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MR. KAISER:  Please be seated.  Good morning, gentlemen.  The Board is sitting today to hear an application filed on September 18th, 2008 by the town of Essex seeking leave to the Board pursuant to section 86(2) of the Ontario Energy Board Act to purchase the remaining shares of E.L.K. Energy Inc.

Essex currently holds 38 percent of the shares of that company.  The remaining shares are held by the town of Kingsville, which owns 38 percent and the town of Lakeshore, which owns 24 percent.

There was a preliminary matter raised by the applicants which concerned the issue being whether section 86(2) of the Act applied to this transaction.  As you know, the Board issued a decision on December 31st finding that that section does, indeed, apply, and set down this hearing for today's date.

May I have the appearances, please?
Appearances:

MS. COCHRANE:  Ljuba Cochrane for Board counsel, Board Staff.

MR. KING:  Richard King for the town of Essex.  With me is my co-counsel John Beauchamp, and seated directly behind me from the town of Essex is Mr. Wayne Miller and Ms. Donna Hunter.

MR. KAISER:  Thank you.

MR. SHEPHERD:  Jay Shepherd for the School Energy Coalition.

MR. KAISER:  Mr. Shepherd.

Mr. King.

MR. KING:  Mr. Chair, in speaking with Ms. Cochrane last week, I was advised the Board might like a brief opening statement before we put the witness panel up for cross-examination.  That's what I propose to do right off the bat.

I have prepared, just for ease of reference, just a short twelve-page document.  There is nothing in these twelve pages that wasn't provided either in the original MADD application or the interrogatory responses.  But just for ease of reference, what I call the good documents are all sort of right here.  I expect other counsel will find it useful for cross-examination, as well.

So if there are no objections, I will start with an opening statement.

MR. KAISER:  Go ahead.
Opening Statement by Mr. King:

MR. KING:  As you noted, Essex currently holds 38 percent of the shares of E.L.K.  E.L.K. was formed in January 2000 by way of a merger among the hydroelectric commissions of the town of Essex, the town of Lakeshore and the town of Kingsville.

The first page of the handout outlined in bold shows where the urban centres -- well, shows the municipal boundaries of the three towns.

E.L.K. serves the urban centres located in these three towns.  It represents a fairly large area.  They don't serve all customers in that area.  Hydro One serves some of the rural customers and Essex Powerlines also serves certain communities in that area, but the communities served by E.L.K. are scattered throughout that bolded area.

At the time that they were established in January 2000, each town took a share ownership that reflected the relative asset value that it brought into E.L.K. at the time.  So we ended up with Essex and Kingsville owning 38 percent each of E.L.K.'s shares and Lakeshore 24 percent.  That share ownership structure hasn't changed since January 2000.

At the time that E.L.K. was formed, the three towns entered into a shareholders' agreement.  The restated version of that agreement was included as an attachment to our response to Schools Interrogatory No. 4.  It is section 4.4 of that shareholders' agreement.

That contains the right of first refusal.  It provided each of the three towns with a right of first refusal on any sale of shares by another shareholder to a third party.  So if any shareholders received a third party offer for the purchase of its shares that that selling shareholder wanted to accept, then the remaining shareholders had the option to purchase those shares on the same terms and conditions in the third party offer.

It is that right of first refusal that is really the genesis of this proceeding.

In early 2008, Lakeshore issued a request for proposal to sell its 24 percent shareholding in E.L.K.  Very shortly thereafter, Kingsville decided to sell its 38 percent shareholding in E.L.K., and the two RFPs were basically merged into a combined RFP with a closing date of May 30th, 2008.

Four companies submitted bids to that combined RFP and in June 2008, Chatham-Kent was selected as the successful bidder.

And the Chatham-Kent bid was filed by the town in response to a Schools interrogatory.  It was filed in confidence at the request of Chatham-Kent, which we were happy to do.  Mr. Shepherd on Thursday signed the Board's requisite declaration and undertaking, and he was given a copy of the Chatham-Kent bid document.

So it was the Chatham-Kent bid that triggered section 4.4 of that original shareholders' agreement, and, as a result, the town had to determine whether it exercised its right of first refusal and purchase Lakeshore's and Kingsville's shares in E.L.K.

That decision was made in August 2008, and town council voted to exercise their right of first refusal, purchase the shares and make Essex the sole shareholder of E.L.K.

The record in this proceeding contains two documents from that August 6th meeting of town council.  The first is a PowerPoint presentation given by Ms. Hunter to Essex town council, and that provides a pretty good detail of the share purchase transaction contemplated.  That shows up in Essex's response to Schools Interrogatory No. 6.

I have also included the cover page and the final page of Ms. Hunter's presentation in this small handout.

The second document in the record is the meeting minutes from that August 6th Essex town council meeting.  That is -- that was filed in the original MAAD application at tab J, and it is included in its entirety in this short handout.

So as a result of the exercise of Essex's right of first refusal, the three towns entered into a share purchase agreement in mid September 2008.  And, pursuant to that, Essex purchases Lakeshore's and Kingsville's shares for the same purchase price and on the same terms and conditions contained in the Chatham-Kent offer.

That share purchase agreement is at tab F of the initial MAAD application, and the key excerpts that were the subject of some interrogatories I have included in the small handout.

The share purchase transaction itself closed in escrow at the end of September, pending only the outcome of this proceeding.  So purchase funds have been paid into escrow by the town of Essex.  That escrow account is being held by Lakeshore and Kingsville's solicitors.  If the Board approves the transaction, the funds will flow to Lakeshore, Kingsville, and Essex becomes the sole shareholder.

In terms of the purchase price, obviously the purchase price for the E.L.K. shares is based on the Chatham-Kent offer.  Essex had to match that offer to exercise its right of first refusal.  The total purchase price for the transaction is just over $12.7 million.

And that is comprised of three elements.  The first is a book value of 62 percent of the equity in E.L.K., the cost of the shares, and that works out to about eight-and-a-half million dollars.

The second element is the purchase of two shareholder loans that are outstanding from Kingsville and Lakeshore to E.L.K.  Essex purchased those, as well.  I will describe those in a bit more detail a bit later on.  The cost of that was 2.4 million, and then a premium on the purchase price of $1.8 million; that's if we base it on the end of December 2007 financials.

The numbers get somewhat altered as a result of the final audit done as at the escrow closing date, such that the premium on the purchase price is now about $1.1 million.

If I could just take you to the shareholder loans, I will explain a bit about that.  In 2002, a dividend declared by E.L.K. in the amount of six-and-a-half million dollars was converted to three shareholder loans, all identical in terms of the rate and the terms.  They all bear interest at the rate of 7-1/4 percent annually, and the amounts were $2.5 million loan from Essex to E.L.K., $2.5 million loan from Kingsville to E.L.K., and a $1.5 million loan from Lakeshore to E.L.K.

Now, from that 2002 period through to 2006, some principal repayments were made, and the principal owing on each loan is now 1.5 million on each of the Essex and Kingsville shareholder loans and $900,000 owing to Lakeshore.

So at present there is currently $3.9 million in shareholder loans outstanding from E.L.K. to their three owners, and as part of this transaction Essex is purchasing the two shareholder loans held by Kingsville and Lakeshore, so the 1.5- and the 900,000 for $2.4 million.

The two promissory notes from Kingsville and Lakeshore are attached to our response to Schools Interrogatory No. 8.  And as I said, they're all identical in their terms.  They all bear the same interest rate of seven and a quarter percent.  They all require interest-only payments to be made once per year.  Although for the first three years the utility did make principal payments as well, since 2007 only interest payments have been made.

They are all demand promissory notes.  There are a number of conditions that need to be met before a shareholder can demand repayment of principal, and these conditions are referenced in the promissory notes, but are actually set out in the original shareholder's agreement.

And briefly, the conditions are set up in order.  First, any debts and liabilities of E.L.K. that are due and payable from time to time must be paid first.  Second, any reserves that E.L.K.'s auditors or E.L.K.'s directors require to be established and funded must be funded.  Third, any interest owing on any shareholder loan must be paid.  In addition, any principal repayment must be agreed to by all of E.L.K.'s shareholders.  There is a further restriction on the payment of principal that I will get to later on when we talk about the TD Bank loan.

In terms of the issues that have been raised by Board Staff and Schools in their interrogatories, I would sort of classify them into two categories.  The first has to do with how Essex's share purchase is being financed and whether the financing arrangements will have any adverse impact on the utility; for instance, whether higher rates will result from any increased borrowing costs or whether the utility will be exposed to greater financial risk, for example, by materially changing E.L.K.'s ability to raise capital in the future.  That is the first issue.

The second issue that comes through in the interrogatories has to do with certain post-closing provisions contained in section 10 of the share purchase agreement, and whether those post-closing provisions are restrictive on E.L.K., whether they form a barrier to efficient operation of the distribution system, whether they prevent E.L.K. from engaging in subsequent merger and acquisition activity.

That section 10 from the share purchase agreement that contains those post-closing provisions, that is set out in its entirety in the small handout.

Obviously, it is Essex's view that neither the financing arrangements or the post-closing provisions contained in section 10 have any adverse impact on E.L.K.  The reasons are provided in our responses to interrogatories, but I will give you a brief overview of the reasons, and I will allow Ms. Hunter and Mr. Miller to speak to them in more detail.

To explain the financing arrangement, again, the town of Essex has already paid the purchase price for the transaction into escrow, and the funds paid into escrow come from two sources.

The first source is from a landfill reserve fund that Essex has.  And just to talk a bit about that, the reserve -- this is a reserve account that holds funds that Essex receives from neighbouring municipalities, because Essex hosts the regional landfill.  And that generates in excess of a million dollars in revenues for the town annually.  So some of the purchase funds paid into escrow come from that source, and the remainder comes from a bank loan to Essex.

As set out in our MAAD application, the town plans to, after closing, obviously appoint a new E.L.K. board and request that board to enter into a loan with the TD Bank, the terms of which have been arranged.  The TD loan documentation is in the materials.

And that TD Bank loan -- and Ms. Hunter will speak to it -- has two credit facilities.  The first is a credit facility of $8 million.  And that money would be used to repay Essex for the costs of purchasing the E.L.K. shares.

And then the second component of the bank loan is a revolving credit facility of $3 million.  That is really somewhat outside this proceeding.  That $3 million would only be used to finance any future smart meter capital expenditures.  That couldn't be financed out of E.L.K. cash flow.

So Essex, after closing, would ask the E.L.K. board to take the $8 million borrowed and an additional 2.6 million in cash and pay that $10.6 million to Essex.

Now, the impact of that financing arrangement would be to put E.L.K.'s actual debt component of its capital structure somewhere in the 76 to 78 percent range.  So it would be a 76/24 debt-to-equity ratio.

And as you will hear today, there are several reasons why this higher debt level will have no adverse impact on E.L.K., in Essex's view, but let me quickly run through them.

First, the credit facility arranged with the TD Bank that Essex has arranged for E.L.K. is at a rate that is competitive with loan rates to other electric LDCs.  It was confirmed to Ms. Hunter, and I will allow her to elaborate on her discussions with the bank in her cross-examination.  The issue was discussed at our response to Board Staff Interrogatory 3-B.

So the costs of E.L.K.'s borrowing associated with the transaction is not greater than any other utility's cost of borrowing.  So there is no, in our view, impact on rates.

Second - and this is important - the reason why the bank isn't fussed about the debt level of E.L.K. post-closing is that it considers the shareholder loans from Essex to E.L.K. -- again, that is -- and that is $3.9 million post-closing -- to be equity rather than debt.

And one of the reasons why the bank views that $3.9 million as equity is because the TD loan document contains a negative covenant upon E.L.K. that prohibits E.L.K. from repaying any shareholder debt while the TD Bank loan is outstanding.

In the handout I have given you, the cover page to the TD loan documentation, together with the page that contains the negative covenant.  So on that basis, if you consider the $3.9 million as equity, the post-closing debt-to-equity ratio is roughly 50/50.

MR. KAISER:  What's the interest rate on the TD note and also the $3.9 million note?

MR. KING:  $3.9 million shareholder loans are at seven and a quarter.  The TD Bank loan, there's a -- the loan commitment to E.L.K. is based on these rates.

There is a prime-based loan that they could access that is at the prime rate.  And then there is a banker's acceptance at the banker's acceptance rates, plus .5 percent.

MR. KAISER:  You mentioned the negative come -- or the postponement in favour of the TD Bank is -- I presume the utility will be paying interest on the Essex note?

MR. KING:  That's right.

MR. KAISER:  Monthly, I assume?

MR. KING:  Pardon me?

MR. KAISER:  Monthly?

MR. KING:  Annually.  Once a year.

MR. KAISER:  I guess that is the term under the old original note.

MR. KING:  Yes.

I will move to the third reason.  Essex doesn't expect E.L.K. would need to borrow any additional funds for capital expenditures in the short to medium term.  E.L.K.'s capital expenditure plan through to the end of 2010 is at tab H of the MAAD application.  It is fairly modest the bulk of the expenditures are for smart metering, and, as noted, part of the TD Bank loan that has been arranged is a separate credit facility that is meant to cover off any smart metering capex that can't be paid for out of E.L.K. cash.

Fourth, the town of Essex approved this transaction on the premise that it would forego dividends from E.L.K. in the short to medium term, and that recommendation to forego dividends is found in Ms. Hunter's presentation to Essex town council.  I have included the recommendation page from her presentation in the handout, and that is -- that is also reflected in the council meeting minutes of August 6th, 2008.  It was at that meeting that the Essex town council voted to exercise its right of first refusal.

Fifth, even if E.L.K. had to raise additional capital in the future, even if I am wrong about all of what I have said thus far and the bank changed its mind and decided it was no longer comfortable with the debt level, Essex has the ability to be the source of that capital from at least a couple of sources.

It could forego the interest payments on the $3.9 million shareholder loans.  It is prepared to do that.  It could inject additional funds into the utility from its landfill reserve.  As I said, the landfill reserve generates in excess of a million bucks a year there in I think year 11 of the landfill, with a life expectancy of 35 years.

So to sum up that first issue, we don't think the financing of the share purchase transaction in this way has any adverse impact on the utility via either higher rates, because borrowing is more expensive, or exposing the utility to greater risk.

That's the financing issue.  On the post-closing provisions, these post-closing provisions are all contained, as I said, in section 10 of the share purchase agreement.

You can find those -- all of article 10 set out in the reproduced -- in the final three pages of the handout.

Again, Essex doesn't believe that any of these provisions will prevent the efficient operation of E.L.K. or discourage any future merger or acquisition opportunities.  In part, the arguments around this comes down to a bit of legal interpretation, but let me take a quick run through some of the more pointed ones that were raised in interrogatories.

The first post-closing provision is section 10.1.  All of the remainder are contained in section 10.2.  The one in section 10.1 relates to employee termination and relocation, and it states:
"The purchaser agrees that from and after the closing date, it will exercise such rights as it may have in its capacity as a shareholder of E.L.K. to ensure that the employment of any employee of E.L.K. shall not be terminated, and for a period of seven years from the closing date no employee shall be required as a term of continuing employment to permanently relocate their place of residence to a permanent residence outside of the territory, solely and exclusively as a result of the acquisition of the seller's shareholder interests by the purchaser."

To the extent that this section 10.1 purports to impose restrictions or obligations on the applicant, those restrictions or obligations relate to terminations or relocations, if I could take you to the end, solely and exclusively as a result of the acquisition of the seller's shareholder interests by the applicant.  And that is an important qualification, in our view.

From our perspective, that means that E.L.K. will not take measures to remove, terminate or relocate employees merely because Essex is now the sole shareholder.

So if E.L.K. has been -- to date, been operating with staff in Kingsville because it makes sense for efficient operation of the utility to have staff located in Kingsville, this provision would prevent Essex from interfering as a shareholder to force E.L.K. to have all of its employees located in Essex.

So, in our view, the qualifier acts to make it clear that on issues of employee termination or relocation, a share purchase transaction shouldn't have any impact on those types of decisions.  Those are management decisions.

We think that is reinforced by a stronger qualifier, and that is the entire provision of section 10.3.  10.3 is an express acknowledgment that, "Nothing contained in section 10.1 or 10.2", that's where the post-closing provisions are:
"...shall require the applicant to restrict in whole or in part the powers of the directors to manage or supervise the management of the business and affairs of E.L.K., and nothing contained in 10.1 or 10.2 shall constrain or restrict the directors, officers or other employees of E.L.K. from acting in the ordinary course or otherwise restrict E.L.K. from carrying on the business in the ordinary course."

"Ordinary course" is a defined term that I have included also in the materials on the page immediately before article 10.  It is a defined term.  It is defined to mean any action - I am paraphrasing here - consistent with the past practice of E.L.K. in the ordinary course of normal operations, and similar to actions customarily taken in the ordinary course by others in the same line of business as E.L.K.

So, again, in our view, the intent here is make it clear that decisions appropriately within the function of E.L.K. management should remain within E.L.K. management and not subject to interference from Essex as sole shareholder.  That is our legal interpretation.  Mr. Miller can talk to you what he thinks was the intent behind these provisions.

MR. KAISER:  So if we accept your interpretation, this clause in 10.1 doesn't give the employees any protection?

MR. KING:  In my view, the only protection they get is from Essex injecting themselves once -- if they were to become sole shareholder and say, We're now sole shareholder, employees relocate to the town of Essex, provides benefit to the town of Essex.  It prevents Essex from exercising powers solely as a result of them obtaining sole shareholder status.

MR. KAISER:  Well, that's right.  So we have a situation where one company is going to end up owning all of the shares instead of three, and if they go and look for efficiencies and they decide, however, that they don't need ten employees, they can get by with five, can they fire five, or not?

MR. KING:  Yes.  That is an E.L.K. management decision.

MR. KAISER:  All right.

MR. KING:  What they couldn't do is, in that scenario, fire the five -- if there were ten employees, fire the five located outside of the town of Essex, all residing in the town of Kingsville and Lakeshore, simply because the sole shareholder wants to exercise its sole shareholder power.

MR. KAISER:  So are you saying it gives some protection to those employees located in those jurisdictions, the selling -- the jurisdiction of the selling shareholders?

MR. KING:  That's right.  But I think it, in part, allows -- the combination of the last line in section 10.1, coupled with 10.3, essentially is in there to allow E.L.K. management to operate its business in the ordinary course the way it would --

MR. KAISER:  No, I understand that.  I mean, either it means something or it doesn't mean something.  If you were to look at the language, you would say, Okay, some employees are getting protected here in some way.

Now, if you then turnaround and say, Well, as long as it is in the ordinary course and as long as the management's -- it's a management decision and they can do whatever they want, then there is no protection.  But what I heard from your former answer is the employees of the towns that are selling the shares, the two towns that are selling, they have some kind of special status.

The new shareholder, that owns everything, could not require those people, whether in Kingsville or Lakeshore, to move or fire them?

MR. KING:  The only protection offered, in my view, is protection from what I would consider and what the signatories would consider to be the inappropriate exercise of a shareholder to be involved in decisions that are rightfully management's decisions; namely, where employees should reside and where they should be located.

MR. KAISER:  So you are saying that the management can do whatever they want.

MR. KING:  That's right.

MR. KAISER:  But the shareholder cannot force management to do any of these things.

MR. KING:  That's right.  That's right.

MR. KAISER:  Thank you.

MR. KING:  The other post-closing provisions are all contained in section 10.2.  And I won't go through them all, just the few that attracted more attention than others in the interrogatory responses.

Remember, though, section 10.2 is also subject to the acknowledgement in section 10.3.  It also has a qualifier at the very beginning of section 10.2 which states:

“For so long as energy holds a licence under the OEB Act to distribute electricity in the territory, Essex shall exercise such rights it may have in its capacity as a shareholder of E.L.K. to ensure that E.L.K..."

And then the provisions follow.

So the important qualifier is for the -- the "for so long as energy holds a licence under the OEB Act to distribute electricity in the territory", any future merger or amalgamation that results in a new entity holding an electricity distribution licence would mean that none of the obligations in 10.2 would continue to apply.

So section 10.2 -- the wording at the beginning of section 10.2 is meant -- is inserted to make it clear that there shouldn't be any restriction on any merger or amalgamation opportunities.

I will only mention-post closing provisions in section 10.2(a), (e), and (g).  Section 10.2(a) of the share purchase agreement requires the maintenance of a service centre in the town of Essex, again, for so long as E.L.K. holds the distribution licence in the existing service area.

The purpose of this provision, in our view, is to ensure that the existing service area is properly serviced.  It is a big area, as you can see from the map.

And as a practical matter, the Essex service centre, which I have drawn an arrow to on the very first page of this handout, that is where the existing Essex service centre is, and it is really the sort of best location from which they can meet the service standards for locations in all three municipalities.

Section 10.2(e) requires Essex to ensure that E.L.K. does not divest itself of a material asset within either Lakeshore or Kingsville without first affording Lakeshore or Kingsville respectively the opportunity to acquire it at fair market value.

For starters, the only asset that would qualify as a material asset is the service depot in Kingsville, which has an assessed and a book value of approximately $300,000.

And importantly as well, this provision only applies to assets that will no longer be used in connection with electricity distribution.

And finally, the consideration required to purchase the surplus asset is at fair market value, so we don't think there is any impact there.

And the final post-closing provision I will draw your attention to is section 10.2(g) of the share purchase agreement, and that requires Essex to ensure that E.L.K., again, for so long as E.L.K. holds the electricity distribution licence in the area, to ensure that E.L.K. has the opportunity to -- sorry, not E.L.K., Kingsville has the opportunity to buy or lease a particular property.

And for background information, this is a -- it is a specific property.  It is a small surplus parcel of land that Kingsville currently leases -- the town of Kingsville currently leases from E.L.K.  It is adjacent to the Kingsville service centre.  The lease expires at the end of December 2009.  And Kingsville uses it for municipal parking.  And at that time it will have to be sold or re-leased to the town of Kingsville.

So those are the four post-closing provisions I wanted to draw to your attention.  They attracted the most attention in interrogatories.  But again, our view is, given the qualifiers at the end of 10.1, the beginning of 10.2, and 10.3 in its entirety, our view is that the provisions don't operate as a barrier to the efficient operation of the system, don't prevent E.L.K. from engaging in subsequent merger and acquisition activity.

That is all I have on my opening statement.  If there is nothing else, we can put the witness panel up.

MR. KAISER:  All right.  Go ahead.  Mr. Shepherd?

MR. SHEPHERD:  Mr. Chairman, I hate to be a stickler for procedure, but some material was filed in confidence.

MR. KAISER:  Yes.

MR. SHEPHERD:  And the Board has not made a ruling that it is confidential.  And in order that I understand my responsibilities clearly, I wonder if it is possible for the Board to rule.  We are satisfied that it should be confidential, but of course, the Board has to decide that, not us.

MR. KAISER:  All right.  Well, if there are no objections, we will accept this in confidence.  Can we give it an exhibit number?

MS. COCHRANE:  This would be, just to clarify, the interrogatory response to the School Energy Coalition Interrogatory No. --

MR. KING:  I think 4.

MS. COCHRANE:  -- 4, and that will be Exhibit -- we will mark it C.1 for confidential.

MR. KAISER:  C.1?

MS. COCHRANE:  Yes.

MR. KAISER:  This is the letter of January 15th and the attachments; is that right?

MR. KING:  That's right.
EXHIBIT NO. C.1:  INTERROGATORY RESPONSE TO SCHOOL ENERGY COALITION INTERROGATORY NO. 4 (Confidential)


MR. KAISER:  And could we mark, while we are at it, Mr. King's handout, just so we have it.

MS. COCHRANE:  That will be just Exhibit No. 1.

MR. KAISER:  All right.  Thank you.
EXHIBIT NO. 1:  HANDOUT FROM MR. KING.

MR. KAISER:  Mr. King?

MR. KING:  The town's witness panel is comprised of Mr. Wayne Miller and Ms. Donna Hunter.  Mr. Miller is the chief administrative officer of the town, a position he has held since 1987.  Prior to that, Mr. Miller was an elected councillor for the town of Essex from 1980 to '85, and the deputy reeve of Essex from '85 to '87.

Ms. Hunter is the director of finance and administration and the town treasurer for Essex, a position she has held since 2002.  She is a certified general accountant, has held a variety of financial positions in municipal government, specifically the Region of Peel, the town of Geraldton, and started her career as senior financial analyst at TransCanada Pipelines.

They're ready to be sworn.

MR. KAISER:  Thank you.
TOWN OF ESSEX - PANEL 1


Donna Hunter; Sworn.

Wayne Miller; Sworn.

MR. KING:  The only direct I have is just to get them to adopt their evidence.
Examination by Mr. King:


MR. KING:  So Mr. Miller, you have in front of you the MAAD application filed with the Board on September 17th and the town of Essex's interrogatory responses filed on January 15th of this year?

MR. MILLER:  Yes.

MR. KING:  Were you involved in the preparation of finalization of these documents?

MR. MILLER:  Yes, I was.

MR. KING:  And are they accurate, to the best of your knowledge?

MR. MILLER:  Yes, they are.

MR. QUESNELLE:  Excuse me.  Mr. Miller, I wonder if you could hit the green button in front of you and see if a light comes on.

MR. MILLER:  Yes.

MR. QUESNELLE:  Thank you.

MR. KING:  And you adopt these documents as the evidence of the town in this proceeding?

MR. MILLER:  I do.

MR. KING:  And Ms. Hunter, do you have in front of you the MAAD application filed in September of 2008 and the interrogatory responses filed by the town on January 15th of this year?

MS. HUNTER:  Yes, I do.

MR. KING:  Were you involved in the preparation of finalization of these documents?

MS. HUNTER:  Yes, I was.

MR. KING:  Are they accurate, to the best of your knowledge?

MS. HUNTER:  Yes.

MR. KING:  And do you adopt them as the evidence of the town of Essex in this proceeding?

MS. HUNTER:  I do.

MR. KING:  Thank you, Mr. Miller, Ms. Hunter.  The witness panel is available for examination.

MR. KAISER:  Mr. Shepherd.
Cross-Examination by Mr. Shepherd:

MR. SHEPHERD:  Thank you, Mr. Chairman.  Witnesses, my name is Jay Shepherd.  I represent the School Energy Coalition.

As you can imagine, we are here to explore, on behalf of Schools and other ratepayers, whether the ratepayer interests have been protected in this transaction.

We are concerned about two general areas.  One is the restrictive covenants which your counsel has referred to, and the other is financing arrangements.

I want to make clear that we don't oppose your transaction.  We are just making sure that there are no "gotchas" in the deal that come back to bite us later.  Thank you for your very thorough answers to the interrogatories, which have gone a long way towards satisfying our concerns.

MR. VLAHOS:  Mr. Shepherd, I have trouble hearing you.

MR. SHEPHERD:  My mike is on, but I am turned the wrong way, I think.  Is that better?

MR. VLAHOS:  Let's give it a try.

MR. KAISER:  Mr. Shepherd, just as a matter of interest, what schools are there in this area?

MR. SHEPHERD:  There are about 20 schools, I believe, is that about right, 25?

MR. MILLER:  We didn't count them, but that sounds about right, probably 20.

MR. SHEPHERD:  Of which I think about seven or eight are high schools and the rest are public schools, in that range.

MR. KAISER:  All right, thank you.

MR. SHEPHERD:  Each of the towns has some of them.

MR. MILLER:  Five high schools.

MR. SHEPHERD:  Yes, five high schools, that's right.

Okay, so let me just start with a procedural question.  You both work for the town of Essex, right, not for E.L.K.?

MR. MILLER:  Yes, Essex.

MR. SHEPHERD:  E.L.K. is not providing any evidence in this proceeding?

MR. MILLER:  No.

MR. SHEPHERD:  Okay.  Now, Ms. Hunter, I am going to ask you some questions about the details of the deal, but you did a PowerPoint presentation to the town of Essex which is attached to School Energy Coalition IR No. 6.  Do you recall that presentation?

MS. HUNTER:  Yes, I do.

MR. SHEPHERD:  This was to explain to the town, This is what our choices are, and here is the pros and cons; right?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  Can you tell us the circumstances of that, just briefly?

MS. HUNTER:  Are you referring to the circumstances leading up to that or the reason for the actual PowerPoint presentation?

MR. SHEPHERD:  Well, let me come at it a different way.

When you do a PowerPoint, you have the slides that you do and you also have speaking notes.  Do you have speaking notes?

MS. HUNTER:  That's correct, I do, yes.

MR. SHEPHERD:  Now, that wasn't filed with the PowerPoint; right?

MS. HUNTER:  No, it was not.

MR. SHEPHERD:  Could you provide that?

MS. HUNTER:  Yes, I could.

MR. SHEPHERD:  Okay, thank you.  Could we have an undertaking?

MR. KAISER:  Yes, what number would that be?

MS. COCHRANE:  That will be undertaking number 1.
Undertaking No. 1:  To Provide notes to PowerPoint presentation.

MR. KAISER:  Just before Mr. Shepherd moves on, you said in response to his question that you are both employed by Essex.

Is there somebody that is running E.L.K. now?

MR. MILLER:  E.L.K. management, yes.

MR. KAISER:  Who is that? 


MR. MILLER:  His name is Mike Audet, and he is the general manager.

MR. KAISER:  So they have the general manager.  A full-time employee, I assume?

MR. MILLER:  Absolutely, yes.

MR. KAISER:  In this presentation, if I'm reading the right ones, it says 2008.  It has E.L.K. Inc., and underneath it has Chatham-Kent Energy.  Why is Chatham-Kent -- was this dealing with their bid or -- I am just wondering why that is on the cover sheet.

MR. MILLER:  It's...

MS. HUNTER:  Basically, we were looking at two options.  We were looking at the 100 percent -- Essex owning 100 percent of the shares or possibly going 50-50 with Chatham-Kent on the ownership.  Those were the two options presented.

MR. KAISER:  The 50-50 was an option you had?

MS. HUNTER:  That was an option at the time, yes.

MR. KAISER:  All right.  I didn't understand that.  Thank you.

MR. SHEPHERD:  Now, as I understand what happened - and your counsel has explained this again - is that Lakeshore and Kingsville did an RFP to get bidders for their shares; right?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  And there were several bidders, and Chatham-Kent Energy won; is that right?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  And under the shareholders' agreement, Essex had a right to match that, and so you are making this presentation saying, We have this right to match.  Here is how much it is going to cost.  Our alternatives are:  Don't match and be a minority shareholder, or make a side deal with Chatham-Kent to be 50-50 owners.  Is that basically it?

MR. MILLER:  That's basically it.

MR. SHEPHERD:  Now, the minority shareholder one is not a very palatable one, so that wasn't being considered?

MR. MILLER:  May I give some more background?

MR. SHEPHERD:  Yes, sure.

MR. MILLER:  There had been lobbying going on for about two years prior to this from other companies wanting to buy E.L.K., trying to get various shareholders to sell, and so our counsel had discussed that at length, you know, various times over the previous two years.

In the very first discussion they said, We have no intention of selling our shares, no matter what kind of offer we get, no matter who it is from. 


And we were well aware that they were not very keen on being a minority owner, a minority partner with an outside partner having a majority, someone not from our area.

So we knew that they were willing to look at these two options and really no other.

MR. SHEPHERD:  Okay.  Now, you had -- you are sort of strategically located here, because you've gotten EnWin and Essex Powerlines and Erie Thames all right around you, plus Chatham-Kent that is expanding in southwestern Ontario; right?

MR. MILLER:  Yes.

MR. SHEPHERD:  So lots of people interested in your particular location; right?

MR. MILLER:  Yes, including Hydro One.

MR. SHEPHERD:  Hydro One, as well.

MR. MILLER:  That's right.

MR. SHEPHERD:  Of course they have their --

MR. MILLER:  They wanted it.

MR. SHEPHERD:  Now, I am going to come back to this later, but I do want to ask you one brief question about this slide presentation.  But my slides are not numbered, but I think it is number 6, which is the one that says, "Efficiency ranking of Ontario electricity distributors".  Do you see that?

MR. MILLER:  Hmm-hmm.

MR. SHEPHERD:  And it talks about the various bidders.  It says -- well, as I understand what it is saying, it says Chatham-Kent is very efficient.  So is E.L.K.  The other three, bad, bad, bad in terms of efficiency. 


And I take it your point was that that's a relevant consideration in deciding who to make a deal with?

MS. HUNTER:  I don't think it was a relevant consideration as much as we were trying to show that E.L.K. was a very efficient operation in line with companies that are also efficient, like Chatham-Kent.  If we were going to do any sort of a deal of partnership, it would be somebody that was equally as good.  It was a factor, but it wasn't something I was trying to push.

I think we were just trying to say we had looked at Chatham-Kent primarily because of the fact that they were in the same efficiency level as E.L.K.

MR. SHEPHERD:  So then let's turn to the restrictive covenants.  Your counsel has very helpfully included them in this, in Exhibit 1.  Thank you.

And you have also, in a very thorough answer to Interrogatory No. 2, I think, Schools No. 2 -- no, No. 3 -- set out your interpretation of how these restrictive covenants in 10.1 and 10.2 would affect the operation of the utility.

When we first read it, we thought it looked like your hands were pretty tied in terms of how you ran E.L.K. once you purchased all of the shares.

As I understand your answer, you are basically saying, as long as E.L.K. makes decisions based on business considerations and not based on sort of municipal preferences, it is okay.  Is that about right?

MR. MILLER:  Say again?  As long as...

MR. SHEPHERD:  As long as the decisions are made on business considerations, not based on preference between one municipality over another for non-business reasons, then you are okay?

MR. MILLER:  That's correct.

MR. SHEPHERD:  All right.  That solves, like, 99 percent of it, doesn't it?

So this stuff about the individual job losses and about relocation, those -- by the way, they came directly from the Chatham-Kent offer; right?

MR. MILLER:  Yes.

MR. SHEPHERD:  And so you had to put them in your deal, because you had to match Chatham-Kent?

MR. MILLER:  Yes.

MR. SHEPHERD:  And if I understand your plan, it is you're not doing anything to change how this business is going to be run?

MR. MILLER:  No.

MR. SHEPHERD:  You are just changing ownership?

MR. MILLER:  Yes.

MR. SHEPHERD:  But you are happy with how it is going?

MR. MILLER:  We are very pleased with it.  We think it is one of the most efficient companies in Ontario and we want to keep it that way.

MR. SHEPHERD:  So you're not going to change the philosophy; you're not going to change the scope.  You are going to leave it as it is.  If it ain't broke, don't fix it?

MR. MILLER:  That's right.

MR. SHEPHERD:  Okay.  And so I take it you will agree that if as a result of incentive regulation management sees opportunities to approve efficiency -- cutting staff, outsourcing, et cetera -- those decisions, they wouldn't be contrary to this agreement, right, as long as they're business decisions?

MR. MILLER:  That's right.  As long as they were recommended and approved by E.L.K. management.

MR. SHEPHERD:  Now, one of the conditions in 10.2 is that you won't close the service depot in Essex.  Now that I see the map, it looks to me like you are happy to agree to that because how could you run the utility if you didn't have a service depot in the middle of the service territory?

MR. MILLER:  That's correct.  C-K-E had committed to keep a service centre in Essex.  We had to match those terms.  Obviously, that is where we're going to keep our service centres, right in the centre of our service area.

MR. SHEPHERD:  Yes.  So even if you didn't agree to it, you would still keep it there, right?

MR. MILLER:  Yes.

MR. SHEPHERD:  Yes, exactly.  Okay.

One of the things you agreed to was that you will maintain the capital spending plan.

MR. MILLER:  Yes.

MR. SHEPHERD:  The capital spending plan goes out a few years and has specific amounts that you are going to spend on specific things.

Do I take it as correct that if as a result of an economic downturn, for example, there is less growth and you don't need as much capital spending, it wouldn't be wise, that you can reduce your capital spending and not be -- not run afoul of these provisions?

MR. MILLER:  We think we could.  Shall I elaborate, or...?

MR. SHEPHERD:  Yes.

MR. MILLER:  The capital plan was approved prior to talk of the electric parties selling their shares.  The only thing from 2008 that has not been done is some of the smart metering, and that is because of this hearing.  They didn't want to find out that at some point they were going to be owned by someone else who had a different metering system, so they have held off on that.  So that three-year program now becomes an '09/'10 program.

MR. SHEPHERD:  Sorry, let me just stop you.  Because Chatham-Kent, being the other bidder, has their own specific -- doesn't have the same smart metering system that you are implementing.

MR. MILLER:  I am not sure if C-K does or doesn't, but because of the uncertainty, E.L.K. management decided they should hold off and keep that money and do the smart metering next year.  They thought it was prudent.  They did ask my opinion, even though my opinion really should have no impact on them, but I certainly agreed with them.

Other than that, there is only one capital item that might get deferred, and that is because of negotiations with Hydro One.

MR. SHEPHERD:  Okay.  Nothing to do with this deal.

MR. MILLER:  Nothing to do with this deal.

MR. SHEPHERD:  One of the conditions is that E.L.K. will continue to be a "facilitator of economic development".  I take it that this condition isn't a change in how you do business, how E.L.K. does business.

MR. MILLER:  The words continue to be -- to me means business as usual.  It has very little impact, in terms of us being the owner.  It might have meant something to C-K.  It means nothing to us, because we already are as much of a facilitator of economic development as we think E.L.K. should be or E.L.K. is already.

MR. SHEPHERD:  So that wouldn't affect your decision about where to locate facilities?

MR. MILLER:  No.

MR. SHEPHERD:  You would still -- E.L.K. would still make those decisions on a business basis?

MR. MILLER:  Absolutely.  To us, that term "facilitator of economic development" means when somebody wants to put in a subdivision, we snap to it and put in the hydro lines, but, I mean, that is -- E.L.K. does that anyway.

MR. SHEPHERD:  Now, the interpretations of the share purchase agreement that you have just described that are in your interrogatories, and indeed, the ones that your counsel has described in the opening statement, these are what Essex understands the agreement to be, right?

MR. MILLER:  Yes.

MR. SHEPHERD:  You were part of these negotiations with Lakeshore and Kingsville?

MR. MILLER:  Through our solicitors.

MR. SHEPHERD:  Is it your understanding that that is what Kingsville and Lakeshore think these mean?

MR. MILLER:  It is my understanding that that is what their solicitors understand.  If I may elaborate just a little bit?

MR. SHEPHERD:  Go ahead.

MR. MILLER:  When we were required to meet C-K's offer, C-K and the sellers had never negotiated an actual share purchase agreement.  All there was on the table was an offer that we were required to meet.

So through solicitors for all parties, we were required to put that offer into the form of a share purchase agreement.  And I think, you know, from our side we did quite well.  Like, that 10.3 may not have been there had they ended up negotiating an agreement with C-K.

Our solicitors, you know, consulting us, said, 'Well, you know, the way to make sure that these things don't harm E.L.K. is to get that 10.3 in there,' plus the other -- the line about not being able to lay off staff strictly as a result of the change.

That may not have been there under C-K agreement.  We don't know.  But we made sure it was there.  So basically, anything we thought harmful, we negotiated something that would neutralize it.

MR. SHEPHERD:  Thank you.

Let me turn then to the financing.  And the first thing I want to ask is about these two promissory notes you are requiring; $2.4 million, right?

MR. MILLER:  Yes.

MR. SHEPHERD:  I take it you will agree that 7.25 percent is well above the current market for notes of that type?

MR. MILLER:  I understanding -- yes, I would agree with that, yes.

MR. SHEPHERD:  Okay.  What is the rate on the bank line right now, in terms of percent?  I understand it is prime or B.A. plus a half, but what is it in percentage right now?  Is it around 5?

MS. HUNTER:  It is around 5 percent, just between four and a half and 5.

MR. SHEPHERD:  Okay.  And that would be roughly the market for term debt for this sort of thing?

MR. MILLER:  Yes.

MR. SHEPHERD:  Okay.  Now, these notes are demand notes.  And you had a ten-year repayment plan in place, right?

MR. MILLER:  Yes.

MR. SHEPHERD:  But you stopped it in 2007.  You still took the money, but you called it a dividend instead of calling it repayment of debt, right?

MR. MILLER:  Yes.

MR. SHEPHERD:  Why did you do that?

MR. MILLER:  E.L.K. did that.  We didn't do that.  But our understanding of the background was that -- I believe it was Kingsville.  I don't know if Lakeshore was involved or not, but Kingsville refused to have that -- a repayment that year and wanted a dividend instead.  We never consulted with them to understand why.

We have never made demands ourselves on E.L.K. for dividend on interest payment or anything else.  The board decides what they're doing.  We take what they send us, or nothing, if they don't send us nothing.  We just put it in the bank anyway if they send us money.

So I know it was at the initiation of Kingsville, who refused to agree to the repayment which was required by the shareholder's loan -- or shareholder's agreement.  I can't speak for them as to why they felt that was a preferable option.

MR. SHEPHERD:  Are you planning -- after closing, are you planning to reinstate that repayment plan, or are you -

MR. MILLER:  No.

MR. SHEPHERD:  It's going to remain suspended?

MR. MILLER:  Yes.

MR. SHEPHERD:  Because of the bank requirements?

MR. MILLER:  Because of the bank loan, and because it is a good investment.

MR. SHEPHERD:  Oh, yes.

Now, this money is coming out of the landfill reserve?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  The 2.4 million?

MS. HUNTER:  Yes.

MR. SHEPHERD:  The landfill reserve is about three and a half right now?

MS. HUNTER:  In that neighbourhood, yes.

MR. SHEPHERD:  And it is currently invested in the bank at 3 percent or something?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  I think that is what you said --

MS. HUNTER:  Well, at the time of preparing this, it was around 3 percent.  It is not that now.

MR. SHEPHERD:  It is smaller now?

MR. MILLER:  Aren't they all?

MR. SHEPHERD:  So from the point of view of the City - or the town, rather, you are switching out an investment in a bank loan to an investment in the utility and increasing your interest rate, your return on the reserve funds?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  Okay.  Now, you are paying a purchase premium about 1.8 million, which is about just under 22 percent of the book value of the equity, right?

MS. HUNTER:  That's correct.  That was based on December 31st, 2007 financials.

MR. SHEPHERD:  And the reason it has changed is because you have accrued earnings this year, which have increased the shareholder's equity?

MS. HUNTER:  Yes, that's correct.

MR. SHEPHERD:  And the price didn't change accordingly, so the result is that the premium is reduced.

MS. HUNTER:  That's correct.

MR. SHEPHERD:  Okay.  The premium is on the equity, right?  You are not paying a premium on the promissory notes.

MS. HUNTER:  Well, it is just the difference between the equity, the promissory notes, the difference being the premium, so I don't know how you would want to look at it.  I would say the promissory notes are the promissory notes.  So any premium would be on the equity.

MR. SHEPHERD:  Okay.  Now, in Board Staff Interrogatory No. 1 in section D - I wonder if you can just turn that up - Board Staff asked the question -- asked you to confirm that the premium will be recovered through efficiency gains in the utility.

Your answer was, We're not going to change how the utility operates.  I take it that means you are not really planning to recover the premium in terms of improved ROE?

MR. MILLER:  That basically is it, I would say.  There may be minor efficiencies that E.L.K. management themselves find based on -- it may be easier to get things passed because of some owner, but we are not going to impose efficiencies on E.L.K.  We are prepared -- that premium might be two years' worth of profit.  It might be one year's worth of retained earnings. 


We are just willing to let that go to paying the premium.  We have no need or intention of taking money out of E.L.K. for the foreseeable future.

MR. SHEPHERD:  You are financing this with an $8 million bank loan, plus E.L.K. has 2.6 million in excess cash.  So it is going to pay you out $10.6 million, which is basically your costs, less the promissory note cost; right?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  So the promissory note money comes from the landfill reserve, and the equity money and the premium comes from E.L.K.?

MR. MILLER:  Yes.

MR. SHEPHERD:  Okay.  And so you have taken out -- you had some cash already, and you have also taken out a bridge loan to put money into escrow; right?

MS. HUNTER:  Yes.

MR. SHEPHERD:  As soon as the transaction closes, you will then get this $10.6 million, pay off the 10.6, replace your funds -- your own cash that you used, and so your actual acquisition will not cost anything?  I am not saying that in a bad way.  It is a good thing.

MR. MILLER:  It sounds like a good thing to me, other than just the investment in the shares, which really isn't a cost or the loan, because the loans are still there, yes.

MR. SHEPHERD:  Okay.  Now, the effect of this is that currently E.L.K. has about 47 percent debt or so, and it's going to go up to 76 percent.  Am I about right?

MS. HUNTER:  That is if you include the -- or you exclude the shareholders' loan as equity. 


The bank, as well as ourselves, consider the shareholders' loan to be equity, because there is no provision for repayment of that in the -- as long as the TD Bank loan or whatever loan is outstanding.  If you consider the shareholders' loan based on the September financial statements of 2008, the debt-to-equity is actually 50-50.

MR. SHEPHERD:  Well, now the shareholders' loans -- which will total 3.9; right?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  -- there's security on them; right?  They're secured debt?

MS. HUNTER:  That's correct.

MR. SHEPHERD:  Now, they are postponed to the bank, but they're not equity; right?  They're secured debt?

MS. HUNTER:  Except for the bank is considering them as equity, because there is no intent at this point to repay them.

MR. KAISER:  But your auditors surely do not consider them as equity, and they're not going to show them as equity on a balance sheet.  I mean, you have discussed this with your auditors --

MR. MILLER:  Yes.

MR. KAISER:  -- I presume?

MS. HUNTER:  Yes.

MR. KAISER:  What do they say on this question?  Yes, you can treat them as equity, or, no, we will have to show it as debt?

MR. MILLER:  Our auditor's comment in terms of our financial statements, on our financial statements they're equity for the town.  It is an asset of the town.

MS. HUNTER:  That's correct.

MR. MILLER:  I would suggest that in a formal sense any auditor would say -- sorry, you're an auditor.  I'm not -- or accountant, and it is secured debt, but our bank considers it equity, in terms of calculating loan rates and how much they want to lend us.

MR. KAISER:  I raise this because we just finished a little case down in Aylmer where the auditor for the utility acknowledged that they were going to have to treat preferred shares as debt.

So however you think about it and however your bank thinks about it, when we see the financial statements for this utility, it will be debt.

MR. MILLER:  Yes.

MR. VLAHOS:  Mr. King, are you aware of whether the Board has dealt with that very specific issue about E.L.K.?

I recall there was a similar issue of a note being proposed as equity, but the Board had not accepted this.  Do you know whether it was E.L.K. that was involved in that case?

MR. KING:  No.  We have never served at E.L.K.'s counsel.  The closest sort of analogy I can come up with is the hearing we had in Aylmer, and that dealt with preferred shares.

MR. KAISER:  That's right, you were on that.

MR. KING:  Yes.  That was as close as it gets for me.

MR. VLAHOS:  I do recall exactly what we are talking about, but I cannot recall the system.

MR. KING:  Again, an accountant would have to deal with them as debt, obviously.

MR. SHEPHERD:  The promissory notes, the 7.25 percent promissory notes, they're demand notes, so I assume the amount in rates is actually the deemed rates; is that right?

MR. MILLER:  I am not sure I understand the question.  I am not an accountant.

MR. SHEPHERD:  Well, E.L.K. is paying you 7.25 percent?

MR. MILLER:  Yes.

MR. SHEPHERD:  And right now the other shareholders.  But how much is it recovering in rates from its ratepayers, 7.25 percent or 6 percent?

MR. MILLER:  That is my understanding.  Our understanding was that the time that those notes were there, that was the prescribed rate, or maybe it was the prescribed maximum rate set by the Board.

MR. SHEPHERD:  I see, I see.

MR. MILLER:  Apparently those rates are lower now, but at that time the prescribed rate was 7.25.

MR. SHEPHERD:  Now, as a result of this transaction, then, you will have about 76 percent leveraging.  If you just treat it as debt as opposed to -- I understand why you consider it quasi equity, but if you just treat it as debt, that is high leveraging for a utility; right?

MR. MILLER:  Well, it is higher than the prescribed --

MS. HUNTER:  Yes, I would say so.  However, the bank does not consider it high leveraging in this particular circumstance.

MR. SHEPHERD:  So the reason why you are going to suspend dividends, I assume, is that over time the suspension of dividends will bring your equity ratio back closer to the Board-approved level; right?

MR. MILLER:  Yes.

MR. SHEPHERD:  And in the meantime, the Board-approved rates are based on 47 percent equity, even though you will only have 26 percent equity; right?

MR. MILLER:  Hmm-hmm.

MR. SHEPHERD:  And the result will be that E.L.K. will then be recovering much higher amounts for cost of capital than it's actually incurring; is that fair?

MR. MILLER:  Recovering through rates?

MR. SHEPHERD:  Yes.

MR. MILLER:  No.  I would say we would be recovering less than they're incurring and producing a profit.

MS. HUNTER:  It is not our intention to recover more through rates.  It would be our intention that the bottom line would decrease.  Therefore, our equity would -- we wouldn't have as large a bottom line.

MR. SHEPHERD:  Equity costs about -- a utility about 15 percent when you add the rate of return plus the taxes, and interest is about 7 percent.  So if you have 60 percent -- rates are based on 60 percent -- or 53 percent, I guess, debt and 47 percent equity.  Then the rates will recover a higher amount than the actual cost, because you will have 76 percent debt; isn't that right?

MR. MILLER:  I can't say yes or no to that.

MS. HUNTER:  I am not a professional in rates for electrical.

MR. SHEPHERD:  I will save that for argument.  So my next question is going to be:  Have you calculated the dollar impact of over-leveraging?  I take it the answer is no?

MS. HUNTER:  I don't know.

MR. MILLER:  Ask the question again, please.

MR. SHEPHERD:  My question was going to be:  Have you calculated the dollar impact of over-leveraging in terms of -- collected in rates versus actual cost of capital?  I take it the answer is no?

MR. MILLER:  The impact on E.L.K.?

MR. SHEPHERD:  Yes.

MR. MILLER:  No.

MR. KAISER:  Mr. Shepherd, can you clarify something?  You discussed the postponement of interest or dividends, or whatever it's been called.

Is that just until the TD note has been paid off, or what?  How long is that postponement?

MR. SHEPHERD:  Right now it is indefinite; right?

MR. MILLER:  Yes.

MR. SHEPHERD:  You don't have a plan that it will go for five years or something like that.  Right now, you are looking at making the TD note a three-year note?

MR. MILLER:  We're going to make the TD -- our plan is to recommend to E.L.K. to make the TD note a three-year note, because that is the most open in terms of repayment.  There are no principal payments required.  It is interest only.  But if cash flow is good, we can repay any amount of principal at any time.

If we go to anything beyond a three-year right now, then it is an amortized kind of loan.

MR. SHEPHERD:  Well --

MR. KAISER:  The interest that you are not paying in whatever period of time you tell us on the town's note to the utility, is that interest being accrued so that ultimately it will get paid, it is just a question of timing?  What is the arrangement contemplated? 


MS. HUNTER:  I am not understanding. 


MR. MILLER:  I don't think we really said that we're not paying the interest on the town's notes.  We are saying that if cash flow is such that it is -- that E.L.K. prefers not to pay that interest, then we will forego it, and --

MR. KAISER:  I misunderstood.  I thought I heard that you weren't -- for a period of time were not going to pay interest.  But you are going to pay interest on both the TD note and the town note? 


MR. MILLER:  Yes, unless it creates a cash-flow crunch.

MR. KAISER:  One, I guess, was annually, the other is monthly, I assume.

MR. MILLER:  Yeah, we were not going to pay the principal on the...

MR. KAISER:  All right.  I misunderstood.

And when -- I guess that raises the obvious question.  When would you get around to repaying the principal?  I understand the TD note becomes open after three years, and you may pay down some principal then, or all of it? 


MR. MILLER:  Yes.  Yes.

MR. KAISER:  What about the town's note?  When will you look at paying principal on that?

MR. MILLER:  Not until we absolutely have to, or until somebody else is offering us better interest rates on it, but it is a good investment. 


MR. KAISER:  I take it the terms of the TD note in any event would prevent -- well, I shouldn't put it that way.  You can confirm -- the terms of the TD note would prevent you from paying principal on the town's note until the TD was paid off? 


MR. MILLER:  Yes.

MR. KAISER:  Thank you.

MR. MILLER:  May I -- one further point on when the 3.9- might be paid back to the town.  Our understanding is that, under the Municipal Act, it has to be paid back in 2012.  It has to be paid off within ten years when we put money in.  We can then turn it around and reinvest it, if that is advisable, at whatever the prescribed rates are at that time. 


So that 7.25 will disappear no later than 2012 anyway.  And TD is aware of that provision in the Municipal Act and has already said that when that time comes they will agree to us paying it back and reinjecting it as a new shareholder loan.


MR. KAISER:  That is probably why you picked the three-year term for the TD note. 


MR. MILLER:  That would be one of the reasons.

MR. SHEPHERD:  Let me just clarify.  Under the terms of the TD loan, it is not open after three years.  It is open anytime, right? 


MR. MILLER:  We can make repayments of principal anytime, any amount. 


MR. SHEPHERD:  And if you go longer than three years, then you lose that flexibility? 


MR. MILLER:  We lose some flexibility?  Is that correct?

MS. HUNTER:  Yes, we do, yes, we do.

MR. MILLER:  Yeah.

MR. SHEPHERD:  And you also optimize the interest rate by doing that.  Three years is a very low interest rate. 


MR. MILLER:  Yes. 


MR. SHEPHERD:  Now, under the arrangements you are proposing then, you are going to have, let's say a 4.7 or 4.8 percent loan with TD, and a 7.25 -- or, sorry, E.L.K. is going to have 8 million from TD at 4.7 or 4.8 or whatever, and 3.9 with the town at 7.25.  But if it has extra cash, it isn't allowed to pay down its high-rate debt; is that correct?

MS. HUNTER:  That's correct, by the covenants of the agreement with the TD, yes. 


MR. SHEPHERD:  So what I don't understand is, if the bank's treating these promissory notes, the new ones that you are getting from Kingsville and Lakeshore, and your old one, for that matter, as equity, and you have an over-leveraging anyway, because you are going to go up to 76 percent, why didn't you just convert them to equity?  Did you consider that? 


MR. MILLER:  We have talked about it since the time.  At the time that Donna -- or Ms. Hunter's PowerPoint was done, we were under the gun to just come out with a way that this deal could work, so that council was comfortable proceeding with 100 percent rather than 50 percent. 


So -- and even at this time we're not totally married to that particular financing, but it seems to be working best.  If the board required that in order to keep our debt/equity ratio in line, it could be converted to equity.  That wasn't our choice, because showing it as a loan on our books is a lot cleaner -- the town's books.

MR. SHEPHERD:  Why? 


MR. MILLER:  It is more -- again, I am not an accountant, but -- she will correct me -- it's just, it seems to be easier to account for.  It is a loan.  It is $3.9 million.  You don't have to wait for E.L.K.'s statements before you can do our statements each year to see what our value of the equity is.  It is a loan. 


MR. SHEPHERD:  But you have to do that anyway, because you --

MR. MILLER:  And I thought of that. 


MR. SHEPHERD:  It makes no difference to you.

Okay.  Those are my questions.  Thank you. 


MR. KAISER:  Thank you.

Ms. Cochrane?

MS. COCHRANE:  Mr. Chair, would you like to take a morning break at this point, or would you like me to start my cross and then...?

MR. KAISER:  What suits you? 


MS. COCHRANE:  We are flexible. 


MR. KAISER:  We will take a break and come back in 15 minutes.

MS. COCHRANE:  What time? 


MR. KAISER:  15 minutes. 


MS. COCHRANE:  Okay. 


--- Recess taken at 10:55 a.m.

--- Upon resuming at 11:37 a.m.

MR. KAISER:  Please be seated.  Mr. King, before we start, do you have anyone here from the utility?

MR. KING:  No, we don't.

MR. KAISER:  Is there any reason for that?

MR. KING:  Other than the application only has to be brought by the town and the Board procedural order said we would have a witness available so we didn't require Mr. Audet to come to the hearing.

MR. KAISER:  Maybe you can help me, then.

I was just looking at the last decision.  There may be a more recent one, but this is the one we could find over the break.  The revenue requirement of E.L.K. Energy for rates effective May 1st, 2006 was approximately $3.8 million.

Is that still the case?  Are we still working on that basis, or is there a rate case subsequent to this one?

MR. KING:  I will check.  My understanding was the last rate decision was for May 1, 2008 rates.

MR. VLAHOS:  Was that a rebasing, Mr. King, do you know, or was it under the IRM?

MR. KING:  It was IRM.

MR. VLAHOS:  IRM, okay.  So there has not been any rebasing since the 2006 rates?

MR. KING:  That's right.

MR. KAISER:  Ms. Cochrane.
Cross-examination by Ms. Cochrane:

MS. COCHRANE:  Thank you, Mr. Chair.

Panel, you have indicated in the responses to Board Staff Interrogatory No. 3 and, as well, in your evidence this morning that you don't consider this proposed transaction as a significantly leveraged one.

I would suggest to you, and I would like you to consider, the fact that 8 million of the 10.6 million that is coming from E.L.K., that 8 million represents -- debt represents 94 percent.  So 94 percent of the financing for this transaction that E.L.K. is putting in is debt financing.

Now, leverage, and I am not an accountant, but as I understand it, refers to the percentage of debt as opposed to equity that is used to purchase a business.  Would you not agree that 94 percent is a significantly leveraged purchase?

MR. MILLER:  I wonder if you could explain again how you get 94 percent.

MS. COCHRANE:  Well, the amount that -- 94 percent is eight divided by 12. -- sorry, eight divided by 10.6, which is the amount that E.L.K. is contributing to the transaction.  And E.L.K. bank loan -- E.L.K. ultimately will be obtaining a bank loan of $8 million and using $2.6 million of its cash to facilitate this transaction.  So that is the 10.6 million.

MR. MILLER:  Okay.

MS. COCHRANE:  And of that 10.6, 8 million is a bank loan.  Eight million of 10.6 is 94 percent, if I got that -


MR. MILLER:  That I would have to disagree with.  Not your principle, but your calculation.

MS. COCHRANE:  Sorry, I don't have a calculator.

MR. MILLER:  Just calculating in my head, it is 70-some percent.

MR. KAISER:  Eight over ten is 80 percent, more or less.

MS. COCHRANE:  What was I at?  Where did I get that?  All right.  Well, obviously I am not an accountant, but the -- whatever the correct percentage is - and we will ascertain that with a calculator - it is -- still considerable portion of the purchase price is debt financing?

MR. MILLER:  Yes.

MS. COCHRANE:  Which would make it a leveraged transaction?

MR. MILLER:  Yes.

MS. COCHRANE:  All right.  Now, we have -- Board Staff has concerns that with a capital structure of 78-22 debt-equity ratio, this will affect E.L.K.'s ability to borrow further funds at favourable rates.

How can the applicant assure the Board that the utility will still have assured access to capital that it may require for infrastructure investments that it may need in order to provide sufficient, reliable and safe electrical supply?

MR. MILLER:  Is there any kind of dollar figure attached to that, or just general?

MS. COCHRANE:  Oh, for example, if there was, you know, a catastrophic weather situation and E.L.K. suddenly had to obtain $2 million to repair and upgrade its equipment, how can you assure the Board that with the debt load that it will be carrying, that it would still be able to access that kind of money?

MR. MILLER:  An amount of that range, we would probably be the financier.

MS. COCHRANE:  Sorry?

MR. MILLER:  The town would probably lend the money directly.

MS. COCHRANE:  So the town, as the owner and shareholder, is prepared to make a commitment to the utility that if it was financially distressed or in such a situation, it would inject capital?

MR. MILLER:  Yes.

MS. HUNTER:  Yes.

MS. COCHRANE:  What is E.L.K.'s expected need over the next five years, approximately, for its infrastructure?

Is there any need for upgrade or replacement of equipment?

MR. MILLER:  We only know of the next two years.  That was in the information.

MS. COCHRANE:  Is --

MR. MILLER:  Discussions with E.L.K. management have said that future years will be similar.  I have no idea what the projects would be.

MS. COCHRANE:  When was this -- this is the capital plan in your application material, I take it?

MR. MILLER:  Yes.

MS. COCHRANE:  Tab H of the MAAD application.  When was this prepared?  Let me put it simpler.  Was it before or after this contemplated transaction?

MR. MILLER:  Before.

MS. HUNTER:  Before.

MS. COCHRANE:  Has any of it changed as a result of -- if this transaction proceeds, will any of these numbers be affected in terms of how much the utility will be able to -

MR. MILLER:  Because of the transaction?

MS. COCHRANE:  Yes.

MR. MILLER:  No.

MS. COCHRANE:  Okay.  Just a couple of questions about the shareholder loans.

The 3.9 million that is Essex's, Lakeshore and Kingsville's loans, now, as I understood your evidence this morning, and I am sure it has been filed, you haven't clearly indicated that Essex will forego interest payments on account of the shareholder loans for the duration of the $8 million bank loan.

MR. MILLER:  That's right.

MS. COCHRANE:  Okay.  And in response to Board Staff Interrogatory No. 3, you have indicated that Essex, as sole shareholder, could forego such interest payments, as well as principal payments.

Would the proposed transaction still proceed -- and one of the -- I'm following up on what Mr. Shepherd has suggested to you, which is that Essex formally convert this shareholder debt to equity.

Would the proposed transaction still be able to proceed, or would that be absolutely unacceptable to Essex?

MR. MILLER:  We wouldn't have a problem with that.

MS. COCHRANE:  All right.  Your counsel --

MR. KAISER:  Did you say you would or would not?

MR. MILLER:  Would not.

MR. KAISER:  Would not.

MS. COCHRANE:  Your counsel has indicated that you would like to do some calculations over the lunch break, perhaps, and then you may be able to come back with an indication as to on what terms this would be an acceptable --

MR. MILLER:  We have done a paper calculation which we would like to confirm on the computer over the break, but if we were to take 2 million of the 3.9 and convert that to equity, the debt-equity balance would be pretty well right on.

MS. COCHRANE:  Sorry, by "right" on you mean?

MR. MILLER:  Right on 59-41 or 60-40.

MS. HUNTER:  Sixty-forty.

MR. MILLER:  Somewhere around 60-40, and I realize that this year is 57-43, but next year is 60-40.

MS. COCHRANE:  So we will come back after the lunch break and just confirm that with you whether that is a condition -- if the Board approves this transaction with that condition, whether that would be acceptable to Essex and what the debt equity ratio would be.

MR. MILLER:  It will definitely be acceptable to Essex if it is a condition.  It is not something we had planned to do, but we have talked about it and we have no problem in doing it.  We would just like to confirm what that number should be.

MR. KAISER:  Just so we are all clear, the number being the number to get it to 60-40?

MR. MILLER:  If that is acceptable, that's --

MR. KAISER:  That is what your goal is?

MR. MILLER:  Yeah, yes.

MS. COCHRANE:  Now, some questions about the dividend payments.  You have indicated that in response to Board Staff Interrogatory 3 that if Essex were also a shareholder, it could refrain from taking dividends.

You have provided copies of the town council's minutes which state that the town would forego dividends in the short to medium term.

Is there any indication as to what the town considers a short to medium term?

MR. MILLER:  Five years.

MS. COCHRANE:  What is that time period derived from?  Like, why say five years?

MR. MILLER:  I think because we figured that would be the minimum, that we would forego dividends in order to bring back the deemed debt ratio, and we would extend that, if needed.

MS. COCHRANE:  So it is not -- obviously, the bank loan, the $8 million bank loan, would not be paid off in eight years.

MR. MILLER:  Not entirely, no, I doubt it. 


MS. COCHRANE:  And the bank-loan document that was provided in the Exhibit No. 1, the negative covenants, number 3 refers to distributions and dividends, and there is a formula for calculating -- or a formula that determines whether dividends can be paid. 


Now, is it possible -- can you think of or -- think of a scenario under which it would be possible, you know, under this negative covenant for the -- for E.L.K. to still pay a dividend to Essex?  Because the reason I ask is, you know, I think what -- my understanding of the evidence is that, you know, E.L.K. is prohibited from making dividend payments to the shareholder on the basis of the bank-loan documentation.

But what I am suggesting to you, it is actually, the negative covenants does not absolutely prohibit the distribution of dividends.  It just says there is a formula that you have to use. 


And my question to you is whether there is, you know, a scenario or type of situation where the payment of dividends could still be made and comply with the bank loan --

MR. KAISER:  Well, as I read this, you can make dividends, provided you -- your EBITDA, your interest before depreciation -- depreciation and amortization, that meets the test.  You're not prohibited from making dividends.  You can only make dividends in certain circumstances, and in effect, it depends on your cash flow.  That's what EBITDA is. 


And then you may or may not have been suggesting further that, notwithstanding this document, you are prepared to forego dividends, period, for up to five years.

MR. MILLER:  It's our intention to forego dividends for a minimum of five years, not up to -- for a minimum of, and up to as many as it takes to -- that would be able
to --

MR. KAISER:  So just to shorten it, you have now, after discussing with Mr. King at the break, said there are two ways we can -- I'm paraphrasing -- there are two ways we can address this problem of being highly leveraged and having a much higher debt/equity ratio than 60/40.  One, we can put in some equity and solve the problem right away.  Or we can solve the problem over the longer-term by foregoing dividends, which would presumably allow the equity to build up by the amount of the deferred dividend.

So if you put the equity in right upfront, we come back after lunch and say, 'Guess what?  We're going to solve this problem.  We're going to put 2 million of this loan -- it's going to go in as equity,' and you wouldn't need that restriction on dividends, or does that alter your position?  Are you prepared to do both, I guess is what I might say.  You are prepared to forego dividends and also put in some equity, or one or the other, or what?

MR. MILLER:  We are prepared to put in the equity or forego the dividends.  I think if we put in the equity, then at some point within -- in less than five years there should be no problem with dividends.

MR. KAISER:  Well, in any event, you can't make dividends, period, unless you have the cash flow to do it.  That's what the bank has told you.

MR. MILLER:  That's right.

MR. KAISER:  Regardless.  And that includes dividends you pay to yourself under -- dividends you pay to anyone.

MR. MILLER:  Yes. 


MR. KAISER:  All right.  Thank you. 


MS. COCHRANE:  Now, a final sort of area I would like to cover is the $3 million credit facility that is available apparently only for smart meters. 


And in your response to SEC's Interrogatory No. 7, you indicated that would only be used if E.L.K. does not have sufficient internal cash flows. 


Now, given the fact that you are already paying -- that E.L.K. will be already paying out 2.6 million in cash as part of the financing for this transaction, what's the likelihood that it would actually have cash to -- or internally generated funds to pay for smart meters? 


MR. MILLER:  Not being E.L.K. management, I really can't answer that clearly.  I mean, the indications from E.L.K. management have been that they should be able to handle smart meters from cash flow, even after we take the 2.6.  We have no calculations.  It is advice to us from E.L.K.

MS. COCHRANE:  I'm sorry, I didn't quite -- your expectation is that they would be able to pay --

MR. MILLER:  For the --

MS. COCHRANE:  -- using cash?

MR. MILLER:  -- program from cash flow.

MS. COCHRANE:  Okay.

MR. MILLER:  But we can't guarantee that, because we are not E.L.K. management.

MS. COCHRANE:  All right.  Well, let's say that, you know, they can't make it from cash flow, because they've got considerable debt load, and they do have to draw on the $3 million credit facility.  What will the impact then be on the debt/equity ratio?  You know, if they have to borrow the entire 3 million, so now their debt to the bank is 8 million plus 3 million, so $11 million, what does the debt/equity ratio become at that point? 


MR. MILLER:  Well, that is the question I asked Ms. Hunter myself during the break, and we would have to look at that during the --

MS. COCHRANE:  All right.  So provide an undertaking that you will calculate the debt/equity ratio if the $3 million credit facility is added to --

MR. KAISER:  Well, you can do the arithmetic.

MS. COCHRANE:  Sorry?

MR. KAISER:  You can do the arithmetic.  It's pretty simple, if you add --

MS. COCHRANE:  Obviously, I can't, having...


[Laughter] 

MR. KAISER:  Well, you have all kinds of help here.  These guys can add and multiply. 


MS. COCHRANE:  So assuming then you use this entire 3 million credit facility for smart meters, what other credit facility does E.L.K. -- would E.L.K. have to -- if it needed cash for infrastructure? 


MR. MILLER:  Us.

MS. COCHRANE:  Just the town.

MR. MILLER:  It would have us.  I think they also -- just one moment. 


[Witness panel confers]


MR. MILLER:  E.L.K. also has a regular line of credit.  I am not sure of the amount.  10 million rings a bell, but it might be 1 million.  I really don't know.  I could find out.  But they never -- they don't touch it.

MS. COCHRANE:  Do you have any information that that line of credit would still be available at a favourable rate after it assumes all of the conditional debt?

MR. MILLER:  The indication from TD was that it would be.  We just aren't familiar with the amount.  I believe it is substantial.  We can find out during the break.

MS. COCHRANE:  Let me just go off the -- just give me a break for one minute.  I need to confer with my staff. 


MR. MILLER:  Sure. 


[Ms. Cochrane confers with Board Staff members] 

MR. KING:  If I could just take a minute.  I have exchanged e-mails with Mr. Odette, and I'm just going to confirm, the 3.8 million revenue requirement is still correct.  The 2008 rate application was under IRM.  They have an application in for '09, and their next rate rebasing is in 2010.

MR. KAISER:  All right.  Thank you. 


MS. COCHRANE:  Thank you.  I had some of these math-talking people able to assist me. 


Now, if you do the conversion of debt-to-equity and bring the -- of the shareholder loan and bring your debt/equity ratio down to the 60/40 or something very close to it, and then after that you take the $3 million credit facility that is available for smart meters, then what becomes of the debt/equity ratio? 


MR. MILLER:  Okay.  I think that is what we just committed to figure out during the break.

MS. COCHRANE:  Okay.  All right.  I wasn't sure if it was clear that it's based on the 60/40 basis. 


Just one final question about, you know, what other sources of funds or -- E.L.K. has in the event that it has to make a significant expenditure to improve its capital.  What insurance does E.L.K. have? 


MR. MILLER:  What insurance? 


MS. COCHRANE:  Yes.  I mean, for example, if there was a massive snowstorm or ice storm and it needed, you know, a million dollars to repair its equipment, with the insurance in place, that it --

MR. MILLER:  Oh, you're talking about their coverage, their insurance coverage? 


MS. COCHRANE:  Yes, exactly. 


MR. MILLER:  Okay.  I'm sorry, I don't know.

MS. COCHRANE:  You don't know? 


MR. MILLER:  No. 


MS. COCHRANE:  Okay.  And do you know if they are self-insured or if they have third-party insurance?

MR. MILLER:  I do know they're insured through some kind of electrical industry reciprocal, I believe.

MS. COCHRANE:  MEARIE?

MR. MILLER:  Yes.

MS. COCHRANE:  All right.  Well, just undertake to confirm that E.L.K. is insured through MEARIE -- that's Municipal Electrical Association Reciprocal Insurance Exchange, something to that effect -- and what the deductible is. 


MR. QUESNELLE:  Perhaps we could also include in that undertaking as to whether or not the assets that may be damaged in an ice storm would be covered. 


MS. COCHRANE:  Okay.  And just to go back to the undertaking, which I should have given a number -- it is Undertaking No. 2 -- to provide the -- to calculate the impact of the $3 million --

MR. MILLER:  Just on that.

MS. COCHRANE:  Okay.
UNDERTAKING NO. 2:  To confirm that e.l.k. is insured through MEARIE and any ice storm coverage, and to provide impact of $3 million

MR. MILLER:  If that $4 million was entirely borrowed, that would put debt equity at 66-34, assuming no further retained earnings in the meantime.

MS. COCHRANE:  Now, is that --

MR. KAISER:  That assumes 2 million went in as equity; right?

MS. HUNTER:  Yes.

MS. COCHRANE:  That's if the 2 million went in.

MR. KAISER:  That's the only way you get to 60-40.

MR. MILLER:  Yes.

MS. COCHRANE:  What if you didn't do the 2 million conversion to equity and it was the 76-24, and then you added on the 3 million?  What does that result in the debt-equity ratio?

MR. MILLER:  I can tell you that in about five minutes.

MS. COCHRANE:  Okay.  Those are all of my questions on cross.

MR. KAISER:  All right, thank you.

MR. MILLER:  If I could add, I understand Mr. Audet is listening in, so any of these undertakings that he has to provide information for, we should have it soon.

MR. KAISER:  Any re-examination, Mr. King?

MR. KING:  No, I have none.

MR. KAISER:  All right.  Given that there are some things outstanding, some important things outstanding, I suggest we break for lunch and if we come back in an hour, would that give you enough time, do you think, or do you want to come back a little bit later?

MR. KING:  If we could come back at 1 o'clock, that would be fine.

MR. KAISER:  All right.  Let's do that, then.  One o'clock.

--- Luncheon recess taken at 11:53 a.m.


--- Upon resuming at 1:06 p.m.

MR. KAISER:  Please be seated. 


Mr. King? 


MR. KING:  I have some of the undertaking responses.  The only one I don't have is Ms. Hunter's notes that accompanied her presentation to town council.  They're just not here.  We're going to have to provide those tomorrow.

MR. SHEPHERD:  Can I just interrupt?  Mr. Chairman, that was an undertaking that we requested, and I have advised Ms. Hunter during the break that we don't need it any more unless the Board wants to see it.

MR. KAISER:  I think we are fine with that, thank you. 


MR. KING:  Next was the calculation of the debt-to-equity ratios if E.L.K. tapped into the -- fully utilized that $3 million revolving letter of credit with TD, and that was on two scenarios.  The first scenario is where $2 million in shareholder's notes are not converted.  The second scenario is where $2 million of the shareholder loans have been converted to equity. 


So in scenario 1, where $2 million in shareholder loans are not converted, and then $3 million is borrowed on that revolving line of credit, that takes the debt-to-equity ratio to 78/22.  It is currently at 74/26.  I made a slight error in my opening statement. 


In scenario 2, where the $2 million in shareholder loans are converted to equity and then E.L.K. draws fully on the $3 million revolving letter of credit, that would have the effect of taking the actual debt-to-equity ratio to 67/33.  If they don't tap into that 3 million, then you are at 61/39.  


MR. KAISER:  So you are currently at 74/26, you've said.  If the 2 million of the 3.9 goes in as equity, that brings us to, what, 61/39? 


MR. KING:  Correct. 


MR. KAISER:  Thank you. 


MR. KING:  On the insurance details -- this is from Mr. Odette -- they are insured through MEARIE.  E.L.K. doesn't have the insurance add-on that would cover asset destruction from storms.  They self-insure for that risk for the following reasons.  And there are a few.

First is, E.L.K. thinks there is a low risk of significant asset destruction, because a good portion of their assets are underground and less susceptible to weather events.

E.L.K.'s six service areas -- remember, they serve the urban centres in that wide geographic area.  The six service areas aren't contiguous, and they range anywhere from ten to 25 kilometres apart.  So they think a significant asset destruction event is a low probability of that.

Historically, E.L.K. has had large cash balances.  They currently carry and have historically carried about half a million dollars' worth of inventory.  And to give you a sense, it is -- you know, the company has a net book value assets about 8 million bucks. 


And Mr. Odette said he had confirmed with TD that the $3 million revolving-letter-of-credit facility could be used for smart meters or "as needed" if there were an event.  So that is the reason why they self-insure.  It was his understanding that most utilities don't get the MEARIE add-on policy. 


That is the end of the undertaking responses.  We had -- I had spoken with Ms. Cochrane and Mr. Shepherd over lunch.  Our client would be prepared to accept the quick fix, as you called it before the break.  You said -- you quite rightly characterized that there is sort of two ways to address the issue of having a high debt level.  You could either forego dividends and do some other things that would eventually and gradually get you to the Board's -- bring the actual capital structure of the utility in line with the Board's deemed capital structure, or we could simply convert $2 million of the shareholder loans or whatever it is to get to the 60/40 immediately.  And we would be prepared to do that. 


MR. KAISER:  Thank you. 


MR. KING:  The only other submission I had -- and we spoke about this just before you came back into the room -- is that we -- if the Board were to issue an order, it is the request of E.L.K., actually, that the effective date of that Board order be January 31st.

I can't explain very well the reasons for that, other than, for accounting purposes for E.L.K., it would be helpful to have any Board order made effective as of January 31st. 


 MR. KAISER:  All right.  Do you want to proceed by way of argument?

MR. VLAHOS:  Mr. Chair, can I clarify something through Mr. King?

Mr. King, it is not just your client's understanding that whatever approval would come from this Board, it would relate to rates matters, such as, for example, the guarantee that the 7.25 percent we talked about return on the loan, that that is necessarily golden.  This is not a rates final.

MR. KING:  No, no, that's right.

MR. VLAHOS:  Okay.  You realize that.

MR. KING:  Yes.

MR. VLAHOS:  And your client realizes that.

MR. KING:  Yes.

MR. VLAHOS:  All right.  Thank you. 


MR. KAISER:  Are we ready to argue, gentlemen, Ms. Cochrane?  Okay.  Mr. King. 


MR. KING:  I've spoke with Ms. Cochrane.  Could I go last, only because, you know, my argument was made to some extent in a fairly comprehensive opening statement, and I would just be rehashing that. 


MR. KAISER:  All right.  Well, if you have nothing new to add, but I guess you've covered that in your response this afternoon on the undertaking. 


Mr. Shepherd?
Closing argument by Mr. Shepherd:

MR. SHEPHERD:  Mr. Chairman, there were two -- we had two concerns.  One was the restrictive covenants, and the other was the financing terms. 


One of the purposes of proceedings such as this is to get things on the record that clarify things like that.  This utility has been very forthright and clear in their answers on the restrictive covenants.  And it doesn't appear necessary, in light of their explanations, for us to be concerned any more.  The restrictive covenants do not appear to be a problem to us.

With respect to the financing, there are several components of this.  And I am speaking a little bit as a corporate lawyer.  And I have seen this sort of structure before a number of times.  We are not concerned about the new TD loan.  In fact, the low-rate debt is good for the ratepayers.  4.75 is better than 7.25.

We are not concerned about the $10.6 million dividend.  It appears to be smart structuring of the transaction, as long as it doesn't impair the financial structure of the utility, as long as the utility still is soundly financed at the end of the day, after paying out that $10.6 million. 


We are concerned about the 7.25 percent loans for a number of reasons.  One, obviously, is that if E.L.K. management has cash over the next few years, under the terms of the bank line, they can't pay out their expensive debt.  They can only pay out their cheap debt.  And that is not really good for the ratepayers. 


And the interest rate itself will be adjusted, in terms of recovery in rates, on rebasing in 2010.  So we are not really concerned about that.  However, we are concerned with a utility that has three-quarters of their capital in debt.

The company has responded to that in a sensible way.  It is a very well-run utility.  So you can see that their response is, 'If 60 percent is good, let's do it.'

And so that being the case, we have no concerns.  We think that the Board should order that this application be approved, that the one condition you put on it is that they convert their -- some of the promissory notes sufficient to bring themselves down to 60 percent debt ratio, as they have agreed, and otherwise, great, go for it. 


Those are our submissions. 


MR. KAISER:  Thank you, Mr. Shepherd.

Ms. Cochrane?
Closing argument by Ms. Cochrane:


MS. COCHRANE:  Thank you, Mr. Chair.

Board Staff is not opposed to the transaction in principle.  In many respects it may rationalize the -- it will rationalize the ownership structure of E.L.K., which may facilitate possible future transactions and amalgamations or mergers with other LDCs, as it would be easier for any prospective purchaser to deal with one shareholder rather than with three. 


However, staff is concerned with the unique structure of the proposed transaction.  We are concerned that the regulated entity's being leveraged for purposes of the applicant town, shareholder, acquiring control.

The -- well, without getting into the details, we have quite exhausted the discussion about the $8 million bank loan that will be a significant debt being taken on by the utility, and not the shareholder. 


The financing of this transaction poses significant obligation on the utility, and Board Staff is concerned that this may affect its financial viability.  This is a concern that's properly within the Board's jurisdiction under section 1 of the OEB Act.

If the Board is inclined to approve the transaction, Board Staff would submit and recommend certain conditions, and these are in the alternative.  The first is the one 
DECISION:


MR. KAISER:  Please be seated.

The Board heard submissions and received evidence this morning regarding an application by the town of Essex filed with the Board on September 18th of 2008 requesting that the Board grant leave to Essex to acquire all of the remaining shares of E.L.K. Energy Inc. that Essex doesn't currently own.  That application was brought pursuant to section 86(2) of the act.

By way of background, Essex currently holds 38 percent of the shares of E.L.K.  That holding dates back to 2000 when the hydroelectric commissions of these three towns in southwestern Ontario merged their assets.

The remaining shares are held by the town of Kingsville, which owns 38 percent, and the town of Lakeshore, which owns 24 percent.

Section 86(2) of the act states that no person, without first obtaining an order of the Board granting leave, shall acquire such number of voting shares of a distributor, that together with the voting securities already held by such person will, in the aggregate, exceed 20 percent of the voting securities of that distributor.

The Board, by way of preliminary motion, dealt with an application by the town of Essex that section 86(2) of the act did not apply to this particular transaction.  On December 31st, of 2008, the Board ruled on that matter and held that the section did apply and, accordingly, proceeded today to hear the application on its merits.

The transaction dates back to May 30th of 2008, when Lakeshore and Kingsville both received RFPs in response to offers to sell their shares.  Four different bids were received.  The successful bid was from Chatham-Kent.  Essex, however, had under the existing shareholders' agreement a first right of refusal, which they exercised.
Accordingly, Essex bought the outstanding shares, or, I should say, offered to purchase the outstanding shares for approximately $12.7 million.  The amount was $12,773,240, to be exact.

Two main concerns with this transaction were raised by all of the parties.  The first and perhaps most important related to the financing.  There are previous loans from these three towns to the utility, and those loans will continue.  Essex has a loan, under the contemplated transaction, of approximately 1.5 million.  The two other towns collectively have loans of 2.4 million, which must be picked up by Essex.  So that is a total loan of $3.9 million.

In addition, financing has been obtained from the Toronto-Dominion Bank.  The town loans, I should say, run at an interest rate of 7.25 percent, and are, as I said, in an amount of 3.9 million collectively.  The TD loan is an $8 million loan at an interest rate of 4.75 percent.  There is also a $3 million revolving line of credit that is mostly related to the purchase of assets such as smart meters.

So there will be a significant debt load and a significant increase in the amount of debt.  The utility is approximately at a 40/60 debt-equity ratio now.  Under this new financing scenario, that becomes approximately 74/26.  That is a concern which I will address in a moment.

I should add, however, that Board notes that under the TD loan there are a number of provisions that provide additional security, in terms of reducing the financial exposure of the utility.  There is a limit on distribution of dividends; and dividends or distributions cannot be made unless certain coverage ratios are met in terms of EBITDA.  There can be no repayment of shareholder debt without the bank's consent.  There is a negative pledge on the assets and no additional debt, including guarantees, can be made without the bank's consent.

The other matter of concern relates to what has been called post-closing covenants.  These are set out in section 10.2 of the Shareholder Purchase Agreement, which is filed in these proceedings.  Sections 10.2 and 10.3 also apply. 


The substance of these covenants is to provide certain protection to employees against termination or relocation.  However, on reviewing all of the language in these three sections, it is clear to the Panel that the discretion of the board of directors and management is not fettered.  They can proceed to make business decisions in the ordinary course, where those are required, without being restrained by these covenants.

The covenants essentially protect rare circumstances where the controlling shareholder would take certain actions to the detriment of the two particular towns that are selling their shares.  So that concern is met by the explanations of counsel and the witnesses.

With respect to the financial leverage, the Board is satisfied by the undertaking given here by counsel for Essex, and I presume on behalf of E.L.K., as well, that of the $3.9 million shareholder loan, 2 million will be converted to equity, and that amount will be paid over on closing.  That brings the debt equity ratio to approximately 61/39.  On that basis, the Board is prepared to approve the transaction. 


We would add, however, that there is a premium here.  It started out at $1.8 million on the basis of the financials of December 31st, 2007.  That premium arises from the purchase price of 12.7 million.  Of the 12.7 million, 8.5 million relates to 62 percent of the book value.  Essex of course already owned 38 percent, 2.4 million was the loans to Kingsville and Lakeshore, and the remaining 1.8 million was the premium.

Now, the premium looks to be about 1.1, based upon the financial statements of September 2008.  In any event, we have the assurances from counsel for the applicant and the witnesses that none of that premium will flow through to rate base, whatever amount that happens to be when this transaction closes.

So on the basis of those two undertakings, first the equity payment, the 2 million of the 3.9 million loan, and second the undertaking with respect to the disposition of the premium, the Board approves this transaction. 


The order will be effective January 31st of this year, as requested.

Those requesting costs will file the cost claims in the usual fashion and the Board will deal with it then.

Thank you, gentlemen, ladies.

--- Whereupon the hearing concluded at 1:40 p.m.
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