RAM was, period, I say that is not correct, at least insofar as there would be, you know, members -- TCPL obviously would, but there would be many members of various intervenor groups who would know.

The second point, though, is if the proposition is that the information that is set out in the answer to the various interrogatories that are in the 2013 rebasing proceeding are relevant to a determination of whether or not the settlement itself is enforceable, I say that that is not correct, in that I say in 2009-0101 parties knew that Union was optimizing its transportation portfolio.  Indeed, Union has optimized its transportation portfolio for many, many years.

And all of these, members of the Board, are cumulative points, but Union has engaged in optimization activities for years.  The only thing that is happening, and what is being identified in that IR, is that we continue to do it to a greater extent, and here's the various services that we're that were taking place.

The actual dollar values attributable to RAM or base exchanges or DOS MN, which took place in 2008, were not broken down in that interrogatory.  I don't suggest they were, although I don't think that that's germane, particularly when you get to 2008 deferral account disposition, the 0220 case, where the Board just looks at the question from a principled perspective and says, Should these optimization activities flow through the deferral account or should they -- sorry, flow through earnings sharing, or should they flow through a gas supply deferral account and be treated as a Y factor?

I do also think, members of the Board, that it is relevant to consider that notwithstanding being advised of the services, and notwithstanding there wasn't a disaggregation of the amount associated, or the mechanics, there was no follow-on.

It is important to remember that the first time this issue arose was in the 2013 rebasing proceeding.  It did not arise in 2009 earnings sharing, and it did not arise in 2010 earnings sharing; not a single interrogatory relating to this at all, notwithstanding that in those years Union's S&T revenues from forecast varied significantly.

In other words, Union did very well in 2009 and 2010 as a result of S&T activities, and parties were not clamouring for information in relation to these.  Why?  Because, in my submission, people understood that optimization is part of utility earnings, shared.  That's a benefit and not a pass-through.

That brings me to my second major bucket, which is 2011.  The optimization activities in 2011, what were they?  In my submission, as you will see, they're the same optimization activities undertaken by Union in earlier years.

I will dive into the nuts and bolts of this, but I gave you tab 17, which breaks out exchanges by base exchange and FT RAM-related exchanges.  We will dive into those in a bit more detail, but just by way of high-level introduction, at tab 14 you will see at page 137 -- this was from volume 7, and there are many references or a number of references to this idea.  This is one.

Mr. Isherwood is talking at line 18:
"The only difference is the FT RAM program was added and FT service as an enhancement to the service.  Otherwise the transactions are very similar."

He's talking there about base exchanges and FT RAM exchanges and the base exchanges that Union has always undertaken.

Then over at 138, line 19:
"The activity that resulted from FT RAM -- we were able to do transportation exchange activity -– would, prior to the incentive regulation, would have fallen into these accounts.  And it is for that reason we consider them to be traps and exchange-revenue transportation, regulated revenue and shared at the earnings level and not the service level."

Now, I have included -- and we talked about this before, what is an exchange, but I have included at tab 11 an excerpt from Union's 0063 case that talks about the forecast methodology at the top -- at the bottom of page 5, and then over page 6 talks further about S&T activity.

This was a point that I alluded to earlier over at page 8 -- sorry, page 6, line 8:

"Over the last few years, the level of S&T transactional revenue has been impacted by warmer weather and favourable market pricing conditions.  In addition, certain TCPL services, FT makeup, AOS, that were approved and in place for 2002 only provided transactional revenue opportunities in 2002 and are no longer available."

And then it discusses -- again, down at line 14 -- again, the various market factors that influence S&T services, including, you know, the various market pricing factors, which you would consider.

And none of that, in my submission, derogates at all from the underlying fact that is set up at the top of page 6, that, in a balanced gas supply portfolio, historically there would be few, if any, firm assets available to support transactional services on a future plan basis.

I say with respect to that, that is true.  That's been true since 1993.  It continues to be true, and it was true through the currency of IRM.

There was -- this isn't an issue in this proceeding, but certainly it is Union's position in the rebasing proceeding, there's always been a balanced gas supply portfolio.  What has changed and what changes from time to time the level of S&T activity that may take place isn't just weather and it isn't just your in-franchise customer needs, but it is also a variety of other market-related factors, including the various services offered by upstream transportation providers, most notably in this category obviously being TCPL.

And obviously the introduction of FT RAM had a significant impact on the amount of exchange activity Union did during IRM.  It is an open question, obviously, whether FT RAM is going to continue, and it's an open question whether or not that exchange activity that Union was able to effect will continue.

Now, what is FT RAM?  It's probably helpful to have a description of it on the record.

You can see that at tab 26.  Tab 26 is an excerpt from the rebasing proceeding -- I'm sorry, 27.  27 is an excerpt -- page 11 of 17, I hope you have -- from the rebasing proceeding, just talking about FT RAM, line 3:

"This program gives firm shippers of long-haul capacity or short-haul capacity linked to long-haul capacity credits for any capacity left unutilized.  These credits can then be spent in the same month upon which they are earned on any interruptible service on TCPL's system.  The program was designed to encourage shippers to remain contracted on TCPL's system."

You will see -- we needn't go over it -- but you will see at page -- at tab 16, there is an interrogatory that just sets out a little bit of the history relating to FT RAM and how it was first introduced in 2004 and was a pilot project, and then another pilot project in '05, another one in '06, which I believe was two years, and then continued and then finally made a bit more permanent in 2009.  And now TCPL is looking to get rid of the program.

Further reference to that can be found in the cross-examination at Volume 7.  This isn't in my compendium, but the cross-examination at Volume 7, in the -- in the 2013 -- sorry, 2013 rebasing proceeding.  I believe it is pages 63 to 65, but I will confirm that.

Now, the mechanics of the optimization activities undertaken by Union in 2011, they're set out in a number of different places.  For example, if you look at tab 19, and what you will see there is an interrogatory, J.C4-7-10.  The question was asked:

"How does Union recognize the benefit of the RAM program?"

And Union explains that it does so in three ways, over at the next page.

The first two are not particularly relevant here.  The first is what I alluded to before, which is if Union has actual excess capacity -- in other words, it actually does not need the gas -- then it will release that capacity and flow through the revenues associated with that and return directly to system customers to offset unabsorbed demand charges.  So this is something that we talked about before.

The second is that prior to 2007 Union did it to manage LBA fees.  There is really nothing in that.

The third is the optimization activity that is really at issue here.

MS. TAYLOR:  Mr. Smith, sorry, just before you continue, in the second instance did that also flow back to customers?

MR. SMITH:  Yes, it did.

MS. TAYLOR:  Thank you.

MR. SMITH:  It did.  There was some evidence from Ms. Ebers about that.

The third talks about the ways in which Union took advantage of the FT RAM program to optimize its upstream transportation portfolio.  And it's these transactions which did not flow through a gas supply-related deferral account, and rather were treated as S&T, subject to earnings sharing.

There are really two types of transactions that are described, although both fundamentally depend upon, for their economics, depend upon an exchange taking place, which is why Union treats them as exchanges.

So one is sometimes referred to elsewhere in the evidence, you will see, as a capacity assignment, where Union assigns long-haul transportation assets on a monthly, seasonal or annual basis in order to realize some of the value the market placed on TCPL pipe, since Union continued to purchase supply at Empress.  And that is because, unlike the UDC situation, Union actually needs the gas.  It needs it because its customers need it.

Alternative arrangements were required to deliver these supplies to Union's market once the capacity was assigned.  And that is the exchange we talked about.

And then in 2008, Union began to use the RAM program by applying available RAM credits earned on empty FT pipe to transport Empress supplies to various delivery areas to meet market demands for customers.

Then it goes on to the various different delivery areas, and where Union would deliver to franchise customers.
"In addition, these credits could be used alone or in combination with other assets to serve exchanges to customers outside Union's franchise area.  The credits earned by the RAM program are one of the resources Union employed to serve our customers."

We will come to this in a bit more detail.  Those were broken down again at, mechanically, JT1.6, and you will see a question that was asked to talk about the three categories that support exchange revenue, being base exchanges, and then there are the components of the base exchange broken down there.

Capacity assignment, which is what I just talked about, but also included there, and that it is important to understand, is where it says:
"In this example, prior to the capacity assignment, the gas is not required and would have been transported to Dawn for storage using..."

Sorry:
"The same counterparty also agrees to accept Union's supply at Empress and re-delivers the equivalent quantity to Dawn."

That is the exchange I have been talking about.  Then you see over at page 2 RAM optimization, and, again, the mechanics or the components of the RAM optimization transaction are laid out there.  They're really identical to the base exchange, except the cost is reduced as a result of the use of the RAM credits.

MS. TAYLOR:  Mr. Smith, for the transactions in the paragraph that begins with, "In 2008 Union began to use the RAM program".

MR. SMITH:  I'm sorry, where are you?

MS. TAYLOR:  Under tab 19, page 2 of that.

MR. SMITH:  Tab 19, yes, yes.

MS. TAYLOR:  It would be the fourth paragraph down.

MR. SMITH:  Yes.

MS. TAYLOR:  To be clear, the middle of that paragraph says:
"The flexibility to apply RAM credits to any path allowed Union to deliver supply to franchise customers."

So in that situation, the delivery was always to in-franchise?

MR. SMITH:  As I understand it, yes.

MS. TAYLOR:  Thank you.

MR. SMITH:  Well, I shouldn't say that, because the last sentence says:
"The credits could be used alone or in combination with other assets to serve exchanges to customers outside Union's franchise area."

So it continued.  I guess your question is:  Can I say in 2008 whether that happened, or was it just a possibility?  Is that the specific question?  I take this to be -- I don't think anybody actually asked this question, but I take this to be saying that it served both in-franchise and ex-franchise customers, but I'm not sure of the exact breakdown.

MS. TAYLOR:  So if I understand, you're taking gas needed to be delivered in this situation to in-franchise customers, but you have exchanged the transportation with the embedded RAM feature and potentially delivered that value, then, to create a gas delivery option for ex-franchise.  That is what you have told me.  That is what you're saying is written here?

MR. SMITH:  I'm sorry, if that was the impression, that is not what I meant.

The exchange -- we're talking here about instances where gas is always needed --


MS. TAYLOR:  Mm-hm.

MR. SMITH:  -- for the in-franchise customers.  So the exchanges that are being affected by Union to get gas was a situation where it was getting gas to serve its in-franchise customers.  That is the way I can take it.

MS. TAYLOR:  But the RAM credits could still be used.  So the in-franchise customer, if I am reading this right, still got their gas, but then the credit, in combination with other assets or alone, also was used to facilitate in the same exchange, it seems, deliveries to outside of the service areas.

That is what this says; is that correct?

MR. SMITH:  Well, I think what is being captured there -- I can confirm it over -- we're going to need a break.  I can confirm it over the break, but I think what is being captured there is the concept that exchanges always take place from one point on Union's system to a point off of Union's system, or vice versa.

But I will confirm that over the break or confirm exactly how we should be reading that line.

MS. TAYLOR:  Thank you.

MR. SMITH:  Then you will see the mechanics discussed further at tab 18, which is J7.6, and this is really -- this is a lengthy answer, so I don't propose to read it all, but it breaks down a capacity assignment, and then you will see over the page -- and it breaks down the various mechanics very precisely.

Then over the page, where it says:
 "Alternatively, a similar transaction could have been completed had Union retain the capacity."


And this is the FT RAM -- what is sometimes referred to as the FT RAM optimization:
"S&T could have left the Empress-Eastern Zone capacity empty, earning RAM credits of $1.10/GJ. Using the NDA as an example, S&T could have flowed the supply purchased at Empress to the NDA, using RAM credits of $0.84/GJ. The 'excess' RAM credits of$0.26/GJ (2) could then have been used to fund other S&T exchanges. The proceeds from these exchanges (net of any incremental costs) would be captured as the RAM Optimization component of Net Revenue attributable to RAM benefit as reported at Exhibit J.C-4-7-9.
"Regardless of which option would have been chosen, the operational result (gas purchased at Empress and delivered to Union's delivery areas) and the ability to earn an economic benefit would be identical.  Both options are a direct result of S&T taking action to optimize the gas supply plan due to the existence of the RAM program."


And then the point we've talked about:
"The resulting revenues are treated as regulated Transportation and Exchange revenue."

Then there is, as well, a discussion of the mechanics at the technical conference at pages 47 through 54.  I do want to go through that to hit a couple of points, so maybe we can just take a short break and we will come back.

MR. QUESNELLE:  Okay, let's break until 11:15.  Thank you very much.

--- Recess taken at 11:02 a.m.

--- On resuming at 11:15 a.m.

MR. QUESNELLE:  Thank you.  Please be seated.

Mr. Smith, whenever you are ready.

MR. SMITH:  Thank you.

Just picking up on where we left off, talking about -- I hope this clarifies things, just where we left off with respect to J4-7-10.

The point that was trying to be captured in 4-7-10 and, as well, in J.C-7-6 under the paragraph on page 2 that begins "alternatively", the point that is being captured there is that as a result of RAM, Union could elect to leave a portion of its FT pipe empty.  That would generate exchange -- sorry, that would generate credits.

Union could flow gas to one of its delivery areas to meet whatever the demands were in the delivery area at the time, IT, and then could use the excess RAM credits to offset the cost of an exchange.

So if, looking back at JT1.6 that talked about base exchanges, capacity assignments and FT RAM optimization, effectively you could use the credits to effect the base exchange.  It would just be that you would be reducing the cost.

And that's discussed at page 47, specifically pages 47 -- I will just give you the reference -- pages 47 through 49 of the technical conference, which talk about, first, the FT RAM optimization transaction.  So Mr. Isherwood was there talking about the example that was described in J7.6 at line 16:

"We would purchase an IT service on the day, that would go from Empress to, say, the WDA or NDA, after leaving pipe empty, and the remaining credits we would use to offset the costs of an exchange.  So we would be providing an exchange to a third party, and partially or wholly fund that through the credits we got from the FT RAM program."

Then it goes over -- Mr. Isherwood says:

"Leaving the pipe empty is not an exchange.  Buying the -- or using the IT service on TransCanada from Empress to the NDA is not an exchange.  But the exchange is then the part where we actually move a third party's gas from somewhere on Union's system to somewhere off our system, or likewise, off our system onto our system."

And then he continues over at line 11:
 "The only reason we're doing that is because of FT RAM.  If we didn't have FT RAM, there would be no economic incentive to do that transaction.  And as we testified in the 2013 rebasing, it is all based on the fundamental premise that the gas supply plan is there to serve the needs of all our customers in all of the different delivery areas."

So if you didn't have FT RAM, and this wasn't economic -- as testified elsewhere -- the gas would flow Empress to the EDA, EDA to Parkway, Parkway down to Dawn, because in the summer months, for example, that is where you need the gas, so that you can use it in the wintertime.  And indeed, most of these transactions, as I understand it, take place in the summer.

You will also see at this excerpt a discussion of the capacity assignments, and we've talked about those and how they work, but you can really see them captured at pages 51 to 54.

It is at page 53 where you see the point I made earlier.  The second phase of that transaction is we do an exchange, where we give them gas at Empress, they give us gas back at the NDA or WDA, and we get paid for that.  So we're actually selling an exchange.

And the point there is simply that in each of these various transactions, whether you call them base exchanges, FT RAM optimization or capacity assignments, they only make sense if you have, as part and parcel of them, an exchange transaction.

Now, in terms of the -– well, that brings me to -- subject to any questions, that brings me to the third major component of my submissions, the treatment during IRM.

And we've already talked about the 0101 settlement, so I don't propose to go over that any further, but there is another example, DOS MN.

Just before we dive into DOS MN, I forgot to give you the references for FT makeup and what goes into FT makeup, but you should have -- and if it is not three-hole-punched it may make some sense to three-hole-punch it -- you should have a news release from TCPL.  It looks like this.  It was marked as KT1.2, tab 2 at the technical conference.

This was a news release by TCPL back in the early 2000s.  You will see on page 2, they talk about services and it says, halfway down the page:

"Firm service FT:  FT will be provided with makeup and authorized overrun service, AOS, rights, as described below."

Then under "FT makeup" it says:

"The demand charge associated with each FT shipper's unutilized FT demand rights in each month will be credited towards that FT's interruptible service, IT, invoiced at the end of each month.  This service will terminate December 31, 2002."

And as Mr. Isherwood testified, this is, in substance, really FT RAM but under a different name and earlier.  And you will see that again at tab 15, page 14.  It's the second page in, Mr. Isherwood talking about FT makeup.  And he says at line 9 on page 14:
"FT makeup was a service that TCPL introduced for the year 2002 only.  When you read the description there it reads very similar to FT RAM, and why it is similar is that FT makeup essentially allowed for any unused demand charges in any given month to be used as a credit towards any IT volumes shipped on the same month."

So that is exactly the same as FT RAM.  This is an earlier version of it, but really the first time you saw this type of service was 2002.

He was asked:
"Did you use this service?"
"Yes, we would have used it in the same as we would use FT RAM today, so we would have taken any credits that we created and we would have used those towards IT service exchange, sort of paying for an IT service that we would have used to underlie or underpin an exchange service, just as I just described for FT RAM optimization."

And then:

"Did Union, in fact, make use of FT makeup?


 "We would have, yes."

And you might recall that in Union's 0063 evidence -- which I took you to before -- at tab 11 there is, indeed, a reference to TCPL's service, FT makeup being one of the things that Union took advantage of in 2002.

So that brings me forward to IRM.  We've talked already about the earnings sharing proceeding, 0101, and the interrogatory.  We needn't go over that.

But in my submission, the Board considered this, although admittedly in the context of a slightly different service, DOS MN, but itself being another service attribute of holding a TCPL FT contract.  And that was the "Dawn must nominate" service, or DOS MN.

In my submission, the Board's treatment of exchange activity in relation to DOS MN or optimization activity in relation to DOS MN is entirely consistent with what we're talking about here today.

In that case, the Board had to consider the treatment of activity supported by DOS MN, which, as I say, was another service offered by TCPL and which was a temporary feature of the FT tariff.  It varied slightly between 2008 and 2009, and the specific mechanics of how Union took advantage of it varied from 2008 through 2009, but fundamentally Union's optimization activity and the regulatory treatment did not change.

The FT RAM -- sorry, the DOS MN-related excerpts can be found in the compendium.  First at tab 22 is an interrogatory from that proceeding.  This was from the 08
-- sorry, 2008-0220.  You will see at the top there is a question from APPrO.  What they say:
"On or about November 7, 2008, TransCanada filed an application with the National Energy Board to implement a Dawn Overrun Service - Must Nominate ('DOS-MN') whereby for the balance of the current winter TransCanada will receive gas at Empress and redeliver such volumes at Dawn. The cost for such service is the FT commodity toll, thus shippers avoid the normal demand charge that otherwise would apply. Certain shippers had the right to their pro-rata of this service. Please indicate if Union has taken its pro-rata share of this service and, if so, whether the full benefits of this service will flow through the Y factor transportation costs."


Answer:
"Yes. Union contracted for its pro rata share of DOS-MN. Union offered a portion of its pro rata share to customers with TCPL assignments. Some of these customers accepted the DOS-MN capacity assignment.
"Union is not treating any benefit associated with the use of the DOS-MN as a Y factor.  Any benefit from the use of DOS-MN over the term of the incentive regulation framework will be used to contribute to the S&T transactional margins already included in infranchise delivery rates, and will form part of the Union's regulated earnings."


At tab 23, you will see that CME questioned that.  What they say at page 10 of their submissions is:
"Union indicates that it has contracted for what CME understands to be some cheaper upstream transportation made available by TCPL. The interrogatory response states 'Union is not treating any benefit associated with the use of the DOS-MN as a Y Factor'..."


And then CME questions why it wouldn't be treated as a pass-through.

Union's reply argument in that case is excerpted at tab 24, and you will see there, beginning at paragraph 31, that:
"The DOS-MN service is part of Union's transportation portfolio that is available for optimization through S&T transactional activity."

That is just like FT RAM, in my submission
"Benefits resulting from transactions to optimize transportation capacity have historically been and will, in the future ..."

So Union is telling parties, This is how we intend to do this going forward:
"... continue to be recognized as part of Union's regulated S&T transactional activity.  The forecast margin from this type of transactional activity has long been recognized in the determination of rates."


And then Union goes on in the next paragraph to make the observation relating back to the settlement agreement, and the observation that:
"Union is at risk for achieving the forecast results and is only rewarded if the net benefits exceed the threshold incorporated in rates.
"Actual results for the year will be included in Union's determination of utility earnings, and will be subject to earnings sharing, thereby providing the potential for future ratepayer benefit."


The Board's decision is at tab 25, and, in brief reasons, the Board says at page 8:
"Union noted that pursuant to the Settlement Agreement..."

At the bottom, "Upstream Transportation Changes":
"Union noted that pursuant to the Settlement Agreement ratepayers were credited with a fixed amount reflecting a forecast performance of its transactional services business. Union also noted that the increased capacity that is associated with Dawn overrun may have benefits for ratepayers pursuant to the earnings sharing mechanism that continues in place.  In other words, ratepayers have been already credited with an amount intended to reflect the transactional services activity of the company."


Just pausing -- oh, sorry, I'll finish:
"Any additional revenues which may be occasioned by the new TransCanada service will not accrue under this heading, but may lead to earnings sharing distribution."


Just pausing there, in my submission, it is relevant the Board observes and recognizes that it is a new TCPL service.  In other words, the fact that it was new and was not contemplated by the parties as at the time of the 0606 settlement did not affect the underlying treatment of this issue, recognizing that of course services come and go.  Some may be valuable.  Some may be less valuable.
"The Board finds Union's explanation with respect to this concern, which was raised by IGUA in its submissions, to be convincing. In the Board's view this is a fair approach that is consistent with the general architecture of the IRM plan and the Settlement Agreement."


And, in my submission, that is absolutely true with FT RAM, as well.

MS. TAYLOR:  Mr. Smith, can you just remind me whether the DOS MN involved demand charge commitments?

MR. SMITH:  Well, the specific evidence is in the record, but it resulted in, yes, an avoidance of the demand charge, as I understand it.

MS. TAYLOR:  The difference with FT RAM -- again, just to clarify, the difference between the two is FT RAM arises from signing a contract which creates a demand charge liability for customers, right, and, as thus, it is otherwise assigned or absorbed in the UDC deferral account, in which case it is paid for.  There is no RAM credit that can be used; is that correct?  There is a distinction between the two services?

MR. SMITH:  Well, that is a distinction.

But for this consideration of the preliminary issue, I would say it is not a distinction that matters, in that to the extent FT RAM is a service attached to the TCPL tariff that you may or may not make use of, DOS MN was exactly the same.

It was a service that became part of the TCPL tariff in 2008, modified slightly in 2009, that parties could make use of it, or not.

The amount of demand charge that customers -- ratepayers were charged under the DOS MN program remained the same.  So they continued to pay the FT toll, and benefits that could come about as a result of optimization under DOS MN did not flow through to ratepayers.  They were treated as S&T regulated exchange optimization activities.

So while the mechanics and the services are slightly different, I don't quarrel with that.  The evidence is definitely that is the case.  I think the principle is equally applicable.  And I say that it is particularly applicable because the Board recognizes that there may be different services.  I mean, AOS could be different.  FT makeup could be slightly different.

But they're all things that come and go, and they may or may not have value, and the value may be greater or lesser.

MS. TAYLOR:  But you would agree, based on what you have read us, there is no analysis of the difference in the cost consequences from the gas supply portfolio.  The Board is making an assumption that there are -- when I read this, and now you have reread it again, there is nothing here that delineates or distinguishes one feature from the other.

There is no evidence of that on that proceeding; is that correct?

MR. SMITH:  Yes.  I mean, there is no evidence in that proceeding that talks about that specific issue, except that you have the statement in the interrogatory that DOS MN would otherwise reduce the transportation cost, because there would be an avoidance of a demand charge.

And that is why -- that gives rise to the immediate question about:  Why isn't this treated as a gas supply reduction?  And the Board had that information, and it made the decision that it did, which was, notwithstanding that it would result in the avoidance of a demand charge that is otherwise charged to customers, that benefit is not going to them.

MS. TAYLOR:  Thank you.

MR. SMITH:  So, in my submission, the treatment of these revenues has historically been as an exchange.  The exchanges that Union has undertaken are comparable to those that were taken beforehand.  Yes, FT RAM resulted in greater exchange activity taking place, but, in my submission, that is not, from a principled perspective, a distinction; that the treatment of these as a regulated revenue, subject to earnings sharing, is appropriate.  That is how Union has proposed to deal with them in 2011 and has dealt with them historically in 2008, 2009 and 2010, all of which are the subject, those dispositions -- all of which are subject to final rate orders from the Board.

I would say, as well, that the -- as we just talked about, that the treatment is consistent with the principle enunciated by the Board in the 0220 category.

As I said at the outset, Union rejects the reclassification of these revenues as gas cost reductions.  They are not, in my submission, a reduction in gas commodity.  They are not a reduction in the TCPL toll that would otherwise be captured by the deferral account.  And as I said before, absent the exchange sold by Union pursuant to the Board-approved C1 rate schedule, there would be no revenues arising from these transactions, and for that reason they ought to be recognized as regulated exchange transactions, subject to earnings sharing.

Subject to any questions the Board may have, those are my submissions.

MR. QUESNELLE:  No, I don't.  The Panel has no further questions, Mr. Smith.  Thank you very much.

MR. SMITH:  Thank you.

MR. QUESNELLE:  Ms. Sebalj, perhaps you can remind me.  We have the schedule established in the last PO that went out on the following submissions from the parties and then reply.  I believe they're about a week out?

MS. SEBALJ:  Yes, that's correct.  Our submissions, parties and Board Staff submissions, are due on -- next Friday.

MR. QUESNELLE:  Okay.

MS. SEBALJ:  August 21st -- sorry, that is the wrong PO, because we're not in August.

Whatever next Friday is.  September 14th, I believe.  And then September 21st for reply.

MR. QUESNELLE:  Very good.  Thank you very much.

Thank you for coming in today.  It was very helpful.  It allowed us the opportunity to get clarification questions put aside, and we appreciate that.

With that, thank you very much.  We are adjourned.

--- Whereupon the hearing adjourned at 11:41 a.m.
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