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October 9, 2008

Ms. Kirsten Walli
Board Secretary
Ontario Energy Board
2300 Yonge Street
27th Floor
Toronto, ON M4P 1E4

Dear Ms. Walli:

Re: Union Gas Limited - EB 2008-02173

I am counsel to Union Gas Limited ("Union") in this matter. In its Notice of Application, dated
September 16, 2008, the Ontario Energy Board ('Board") indicated that at issues day the Board
would "hear arguments as to whether the application properly falls into section 42 (1) or section
36 of the Ontario Energy Board Act."

Union agrees that part of the relief sought in its Application, specifically in paragraph 12, is "rate
related" in nature and therefore falls under section 36 (and section 23) of the Act.

I am attaching an amended Application in this matter which simply makes it clear that Union is
relying on sections 23 and 36 of the Act in connection with the alternative relief sought.

I am also attaching a draft Issues List which Union proposes form the core of the issues at the
hearing together with Union's evidence on this matter.

Yours very truly,

Michael Penny

Tel 416.865.7526
mpenny@torys.com
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EB-2008-0273 

ONTARIO ENERGY BOARD 

IN THE MATTER OF the Ontario Energy Board 
Act, 1998, S.O. 1998, c.15 (Schedule. B); 

AND IN THE MATTER OF an Application by 
Union Gas Limited for an order granting it leave to 
discontinue gas transmission to Natural Resource 
Gas Limited; 

ISSUES LIST 

1. Does Union have reasonable grounds to believe that NRG’s credit worthiness under 

the prior contract has become unsatisfactory? 

2. Was the amount of the financial assurance requested by Union determined in a 

commercially reasonable manner? 

3. Has NRG failed to provide the financial assurances requested? 

4. Can the need for financial assurances be avoided by the restructuring of NRG’s 

Southern Bundled T Contract to provide for a March 31 year end? 

5. Should the Board issue an order imposing conditions of service on NRG similar to 

those reflected in amendments proposed by Union in Union’s letter to NRG dated 

August 27, 2008, which is attached as Appendix A? 

6. Alternatively, should the Board issue an order requiring NRG, as a condition of 

Union’s continued service, to provide the financial assurance Union has requested? 

7. In the further alternative, should the Board issue an order granting Union leave to 

suspend service to NRG? 
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PREFILED EVIDENCE 

Overview 

1. This evidence is filed in support of an application by Union Gas Limited (“Union”) for an 

order of the Board imposing conditions on bundled transportation service to Natural Resource 

Gas Limited (“NRG”), requiring NRG to provide financial assurances as a condition of 

continued service or, alternatively, in the absence of either of the above, granting leave for Union 

to discontinue service to NRG. 

2. Union has reasonable grounds to believe that NRG’s creditworthiness is no longer 

satisfactory.  As it was entitled to do under the terms of the contract between the parties, Union 

sought financial assurances from NRG in an amount determined in a commercially reasonable 

manner.  Union also proposed revised conditions of bundled transportation service that would 

avoid the need for financial assurances.  Union’s requests for financial assurances were denied as 

was Union’s proposal for revised conditions of bundled transportation service.  NRG is, 

therefore, in default under the contract.  As a result, Union is entitled under the contract to 

suspend service.  Suspension of service is a last resort.  It is in the interests of all parties either to 

have revised conditions of bundled transportation service which avoid the need for financial 

assurances or to have the financial assurances provided. 

3. The remainder of this evidence is organized as follows: 

(1) The Contract; 

(2) Union’s Approach to Creditworthiness; 

(3) NRG’s Creditworthiness is Unsatisfactory; and 

(4) Relief Sought. 

The Contract 

4. NRG is obliged to deliver gas to Union in constant daily quantities (“DCQ”) pursuant to 

a Bundled-Transportation Gas Contract (the “BT Contract”) first made as of October 2004.  The 
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contract year end is September 30.  Under the BT Contract Union tracks the difference between 

NRG’s DCQ delivered to Union and the fluctuating daily consumption of NRG’s customers.  

NRG’s 12 month BT contract starts October 1, with a balance typically close to zero (+/- 4%).  

Through the winter months, NRG’s heat sensitive customer’s burn more gas than is being 

delivered by NRG resulting in a draft, or negative Banked Gas Account (“BGA”).  The largest 

negative balance in the BGA typically occurs in the month of March.  In NRG’s case, as 

described below, this represents a credit exposure to Union of approximately $1.9 million. 

5.   In the following spring and summer months, NRG’s customers burn less gas than is 

being supplied by NRG to Union, thus NRG “repays” the negative position created in the winter 

and gradually brings the negative BGA balance back to zero by September 30.   

6. Union re-delivers gas, as a transmitter, to NRG pursuant to an M9 Delivery Contract (the 

“Delivery Contract”) first made in October 2006. 

7. Section 5.04 of the General Terms and Conditions of both the BT Contract and Delivery 

Contract provides as follows: 

5.04 Financial Assurance 

If at any time during the Term of this contract, Union has 
reasonable grounds to believe that Customer’s creditworthiness 
under the contract has become unsatisfactory, then Union may by 
written Notice request financial assurances from Customer in an 
amount determined by Union in a commercially reasonable 
manner.  Upon receipt of such Notice, Customer shall have 14 
days to provide such financial assurances.   

8. Section 5.04 also provides that the financial assurances requested will not exceed, among 

other things, an amount equivalent to the value, as determined by Union, of any current projected 

negative BGA balance.  Section 5.04 further provides that, in the event NRG fails to provide 

financial assurances when requested, the termination and suspension provisions in Section 3 of 

the General Terms and Conditions apply.  These provisions provide, in relevant part, as follows: 

3.01 Terminations By Either Party 
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… Subject to the other provisions of this contract, in the event of a 
breach, misrepresentation, non-observance or non-performance by 
any party to this Contract of any covenant, provision, 
representation, condition, continuing condition, restriction or 
stipulation contained in this Contract, the party not in default may 
give written Notice to the defaulting party requiring it to remedy 
such default.  If the defaulting party fails to fully remedy the party 
not in default for all consequences of such default within a period 
of ten (10) business days from receipt of such Notice, this Contract 
may be terminated by Notice from the party not in default. 

. . . 

3.02 Suspension of Service  
 
If Customer is the defaulting party and the default is material, 
Union reserves the right to suspend any or all of the services and 
such suspension shall not relieve Customer from paying any 
charges.   
 
An event of default giving rise to Union’s right to suspend shall 
include a failure to pay Union when payment is due, a failure 
to provide financial assurances when required under Section 
5.04, and a failure to deliver.  In all cases, the materiality of the 
default shall be determined by the parties hereto, acting 
reasonably.  [Emphasis added] 

Union’s Approach to Creditworthiness 

9. As a matter of routine business practice, Union conducts annual reviews of the financial 

condition of its customers, establishes credit limits and determines whether financial assurances 

may be required.  Union also has the discretion to undertake ad hoc reviews at any time.  Regular 

credit reviews are a necessary part of managing Union’s credit risk and minimizing bad debt 

expense. 

10. Union issues Internal Risk Ratings (IRRs) which are the company standard for describing 

counterparty credit risk.  IRRs are counterparty credit ratings derived by internal credit analysts 

from qualitative and quantitative assessments of the customer’s creditworthiness. The analysis 

includes a review of the customer’s business, the industry in which it operates, the latest 

financial statements with comparative year end results; any external credit ratings from Moody’s, 

S&P or any other reliable rating service,  Dunn & Bradstreet reports, links to main sites or 
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sources of credit review information; payment history with Union, customer correspondence and 

other relevant credit information.  All of this information is incorporated into a commercial 

credit assessment product created by Moody’s called Moody’s RiskCalc.  Moody’s RiskCalc is 

decision support tool used by many businesses to assist in evaluating an entity’s credit risk. 

NRG’S Creditworthiness is Unsatisfactory 

11. NRG’s 2006 credit review was based on 2005 financial statements and resulted in an 

internal credit rating of BBB- and an unsecured credit limit of $3 million.  This evaluation was 

consistent with previous years.  

12. In August 2007, however, Union obtained a copy of NRG’s audited financial statements 

for year end September 30, 2006.  The 2006 statements were accompanied by a qualified 

auditor’s opinion which was cause for concern.  These statements and the qualified opinion are 

attached as Exhibit 1. 

13. The auditor’s opinion was qualified because the company had Class C retractable shares 

outstanding with a redemption value of about $13.5 million.  The auditor noted that Canadian 

generally accepted accounting principles required NRG to present shares that are retractable at 

the option of the shareholder as a liability on the balance sheet.  NRG, however, had presented 

these shares as shareholders’ equity.  The auditor noted: “If the shares were classified as 

liabilities, then the total liabilities would increase by $13,461,418 and share capital would 

decrease by $13,461,418.” 

14. As can be seen from the financial statements, decreasing NRG’s shareholders’ equity by 

$13.5 million and increasing its liabilities by $13.5 million has the effect of reducing 

shareholders equity to a deficit of $9.1 million.  In fact, therefore, NRG has negative 

shareholders equity, which provides no protection for creditors. 

15. In addition, the 2006 audited financial statements also revealed that, during 2006, NRG 

took out a demand loan with the Bank of Nova Scotia which it secured  by a pledge of all of 

NRG’s present and future assets, property and undertaking.  This meant, as described in more 

detail below, that everything the company owned (including cash collected from NRG’s 
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customers in payment for gas borrowed from Union under the Bundled T Contract) was pledged 

to the Bank in priority to any Union claims. 

16. NRG’s 2006 current assets of about $3 million are less than its current liabilities of about 

$8.4 million.  This would mean, for example,   that if the bank demanded payment of the loan 

(about $6.5 million) there would not be sufficient current assets to repay the bank loan, much 

less to repay the cost of the gas NRG borrows from Union by March 31 of the heating season. 

17. On the basis of the review of NRG’s 2006 financial statements the new Bank security 

over all of NRG’s assets and the evaluation of credit risk using the Moody’s RiskCalc model, the 

credit rating for NRG was reduced to B- and the unsecured credit limit available to NRG was 

reduced to $600,000.  (Union has reviewed NRG’s 2007 financial statements and recalculated 

Union’s credit exposure using current information on gas prices.  There has been no material 

change in Union’s calculation of its credit exposure or to the calculation of the required Financial 

Assurances.) 

18. The credit limit of $600,000 is approximately equal to the total delivery revenue earned 

in a year by Union from NRG.  Any additional unsecured credit increases Union’s exposure 

beyond this annual revenue.  Over the winter, NRG typically incurs significant indebtedness to 

Union as a result of the negative balance in its BGA.  NRG’s assets in the winter months include 

cash collected from NRG’s customers for the sale of gas which NRG has effectively “borrowed” 

from Union.  These funds, however, together with all of NRG’s other property, assets and 

undertaking, have been pledged to the Bank of Nova Scotia as security for Bank indebtedness 

with priority over any Union claims.  In these changed circumstances, Union could not prudently 

continue to provide the same level of unsecured credit to NRG as it had done in the past.  

19. Between September 2007 and June 2008, Union attempted, by email and through 

telephone communications, to contact NRG to discuss the changed financial circumstances and 

the provision of financial assurances or, at a minimum, the scheduling of a meeting to discuss 

such assurances.  All attempts by Union in this regard were effectively ignored.  Union’s phone 

calls were not returned.  Scheduled meetings were cancelled by NRG without explanation. 
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20. Accordingly, on June 16, 2008, Union wrote to NRG indicating that Union was now 

forecasting a maximum exposure from NRG of $1,928,138 (the “Anticipated Maximum 

Exposure”).  This exposure primarily consists of a forecasted BGA of $1,778,305 based upon 

Union’s Ontario Landed Reference Price (“Reference Price”).  Union’s forecast does not take 

into account fluctuations in gas prices or usage and assumes that NRG will continue to make 

timely payments on all accounts.  Union multiplies the cumulative negative BGA forecast by the 

Reference Price to determine the BGA exposure.  The June 16, 2008 letter is attached as Exhibit 

2. 

21. In this letter, Union advised that NRG could satisfy Union’s Anticipated Maximum 

Exposure in one of two ways.  First, NRG could, as contemplated by section 5.04(c) of the BT 

Contract, provide financial assurances in the amount of CDN $1,328,138, being the difference 

between the Anticipated Maximum Exposure and the unsecured line of credit of $600,000 for 

which NRG had qualified (the “Financial Assurances”).  The Financial Assurances could be 

provided in the form of a cash security deposit or a letter of credit.   

22. Second, NRG could make arrangements to change the renewal date of its BT Contract to 

an annual anniversary date of April 1.  As a transition, Union proposed a new  eight month 

contract commencing August 1, 2008 under which the quantity of gas delivered by NRG until 

the end of March, 2009 would equal the quantity consumed by NRG’s customers, such that the 

BGA as at April 1 would be zero (+/- 4%).  This would avoid a negative BGA balance in March 

2009, thus eliminating Union’s financial exposure and, therefore, the need for Financial 

Assurances.  Under Union’s proposal, the BT Contract could thereafter renew for a 12-month 

period starting April 1, 2009.  An April contract renewal date, together with adjusted DCQ 

obligations which target a zero balance as at March 31, eliminates any credit issues on a going 

forward basis because the BGA would never be in a negative balance. 

23. Union’s June 16, 2008 letter asked for NRG’s response to the request for Financial 

Assurances or a change to the terms of the BT Contract before June 23, 2008, failing which NRG 

would be in default under the General Terms and Conditions. 
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24. Finally, Union advised that, failing a satisfactory response, Union would bring an 

application for leave to suspend service to NRG on account of NRG’s default. 

25. Union did not receive any response to this letter.  As a result, on June 27, 2008 Union 

again wrote to NRG seeking confirmation that NRG would provide the requested Financial 

Assurances or agree to change the BT Contract.  This letter is attached as Exhibit 3. 

26. Only on July 2, 2008 NRG did respond, through counsel, that it was not prepared to 

provide the requested Financial Assurances or agree to new contract delivery and balancing 

parameters.  This letter is attached as Exhibit 4. 

27. On August 27, 2008, due to the passage of time, Union sent a BT Contract renewal 

package to NRG.  The transitional BT Contract renewal was now proposed to start October 1, 

2008 and expire on April 1, 2009.  Under this BT Contract renewal, NRG’s required daily 

deliveries of gas would match NRG’s forecast consumption in the period thereby again 

eliminating the forecasted negative BGA position and the need for Financial Assurances.  This 

letter is attached as Exhibit 5. 

28. On September 5, 2008 NRG responded, through counsel, that NRG would not sign the 

BT Contract renewal and would continue with the existing contractual arrangement pending a 

Board decision in Union’s application.  This letter is attached as Exhibit 6. 

Relief Sought 

29. Union seeks an order pursuant to sections 23 and 36 of the Ontario Energy Act, 1998 

imposing conditions of service on NRG, whereby: 1) bundle T service to NRG will be on an 

April 1 to March 31 annual cycle; 2) NRG will be obliged to deliver sufficient quantities of gas 

between November 1, 2008 and March 31, 2009 to achieve a zero (+/- 4%) balance in its BGA as 

of March 31, 2009.  Union calculates NRG’s required DCQ for the November 1, 2008 to March 

31, 2009 period to be 2,759 GJ based on actual 2007 / 2008 consumption for this period; and, 3) 

thereafter, NRG’s DCQ will be set to target a zero balance (+/- 4%) on each succeeding March 

31st.  Union calculates NRG’s required DCQ for a full year cycle to be 1,454 GJ based on the 

most recent 12 months of actual consumption. 
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30. In the alternative, Union requests an order that, as a condition of continued service, NRG 

be directed to provide the Financial Assurances within 14 days of the date of the Board’s 

decision in this matter.   

31. In the further alternative, failing either of the above, Union requests an order pursuant to 

section 42 (1) of the Ontario Energy Act, 1998 granting Union leave to discontinue service to 

NRG until such time as it has revised the conditions of bundled T service with an April 1 

renewal date or provided the Financial Assurances.   
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