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Major Rating Factors 
 
 
Strengths: 

Strong core gas distribution and transportation businesses  
Stable financial performance and predictable cash flows  
Stable regulatory regime  

Weaknesses: 

Low residential customer penetration rate  
Reliance on industrial customers  

Rationale 
The ratings on Gaz Metro Inc. reflect the stable nature of its regulated gas 
distribution business, with strong cash flows and consistent financial 
performance. The ratings also consider the modest benefits of diversification 
that Gaz Metro Limited Partnership (GMLP) has achieved through regulated 
transportation interests, which include a 50% stake in Trans Quebec & 
Maritimes Pipeline Inc. (TQM), and a 38.3% interest in Portland Natural Gas 
Transmission System (PNGTS). The key challenges facing GMLP in the 
Province of Quebec are low market penetration due to competitive electricity 
pricing, exposure to economic slowdowns, and high gas prices relative to oil. 
Nonetheless, GLMP has seen an increase in the number of residential 
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customers through new home construction. Standard & Poor's Ratings 
Services expects that the unfreezing of electricity rates by the Regie de 
l'Energie will improve the partnership's competitiveness. 

GMLP is a Montreal, Que.-based, regulated gas distribution and 
transportation company. Regulated gas distribution and transportation 
represents 96% of assets (C$2.3 billion). The Quebec distribution company 
represents the bulk of the gas distributions earnings (GMLP also owns a small 
U.S. gas utility, Vermont Gas Systems Inc.). The Quebec utility operates 
under a performance-based regulatory arrangement where most operating 
costs are passed on to customers. The utility earns its return for delivery of 
the natural gas and has no commodity exposure, as its gas costs also are 
completely passed on to consumers. GMLP is allowed to generate incentive 
earnings above the regulated ROE of 11.64% for the 2005 fiscal year: that is, 
a base return of 9.69%, and an incentive of 1.95% as a share of productivity 
gains under the performance incentive. GMLP can also recoup exogenous 
costs associated with increased gas prices; increased interest, storage, and 
transportation costs; and weather variations through regulated deferral 
accounts.  

GMLP distributes 97% of natural gas consumed in Quebec; however, market 
penetration of natural gas in Quebec is low, about one-half the national 
average, as a result of historically stable, highly competitive electricity prices. 
About 33% of the partnership's Quebec-based gross revenues are derived 
from industrial companies, 46% from commercial customers, and 21% from 
residential customers. GMLP has a low residential penetration rate, due to 
highly competitive electricity prices provided by the government-owned 
monopoly Hydro-Quebec. GMLP enjoys a tenuous price advantage over 
electricity in the commercial market as long as average gas prices remain 
below C$7.99 per gigajoule (GJ). Gaz Metro's exposure to industrial 
customers with fuel-switching capability exposes GMLP to the pricing 
differentials between natural gas and fuel oil prices; however, given the 
natural gas break-even price of C$4.39 per GJ, it is likely that a considerable 
amount of short-term fuel-switching would occur if gas prices increase 
significantly. As well, the large exposure to industrial customers exposes 
GMLP to economic slowdowns. The provincial economy is somewhat cyclical, 
given the large manufacturing sector, but the cyclical nature has been 
diminishing over time as the service sectors' share of output has grown. The 
main risks to Quebec's economy remain the economic health of the U.S. and 
of the other Canadian provinces, given the importance of the trade sector to 
Quebec.  

GMLP's above-average financial risk profile reflects the supportive gas 
distribution regulatory agreement, and profitable gas transportation operations 
that contribute slightly less than 15% of cash flows. Total debt to capital is 
about 60% and should remain stable due to regulatory constraints and trust 
indentures. Cash-flow protection measures are good with funds from 
operations (FFO) interest coverage of 4.9x and FFO to total debt of about 
28%. The strong cash-flow generation is more than sufficient to meet all 
required capital expenditures, and the partnership policy is to distribute 
between 95%-100% of its earnings to unitholders.  

Given the stable nature of the company's cash flows and low maintenance 
capital expenditures, Standard & Poor's assesses Gaz Metro's liquidity to be 
adequate. Although internal cash flows are sufficient to meet the company's 
near-term capital spending, Gaz Metro also maintains access to external 
financing through its various credit facilities. The company had about C$263 
million outstanding on its C$400 million CP program as of Dec. 31, 2004, and 
the CP program is backed by a C$400 million term loan that matures in 
December 2009.  

GMLP and its subsidiaries also have about C$100 million in revolving short-
term lines of credit, of which C$93 million was available at Dec. 31, 2004. The 
maturity schedule is not onerous with C$46.2 million due in 2005. The 
company is currently in compliance with all of the financial tests and 
customary covenants contained in its credit facility.  



 

The CP program is adequate, when factoring for normal seasonal fluctuations 
that are consistent with building gas inventories in the fall to meet winter 
demand requirements. Internally generated cash flow and availability under 
the company's credit facilities provide sufficient funds to support working 
capital requirements and 2005 debt maturities.  

Short-term credit factors 
Given the stable nature of the company's cash flows and low maintenance 
capital expenditures, Standard & Poor's assesses Gaz Metro's liquidity to be 
adequate. Although internal cash flows are sufficient to meet the company's 
near-term capital spending, Gaz Metro also maintains access to external 
financing through its various credit facilities. The company had about C$263 
million outstanding on its C$400 million CP program as of Dec. 31, 2004, and 
the CP program is backed by a C$400 million term loan that matures in 
December 2009. 

GMLP and its subsidiaries also have about C$100 million in revolving short-
term lines of credit, of which C$93 million was available at Dec. 31, 2004. The 
maturity schedule is not onerous with C$46.2 million due in 2005. The 
company is currently in compliance with all of the financial tests and 
customary covenants contained in its credit facility.  

The CP program is adequate, when factoring for normal seasonal fluctuations 
that are consistent with building gas inventories in the fall to meet winter 
demand requirements. Internally generated cash flow and availability under 
the company's credit facilities provide sufficient funds to support working 
capital requirements and 2005 debt maturities.  

Outlook 
The stable outlook reflects the expectation of a steady regulatory regime and 
consistent earnings. Gaz Metro's financial risk profile is expected to remain 
relatively unchanged in the near term, as the company's cash-flow protection 
measures will be determined largely by its deemed capital structure and 
regulated returns. A negative rating action is dependent on Gaz Metro's 
business profile weakening through an expansion of nonregulated 
businesses. Conversely, an outlook revision to positive is unlikely and would 
require significant financial improvement over a sustained period with no 
increase in business risk.  
 
Business Description 
GMLP was organized as a limited partnership in 1993 to allow for limited 
public investment. The structure allows GMLP to record partners' income 
before income tax and distribute to the partners a pro rata share of the 
earnings before tax. Gaz Metro Inc. is the general partner of GMLP and holds 
72.8% of the units. Gaz Metro Inc. is a wholly owned subsidiary of Norverco 
Inc., which is owned by Trencap s.e.c. (50.4%), Enbridge Inc. (32.1%), and 
Gaz de France (17.5%). 

Gaz Metro's core business is the regulated distribution and transportation of 
natural gas in Quebec and Vermont. The company is involved in the 
transportation of natural gas through its 50% interest in TQM and a 38.3% 
interest in PNGTS, and the activities of the Champion Pipe Line Corp. 
subsidiary. GMLP also has interests in several small, nonregulated 
companies.  

Overall, GMLP has over 193,000 customers and operates 11,000 kilometers 
(km) of pipelines. In 2004, 94% of GMLP's revenues and 88.5% of EBITDA 
were derived from gas distribution.  

GMLP also has interests in nonregulated businesses, which include heating 
and air-conditioning services, a 47.5% interest in Cable VDN (local fiber-optic 
network), and two small water infrastructure management companies. Overall, 
nonregulated businesses account for only 4% of assets and 3% of revenues.  



Business Profile 
 
 
Regulation 
The Canadian operations are regulated by the Regie de l'Energie (Quebec) 
and the National Energy Board. The regulation for the Quebec distribution 
assets is quite favorable when compared with the regulation of gas distribution 
in other provinces. Performance-based regulation limits any downside risk to a 
cost-of-service and rate-of-return method, which is currently set at a 9.69% 
ROE. Although the downside is limited, productivity gains allow Gaz Metro to 
potentially earn up to 375 basis points above the base rate of return 
(productivity gains are distributed to consumers when more than 375 basis 
points are earned). Similar to other Canadian regulatory jurisdictions, the 
company is insulated from commodity price risk, as these costs are a direct 
flow through to distribution customers. The Quebec regulation also allows for 
a weather-normalization deferral account. Rates are calculated on normal 
weather (30-year average); any variation is deferred through a normalized 
account and collected through rate adjustments over a five-year period. 
Interest-rate risk is also not a concern because any variation in floating 
interest rates also can be deferred through a normalization account. 

The U.S. operations are subject to the FERC and the Vermont Public Service 
Board. The regulatory framework for gas distribution in Vermont is not as 
favorable as that of Quebec. It provides a single rate that includes commodity, 
transportation, balancing, and distribution, but the company must apply for 
each rate increase. Rate decisions are not retroactive, and there is no 
automatic rate adjustment mechanism to reflect the cost of gas. Thus, the 
company must use derivative instruments to fix the price of gas.  

Markets 
Quebec is the largest province in Canada by size and second-largest by 
population (7.6 million) and in the past three to four years, its economy has 
been growing at a faster pace than Ontario's economy. Although Vermont is 
small (population 600,000), its economy has been healthy and stable. 

In 2004, 54% of throughput volumes came from industrial companies, of 
which 14% had dual-fuel capabilities, 33% from commercial customers, and 
13% from residential customers. Standard & Poor's expects the customer 
base composition will remain stable in the near to medium term.  

Gaz Metro's industrial customers are well diversified, with the highest 
concentrations of total volume in the metallurgical sector. The pulp and paper 
sector, which once captured a considerable proportion of total volumes, has 
decreased significantly. There is minimal customer concentration as the three 
largest industrial customers account for only 8% of total volume. Reliance on 
the industrial customers exposes Gaz Metro to economic slowdowns and 
cyclical commodity prices. Thus, revenues can be more volatile. GMLP has 
partially mitigated its heavy exposure to the industrial sector by engaging the 
customers in long-term take-or-pay contracts, with 56% of total gas 
consumption currently contracted.  

Operations 
Most operating risks are mitigated by regulation. Commodity prices are not a 
risk because regulation allows the flow through of these costs (and there is an 
automatic monthly adjustment mechanism). The Quebec distribution assets 
are fairly new and efficient, and abundant natural gas reserves assure the 
security of short- to medium-term supply. 

Gaz Metro's operating statistics do not compare favorably with those of other 
Canadian gas distributors such as Enbridge Gas Distribution, Union Gas Ltd., 
or Terasen Gas Inc. These statistics are based primarily on GMLP's low 
penetration rate on high-margin residential customers, which prevents 
increased economies of scale. Thus, on operating cost per customer and 
customer per employee, GMLP trails the other large distributors.  



GMLP also holds a 50% interest in the 572-kilometer TQM; TransCanada 
PipeLines Ltd. owns the other 50%. The gas pipeline connects upstream with 
that of TransCanada PipeLines and downstream with that of PNGTS. PNGTS 
is a 489-km pipeline that originates at the Quebec border and extends to the 
suburbs of Boston, Mass.  

Competitive position 
GMLP delivers about 97% of the natural gas consumed in Quebec; however, 
the residential penetration rate in Quebec is quite low because for years the 
Quebec government promoted cheap electricity through provincially owned 
Hydro-Quebec. Natural gas market penetration for Quebec is just 16%, a 
small figure when compared with neighboring Ontario and the national 
average. This low penetration rate is now seen as a large opportunity for 
GMLP. Although the company has around 157,500 customers in Quebec, it 
will be difficult to convince nongas consumers to switch, given the upfront 
conversion costs. Nonetheless, there is growth potential inherent in new home 
construction and natural gas use in appliances. High natural gas prices, 
however, can narrow the price advantage natural gas has traditionally enjoyed 
over electricity. Price volatility in energy markets combined with the flexibility 
of large customers to switch energy sources highlights how quickly the 
competitive conditions can change. In addition, unlike any other Canadian 
province, Quebec is a very competitive market because of its artificially low 
electricity prices. 

Despite high natural gas prices, 7,759 customers were added in Quebec, of 
which 69% were residential. The majority of new customers are the result of 
new housing construction. Vermont Gas Systems is the sole gas distributor in 
Vermont, and natural gas continues to enjoy a price advantage over 
electricity. In 2004, Vermont Gas saw its customer base increase by 4.0% 
with the addition of 1,373 new customers. Standard & Poor's expects 
additional customer growth will continue at the historical rate in the near to 
medium term.  

Financial Profile 
While Gaz Metro's modest financial profile is largely determined by the Regie 
de l'Energie, the partnership has historically has maintained fairly 
conservative financial policies for its nonregulated businesses. Standard & 
Poor's expects the company's financial policies, which include risk-
management programs for interest rates, foreign exchange, and commodity 
price exposure, will remain in effect in the medium and long term. Involvement 
in nonregulated activities in the energy sector is limited to 10% of assets, and 
GMCLP may not issue, assume, or guarantee long-term debt if the total long-
term debt exceeds 65% of the company's total capitalization.  
 
Accounting 
Gaz Metro reports its financial statements in accordance with Canadian 
GAAP. No material changes are expected to Canadian GAPP in the 
foreseeable future that would materially alter the financial statements 
presented by the company. Standard & Poor's makes adjustments to Gaz 
Metro's financial profile to reflect the financial risk faced by the company. On 
Dec. 31, 2004, the company reported a gross debt figure (unadjusted) of 
C$1,393.5 million. Debt adjustments (extrapolated from fiscal 2004 year-end 
figures) are estimated to have been C$42.5 million to account for accounts 
receivable sold. The gross interest figure was also adjusted to account for 
allowance for funds used during construction.  
 
Profitability and cash flow 
The utility's profitability and cash-flow protection measures adequately reflect 
the current credit ratings. Although revenues will fluctuate with gas prices, 
Gaz Metro has demonstrated consistent profitability and strong cash flow 
generation. The company has the opportunity to increase earnings modestly 
through productivity improvements and the nonregulated activities. The 
majority of Gaz Metro's revenues, however, are subject to regulation that 
limits the downside risk to a cost-of-service basis. Thus, Standard & Poor's 
expects the company will continue to be profitable and generate healthy cash 
flows.  



 
Capital structure and financial flexibility 
Standard & Poor's expects Gaz Metro's capital structure will remain stable in 
the long term given the regulatory directives. Balance-sheet leverage is 
largely dictated by regulatory guidelines, which currently stipulate a 38.5% 
deemed common equity capital component and a 7.5% deemed preferred 
equity component. There is no incentive to diverge from these directives as 
excess equity generates a lower return than the approved ROE, while 
successfully operating with less than the deemed equity might signal that the 
allowed equity cushion is too thick. 

Ninety-five per cent to 100% of earnings are paid out as distributions, and 
there is little incentive to diverge from the approved regulatory structure. 
Internally generated cash should be sufficient to fund capital expenditures, 
which are fairly predictable and average C$120 million annually.  

Table 1 Gaz Metro Inc. --Peer Comparison* 

  Industry Sector: Gas Distribution Utilities--Canada 

 --Average of past three fiscal years--  

 Gaz Metro 
Inc.¶ 

Enbridge Gas 
Distribution Inc. 

Terasen Gas 
Inc. 

Union Gas 
Ltd. 

Rating A-/Stable A-/Stable/-- BBB/Stable/-- BBB/Stable/-- 

  (Mil. C$) 

Sales 1,708.8 2,414.8 1,285.7 1,755.0 

Net income from 
cont. oper. 156.1 210.3 69.4 131.3 

Funds from oper. 
(FFO) 328.7 369.9 157.6 240.0 

Capital 
expenditures 108.3 286.9 107.1 158.3 

Total debt 1,326.1 1,629.2 1,606.2 1,893.0 

Preferred stock 0.0 473.4 0.0 110.0 

Total capital 2,187.3 3,781.8 2,383.6 3,067.3 

  Ratios 

EBIT interest 
coverage (x) 2.6 2.3 1.9 2.1 

FFO interest 
coverage (x) 4.5 2.5 2.3 2.5 

Return on 
common equity 
(%) 

17.8 12.7 8.9 11.8 

NCF/capital 
expenditures (%) 166.9 63.1 78.7 73.7 

FFO/total debt (%) 24.5 25.2 9.8 12.1 

Total debt/capital 
(%) 60.6 43.1 67.4 61.7 

*Adjusted for off-balance-sheet obligations and capital operating leases. ¶Fiscal year 
ended Sept 30, 2004. 

 
Table 2 Gaz Metro Inc. --Financial Summary* 

  Industry Sector: Gas Distribution Utilities--Canada 

 --Average of past three fiscal years-- --Fiscal year ended Sept. 30--  

  Rating history 

 Issuer 2004 2003 2002 2001 2000 

(Mil. C$)  A-/Stable/-- A-/Stable/-- A-/Stable/-- A-/Stable/-- N.R. 

Sales 1,708.8 1,778.0 1,750.4 1,598.0 2,063.3 1,628.7 

Net income from cont. oper. 156.1 160.4 153.3 154.6 141.2 143.7 

Funds from oper. (FFO) 328.7 350.7 349.1 286.2 297.5 265.9 



Capital expenditures 108.3 124.4 105.7 95.0 80.8 86.0 

Total debt 1,326.1 1,280.0 1,379.9 1,318.5 1,371.8 1,269.7 

Total capital 2,187.3 2,164.9 2,255.9 2,141.2 2,183.6 2,077.5 

  Ratios 

EBIT interest coverage (x) 2.6 2.6 2.6 2.6 2.3 2.5 

FFO interest coverage (x) 4.5 4.7 4.8 4.2 3.8 3.8 

Return on common equity (%) 17.8 17.9 17.7 17.9 17.1 17.6 

NCF/capital expenditures (%) 166.9 157.9 190.4 152.5 194.4 149.8 

FFO/total debt (%) 24.5 26.4 25.9 21.3 22.5 21.7 

Total debt/capital (%) 60.6 59.1 61.2 61.6 62.8 61.1 

*Adjusted by capital operating leases. N.R.--Not rated. 

 

 
 

This report was reproduced from Standard & Poor's RatingsDirect, the 
premier source of real-time, Web-based credit ratings and research from an 
organization that has been a leader in objective credit analysis for more 
than 140 years. To preview this dynamic on-line product, visit our 
RatingsDirect Web site at www.standardandpoors.com/ratingsdirect. 

  

Published by Standard & Poor's, a Division of The McGraw-Hill Companies, Inc. Executive offices: 1221 
Avenue of the Americas, New York, NY 10020. Editorial offices: 55 Water Street, New York, NY 10041. 
Subscriber services: (1) 212-438-7280. Copyright 2003 by The McGraw-Hill Companies, Inc. 
Reproduction in whole or in part prohibited except by permission. All rights reserved. Information has 
been obtained by Standard & Poor's from sources believed to be reliable. However, because of the 
possibility of human or mechanical error by our sources, Standard & Poor's or others, Standard & 
Poor's does not guarantee the accuracy, adequacy, or completeness of any information and is not 
responsible for any errors or omissions or the result obtained from the use of such information. Ratings 
are statements of opinion, not statements of fact or recommendations to buy, hold, or sell any 
securities. 
 


