GAZIFÈRE INC.
TÉMOIGNAGE DE PASCALE DUGUAY ET KATHLEEN C. McSHANE
CAUSE TARIFAIRE 2001

Q.1
Please state your names, place of business and qualifications.

R.1
(Ms. Duguay)  My name is Pascale Duguay.  I am Manager, Rate Research and Design for Enbridge Consumers Gas located at 500 Consumers Road in North York. I hold a bachelor degree in both Business Administration and Mathematics, and am a Chartered Management Accountant.  I have testified to cost allocation and rate design, working cash requirement, and deferral accounts clearing methodology in many rate case proceedings. My qualifications are included as Appendix A to this Exhibit.

(Ms. McShane)  My name is Kathleen C. McShane.  I am a Senior Vice President of Foster Associates, an economic consulting firm located at 4550 Montgomery Ave., Suite 350N, Bethesda, Maryland 20814.  I hold an MBA in Finance and am a Chartered Financial Analyst.  I have testified on issues related to cost of capital, cost allocation and regulatory framework before the Régie and ten other federal, provincial and territorial regulators in Canada on more than 75 occasions since 1987.  My qualifications are included as Appendix B to this Exhibit.

Q.2
What is the purpose of your testimony?

R.2
The purpose is to: 

(1)
explain the elements of Gazifère’s requested cash working capital allowance;

(2) to address the Régie’s findings in Decision D-2000-48 with respect to the inclusion of interest expense in the lead/lag study; and

(3)
to address the Company’s request to update the Operating and Maintenance lag every three years instead of annually. 
Q.3
Please summarize the traditional approach that the Régie has followed in determining the cash working capital allowance.

R.3
Subsequent to Decision D-90-68, the cash working capital allowance for Gazifère has been determined by means of a lead/lag study that includes the following expense items:

(1) cost of gas;

(2) operating and maintenance expenses;

(3) municipal and other non-income taxes;

The working capital allowance also considers the GST (introduced for the 1991 test year) and PST, as well as an allowance for bad debt expense. 

This methodology was reviewed by the Régie in Gaz Metropolitain’s 1999 rate case, and reconfirmed in D-99-11, dated February 10, 1999. 
Q.4
What is the cash working capital allowance intended to represent?

R.4
The cash working capital allowance reflects the average amount of capital provided by investors above and beyond investments in plant and other separately identified rate base items, including other components of working capital (e.g., materials and inventory), that bridges the gap between the time expenditures are made to provide service and the time payment is received for that service.  The rate base in its entirety represents the amount of investor-supplied capital required to provide service; the cash working capital component needs to be compatible with the determination of the other elements of the rate base.

Q.5
What is the purpose of the lead/lag study?

R.5
The purpose of the lead/lag study is to provide a measure of the amount of investor funds used in sustaining utility operations from the time expenditures are made until the time payment is received.  

Q.6
In summary, what is the lead/lag study attempting to measure?

R.6
The lead/lag study recognizes that the utility renders service prior to receipt of payment from ratepayers, but that there is generally also a delay in payment for goods and services acquired by the utility.  The lead/lag study analyzes transactions throughout the year to determine the net lag days between the date service is rendered and payment is received (revenue lag), and the time lag between the time expenditures are recorded and payment is made for such expenditures (expense lag).

Q.7
Please explain how you have determined the revenue lag.

R.7
The revenue lag is comprised of three components:  (1) the service lag, (2) the billing lag, and (3) the collection lag.  The service lag is measured from the midpoint of the service period to the meter reading date.  This is, on average, 1/24th of a year, or 15.2 days.  The time from the meter reading to the billing date represents the billing lag, while the time lag from the billing date until payments are received from customers corresponds to the collection lag.  The billing lag is derived from the extraction of data from the billing system.  The collection lag is determined by dividing the sum of the daily accounts receivable for the year by the sum of the daily total billings for the same period.  The revenue lag therefore measures the time lag between the midpoint of the service period and the payment date.  The proposed revenue lag for the 2001 Test Year, as outlined at Exhibit GI-12, Document 2, page 8, figure 4, column 3, line 4, is 42.5 days.  

Q.8
 What expenses have you included in the determination of the expense lag?

R.8
We have included gas costs, operating and maintenance expenses, municipal taxes and other non-income taxes as well as income taxes. These items reflect those that have been utilized by the Régie since Decision 90-68, with the addition of income taxes.

Q.9
Why has income tax been included in your lead/lag study?

R.9
Income taxes are a component of the cost of service, which requires monthly installment payments to Revenue Canada and Revenue Québec (based on most recent actual financial information).  Inclusion of income taxes in the lead/lag study recognizes that there is a net lag between the required payment of income taxes and the recovery of the associated revenues in rates.  
Q.10
Please discuss the determination of the expense lag for each of the items specified above.

R.10
The expense lag is determined by reference to when a service was provided to the utility, and when that service was settled by payment.  The difference in dates corresponds to the expense lag.  The expense lag for gas costs, O&M, municipal taxes and other non-income taxes reflect the lag days that were approved by the Régie in Gazifère’s 1999 Regulatory Closing of the Books proceeding, and which were mainly based on actual fiscal 1999 transactions voucher analysis. The income tax expense lag was deemed to be 15.2 days or 1/24th of a year.  This approach recognizes that installments are paid monthly to the Government.   

Q.11
What is the rationale for the inclusion of GST and PST as a component of working capital?

R.11
GST and PST are paid on specific expense items.  In turn, a refund for those payments is collected from the Federal Government.  Concomitantly, the GST and PST are collected on services rendered to customers, and are remitted to the Government.  The difference in the levels and timing of the taxes paid and taxes collected have an impact on the working cash requirement.  

Q.12
Can you please explain the rationale for the inclusion of an allowance for bad debt expense as a credit in the working capital requirement derivation?

R.12
Certainly.  The allowance for bad debt expense is included in working capital since it represents the difference between the provision for bad debt cumulative expenses that have been recovered in rates and the cumulative amounts that have actually been written off from the Company’s books.   As a result, to the extent that the cumulative bad debt expense (which is based on a forecast) exceeds the actual amounts that have been written-off, the customers would be compensated by means of a reduction to the requested working capital allowance.  The amount included in working capital corresponds to the 13 month average of the most current fiscal year actual results.   For example, the fiscal 1999 monthly balances were used to derive the allowance for bad debt expense underpinning the 2001 Test Year, which amounts to –$277,000.  

Q.13  
Based on the above analysis, what is your requested cash working capital allowance?

R.13
The requested cash working capital allowance is summarized in Table I below. 

TABLE 1

Description
Amount ($000)
Revenue Lag (days)
Expense Lag (days)
Net Lag (days)
Working Capital Impact ($000)

Gas Costs
30861
42.5
33.1
9.4
795

O&M
4884
42.5
16.9
25.6
343

Non-Income Taxes 
725
42.5
-45.4
87.9
175

Income Taxes
1723
42.5
15.2
27.3
129

GST and PST




-421

Allowance for bad debt expense




-277

Total




743

Q.14
How would you characterize the approach to cash working capital that is reflected in the above proposal?

R.14
It is an approach which focuses on the operating, or “above the line” expenses of Gazifère.  It excludes non-cash expenses and operating income (return on and of capital).  This approach is similar to those that have been adopted for major Canadian gas distributors (BC Gas, Enbridge Consumers Gas, Union Gas, and GMI).

Q.15
Must the term “cash working capital” be interpreted to mean that only expenses that require the disbursement of cash need be considered in the lead/lag study?

R.15
No. In principle, the rate base in total measures the amount of funds that the investor has provided to finance the entire cost of service.  The lead/lag study should capture the amount of those funds that have not been reflected in the other components of the revenue requirement.  If the lead/lag study is interpreted to include only those items for which an outlay of cash is obligated during the test period, it will underestimate the amount of investor funds that are actually being used to provide service. 

Q.16
Some analysts have argued that the lead/lag study should recognize that the interest and preferred dividend components of the operating income are paid to investors with a lag, thus providing cash from ratepayers in advance of the cash payments that are contractually obligated to investors.  Do you agree with this position?

R.16
Not unless all financial items are included.  The inclusion of interest payments (and preferred dividends) in the lead/lag study to the exclusion of depreciation expense and the equity return misinterprets the intention of the “cash working capital allowance” and amounts to cherry-picking. If the cash working capital allowance is interpreted in the broad sense of measuring the full extent to which investors have financed the full cost of service, leads and lags on all elements of the return of and on capital need to be taken into account.

Q.17
If all elements related to the return of and on capital were included in the lead/lag study, what would be the appropriate treatment for depreciation?
R.17
The inclusion of depreciation expense in the lead/lag study recognizes that investors have contributed capital for which the recovery is delayed. The inclusion of depreciation in the lead/lag study is justified as follows: Depreciation is the return of capital for an investment that has been made (i.e., a cash outlay has been made) to provide service to customers.  When depreciation expense is recorded and deducted from rate base, there is an implicit assumption that the expense has been recovered from ratepayers.  In fact, the recovery of depreciation expense is delayed for the duration of the revenue lag.  Until payment is received, investors continue to provide the funding for the amount of depreciation expense that is due and payable.

A zero payment lag on depreciation expense recognizes that investor funding has occurred but recovery is delayed by the revenue lag. The following example in Table 2 illustrates the impact of the lag using a liquidating asset with a service life of five periods (i.e., where the recovery of capital is returned to the investor rather than reinvested in plant).
 The illustration assumes that there is a 30-day lag in receipt of revenues subsequent to the recording of depreciation expense.  (As indicated below, the actual delay in receipt of revenues for Gazifère is 42.5 days.)  The illustration makes clear that investors will continue to provide funding for plant that has been fully depreciated until such time as payment is received from customers, i.e., into Period 6.  As the Table below shows, even though the plant has been fully depreciated after five periods, only $80 of the initial investment has been recovered from ratepayers.  The receipt of payment from customers to reimburse investors for the fifth period’s depreciation expense is delayed until the end of the sixth period.

TABLE 2

Period
Beginning of Period Net Plant
Depreciation expense
Accumulated Depreciation (End of Period)
End of Period 

Net Plant
Cash Available for Reimbursement to Investors (End of Period)
End of Period Investor Financing Provided

1
$100
$20
$20
$80
$0
$100

2
80
20
40
60
20
80

3
60
20
60
40
40
60

4
40
20
80
20
60
40

5
20
20
100
-0-
80
20

6
--
--
--
--
$100
-0-

Unless the delay in receipt of revenues is recognized in the lead/lag study, the amount of investor funding that is actually being provided is understated. Thus, the return on the funds that are financing the utility assets has also been understated.

Q.18
What would be the appropriate lead/lag treatment of the operating income component of the revenue requirement?

R.18
In principle, operating income (return on capital) belongs to the investors and is due and payable when service is provided.  That conclusion leads to the proposition that the entire operating income should be reflected in the lead/lag study with a zero payment lag.  The zero payment lag recognizes that operating income is earned when service is provided, but payment of the operating income is delayed for the duration of the revenue lag.  While interest and dividends are paid from the operating income, the timing of such payments would be ignored in the context of a lead/lag study, because the payments are being made from funds that belong to investors. 

If the leads on the payment of interest expense and preferred dividends are included, then it also must be recognized that there is a lag on the common equity return.  The common equity return is due and payable upon provision of service.  Therefore, it would be appropriate to apply a zero payment lag to the entire common equity return. The zero payment lag recognizes that, while the equity return is earned by common equity investors when service is provided, collection of the return is delayed until payment is received from ratepayers.  Alternatively, one can recognize that a part of the equity return is paid in dividends and the remainder retained for reinvestment.

Q.19
Have any Canadian regulators accepted a lead/lag study that includes all of the financial items delineated above?

R.19
Yes.  The Alberta Energy and Utilities Board includes all financial items in its calculations of the cash working capital allowance.  It includes depreciation at a zero lag, recognizes a lead in receipt of revenues related to interest, preferred and common equity dividends, and includes the retained earnings component of the equity return at a zero lag (e.g., Decision U97065, October 1997).  The Board’s decision, which amended its earlier treatment of including 100% of the equity return at a zero lag, concluded that the portion of the common equity return that was retained in the business should be treated similarly to depreciation.  The Board stated that depreciation and return were internally generated sources of funds used to finance plant additions.  Although there was no certainty regarding the timing of the reinvestment, the assumption was made that the expenditures occur uniformly throughout the year, with a payment date equivalent to the service provision date.

Q.20
What would be the impact on the requested cash working capital allowance if depreciation, the return on capital and deferred expenses were to be included in the lead/lag study?

R.20
The table below shows that the cash working capital allowance would increase by $204,000, to $947,000 when depreciation, long and short-term interest expense, preferred dividends, common dividends, and retained earnings are added.  As discussed above, depreciation would be included at a zero payment lag.  The net lag of –3.1 days on the short-term interest expense reflects the monthly payment of short-term interest at the end of the following month; the net lag of –48.8 days on long-term interest reflects semi-annual payments.  The preferred dividend lag of –48.8 days also reflects semi-annual payments.  The common equity return was divided into two components: dividends, which are paid quarterly, and retained earnings. The common equity dividend payments, which become payable after declaration, were assigned a net lag of –3.1 days. The retained earnings were given the same treatment as depreciation. A zero payment lag, i.e., a net lag of 42.5 days, was assigned to retained earnings on the premise that the return is due and payable upon provision of service, but that the cash required for reinvestment in plant is delayed for the remainder of the billing cycle.  The division of the common equity return between dividends and retained earnings was based on the forecast of dividends to be paid to the shareholder in the test year.

TABLE 3

Description
Amount ($000)
Revenue Lag (days)
Expense Lag (days)
Net Lag (days)
Working Capital Impact ($000)

Proposed Requirement




743

Depreciation
2,568
42.5
0
42.5
299

Interest on Short Term Debt
232
42.5
42.6
-3.1
-2

Interest on  Long Term Debt
2,504
42.5
91.3
-48.8
-334

Dividends on Preferred Shares
6
42.5
91.3
-48.8
-1

Dividends on Common Shares
1,533
42.5
45.6
-3.1
-13

Retained Earnings
2,193
42.5
0
42.5
255

Total Global Approach




947

Increase 




204

Q.21
What is your recommendation to the Régie with respect to the calculation of cash working capital?

R.21
We recommend that the Régie continue to approve a methodology for the determination of the cash working capital allowance that focuses on the “operating” or “above the line” expenses of Gazifère, inclusive of income taxes.  That allowance will measure the additional capital provided by investors to sustain day-to-day operations between the time service is provided and payment received.  Nevertheless, we recognize that there is theoretical validity to the “global approach”, which considers all financial items, including depreciation.  It would be unreasonable, however, to include only those financial items for which a net lead applies, to the exclusion of those whose recovery in rates is characterized by a net lag. If the funds that have been supplied by investors are to explicitly be taken into account in the working capital allowance, they should be accounted for in their entirety.

Q.22
In D2000-48, inasmuch as the Régie requested that Gazifère address its cash working capital methodology in its next rate case, it deferred a decision on the Company’s request to update the O&M expense lag every three years.  Please discuss the Company’s proposal, and the relative costs and benefits of undertaking the expense lag analysis on a triennial basis.

R.22
The Company is proposing to change the methodology it uses to determine the O&M expense lag days for its Regulatory Closing of the Books procedures.  Currently, the Company calculates a weighted average O&M expense lag day, each year, based on a detailed analysis of several expense categories and actual payment dates.  The working cash requirement pertaining to O&M expense is then calculated based on the actual O&M lag days, the actual revenue lag and the actual O&M expenses for the fiscal year.  While the Company concurs that this approach is theoretically appropriate, it is of the view that the costs outweigh the benefits. More specifically, the calculation of the weighted average O&M lag days is a time consuming exercise. The detailed analysis of various expense categories and payment dates takes approximately seven business days to update on an annual basis.  Many of the expense categories and their payment dates show little variability and have a minor impact on revenue requirement.  In the Company's opinion, the time expended on the actual calculation of O&M lag days should be spent on tasks that add more value to Gazifère and its customers.

Accordingly, the Company is proposing that this exercise only be undertaken once every three years. In the intervening years, it is proposed that the most recent O&M lag days be used both for the test year filing and the regulatory closing of the books. Thus, the actual O&M lag day based on Fiscal 1999 will be used  for a three year period. i.e. test years 2001 - 2003.  However, if the Company experiences changes in its payment patterns either to the Federal/Québec governments, or to its external suppliers/service providers, such that the revenue requirement impact is likely to be significant, it proposes to flow through these changes within the intervening period.  Absent any such extra-ordinary situations, the Company proposes to update the 1999 actual O&M expense lag again in 2002, which will subsequently be used for a three year period for test years 2004 - 2007.  

The Company proposes to retain its current methodology in all other respects, i.e. calculate the actual revenue, gas cost and taxes lag days annually as part of its regulatory closing of the books process. These actual lag day calculations are less onerous than the O&M lag day calculation and will continue to be used to update each test year filing. 

Q.23
Does this conclude your evidence?

R.23
Yes.

� For the typical utility, which continues to grow, the depreciation expense is reinvested in plant.  The delay in receipt of payment for the depreciation expenses requires the investor to fund the delay in payment so as to make cash available for reinvestment.
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