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Q1:
What is the purpose of your evidence?

A1:
Our evidence is intended to clarify the two views of the company’s cash working capital methodology that are implicit in the company’s evidence. We have labelled these two approaches as the “Cash Approach” and the “Financial Approach” for purposes of this evidence.  The differences between these approaches are reconciled to show that they are, in fact, totally consistent when properly implemented.  Based on this analysis, we make recommendations regarding the appropriate adjustments to the company’s cash working capital methodology to ensure that the customers and shareholder are treated equitably.

Q2:
Briefly describe your qualifications.

A2:
John Todd has been President of Econalysis Consulting Services, Inc., a firm specializing in economic regulation for 20 years. He has participated as an advisor or witness in over 120 proceedings before regulators including the Ontario Energy Board, the Public Utility Board of Manitoba, the British Columbia Utilities Commission, the Régie de l’énergie and the Canadian Radio‑television and Telecommunications Commission.  Mr. Todd has appeared before the Régie on several previous occasions. 

Gail Morrison, a lawyer with a scientific background, has experience as an adjudicator with the Ontario Energy Board, and prior regulatory experience with the Environmental Assessment Board.  In the past four years, as a member of the OEB, she heard and determined rates applications under rate of return regulation for natural gas, facilities and franchise applications and participated in policy development relating to the deregulation of the Ontario energy markets.  Her recent experience includes facilitation of regulatory settlement processes in Ontario, New Brunswick and Nova Scotia.  Ms. Morrison has Masters degrees in both Physics and Law.  

The full curriculum vitae of John Todd and Gail Morrison are available at www.econalysis.ca along with a description of the services and clients of ECS.

Q3:
Under the Cash Approach, what is the purpose of including a cash working capital allowance in Gazifère’s total revenue requirement?

A3:
The cash working capital allowance reflects the financing costs that the company incurs when it pays bills in advance of receiving the corresponding revenue from customers.  In effect, the company requires “bridge financing” during the revenue lag. For example, if Gazifère pays for the gas it supplies to its customers an average of 30 days after the gas is delivered to those customers, and collects the payment for the gas on average 60 days after delivery, then the company will have to borrow the funds to pay for the gas for 30 days.  The customers must pay the carrying cost of these borrowed funds, as well as paying the actual cost of the gas.  The cash working capital allowance is therefore used to ensure that shareholders are compensated for this carrying cost. 

Conversely, if the company receives cash from its customers in advance of paying corresponding bills, then the cash advance serves as a source of “bridge financing” for other items.  The need for external financing is reduced and capital costs are reduced.  Consequently, the company’s cash working capital is the net amount of financing it requires on average to manage its cash flow over the test year.  The cash working capital allowance is the cost of financing its cash working capital requirement over the year.

Q4:
Is the term “cash” an important indicator of what expenses should be recognized for the purposes of the cash working capital allowance?

A4:  
Yes, it is the central principle of the Cash Approach.  The allowance recognizes expenditures and payments received which have a specific date; in other words, allowance must be made for the expenditures for which a “cheque must be cut”, and for receipts whose (average) date of receipt can be determined. 

It is useful to think of the effect of a particular expenditure or receipt on the company’s line of credit in the sense that money paid out before it is received must be “borrowed”, whereas money received before it is paid out is earning interest for the company, not costing the company interest. 

Non-cash expenses, such as depreciation, will not increase the borrowing costs of the company.  In fact, as the Statement of Sources and Uses of Cash in any company’s financial statements shows, depreciation is considered a source of funds in that when the corresponding funds are received, they displace the need for external capital.

Q5: 
What is the purpose of the lead/lag study?  

A5:
The lead/lag study provides the evidence of the timing differences between expenditures and payments upon which to base the calculation of the cash working capital allowance.  It identifies each component of the total cash working capital, the corresponding lead/lag, the resulting cash working capital requirement and the associated impact on the company’s total financing costs.

Q6: 
The Company is proposing to include income taxes as a component of working capital and therefore has included it in the lead/lag study.  Is this appropriate under the Cash Approach?

A6:
The Company has argued that it pays income tax monthly, by which it appears they mean a cheque must be forwarded monthly to Revenue Canada.  On that basis, it is cash paid out monthly, and it should be included in the lead/lag study, provided that the other financial cash flow items are also added to cash working capital, as we propose.  In the absence of the inclusion of these other financial cash flow items, it would be “cherry-picking” to just add income tax payments to cash working capital.

Q7:
The Company’s witnesses have described a more inclusive lead/lag study than the one they propose for acceptance by the Régie in the Test Year.  In your view, is the more inclusive approach they describe a better basis for calculating a working cash allowance?

A7:
No, not as described.  In our view, it reflects the Financial Approach, but fails to identify the full set of changes that would have to be implemented if the company were to move from the Cash Approach, which it currently uses, to the Financial Approach.  Specifically, it fails to recognize that in moving from the Cash Approach to the Financial Approach, the company’s approved return on equity would have to be adjusted.  If that is done, there would be no difference between the Cash Approach and the Financial Approach in terms of the amount of the cash working capital allowance included in Gazifère’s revenue requirement.

Q8:
Under the Cash Approach, what expenses need to be included in cash working capital in order for it to be all-inclusive?

A8:
As noted above, under the Cash Approach, allowance should only be made for those expenditures that require a cheque to be cut, and for those receipts for which a date of receipt can be determined. 

Allowance should be made, however, for all such items.  Interest and dividend payments are payments for which cheques are cut, and a date can be determined for the payments.  The money used to make these payments is received from ratepayers in advance of the payments being made, and this timing difference should be recognized in the lead/lag study.  On the other hand, depreciation is not an expense for which a payment must be made at a specific time.  In other words, no cheque is cut to pay depreciation.  In fact, depreciation expense provides the Company with cash since it is included as an expense, but no actual payment is made for it.  The same may be said of retained earnings.  It would therefore be inappropriate to include them in the study.  

Q9: 
How would the Financial Approach differ from the Cash Approach to cash working capital?

A9:
Under the Financial Approach, the company’s full revenue requirement would be included in as “financial working capital” on the grounds that the timing of all revenues and all expenses (whether cash or non-cash) affect the annual return on equity realized by shareholders. In effect, non-cash items such as depreciation and retained earnings are notionally accruing on a daily basis and the return on these accruals would compound continuously.  This view approaches working capital from the perspective of the effect of every expense, cash or non-cash, on the shareholders’ return.

This approach appears to be the essence of the discussion appearing in the company’s evidence.

Q10:
Please explain the relationship between the Financial Approach and the company’s appropriate return on equity.

A10:
It is well understood that if interest is compounded frequently (e.g., monthly, daily or continuously compounded) the dollars earned by an investor over a year will be greater than the amount earned at the same nominal rate under simple interest, without compounding.  For example, if an investor receives 10% simple interest on $1000 for a year, she will receive $100 in interest.  However, if the 10% interest is paid and compounded daily, she will receive $105.16.  Hence, an interest rate of 10% compounded daily is equivalent to a simple interest rate of 10.516%

Given that in the case of Gazifère cash working capital has relied only on cash items in the past, it is clear that the allowed return on equity has been based on the implicit assumption that notional financial flows related to non-cash items, such as depreciation and retained earnings, have not attracted compound interest.  Yet the return that has been allowed has been deemed to be adequate under this approach.  If the company were to move to the Financial Approach to cash working capital, the effective annual return on equity would be increased with no change in the underlying risk or other determinants of the appropriate return, unless the rate of return were adjusted downward appropriately.

In our view, therefore, a move from the Cash Approach to the Financial Approach would have to be accompanied by a corresponding adjustment in allowed return on equity so that the effective return would not change.  If such an adjustment were made, then by definition the increase in the cash working capital that results from switching from the Cash Approach to the Financial Approach, would be exactly offset by the decrease in the allowed return on equity.

Since there would be no net impact of the change in approach, combined with the change in the return on equity from the current allowed non-compounded rate of return to the equivalent compounded rate of return, it seems simpler to use the Cash Approach, expanded to include all cash items, including taxes, interest and dividends.

Q11:
Does the inclusion of interest and dividend payments and the exclusion of depreciation and retained earnings amount to “cherry picking”, as suggested by the Company’s witnesses?

A11:
No it does not.  It reflects the Cash Approach to the cash working capital concept, as discussed above.  Either the Cash Approach, or the Financial Approach can be used, provided the correct corresponding return on equity is used.  There would be an inconsistency only if a return on equity were used that assumed compounding of the financial flows related to non-cash expenses, while the Cash Approach were taken to cash working capital.

Q12:  
How would your proposed approach affect the cash working capital allowance for the test year?

A12: 
Referring to the Company’s evidence at GI-12 Document 4 page 10, Table 3, it can be seen that excluding depreciation and retained earnings from the “global approach” outlined by the Company’s witnesses would result in a reduction of $554,000 in the cash working capital requirement.  All other items proposed by the Company or in the Table are items which require cash payments or are cash receipts and are therefore appropriate for inclusion in an all-inclusive Cash Approach to working capital.  The total requirement would therefore be $189,000, assuming the acceptance of the Company’s proposal with respect to income tax. 

Other Issues

Q13:
In Decision D-2000-48, the Régie directed Gazifère to file evidence in support of its payments to Enbridge Consumers Gas for shared services.  It has not complied with this request.  Can you comment on this deficiency?

A13:
In recent years, several regulators have declined to approve for rate setting purposes costs that have been filed by utilities for Corporate Centre costs and other shared services costs.
  In some cases, detailed studies have been requested by the regulator and filed by the company, but even with detailed supporting studies, the full amount of costs were not approved.  One consequence of these decisions is that there may be perceived risk for the company in filing a detailed study defending its shared services costs, particularly if these costs continue to be approved in the absence of the study it has been directed to file.

If the Régie were to disallow some portion of the shared services cost for which the company has not provided adequate evidentiary support, the Company would have a clear incentive to ensure that a study of shared services costs is available for its next rate case.

Q14:
Gazifère is proposing to rebase the cost figures used for its PBR earnings sharing mechanism to reflect the actual rather than forecast inflation rate and number of customers.  Is this appropriate?

A14:
Existing PBR mechanisms use both actual (e.g., West Kootenay Power) and forecast (e.g., BC Gas; Enbridge) cost drivers for establishing target costs within their PBR mechanisms.  Either approach is acceptable, provided the approach used is the one that was agreed to in advance.

Our concern with Gazifère’s proposal is that it is proposing to rebase these costs drivers after having agued in favour of using the approved forecast figures in the last hearing and having that approach approved.  There is no evidence that Gazifère would be in favour of this retroactive change if the effect were not favourable to the shareholder.  The proposal, therefore, appears to be an example of “gaming the system” whereby the company seeks to adopt the most favourable approach after the fact.  The only way to avoid this gaming is to avoid changing the “rules of the game” in mid-stream. 

In our view, equity between ratepayers and shareholders will only be achieved if the Régie requires Gazifère to determine its earnings to be shared in a manner that is consistent with the approach that was approved in establishing the current PBR mechanism.

Q15:
Does that conclude your evidence?

A15:
Yes.

� See, for example:  Order No. 8/97 of the Public Utilities Board of Manitoba, February 20, 1997 (section 10.8.4 at pages 43-44 addresses shared services); Decision of the British Columbia Utilities Commission on the 1996 Revenue Requirement for Pacific Northern Gas Ltd., May 29, 1996 followed by PNG Shared Services Decision August 7, 1997; Ontario Energy Board Decision E.B.R.O. 493/494, Decision with Reasons in the Matter of Applications by Centra Gas Ontario Inc. and Union Gas Limited for Rates, March 20, 1997.
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