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--- On commencing at  SEQ CHAPTER \h \r 19s:39 a.m.


MR. KAISER:  Please be seated.


Mr. Sidlofsky, any preliminary matters?

Preliminary matters:


MR. SIDLOFSKY:  Sir, yes, there are.  There were three undertakings that were provided yesterday in confidence.  One was to provide a copy of the valuation memorandum in respect of the Hamilton Hydro-St. Catharines transaction.


MR. KAISER:  Yes.


MR. SIDLOFSKY:  We have a copy of that that is being produced by Board Staff right now, and that was J(X)1.13.


J(X)1.14, the response to undertaking J(X)1.14, is a copy of the HUC debenture, the Hamilton Utilities Corporation debenture.  That is in respect of Schools interrogatory 16(I), and Mr. Shepherd had mentioned to you yesterday and we discussed the fact that Horizon had previously refused to provide an answer to that interrogatory.  We have that material again being reproduced by Board Staff.


Finally, sir, undertaking J(X)1.15, you had suggested that I might scribble an interest rate or a range of interest rates --


MR. KAISER:  Oh, yes.


MR. SIDLOFSKY:  -- for our line of credit.


MR. KAISER:  Yes.


MR. SIDLOFSKY:  On a piece of paper -- well, we have actually prepared it for you this morning and we have that range, as well.


MR. KAISER:  All right.


MR. SIDLOFSKY:  That I have provided a copy of to my friend, Mr. Shepherd.  I understand he's the only person who will be -- from the intervenor representative that will be here this morning.


Copies of the other documents will be hopefully available very shortly.


MR. KAISER:  All right.


MR. SHEPHERD:  Mr. Chairman, I of course can't cross-examine on these documents.


MR. KAISER:  No, we will wait until we get them.


MR. SHEPHERD:  Then I have to read them, though, Mr. Chairman.  My friend, of course, could have provided these last night, the other two, and didn't bother, and wants to provide them to me now, and then have me cross-examine now, this morning.  I am not in a position to do that.


MR. KAISER:  Let's look at them.  We may have some questions on them even if you don't.


MR. SIDLOFSKY:  If Mr. Shepherd needs a bit of time to look at the document, that's fine.  I did not have the debenture yesterday.  I did not have the figures yesterday.


MR. KAISER:  Let's look at it.  It may not be that complicated.  If it is, we will come back another day, if that's necessary, but let's look at it.  Maybe there is not that much in them.  You may have no questions.


MS. COCHRANE:  Mr. Chairman, they're en route.  My assistant is making copies.  We just got them from Mr. Sidlofsky this morning, so as soon as we have them, we will be happy to distribute it.


MR. KAISER:  While we're on the housekeeping matters, I know there were some other undertakings.  Do you need those to complete your cross-examination or were they really just fact-finding matters?


MR. SHEPHERD:  As is normally the case with undertakings, I assumed we'll get them after the hearing and we won't have a chance to cross-examine.  If something major comes up, I may have to ask, but I don't think so.


MR. KAISER:  I think most of the earlier ones were really just outstanding factual --


MR. SIDLOFSKY:  I think so.  These were the only -- and we talked about this briefly at the end of the day yesterday.  These were the only ones that had come up in the context of panel 3.


MR. KAISER:  Yes.


MR. SIDLOFSKY:  So Horizon focussed on putting together those documents.


MR. KAISER:  All right.


Do you want to -- I am in your hands, Mr. Shepherd.  We can start now or we can wait until --


MR. SHEPHERD:  I am ready to start, but I would like ten seconds as a sidebar with Mr. Sidlofsky.


MR. KAISER:  All right.  Please go ahead.


[Counsel confer]


MR. KAISER:  This is what happens when you watch too much TV.  We now have sidebars in Canadian proceedings.


MR. SIDLOFSKY:  If we could just go off the air for a moment?


MR. KAISER:  Yes.


[Off air]


MR. SIDLOFSKY:  Thank you, sir.


MR. KAISER:  Do you need more time?


MR. SIDLOFSKY:  I think we're okay, sir.


MR. KAISER:  All right.

HORIZON UTILITIES CORPORATION - PANEL 3, RESUMED


John Basilio, Previously Sworn


Sarah Hughes, Previously Sworn


Cameron McKenzie, Previously Sworn
Continued cross-examination by Mr. Shepherd:


MR. SHEPHERD:  So I would like to ask a couple of questions about J(X)1.15, and I have discussed this with my friend and we do not need to go in camera for these questions.


MR. KAISER:  Do we have that document?  Let us get it first, if you wouldn't mind, Mr. Shepherd.


This was the opinion as to the line of credit rates?


MR. SHEPHERD:  Yes.  I have two questions about this, one that relates to the document and one that is collateral interest.  The document says it is related to January 2006, and is that a typo?


MR. BASILIO:  No.  January -- I believe what I was asked for yesterday was to provide my guess on the basis that I don't have a quote or anything.


So what I would be offering, with respect to a request for my estimate as to what we would pay for a credit facility today, is based off the credit facility that is presently available through Hamilton Utilities Corporation.


So what this represents is an excerpt of the pricing grid in the Hamilton Utilities Corporation credit facility which was renewed in January of 2006.


MR. SHEPHERD:  So your evidence is that you think that this is the -- that something very close to this is the rate that you would get if you went and got a similar credit today?


MR. BASILIO:  I believe so, you know, plus or minus changes in market conditions, obviously affecting the prime rate more than anything.  But, you know, we're probably within, let's say, 10 to 20 basis points, something like that.


MR. SHEPHERD:  That's good.


Then my second question is:  Can you tell us what the prime rate is today?


MR. BASILIO:  You know, I don't know off the top of my head.  Four and change.  Sorry.


MR. SHEPHERD:  Four and change?


MR. BASILIO:  I don't know that.  I mean, I think that is something subject to check.


MR. SHEPHERD:  If a prime rate margin is a minus --


MR. BASILIO:  Correct.


MR. SHEPHERD:  -- just hypothetically, if it is a minus, that means you deduct that from the prime rate to get the rate on your instrument; right?


MR. BASILIO:  That's correct.


MR. SHEPHERD:  Thank you.


Now, I wonder if you could turn to -- that's all I have on that.


I wonder if you could turn to page 15 of your business plan.  This is the attachment A1 to CCC interrogatories.


On page 15, you have a discussion of corporate finance.


MR. McKENZIE:  What page is that again?


MR. SHEPHERD:  Fifteen.


MR. McKENZIE:  Fifteen?


MR. SHEPHERD:  Section 4.5 there is corporate finance.


MR. McKENZIE:  Yes.


MR. SHEPHERD:  You talk about your cash flow from operations and cash balances, which aren't high, but are still not nothing; right?


MR. BASILIO:  Correct.


MR. SHEPHERD:  Then you refer to a $55 million credit facility presently undrawn available through HUC?


MR. BASILIO:  Correct.


MR. SHEPHERD:  Now, is that a credit facility that you have with HUC, or is that a portion of their credit facility with CIBC that you can use?


MR. BASILIO:  It's effectively -- well, it is not referred to in the credit facility.  Hamilton Utilities Corporation may loan down to its subsidiaries.  So it's not a carve-out referred to in the facility.  It is simply a back-to-back facility, which is a portion of the facility.


MR. SHEPHERD:  Is that filed in this proceeding?


MR. BASILIO:  Sorry?


MR. SHEPHERD:  Is that --


MR. BASILIO:  I believe the Horizon facility was filed, but I guess I would ask somebody to -- I thought I recalled an interrogatory where we were requested for affiliate facilities, but -- does anyone recall that?


MR. SHEPHERD:  I looked for it and couldn't find it, but there is a lot of stuff so...


MR. BASILIO:  Yes.  I thought we filed it.  I don't have any problem producing it, I mean, in the event it is not filed.


MR. SHEPHERD:  I wonder if the way we could word this is, if it is filed somewhere; could you just let us know?  If it's not, could you undertake to provide it?


MR. BASILIO:  Of course.  Confidentially, yes.


MR. SHEPHERD:  Confidentially?


MR. BASILIO:  Yes.


MR. SHEPHERD:  I wouldn't think that a credit facility with an affiliate is a confidential document.


MR. BASILIO:  The terms are back to back, and they're commercial terms.  They're competitive terms.  To let that get into the public domain prejudices a competitive position when I go out, again, for a line of credit with the banks.  It refers to covenants and other terms, and whatnot.


MR. SIDLOFSKY:  Sorry, sir, could we be clear on what facility is being requested, here?

MR. SHEPHERD:  This is the facility that Horizon has with its parent, HUC; $55 million facility expiring January 31st, 2009.

I think I don't agree that it should be confidential.  I don't see why that would be the case.

MR. SIDLOFSKY:  Sir, Mr. Basilio has indicated that he still needs to be able to negotiate with banks for competitive interest rates.  If this will have an impact on that --

MR. KAISER:  This isn't with the bank, though.

MR. SIDLOFSKY:  No, it's not.  But it could affect the rates he is able to negotiate with banks.

MR. KAISER:  How is that?

MR. SIDLOFSKY:  Mr. Basilio?

MR. BASILIO:  Because it refers to covenants and other terms.  Essentially, the intercompany facility states the principle and refers back to compliance with terms and covenants and the Hamilton Utilities Corporation credit facility.

So to make that document public would prejudice -- could potentially prejudice my ability to negotiate favourable terms between Horizon and a third party lender.

MR. SHEPHERD:  Can I ask a question about this?

Is the HUC-Horizon facility, does it replicate the terms of the HUC-CIBC facility?  Or does it just refer to them without copying?

MR. BASILIO:  It refers to some.  Others, I believe, are entrenched in there.  It is a pretty short document.  For the most part, it is by reference.

MR. SHEPHERD:  So you are going to be filing the HUC facility anyway, right?

MR. BASILIO:  We haven't been asked for the HUC credit facility.

MR. SHEPHERD:  You were, I think yesterday.  Weren't you?

MR. KAISER:  I don't recall anyone asking for the CIBC one but I could be wrong.

MR. SIDLOFSKY:  The term "credit facility" was used yesterday.  The reference to the undertaking that went unanswered or went refused was to Schools, to Schools undertaking 11.

MR. KAISER:  Yes, that's right.

MR. SIDLOFSKY:  Excuse me.  Sorry, that was Schools 16.  That interrogatory requested a copy of the 6-1/4 percent debentures.  That's what we're producing in response to J(X)1.14.

MR. SHEPHERD:  That's not what we discussed yesterday.

MR. KAISER:  That was my understanding, Mr. Shepherd, that it was -- you referred, and I read the transcript, to the refusal to answer the interrogatory and you now wanted it answered and we ruled that it would be answered.  It sounds like it has been answered.

MR. SHEPHERD:  No, actually, Mr. Chairman, I referred to the refusal and here is what the -- where is it?  Oh, no, okay.  All right.  Sorry.  I am confused.

All right.  So my suggestion is this, Mr. Chairman.  What if we have the company file the HUC-Horizon facility, the $55 million, on the record?  As he says, it is a short document.  But the backup document which you need to understand it, which is the HUC-CIBC facility, should be filed in confidence.  I agree that that should be in confidence.  That's fair.

MR. KAISER:  Let's do this.  Let's let them file both of them in confidence initially.  We will look at them and then we can have an intelligent discussion as to the nature or the required confidentiality.  Is that possible to do it in two steps?

MR. SIDLOFSKY:  That would be helpful, I think, sir, given Mr. Basilio's comments that even the HUC-Horizon facility has similar terms. 

MR. KAISER:  Well, then we can understand it.  I find it hard to rule on these things when we don't have the document before us.

MR. SHEPHERD:  That's fair.  Do we have undertaking numbers for those?

MR. KAISER:  I guess we want two numbers.

MS. COCHRANE:  J(X)2.1.
UNDERTAKING NO. J(X)2.1:  To provide the HUC-Horizon credit facility in confidence.
 


MR. SHEPHERD:  Then the HUC-CIBC facility would be -- 

MS. COCHRANE:  J(X)2.2.


MR. KAISER:  Thank you.
UNDERTAKING NO. J(X)2.2:  To provide the HUC-CIBC credit facility in confidence.


MR. SHEPHERD:  Now, the -– and that credit facility, I mean obviously we're going to see it, but I take it it is not a 7 percent?

MR. BASILIO:  Well, no.  I mean, sorry, but I am getting a little bit confused by the line of questioning, and I just want to clarify that the purpose of a credit facility.  As with any borrower, a credit facility of the nature that we're talking about here is to finance short-term working capital.  To try and tie a rate of interest in a short-term working capital facility to a requirement to finance long-term debt, nobody would ever do it.  It doesn't make any sense.  No responsible treasurer would ever finance long-term assets with a short-term facility.

So, no, it is not 7 percent, which is a long term.  It's very much prime-based, as I mentioned before.  This is an extraction of the pricing grid out of the HUC facility.

It's a short-term-based rate.  Prime rate changes whenever it changes, can change daily.  Generally doesn't.  It has been bouncing around a little bit lately, as we know, in this market environment.  But it's a facility to finance short-term requirements.

MR. SHEPHERD:  In February 2005 when interest rates were very low, you financed your primary long-term debt at -- for seven years, right?

MR. BASILIO:  Sorry.  In July of 2002?

MR. SHEPHERD:  February of 2005, you made a new deal with your parent company.

MR. BASILIO:  No.  As I mentioned yesterday, February 2005 was some housekeeping for terms generally accepted in July of 2002, at which time Hamilton Utilities Corporation issued a debenture that had a 10-year term.

Horizon Utilities accepted the terms as they are in the February 2005 instrument.  So, no, what I would be asserting is that the best of intentions, that promissory note is a long-term instrument --

MR. SHEPHERD:  I thought you said yesterday and maybe I am wrong, but I thought you said yesterday that in February 2005 you negotiated a trade-off where they allowed you to pay down some of your existing $142 million debt and, in return, you gave up your variable interest rate.  Isn't that right?

MR. BASILIO:  Didn't have a variable interest rate, but in February of 2002, that's when that occurred and I believe the transcript will pay that back.

In February -– sorry, in July of 2002, when Hamilton Utilities Corporation issued its debenture, and the two companies effectively recapitalized, what Hamilton Utilities Corporation allowed at the time Hamilton Hydro Inc. to do -- something not available to it in its promissory note -- was to pay down $26 million on that promissory note, and in -- which allowed it to adjust its balance sheet to a more favourable balance sheet, reducing negative carry on the difference between cash balances and debt.  And in consideration, Hamilton Hydro Inc. accepted what were relatively non-substantive changes in how it would treat its obligation to Hamilton Utilities Corporation.

The February 2005 note really just reflects some housekeeping to entrench those, you know, to entrench what was for all practical terms happening since that time.

MR. SHEPHERD:  Okay.  I obviously misunderstood you yesterday.  In February 2005 you dropped a provision that adjusted the interest rate to whatever the Board said was the acceptable interest rate, right?

That provision was dropped, whether you think it was major or minor, it was dropped, right?

MR. BASILIO:  The provision was dropped, but the dropping of the provision was accepted in all practical terms in July of 2002.

MR. SHEPHERD:  But it wasn't dropped at that time?

MR. BASILIO:  The instrument wasn't changed.  As I have mentioned and, you know, this is unfortunate, but it happens from time to time in companies, is that was as a result of some late housekeeping.

MR. SHEPHERD:  So anyway, the change in 2005, you didn't get anything for it, is that clear?  There was no deal going on there?

MR. BASILIO:  The consideration was given in 2002.  The consideration for those changes in 2005 was given in 2002.

What was given in 2002 was an opportunity to pay down $26 million, and greater access to broader liquidity for incremental borrowing needs.

MR. SHEPHERD:  Okay.  All right.

Then the next category of source of financing you have is customer deposits, which is in the test year you're expecting somewhere around $24 million, right?

MR. BASILIO:  Right.  Which is -- yes.

MR. SHEPHERD:  And you pay short-term debt rate on that, right?

MR. BASILIO:  We pay whatever the prescribed rate is by the Ontario Energy Board on that, which is a prime-based rate.  Prime, less two and -- 225 basis points, I believe.

MR. SHEPHERD:  So what is it currently?  It is about 4 percent?


MR. BASILIO:  Well, I mean, it is whatever prime is less -- I don't have the prime number, so, I mean, I don't think I am going to quote a rate.  It is probably somewhere between 2 and 3 percent.  Of course, this is something that is very typical for all LDCs and it's, you know, treated in a consistent manner both for regulatory purposes --


MR. SHEPHERD:  I'm not suggesting you're doing anything wrong.  I am just getting the facts.


Now, one of the things you say here is -- this is at the bottom paragraph.  You say that you have a strategic and liquidity risk because you rely on HUC for your debt.  Can you describe what that means?


MR. BASILIO:  Well, sure, and this is a growing issue as we try and effect more and more mergers, is that when you have different shareholder interests -- now we have different shareholder interests in Horizon Utilities Corporation and Horizon Holdings Inc.


And, at present, Horizon is reliant on Hamilton Utilities Corporation as a source of liquidity, like presently.  As I mentioned before, if Horizon, tomorrow, wanted to go out and create its own trust indenture and issue under that indenture, or if it wanted to go out and enter into some sort of facility, it's free to do that, but it doesn't have that at this point in time. 


So it is reliant on Hamilton Utilities -- 


MR. SHEPHERD:  Can I just stop you?  Did you say it is free to do that?  I thought you said yesterday it is not free to do that.


MR. BASILIO:  No, it's free to do that.  I did say it was free to do that yesterday, and I think the transcript will play that back.  It is free to do that.


MR. SHEPHERD:  Okay.


MR. BASILIO:  But right now, today, to the extent it needed to, you know, let's say, borrow $50 million to finance an acquisition, it couldn't do that today.  But it could go to its parent, Hamilton Utilities Corporation, and say, you know, Can you issue a debenture and loan it down?


Well, that brings another shareholder into the decision-making process, because now Hamilton Utilities Corporation has to make a credit decision with respect to loaning those funds down.  And, you know, you have other shareholders reliant on that decision to make that happen today.  So that's the liquidity risk issue.  


And the strategic issue is really, you know, now that we have broader shareholder interests, we really want financial flexibility at the Horizon level.  We want the board of directors of Horizon to be able to say, you know, We want to pursue this acquisition and we don't want to be reliant on the -- you know, sort of any decision-making of another shareholder to help effect that in due course.


MR. SHEPHERD:  So you give the example of the Guelph deal where you have to make a $40 million payment, and basically that means that HUC has a veto on the Guelph deal?


MR. BASILIO:  If we had to do it today, yes.


Now, you know, I mean, I guess if Horizon wanted to, it could, you know, use its credit facility with Hamilton Utilities Corporation and draw on that, but that wouldn't be a good move, because all of a sudden you've used up all of your facility room and, you know, you don't have much -- that would not be a prudent thing to do, and you would want to take it out with long-term debt, in any event.


But that is right.  So it is a short-term issue, but it is not an imminent issue for Horizon.


MR. SHEPHERD:  So prior to this December 2007 - I'm looking at the top of the next page - the board approved -- your board of directors approved a borrowing program so that you would have financial autonomy.


So what actions have you taken on that?


MR. BASILIO:  Well, with so much going on, very preliminary, but essentially what we're going to do is we are going to have -- we're just -- this is in the preliminary -- we're talking with banks and, you know, our investment banking advisors and our legal advisors with regard to, one, extinguishing the intercompany credit facility with Hamilton Utilities Corporation and having a direct facility with a third party lender, and setting up a program to issue long-term debt.


MR. SHEPHERD:  Okay.  To replace the $116 million eventually?


MR. BASILIO:  Well, absolutely.  That expires in 2012 in the normal course, so it will be -- you know, one way.  


The other opportunity for Horizon Utilities, and one we are giving serious consideration to, is simply assuming the Hamilton Utilities Corporation trust indenture, assuming that, you know, contractual document or that relationship with the indenture trustee and being able to issue further debentures under that indenture.


MR. SHEPHERD:  Why would you assume a 6.25 percent debt when you can borrow at five?


MR. BASILIO:  Well, I'm talking assuming the trust indenture, one, which is just a facility to issue new debt.


MR. SHEPHERD:  Oh, not moving the debentures down?


MR. BASILIO:  That's a possibility, as well, to move the debentures down.


Now, I mean, in -- here is what has to happen for that.  In order for Horizon Utilities to assume the $105 million debenture in consider -- in consideration, Hamilton Utilities Corporation could agree with Horizon to let it out of its $116 million obligation, and the difference being $11 million. 


What we would propose, to ensure that happens on an arm's-length basis, is to do that under mark-to-market conditions.


So both of those instruments, the $105 million debenture -- and this is very typical corporate finance practice.  If we traded a bond today, that is how it would happen.


So we would mark those instruments to market, based on prevailing interest rates.  Horizon Utilities would assume the $105 million debenture.  Hamilton Utilities Corporation would not -- forgiveness, but satisfy -- you know, give consideration by letting Horizon out $105 million of the $116 million.  There's $11 million left over.


Horizon would satisfy that with cash, which could be financed under the indenture, you know, if that made sense.  Probably not; probably not a large enough issuance.


Essentially what would happen under the mark-to-market rules is because of a $105 million of that, whatever premium or discount, because of prevailing interest rates is on the debenture, will equal or offset the premium or discount on the satisfaction of that debenture with $105 million of the promissory note.  Those things essentially wash.


MR. SHEPHERD:  They're actually different rates, so they wouldn't wash, right, 7 percent, 6-1/4? 


MR. BASILIO:  Along with -- well, the other thing Horizon would be expected to assume, of course, is the issuance -- the unamortized issuance costs that HUC has incurred for accepting the trust indenture.  Those things aren't fully -- it has a ten-year life.  The issuance costs related to the debenture are ten years.  So amortizing those out, there is some left over.  It would assume that, as well.


MR. SHEPHERD:  The mark-to-market rules would say that you have to pay a premium on the repayment, because it's a 7 percent debt and the market is five, and they would have to pay a premium on the transfer, the 6.25, because 6.25 in the market is five.  You would pay a premium differential of that difference; right?


MR. BASILIO:  No.  That's right.  Effectively what Horizon is left with on the $105 million, when you work out the math - and I think this is where you're leading, Jay - is when you work out the math on a $105 million, Horizon is essentially left with the same borrowing costs it has today for the remaining duration of the instrument.


If these were two arm's-length -- forgetting the fact these are related parties for a minute, which I know is your objection to what's going on here, but forgetting they're related parties for a minute, I think we would agree that is quite appropriate and we would expect that; right?  


MR. SHEPHERD:  Yes.


MR. BASILIO:  So in an arm's-length transaction between two parties, this transaction would leave Horizon Utilities Corporation in the exact same place with respect to the interest rate on that -- on the $105 million portion of that instrument, the other $11 million having satisfied with cash.  


Would we agree on that?  I guess you are asking the questions, but I am just trying to get a sense, arm's length.


MR. SHEPHERD:  I understand.


MR. BASILIO:  Okay.  All right.


So that's, you know, something we're looking at quite seriously and, you know, again, I think we would agree leaves Horizon in the same position as it is today with respect to the remaining $105 million of the debenture for the remaining term, plus it has now a contractual instrument that gives it its own financial flexibility to issue long-term debt going forward.


Otherwise, it would have to undertake that today.  I know you don't have the terms of the trust indenture before you and you would have liked to have had those.  I guess what I can say, and I think knowing that you do this a fair bit, I think when you look at the terms and covenants of that indenture, you will see they're extremely favourable.  There aren't a lot of -- there's not a lot.  I mean that is essentially what Horizon would negotiate today in the market.

MR. SHEPHERD:  All right.  It sounds like we agree that when you're dealing with your affiliate, you should be dealing with them basically the same way as you would deal with an arm's-length party?

MR. BASILIO:  Yes.

MR. SHEPHERD:  And so I guess that leads me back to February 2005, where you gave them a change in the interest rate and you would never, in an arm's-length transaction, give somebody a change for past consideration, now would you?  In fact there is a principle, isn't there?  Past consideration is no consideration?  You have heard that before?

MR. BASILIO:  But I think what's important here, again, you know, is there are a couple of things here that I think are very important to consider.

One is, you know, if we had done the housekeeping that was done in February of 2005 in July of 2002, I suspect we would still be having this conversation in some other context, but what you seem to be suggesting is, you know, this would not be an issue had we done the housekeeping back at the time HUC issued the debenture and gave consideration.

The other thing we would be saying is Horizon gave nothing back to HUC, which is asymmetrical as well.  But economically speaking, the economics of what has happened here over the last 12 years have been applied on an arm's-length basis.  I mean the last thing I want to get trapped in, which would just be so unfair, in my view, is because of some late housekeeping on what is being applied practically, you know, somehow catches, you know, stakeholders involved in this transaction.

MR. SHEPHERD:  Let me just ask one final set of questions.

What I am trying to figure out is, I started this analysis by trying to understand why you have -- why it's acceptable to you to have such a high equity ratio, when the Board only allows you to collect an equity rate-of-return on a much lower amount.

I am looking at Exhibit 4-2 of this business plan, which is where you have the forward balance sheet.

MR. BASILIO:  Yes.

MR. SHEPHERD:  So you're expecting that your actual capital, if you like, liabilities plus your shareholder equity, in the test year it would be $324 million, right?

MR. BASILIO:  Sorry, Exhibit 4.2, 324.  That's right.  Yes.

MR. SHEPHERD:  And --

MR. BASILIO:  At a point in time, yes.

MR. SHEPHERD:  Yes.  That is year-end, right?

MR. BASILIO:  Yes.

MR. SHEPHERD:  But it's probably relatively close to what the average would be over the year, right?

MR. BASILIO:  No.  It is probably actually a little bit low -– but, you know, it's not a $100 million low.  But I would say it is probably about, you know, it's, you know, a few tens of millions of dollars, perhaps, given the way that we end up -- we make payments.

When do we pay the IESO?  It's the 18th of the month or something?

MR. McKENZIE:  Yes.  That's correct.

MR. BASILIO:  So, you know, accounts receivable tend to be a bit higher in the middle of the month.  But generally speaking, I mean I think for the purposes of where you're going, yes, that's fine.

MR. SHEPHERD:  And what you are contemplating is that your equity will actually be about 55 percent, right?  177 million out of 324?

MR. BASILIO:  Well, let's just for a minute talk about the basis on which this has been prepared.

The plan has been prepared on the basis that Horizon Utilities Corporation only pays regular dividends under its dividend policy, which are 60 percent of net income in the year and subject to all of the good and usual prudential considerations.

So that's the basis on which this has been prepared.

I think what I would offer is, as the chief financial officer of Horizon, I would not recommend going to the full deemed structure.  I think, you know, again -- and again, if we look back, consider utility like, I don't know, well, let's just consider X utility.  I am not sure I want to put any particular utility on the transcript here.  But X utility that has $100 million of rate base, and can now lever itself at 40 percent equity in the capital structure, and did so four years ago, and now is confronted with a $20 million investment in smart meters.

It runs a real risk of its actual capital structure being less preferential -- being unable to recover on its actual capital structure.  It runs the risk of being over 60 percent debt in total capital, because it has to make the outlay for those smart meters within the next few years and it's not going to recover that outlay.  You know, it will recover the outlay, I suppose, over the next 15 years which is I think how we're amortizing those things.

So, you know, we have had a fair bit of uncertainty.  I mean I think that is fair to say.  We have had a fair bit of uncertainty in energy policy.  That's had, you know, that has had, for a period of time, it has an impact on regulation.  It has a direct impact on the economics of LDCs.  And so what I would offer is, I think the prudent thing to do for an LDC at this point, is to try and, you know, be under that -- not press the 60 percent.  There may be good reasons to do that, but without something that really justifies doing that, perhaps a business case of some sort, it could be a merger, but just in the normal course, I would hang back a bit.

I think when we look back there have been good reasons to do that and there may be going forward.  There is a lot of investment coming in this, you know, industry.

LDCs will undoubtedly be required to play a role.

MR. SHEPHERD:  I haven't actually asked my question yet, but that was very useful.

What I take it you're saying is that you can generally get more debt, but it can't necessarily get more equity from your shareholder when you need it, particularly if it's a municipality.

MR. BASILIO:  Well, exactly.

MR. SHEPHERD:  So if you have a big need for new capital, and you don't have some cushion, you're in trouble, right?

MR. BASILIO:  Yes.

MR. SHEPHERD:  Okay.  But that wasn't where I was actually going.

I take a look at this capital structure and I see you've got customer deposits, which actually cost you four percent, right?

MR. BASILIO:  Well, yes.  Whatever prime less two and a quarter is.

MR. SHEPHERD:  Round, 3.8, 4.2, whatever, something like that.

And so that's actually already more than the short-term debt component that you are allowed in the deemed capital structure.  That is, the amount that you get the low rate on is higher, and the low rate is lower.

Then you have $123 million of long-term debt, but the deemed structure allows you $203 million.  And of that 123, you are borrowing 116 at 7 percent, which we have a debate about, but right now it is 7 percent.  The other 7 million is not at 7 percent, right?

MR. BASILIO:  Okay.  Sorry, I just lost you there for a minute.

MR. SHEPHERD:  You have 123 million of --

MR. BASILIO:  Okay, right, yes.  Under a lot of assumptions, of course, assumptions with respect to cash balances, working capital and whatnot.  I mean, you know, there are a million assumptions underneath these numbers.

Fair enough.  If we had to issue another $7 million, it's going to be whatever the prevailing market rate of interest is, of course, yes.

MR. SHEPHERD:  That's in the five, five-and-a-quarter-like range, right?

MR. BASILIO:  We had to issue.  Wherever government of Canada's are, plus, sure.  You know, I can't give you a number today, but whatever it is, yes.

MR. SHEPHERD:  So your actual debt costs in the test year that you actually expect, that you have told your board are actually going to be a fraction of what the Board is going to allow you to recover from ratepayers, right, in fact?

MR. BASILIO:  Yes.  However, I mean that really bears a fair bit of context, because you are quite correct, customer deposits exceed the amount of short-term borrowing that the Board has deemed reasonable for distributors.  That introduces financial risk into my balance sheet.

I have no choice with respect to customer deposits.  I mean, I have to take them, in order to manage credit risk, but in terms of the financing charges on them, I've got more short-term debt than what I need, and that creates financial risk.  What it means is I am financing long-term rates, long-term assets, with short-term debt.  And that creates refinancing risk for me.  That's what it does.

With respect to, you know, the sort of gross interest charges, it's no secret, because we're overcapitalized with equity.  We're not going to incur as much interest as what we're allowed on -- whether it is 7 percent on all of the debt or, you know, whatever it is.


However, you know, this is shareholder prudence.  I mean, the board deems -- as well, this is a shareholder decision.  I mean, let's put it this way.  I could move all of that equity tomorrow out of the LDC up to Horizon Holdings Inc. and park it there, and now I've got the 60/40 structure.  Then I could move it down when I -- I mean, that's just a shell game, but, you know --


MR. SHEPHERD:  Once more, you're going in a direction that I haven't asked yet.


MR. BASILIO:  I think I am, but...


MR. SHEPHERD:  No, no.  I am just going to put some numbers to you.


MR. BASILIO:  Sure.


MR. SHEPHERD:  You may want to go away and think about them.  I understand that.  But I was trying to figure out how you could afford it, how you could afford to have the high equity level.


The answer is it is actually cheaper for you to do that, I think - I think - and the reason is this.  As I understand it, the amount you are going to recover from ratepayers for interest is about $15 million.  You're asking for 7 percent on 203.


MR. BASILIO:  Let's say that's right.  Whatever is in our rate filing, that's the number now.


MR. SHEPHERD:  But the actual cost to you of your debt in the year you currently expect to be about 7-1/2 million?


MR. BASILIO:  On obligations that have been issued.


MR. SHEPHERD:  No, on your balance sheet.


MR. BASILIO:  Right.  On obligations that have either been issued that we might -- we might expect to issue based on this model.


MR. SHEPHERD:  Yes.


MR. BASILIO:  And customer deposits.  However, there is another --


MR. SHEPHERD:  I am going to get to the equity in just a second.  Let me take it step by step, okay.


MR. BASILIO:  Yes.


MR. SHEPHERD:  So you have 7-1/2 million dollars of extra money.


MR. BASILIO:  I don't have it.


MR. SHEPHERD:  You collect it based --


MR. BASILIO:  This is based on our budget, based on -- right.


MR. SHEPHERD:  You collect it from the ratepayers and you don't have to pay it for what you collected it for, which is interest.  So you have 7-1/2 million, but you have a higher equity ratio.


MR. BASILIO:  Yes.


MR. SHEPHERD:  So at the Board's 8.57, and grossing it up in the normal way, you're going to be allowed, assuming you get everything you want, $18.7 million for your ROE, grossed-up amount.


And it's actually $22.9 million that it costs you, because you have so much more equity.


MR. BASILIO:  Well, that's right.  Again, as we mentioned yesterday -- and hopefully I defined the term "phantom debt".  everyone understands what I meant by that, I suppose, but on this phantom debt, that's right.  Shareholders are supporting that.  It's something we could issue today.


Frankly, you know, I could issue more debt today.  I think we all know that.  I don't know that it is prudent to do that because of share liquidity.  But this phantom debt, that all LDCs are afforded under the deemed structure, is being supported by shareholders.


What shareholders, being the sort of phantom lender, if you will, are recovering a debt rate.  They're not recovering an equity rate.


So, you know, there is a very high cost to that prudence, to that flexibility, that shareholders are bearing.  They're not getting a return on equity rate.  They're getting a debt rate, and I think that is appropriate.


MR. SHEPHERD:  Well, in fact, that is why I went through the numbers.


MR. BASILIO:  Yes.


MR. SHEPHERD:  Because if you do that math, what you get is that you have asked to recover -- when you adjust your numbers for the correct ROE, you have asked the ratepayers to pay $33.6 million for your cost of capital, but you expect your cost of capital, the way we have just described it, is going to be 30.2.


So you are actually going to be $3.4 million in pocket.


MR. BASILIO:  Well, I don't know that that is correct and I don't know that I would necessarily agree.


I mean, what we're missing out on here, of course, are fluctuations in working capital that occur during the year, and, of course -- you know, which is quite appropriate.


I mean, the Board has set up a methodology, you know, a methodology that has received a lot of stakeholdering in determining what is an appropriate rate base and to provide cost of capital on that rate base.  And, I mean, these are fresh -- these are fresh releases.


So, you know, we keep -- we seem to keep getting caught in this debate, but the simple fact is what we're asking for is entirely consistent with the Board's filing requirements for forward test year applications, entirely consistent with its policy paper on cost of capital and entirely consistent with other aspects of -- you know, that are of their -- of their rate filing requirements.


So we may incur a little less interest charges that -- shareholders are incurring -- unfortunately, they've got a bit of a negative carry, in terms of what equity return they should expect on a dollar of investment and the debt costs that they're being afforded, something they could monetize, something they may monetize, something they may have to monetize, if there's another change in energy policy.


I mean, something that's, you know, driving this level of debt to equity, of course, is smart meters.  This is going up in the short term, as you can see, between 2007 and 2008, going up by a small amount.


And, again -- again, you know, I mean, if this is just a matter ever levering the LDC up to 60 percent, I can do that tomorrow.  I can park the excess equity in the holding company, but it is a shell game.  Why would I do that?  The Board has provided what is an appropriate deemed structure, and it's compensating based on that -- I mean, that is entirely reasonable.


MR. SHEPHERD:  All right.  The purpose of the questions, in fact, was to get the numbers on the record so that you could see them.  And if you have any problem with any of the numbers I have given you, I am inviting you to correct them after, if you want, all right, because they're going to show up in our argument.  That's why they're on the record now.


So I have one last question, and that is:  Your deemed long-term debt that you have requested, based on your application, is $203.2 million; right?


MR. BASILIO:  Yes.


MR. SHEPHERD:  And that's all of course at 7 percent, as you have applied for.


I have two more questions, sorry.


Correct me if I'm wrong.  Is it correct that if that were, instead, at the 5.26 percent rate that you have said was the market rate in February 2005, the difference is $3.54 million per year?  Would you accept that subject to check?


MR. BASILIO:  I will accept that.  It sounds reasonable, except it is subject to check.


MR. SHEPHERD:  My last question is in the ERP --


MR. BASILIO:  Sorry.  I just want to -- again, my view on that, that we would -- it's not the relevant rate for the instrument, but anyway...


MR. SHEPHERD:  My last question is:  In the ERP calculations, when you are calculating how much it costs each year and all of that stuff, you're using a 7 percent debt rate; right?


MR. BASILIO:  We are.


MR. SHEPHERD:  Now, you're not actually borrowing at 7 percent for that; right?  You're using that because that is your deemed capital structure?


MR. BASILIO:  That's correct.


MR. SHEPHERD:  Are you actually borrowing any of that money?


MR. BASILIO:  No.  We haven't borrowed any money to support the ERP project at this time, borrowed any incremental money.  Again, the instruments that are outstanding are -- you know, is the instrument.  It's $116 million.  Otherwise, it's being supported by the shareholder phantom debt.  I mean, that's what's there.  Shareholders are supporting that ERP project 100 percent.


MR. SHEPHERD:  Well, the reason I am asking that is because you are, in fact, adding to your long-term borrowings this year.


MR. BASILIO:  Not necessarily, no, and I don't really have to.


I mean, I'm showing some surplus cash balances.  I am in no -- I am under no pressure right now to issue more borrowing.


MR. SHEPHERD:  Okay.


MR. BASILIO:  I think I will be, you know, at some point in the future, but I am not under any now.


MR. SHEPHERD:  I am looking at your balance sheet and your cash balances are going down substantially in 2008 and your long-term debt is going up.  What is wrong?


MR. BASILIO:  It's under a lot of assumptions.  Some of those are outlined in the business plan related to working capital, some of them tied to the approval of this application that relate to the discharge of some of our regulatory assets and liabilities which stand at a very large liability balance right now.


So, I mean, there are a ton of assumptions driving this.  But if you look backwards, you know, you can see that there has been a lot more cash in Horizon and, you know -- but it could go down.


I mean, a ton of assumptions, a ton of what ifs.


But, you know, it's a recent snapshot of where we think we could be at the end of 2008.


I can tell you that I forecast working capital in cash and every year cash ends up being higher.  One of the principal reasons again is our regulatory liabilities have been continuing to slope upwards, and we hope to get some relief for those things in this application and really return money that customers are waiting for.


MR. SHEPHERD:  Thank you for your indulgence, Mr. Chairman.  Those are all of my questions.


MR. KAISER:  Thank you.  Board counsel have any questions?


MS. COCHRANE:  I have a few questions, Mr. Chairman, but I have also got copies of the confidential filings which I can pass out.  I don't know if Mr. Shepherd wanted to take a few minutes' break to look at them and if he had any questions or --


MR. KAISER:  Why don't we pass them out and proceed with your questions?  And we will take the morning break.

MS. COCHRANE:  All right.
Cross-examination by Ms. Cochrane:

MS. COCHRANE:  It's in four parts, so --

Ms. Cochrane passes out documents.]

MR. KAISER:  You've got three documents?  Four documents, five documents.

MR. BASILIO:  Jamie, I don't know that I kept a copy of the indenture materials.  I don't know that I need them, but --

MR. SIDLOFSKY:  Sorry, sir, if we could go off for just a minute while I get another set from my friend?

[Off air]

MS. COCHRANE:  I just have a few questions about --

MR. KAISER:  Just a minute.

MS. COCHRANE:  Oh, sorry.

MR. KAISER:  Let me just make sure that everyone has the -- we have four documents.  The trust indenture of July 15th, 2002 between Hamilton Utilities Corporation and Canada Trust, what exhibit number is that?  Or undertaking number?  I guess this is part of J(X)1.14, is it?

MS. COCHRANE:  Yes.  J(X)1.14 has four parts to it; each one is labelled at the front.

MR. KAISER:  Oh, I see.

MS. COCHRANE:  On the first page of it.

MR. KAISER:  All right, so there is really two documents.  Then the other one is the contribution analysis of St. Catharine's Hydro Utility and Hamilton Hydro dated June 16th, 2004.  That's J(X)1.13.

MS. COCHRANE:  That's right.

MR. KAISER:  All right.  All right.  Please go ahead. 

MS. COCHRANE:  Thank you.

MR. SIDLOFSKY:  Sir, perhaps before Ms. Cochrane begins, Mr. Basilio just mentioned that he would like to make one comment in response to Mr. Shepherd's last question.  If he might have a chance to do that, we would appreciate it.

MR. KAISER:  All right.  Go ahead.

MR. BASILIO:  So, Mr. Shepherd, you were suggesting that you were putting -- you were providing some numbers on the, I think, the difference essentially between what you expected and what we're asking for in terms of debt costs, I believe, in the application, and what you believe our actual debt costs might be.

I just wanted to make note that -- and this is why the deemed structure is just so important.

If the Board was to actually rule on the basis of, in gross terms -- not rate terms, but gross terms -- that what an LDC is likely to incur in gross terms should be reduced, based on the fact that its actual debt is less than its deemed debt, that would have a profound impact on the financial flexibility of the LDC to actually issue debt as it needs to.  And I can tell you that that would also have a profound impact on credit rating.

Horizon through Hamilton Utilities -- and I think we saw this press release recently –- we were actually lauded for our conservative approach to, you know, managing utilities.

We have, other than Hydro One, we have the highest --Hamilton Utilities Corporation and Horizon by extension has the highest credit rating in the sector and frankly, I believe in North America for a utility.

But I can tell you that rating would slide very quickly into the B range, if you were to curtail its ability to recover interest costs, as I think, you know, the distance between what we have asked for in this application -- forgetting rate for a minute but just the gross number -- and you know, what we're reporting in this forecast document.

So that was the last comment, and I think that is appropriate context because it highlights the importance of the deemed structure in providing LDCs with the only flexibility they have, and that's debt flexibility at this point.

MR. SHEPHERD:  I have a follow-up question.

MR. KAISER:  Yes, go ahead.

MR. SHEPHERD:  How much did Toronto Hydro's credit rating drop when the Board -- when the Board disallowed its interest?

MR. BASILIO:  Completely different circumstances.  It extinguished an obligation and issued a new one.  I mean I reviewed the Board's decision on that.  I don't know that I have much to say about --

MR. KAISER:  Why don't we take -- excuse me, why don't we take the morning break and allow Mr. Shepherd to have a glass of water, and we will come back with your answer.

I think you know the question.  If you know the answer, you can let us know when we come back.  20 minutes.

--- Recess taken at 10:37 a.m.


--- Upon resuming at 11:04 a.m.


MR. KAISER:  Please be seated.


Mr. Shepherd.


MR. SHEPHERD:  Thank you, Mr. Chairman.  I asked a question before the break, did Toronto Hydro -- or I asked part of a question before the break.  Did Toronto Hydro have a drop in their credit rating at the time that their interest rates was reduced by this Board in 2006?


MR. BASILIO:  Simple fact is I don't know.  Can't recall.  I suspect the answer, though, is, no, it did not.  But, again, we're talking about -- my comment was on the equity structure and sending a signal to rating agencies that instead of having the financial flexibility and ability to generate cash flow to achieve the deemed level of capitalization, we're talking about the amount of debt.


The Toronto issue is about what interest rate that debt should bear, but that decision did not affect its ability to recover interest on future issuances at market rates.


So I think we're talking about a slight -- I parked the interest rate.  That was my preface to this discussion when I started.  Park the interest rate for a minute.  Let's watch the signal we send to rating agencies and lending institutions on what sort of ability we're going to give LDCs to lever.  


If we're going to hold them to a point where they are right now, that essentially means there is no possibility of accommodating future issuance and being able to recover future costs, and that is trouble, you know, when you have things like smart meters going on, you know, not an issue for Horizon in the next couple of years, but certainly an issue in the sector where there's a lot of renewal capital required to be invested.


So, I mean, I heard your question.  I don't think anything happened to Toronto Hydro, but the point I was trying to make was more on making sure we provide flexibility in terms of, you know, where LDCs can lever.  The debt rate is a different issue, from my perspective.


MR. SHEPHERD:  I have no further questions, Mr. Chair.


MR. KAISER:  Thank you.  Does Board counsel have questions?

Cross-examination by Ms. Cochrane: 


MS. COCHRANE:  Thank you, Mr. Chairman.  I have just a few questions about the promissory notes.


The 2005 instrument, does Horizon consider that a new instrument or is it a revision of the 2002 instrument?


MR. BASILIO:  It's a revision.  Again, as I mentioned yesterday, these are amendments.  There is a continuity here, and at no point, at law, at tax or for accounting purposes, was there a disposition and reissuance.


MS. COCHRANE:  So what elements of the promissory note in 2002 were renegotiated in the 2005?  Like, what was added and what was dropped --


MR. BASILIO:  Well, essentially --


MS. COCHRANE:  -- in your view?


MR. BASILIO:  At Hamilton Hydro Inc. at the time, of course, essentially Hamilton Hydro Inc. in 2002, at the point where Hamilton Utilities Corporation refinanced, in all practical terms, assumed these terms that are in the 2005 -- the revisions that were in 2005.


MS. COCHRANE:  What were those revisions, I was asking?


MR. BASILIO:  Well, there's -- I mean, do you want me to go through each and every one, because the -- you know, do you have the document?


MS. COCHRANE:  I do.


MR. BASILIO:  Like, I mean, there are essentially --


MR. KAISER:  Let me help here.  It might save time.  Schedule A refers to additional terms and conditions?


MR. BASILIO:  Yes.


MR. KAISER:  So those were additional terms and conditions not in the original note?


MR. BASILIO:  That's correct.


MR. KAISER:  So those were amendments?


MR. BASILIO:  Correct.


MS. COCHRANE:  So, in your view, those would have been additional to what was in schedule A of the 2002 note?


MR. BASILIO:  But for all practical purposes, these were adopted in 2002.  I mean, this is some late housekeeping, unfortunately, prior to a merger.  For all practical purposes, when HUC issued, it was with the understanding, you know, and in consideration for Hamilton Hydro being permitted to restructure its balance sheet somewhat, that it would have these additional non-substantive terms, which essentially are back-to-back terms with the Hamilton Utilities Corporation debenture.


Again, I think you would find those terms aren't terribly restrictive.  Really, the only substantive test in there is a debt to cap test such that debt cannot exceed 75 percent of total capital, which, you know, unless there was some sort of insolvency event, would just never happen.


MR. KAISER:  You say that these are non-substantive terms or amendments, but didn't this note go from a demand note to a term note?


MR. BASILIO:  There was an option to call the note in the original note with 18 months' notice.


That's correct.  I mean, the legal form, in the notes is -- you know, it is clear and I won't deny it.  But I guess the point I am trying to make is these were structured in a manner to be consistent with the intention that the original note be a long-term note.


You know, the flexibility that was provided -- and it wasn't like a 30-day demand note, which some of them are.  I mean, some of these notes truly have been demand note.  What was put in place here was to afford some flexibility to deal with, you know, regulatory change in cost of capital that -- you know, that would have just created a very -- would have made it very onerous for Horizon to be able to meet a long-term obligation.


MR. KAISER:  There were three notes before we got to February 28th of 2005, and all of them could be called on demand at any time and you had 18 months to pay.  That's how I read them.


MR. BASILIO:  Eighteen months.


MR. KAISER:  And then when we come to February 28th of 2005, the term goes from 2005 to 2012.  That's a seven-year note.  That's not an unsubstantial change.


MR. BASILIO:  Again, subject to some housekeeping here, that had been accepted in 2002.


MR. KAISER:  How would we know that looking at these documents?  All we can do is look at the notes.  The note says it is a demand note.  They can call it at any time, and I've got 18 months to pay.  Am I reading the notes wrong?  There is three of them.  They all have the additional language, July 1st, 2000; August 10th, 2001; July 18th, 2002.  They're identical as to the interest rate term and as to the ability to call the note at any time.


MR. BASILIO:  Respectfully, the legal form of the note is as they are presented, but the -- again, the intentions underneath the notes, they have --


MR. KAISER:  What could this Panel look to that would give us comfort that the legal rights under this promissory note are not as set out in the note, but by some other intention?


MR. BASILIO:  Well, beyond my testimony or perhaps --


MR. KAISER:  Well, you were there, I presume.  You signed all of these notes, I guess, we know that, along with Mr. Leitch at the time.


MR. BASILIO:  At the time, yes, sir.


MR. KAISER:  So you say that you being at the table, it was understood that, what, they wouldn't call the notes?


MR. BASILIO:  That unless there was some untoward regulation or energy policy that made it onerous for the LDC to meet the interest obligations, that, yes, it would not be called.  That's exactly right.


MR. KAISER:  All right.  I'm sorry I interrupted you.


MS. COCHRANE:  Not at all.


So looking at the 2002 note, that's a debt as between affiliates.  We've got the wires company indebted to the holdco, the Hamilton Utilities Corporation?


MR. BASILIO:  That's right.  It's a note between two affiliates.


MS. COCHRANE:  Okay.  So then looking at the 2005 note, is that still as between affiliates if there's a continuity?


MR. BASILIO:  Yes.  The parties have not changed, and Hamilton Utilities Corporation continued to have greater than a controlling interest in Horizon.


MS. COCHRANE:  The terms of the 2005 note, did they allow you to renegotiate the interest rate at any point of time?


MR. BASILIO:  No.


MR. KAISER:  Well just on that, can I ask you a question? 


Look at the note.


MR. BASILIO:  Yes, hmm-hmm.


MR. KAISER:  There's a clause there that says "adjustments", "HUC" -- this is on the first page, last paragraph:

"HUC in consultation with the corporation may revise, change or restate any of the terms of this promissory note on one year's written notice to the corporation."


What did that mean?


MR. BASILIO:  It means the two parties have to agree to make any changes to the note.  Both parties have to agree.


MR. KAISER:  All right.  So it is not an ability of the lender to unilaterally change the terms?


MR. BASILIO:  Absolutely not.  St. Catharines Hydro Inc. would take extreme exception to that as a breach of the terms of note -- of the note.

MR. KAISER:  This note was assigned days before the merger closed, right?  The merger closed on March 1st of 2005?

MR. BASILIO:  Correct.

MR. KAISER:  Was it reviewed by both of the merging parties?

MR. BASILIO:  Yes.  It was a key point of discussion in the merger.  It was a -- it received a lot of attention from St. Catharines Hydro Inc.

MR. KAISER:  In those discussions, you, of course, would have been part of those discussions?

MR. BASILIO:  Yes.

MR. KAISER:  Was there a resolution, agreement, to have the note of July 18th, 2002 amended in a certain fashion?  Was it part of the deal that the existing note that you had with your affiliate be amended in certain respects?  And is there anything that would identify the conditions that had to be amended in order for the merger to go through?

MR. BASILIO:  I can't recall if there's a specific resolution or whatnot.  But certainly, St. Catharines had the clear understanding that the promissory note that was being accepted by the newly merged entity was a note that was -- that had terms that were back-to-back with the HUC debenture and had been applied since the time of that issuance and that they would, you know, and that this was the note they were accepting as part of the new merged entity.  They had that clear understanding.

I can't -- I suppose -- I'm not sure if there is anything in the merger participation agreement or shareholders' agreement to that effect.  But certainly they accepted this note as part of that deal.

MR. KAISER:  Well, for instance, was it one of the terms of the merger that a demand note be made a term note, as in fact happened?

Was that part of the deal?

MR. BASILIO:  Well, the deal was:  Here's the substance of the note that's being accepted by the new entity.  And that we're undertaking some housekeeping to bring those terms up-to-date.

So like, I am sorry, I am not trying to be evasive.  I am just trying to answer the question in the context in which it was discussed and accepted by St. Catharines Hydro Inc. in the merger negotiation.

MR. KAISER:  With respect to -- so I am not sure what your answer is.  Is your answer that:  No, it was not a request of either of the merging parties that the note be converted into a term note of at least seven years?  That was not an issue?  It just happened as part of the housekeeping?

MR. BASILIO:  What St. Catharines understood is there is a note.  Here --

MR. KAISER:  Well, they would have seen the previous note.

MR. BASILIO:  Yes, they would have.

MR. KAISER:  They wanted to do this deal two years before it closed.

MR. BASILIO:  Yes, they would have.

MS. NOWINA:  You were negotiating this deal two years earlier.  They would have seen the obligations that the utility that they were going to merge with had to its parent.

MR. BASILIO:  Yes.

MR. KAISER:  It would have seen that note and they probably had lawyers advising them.

MR. BASILIO:  Yes.

MR. KAISER:  Maybe not as expensive as BLG, but they probably had lawyers advising them, and they saw a demand note.  They didn't say:  We're not going into this deal with a demand note.  We have to make sure we have this financing in place for seven years.  That never arose, you're saying?

MR. BASILIO:  It would have arose.  It was discussed with directly with them.

MR. KAISER:  So that was an issue in the discussions?

MR. BASILIO:  It was an issue that they would --

MR. KAISER:  To convert the demand note to a term note?

MR. BASILIO:  Well, right.  That we would be updating the note to reflect -- 

MR. KAISER:  Not updating.  I mean I'm not trying to be difficult here, but when you take a demand note, we've all have demand notes with our bank, and we know they can call the damn things and you don't even get 18 months to pay.  You got 18 months to pay.  But the lawyers, this is a sophisticated transaction, a lot of money -- I am asking a simple question:  Was one of the conditions of the deal that the demand note get converted to a term note?  Or not?  Is there anything in -- when you did these negotiations, was there a term sheet?  Sometimes, before you have a big agreement there is a simple term sheet and it might say:  HUC agrees to convert, HUC and St. -- HUC and Hamilton agree to convert the demand note of such and such a date to a term note.  Was that part of the deal, or --

MR. BASILIO:  There was a memorandum of understanding that spelled out certain conditions for the deal.  I can't recall specifically whether this was one of the explicit terms in that memorandum of understanding, or some the underlying agreements through to -- there were two other substantive documents.  One was a merger participation agreement that spelled out how the deal would come together, and there is also the shareholders' agreement that continues to govern the organization.

So those were the two substantive documents around the new organization.  I just can't recall off the top of my head whether there was something explicit there.  But certainly, you're correct in your assertion that they had legal counsel reviewing.

We had Borden Ladner Gervais was joint counsel to the deal.  They had access to all of the notes, and they certainly had several discussions with myself directly, you know, that we were -- as you said -- we were going to take the form of the 2002 note and reflect changes that for all practical purposes had been applied since 2002 in an updated note, which is the present form of note, the February 2005 note.

MR. KAISER:  Now, the agreement, the promissory note of February 28th, 2005 says -- and this was the question that Board Counsel was going to:
"Schedule A to this promissory note contains additional terms and conditions which form part and are incorporated into the promissory note."

That's the previous note.

There were three previous notes, July 1st, 2000, August 10th, 2001, July 18th, 2002.  Of course in the July 18th, 2002, the amount dropped from 142 million to 116 million.  But other than that, they're identical.

So when we read that Schedule A, which is virtually all that is in here, are additional terms, were there any terms of the original note, i.e. July 18th, 2002, which were to be removed, or replaced?

MR. BASILIO:  So some of the terms that were removed is, there was -- there is a term in here about an ability of Hamilton Hydro Inc., at the time, -- and again, this was to provide some flexibility, given some challenging times for the LDCs -- that to the extent that the EBIT ratio of the wires co was less than 1.75 to 1, I think this was a provision, in fact, I am just trying to see if it 
continued --

And "any portion of the interest shall not accrue to a later date," that was removed.  I am just running through here.  Obviously the --

MR. KAISER:  Where are you referring to right now?  The removal, is this in Schedule A?

MR. BASILIO:  This is in the version of the note dated 18th of July, 2002.

MR. KAISER:  I am asking you in terms of the amending agreement -- I call it the amending agreement, you call it the housekeeping agreement -- February 28th, 2005, I see Schedule A says it contains additional terms and conditions.  I read that to be additional terms.

Tell me what terms of the original note, the July 18th, 2002, got removed by this amending agreement.

MR. BASILIO:  So the removal of the ability to demand on 18-months' notice was removed.

MR. KAISER:  Where is that?  Where do you read that?  Just because the maturity date now says July 30th, 2012?

MR. BASILIO:  That's right.  This is -- right.  This note --

MR. KAISER:  I don't see anything in Schedule A that deals with that issue.  Am I right?

MS. CHAPLIN:  Mr. Basilio, does the 2005 promissory note completely replace the 2002 note?

MR. BASILIO:  That's right.

MS. CHAPLIN:  Correct?  So in this section that under covenants of the 2005 note, where it says:
"Schedule A to this promissory note contains additional terms and conditions which form part of and are incorporated into the promissory note."

It means Schedule A is in addition to sort of these first two pages.

It's not a reference to the 2002 note.

MR. BASILIO:  No, this --

MS. CHAPLIN:  The 2002 note is gone?

MR. BASILIO:  It's this Schedule A.

MS. CHAPLIN:  Okay.  So in order to see what the differences are, you would have to look at the 2002 note.  It's not that schedule A is going to say, it's not going to make some specific reference to the 2002 note and say it no longer applies, because that's not how it is structured.  It is structured as a new note, a fresh new note.

MR. BASILIO:  Correct.

MS. CHAPLIN:  Okay.

MS. NOWINA:  Well, I am confused.  You're saying July 18th, 2002 note is gone in its entirety?

MR. BASILIO:  No.  Again, the substantive -- many of the terms remain, the principal amount remains.

MR. KAISER:  This agreement, I'm talking about the amending agreement, incorporates --


MR. BASILIO:  It's not an amending agreement.


MR. KAISER:  What is schedule B, then?  I read schedule B as being the original note.


MR. BASILIO:  Schedule B is a copy of the promissory note dated July 18th, 2002.


MR. KAISER:  Right.  My understanding is it doesn't say that the 2005 agreement replaces the 2002 agreement.  It attaches the July 18th, 2002 agreement as a schedule, schedule B, to the amending agreement, the February 28th agreement.


So I am assuming, as a matter of legal construction, if we wanted to look at the rights, we would look at the 2002 agreement as amended by the 2005 agreement.


MR. BASILIO:  If we look on the first page of the promissory note --


MR. KAISER:  Yes.


MR. BASILIO:  -- under "amendment", it says:

"This promissory note amends the provisions of the promissory note dated July 18th, 2002."


It just attaches it for reference.  It doesn't incorporate the --


MR. KAISER:  You're saying "amends" meant "replaces", because I will tell you, in some of your previous agreements - in fact, if you go back to the July 1st, 2001 and August 10th, 2002 - August 10, 2002 clearly says it replaces the earlier agreement.  This doesn't use that language, and so I was suggesting that there may be additional terms, and it clearly says there are additional terms.


MR. BASILIO:  Yes.


MR. KAISER:  I would suggest, if the 2005 agreement was intended to replace the previous agreement, even these high-priced lawyers could figure out that language and say this agreement replaces the earlier agreement.  It doesn't say that.


MR. BASILIO:  It says it amends it.


MR. KAISER:  So let's just deal with it as a practical matter.


MR. BASILIO:  Yes.


MR. KAISER:  Let's leave aside the issues we are arguing about.


Is there anything in the earlier agreement - I am talking about the 2002 agreement, July 18th, that is part of Schedule B - that you have to continue to rely upon in your dealings with the lender, or would you be in exactly the same position if schedule B didn't exist and was of no force and effect?


MR. BASILIO:  In the exact same position.  You could take schedule B out.


The terms -- it's attached.  And, I'm sorry, I am not a lawyer, but I think it is there for reference purposes, only.  If we took it out -- Hamilton Utilities Corporation would understand the terms of this note to apply without any regard for this schedule B.  It's there.  It is referred to upfront as, you know, the basis on which amendments have been made and is there for reference purposes.  


But none of these terms -- or these terms are amended by, none of this -- you know, the body of the note and all of its force is prior to schedule B.


MR. KAISER:  All right.  Well, I just -- we can analyze it in greater depth, but, for instance, there are terms in schedule B that are not in the new agreement?


MR. BASILIO:  Yes.


MR. KAISER:  For instance:

"The promissory note is subject to and may be adjusted in accordance with article 4 of the transfer bylaw passed by the..."


I don't know whether that is relevant or not.


But your evidence is that schedule B is just there for a reference.  None of the terms in schedule B form part of the new agreement or are relied upon by you in any respect?


MR. BASILIO:  No.  Of course some of those terms have carried forward in the new agreement, but the agreement is everything up until the point of schedule B.


MR. KAISER:  All right, thank you.  Sorry I interrupted you.


MS. COCHRANE:  I just have a few more questions, actually.  This is going back a bit in history to your 2006 EDR application.  I am just going to refer to the file number, but not actually introduce any of the filings from that proceeding.  


It was EB-2005-0375.  That application included a weighted average debt cost of 6.99 percent.  I realize you don't have this in front of you, and I have the benefit of having the case manager sitting right beside me whispering these things to me.  So I will ask you -- or I will put the questions to you and if you don't know the answer, I will just ask you by way of undertaking, you know, to correct me afterwards, after the proceeding.


So my information is that the application included a weighted average debt cost of 6.99 percent.  That application was filed in August 2005, and by that point you already had the February 2005 note in place.  And in your EDR application, though, the note that is referenced is the 2002 note and not the 2005.


So my question is:  Assuming you accept what I am telling you that you reference the 2002 note and not the 2005, why would you not have referred to the more current note which was already in place at that point?


MR. BASILIO:  Well, that's an unfortunate error, but absolutely it should have been the February 2005 note.  That is the note that was in place.


I can't recall what's causing the one basis point difference in the weighting, but certainly this is the instrument that underlied that application.


MR. KAISER:  I wonder if it might be fair to the witness, do you have a copy of the weighted debt cost?  Can you show that to the witness and give a copy to Mr. Shepherd?


MS. COCHRANE:  Just one second while we search for a copy of it.


MR. KAISER:  This is part --


MR. BASILIO:  I'm sorry.


MR. KAISER:  This is part of the application, is it?  Could you just clarify for me?  You referred to it as part of the application; is that correct?


MS. COCHRANE:  Yes.  It was part of the 2006 EDR application.  Just for the record, I will give you the reference number.  It was Exhibit B, tab 5, schedule 1-1, page 1 of 1.  I guess we need to make this an exhibit now to this proceeding.  What number are we at?


I think this will be Exhibit K2.1.  It is titled "Weighted Debt Cost Horizon Utilities Corporation."

EXHIBIT NO. K2.1:  DOCUMENT ENTITLED "WEIGHTED DEBT COST HORIZON UTILITIES CORPORATION."


MS. COCHRANE: 
I will just provide you with a copy of this.


MR. KAISER:  Give Mr. Shepherd a copy, too.  Do you have a copy?


MS. COCHRANE:  We're going to make some more copies of this now, because I wasn't planning to introduce it, but we will.


MR. KAISER:  We will come back to this, then.  Why don't you proceed with your questioning and we will come back when you have copies?


While you are making copies, could you make a copy of the decision that this relates to?  This would be the decision of -- this would be the decision of the Board on April 12th, 2006, with respect to Horizon's rates effective May 1st, 2006.


MS. COCHRANE:  So if I heard you correctly, Mr. Basilio, your position is that the reference to the 2002 promissory note is just an oversight, and the 2005 note should have been referenced, I would suggest to you, throughout the application material, because the reference to a 2002 date does appear, just from a brief overview, throughout the material?


MR. BASILIO:  I understand.  As we reflect on the process for preparing that application, that application would have been prepared and submitted in November of 2005 -- in August of 2005, which of course precedes the date that this note was executed.


MS. COCHRANE:  Sorry, we're talking about a February 2005 note.


MR. BASILIO:  That's correct.  But of course the applications were due in August of -- well, our application is dated, I guess, August 26th, 2005, which I am assuming is around the time that they were due.

MR. KAISER:  Well, the February note --

MR. BASILIO:  It should have referenced the February note.  Where is the reference to the note?

MR. KAISER:  It says:

"One: Promissory note payable.  This is to calculate the weighted debt cost."

MR. BASILIO:  This should have absolutely referred to the -- I mean that was the note in place at the time.  This should have referred to that note.

MR. KAISER:  There is not --

MR. BASILIO:  That's unfortunate.

MR. KAISER:  There is no question that the February 28th, 2005 note existed?

MR. BASILIO:  No, no question about it.

MS. COCHRANE:  Well --

MR. KAISER:  Can I just ask a question before you proceed?  Do you know if the -– I don't know.  I don't know where they get the October 1st, 2002 date.  I thought the earlier note was July 18th of 2002.

MR. BASILIO:  This is very clearly incorrect.

MR. KAISER:  Anyway, maybe you would know this.  Maybe even Board Staff would know this.

As part of this application or a previous application, were any actual notes provided to the Board?

MR. BASILIO:  Cameron?

MR. McKENZIE:  No, I don't believe so.  I don't believe so.

MR. KAISER:  We have this decision.  Was there a previous decision?  Was there a decision in 2005, or not?

MR. McKENZIE:  Well, we were through a period of IRM and then freezes.

MR. KAISER:  Yes.  Would this decision that is being copied, that I referred to earlier, is this the only decision on the file?

MR. BASILIO:  There would have been a 2007 IRM decision.

MR. KAISER:  Right.  But there would be nothing before the decision that we're discussing now, the 2005 decision?

MR. SHEPHERD:  Mr. Chairman, there would have been a 2005 third tranche decision.

MR. BASILIO:  That's correct.

MR. McKENZIE:  To bring it up to the CDM third tranche.

MS. KAISER:  Right.  In any event, to your knowledge, I guess you were there at the time, were you, running these cases?

MR. McKENZIE:  Yes.

MR. KAISER:  Mr. McKenzie?

Were any actual notes ever filed with the Board?

MR. McKENZIE:  No.  To my recollection, this was the first application that included an actual copy of the notes.

MR. KAISER:  Well, did it include an actual copy of the note?  Or just a reference to the note?

MR. McKENZIE:  Oh, I'm sorry.

MR. KAISER:  Oh, you mean this application?

MR. McKENZIE:  This application that we have now.

MR. KAISER:  So prior to now, the Board has never seen any of these notes?  Is that your position?

MR. McKENZIE:  That's correct.

MR. KAISER:  All right.  Thank you.  I'm sorry I interrupted you again.

MS. COCHRANE:  Again, my information is that -- concurs with that of Mr. McKenzie, that no note was filed and no interrogatories were asked in the 2006 EDR to -- that got into the specifics of the note or asked for production of a copy of the note.

So as far as everybody is aware, it would appear that the Board was not aware of the 2005 note when it was considering your 2006 EDR application?

MR. BASILIO:  That appears correct.

MS. COCHRANE:  Thanks.  

Again, if after this oral hearing, you find information to contradict anything that you are agreeing with today -- because I don't want to be putting words in your mouth -- we will accept an undertaking to correct anything that was given in evidence at this point, with respect to this particular issue.

So the Board also would not have been aware that the note -- because it was, you know, just told in the application about a 2002 note -- it wasn't aware of the changes that were made in the 2005 note, and that it had been converted from a demand to a term note.

Do you agree with that assessment?

MR. BASILIO:  It hadn't seen the notes, so it had no basis for being aware of it.

MS. COCHRANE:  All right.

All right.  So those are all my questions, but we did want to make an exhibit of the 2006 EDR decision, and that will be Exhibit 2.2 -- K2.3.

What was 2.2?

MR. KAISER:  I think the term sheet.  I shouldn't say the term sheet, the application was 2.1, was it not?

MR. SHEPHERD:  2.1.

MR. KAISER:  So that would be 2.2.
EXHIBIT NO. K2.2:  2006 EDR decision.

Questions from the Board:


MR. KAISER:  Mr. McKenzie, I wonder if you could just help me.  I want to just identify this K2.1.

This was part of your application?

MR. McKENZIE:  Yes, it was.

MR. KAISER:  You prepared it?

MR. McKENZIE:  Yes, we did.

MR. KAISER:  What did you prepare?

MR. McKENZIE:  I prepared it with my staff, yes, sir.

MR. KAISER:  And you would have reviewed it --

MR. McKENZIE:  Yes, sir.

MR. KAISER:  -- at least, before it went in?

You just missed the fact that the current note wasn't reflected in the application?

MR. McKENZIE:  Yes, sir.

MR. KAISER:  The decision that has now been put in as K2.2, you were involved in that proceeding, I take it?

MR. McKENZIE:  Yes, sir.

MR. KAISER:  Were there any interrogatories or questions with respect to this note?

MR. McKENZIE:  No.

MR. KAISER:  To your recollection?

MR. McKENZIE:  To the best of my recollection, there was not, not to the note specifically.

MR. KAISER:  All right.  Thank you.

MS. CHAPLIN:  Just a couple of final ones.  Now, the earlier notes that referred to this permitted rate and notes, in each case, that at that time the permitted rate was 7 percent, and that of course is one of the -- I think that's one of the items that you have characterized as a housekeeping change, that that's now explicitly marked?

MR. BASILIO:  That's right.

MS. CHAPLIN:  So just to clarify, so again it is your view that this 2005 note, which in a sense crystallizes this 7 percent, is merely a -- in other words -- a final documentation of what was implicitly in place since 2002?

MR. BASILIO:  That's correct.

MS. CHAPLIN:  So as of sort of 2002, the operating perception was that this note was now fixed at 7 percent?

MR. BASILIO:  Fixed at seven -– sorry.

MS. CHAPLIN:  And would continue that way forward?  Is that --

MR. BASILIO:  Exactly.  Fixed at 7 percent, with a maturity date of July, whatever it is on the face, 2012, to be coterminous with the debenture that was issued by Hamilton Utilities Corporation.

MS. CHAPLIN:  I think this has been asked, but we -- can you provide us with any documentation that would, in effect, reflect that understanding?

MR. BASILIO:  I will look back on our merger documents.  I don't know if there is some sort of undertaking I could, you know, extract from a board member of St. Catharines Hydro Inc. or, you know, something to the effect that -- of course, then it would apply to 2002, but at the very least that they were accepting a note when they merged, that was essentially a back-to-back note with the HUC debenture.

I could get something like that.

I will have a look at board minutes and whatnot, but I can't think off the top of my head of anything specifically, other than, you know, clearly I have been involved in the notes.  You know, that has been intention of the note --

MS. CHAPLIN:  Okay, I under --

MR. BASILIO:  -- since that time.

MS. CHAPLIN:  I understand that is your testimony.

Now, even looking at sort of from the original notes, and I guess there were three of them, that all characterize the interest in the same way as being this permitted rate, which certainly on the face of it appears to be variable, would not -- why is it not that change from what's there in the words, that it is variable to this understanding that gelled in 2002 that in fact it is now fixed?


Why do you not see that as being a material change?


MR. BASILIO:  Again, I mean, it's a change, but there was never any intention to move off of that rate over the long term, unless there was some untoward regulation or energy policy that made it difficult -- that made it, you know, in a real material sense, difficult for Hamilton Hydro Inc., at the time, to pay the 7 percent.


There was a lot of uncertainty, and whatnot, around the time.  So although the intention was to make this a long-term note, paying a rate of 7 percent, which was the market rate at the time of its inception, unless there was some event like that, that this note would stay in place at that rate.  But that accommodation was deemed prudent for the health of the LDC, and I know that, because that is accommodation that I helped author.


MS. CHAPLIN:  Okay, thank you.


MR. KAISER:  If I could just follow up with that, the language that Ms. Chaplin has referred to refers to the fact that you could be required to change the interest rate by order of the OEB.


MR. BASILIO:  Yes.


MR. KAISER:  And that language, in identical terms, was in three notes up until this final one?


MR. BASILIO:  Correct.


MR. KAISER:  Is it your position that by omitting that language in the latest note, you are not required to reduce the interest rate -- or alter the interest rate, I should say, pursuant to OEB order?


MR. BASILIO:  Oh, no.  That's not the case.  However, I mean...


MR. KAISER:  Let me put the question to you differently.


MR. BASILIO:  Yes.


MR. KAISER:  You can sense that we're having difficulty buying this argument that this is all housekeeping when a demand note goes to a seven-year term note and where a substantial clause with respect to the ability to adjust the interest rate drops out, which it has, if we accept the view, which is your view, that schedule B is just there for reference and nothing in the earlier notes survives.


Let's suppose these were deliberate actions, as indeed you have said was the case with respect to converting the note from a demand note to a term note.  That was a deliberate action, discussed in the context of the mergers.  Was the decision to take this language out of the new agreement a deliberate decision?


MR. BASILIO:  It was a deliberate decision, and the basis of that decision was not -- I mean, the Board will order what it will, but the decision was on the basis that energy policy and regulation seemed to be maturing to a point, in our view, that there was a lot more certainty around that rate, which continued to be deemed through the period.  And what it seemed to be, from our perspective, is the Board was acknowledging that we put a long-term rate in place and we're going to stand behind it.


I mean, there was some continuity


MR. KAISER:  Which board?


MR. BASILIO:  The Energy Board.


MR. KAISER:  The Energy Board was acknowledging what?


MR. BASILIO:  There seemed to be a settling in energy policy and regulation, such that the LDC had some certainty around revenue requirement and how it was going to be treated in regulation.


There are a number of areas of Board, you know, regulation or guidelines that have evolved significantly, where there was a lot of uncertainty.  I think we can agree that the PILs regime, there has been a lot of uncertainty with regard to that, but there wasn't -- there wasn't any definitive regulation at the time on cost of capital for LDCs.


MR. KAISER:  Well, let me step back.


This clause was put in by you in the beginning in July 1st, 2000 to recognize, I suggest, that the Board might issue an order altering the rate of interest that was in your note, and you wanted to make sure that the parties agreed that they could reflect that new interest rate without being in default.  That's why one would put in this clause.  Would you agree with that? 


There was a practical reason why you put this clause in this note originally.


MR. BASILIO:  Well, that's right, to give it some flexibility.  However, two parties -- I mean, two parties might agree that although the Board has ordered that the deemed rate is so much, that necessarily -- that shouldn't necessarily change the obligation.  The question is whether the difference between the deemed rate and the rate in the -- it's flexible at the deemed rate.  But in an obligation, two obligors could agree that -- and they may agree that -- you know, you may still be able to afford to pay a certain rate irrespective of some uncertainty in the rate itself, in the deemed rate itself.


MR. KAISER:  Well, this isn't a deemed rate.  It is an actual rate which you could adjust in fairly limited circumstances where the Board ordered that the interest rate be something different than was in the face of the document; right?


You felt that you no longer needed this protection because of some change in regulatory circumstances, that, i.e., the Board was unlikely to ever do this in the future.  Is that what you're saying?


MR. BASILIO:  That the Board was going to accept instruments with the 7 percent rate.


Again, when this started, the 7 percent rate that the Board originally set out as the deemed rate on long-term debt was a long-term rate.


So the expectation at the time -- in the absence of other sort of guidance on this issue, the expectation at the time was the Board has set a long-term rate, and, you know, probably isn't going to move off it, but may move off it.


So, again, we put some accommodation, you know, given some of the circumstances going on at the time and some uncertainty in energy policy, some uncertainty in regulation.  We put some accommodation to be able to move off of the deemed rate or to provide some -- for some prospect of repayment in the event of a change in regulation or policy that would make it too onerous for the LDC to pay a long-term obligation at 7 percent.


Otherwise, if there was regulation uncertainty at the time that said, You know what, this is the market rate at the time.  We acknowledge the market rate.  It is 7 percent.  We also acknowledge that, you know, there is not going to be change in this rate.  We're going to accept obligations at the time.  


I think there were some decisions to that point that set some precedents later on, and Enersource might have been one, where it issued an instrument and finally received some certainty that that rate was going to be accepted.


But I guess the short of it is we didn't have that feeling of certainty at the time, and there was a lot going on in the sector.  So we provided some accommodation, but the underlying intention has always been to treat that -- it's never been called.  The only time -- the only time that Hamilton Hydro Inc. has been permitted to pay down principal was in consideration -- or was in consideration -- or the consideration we spoke about earlier.


MR. KAISER:  I am going back to K2.1, one of the questions in your application:  Is the debt holder affiliated with the LDC?  You answered "no".  Is that right?


MR. BASILIO:  Yes, the debt holder is affiliated with the LDC.  I thought I answered "yes".  Absolutely.


MR. KAISER:  No, it says "N".  You had a choice between Y and N.


MR. BASILIO:  Where is that?  Oh, my God.


MS. COCHRANE:  Mr. Chairman, perhaps I could assist and clarify.  The response to the interrogatory was that the debt holder for the promissory note is affiliated with Horizon Utilities.


MR. KAISER:  What does "N" mean?


MR. SIDLOFSKY:  Well, sir, I think the answer is it was incorrectly entered on schedule 5.1 --


MR. KAISER:  Oh, I see.


MR. SIDLOFSKY:  -- as not affiliated.  Without having the interrogatories in front of us --


MR. KAISER:  An interrogatory in this case?


MS. COCHRANE:  The EDR.  


MR. RITCHIE:  There was an interrogatory asked by Board Staff to Horizon in the 2006 EDR case to get some clarification on what is now Exhibit K2.1.


MR. KAISER:  So the error was corrected?


MR. RITCHIE:  Yes. 


MR. KAISER:  All right.  In any event, Mr. Basilio, when you made your opening statement in direct, when Mr. Sidlofsky was leading you in direct, you had a submission that - I think you will correct me if I am wrong - said that you were entitled to rely upon this interest rate because the Board had approved it.

I take it you were referring to the 7 percent, without the earlier language, which we find in the three previous loan agreements, but you would agree with me that the Board has not approved the February 28th, 2005 agreement?

MR. BASILIO:  I would agree with that.

MR. KAISER:  All right.  Thank you.

Mr. Shepherd, do you have anything arising?  I know we have brought in some additional documents that you didn't see before.

MR. SHEPHERD:  I have just a couple of follow-up questions.  It will only take two minutes.
Further cross-examination by Mr. Shepherd:

MR. SHEPHERD:  The clause that we're talking about, the interest rate clause?

MR. BASILIO:  Yes.

MR. SHEPHERD:  And indeed, maybe the 18-month clause as well, but certainly the interest rate clause, was originally put in place as a risk allocation clause, right?  That is, both parties at the time expected that you would be able to recover 7 percent interest, and thus pay it to HUC.

But there was a risk that you wouldn't be able to recover the same amount as you were obligated to pay, and you allocated that risk to HUC in the original clause; correct?

MR. BASILIO:  That's correct.

MR. SHEPHERD:  And in 2005, whether it was part of a previous discussion or not, in terms of the legal documents, in 2005, you reallocated that risk to Horizon.  Isn't that correct?

MR. BASILIO:  That's correct.  But you know -- and again because of some uncertainty at the time of regulation -- if I had greater certainty on how these instruments were going to be treated, at the time a term instrument would have been put in, put in place.

MR. SHEPHERD:  So the thing I don't understand about your sort of argument that things had changed in 2005, is in 2000, and in 2002 for that matter, 7 percent was fair market value.

It wasn't difficult to imagine that the Board would let you recover a fair market value interest rate.

In 2005, it was way above fair market value, and yet I understand your evidence to be that you thought you had more certainty that you would be able to recover that rate in 2005 than 2002.  Is that right?

MR. BASILIO:  In 2000, and even 2002, in 2000, LDCs weren't earning any return.  The 7 percent rate was based on ratings that reflected, at the time, an equity charge of 9.88 percent.

LDCs were not earning that at the time.

However, had they been earning that at the time, that would have been a signal about a great deal of certainty around issuing an instrument at 7 percent.  There was an expectation that that would happen.

We saw in a couple of instances, Bill 210 and whatnot, that in fact there were going to be delays.  Clearly there was a fair bit of uncertainty.  But, again, that 7 percent rate was based on certainty that LDCs were going to earn a certain amount of return on equity, that it would generate a certain amount of funds from operations, that would justify the sort of target rate -- credit ratings that were the basis for that cost of capital, and would have justified issuing, with certainty, so that treasurers and CFOs could feel very good about solidifying terms that, frankly, just make sense for the sector.

Again, you know, by reference, this is how utilities finance themselves.  We were in a period of time of uncertainty here, so again, I mean risk allocation and whatnot.

Hamilton Utilities Corporation at the time should have been able to expect 7 percent for the long-term based on the construct of the regulation, even though it hadn't been executed and there were some hiccups along the way, should have been able to expect that over the long-term.  It would have been fair for Hamilton Hydro Inc. to have paid that, and in effect, the 7 percent was a proxy for borrowing at that rate at the time.

However, we weren't earning 9.88 percent, and in fact, we didn't for quite a bit of time.  We know there have been hiccups.  Again, those things were put in as accommodation so that we didn't have any untoward impacts on real entities with real obligations and responsibilities.

I think it is fair to say, and rating agencies have acknowledged this over the past few years, past four years or so, that that certainty is improving.  They did it as recently as this week in their most recent update report on the LDC sector.

So we're seeing that.

So what I am talking about is, you know, in economic terms, now just solidifying the sort of intentions that we should have been able to execute on in the first instance.

So I mean I understand the legal form of notes, and I am not trying to be evasive or cute, but I would hate -- I would just hate to see us sort of the audit trail here and issues around housekeeping, get in the way of what real intentions were and real circumstances at the time and real practicalities around issuing a 7 percent instrument for 10 years when I'm not earning any return.

MR. SHEPHERD:  My other question has to do with the prepayment clause.

You made a fairly big deal out of the fact that you were allowed to pay back $26 million in 2002.  I understand that was an accommodation.  You didn't pay a penalty at that time, right?

MR. BASILIO:  That's correct.

MR. SHEPHERD:  They just let you do it.  But --

MR. BASILIO:  In consideration for accepting, at the time, and in substance, recognizing, again, there was some housekeeping here that didn't crystallize in 2005, but allowing Hamilton Hydro Inc. -- there was consideration given here, and I think that is important in the absence of a tighter audit trail.

Consideration was given in 2002 allowing Horizon -- Hamilton Hydro to pay up $26 million in consideration for accepting these additional terms, not terribly onerous terms, not onerous at all, frankly, from a treasury perspective, that are back-to-back with Hamilton Utilities Corporation's debenture.

That consideration was given in 2002.

MR. SHEPHERD:  Well, so, but as the Chairman has correctly pointed out, in fact you didn't give the interest rate consideration at that time, did you?  You didn't fix the interest rate?

MR. BASILIO:  No.  But again, it was 2002.  We're still in a Bill 210 period.  I mean we're out on a limb here.

MR. SHEPHERD:  It's true, isn't it, that at any time you could have paid off that debt?  If the market rates went down and you were able to borrow at a lower price, you could pay off that debt with a penalty of 18 months' interest differential, right?  

That would be your cost.

MR. BASILIO:  No, I don't think so.

MR. SHEPHERD:  You had a 18-month repayment, right?

MR. BASILIO:  You're referring to?

MR. SHEPHERD:  Sorry, you just had a whole discussion with it with the Chairman.  You had a demand note.  You changed it to a fixed note.

Did I misunderstand that?

MR. BASILIO:  I am missing a note here.
"On a date which is no later than 18 months from the date in demand in writing by holdco."

Are you looking at the preamble?

MR. SHEPHERD:  No.  I didn't look at it all.  You had the discussion.  I'm just following up.

MR. BASILIO:  In the preamble to the promissory note it says: "for value received."  I think this was the nature of the discussion on the demand nature of the note.  Is that -- is that what we're referring to?

MS. CHAPLIN:  Or were you referring to the prepayment option that appears further down?

MR. SHEPHERD:  Yes, exactly.

MS. CHAPLIN:  It actually says "30 days' notice".

MR. SHEPHERD:  Yes.

MR. KAISER:  That's in the prepayment, though.

MR. BASILIO:  Had an option at the time, yes.

MR. SHEPHERD:  So you say you had this permission to prepay, but of course, you had the right to prepay.  So it wasn't exactly huge consideration you were getting.  True?

MR. BASILIO:  Again, at this time -- oh, prior to this time?  Yes, but again, these are accommodations that were made because of uncertainty -- this doesn't change the intention of the note.

I mean this is the legal form of the note.  I don't dispute it.

MR. SHEPHERD:  I am going to put to you what I think happened at the time of the merger, and you can tell me I'm wrong, but I am going to put it to you and I am going to ask you.  You were involved.  You know what happened.


MR. BASILIO:  Yes.


MR. SHEPHERD:  I think what happened is that at the time of the merger, you did all your valuation, and everything, got your basic deal, and St. Catharines said, Well, we actually want our cash, thanks very much.  We need cash, and so we want you to monetize our note --


MR. BASILIO:  Hmm-hmm.


MR. SHEPHERD:  -- and provide us with some money.  Hamilton said, Well, you know, what we would like is we would like a guarantee that we get to collect our 7 percent and that it can't be adjusted now that the market rate is 5 percent.  And they said, Okay, you know what, we'll trade off.  

Isn't that right?


MR. BASILIO:  Not correct whatsoever.  I would be happy to have a St. Catharines Hydro Inc. board member attest to that, but that is simply not the case whatsoever.


MR. SHEPHERD:  Was there anything discussion to that effect?


MR. BASILIO:  No, none whatsoever.


MR. SHEPHERD:  So when St. Catharines Hydro asked to monetize their note, what did you get for it?  They wanted cash.  They weren't entitled to cash under the nature of the deal.  That's an inequality in the deal.  What did you get for it, because you didn't get difference in price; right?


MR. BASILIO:  We had surplus cash balances.  We didn't need the additional debt.  It was an improvement to the balance sheet of Horizon Utilities Corporation to apply cash to pay down debt, to apply cash concerning a BA-based interest rate to pay down debt that is costing 7-1/4 percent.


MR. SHEPHERD:  The whole deal was being done on a pari passu basis except for that.  That is the only thing of the major terms, that we have heard of so far, in which St. Catharines gets something different than Hamilton.


Why wouldn't you have paid them down pro rata if it is only for the benefit of the utility?  I put to you that the answer is because St. Catharines wanted the money, right, and what Hamilton wanted was the fixed interest rate; true?


MR. BASILIO:  The rate on the Hamilton note was 7 percent.  The rate Ontario St. Catharines note was 7-1/4, but, you know, they wanted their note monetized; that's right.


MR. SHEPHERD:  I have no further questions.  Thanks.

Further questions from the Board:


MR. KAISER:  Mr. Basilio, one last question that arises out of Mr. Shepherd's examination.


On July 18th, 2002, you and Mr. Leitch signed a promissory note on behalf of Hamilton Hydro Inc. borrowing money at 7 percent from Hamilton Utilities Corporation, $116 million; right?


MR. BASILIO:  Correct.


MR. KAISER:  On exactly the same day, you and Mr. Leitch borrowed money acting for Hamilton Utilities Corporation.  You issued a debenture -- 


MR. BASILIO:  Yes.


MR. KAISER:  -- for $105 million --


MR. BASILIO:  Yes.


MR. KAISER:  -- at an interest rate of 6.25 percent?


MR. BASILIO:  That's correct.


MR. KAISER:  And the termination date, the maturity date with respect to that debenture, was July 30th, 2012, which turned out to be identically the maturity date on your new note?


MR. BASILIO:  That's correct.  And it is not a coincidence.


MR. KAISER:  Well, I would think not.


Now, just stopping there, why should Hamilton Utilities Corporation get to make 0.75 percent, when one arm is borrowing and another arm is lending?


Why wouldn't the ratepayers get the benefit of the 6.25 percent as opposed to the 7 percent?


MR. BASILIO:  Just one clarifying point, that in issuing that debt and creating the indenture under which it could be issued, Hamilton Utilities Corporation also incurred 37 basis points of issuance costs.


So the cost to Hamilton Utilities Corporation on an effective yield basis is 6.62 percent.  So the differential would be 38 basis points, if you accept the issuance costs.


Again, you know, in earlier testimony, the only reason Hamilton Utilities Corporation monetized the municipal debt, one of the principal reasons, is it was looking for  -- and at the same time, or very close to, I believe in July of 2002, Hamilton Utilities Corporation entered into a credit facility for what I think was still $100 million at the time, $100 million.  


What it was attempting to do was to create strategic financial flexibility to deal with the merging opportunities that haven't come to fruition for it, but in water and waste water it was developing a large commercial co-gen project at the time and other opportunities.


So those decisions weren't linked.  If it didn't have those aspirations, it would not have monetized the municipal debt.  It would have still entered into a credit facility, but it would not have -- wouldn't have monetized the municipal debt, not at that time.  It may have later on.  


There was no magic about the July 2002 timing, other than that.


MR. KAISER:  So I am just -- the other document that you signed on at that date, July 18th, 2002, was the receipt and acknowledgement - of course you're signing this on behalf of Hamilton Utilities Corporation - where you acknowledge to Hamilton Hydro Inc., which you were also signing for, that you had received $26 million, which reduced the 142 to 116, and, on the same day, you went out and borrowed 105, Hamilton Utilities Corporation borrowed 105?


MR. BASILIO:  That's correct.


MR. KAISER:  Does it seem strange that both you and Mr. Leitch would act on both sides of this transaction?


MR. BASILIO:  Well, they were clearly affiliated at the time.  Hamilton Hydro Inc. was a wholly-owned entity of Hamilton Utilities Corporation, and I think in common practice for a lot of multi-entity companies, you know, you have the same officers acting for, you know, the wholly-owned group.


So -- but, I mean, I understand the nature of your question.


MR. KAISER:  Then just finally, just to make sure I have the answer before us correct, because there were borrowing costs that Hamilton Utilities Corporation incurred, your actual costs -- when I say "your", I have to be clear, because you act for both of these entities, but Hamilton Utilities Corporation's actual costs of borrowing was 6.62?


MR. BASILIO:  That's correct.


MR. KAISER:  Thank you.


MR. SHEPHERD:  Could I follow up to that, Mr. Chairman?


MR. KAISER:  Yes.

Further further cross-examination by Mr. Shepherd:


MR. SHEPHERD:  We have the -- as part of J(X)1.14, you have the actual offering memorandum, and I am not going to go through the details.


MR. BASILIO:  Yes.


MR. SHEPHERD:  I am going to put it to you that this document does tell you what the issue expenses were, and they were $1 million; isn't that right?


MR. BASILIO:  No.  All in the issuing -- at the point in time, there were a number of things comprising issuance costs.  those are likely dealer fees.  Of course, you have legal fees.  You have a whole host of fees, and, in addition --


MR. SHEPHERD:  Which you disclosed?  Check page 26.


MR. BASILIO:  Okay.  Do we have the offering memorandum?  Did I keep a copy of that?


MR. SHEPHERD:  I am going to put to you that that is ten basis points.


MS. CHAPLIN:  Which one are you looking at, Mr. Shepherd?


MR. SHEPHERD:  This is part 4 of 4 of J(X)1.14, on page 26 under the heading "Use of Proceeds".


If you feel that at any time we should go in camera for this, let me know.


MR. KAISER:  This is probably a public document.


MR. SHEPHERD:  This is a public document, I think.


MR. BASILIO:  No, this is a confidential offering memorandum.


MR. SHEPHERD:  Which means it is filed with the Ontario Energy Board and publicly available.


MR. BASILIO:  No, I don't believe so.


MR. KAISER:  The Ontario Securities Commission, rather.


MR. BASILIO:  No, it's a private -- I don't believe so.  


MR. KAISER:  It does say "confidential offering memorandum", so I guess you are right.


MR. BASILIO:  It's a private placement.


MR. KAISER:  I somehow thought it would be a public document.


MR. BASILIO:  I would appreciate going in camera.   


--- In camera session commencing at 12:13 p.m.


[Page 81, Line 1 to page 83, line 10 were redacted]


--- Commencing public session at 12:16 p.m.

Procedural matters:


MR. KAISER:  Am I right that the applicant files its argument-in-chief on June 20?  Is that correct?

MR. SIDLOFSKY:  That's correct, sir.

MR. KAISER:  Then the intervenors and Board Staff will file their argument on June 27th?  And you will have a reply, Mr. Sidlofsky, on July 9th?

MR. SIDLOFSKY:  That's right, sir.

MR. KAISER:  All right.  Thank you, gentlemen.  

MR. BASILIO:  Thank you.

--- Whereupon the hearing adjourned at 12:17 p.m.
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