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No undertakings were filed during this hearing

     Tuesday, July 25, 2006.

     --- Upon commencing at 9:30 a.m.

     MR. KAISER:  Please be seated.  Mr. King, ready to proceed?

PRELIMINARY MATTERS:

     MR. KING:  Thank you, Mr. Chair.  I'll start by filing one exhibit.  That's K2.10 that we had copies made of.  And then I will run through the undertakings.

     What I've passed up is a complete set.  And I guess, just by way of intro, what I thought we would do today is I will run through the information request -- or the undertaking responses where help is needed.  Then I thought we would have Mr. Aiken take us through NRG's applied for accounting orders.  Part of our application is that we continue a bunch of regulatory accounts.  I've talked to Mr. Faye about this.  The Board Staff doesn't have any issues with them, but for the purposes of the record, because they're going to be addressed in the decision, and we're asking for approval of the continuance of those deferral accounts, I just thought Randy could take ten minutes to give you an overview of those.  Then, if there's nothing else, we will proceed with argument from Mr. Faye and Mr. Stoll, and then myself.

     We had had discussions early on in the process about me waiving my right to argument in-chief and just simply filing a reply to their two arguments.  I may require just half an hour or so at the conclusion of whoever speaks second, depending on what they say. 

     MR. KAISER:  All right.  Is that satisfactory to you, Mr. Faye?

     MR. FAYE:  I have no objection, Mr. Chair.

     MR. KAISER:  All right.

     MR. KING:  The first item we have is Exhibit K2.10.  This was the source of NRG's pricing for its gas supply contract with the related party, NRG Corp.  It was the subject of discussion between ourselves and Board Staff yesterday, and you had asked that copies be made and it be given an exhibit number.

     EXHIBIT NO. K2.10:  SOURCE REPORT FOR GAS SUPPLY 


CONTRACT PRICING

     MR. KING:  Moving to the undertakings, the first one of the day was a request from the Panel to revise Undertaking J1.3 from Friday.  The original undertaking provided NRG's tobacco customers' volumes from 1994 through to 2005.  And then you had asked yesterday that we pull out Imperial Tobacco to get a picture of what NRG's tobacco volumes would be without Imperial Tobacco in the mix, given that they are leaving. So we've added the last two columns in that undertaking, J1.3.

     MR. VIRANEY:  So it will be Exhibit K3.1.

     EXHIBIT NO. K3.1:  RESPONSE TO UNDERTAKING J1.3

     MR. KING:  The next undertaking was to show NRG's gross margins for its industrial sector for 2006 and 2007.  I'm recalling, I think this, again, relates to an undertaking from the first day that showed gross margins for residential, commercial, and industrial for all three utilities. And you had asked that the gross margin for industrial customers of NRG be taken forward through 2006 and 2007 to see how it would react to our forecasted decline in tobacco volumes.

     MR. KAISER:  Why is the margin falling?  Do we know?

     MR. KING:  That's entirely due to the decline in tobacco customers.

     MR. KAISER:  Were the tobacco customers part of the category?  Weren't they Rate 2?  The margin is independent of the volume.

     MR. KING:  For the purposes of that original undertaking, J1.2, the Rate 2 tobacco growers were included in industrial.  That's where they were put.

     MR. KAISER:  Well, I understand why the volume's declining.  Why is the margin declining?

     MR. KING:  Presumably the revenues from the customers will be declining.

     MR. KAISER:  Correct.  But we're talking about the margin and the remaining customers.  The volume goes down.

     MR. KING:  Yes.

     MR. KAISER:  I understand there are fewer customers and there's less volume, but why would the margin on the remaining customers be any different than it was before?

     MR. KING:  I'm not sure -- I thought that was the answer, that the revenues were --

     MR. KAISER:  Well, I'll leave it.  Mr. Aiken may --

     MR. KING:  -- were declining relative to the other two sectors.

     MR. KAISER:  Mr. Bristoll, can you help us?  Do you understand my point?

     MR. BRISTOLL:  Mr. Aiken will answer that question.

     MR. AIKEN:  The 17 percent margin in Ms. McShane's original evidence is the distribution revenue excluding gas commodity.  That's what she refers to as the distribution margin.

     And her 17 percent includes the seasonal customers, the agricultural-based customers, as part of the industrial load, because they are a process load.

     So what this is saying is that in 2006 the percentage of the gross margins or gross distribution revenues excluding gas commodity falls to 15 percent because of the loss of some of that tobacco load.  And then there's a further reduction to 11 percent of the total distribution revenue margin because of the further loss of the tobacco-curing load and the partial loss of Imperial Tobacco.

     MR. KAISER:  Okay.  I understand.

     MR. AIKEN:  Okay?

     MR. KAISER:  So, basically, the costs stay but the revenue goes?

     MR. AIKEN:  That's correct.

     MR. VIRANEY:  This will be Exhibit K3.2.

     EXHIBIT NO. K3.2:  RESPONSE TO UNDERTAKING NO. J1.2

     MR. KING:  Undertaking J2.2, the company was asked to provide NRG's net income for the years 2003-2005.  I think from the transcript that the intent was to see whether decline in tobacco volumes over those years, the effect of that upon net income.

     MR. KAISER:  What exhibit number is that, Mr. Faye?

     MR. VIRANEY:  Exhibit K3.3.

     EXHIBIT NO. K3.3:  RESPONSE TO UNDERTAKING J2.2

     MR. KING:  Undertaking J2.3 came about as a result of cross-examination by Mr. Faye when he was dealing with capital expenditures.  He was comparing capital expenditures, I think initially, for mains and additions from my original filed evidence, compared to the projects that were pulled out for our updated evidence, and those projects pulled out were tobacco-related customers.  

     And Mr. Faye didn't see a corresponding decline in capital expenditures for meters and regulators, and inquired as to an explanation as to why that didn't drop as well.

     MR. VIRANEY:  This will be Exhibit K3.4.

     EXHIBIT NO. K3.4:  RESPONSE TO UNDERTAKING J2.3

     MR. KING:  Undertaking J2.4 is an enlarged in-colour system map.  It is also corrected.  The map that everyone was looking at yesterday had erroneously omitted the red line, identified as the Nova Scotia line, running roughly between Copenhagen and Lakeview horizontally, and it's just above the shoreline, just above the word "Lake Erie," just above the scale.

     MR. KAISER:  Can I ask you to, sometime later, Mr. King, give us 12 copies of this?  I think we want to put this map in the decision.

     MR. KING:  Sure.

     MR. VIRANEY:  This will be Exhibit K3.5.

     EXHIBIT NO. K3.5:  RESPONSE TO UNDERTAKING J2.4

     MR. KING:  Undertaking J2.5, that question came from Mr. Faye when he was asking Mr. Bristoll about NRG's capital expenditures related to its new electronic meter system, and Mr. Faye had asked how many large customers would be connected to that new system.  And Undertaking J2.5 answers that.

     MR. KAISER:  Thank you.

     MR. VIRANEY:  This will be Exhibit K3.6.

     MR. KAISER:  Thank you.

     EXHIBIT NO. K3.6:  RESPONSE TO UNDERTAKING J2.5

     MR. KING:  Undertaking J2.6 responds to a couple of items in Mr. Faye's cross-examination regarding capital expenditures on vehicles.  The first part of the answer completes the list of replacement vehicles initially listed in our response to Information Request No. 4.  We had listed only two types of trucks.  These are the other vehicles that are planned to be purchased.  And then the second half of that answer provides the Board with the trade-in value for the five vehicles being replaced.

      The only typo I see on this is the figure "2,500" above the word "Total."  That can be struck.

     MR. VIRANEY:  This will be Exhibit K3.7.

     EXHIBIT NO. K3.7:  RESPONSE TO UNDERTAKING J2.6

     MR. KING:  Undertaking J2.7 came about as a result of an inquiry from Mr. Faye as to why, in light of the fact that five new vehicles were being purchased in the test year, why repair and overhaul costs related to automotive aren't decreasing more.

     MR. VIRANEY:  This will be Exhibit K3.8.

     EXHIBIT NO. K3.8:  RESPONSE TO UNDERTAKING J2.7

     MR. KING:  Undertaking J2.8 is simply an explanation on paper as to why NRG's rates would be higher than Union's rates.  This is, essentially, just the written answer that was given by Mr. Aiken orally yesterday.

     MR. KAISER:  3.9?

     MR. VIRANEY:  This will be Exhibit K3.9.

     EXHIBIT NO. K3.9:  RESPONSE TO UNDERTAKING J2.8 

     MR. KING:  The final undertaking, J2.9, was a response to the request from the Panel for a forecast of residential customer additions through to 2011.  And at the top there's set out forecasted residential customer additions, and then below is set out what those incremental volumes would be with a plus or minus variable.  

     MR. VIRANEY:  This would be Exhibit K3.10.

     EXHIBIT NO. K3.10:  RESPONSE TO UNDERTAKING J2.9

     MR. KING:  That's it for the undertakings.  If there's nothing else, I'll let Mr. Aiken speak to the accounting orders requested.

     MR. KAISER:  Yes.  Thank you. 

     MR. AIKEN:  If you could turn up Exhibit A1, tab 2, schedule 1.  These are the specific approvals requested.  Beginning down at line 12, it deals with the deferral and variance accounts for fiscal 2007.

      In particular, at line 14, NRG is requesting the continuation of the purchase gas quality variance account, or the PGCVA; that is, as adjusted through the QRAM process.  Also, asking for the continuation of the purchase gas transportation variance account, and I will touch on this one in more detail in just a few minutes.

     Continuation of the gas purchase rebalancing account.  Again, this is an account that's adjusted as part of the QRAM process each quarter.

      The fourth one, a continuation of the gas cost difference recovery account.  We touched on this the other day.  This is the account that's been put in place for a three-year period to recover approximately $500 and some-odd thousand dollars of gas costs that were omitted from the PGVA a number of years ago.  2007 is the last of those three years for that account. 

      The fifth account listed there is the regulatory expenses deferral account.  This account was established by the Board a number of years ago, in which NRG is to record any regulatory expenses arising from intervening in the Union Gas rates case or other generic cases.  We're requesting that to be continued.

      In addition to these, we have the account that was approved by the Board on Friday.  We're requesting that account be closed at the end of fiscal 2006, and the balance amortized and recovered through the cost of debt, beginning at the beginning of fiscal 2007.

      Now, with respect to the PGTVA, if you go to Exhibit A1, tab 2, schedule 3, this schedule lists the actual accounting orders for four out of those five accounts.  The only one that's not here is the purchase gas commodity variance account.  And the reason it's not here is because that is dealt with through the QRAM every three months.

      The other three, excluding the PGTVA, are simply continuations of the existing accounts that I had mentioned earlier.  But on page 1 of 4, the purchased gas transportation variance account, this is a variance account around the delivery costs paid by NRG to Union under the M9 delivery contract that NRG has with Union.  We're requesting here that the reference price be set at 1.9029 cents per cubic metre.  That's shown in line 19.  The determination of that number, the 1.9 cents, is found in the gas cost evidence, which I believe would be Exhibit D6, tab 2, for the test year.

      And I don't know about the rest of you, but I'm hearing someone speaking in the speaker back here.

     MR. KING:  It's a radio feed.

     [Off the record discussion.]

     MR. KAISER:  Anything further on this?

     MR. AIKEN:  No.  That was it.

     MR. KAISER:  Any comments, Mr. Faye?

     MR. FAYE:  A couple of comments on the undertakings, Mr. Chair.

      On Undertaking J2.3 - this would be Exhibit K3.4 that we just assigned - I'm not certain that this response seems logical.  The question I asked had to do with the fact that mains additions, some of the projects had to be cancelled, and ordinarily I would expect that if you cancel a pipeline you also have to cancel some of the meters that would have been attached to that pipeline.

      And the filed evidence showed that the forecast expenditure on meters hadn't changed between the original filed evidence and the updated evidence, where mains projects had been cancelled.

      And although this response talks about meters in stock, it almost suggests that the question's understood as why didn't the cost increase.  I was asking, why didn't the cost decrease.  And I'm wondering if the company representative could just comment on that.

     MR. KAISER:  Mr. Bristoll. 

     MR. BRISTOLL:  You would have expected the cost to decrease; that's correct.  I'm assuming that's the question, right?

     MR. FAYE:  But how does this answer satisfy that question, then?

     MR. BRISTOLL:  The meters that were going to be used on those lines, tobacco customers, for example, we already had -- I think we had 15 in stock or 13 in stock.  And there were only 12 additional seasonal customers that would have come on-line as a result of those main additions.

     MR. FAYE:  So are you saying that the inventory costs didn't change because these meters still sat in inventory -- do you charge them to an end account prior to them being removed from inventory? 

     MR. AIKEN:  No, Mr. Faye.  The meters that are in stock are already included in rate base.  Inventory is part of rate base.  And it's a little bit different than the electric side.  I think that's where you're coming from.

     MR. FAYE:  Okay.  Thank you, Mr. Aiken.  That clears it up.

     Turning to K3.6, then, this was the question concerning how many large customers would be connected to the new electronic metering system.  And the answer to that is 12.

      I wonder if Mr. Aiken or Mr. Bristoll could just refresh my memory on what was the cost of the metering system, in round figures?

     MR. BRISTOLL:  The SCADA meter systems consists of several components.  In order to get it up and running, first and foremost, you have to have a meter and a regulator.  In order to create a SCADA system you have to add an item called a mercury instrument, and on top of that, a free wave radio.  In order, then, to augment that, in order to have a SCADA system with remote control capabilities, one is also required to add a flow boss control instrument. 

     MR. FAYE:  Okay, but what I hear you saying is the electronic metering system is tied up with the SCADA and remote control of your pressure-regulating valves at the input from Union.  And so you can't just take the cost divided by 12 and say that's the cost of the electronic metering system per customer, right?  It's tied up with other components of the system.  Is that what I hear you saying?

     MR. BRISTOLL:  That's correct.

     MR. FAYE:  Okay.  Thank you.  Turning to K3.7, this is the replacement vehicle question, and I just wanted to note that the trade-in value of the 2005 Chevrolet cargo van seems unusually low, a $38,000 vehicle forecast to have 100,000 kilometres on it at the time that it's traded and it's worth only $7,000.  Is there something wrong with this van?  Is that why it's -- is it just not a very good vehicle, and you want to get rid of it for that reason?

     MR. BRISTOLL:  I think I'd openly admit that maybe our system has failed us on this vehicle.

     MR. FAYE:  Okay.  Turning to K3.8, then, this is the question addressing repair and overhaul costs, automotive costs.  And the question was focussed on an original IR, number 17, in which the company's response said that the repair expenses were increasing by $18,735.

      And so while I recognize that overall costs in the account are going down -- that account also collects things like gasoline and natural gas costs for running the vehicle -- we were particularly focussed on just the repair cost, and the issue was that if you replace five vehicles in 2007 and I believe the budget for 2006 was $80,000, so that might be a couple vehicles, the total fleet's around 16.  It seemed to me that about half the fleet was being replaced here but repair costs were going up.  Have I misread that $18,735 in the original interrogatory and the cost is not actually increasing?

     MR. AIKEN:  I don't think you've misread it.  The interrogatory was based on the change from 2005 to 2007.  The $18,000 increase in that paragraph states that -- I believe that's the increase from 2005 to 2007, because the question talked about the $45,000 increase over the 2005 Board-approved amount.  And of that $45,000, $18,735 was for repairs and maintenance.  It then goes on to say that part of this increase is because there's a one-vehicle increase in the size of the fleet, from 2005 to 2007.

      So that's roughly a 7 percent increase in the number of vehicles.

      And then this undertaking response indicates that, at least from the change from 2006 to 2007, there's a $9,650 related to equipping the five new vehicles that are being purchased.

      So, again, that $9,650 would be part of that $18,735.

     MR. FAYE:  Okay.  I see now.  This is stuff that goes inside the vehicle, like racks and the like for stacking equipment on, and that is charged to repair and maintenance, rather than capital.

     MR. BRISTOLL:  That's correct.

     MR. FAYE:  Okay.  Thank you.

      Those are all my questions on the undertakings, Mr. Chair.

     MR. KAISER:  Thank you, Mr. Faye.  Anything, Mr. Stoll?

     MR. STOLL:  Just one question in respect of the K3.10.

     The residential customer additions seem to decline quite significantly over the next few years.  And given the significant effort that we're putting into the rebate programs to attract new customers, I'm just wondering what these numbers might have been if the rebate program had not been undertaken, and whether this is a worthwhile exercise in pursuing the rebate program.

     MR. BRISTOLL:  The customers that have come on the line as a result of the lines passing by their house are what I would call low-hanging fruit.  They come because they want to be there.

      The balance of the customers that come have to be pursued much more aggressively, and in any business, sometimes in order to get that extra incremental customer you have to just work a little bit harder to get them.

      Our objective is to get the customers on our system as soon as possible, and hence we want to use the rebate program to encourage them to switch across.  You want to avoid a situation where maybe their current propane furnace is coming to the end of its life and they still have an opportunity to stay with propane.  We would like to see them on natural gas.

      So, from our perspective, it's an important program to get that incremental customer who is always much more difficult to get than an existing customer.  I think we all know that additional customers are hard to attract in any business.

     MR. KAISER:  Mr. Bristoll, on that, you recall in the test year you were forecasting an additional roughly 1 million cubic metres of additional volume for the residentials.  And I think that related to, is that 388 new customers.

      And here, by way of example, in '08, you have 250 customers and an incremental volume of 858.  That 2.5 percent that you used to drive that number, I understand it's only one of the three estimates that you have.  Was that the same figure you used for the test year?

     MR. AIKEN:  I believe that the test year increase in average use was somewhat higher than that.  I used the 2.5 percent, and what I did was look at the change in use over the last, I believe it was ten years.  And on a year-to-year basis the change in use can go up by 2 and a half percent or can go down by 2 and a half percent.  That seemed to be, you know, the common range of change year to year.

      So I provided the 2 and a half and the minus 2 and a half are basically the boundaries on a year-to-year basis.

     MR. KAISER:  No, I understand that.  But in the test year, Mr. Aiken, 388 new residential customers produced 1.2 million cubic metres.  Is that roughly the same -- and would it follow that, using the same logic, the same assumptions, 250 customers would produce 858,000 cubic metres?

     MR. AIKEN:  No.  Sorry.  There are two components that go into the incremental volumes.  The 388 customers, I believe, added somewhere around 8-900,000 cubic metres by themselves.

      In addition to that was the increase in use in the test year.

     MR. KAISER:  Oh, I see.

     MR. AIKEN:  Multiplied by the existing roughly 6,000 customers.

     MR. KAISER:  Oh, I see.

     MR. AIKEN:  That drove the other 300,000.

     MR. KAISER:  All right.  I was attributing the full incremental use to the new customers, but there's increased usage across the entire customer base.

     MR. AIKEN:  That's correct, yes.

     MR. KAISER:  I see.  And this 2.5 percent, is that increased usage across the entire customer base?  Is that what that figure relates to?

     MR. AIKEN:  No.  This 2.5 percent is on the residential use only.

     MR. KAISER:  No, I meant across the entire residential customer base.

     MR. AIKEN:  Yes.  Yes. 

     MR. KAISER:  So coming back to the test year, for the entire residential customer base, what was the increased use factor that you employed there, if it wasn't 2.5 percent?

     MR. AIKEN:  We're forecasting normal use of 2,067 cubic metres in 2007, and the bridge year forecast was 2023.  And I don't have a calculator in front of me but that's... I think that's in the neighbourhood of...

     MR. KAISER:  I guess where I'm going on this, is the average use per residential customer going up?

     MR. AIKEN:  It's been going up and it's also been going down.  It's been fluctuating around, I'd say, basically between 2,000 and 2,100 over the last number of years.  I believe there's one year where it actually dropped below 2,000.  And it's not in a steady decline like Union's or Enbridge's is.  It's more or less staying in that 2,000 to 2,100 range right now.

     MR. KAISER:  All right.  Thank you.

     MS. SPOEL:  Going to the same exhibit, when you got five years with residential customer additions, what sort of penetration rate of potential -- customers who are in areas that are served or can be served by the utility, what sort of penetration rate will you achieve if you get all these customer additions?

     MR. BRISTOLL:  That anticipates 80 percent penetration rate.

     MS. SPOEL:  And how does that compare to Union and Enbridge's penetration rates, roughly?

     MR. BRISTOLL:  I think it is still low, my understanding is.

     MS. SPOEL:  So they operate more in the 90 percent range?

     MR. BRISTOLL:  That's my understanding, yes.

     MR. STOLL:  I have no further questions, thank you.

     MR. KAISER:  Thank you, Mr. Stoll.  Mr. Faye, ready to proceed?

     MR. FAYE:  Yes, Mr. Chair.

     CLOSING ARGUMENT BY MR. FAYE:

     MR. FAYE:  Good morning, Mr. Chair.  Just before I begin, if I could take a moment to fetch a glass of water, it looks like they...

[Left room and returned.]

     MR. FAYE:  Mr. Chair, I have an outline for you and Ms. Spoel.

     MR. KAISER:  Give one to the reporter so that she can put it into the transcript.

     MR. FAYE:  Unfortunately my printer cartridge gave up on the fourth copy so I'll get her a copy, though, at the break.

     MR. KAISER:  Sure.  That will be fine.

     MR. FAYE:  So, starting at main issue number 2 - that is, rate base - the first question that we want to address here is the forecast level of spending on capital project, and particularly in the bridge year, 2006.

      The forecast level in the evidence is 162,882.  We heard testimony from company representatives that the expenditures reported in Interrogatory No. 5 had totalled about 30,000 in April and nothing much had changed on that to date.  So we think that maybe there should be some revisiting of this forecast in that if only $30,000 is spent out of the total forecast of 160 or so, it raises the question of whether or not those projects can be completed in the fiscal year, and if they can't be, they'll be carried over to 2007, we presume.

     That in itself is not a problem, because, as long as they are done early in 2007, then the addition to rate base at the beginning of 2007 wouldn't over-collect from customers unreasonably.  But if they stretch some distance into 2007, then there would be some amount of over-collection on return.

      The forecast level of expenditures on automotive capital for 2006 is 84,000 and the actual expenditure to date, we heard from company representatives, is zero.  There may be some question about whether this capital will be spent by the end of September in fiscal year.

      And turning, then, to Issue II.4, the forecast level of expending on capital projects in 2007 on mains additions is 232,000 and change.  And that's an increase over the 2006 forecast.

     The question we'd like to raise here is, in light of not being too far along on the 2006 project list, we wonder if this forecast for 2007 is just a little bit too optimistic.

      Similarly, the forecast automotive capital expenditure for 2007 is 188,000.  Interrogatory No. 4 that we've just been through, and the update to that interrogatory, raises some questions about the company's replacement policy for vehicles, and we would submit that perhaps 100,000 kilometres for a vehicle might be a little bit low to consider replacing it.  The disposition of vehicles at the time that I wrote this was unclear, but now the company has provided this morning an update to that interrogatory indicating salvage values of the vehicles.  

     The point was made in my question there was that some of these salvage values seem to be unusually low for a vehicle that is only two years old.  One would think that it would attract a higher price than that on sale.

      So I guess this results in two questions arising.  Is the vehicle forecast replacement a reasonable forecast, or are vehicles being forecast to be replaced when they don't really have to be.

     And secondly, I think it maybe points out that the company needs to develop a written policy for vehicle replacement with clear criteria of how that will be evaluated.

      Operating revenue is the next category.  And the question here starts with the customer growth figures.

      Residential customer growth has been forecast by the company to be 353 customers in 2006.  But we heard testimony from company reps that, to the end of June, only about 200 customers had been recruited.  We also saw some evidence in the filing that the time of year when customers are mostly added tends to be October through the late fall, and that the pace of adding customers historically declines in the summer months.  In fact, in July there is actually a loss of customers in the factor.

      And so the upshot is that over the July-to-September period that remains in this fiscal year, historically only about 12 percent of the yearly additions in customers are accomplished in those three months, and that would put the total for the year somewhere in the 230 range if another 12 percent or so is added.  It's another 25 to 30 customers.  And that makes it fall quite a bit short of the 353 that's forecast.

      And we understand, of course, the dedication to the program and the optimism of achieving it, but we wonder if that might be just a little too optimistic.

      Similarly, for 2007, the forecast is 388 customers, and based on 2006 experience to date, perhaps this forecast is a little too optimistic too.

     Issue 3.3 is the general service and contract throughput.  And the question is whether the revenue forecast is appropriate for the two years.  The company seems to have done a good job of predicting the impact of the tobacco quota reduction, and we think that the revenue forecasts, not including the ethanol plant, is probably a reasonable position to take.  The ethanol plant is not likely to be in service before the end of 2007, according to information that's being filed, and so it's probably prudent not to include that in the 2007 test year.

      The revenue forecast for 2007 shows an increase, though, in the residential throughput, and this somewhat offsets the decline in the Rate 2 and 3 classes.  We would just point out that if the residential forecast we've just discussed is a little too optimistic, then the revenue prediction might also be a little optimistic in this class.

      Number 4 is the cost-of-service.  And the question on transportation cost revolved around this unaccounted-for gas issue.  The company proposes to set a floor for gas gains at 0.0 percent, rather than to predict gas gains in the system.  And upon analysis and questioning of the company reps, it would seem that the revenue deficiency, if a gas gain is -- the effect on revenue deficiency of gas gains is almost trivial in nature.  It doesn't seem that it's an issue.  So we're content to see the company proposal go through.

      The O&M forecast for 2007 is the next section.  That's 4.2.  Interrogatory 17 showed the auto repair costs increasing, and at the time I wrote this, of course, we didn't have the update this morning.  I think that the explanation given this morning is adequate and this item can be struck from the issues list.

      4.2.3 is regulatory costs, and the cost of this hearing was identified in IR No. 18 as approximately $131,000.  At that time, there was a note in one of the interrogatories suggesting the next filing would be end of 2007, and we were concerned that the entire cost of the hearing was apportioned to one year rather than two years.  Since that, we heard yesterday that that was a typographical error, the 2007, and that the company will be filing a rate case for 2008.  So that the apportionment of this regulatory cost to 2007 seems to be appropriate.  If however, there is no filing for 2007, 2008 rates, if that becomes a bridge year, then we would think that the regulatory cost should be spread over the two years.

      Our understanding from the testimony of the company reps was that the reason for a filing at the end of this year is that a major new customer in the ethanol plant might materialize, and that would cause a significant increase in volumes sufficient that a new rate class would probably have to be established.  And so, if that does happen, then we would agree that a rate case needs to be filed to consider that.

      4.4 is the advertising program.  Advertising costs in prior years have been much lower than what the company is undertaking in 2006 and 2007.  For reference, some of these numbers are in the evidence, and from a low in 2003 of $14,900, you go to about $30,000 in '05.  And it's almost an order of magnitude difference.  The forecast cost in 2006 is about $175,000 and the expenditure in 2007 is expected to be almost $250,000.  Now, the company proposes to amortize that $250,000 over eight years so the impact wouldn't be entirely in 2007.  But the point is that the program is almost ten times as costly as what the company has indulged in, in the past.

     There are a couple of points here.  One is that the customer addition forecast, if it's achieved, might justify this kind of expense, but at the moment the customers that have been added to the system in 2006 don't appreciably differ from the customers that are ordinarily added to the system.  The 2005 figure, we heard in testimony, without this additional advertising program, was 229 customers.  And it looks like that might be approximately the level they achieve this year, but at a much significantly higher cost.

      And so the question that needs to be asked, is the program of rebates really going to achieve what the company expects it to achieve?

     The second point to be made is that all the cost of these programs ends up being paid by the regulated customers.  I think we heard that admission from the company reps that the ancillary business, that would be the water heater business, the furnace rental business, does benefit.  The company does make money on its ancillary business.  It has margin on these appliances and has a return on investment in the ancillary business approximately that of the regulated business.

      And it would seem that it would be only fair and logical that a business making profits out of this advertising program ought to bear some of the costs of it.

      There was also some evidence brought out that historically there was a hot water heater grants program in place that seems to be analogous to the rebate program.  And this program was charged 100 percent to the ancillary business.  That would seem to suggest a precedent for rebate programs being charged to ancillary despite the argument that the motivation for it is to increase throughput.  The effect is to increase both throughput and ancillary business profits.

      So our conclusion on that, that the Board might want to consider allocating some portion of the advertising costs to the ancillary business.

     MR. KAISER:  What portion would you recommend?

     MR. FAYE:  I suppose there are a number of ways of addressing that.  In the cost allocation study, many of the categories are apportioned on the basis of relative revenues in the two businesses.  So you take a distribution revenue on the regulated side and the rental and sales profits on the other side, and assign the cost of the program in direct ratio of those two numbers.

      Another way is to just take a number out of the air and say that, you know, both regulated and ancillary businesses benefit approximately equal, so they should bear an equal share of it.  I suppose there's various methodologies to be used but I think maybe the revenue apportionment on -- apportionment on the basis of revenue has probably some history to it, is a good precedent, and probably because it's been in place for a while is a fair treatment.

     MR. KAISER:  And if we used that methodology, what would be the allocation in percentage terms?

     MR. FAYE:  We didn't calculate that, but we can.

     MR. KAISER:  All right.  That would be helpful.

     MR. FAYE:  We'll come back to that.  The cost of gas for 2006 and 2007.  This revolves around a contract that NRG has with NRG Corp. for local gas supply.  And at the time that we were looking at this, the numbers that we had for commodities futures seemed to suggest that the cost of this contract might have been excessive.  Since that time, of course, the company has clarified what the basis for their pricing is, and we're acknowledging that that is a legitimate source.  So, as long as the same source is used in their QRAM adjustments, there don't appear to be any outstanding issues there, other than if the company decides to change the source that they use for pricing that contract, they should notify the Board.

      The cost of capital is issue number 5.  And this can be split into two issues.  One is, should the debt ratio be reduced to 35 percent from its deemed 50 percent.  And the second issue is, should there be a risk premium applied to that 35 percent, and what ought that risk premium be?

     On the first issue, I think we heard testimony from a company's expert suggesting that the permissible range of equity ratios in this industry would be between 35 percent and 55 percent, and she recommended not going outside that range.

      The only question about adopting 35 percent is that it is at the very bottom of the range that's been suggested.  And we would raise the question that it could impact the company's ability to raise additional debt that might be needed to finance a pipeline for the ethanol plant.  We might suggest that the company check with their bankers prior to confirming this order and get the banker's opinion as to whether additional financing would come with a huge premium or whether the project might possibly be financed along the same terms that the company has on long-term debt now.

      Turning to the second part of this issue - that is, the risk premium - NRG is proposing a 150 basis points premium.  This is to compensate for what's perceived to be an additional risk of having a 35 percent equity ratio.

      We heard expert testimony that seems to establish that small-cap companies do have greater risk than large-cap companies.  We've heard a discussion of what the components of those risks are, and in particular the business risk, and Ms. McShane's testimony instructed us that the business risk is related to market size and diversity of that market.

     We also saw evidence turned up that NRG seems to be similar to Union, if we used the gross margin returned on each rate class as an indicator of that, and if we assume that the reference risk is related to gross margin, the undertaking this morning that updated those figures improves the picture for NRG.  The industrial category seemed to be the one that was responsible for most of the risk, and we saw this morning that their exposure there has gone from 17 percent of their gross margin attributable to that class; that's now predicted to go down to 11 percent with the loss of the tobacco customer.

      So declining tobacco seems to be a good thing in terms of improving overall business risk.  The gross margin on tobacco is 9.51 cents per cubic metre.  The gross margin on residential is 22.  So, not only is residential load more stable, more predictable, but the money available to be earned on it seems to be at least double.  As the residential load increases relative to the riskier industrial load, the suggestion seems to be that the business risk should go down.

     There are a couple of precedent decisions that the Board might want to look at, and that is noted in the margin there.  RP-2002-0158, at paragraph 45, identifies that the Union premium is 15 basis points over Enbridge.

     MR. KAISER:  What was the date of that decision?  Or I guess, was it a 2002 decision?

     MR. FAYE:  January 16th, 2004.

     MR. KAISER:  Thank you.  And do you know how they calculated the 15 basis points; is there a methodology or did it come out of thin air or what?

     MR. FAYE:  No, there's no methodology there, Mr. Chair.  There's simply a declaration that relative business risk seems to justify this amount.

     MR. KAISER:  Was there any indication what the difference in margin was between the two companies?  Well, I guess we can read the decision.  I don't need to interrupt your argument.

     MR. FAYE:  There's another decision, EBRO-480.  And in this decision NRG was given 50 basis points premium over Union.  So if we use the 15 that Union has over Enbridge and add it to this 50, that would suggest that 65 basis points over Enbridge might be an appropriate premium.

     MR. KAISER:  Again, what was the 50 based on?  How did the Board come up with the number in that case?  Do you know?

      Well, you can deal with it in reply, if you like.  Well, I guess you don't have a reply.  What am I saying?

     MR. FAYE:  There is a general discussion of the business risks involved.  The parties agreed that NRG's business and financial risks had not changed substantially since 1991, and then the conclusion is drawn that the premiums ought to be similar.

     MR. KAISER:  Can I ask you to do a calculation?  Let's suppose we agreed with you on your 50 plus 15, and it was 75 basis points over Enbridge.  But if we went to the actual equity, the 41.5 percent as opposed to the 35 percent, does NRG end up in roughly the same position as if we had followed their proposal; namely, the 150 basis points with 35 percent equity?  

     MR. FAYE:  We'll do that calculation.  Off the top of my head, I'd say, no, there's no chance that that would result in the same situation.  75 basis points on an equity ratio of 41.5 would not be equivalent to 150 basis points on an equity ratio of 35 percent.  But we will check that calculation and have it ready for you after the break.

     I guess the other thing that I would point out on business risk:  Since those numbers were awarded back in the '90s, the customer base, particularly the residential customer base, of NRG has expanded very appreciably.  So, from 1994, when they had 3,263 customers in the residential category, they have grown to about 6,500 in the test year.  And we would suggest that this demonstrates an improvement in the business risk and improvement in the gross margin that they're earning, and suggest that if 65 basis points was appropriate in 1994, that it might be appropriate now.

      Before I move to the refinancing costs, we have an answer to the question about allocating advertising expenses.  If we were to use the relative revenues in the businesses, 85 percent of the marketing expense would be apportioned to the distribution business, the regulated business, and 15 percent would be apportioned to the ancillary business.

     MR. KAISER:  Thank you.

     MR. FAYE:  The next category is 5.5.  And this is the question of the refinancing costs.  The company seeks to recover $218,000.  And we'd submit that there are a few issues that need to be considered here.

      The first one concerns this discharge penalty on the Junsen debenture.  That amounts to $20,282.  Our understanding of RP-2002-0147 is that the Board disallowed this recovery.  The company, of course, takes a different view that the recovery should have been allowed.  But I think the wording of the report is clear.

      By way of background, that debenture was $146,000, and a penalty of $20,000, with an interest rate of 11.5 percent, would work out to be about 14 months' penalty.

     By contrast, the financing that has been put in place with Bank of Nova Scotia, the pre-payment penalty there is three months.

     MR. KAISER:  What was the penalty again on the Imperial loan?

     MR. FAYE:  We can turn that up.  It was based on foregone profits on the interest and would have been more than three months, but we'll check that.

      The redeployment cost of the Imperial Life loan was $191,641.  The outstanding principal at that time was $1,439,000.  So that's about 2 on 14.  About 12 percent, 13 percent.  Something of that nature.

      The three-month interest penalty that would have applied, in contrast to the 13 percent penalty we just came up with, if that had been a three-month interest penalty, that would have been around 3 percent.

     MR. KAISER:  So what's your position?  You're saying -- or are you saying that the Board should limit the penalty in both the case of Imperial and Junsen to three months' interest?

     MR. FAYE:  That would be one way of approaching it.

      Another way is to distinguish between the Junsen debenture penalty and the Imperial Life penalty.  The Imperial Life loan seems to be an arms'-length loan, and commercial terms applied.  And we don't really have any issue with paying what is a considerable penalty, but nonetheless an independently arrived at penalty.

      The Junsen loan, the Junsen debenture, was not an arms'-length transaction.  It didn't stem from one.  And the additional penalty clause was entered into after the company was aware that the Board wanted them to get refinancing.

      It was agreed to in order to give them an extended credit facility there.  I believe we asked the question whether that credit facility was ever drawn.  And I'm not sure we got an answer on that.

      But we see the Junsen debenture as having been disallowed, and if the Board were to ask advice from staff, I think staff would say, let the Imperial Life penalty stand.  That could be recovered.  But the Junsen penalty should not stand.

     MR. KAISER:  All right.  Thank you.

     MR. FAYE:  The second issue is the matter of the 1 percent premium on interest rates that appears to have been granted by the Board in RP-2002-0147.

     Once again, the company has disputed that that interpretation is correct, but I think Board Staff are convinced that if the Panel at that time had not been considering refinancing costs and trying to allow some recovery of money in advance, then the interest rate would have been 8 percent, not 9 percent, in that case.

      The fact that the refinancing was not undertaken is really irrelevant to the fact that 31,000 some-odd dollars had been collected from the ratepayers and not turned to any benefit of ratepayers.

     So the Board recommendation is that this 31,698 ought to be deducted from the interest recoverable or that the refinancing penalty recoverable.

      And the final issue is that the company proposes that refinancing costs should be amortized over 53 months.  The term of the loan is 60 months.  And the effect of taking 53 is to start the charging to rates in 2007, not 2006.

      There's a clear indication here that the company benefits from having refinanced all these loans.  Looked at one way, the calculation would end up in about a $40,000 benefit to the company if we compared the 7.52 percent loan with BNS to the stable of loans they had with Imperial and the Junsen. 

      But that's not on a deemed basis; that's actual basis.  And the company has justifiably argued you can't talk about deemed in one way, and then try to make a case for actuals on the other.

      But it does point out the value of the transaction to the company.  Probably the fairer way to adjust this is to recognize that the company started to benefit from the 7.52 percent at the end of April of 2006.  And if we were to calculate the difference between the 7.52 that they were actually paying and the 8 percent deemed in the rate case, and take that difference over the six months remaining in their fiscal year, that would come out to about $7,000.  It's actually $6,960.  And one way of addressing this might be to deduct that from the total financing costs.

      So if we were to summarize the position, the company would like to recover $218,000.  We'd suggest that from that should be deducted the $20,282, that being the penalty on the Junsen debenture.

     MR. KAISER:  Are you saying there should be no penalty there?

     MR. FAYE:  There should be no penalty recoverable on that Junsen debenture, that the $31,698 collected by virtue of that 1 percent premium on rates, that should be deducted; they've already got that money in the bank. And the benefit of the lower Bank of Nova Scotia financing amounts to $6,960 in 2006.  And so, if you take all of those off the $218,000, you come up with about $159,000 that might be more appropriately considered the right number to recover.  And then if you attach interest for six months at the short-term rate of 6 percent, that comes to $1,769.  

     And so the total that we'd suggest is appropriate would be about $157,251. And if the Board was to allow that recovery, we think that would be reasonable.

      The final issue is whether or not the proposed rates are appropriate.  And the only question here, I think, is, assuming restatement of the rates in the context of the things that we just proposed -- that is, the lowering of the refinancing costs, things of that nature -- the only outstanding issue would be whether or not the Rate 2 customers are going to be subjected to such a substantial increase that it would amount to rate shock.

      The increase for those customers on the distribution rates only -- not including the commodity -- is 21.8 percent.  That's quite a substantial increase.  We heard testimony from the company reps that they've already mitigated it by lowering the cost to revenue requirement on that rate class.  We're unable to suggest anything further that could be done without further increasing cross-subsidies, and so, although we have some sympathy with the Rate 2 tobacco farmers, we can't suggest a remedy that would be better than the company has come up with.

     That completes my submissions.  If there are any questions we haven't answered.

     MR. KAISER:  Thank you, Mr. Faye.  Mr. Stoll.

     CLOSING ARGUMENT BY MR. STOLL:

     MR. STOLL:  Thank you.  I do have copies as well.  

     Now, what you have may look a bit more like a script than you would like to see.  I'll try not to read, and I'll try to avoid some of the points that Mr. Faye made and get through this maybe a little quicker.

      Before I go ahead, Mr. Alkalay sends his regrets for not being able to be here today; he had business elsewhere.

     Just by way of background, IGPC is a co-operative with approximately 650 members, mostly from the rural community.  And it is in the process of developing 150 million litre per year ethanol facility in the Town of Aylmer.  It currently has a conditional purchase agreement with the town.  One of the conditions, as we've heard, is the ability to obtain gas in a commercially reasonable manner.

     To incorporate IGPC into NRG will take a significant amount of effort from NRG and IGPC, and we welcome the opportunity to work with them, and appreciate the efforts they've gone to.

      We believe the plant will be good both for Aylmer in the spin-offs and also for NRG.  And with respect to our comments, they are in two directions, one regarding the timing for a decision, and the second regarding the cost of capital that NRG's requested.

      With respect to timing, the government financing that IGPC has been able to secure has looked at a construction start date of October of this year, which is a very aggressive schedule.  And that would be for the plant itself.  So we're working hard with NRG on a leave-to-construct application right now.  And we're in the process of the environmental work on the proposed route.

      If we are able to maintain or come close to maintaining this schedule, the decision in less than 60 days would be helpful in allowing our negotiations with NRG to conclude in a more firm manner, rather than having to make allowances for the results of this decision.

      With respect to the cost of capital, we are obviously sympathetic to NRG's size relative to Enbridge, and we do submit that NRG does warrant a risk premium.  And we're in agreement that the risk premium -- we're in agreement with staff that the risk premium is somewhat lower, that 60 basis points or 80 basis points, something in that range is more appropriate.  I think some of the ratios -- we've heard Ms. McShane testify that the relative business risk has not changed.  And I think a number of factors would say that the other risks, the capital risks and some of the other risks for the company have, in fact, improved.  

     If we look at some of the points, NRG during the '90ss wasn't able to go to a Tier 1 bank to secure financing.  And now it has gone to the Bank of Nova Scotia and obtained financing at a 7.52 percent rate on 6.5 million, which is a significant amount of money, compared to the long-term debt that it had before, more than double.

      So this would be a testament to the bank's faith in NRG's security.

      Also, we understand that the terms of the financing are quite a bit more flexible than the prior financing, and NRG is well within the covenants required in the financing; again, an indicator that NRG is on a better footing.

      Mr. Faye went through quite a bit of information regarding the residential growth and the continued decrease in dependence upon the tobacco industry, which seems to be NRG is losing its poorest customer from a margin perspective.  So if you're going to lose a customer, I guess from a business perspective that is unfortunately the customer that you would be best to lose, from the margin perspective.

      We've seen steady growth over a number of years, and from 2,537 residential customers approximately 14 years ago to approximately 6,000 customers now, and we're seeing continued growth.  In the test year forecast, we understand there's some concern over whether these numbers are optimistic, but we're still seeing continued growth regardless.

      The additional metrics that were looked at by Ms. McShane, these compare favourably, and I think they were mentioned at a couple of tables in Ms. McShane's report, and also in Undertaking J1.1, that these compare favourably.

     They also compare favourably to if NRG had been a 50:50 debt/equity after the refinancing, again, in the debt-equity. 

      So from those perspectives, again, we see NRG as a better utility and not warranting the 150 basis point risk premium that's required.

      We're seeing a renewed commitment to process improvement.  Mr. Bristoll has been very good and we support his efforts in improving the sales figures.  The comments of, we've got it, we've got it, we're following up and we've got it, lead us to believe that they'll be better able to attract customers.

      Again, it's a more rigorous approach to selling the business to the customers.

      Also, the notion that the equity -- over the years the equity did increase in the company, so there was a sustained benefit or sustained improvement in fortunes.

      And one of the other points of Ms. McShane, with the 150 basis points, that would indicate 10 basis points per shift of 1 percent in the debt-equity ratio. 

     In her report, when she was combining a couple of methods, she said the average was 8 basis points.  So, again, it seems to be that the request of NRG is maybe a little overly generous to NRG's shareholder.

      So, in summary, we're basically in agreement with Board Staff that a risk premium is warranted, but we would support something in the 60 basis point range to the 75 basis point range.

      The other issue is the $6.5 million loan and the $2 million return of paid-up capital.  And there are a couple of issues in this.  It was the company's decision to make this debt-equity change, which is at the low end of the acceptable range for a utility, as they acknowledged.  Given that my client may be coming on to the system and would require a significant increase to the rate base and assets of the company, we're concerned that there may be an impact on us down the road in that they are at the bottom end of their debt-equity ratio.

      We understand and sympathize. I think a shareholder is entitled to a dividend and a fair return.  And we had hoped that there would be more specific evidence, I guess, of why such a return of paid-up capital was appropriate.  We have to accept, basically, the company's word that it is appropriate or comparable for what would be expected in the industry.

      So we do have some reservations about the amount, but again, I think we're supporting, basically, the 65:35 split that the company has proposed.

      With respect to the redeployment costs, we would prefer that the Board basically follow its policy with respect to the out-of-period costs and basically amortize the redeployment costs over the 60-month term of the loan.  That would make the cost of debt be the 7.52 as opposed to the 8.45 that they'd requested.

      And those are my primary submissions on the issues.

     Just in closing, IGPC wanted me to reiterate that it looks forward to working with NRG in the future, and we understand this has to be a partnership that works for both the utility and for us, but also for the residents of Aylmer and the ratepayers.  We appreciate that IGPC (sic) is a small, locally based utility and we wish to contribute to its continuing growth and success.  We understand that our project would put a strain on its resources.  We are concerned, however, that they did put themselves to the limit at a time when they knew there was a potential of our client coming on Board.

     Ultimately it's their responsibility to show the reasonableness of their request, and we respect their right to return to... pardon me.  We respect their right to a fair rate of return and their just and reasonable expenses.  And for the reasons that Mr. Faye outlined and for some of the reasons that we've indicated regarding why not only has the business risk relative to Enbridge not changed but NRG is actually in better condition, according to a lot of the numbers, we would submit that the cost of capital is overstated and that the appropriate numbers lie somewhere around the 60-80 range.

     Once again, thank you.  Those are my submissions, subject to any questions.

     MR. KAISER:  Thank you, Mr. Stoll.  Mr. King.

     MR. KING:  I think if I could just have half an hour, it would be fine.

     MR. KAISER:  All right.  Well, we have a bit of a problem.  One of the Panel members has a family commitment.  You have to leave at what, 11:15?

     MS. SPOEL:  Yes.  I have to be in North York for noon, and then come back.

     MR. KAISER:  So we can break now, and come back at 1.  How long are your submissions?

     MR. KING:  That's fine.  They're probably in the nature of about half an hour.

     MR. KAISER:  All right.  Please proceed.

     MR. KING:  I just wanted to -- the reason for the break was just a couple of things I hadn't anticipated.

     MR. KAISER:  No, that's fine.  How long do you need?

     MR. KING:  Half an hour.

     MR. KAISER:  You need a half an hour break?

     MR. KING:  That's right.

     MR. KAISER:  Well, Ms. Spoel has to leave at no later than 11:30.  11:15.  So if you need a half an hour break, you might as well take an hour and a half break or a 2-hour break or whatever that translates into.

     MR. KING:  Okay.  So we're reconvening at 1:00?

     MR. KAISER:  I don't want to rush you.  I mean, we're in your hands on that.

     MR. KING:  Okay.

     MR. KAISER:  So we'll come back at 1 o'clock and hear from Mr. King.  Is that acceptable?  That will give you some time, Mr. Faye, to deal with a couple of the outstanding issues that are in your hands.  

     Just because we have a few seconds here, I'm having difficulty understanding, so that you can think about it, the $6,000 that you want to knock off because the applicant is proposing to amortize the redeployment costs over 53 months as opposed to 60 months.  I may just not be getting it, but you can consider that over the break.

     MR. FAYE:  Okay.

     MR. KAISER:  All right, gentlemen.  We'll come back at 1 o'clock.

     --- Recess taken at 11:00 a.m.

     --- On resuming at 1:38 p.m.

     MR. KAISER:  Please be seated.  I apologize for the delay, gentlemen.  Mr. King.

     MR. KING:  I think Mr. Faye has a couple of answers to questions posed this morning for you.

     MR. KAISER:  All right.  Thank you.

PROCEDURAL MATTERS:

     MR. FAYE:  We've done the calculation that you asked for, and that was, how does the revenue generated at 41 and a half percent equity with a 75 basis-point premium compare to the revenue generated at 35 percent equity with 150 basis points?

     And the answer to the question is that at 41 and a half and 75 basis points, we fall short of the revenue requirement by $20,000.  And that's on a total revenue requirement of $880,000.  That's a 2.2 percent shortfall.

     If you wanted to know how many basis points you would have to give at 41 and a half percent equity ratio to result in the same revenue as 150 basis points at 35 percent, the answer to that question is that 125 basis points would equalize the two structures.

     MR. KAISER:  Thank you.

     MR. FAYE:  The second question you asked concerned the calculation of difference in interest rate between the Bank of Nova Scotia loan at 7.52 percent and the 8 percent that was deemed for 2006, there being two components to the question:  One is in the logic of why would we even care to calculate what that difference was, and the second one was the actual calculation.  I take it the first question is the one that interests you; why are we bothering.

     MR. KAISER:  Yes.

     MR. FAYE:  The calculation for six months of the year that the company has the benefit of that lower interest rate was meant to be a proxy for the value that they derived from having renegotiated the loan, and I was linking that to if you derive value from something, you should have to pay some of the costs that are associated with it.

      So, some of those refinancing costs should be allocated to the 2006 year.  And in lieu of doing that, you could just subtract them from the total refinancing approved in the rate case, and that would have the effect of having assigned 2006.  That's the number $6,960.

     MR. KAISER:  Except the refinancing costs they're entitled to recover.  Just deducting it from the recoverable amount works a hardship to the utility, doesn't it? 

     MR. FAYE:  Well, I think if you regard -- take a matching principle that you match the expenses with revenues, they start to realize a lower expense and interest rate as of April 30th, when the loan kicks in, should they not start to amortize the cost of that at the same time.

     MR. KAISER:  All right.

     MR. HOWE:  Maybe I'll just clarify.  The calculation is based on not the 6 and a half deemed, but on the 2.9 actual debt that was in place.

     MR. KAISER:  Mr. King.

     CLOSING ARGUMENT BY MR. KING:

     MR. KING:  What I've passed up is simply an outline of our argument.  I've highlighted a few items that I have since pulled out of the argument, largely because they weren't addressed by Mr. Faye or Mr. Stoll, or didn't appear to be controversial.  I think the first one was Mr. Faye was satisfied with the answer we gave by way of undertaking this morning.  And the last point, being the increase to the Rate 2 customers, I was prepared to speak to, but Board Staff's recommendation there was, while they sympathize with the tobacco customers, they recognize that the company did try to mitigate the distribution rate increase, and Board Staff didn't have an alternative recommendation.

      The other thing I have before I get started is 12 copies of the NRG map.  I had ten tucked away, and my co-counsel graciously agreed to give me back their copies, so we now have 12 to insert in the decision.  Mr. Stoll decided to use his for an origami project over the lunch hour, so we've had to iron out his.  Do you want me to just...

     MR. KAISER:  Yes, just give them to Mr. Faye, will be fine.

     MR. KING:  So, for argument, I'm going to proceed through the topics on the same basis that Mr. Faye did.  I'll start with rate base.

      I guess, first and foremost, rate base didn't attract a great deal of attention, just a couple of issues.  I should say at the outset that the changes to rate base were, really, reflected in our updated evidence.

     MR. KAISER:  Just to stop you there, what's the difference between you and Mr. Faye as to the rate base, in terms of the amount of rate base?  Anything?

     MR. KING:  I don't think Mr. Faye has specified a dollar amount.  We had asked for Board approval of capital expenditures of $867,000 for inclusion in rate base.  He has taken issue with the main additions for 2006 and 2007, and I think his main issue is that year-to-date in 2006 we haven't made much progress in terms of spending what we had forecasted to spend in the bridge year.

      But he didn't make a recommendation as to whether the Board -- he didn't give a specific number as to what he thought might be a more appropriate number for 2006 or 2007.  

     And I guess the other significant issue in rate base that I'm going to speak to is the vehicles.  And again, that's 84,000 capital expenditures in 2006, and 188,000 in 2007.  I didn't hear Mr. Faye give any recommendation to the Board as to whether a lower number would be a more appropriate number, and, if so, what that lower number might be.

     MR. KAISER:  I think that's right.  And I meant to ask Mr. Faye this.

      You did in your argument say that the Board might want to consider this and consider that and so on, but with respect, if we can just look at Mr. King's outline, do you have a proposed number that we should be attaching to rate base, operating revenue, cost-of-service, and cost of capital?

     Or do you want to consider that?

     MR. FAYE:  No, Mr. Chair.  We don't have a substitute number that we can give you.

     MR. KAISER:  All right.

     MR. KING:  If I can cut to the chase on the first item; that's main additions.  I think Mr. Faye highlighted the fact that, both in argument today and in cross-examination, for the bridge year 2006 NRG to date had only spent $34,000 of a planned $162,000 on main additions.  And obviously he's alluding to the fact that the concern, anyways, that NRG would seek approval for significant main additions to rate base and then turn around and not spend the money.

     And I guess I have three replies to that.  First, we've heard under cross-examination that Mr. Bristoll is committed to carrying out those projects in 2006 and believes that they will get done.  Second, it sounds like the difference between 34,000 and 162,000, but I'm advised that it's quite easy when you're talking about main addition projects to spend $130,000.  And there are a few months left in the year.

      I guess our final argument here is that certainly NRG's recent history doesn't suggest a pattern of overinflating capital expenditures, and that's reflected in the evidence, and I think the evidence reflects the fact that the opposite is probably true.

      I'm speaking here to the figures shown in Exhibit B1, tab 2, schedule 2.  And I'll just highlight them.  In 2003, NRG spent $1.1 million on capital expenditures.  In 2004, while the Board-approved amount was only $509,000, NRG spent $556,000.  And then in 2005, while the Board-approved amount was $600,000, NRG spent $854,000 on capital projects.

      So it's certainly not been the pattern of the utility to overforecast capital expenditures and then not carry out the projects.

      With respect to the capital projects for 2007, well, the arguments I've just iterated hold true.  There's also an additional one.  Mr. Bristoll under cross-examination highlighted the fact that all of the 2007 main addition projects are customer-driven.  They're to connect to customers.

      And as we've heard from Mr. Bristoll, that is the focus of the company since he took over management in May 1, largely driven by the reality that they have some mitigation work to do by increasing sales and getting costs down to take into account the loss of a significant group of customers.

      So those are our arguments around capital expenditures.

      On the vehicles, we heard under cross-examination that NRG has a fleet of 16 vehicles.  They're planning to replace five in the test year.  There's no doubt that that is a significant amount.  You've all become very intimately familiar with the vehicles.

      I don't think our position has changed from our response to Board Staff IR.  Mr. Bristoll acknowledged that the company has no formal policy around vehicle replacement.  Instead, the decision to replace a vehicle is a subjective one, based on Mr. Bristoll consulting with his operational staff, taking into account the general condition of the vehicle, mileage, the general state of repair, and the estimated future repair costs.

      Mr. Bristoll plans to put in place a vehicle replacement policy.  We'd welcome any directive from the Board to do that.  We plan to bring it forward at our next rate case.

      We still believe that the expenditures are reasonable, and it's our plan to replace those five vehicle this year.

      Mr. Faye highlighted again the fact that, as of today, in 2006, we have spent zero dollars on vehicle replacement, and we forecasted spending $84,000.  My argument to that is still the same:  $84,000 is two trucks, essentially, and it doesn't take very long to conclude that deal.

      Other than those two items, I think those are the only two items in the rate base that were in contention here. 

      When we get to operating revenue, the main issue, quite clearly, is NRG's aggressive forecasts for residential customer additions.  The numbers, again, we're forecasting 353 new residential customers in 2006, 388 in 2007.

      And that compares to annual residential additions in 2005 of 229, and 255 new additions in 2004.

      Now, the basis for the increased forecast in the bridge and the test years is a more aggressive advertising and marketing program undertaken by the company; namely, the rebate program and the lead pay program.

      NRG, again, views the task of gaining new customers through a more robust marketing campaign as a necessity to mitigate the anticipated lost revenue from tobacco growers.

      So NRG believes that it can improve upon the recent past residential customer addition figures of 229 and 255.

      I don't think there was a dispute with NRG's forecast for tobacco customers, the Rate 2 customers, for the bridge year.  NRG had predicted a reduction of 44 tobacco growers in Rate 2 based on two factors, Mr. Aiken's statistical analysis, taking a 35 percent drop in the tobacco quota, and then simply dropping the number of NRG's tobacco customers by 35 percent, and then having that statistical analysis confirmed by Mr. Bristoll, who had his field staff conduct a drive-by of all the tobacco customers to determine whether they had plants in the ground.  And that was undertaken in June, I believe.

      And Mr. Aiken's and Mr. Bristoll's numbers were basically the same.  Mr. Aiken had come to 79 customers for 2006, Mr. Bristoll came to 77, and we used 77 for the purposes of our updated evidence.

      Forecasting for next year was obviously more difficult, and particularly in light of the fact that the tobacco marketing board, which usually prepares a forecast two years out in advance, failed to do so in their most recent annual report, released just this past month.  So our approach was just to replicate what happened in 2006 for 2007.  We simply had no better basis upon which to go. 

      That is about it for operating revenue.  

     Cost-of-service, I have addressed a few issues.  Firstly, the regulatory costs.

     The regulatory costs for the test year are forecasted to be $198,000, $137,000 of which is for this rate case.  High regulatory costs on a per-customer basis at NRG has been the subject of -- has recurred from time to time at NRG hearings, given the small size of the utility.  And NRG has worked with Board Staff to try to generate options for reducing costs. 

     From a practical perspective, that was achieved last year simply by not coming in for a rate case.  We just left the rates approved with our 2005 rate case in place, notified the Board and just carried on with the same rates. We felt that we couldn't do a multi-year application this year, and that's largely driven by the presence of the ethanol plant. 

      If they do proceed to development on a schedule anywhere near close to what is planned, we're going to have to assess the impact of that ethanol plant development in fiscal 2008.  So for this year at least, we decided to come in with a single-year rate application.  We didn't come up with any clever ways around that.

      The bigger issue highlighted in Mr. Faye's argument was the topic of advertising costs.  And there are a few issues that were highlighted with advertising costs.

     Mr. Faye pointed out the substantial cost differences between costs forecasted for the bridge year and the test year versus historic years.

      One of the main issues highlighted when we come to the topic of advertising costs is whether NRG's ancillary program ought to be bearing a portion of the costs associated with the marketing programs.  Currently all the costs are allocated to the regulated utility.  And we had initially filed on that basis simply because we recognized that it is ratepayers across all classes that would benefit from any additional throughput that would result from successful marketing.

      In addition, as Mr. Aiken pointed out, the actual and forecasted return on the ancillary program in our application -- and this is for the historical year, a bridge year, and test year -- are essentially the same level as the return for NRG's regulated distribution business.  So it isn't a case of the ancillary program reaping great profits out of whack with what a utility might earn on the backs of costs flowed through to ratepayers.

      Mr. Faye pointed out a precedent of a previous hot water tank program that NRG had run and offered rebates, and at that time those costs were flowed through a hundred percent to the ancillary program part of the business.

      And Mr. Faye had proposed perhaps a cost-sharing arrangement whereby 85 percent of the costs would flow through to the regulated side of the business; 15 percent would flow through to the ancillary program.

      Our only submission with that, I guess, is that we're talking about all of the costs associated with the program, and the one thing to keep in mind, of course, is that our marketing and advertising programs do not necessarily result in work for the ancillary business.  The lead pay program and the rebate program apply to appliances sold by competitive service providers as well.  

     So, in throwing out of the 85:15, one has to recognize that that, I think, assumes that all of the revenues are going to flow back to NRG, either on the ancillary services side or on the regulated utilities side, and that's not the case.

      The second issue, and I think maybe the more fundamental issue when we talk about the advertising programs is - and I've classified it in my outline as the efficacy of the program -- Mr. Faye's concern here, I think, is that the rebate program has not to date produced results that when held up to last year's actuals would immediately lead one to conclude that the rebate program has been a roaring success to date.

      We do have Mr. Bristoll's testimony under oath that he thinks the program is going well and that the company is encouraged by the results they are getting, and that they can still achieve their 2006 targets in terms of customer additions.

      I guess, more importantly, from the company's perspective, I think what we've heard underlying all of this is that NRG is not really in a position now -- I think they feel they can't afford to not try something to attract new load to mitigate the projected loss of the Rate 2 customers.

      Moreover, again, if the advertising campaign doesn't work, new customers and throughput increases are essentially flat, and the full costs of the advertising campaign don't get incurred because rebates aren't paid and lead payments aren't made.  Those things, again, are only made on successful sales.

     MR. KAISER:  Just on that point, are there any costs in here that would not bear that interpretation?  That is to say, are all of these costs only incurred if there is a successful customer added?

     MR. KING:  Yes.  There's no portion of those costs that would, for example, go to a bit of administrative stuff.  It is purely rebates or lead payments.

      The program is new.  The rebate program was started in January.  The lead pay program has been slow to get off the ground, in large part because we don't have a general manager in place yet.  The company believes it's important to make an attempt to mitigate the Rate 2 loss.  And this is the way that they intend to do that. 

      I think the prudent approach is probably to include these costs and have them evaluated on a regular basis.  That's what the company plans to do.  If, at the end of 2006, it's not working, if through an assessment they learn that they could be doing other things, the company's, of course, going to respond in the way that any prudent business would; they're going to adjust and try something different.  But for them, this is important at this point in time.

      The final issue I have from cost-of-service wasn't discussed directly by Mr. Faye or Mr. Stoll this morning, but I thought I would just address the issue of NRG's rates versus Union rates, just for the purposes of inclusion in the decision, which I think will be important to those who attended the public forum.

      The evidence that Mr. Aiken read into the record is that, for an average residential customer in NRG's territory, the cost of providing gas is approximately 20 percent higher than a customer in Union's southern operations area, and nearly 8 percent higher than a customer in Union's eastern operations area.  And a tobacco customer in NRG's service area would pay approximately 16.7 percent more to NRG than if they were a Union Gas M2 customer, which is where they would fall if they were on Union's system.

      Now, for residential customers, NRG has the misfortune of being embedded in Union's cheapest service area, the southwest area.  Its costs are closer to Union's other service areas, such as the eastern area.  So, as a result of the public forum and concerns we heard expressed there, we did go away and seek to quantify, where possible, the reasons for the differential.  And those reasons we gave to you in the undertaking that Mr. Aiken did, first orally, and then in writing.

      I'm not going to repeat the reasons.  Clearly, though, one of the main reasons is the less average use per customer across nearly all their customer class.  And all we can say, really, is that NRG's conscious of the rate differential and committed to making best efforts to narrow that gap through programs like the rebate program and the lead pay program.

      Finally, on cost of capital, I thought I would run through just a summary of what this said.  We currently operate with a 50:50 debt to equity ratio, and our return on equity is the same as that for Enbridge under the Board-approved formula.  The difference, of course, is Enbridge has a deemed equity ratio of 35 percent.

     We're asking the Board in this application to adjust its existing deemed equity ratio downward from 50 to 35 percent, and in conjunction with this, adjust (inaudible) -- ROE upward by 150 basis points relative to Enbridge.

      The adjustments, as the record shows, have no material impact on NRG's overall cost of capital.  As Ms. McShane stated in her oral testimony, the net effect is either a wash or a slight decrease in NRG's overall cost of capital.  This was confirmed in her response to Board Staff IR No. 35.  And the basis of her opinion was that NRG's risk relative to Enbridge has not changed in any appreciable way, and as a result there should be no overall change in the cost of capital.

      So, the purpose of Ms. McShane's evidence was not to secure a better deal for NRG's shareholder than it had been getting; instead, it was she was retained by NRG to determine whether the existing capital structure and ROE was reasonable in light of NRG's major refinancing.  Her study was completed in conjunction with the Bank of Nova Scotia financing in March 2006.

      Now, she began her study with a look at how the Board has historically set NRG's cost of capital.  And she notes that the last Board-approved change to NRG's cost of capital methodology occurred in 1997, shortly after NRG had obtained significant third-party financing with Imperial Life.

      Because the Imperial Life loan contained a prohibition on paying any dividend, the actual equity portion of NRG's rate base would continue to increase over the life of the loan.  So in 1997 NRG retained Ms. McShane and applied to the Board to deem a capital structure with a 50 percent equity component.

      And the Board granted that application, setting the equity ratio at 50 percent and the ROE at the same level as Enbridge.  Since that 1997 decision that has been how NRG's capital structure and ROE have been determined.

     Now, Imperial Life loan was replaced this past March.  By that point in time, we've heard, NRG's actual equity component of capital structure had reached about 70 percent.  And NRG chose, at that time, to reduce its actual equity component to bring it more in line with the other Ontario gas utilities.  To do this, a payment was made to its Class 'A' shareholders in the amount of just over $2 million.

      The effect of this on an actual basis has been to reduce the equity component of NRG's capital structure to approximately 41 percent.

     Now, Ms. McShane's opinion is that this major refinancing warrants an adjustment in the capital structure to a deemed equity component of 35 percent.  Because Ms. McShane is of the view that NRG's risk has not really changed in any material way, she recommended that NRG's ROE be increased to offset the equity ratio reduction, so to put it in its crudest terms, whereas for the past several years NRG's higher risk relative to Enbridge was reflected in a higher equity component, NRG's proposal now is to have that higher relative risk reflected in the ROE.  And Ms. McShane provides two rationales for the altered approach. 

      First, to more closely match the deemed equity component to the actual equity component, and second, it was Ms. McShane's evidence that regulators are more comfortable having a utility's actual equity component exceed its deemed equity component rather than vice versa, for reasons that are understandable.

      And this is reflected in her example of Newfoundland Power, which, as she stated, has, essentially, a deemed equity component cap of 45 percent, but if Newfoundland Power's actuals fall below the 45 percent, then the deemed automatically is set to equal the actual.

      So that's the background.

      Now, all of this raises the following issues.  First, both NRG's existing cost of capital methodology and the new methodology being proposed in this application are based on the view that NRG's risk has not appreciably changed relative to that of Enbridge.  So an adjustment to the methodology can only be made if there has been a material change in NRG's risk.

     It's our submission that there hasn't been such a change in NRG's risk profile.  It is true that NRG's riskiest customers, the tobacco growers, are forecast to leave the system.  And while this increases proportion of NRG's customers and volumes to its residential customers, the risk is only reduced if you replace those risky customers with less risky customers.

      And certainly NRG is making more active efforts under its new management to go out and attract new residential customers.  However, the fact remains, when comparing NRG to Enbridge, NRG is a riskier utility.  The primary driver of the differential in business risk, according to Ms. McShane, is the fact that NRG is a far, far smaller utility.

      Secondly, NRG's gross margin from its industrial sector still exceeds that of Enbridge.  We do have evidence on the record that it is declining.

     The other significant point made in Ms. McShane's evidence is that, when speaking of the industrial sector, both Enbridge and Union have a much higher diversification among their industrial customer base, which would tend to reduce the risk.

      One of the key issues on the question of cost of capital is whether the applied for equity ratio is appropriate.  In other words, is 35 percent the right level?  Should it remain at 50 percent or some level in between?

     One of the concerns expressed by Mr. Stoll is whether the ratio being requested is now too low, and that somehow adversely impacts the financial position of the company.  We have Mr. Bristoll's testimony that he believes the company remains in a strong post-financing position, citing the fact that, for the first time, the company's debt resides with a tier 1 bank, and at a rate that the company believes is acceptable.  It's not offside of any of its covenants, and of course it doesn't plan to be offside.

      If a major capital amount is required by NRG to commence work on the ethanol plant, should that plant come to fruition, NRG's committed to looking at its financial situation at that point in time.  And as Mr. Bristoll testified, everything is on the table, going out for debt and equity.  It will assess its options at that time.

     If at that time we come back before the Board and tell you that to finance this project we went out and secured a 15 percent loan, I would suggest to you that that is the appropriate time to deal with it.

      As an aside, I note that, as of now, the actual equity component is 41 percent, so there is still some room above the 35 percent that we are asking the Board to deem.  Further, maybe issues that, I guess, trouble me about Mr. Stoll's characterization about having paid out a dividend that puts the company at a low equity ratio.  I guess there are two reasons.  First, there hadn't been a dividend payment for 12 years.  Second, had we over those 12 years paid out a regular annual dividend, I dare say we would find ourselves in the exact same position.  And if we paid annual regular dividends to essentially stay within the equity ratio of other gas utilities, we would be in exactly the same position today and we would have to when faced with an ethanol plant assess it as it came.  

      Those are my main submissions on cost of capital but for the final issue, which is breakage fee.

      We've had the fee broken down, of course, by Mr. Faye this morning.  Essentially, it's broken down into two amounts.  There's a breakage fee for the Banco debenture of $20,281.80.  As Mr. Faye points out, this was in previous life an affiliated debt.  And then the second component is the breakage fee for the Imperial life loan of $192,971.  

     Let me address the concerns put forward by Mr. Faye.  Firstly, that the entire breakage fee for the Banco debenture ought to be disallowed.  Mr. Faye cites a previous Panel's decision.  This is NRG's 2004 rates case.  And Mr. Faye's recommendation, I think, is that that Panel disallowed the breakage fee for the Banco debenture on the basis that it was formerly affiliated debt.  And the mid-term insertion of penalty clause would not have been agreed to had the relationship not been with an affiliate.

      On this point I think our argument is straightforward.  It is substantially the same as set out in our response to Information Request 27.  And that is, even if Mr. Faye is right and that was the intent of Board Panel in the 2004 rates case, we took the Board's decision in 2005 to bring forward our breakage fee at our next rate case as essentially bringing all of the breakage fees forward for consideration by the Board.

      Further, and more fundamentally, I think, we just disagree with the 2004 Panel if, in fact, that's what their intent was, that the pre-payment clause would not have been inserted but for the fact that the parties were affiliated at the time.

      NRG agreed to the clause because NRG went back to the lender and asked to increase the borrowing cap.  In return, they agreed to the breakage fee clause.  So there was consideration that flowed back and forth, NRG obtaining a higher borrowing cap and the lender obtaining a breakage fee clause.

      As we pointed out in our IR response, breakage fee clauses are standard in lending agreements.  It's the only protection that lenders have in fixed-rate loans from borrowers disappearing when rates have lowered.

      NRG's other loans, the third-party loans, both the historic and Imperial Life and the current Bank of Nova Scotia loan, all contain breakage fee clauses.

     On the quantum of that fee, we would simply note that the breakage fee for the Banco is less than -- written in relative terms, certainly less than the Bank of Nova Scotia breakage fee, but it is comparable to the Imperial Life loan, which was entered into at roughly the same time.

      The final point is an excerpt from that very same decision which discusses deeming an overall cost of debt at 9 percent instead of at 8 percent.  And my submissions on this point aren't that sophisticated.  We have read that portion of the decision.  It wasn't our reading of that decision, particularly when you read it in conjunction with Mr. Blake's testimony, Mr. Blake being the former president of NRG, as to whether that 1 percent differential amount was meant to capture breakage fee costs.

      Further, the actual cost of debt at the time was over 11 percent.  

     Those are my submissions, subject to any questions.

     MR. KAISER:  I don't have any questions directly on your submissions.  I do want to raise something with you for your consideration.

      Mr. Stoll has appeared in these proceedings and of course appeared at the public hearing, as did the mayor of Aylmer.  And all understandably have a concern with how this leave-to-construct application may unfold with respect to the ethanol plant.  Today he told us that he has a government grant - I forget whether it was $14 million or whatever it was - from the province contingent upon an October start date.

      I'm wondering if you, on behalf of your client, Mr. King, would undertake to advise the Board on a monthly basis of the status of the leave-to-construct application.  I say this because we want to stay on top of this, if I can use that term, and we don't want to be faced with an application that we have to decide in two days in order to meet some time limits imposed by the province.

      So it's simply a reporting requirement.  Just let us know what the state of the leave-to-construct application is, and, of course, if the Board can be of any assistance in the process, we're always happy to.

      Is that an undertaking you feel free to give?

     MR. KING:  I think it is.  I can give you just a very quick update where we're at right now.

     MR. KAISER:  That would be helpful.

     MR. KING:  We have been in discussions with IGPC, the proponent of the ethanol plant, and we have gone back and forth on drafting a pipeline cost recovery agreement, recognizing that the magnitude of the project relative to revenues is going to require a capital contribution.  So we are turning that through its second go-around.

      I understand that the public notice for the environmental study for the pipeline should get published -- or the deadline for publication in the Aylmer Express was yesterday.  We provided comments on the public notice and sent them back to IGPC yesterday, to meet a 5 o'clock deadline.  So I expect that's published in the next Aylmer Express weekly.

     MR. KAISER:  That would be next Wednesday, is it?

     MR. KING:  Yes.

     MR. KAISER:  It's a weekly publication.

     MR. KING:  Next Wednesday?

     MR. BRISTOLL:  Wednesday, I believe, yes.

     MR. KING:  And so other than that work is sort of progressing on the environmental study at this point.  But we can... we're happy to undertake to provide a monthly report.

     MR. KAISER:  Thank you.  Anything further, Mr. Faye?

     MR. FAYE:  I have nothing further, Mr. Chair.

     MR. KAISER:  Well, gentlemen, we thank you for your assistance.  We'll adjourn.  We'll take this under reserve.  Given the concerns about the ethanol plant, we will try and get this decision out quickly so that you'll have it and be able to proceed with other business.

PROCEDURAL MATTERS:

     MR. FAYE:  Mr. Chair, I'm sorry, there was one other item.  The court reporter asked me to bring up, and that is a small list of errata on the transcript from Friday's proceedings.  And she just asked me to put those on the record so that they would be --

     MR. KAISER:  All right.  Why don't you do that.

     MR. MILLAR:  On page 9, line 19, the word deferral should be referral.  On page 47, line 25, the surname Howe be Faye.

      On page 95, line 25, and I'll just ask the court reporter to assist me with what the actual word was, there was a comment from Mr. Bristoll about the reality of the ethanol plant being revealed to BNS at the time of the loan negotiation.  And the phrasing had been used, it was unclear as to whether that had been withheld or not.  I think his intention was that the project had been revealed to BNS...

     THE REPORTER:  Sorry, the word was "present" instead of "prevent."

     MR. FAYE:  Yes.  The word in the transcript was "prevent."  It should be “present.”  And that's all of the errata.

     MR. KAISER:  All right.  Thank you.  I just wanted to add that, Mr. Bristoll, we appreciate your assistance and convey also our thanks to Mr. Aiken.  The Board was impressed how quickly the interrogatories were answered, which allowed us to proceed in a timely fashion.  I appreciate it's probably your first rate case and hopefully won't be your last.  Thanks.

     --- Whereupon the hearing adjourned at 2:23 p.m.
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	ISSUE NUMBER
	DESCRIPTION
	REFERENCE

	#2 RATE BASE
	2.3 Is the forecast level of spending on capital projects in 2006 appropriate?
	 

	 
	 
	 

	 
	2.3.1 Forecast level of expenditure on mains additions in 2006 is $162,882
	B1 T2 S2

	 
	        Actual expenditure to date same as reported to April 30/06 about $30,000
	IR#5

	 
	        Should forecast addition to ratebase for mains addtiions be reduced?
	 

	 
	 
	 

	 
	2.3.2 Forecast level of expenditure on automotive capital for 2006 is $84,000
	B1 T2 S2

	 
	        Actual expenditure to date is zero
	IR#5

	 
	        Should forecast level of expenditure be reduced?
	 

	 
	 
	 

	 
	2.4 Is the forecast level of spending on capital projects in 2007 appropriate?
	 

	 
	 
	 

	 
	2.4.1 Forecast level of expenditure on mains additions in 2007 is $232,585
	 

	 
	        Should forecast addition to ratebase be reduced in light of 2006 actual to date
	 

	 
	 
	 

	 
	2.4.2 Forecast automotive capital expenditure for 2007 is $188,000
	B1 T2 S2

	 
	        IR #4 response lists vehicle with 54,140 to be replaced in 2007
	IR#4

	 
	        Company Rep testimony indicates replacement criteria is subjective
	 

	 
	        Mileage criterium of 100,000 km for replacement seems low
	 

	 
	        Disposition of vehicles being replaced unclear
	 

	 
	        Should vehicle replacement forecast be reduced?
	 

	 
	 
	 

	#3 Operating Revenue
	3.1 Are the forecast levels of customer growth for 2006 and 2007 appropriate?
	 

	 
	 
	 

	 
	3.1.1 Residential customer growth is forecast at 353 customers in 2006.  
	C1 T1 S4

	 
	        Actual additions to end June about 200 according to company rep testimony
	 

	 
	        Likelihood of adding remaining forecast in 3 months low given forecasting equations that show only 12% of customer additions historically occur between July and Sept
	C2 T1 S1 pg.1

	 
	        Should residential customer forecast be reduced for 2006
	 

	 
	 
	 

	#3 Operating Revenue
	3.1.2 Residential customer growth is forecast at 388 customers in 2007
	C2 T1 S1 pg.1

	 
	        Based on 2006 experience to date is this forecast too optimistic
	 

	 
	 
	 

	 
	 
	 

	 
	3.3 Is the general service and contract throughput and revenue forecast appropriate 
	 

	 
	for 2006 and 2007?
	 

	 
	 
	 

	 
	3.3.1 Loss of rate two and three tobacco customers shows decline in throughput 
	 

	 
	        No forecast included for ethanol plant in 2007 - inservice not likely before end 2007
	 

	 
	 
	 

	 
	3.3.2 Revenue forecast for 2007 shows increase in residential offsetting decline in rate 2 &3
	 

	 
	        If residential customer forecast is optimistic, revenue prediction may be high
	 

	 
	 
	 

	#4 Cost of Service
	4.1 Is the gas transportation cost forecast for 2007 appropriate?
	 

	 
	 
	 

	 
	4.1.1 NRG proposes to set floor for gas gains at 0.0%  
	IR#14

	 
	        Response to IR#14 sets impact on revenue deficiency is trivial
	 

	 
	        Company rep testimony asserts actual gas gains are accounted for in PGVA
	 

	 
	        Issue does not impact customer
	 

	 
	 
	 

	 
	4.2  Is the 0&M forecast for 2007 appropriate?
	 

	 
	 
	 

	 
	4.2.2 IR #17 response shows increased cost of auto repairs and mtce of $18,735 
	IR#17

	 
	        Forecast fleet replacements of $84,000 in 2006 and $188,000 in 2007 
	B1 T2 S2

	 
	        Higher repair and mtce. Costs may not be consistent with newer fleet
	 

	 
	        
	 

	 
	4.2.3 Cost of hearing ($131,700) forecast to be recovered in test year (about $20/customer)
	IR#18

	 
	        Appropriate if no bridge year in 2008 
	 

	 
	        Strategy for reducing regulatory costs was filing every two years.
	 

	 
	        If Ethanol plant does not materialize, might consider skipping application for 2008
	 

	 
	 
	 

	 
	 
	 

	 
	4.4 Is proposed advertising expense for 2007 and proposed amortization of those
	 

	 
	 costs over an eight year period appropriate.
	 

	 
	 
	 

	 
	4.4.1 Advertising costs in prior years much less ($14,954 in '03, $41450 in '04, $29,889 in '05)
	D1 T3 S2 pg.1

	 
	        Forecast cost in 2006 $174,646 and $248,330 in 2007 (amortized over 8 years)
	 

	 
	        Cost is allocated to regulated business
	 

	 
	        Ancillary business will benefit to extent of appliance rental and/or sales profits
	IR#45

	 
	        Historical HWH grants program was charged to ancillary business
	cost allocation study

	 
	        Might consider allocating some portion of advertising costs to ancillary business
	appendix A

	 
	 
	 

	 
	4.10 Is the cost of gas for 2006 and 2007 appropriate?
	 

	 
	 
	 

	 
	4.10.1 NRG has entered into contract with NRG Corp for local gas supply
	IR #24 

	 
	          Basis of price for contract is published source of forward looking prices
	 

	 
	          Source is also used in Qram - no issues as long as consistently applied
	 

	 
	 
	 

	#5 Cost of Capital
	5.1 Is the proposed change in capital structure decreasing NRG's deemed common 
	 

	 
	equity component from 50% to 35% appropriate?
	 

	 
	 
	 

	 
	5.1.1 NRG  has refinanced debt and reduced equity to approximately 41.5%
	 

	 
	        Deemed ratio is currently 50%
	 

	 
	        Company seeks deemed ratio of 35%
	 

	 
	        Expert testimony sets acceptable range of equity ratio between 35% and 55%
	 

	 
	        Adopting bottom of range might impair ability of company to raise additional debt at competitive interest rate for large capital expansion such as Ethanol Plant
	 

	 
	 
	 

	 
	5.2 Is the proposed change in the calculation of the return on equity appropriate?
	 

	 
	I’d like to turn now to the question of a risk premium on equity.
	 

	 
	 
	 

	 
	5.2.1 NRG proposes 150 basis point premium to compensate for additional risk at 35%
	 

	 
	        Expert testimony puts risk of small cap greater than large cap
	 

	 
	        Business risk related to market size and diversity
	 

	 
	        NRG similar to Union in gross margin attributable to res., comm, industrial
	Undertaking J1.2

	 
	 
	Response K2.4

	 
	        Union premium 15 basis points over Enbridge 
	RP-2002-0158 para 45

	 
	        Declining tobacco related load with gross margin of .0951 $/M*3
	C1 T1 S4

	 
	        Increasing Residential load with gross margin of .22 $/M*3
	C6 T1 S3

	 
	5.5 Are the refinancing and financing costs appropriate and prudently incurred?
	 

	 
	     NRG seeks recovery of debt refinancing costs of $218,000.
	 

	 
	     Three issues to be considered
	 

	 
	 
	 

	 
	5.5.1 In RP-2002-0147 the board appears to have disallowed recovery of an $20,282 early discharge penalty on the Junsen debenture.  NRG has included this penalty in its recovery request. 
	Compendium Tab 2

	 
	
	para 84

	 
	        
	 

	 
	        Debenture was for $146,000, penalty was $20,282, interest rate was 11.58% (14.3 months)
	 

	 
	        BNS prepayment penalty is 3 months interest
	 

	 
	 
	 

	 
	5.5.2 In RP-2002-0147 the Board appeared to increase the deemed interest rate by an amount to offset expected refinancing costs.  If the premium was 1%, the amount recovered in rates in the year would have been $31,698
	Compendium Tab 2

	 
	         
	para 84

	 
	         
	IR #29

	 
	 
	 

	 
	5.5.3 NRG proposes to amortize its refinancing cost over 53 months starting in Oct 2007
	 

	 
	         All of the costs would be recovered from ratepayers
	 

	 
	         The company will benefit by about $7 k in 2006 from the reduction in actual interest rate to 7.52% on the BNS loan compared to deemed rate of 8%
	 

	 
	         Compared to actual rates being paid on the Imperial Life Loan, Banco Loan and Banco debenture, the savings to the company exceed $40 k
	 

	 
	         Some of the refinancing costs should be allocated to the company
	 

	 
	 
	 

	 
	Summary of Three Issues
	 

	 
	Refinancing Costs applied for   (including interest)                                                
	$218,000

	 
	Less: Prepayment Penalty Junsen Debenture                                                             
	$20,282

	 
	Less: 1% difference collected in 2005 rates                                                                 
	$31,698

	 
	Less: benefit of lower interest rate for 6 months of 2006                                                 
	$6,960

	 
	Subtotal                                                                                                                
	$159,020

	 
	Less: Interest for the 3 items at 6% for 6 months in 2006                                                
	$1,769

	 
	 
	 

	 
	Adjusted Refinancing Cost                                                                                     
	$157,251

	 
	 
	 

	 
	 
	 

	 #8 Rate Design
	8.1 Are the proposed rates appropriate and supported by the evidence?
	 

	 
	 
	 

	 
	8.1.1 Rate increase for rate 2 customers will be 21.8% (distribution costs only)
	 

	 
	        NRG has lowered the cost/revenue ratio to try and mitigate
	 

	 
	        May not be much more that can be done without introducing greater cross subsidies between rate classes  
	 


APPENDIX C

SUBMISSIONS OF THE

INTEGRATED GRAIN PROCESSORS CO-OPERATIVE INC.

(“IGPC”)

Thank you for the opportunity to participate in this process and to address this panel.  Mr. Alkalay sends his regrets for being unable to attend today.

IGPC is a co-operative of approximately 650 farmers and rural community members in the process of developing a 150 million litre  ethanol facility in the Town of Aylmer.   To serve IGPC, NRG would be required to install approximately 31km of NPS 6 steel main, a large project, especially so for NRG.   The potential of IGPC is an unprecedented additional load to NRG’s system.   IGPC believes its proposed plant is good for Aylmer and the surrounding community.  The spin-offs from this plant will bring important  benefits to an agricultural community that has been hard hit by the decline of tobacco production upon which the local economy has relied.  IGPC is confident that its plant can also bring very substantial benefits to NRG.

Our comments will be in two areas: (a) timing; and (b) cost of capital.  IGPC’s comments are restricted to these areas because the evidence from NRG is that in all likelihood a new rate will be required to deal with all of the issues that would arise in providing service to IGPC.   

Timing

IGPC has begun working with NRG on the leave to construct process which is required prior to NRG being able to construct a facility to the ethanol plant.  We expect to return to the OEB as part of a leave to construct application.  In fact we need to return with an application shortly to be able to meet the aggressive timetable required for IGPC to commence construction by the target date of October 2006.  This is the target date established by the Government of Ontario for construction of IGPC’s ethanol plant to commence.  IGPC is committed to meeting this date set by the Province, as it feels profoundly indebted to Ontario for its commitment of $14 million in capital grants to the project, along with conditional operating grants over the first ten years of its project.

In developing an ethanol facility, there are a number of factors that must come together to be successful.  Mr. Alkalay confirmed that a condition precedent to the purchase of land in the Aylmer industrial park was the ability to get an adequate supply of natural gas. Simply put, without gas, there is no ethanol plant.   An expeditious decision, in respect of these rates will provide an indication to NRG of the OEB’s expectations and will help move the process forward in order that the proper arrangements can be made to build the pipeline and develop the ethanol plant which is in the interest of the Town of Aylmer and its residents.  


Cost of Capital

One of the aspects that will impact NRG and IGPC moving forward is the cost of capital that NRG is permitted to recover.  IGPC is obviously concerned that the current increase in the allowable return on capital proposed by NRG will have a significant adverse impact on its own future rates.  That is the reason why it feels it imperative to intervene with respect to this matter.

IGPC recognizes that NRG is a much smaller company than Enbridge and warrants an equity risk premium relative to Enbridge.  It is IGPC’s position that the equity risk premium sought by NRG in this application is too large.  NRG has requested a premium of 150 basis points over Enbridge.  With all due respect, it is our submission that the numbers do not warrant such a premium.

First, let us remind the Board that it was NRG’s decision to complete a capital restructuring.  And it was NRG that decided on the amount of long-term debt that the company would take on at this point.   The decision to put the utility at the lower end of an acceptable debt-equity ratio rests solely with NRG.  In choosing a debt-equity ratio comparable to that of much larger gas utilities, it has clearly made a decision to increase its overall risk profile.  Rate-payers should not be asked to bear the cost of this decision.  

Approximately 10 years ago, NRG was before this Board with the same debt equity ratio.  NRG was awarded an equity risk premium of 135 basis points.  NRG’s expert indicated that the relative business risks between NRG and Enbridge had not changed [Tr. Day 1, page 18].  At that time, this represented an approximate 10% increase over the Enbridge return on equity.   Now, the request is for a 17% premium relative to Enbridge (150 basis points on 8.78%).  If the equity risk premium moves in lockstep as Ms. McShane stated (Tr. Day 1, page 64) then at its very highest, NRG’s case should be the equity risk premium was 135 basis points.  While Ms. McShane considered the 15 basis points was considered inconsequential, it represents the premium received by Union relative to Enbridge.  

The position of NRG ignores several additional factors.  In fact, there are a number of factors that would lead one to conclude that in the last 10 years the situation at NRG has in fact improved.  In addition to amore than a doubling of rate base since 1993 and a doubling of the equity component just prior to refinancing (EBR0. 480 indicated rate base was approx. 4.5 million and equity to approximately 70% equity prior to refinancing) just begin to tell the story.

· Risks not applicable to NRG - Ms. McShane acknowledged that some of the risks identified for a utility and NRG were either not significant, (Tr. Day 1, page 74, ll. 4-11 & see page 15 of Ms. McShane’s Report found at Tab E2 - supply from WCSB)  or were not significant enough that they would result in a reduced throughput or a loss of existing customers.  (the risk of existing customers by-passing the system). (Tr. Day 1, pp. 73-74, 11. 18 -3).  Ms. McShane confirmed that the loss of the tobacco industry has not been a factor in the risk analysis (tr. Day 1, p.74, ll 23-25) 

· Financing Source - NRG was not able to obtain funding from a Schedule 1 Bank when it sought financing a number of years ago.  In fact, we saw the restrictive and onerous conditions of the former debt instruments become an issue in this proceeding.  Mr. Fay spent a considerable amount of time discussing the costs of exiting the debt instruments early [Ex. K2.8, Response to Undertaking J1.6].  Today, NRG was able to secure financing at 7.52% for $6,500,000, more than double its previously outstanding long-term debt and at an interest rate significantly lower than the prior debt instruments.  This is certainly powerful testament to the improved financial condition of NRG and to the skill of Mr. Bristoll and the other members of his team in demonstrating the financial strength and stability of NRG.  The bank financing was secured after Imperial Tobacco announced its closing and after years of continuing decline in tobacco quotas.   NRG had in fact already predicted that Imperial would not be a customer for any of F2007.  Only after this financing was secured did NRG revise its forecast to include Imperial for part of F2007.  

· Financing Flexibility - The Financing in place is more flexible than the prior debt instruments.  Mr. Bristoll stated that the financing provided that as long as NRG maintained its ratios, it could “manage its business”. In fact, NRG has cash on hand from the financing to use in the operation of the business.  As NRG confirmed, [Tr Day 1, p. 129, lines 13 &14] but was well within its covenants on the current instruments. 

· Residential Customer Growth – Based on the extensive marketing initiatives introduced by Mr. Bristoll, NRG is predicting continued growth in the residential customer area. These are NRG’s best customers, each a positive contribution to the bottom line.  From a residential customer count of 2537 in F1993 (EBRO 480) NRG has shown continuous growth.  Each year these additional residential customers are diluting the concentration risk identified by Ms. McShane. It should be noted that NRG’s dependence on its smallest margin customers is decreasing.  In response to Undertaking JI. 3, it is clear that NRG’s dependence upon the tobacco industry has decreased from a high of 33% to just over 21% in F2005 and this ignores the decline in the current and upcoming year [Ex. K 2.5] .   

	Fiscal Year
	Residential Customer Additions
	Reference

	2004
	255
	C3, Tab 2, Sched. 2.

	2005
	229
	C4, Tab 2, Sched. 2.

	2006
	353
	C5, Tab 2, Sched. 2.

	2007
	388
	C6, Tab 2, Sched. 2.


· Additional Metrics - NRG’s additional metrics (Cash Flow Interest Coverage, Cash Flow Debt and Pre-Tax Interest Coverage identified at pages 21 & 22 and in the blue page update to McShane Report at E2 and in response to Undertaking J1.1) are comparable to Union and Enbridge and in fact are somewhat better than Union.    The percentage of gross margin from industrial customers for NRG is  17 % which is very comparable to Union at 15%.   Further, these metrics of a 65:35 debt equity ratio compare favourably to the metrics had NRG been at a 50:50 debt:equity ratio [J1.1]. 


· Commitment to Process Improvement - Mr. Bristoll repeatedly expressed NRG’s  strong commitment to growing its business and has taken steps to build the customer base within its franchise area through measures such as their rebate and lead programs.  Mr. Bristoll also indicated that NRG is following up on new customer prospects far more diligently than in the past and, in general, is becoming a more customer-oriented business.  As mentioned NRG is predicting accelerated growth of residential customers.  In the words of Mr. Bristoll, “We Got it, We Got it” [Tr. Day 2, p. 44, ll. 15-16] indicates an upswing in its sales process and the fortunes of NRG.  We encourage NRG to continue to work to develop new customers.

· The Ever Improving Equity - NRG has been able to increase its equity to a point where it had approximately 70% equity.  With the restructuring, NRG fully expects to continue to build its equity.  It is not clear that was always the expectation. Rate base has more than doubled since F1993. (EBRO 480).
	Fiscal Year
	Debt Equity Ratio
	Reference

	1993
	60.3 : 39.7
	EBRO 480

	1994
	58.1 : 41.9
	EBRO 480

	1997
	50 : 50
	Rate Cases since 1998

	?
	30 : 70
	Tr. Day 1, page. 14


· Shift in the Debt/Equity Movement Factor – Previously, Ms. McShane suggested that a one point shift in the debt equity ratio was worth 8 basis points (McShane Report, page 20) Now, she is recommending 10 basis points per percentage change in the debt equity ratio.  Such a change is not in keeping with the direction indicated to the risk profile for NRG. 

Ms. McShane took us through a number of options and then she subjectively suggested 150 basis points.  We believe the more conservative number she developed , 60 basis [E2, Sched. 1, page 2 of 2, End of McShane Report] points is the better number because of all the indicia are that NRG is not the same risk that it was several years ago, nor even the same risk it was prior to refinancing in March.    In closing, it is IGPC’s contention that an equity risk premium at the lower end of Ms. McShane’s range of alternatives would be appropriate.  An equity risk premium of 60 basis points we feel is more appropriate.   This is 4 times the premium permitted Union.  

The $6,500,000 Loan and the $2,038,000 Return of Paid Up Capital (tax preferred option)

The other contributing factor to cost of capital is the debt of NRG.  With respect to the amount of the $6,500,000 loan and it being used to pay a make a tax preferred return of paid up capital to the Class A Shareholder, IGPC is concerned about the magnitude of the loan and its impact on NRG, its rates, and any measures that would detract from its ability to attract new customers. 

Management chose to move the debt:equity structure to the lower end of the acceptable range in large part to fund this return of capital.  In light of the potentially significant capital that will be required to construct a pipeline to the ethanol facility, IGPC is concerned that NRG may have impaired its ability to attract future financing on as favourable terms as it has recently obtained.  Although NRG management has given the Board its assurance that this structure is the “best possible equity level for our ratepayers” (Tr. Day 1, page 126, ll. 15-18), IGPC is concerned that this structure may not be best for it as a future customer of NRG.    

IGPC understands that shareholders expect a dividend and that it has been several years since a dividend was paid to NRG’s shareholders.  Although, Mr. Bristoll stated that the payment to shareholders was reasonable, NRG did not introduce specific evidence as to why it was reasonable.  What was not apparent was how the one time return of capital would compare to annual dividends of other utilities or why it was appropriate in the circumstances.     It was also not clear why shareholders would have been disadvantaged by a more measured return of capital over a period of several years to enable NRG to maintain its strong financial leverage.

Redeployment costs

With respect to the redeployment costs of the previous debt instruments, while the payments seem high IGPC recognizes that sometimes the terms of an agreement, in hindsight, may seem onerous.  However, the terms may have been the best available at the time.  While we are concerned with the penalty provisions of the loans, certainly the Imperial Life loan was negotiated when NRG had very limited options. 

Therefore, IGPC submits that the Board should amortize these costs over the life of the loan and not permit the out of period costs to be included in rates. This is a slight reduction to NRG but would treat the long-term debt equally at 7.52%. 

Conclusions:

IGPC has specifically asked me to communicate to the Board that it looks forward to working with NRG in the construction of a gas pipeline to serve its plant and in the ongoing delivery of its gas supply.  IGPC appreciates that NRG is a small, locally-based utility and very much wishes to contribute to its continuing growth and success.  IGPC  recognises that NRG will certainly have to stretch its resources considerably to accommodate the growth to its system required by the construction of IGPC’s ethanol plant within NRG’s franchise area and is grateful to NRG for its commitment to facilitate the development of its ethanol plant in Aylmer.

Although IGPC is eager to collaborate fully with NRG, it is still necessary to raise the concerns regarding the issues discussed earlier.   Ultimately, the applicant bears the onus of establishing the reasonableness of its application.  IGPC respects the utility’s right to recover its prudently incurred costs and the right of a shareholder to a fair rate of return; however, for the reasons outlined above, IGPC submits that NRG’s cost of capital is overstated.  

Those are my submissions. Thank you. 
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