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Answers to Régie’s Request D-2012-158

1. Costs and benefits

2. Advantages and disadvantages of maintaining a financial derivative program
3. Appropriateness of terminating the program

4. Guidelines for a reformulated program

5. The handling of migrations between direct purchase services and system gas

6. The use of financial derivatives in the energy sector

@ 2 CONCENTRIC ENERGY ADVISORS
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Answers to Régie’s Request D-2012-158:
Continuation of the Program

I don’t recommend terminating the program

* The risk of higher prices, increased volatility and opportunity costs are still relevant and so
there is still the need to prudently manage them

» None of the interveners we talked with called for an outright termination of the Program

» Purchased gas adjustment clauses or averaging of charges may cosmetically address the
price spikes but does not address the occurrence of the price spikes

Enhancements to the program

* The hedging strategy should center on awareness, measurement and risk-based decision-
making

» Hedging decisions are based on a balance between the risks of prices increasing and
decreasing

« Shorten the hedge horizon, diminish the size of the systematic hedges and implement a
defensive protocol that hedges to avoid intolerable risk exposures

@ 4 CONCENTRIC ENERGY ADVISORS
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Answers to Régie’s Request D-2012-158:
Migration and Financial Derivatives
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The current process to handle migrations between direct purchase services and system gas
is in alignment with best practices

The only Canadian province (other than Quebec) that has an active hedging program
is Saskatchewan. Most local distribution companies in the US hedge a material portion of
their supply needs and there is a fair uniformity in hedging strategies

Sonirce: AGA (American Gas Association), LDC Supply Portfolio Management During the Winter Heating Season. Natural gas prices from SNL. Range represents the high and the
low of prices for the respeclive year

@_ 6 CONCENTRIC ENERGY ADVISORS
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Answers to Régie’s Request D-2012-158:
Risk Measurement Summary

12

Hedge to avoid upside exposure
10 »

$/MMB1
“Expiration”

But accept full downside impact

2 T T T >
Jdan Jan Jan
2008 2010 2012

We don’t know what the market will do in the future, but we can measure the risk of
movement (up or down) and measure the effect of that movement on the objectives

@. 8 CONCENTRIC ENERGY ADVISORS
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Answers to Régie’s Request D-2012-158:

Reformulated Program Guidelines (Highlights)

Center the Program on Risk

* Awareness, measurement and risk-based decision making

Hedge with a Balanced Risk Exposure

» Upside Risk Exposure (Budget Risk) - This is the risk associated with prices increasing from
current levels and the consequence of rising system gas prices

* Downside Risk Exposure (Prudency Risk) - Hedging creates the possibility that the price
hedged may end up being uncompetitive and the customers will be paying more than the
spot market

* Balanced Risk Exposure - Evaluate the need to hedge based on the balanced risk from upside
and downside exposure

@. 10 CONCENTRIC ENERGY ADVISORS
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Answers to Régie’s Request D-2012-158:
A Tolerance for Upside and Downside Exposure is Logical

m%?.omnr nosmmmnmsnm
Z m woﬂmamﬂn.m mmmmm_ummrwﬂ&w i T oxposure — ﬁzn]m — -

No tolerance for ﬁznm increases Full exposure to opportunity cost
No tolerance _ﬂoﬁ. oﬁwoﬂ.EEJ\ cost or Hu:nm increases Not possible

Broad tolerance for opportunity cost Higher hedge percentage

Broad tolerance for price run ups . | Low hedge Wm.nnmsnmmm
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Expected Results

Virtues of the Reformulated Program

The Reformulated Program Effectively addresses the Régie’s concerns*

It structurally takes into account the opportunity losses stemming from hedging
decisions and establishes a management metric to minimize opportunity cost

Dynamically measures volatility in pursuit of the objective of ensuring price stability

Does not assume that prices will remain stable and dynamically re-integrates the
objective of taking advantage of a decline in the price of natural gas. It incorporates the
selection of tools, the period of coverage and the size of the coverage as integral parts
of the implementation

It is consistent with best practices in North America for managing financial derivatives
programs

Future Performance

@

The hedging program can generate opportunity costs when the market settles to the
downside (as it did between 2009 and 2012) or may generate savings to customers
when the prices settle to the upside (as it did between 2003 and 2008)

Judging the performance of the Program solely based on the avoidance of the
opportunity cost or the pursuit of savings is ignoring the double-sided nature of risk

* Régie’s Decision # D-2012-158 14 CONCENTRIC ENERGY ADVISQRS



SUOSIAAQY ADYINT DIULNIDNOD st ﬁ

ainsodxa ys11 pasue[eq SIy} ssaippe

Ajoanoe 03 paudisap si weidol1] paje[nuiioya ay], ‘sumop uni adtd pue sdn uni aoud
109 je aandadsiad peoiq e aaey 03 noA a8in | nq 4sod Ayiunjzoddo aygy sem wrei8oid
JUSLIND 9} JO MIIAII Y} 0] S1030e] JUIALIP A3 313 JO SUO JeU} d[qepue)siapun s1 i

+ lootks

_ {esks
m% h 4 ¢l W_ m_m_. TIRERET

+ O5S

u'.a

oois
810Z-100g ‘(suonpu (1vD$) spas ssueasjo ], Supagyic] puk sopeuadg 2[1 ] santuaaly 10y 1507 Aunmiodd( jo afuwy

Su18pay jou jsureSe pareduwrod uaym o401 ISpUN PIUTEIUOD
2q Aew 3500 L31unizoddo 3y yey) Padxa 03 spqeuoseas st 1 ‘uni-guoj 3y} BAQ

S} NsSay paradxy

s nsay paadxy

O O O



O O O

Expected Results:

Final Thoughts

* Gaz Métro has complied with the Régie’s request in D-2012-158 to review the Program

* Markets prices have moved up despite expectations in 2012 that they would stay low,
and it has affected system gas prices

* The customers want price protection and to have a hedging Program that is consistent
with the majority of utilities (AGA).

* The program is exclusively for the benefit of the clients and alternatives such as a
deferred pricing don’t provide the desired risk protection

* The foreign exchange exposure for transactions referenced to US prices should also be
hedged when the commodity exposure is hedged through the enhanced program. The
foreign exchange exposure could be eliminated by engaging in foreign exchange forward
instruments and limiting the commodity hedging instrument to fixed price swaps

* Having a Program that actively manages the exposure of price run ups and the exposure
to opportunity cost is the best solution for Gaz Métro. It may be that the hedging activity
is limited (if the risk for downside exposure is significant), but this is not the same as
having no hedging activity because no Program is in place

& 16 CONCENTRIC ENERGY ADVISORS
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