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--- On commencing at 9:09 a.m.

MS. BRICKENDEN:  We are on air.  Good morning.  Thank you for joining us again.  Hope today is as fruitful as yesterday.  I think we started having a little bit more back and forth in the afternoon.  We warmed up a little bit more in the afternoon, so we are hoping to kick it off this morning.

Paula Conboy and Andy Poray are going to start off with a brief introduction to Julia Frayer's presentation.  We are bringing in lunch today, just to remind you, so to keep things moving along, please stay close by.

I will hand it over to Paula and Andy.
Hydro One Networks Inc. and the Coalition of Large Distributors
Presentation by Ms. Conboy


MS. CONBOY:  Thank you very much, everybody.  Good morning, colleagues.  My name is Paula Conboy and I am here today on behalf of the Coalition of Large Distributors and Hydro One.

As Lisa mentioned, with me here today is Dr. Andrew Poray from Hydro One.  As well, we have Julia Frayer from London Economics, who we have jointly retained as our expert consultant.

Our plan today is to provide essentially two presentations.  Ms. Frayer's presentation will focus on three main issues; namely, the development of an appropriate X-factor for 3rd generation IRM, the specification of an appropriate inflation index, and the requirement for the incorporation of capital expenditures in a comprehensive price cap regime moving forward in the Ontario electricity-distribution industry.

The purpose of my presentation is to provide you with an LDC's perspective of the context in which we have operated over the past few years and will operate in the foreseeable future.

I hope this will provide you with an additional backdrop to Ms. Frayer's presentation later on, and Dr. Yatchew's and Dr. Cronin's, as well, but that it will always -- it will also give you information that will allow you to conceptualize some of the practical implications of the methodologies and recommendations made yesterday.

As Lisa mentioned, I was on the working group, as was Andy, and I was very fortunate to have been selected among this group to advise the Board Staff and its expert consultant in their deliberations on delivering 3rd generation IRM.

I think we can all agree, among the working group members, that the discussions were constructive and lively.  We all came out of the sessions with a better understanding and respect for individual views, and I think that is something that we have mentioned among the working group and we all feel the same way.

The time provided and perhaps a reasonable expectation about how long people can sit and listen to me talk prohibits me from covering all of the topics that we would like to comment on.

To that end, I have tried to focus my presentation on a few key issues.  That's not to say that if certain issues or input sought by Board Staff in their draft report are not covered in my presentation, they're not important to the distribution sector.  A more thorough set of comments will certainly follow in our written submissions next month.


And I would like to add that should the Board feel they would like us to come back in and answer any questions that arise from our written submissions, we would be more than happy to do so.

I would say, as well, given that Julia will be presenting some analysis on the methodologies that have been contemplated so far and perhaps provide some alternatives, I think it is probably only fair that we do come in for another round so that Board Staff's expert consultant can have an opportunity beyond today to ask us questions, and we would welcome that opportunity to come back.

This regime is really our bread and butter for the next few years.  We can't underscore that enough.  It's going to dictate how we carry on our business of delivering safe and reliable power to our customers.

Let's make sure that we take the time to understand each other's views and assess the implications on all of us, the distribution sector, our shareholders and our customers.

So on to the meat of my presentation.  Let me assure you that the CLD and Hydro One are supportive of the concept of incentive regulation for setting rates.  The world in which we operate has dramatically changed with incorporation and market opening since 2002.

Government and regulatory policy changes have continued to change since market opening, creating additional complexities and, of course, opportunity.  I will never forget Dr. Yatchew's comments when we were discussing 2nd generation IRM, when he said that, in chaos comes innovation and opportunity, and I think we have seen a lot of those examples.

But the change in increasing complexities do not show any signs of abating in the foreseeable future.  If anything, life in the distribution sector is about to get even more chaotic.  My point is we have not been in a steady state, business as usual, in several years, and I don't think we're going to reach a steady state any time soon.

So with all of these additional complexities, we now have these new cost pressures.  In fact, we're still trying to recover from some of the old cost pressures, a topic that we touched on very briefly yesterday with the regulatory assets.  We have got an obligation to connect safe, reliable and affordable power to our customers.

How can we best achieve this?  Well, let's superimpose a regime that makes the regulatory process more efficient, provide incentives for utilities to meet these pressures in the most efficient and effective way, and to improve its overall performance and ultimately make it a win-win scenario; allow the benefits to be shared more equitably between the utility and its customers.

And we would suggest that the ultimate goal is to use performance-based regulation to set distribution rates with rewards and penalties for performance in delivering effective service to our customers at reasonable rates.

But let's consider the practical issues and the scope of improving efficiency and performance.  Let's make sure we're practical and reasonable about it.

I have to tell you that my executive sure took note about the importance of 3rd generation IRM when we did some calculations of the practical implications of different X-factors and inflation factors that may arise.

For example, if we were to set X equal to inflation, at PowerStream, we would have to reduce our O&M by over 50 percent in the next five years to meet our most conservative estimates of capital requirements, customer additions and meet our target ROE.  That is 50 percent O&M reductions over five years, and we're not an older LDC, like, with huge capital replacement requirements, such as my colleagues from Toronto and Ottawa.

So this is big, folks, and I urge you to do some of those calculations where a small change in X does have big implications on our bottom line.

But, Jay, you will be happy to see that up there.  In the quest to do it right, I will come back to a statement that you made in one of our early working group meetings, and I think we all came back to that point throughout many of our deliberations.

We recognize that perfection is the enemy of the good.  I think we can all agree on that.  Let's all agree, as well, that IRM is a work in progress.  We are not starting from scratch.  We have learned a lot from 1st generation IRM.  I think Dr. Cronin may touch on that this afternoon.

I would suggest we have learned a little less, though, from 2nd generation IRM.  I think we can all agree that it was a price -- it was a rate change methodology.  There certainly wasn't enough time, and I would suggest the design wasn't appropriate that we could really call it an IRM.

We have also been through the gas IRM proceeding.  Many of the intervenors are well-versed with what went on with the gas.  So I think we can learn some lessons from there.

We don't expect to solve all of the issues in the first round, but let's give priority to some of the areas where the greatest gains are in prospect.  Let's identify which issues might be solved in the next round.

We need to put in place a mechanism that can evolve with time.  We need to get on the right path at the outset, though.  We might not get down that path as far as we would like right away, but let's start down the right path right away and avoid future big swings in direction.

Miss Frayer will talk more about that as we advocate for greater use of Ontario data.

We need to identify priority issues that we start with, because these impact LDCs in the near term.  Perhaps that also touches on some of the comments that I have made, but let's get a laundry list out.  Let's prioritize what we need to do right away, so that we can meet our infrastructure challenges, meet the government and regulatory objectives and attract an appropriate workforce to our industry, allow adjustments to be made as we gain experience with IR, and avoid drastic changes in regulatory framework, which introduce uncertainty to everybody.

There are limitations which need to be addressed but which need not prevent starting down the IR path.  We would suggest that many of these related, as I said before, to the Ontario data.  And Miss Frayer will talk about that in greater detail.

Key initiatives:  Throughout our deliberations in the working group and discussions with my CLD and Hydro One colleagues in other regulatory -- oh, maybe I will use that right now.  Thanks.  You're ahead of me.

Other regulatory initiatives like the RRR reporting requirements, distributor cost comparison, and also as a member of the EDA, I think we can all agree and I am sure that consistent data and reporting is needed if we're to move forward in this industry.

Intervenors have discussed the need to have a greater access to data reported by LDCs.  In fact, we have also come up against confidentiality issues too, as we've been trying to analyze the distributor data.

So let's design a regime that gives us the incentive to push, to get moving on, to get the data right so that it is accessible and comparable.

We need to develop a regime that recognizes the diversity in industry structure.  Here we have two relatively – and I say "relatively" because it is relative to the electricity industry - two relatively similar gas companies that have been in the regulatory game for much longer than we have.  And having two very different IRM schemes.  Sure, we're not advocating for 3rd generation that allows for individual plans, but let's be careful when we say that we need a core plan, to make sure it does not imply rigidity.  There needs to be enough flexibility in it so we can ensure that LDCs can operate without compromising safety and reliability or pushing everything off to the rate rebasing year and face rate shock when that actually comes.  But I will talk a bit more about diversity or heterogeneity in a minute.

We need to recognize the differentiation in capital investments across the industry.  I don't want to steal Miss Frayer's thunder for her presentation, and Dr. Yatchew will also likely cover it in his presentation, but this issue certainly bears repeating: capital investment is a huge issue.  It is a huge issue for LDCs with significant replacement requirements.  It is a huge issue for fast-growing LDCs such as PowerStream.

We have just put in a TS last year and we have two more TSs scheduled for 2009 and 2013.  We have an obligation to connect.  We can implement our best efforts in CDM, but these TSs will be required, and if the timing is such that we can't cover them in rate, our bottom line is dramatically affected; so are retained earnings that we'd like to put back into the business.

As I mentioned before, we need to recognize the fact that we have not been, nor will we be in, a steady-state environment in the near future.

I was very pleased to see Board Staff's figure on page 17 of its discussion paper, outlining the allowed distribution rate increases since 2001.  I think that many people would have been surprised when they focussed on this, and the conclusion that we have, in effect, been operating under a form of price cap since 2001.

As we discussed briefly yesterday, since 1993, as unbundling, I think we can agree, was not a cost-of-service rebasing year.

We have in effect been absorbing many of these costs since 2001.  So we aren't coming out of the gate with a lot of padding.

On to the data requirements.  Let me go back to a point that I raised on a previous slide relating to data collecting and reporting.

Board Staff consultant is proposing to use US data to calibrate productivity growth.  And sure, it is appealing to use that data because it is there.  It is more to complete and PEG is familiar with it.  I am not trying to be critical.  It takes a great deal of time and effort to understand and analyze a data set.  What's being collected?  Does it pass a sanity check?  What type of analysis is being done on that data?  And what are the conclusions of the analysis?  Does it make sense?  Does it make overall sense?

Our expert consultant and Dr. Yatchew are both looking into this.  We have been provided -- through the data that we have been provided to date, and the associated analysis that has been done.  But it does take time to get familiar with it.

We would suggest that the US data, while appealing, doesn't reflect our own reality here in Toronto.  We need to get on a path, as I had said, in the direction that gives us an incentive to work on the Ontario data set and improve it so we have a robust and reliable made-in-Ontario data set.

Given the need to improve the quality and time series of data, we need to agree what type of data needs to be required to support IRM requirements, allow the LDCs to review current processes and, if necessary, develop new processes that will ensure we collect and report consistent data.  This should be an immediate priority.  I know that Frank Cronin will also touch on this issue this afternoon, so perhaps we can open the floor at that point to see how best we move forward.

The aim will be to create greater transparency, and minimize, to the greatest extent practical, any data interpretation.

Now, we have just received the benchmarking report results, of which some are substantially different than earlier reports.  So, many stakeholders need to take time to absorb the changes in assumptions, in methodologies, conclusions and implications of PEG's more recent findings, before we can have a full discussion on those findings, let alone suggest that we base a regulatory regime on the findings.

I will point this out - quite embarrassingly so, because you will all find it out anyway - PowerStream has gone from ranking 33rd out of 83 in performance, to 66th out of 86 in the most recent report.  We're really having trouble reconciling how the numbers were calculated, and intuitively, this really doesn't make sense for us.  We have put in many efficiency gains since our mergers, so we need some time to understand how those conclusions have come about, and even replicate some of the results before we can look at that.

Not only have we experienced significant cost pressures since incorporation going forward, LDCs have different, from each other and from the gas industry, cost pressures over the next three to five years.

Those of you who are on the working group will have seen this slide that Andy had put forward, I think, in our first presentation.

Given that TFP measures the change in output relative to the change in inputs, perhaps it is not hard to fathom the results from PEG's slide 33 that showed the productivity results calculated with Ontario data.

Even between 1997 and 2002, there were substantial changes in the industry; several mergers and acquisitions, incorporation, and market opening.  We need to understand the implication of these events when comparing the change in output to the change in inputs.

On to utility diversity.  I realize you can't get away from a presentation of the electricity distribution sector without hearing someone say:  But it is so heterogenous.   But this point is repeated over and over again because it is a key factor that underlines the reality of the industry and the challenge in developing a regime that will encompass the whole sector.


While acknowledging that the Board has stated there is always an ability for LDCs to opt out of a core plan, we need to develop a regime that will minimize the need to trigger this option, to trigger us going off the core plan, and either present something that is a different core plan or move on to cost of service.

If the IRM is too restrictive to a core plan, then we have developed a plan that defeats part of its purpose, and that's to effectively regulate over 80 LDCs, as we'll all be opting out of the plan.  However, if we design a plan that allows for too many permutations and combinations, then we acknowledge we have also defeated the purpose of streamlining the regulatory process.  We will all be in here every week.


So let's be sure we look at the implications of the diversity or heterogeneity factors and try to set a balanced approach.

Some of the wide ranges of utility perspective, as you all know, are system characteristics:  number of voltage levels; number and type of customers served; customer density; overhead versus underground.  There is certainly a different mix across -- in proportions, across Ontario.  Vegetation management; age of infrastructure, we have spoken a lot about that; customer mix and growth; performance; cost incurrence and reporting of degrees of sophistication with the regulatory regime.

Also, historical or legacy issues contribute to a great deal of heterogeneity across the industry.

Capital investment.  Utilities face circumstances that require significant capital investment during the 3rd generation IRM period and, potentially thereafter, which is not specifically related to a steady-state operation.  

So we have got high growth that I spoke about with PowerStream.  We have aging assets, which is a big issue for many of my LDC colleagues.  We have got many of the government directives; certainly don't have to explain those in this round.

Andy, I'm sorry I didn't change that TX to TS, but TS connection.

DR. PORAY:  That's okay.

MS. CONBOY:  I guess in this context, too, perhaps TX connection might also be right, in terms of some of the LDCs connecting to the transmission system.

We have got many regulatory initiatives, as well.  We're not short on those.

But I would suggest that even under a business-as-usual or a steady-state environment, the way rates are set in the IRM requires a capital expenditure model or some type of dealing with capital expenditure.

Replacement of assets is not typically undertaken in the smooth path that depreciation is calculated.  Now, we have got -- I have a lot more of my colleagues that are better-versed in this issue than me that I may call on to assist me if we have some more questions on this, but depreciation under historical cost accounting does not reflect the replacement costs of such long-lived assets.

This is exacerbated by the fact, of course, that the high growth period in the early '50s and '60s, as part of electrification of the province 6 Ontario, many LDCs built a lot of distribution infrastructure that are now approaching end of life.  

The return of depreciation on subsequent capital additions are not recognized for rate-setting purposes until we go into the next rebasing or cost-of-service approach, but we are incurring these costs as we go forward.

So I would suggest that without an explicit incorporation of capital expenditure in the IRM, many LDCs will be pushed to cost of service.

DR. CRONIN:  One of the things that we actually talked about, although it was very briefly discussed in 1st generation, were some of the points that Paula is making now, and, in particular, with the capital data that we had collected - and recall we gathered 37 years of capital data - we were able to revalue the infrastructure assets of the utilities so we could actually put them into replacement terms.

We had discussions with some of the working groups about, in future generations, actually using that as a basis for cost recovery, because if you have an asset that you paid for, let's say, 20 years ago, and the inflation rate is, say, 3.8 percent, well, that asset, when you come -- let's just say you replace it in 20 years.  That asset is quadrupled over what the original price was.  

So if you paid $30 originally, you're recovering one dollar per year and you are having to pay out, say, $240 when you are replacing it.

So this is an issue, and there have been instances where jurisdictions have gone toward replacement valuation for either benchmarking purposes, like in Norway, or for these considerations of under-recovery.  Sorry to take some...

MS. CONBOY:  No, that's fine.

MR. SHEPHERD:  Can I just respond to that, because I have heard this argument before and I guess -- I'm sorry you are being diverted, I know, Paula.  I will make this brief.

MS. CONBOY:  As you can tell, I printed it all out, Jay, so I can just focus.  Don't worry.

MR. SHEPHERD:  The problem is that conventional accounting says when you spend money, you get to recover it from the ratepayers or customers.

The proposal to use replacement costs says you spend money, but you don't recover that.  You recover more from the ratepayers, or, alternatively, the other way of looking at it is you recover it in advance, because you assume we're going to have a replacement cost.  Let's recover that amount, not the amount we actually spent.  That is not intuitive.

I understand the cost pressures associated with it, but at the end of the day, unless you write a cheque, you shouldn't be able to get the money from the ratepayers.  That's just wrong.

MS. CONBOY:  Did you want to say something?

DR. PORAY:  No.

MS. CONBOY:  I think we can disagree or have a discussion on how we address the issue, but I think what I am hearing is that we all agree on the issue that replacement is not done in this smooth manner in which depreciation is accounted for.

So how do we -- so even in a steady state, business-as-usual environment, that's not how assets are replaced.  So we need to figure out how to address that going forward.

Julia will talk a little bit more about that with respect to how we can quantify that issue with capital replacements.

DR. KAUFMANN:  Can I just say something quickly?

MS. CONBOY:  Yes.

DR. KAUFMANN:  In a basic indexing-type framework, capex is reflected to some extent in the TFP estimate, so it's already built in.  There is a historical level of capex that is going to be reflected in the TFP trend.  I'm not denying that capital can be an issue, but, really, it is only an issue to the extent that the future differs from the past.

It shouldn't be assumed that there is no provisions for recovery of capital expenditures in the standard TFP-based approach.  There is.

MS. CONBOY:  Can we move on to the next slide?  I have two more slides.  No, the implementation.  Thank you.

Bill, I think that is yours.  In the second working group meeting, the intervenors made a presentation on their view of the world, if you will, in terms of what their experience has been in the IRM.

It was very useful for us, for several reasons, to understand where they're coming from, and we certainly went back to that several times through our working group process, but also to understand what their experience was in the gas industry where there was a more formal IRM approach.

What we heard, at least I think what we heard, was the fact that the devil is in the detail, and it sure is.  I mean, it is loud and clear.

I would ask you all to have a look at this point.  Some analysis and some mechanisms can look great in theory, but when you try to apply them in a practical context, they fall apart, and we need to look at that.

So will LDCs be required to provide a three-year forecast of costs?  How are they going to do that?  Is there a differential deferral account associated if we incorporate capital expenditures?  We need to look at a lot of these issues.

Your favourite one, Jay, the tax policy.  How are we going to deal with tax policy changes in the IRM?  We need to know this.  We need to figure these details out now, rather than midway through, and get to a point where one side is saying, Hang on, we interpreted the approach this way, and then the LDCs are saying, No, no, no, we interpreted it a different way.

How is CDM going to be treated?  How is smart meter going to be treated outside the IR adjustment?  Board Staff has done a good job of putting some of those options on the table and it is good to say, Okay, well, we will deal with CDM or smart meters outside the IR, but how is that going to be treated outside the IR?

The simple issue of the rate riders for the funding of the smart meters, it wasn't so simple after all, once we started digging in to how it's going to apply in practical terms.

Another one that, you know, is near and dear to our heart at PowerStream is mergers and acquisitions.  So we have seen the distributor rate treatment for mergers and acquisitions, the ability of an LDC to defer rebasing if they merger, so that they can recover the costs of that merger acquisition.  How does that fit in with 3rd generation?  You might have one on 2nd generation, one on 3rd generation, two on 3rd generation, but in a different way.

I would say:  Look, perhaps we don't need to deal with that.  It's going to be my application, you know, I will put a proposal on the table of how we might deal with that.  But I suggest that we all need to have a think about it before we actually move in to this plan.

As well, it is well and good to say:  Look, you can opt out of this price cap IRM program by putting forward your own application.  You can perhaps move off to cost of service.  That is always available under the act, but what are the thresholds going to be?  What are the triggers going to be?  What's the evidentiary burden going to be?

Recognizing the fact that we have large LDCs, small LDCs, I mean, meeting that threshold or that evidentiary burden can be quite burdensome, particularly for smaller LDCs where this just really doesn't fit for their purposes.  How are they going to bring that application forward?

So we're not going to solve it all right away, but we need to have an idea of the practical implications of what we're proposing.

So I will let Julia get on with her presentation and just sum up by saying:  Moving forward with IR requires a cooperative approach to manage the diversity or heterogeneity of the LDC industry in Ontario.  We need to start with the best data that we have in hand and move forward with it, warts and all, I would suggest.  

The data looks wonky, and perhaps it is wonky.  Like, it was good for 2006.  We all had to validate the data, the trial balances that we submitted.  And it might have been good, it might have been valid for my approach for PowerStream, for my own company, but not when you compare it to another company.

Bill, I think you touched on this question yesterday about capitalization of labour.  There's a big difference in capitalization policies across LDCs.

I think this was an issue that was brought up in the Ottawa proceeding, and that has very big implications on using per-unit O&M costs.  It has big implications on comparing data from one to another.

But you know what?  Let's at least start looking at it.  That slide 33 that you had, Larry, that has to be telling us something.  It's not a long series of data, but there are some very important lessons we can learn.  It does reflect, in many cases, the practical reality.

We're going to expect imperfections, but we all need to learn as we go along, accepting that the chosen approach is directionally appropriate, and it won't harm customers or utilities in the short term.

So unless there are any questions, or further comments, I will pass the baton over to Julia.

MR. SHEPHERD:  If I may?

MS. CONBOY:  Sure.

MR. SHEPHERD:  I saw you're smiling like yes, okay, if you have to.

I just want to make one general comment because I think today we're going to hear a number of discussions like you are raising.  And your points are legitimate.  Don't get me wrong, but I guess there is another side to this, and that is there's a practical reality that you have to come to grips with, all of the utilities have to come to grips with, and that is we have gone through this, in fact, at great length in the gas industry.


And although you say that the two plans are different -- and they are different, because the two organizations have different personalities -- the end results are actually very similar.  There are increases over five years of less than one percent a year.  In Union's case, they have agreed to less than a quarter of one percent a year, and they think they are going to make a lot of money.

Now, this is not an organization -- this is an organization that has been under mainly rate freezes for five years.  So, faced with that reality, the electricity distribution sector, I think, is going to have to find some way to demonstrate that, in fact, what we have learned in the gas utility isn't applicable.  Not that it is, but that it isn't, that there are significant differences.  Maybe there are.  Maybe your infrastructure needs are different, and stuff like that.  I understand that.  But I think it is really important that you keep in mind, there is that expectation in the marketplace and certainly in the intervenor community, that we know the sort of level we should be at.

When you say things like, inflation -- X at inflation means that you will have to reduce your O&M by 50 percent, that is just not the experience we have seen in gas.  It's the opposite.  You don't need anywhere near inflation.

I am saying this not to be critical of what you said, but rather to raise the question, so that when people are presenting today, they can address that fundamental question, which is certainly part of the expectations of my clients.

MS. CONBOY:  You know, fair enough.  I think we need to learn some lessons about what happened in the gas industry.

I mean, I would suggest that we are fundamentally different than the gas industry.  You know, by the number and the size that we are, by the different government obligations we have, by the sheer fact that we have an obligation to connect.

I think that what I am saying is, rather than saying: Well, look, we have been through this process with gas, we are familiar with it.  There is no reason on the surface to figure that it's different.  Let's take a minute to see that it is quite different.  The two are fundamentally different.  We just need to understand that.

My point about the X equals inflation, that is really to show that, A, it really made my executives stand up and take note, when you start throwing numbers like that around and it also means when we are talking about, Hey, well, you know, we'll put in a .5 on the X here or less .5, and you know, there's going to be winners and losers in it, you know, it will all work out.

You know what?  That's a lot of money, and that will put some under.  You know?  And depending on how -- at one point we had an average productivity measure we were going to look at, where you might have -- if you take three years, for example, you say, Well, let's average what the productivity was over three years to determine whether you are going to apply a stretch factor.

Well, just simple math, you've got, you know, somebody at $10 a unit, $8 a unit, $6 a unit.  So they're actually getting more productive.  Their costs are going down.  You've got somebody else who has got the opposite, where they have six, eight and ten, and theirs are going up.  You're making the same assumption on what their productivity levels are, and yet they're completely different, by averaging.

I'm not saying you can't average.  You're going to have to in some areas, but let's understand the implications of those averaging techniques.  Sorry, I went a bit off.

MS. GIRVAN:  I just had a quick observation.  It is something I find somewhat troubling, and it's the whole use of data.  And Paula said we have to take the data that we have and move forward, warts and all.

But what I have seen, and I have been involved in a limited number of cost-of-service proceedings and I see how different utilities do things very differently, in terms of their overall planning, in terms of -- the big key factor is the capitalization policies, things like even where smart meters fit in or don't fit in, where some utilities are arguing it is now part of our core business.  We want to include those costs in our cost of service moving forward.

I guess what I am struggling with and what we learned yesterday with looking at some of Larry's numbers that Paula pointed out again today, it depends on the time period you use.  It depends on if it is US versus Canadian.  It depends upon sort of what is in and what is out, whether it's just O&M or capital.

So I am not sure how we overcome this, but I see that as a huge, huge issue going forward.  I am not sure how we resolve it, but the data and how we use it is very important going forward.

I agree that we need to work towards developing a cost basis that we can make comparisons, but I am not sure if we need to do that a little bit more aggressively in terms of the Board saying,  You have to account for something, this particular item, in this particular way.  Because as I said, I have seen just in my brief observations of a limited number of cost-of-service proceedings, things are really different across lots of utilities.

So I am not sure.  I don't have a solution, but I think we have all have to be cognizant of that.

The other point that I wanted to raise is when you look at Paula's observation of how, when Larry changed his numbers, PowerStream fell from the top third to bottom third.  I am not sure I completely understand if his first analysis is right or his second analysis is right.

It is just I am struggling with all of this and how we use it in a meaningful way.

DR. KAUFMANN:  Can I just say something quickly about the updated study?

The fall in PowerStream from 33rd to 66th was on the econometric model only.

Under the approach that we are proposing for the consumer dividends, the econometric model is going to be relevant for identifying group I and group V, which are the statistically significant and insignificant companies, and PowerStream was neither statistically significant on either a pro or plus or minus there.

So effectively, in terms of the bottom-line implications of that change for PowerStream, there aren't any.  In both cases, you are going to be an average cost performer on the econometric model.

MS. CONBOY:  Okay.  Thank you for that clarification.  I am actually going to have to go back and look at it to understand it further, because a lot of it is, quite frankly, over my head and I need to take some time to analyze that, and the timing is such that we haven't been able to.  I think everybody recognizes that. 

But, Julie, absolutely.  It is a matter -- you know, you look -- is one right, is one wrong?  I don't think that one is right or one is wrong, necessarily, when you are looking at analysis.  It is just looking at, What are the assumptions?  What are the methodologies used and do they make sense?

With such a complex study that has changed from the first one, we need to be able to understand that.  And, fair enough, Larry, I think what you're saying is that the results from the updated benchmarking study aren't used directly in the calculation of the stretch factor or the diversity factor, as we would rather call it.

It does make a difference in ranking for some LDCs and we need to -- an LDC needs to understand that.  I need to go to my board of directors and understand why there is an extra, you know, 0.2 percent or 0.5 percent and explain how that translates into the bottom line and into the retained earnings that we can put back into the business.

DR. CRONIN:  I was just going to comment that I think your comments were very apropos.  If we were looking and evaluating based on total cost, where everything was rolled up, how they do individual pieces, like labour capitalization, really wouldn't be an issue.

But if you are looking below the total, then it becomes very important as to what pieces you are looking at and how they're treated.

MS. FRAYER:  Thank you, Paula, for the segue.

MS. BRICKENDEN:  Microphone, please.  You will have to make sure your computer doesn't block the mike.  
Presentation by Ms. Frayer


MS. FRAYER:  Thank you, Lisa.

Good morning, ladies and gentlemen.  My name is Julia Frayer and I am here today, as Paula had introduced, on behalf of the Coalition of Large Distributors and Hydro One Networks, to present views on three technical topics relevant to 3rd generation incentive rate making.

Those three topics are the derivation of X-factor, the selection of an inflation index for the price cap formula, and incorporation of a capital expenditure module into the comprehensive price cap mechanism.

First of all, I would like to note - and it's very apparent on the title slide - that my comments have been developed in consultation with Dennis Lawrence from Meyrick and Associates.  Dennis is a pre-eminent expert on efficiency and performance-based rate-making issues.  Unfortunately, though, he is based out of Australia, and given the distances, regrettably, could not be here today, but I believe he is listening in over the web.

I would also like to note at this juncture, just to echo what Paula said, that what we wanted to do is focus on three particular issues today in the workshop.

There are a number of questions that Staff asked in the discussion paper which we aren't yet addressing, and I think we are going to be prepared to discuss them further in the written submissions and are happy, in fact would be encouraged, to come back for any further workshops on those issues, as we evolve into more and more details.  

Lastly, as a point, I am happy for questions as I speak, so please do not hesitate to interrupt or interject at some point when an idea pops up or a comment.

I will definitely, I think, pause at the end of each of the sections of my PowerPoint so we can have a discussion about the most recent topic just presented and discussed, so that things remain fresh in our head.  Like Paula, I printed out my notes, so I am well prepared today.  

Let me start with three key messages for my presentation and something to keep in mind as we go through the slides this morning.

First of all, I would like to note that we concur with Pacific Economics Group regarding the general choice of methodology for measuring industry average total factor productivity growth.  However, I do believe a number of improvements in the technical analysis and design of the price cap components can be made, and we hope that with this presentation today and the discussion and, subsequently, through written comments next month, we can assist the Board Staff and the Board members in constructively designing and developing the best possible 3rd generation IRM scheme.

First off, I think given the Board's precedent, our own modelling of TFP growth for Ontario LDCs over the sample time frame of 2002 through 2006 for which we were able to get data from the OEB website, and an analysis 
of trends presented by PEG in their report issued last month and discussed yesterday, we would recommend a basic X-factor for the industry in the range of 0.4 percent to 0.7 percent per annum.

When better data on capital becomes available at the firm level, we believe this general industry average X-factor should be supplemented with peer-level adjustment factors.  As I will discuss later today - we touched upon this yesterday, but I will amplify that discussion - those peer-level adjustment factors will be both discounts and adders to the industry average X-factor trend of 0.4 percent to 0.7 percent.

This recommendation, in our opinion, really provides for the most financially viable and sustainable regime, while also affecting -- effectively motivating productivity gains.  I think in that regard, we have covered off most of the major criteria that the Board required of the 3rd generation IRM in its scoping paper.

The second point is that we generally believe and concur with Board Staff's proposition that conceptually, a customized industry-specific input price index would be the most beneficial and the most appropriate to use in a price cap regime.

However, we do feel that we need to test further the legitimacy of the components of the index, including the sub-indices used to develop the index and the cost shares, as we believe that some have actually moved -- some of the sub-indices have actually moved in directions that are counter-intuitive to actual experience over the recent years.

We also need to assess critically the volatility issue.  If the Board deems it is important to make adjustments to the input price index to dampen volatility, we recommend that a two-year moving average window be used at the maximum in recognition of the fact that actually a substantial portion of the capital inputs is not discretionary in terms of its timing, as I will talk to a little bit later.

Lastly, we believe that a capital expenditure module is necessary and should be part of a core element of the core model.  It should be constructed to ensure that prudent capital is recovered through revenues.  And consistent with the Board's own goals and given the type of investments that we are worried about, this capital module should not be analogous to a Z-factor, because what we're trying to do is to deal with anticipated and very predictable and, to some degree, very large composite integrated capital programs that simply would not be sustainable for some LDCs under an IRM regime without such a module.

DR. KAUFMANN:  A question on the capital issue.  So then are you proposing -- and I am sure we will talk about this in more detail as you get into the details of that, but are you proposing, then, that the X-factor would essentially only apply to index-based adjustments of O&M costs?

MS. FRAYER:  No, I'm not.

DR. CRONIN:  Can you state that a little louder?

DR. KAUFMANN:  I was just wondering if there is a capital module, whether that doesn't effectively mean that if we're applying indexing, that the indexing is only going to apply to the OM&A costs, and then, therefore, that the X-factor that we select, is effectively only applying to OM&A costs.  Kind of a follow-up corollary question is whether you think an X-factor based on a TFP trend is appropriate, if it's only going to be applied to OM&A costs.

MS. FRAYER:  I think what we are proposing is to stick generally with a comprehensive price cap regime, so that both the I and the X in the formula are going to be applied to total costs.

So, in effect, to answer your question, the X-factor would be derived based on the review of total factor productivity in the industry.

However, what we want to also recognize is that, as you mentioned earlier, the level of capital additions that is basically embedded in the analysis of TFP growth that becomes the X-factor and is embedded in the cost-of-service rate levels that are used as a starting point before we apply the rate adjustment mechanism, that level is insufficient to deal with some LDCs' capital expenditure programs.

So what we're thinking of -- and I do want to go into it a little bit later.  I sort of left it to the last, because I am almost thinking about it in the formulaic version of the price cap.  Let's deal with X, I, and then the capex.  But what we're thinking of is that it would be an additional component, like I think in some jurisdictions it is called a K-factor, that would come at the end of the formula.

DR. KAUFMANN:  We will talk about that, then.

MS. GIRVAN:  Can I ask one question Julia?  Sorry.  What is the difference, then, between a K factor and Z-factor?  Because you are saying you are not supporting a Z-factor.


MS. FRAYER:  The difference is that I view the Z-factor as something that is applied to unforeseeable events.

I think what we have here are very predictable and highly anticipated capital expenditure events.

Also, the Z-factor, although if has to meet certain materiality thresholds, may not be as substantial as some of the capex issues we're viewing.

Thank you.  So we will step right into the question of productivity factor, X-factor.

Before I begin to discuss the recommendations we have put together, I wanted to take a few minutes to lay out some important concepts.  I know Larry had gone through some of the algebraic background of total factor productivity yesterday with us, so I will try to be brief.  But I did want to tackle the same question of what is productivity, what is TFP, using some visuals, some charts that I have prepared over the next few slides.

This may seem a little bit repetitive, but bear with me.


Productivity is defined in standard sort of nomenclature as the measure of the physical quantity of output produced from a given quantity of inputs.  All enterprises, all firms in a variety of sectors use a range of inputs, including labour, capital, material, land, fuel, and services.

If the enterprise is not using its inputs as efficiently as possible when there is scope to lower costs and increase profitability through productivity improvements, then we say that it is less than efficient.

Productivity improvements may come about through the use of better quality inputs or a better trained workforce, for example; adoption of technological advances, removal of restrictive work practices, better management, more efficient organizational institutional structures.

Let me give you a fairly simple example that I hope you can relate to.  Let's take the auto-manufacturing industry.  The output is the quantity of cars produced, and the inputs will include labour and capital, as well as some materials and services.  There is a well-recognized substitution effect between labour and capital in the production process of manufacturing automobiles.  You can assemble the cars with robots, or you can assemble them manually with skilled labour, or some combination of both.  The auto manufacturer can increase output by hiring additional labour, or with additional assembly-line capital equipment, or by re-optimizing the actual assembly process through technological advances.  For example, innovation in materials allows for a quicker manufacturing of cars, easier component assembly.

Because we're aiming to develop a comprehensive price cap that applies to all costs, all tariffs, the measure of productivity that we are seeking to replicate is the total factor productivity.

TFP measures total output relative to all inputs used.  An output can be increased by using more inputs, making better use of the current level of inputs, or by exploiting economies of scale, technological change.

The TFP index measures the impact of all of the factors affecting growth in output other than changes in the input levels, the quantity of inputs used.

Partial factor productivity - I wanted to mention that at this point - measures one or more outputs relative to one particular input.  For example, labour productivity.  It's the ratio of output to labour input.  Partial productivity measures are widely used and they are simple to calculate, or simpler to calculate than total factor productivity measures.  However, they should be interpreted with caution, as I will return to later on in my presentation.

The basic point of this slide is to show a total factor productivity example, with a very sort of hypothetical case of one input and one output.

As we can see just from the graph here, inputs, which are represented by the pink line on the right-hand vertical axis, are growing at a stable pace, and believe me when I tell you that the number is about 1 percent per annum over the horizon that I have pictured here.

Outputs, which are represented by the green bars and are measured against the left-hand vertical axis, are growing at a faster pace, about 3 percent per annum over the timeframe of this hypothetical example.

In the electric distribution industry, there are in fact, several inputs to production and I think everybody in this room will agree with me that the output is a very multi-dimensional concept here, because we're not solely measuring the volume of energy distributed or the number of customers connected, but also the availability and capacity of the distribution network to meet the needs of its customers, that access that the network provides to its customers.

These outputs are hard to measure.  So we do have to find proxies for those outputs in our analysis of TFP.

So following on from the previous slide, where we had a single input and a single output, we can now take a look at actual productivity levels.  This is apparent in the graph by the blue line, which is calculating the ratio of output divided by input.

We have indexed the output and input measures to the start-year value in 2002, so everything is indexed to 100.  So we can represent both outputs and inputs on a single scale, and that's what is commonly done in index method analysis.

It is important to keep in mind that the price cap mechanism is meant to be a year-on-year adjustment to rates.  So we really need to focus on trends or growth rates, rather than productivity levels.  That's what we have here, effectively, on the right-hand vertical axis and being represented by the yellow bars on the slide.  The yellow bars are showing the year-on-year growth rate in productivity levels.  Because we're using a normalized scale to 100, we can simply look at the difference in the productivity levels from one year to the next to get the growth rates.

So for example, the growth rate between 2002 and 2003 is 0.8 percent, which is simply the difference between the productivity levels in 2003 and 2002.

There is a productivity growth jump in this illustrative example from 2002 to 2003, and then a slowdown through 2006, as the slope of the line representing TFP levels flattens out a little bit.  Some slowdowns are plausible and eventually likely, as firms in different industries reach diminishing returns in how the production process can use inputs and convert them into outputs.

So with the next slide, what I wanted to point out is that negative TFP growth rates are, in fact, very plausible during specific segments of a firm's business cycle.  For example, that happens when one or more inputs increases without a measurable increase in output quantity, and I have just -- again, for illustration, I have 2006 here represented now by a negative TFP growth number, because productivity levels have come down slightly from 1.077 to 1.072 in this illustrative example.


So returning to our automobile-manufacturing example that I had discussed a little bit earlier, negative TFP growth is possible if, for example, the automobile factory is investing in new capital equipment that is replacing old, worn out equipment without effectively increasing the pace of manufacturing and, therefore, having no measurable impact on the quantity of cars produced.

In the utility sector, we have analogous concrete examples of why negative TFP growth can occur.  For example, there can be increases in various quantities of inputs used without any measurable increase in output, replacement and maintenance capital investment, which effectively does not impact consumption, delivery or even system carrying capacity, because effectively it is replacement of existing capital inputs.

Another example is labour cost increases, labour quantity increases, in effect, because, as a result of apprenticeship programs, the quantity of labour increases, but there is no immediate increase in the higher network capacity or utilization or deliveries of energy across the system.

MR. HARPER:  Julia, I wanted to ask about one of the examples you gave, because I think it is one that bears pretty closely on what we're dealing with here in the electrical industry.  You talked about, in your automotive example, if I am replacing a -- if I've got worn-out equipment and I'm just replacing that equipment with new equipment, it seems to me if I am replacing like for like, that isn't a quantity change.  I mean, it may cost more, but that is a price change in terms of what's the cost of capital I am employing.

So I just want to stop, because you were using it as an example of where productivity would go down.  I don't see, in that case, where you would actually call it a decrease in productivity, because price of the capital may have gone up because you have to buy new capital, but the physical capital you are employing, theoretically, is exactly the same if you are replacing like for like.

MS. FRAYER:  There are two issues there.  One is maybe a little -- you are actually hitting on an issue:  How do you measure the quantity of capital?  I want to return to that in a few minutes, because I have a couple of slides on that.  There is differences that could actually impact, then, your measurement of TFP, differences in methods for measuring the quantity of capital.

A second issue is that I may have done a very simplistic job of describing my example.  One way to think about it is that you may actually have, over some time period, an increase in actual capital inputs, because you have put in new capital stock, haven't taken the old capital stock off-line, but because of the way you have implemented it, it has no bearing on your output.  So there may be periods -- and this is the question of business cycles, where you are making investments that don't actually pay out for some time to come.

MR. HARPER:  No, I agree.  The analogy applies in the sense of lump investment.  If I am expanding my car plant or expanding my distribution facility, I have to put in a new line, but initially in a few years I am only using the line at half capacity, because my volume hasn't increased, and, clearly, I am employing more physical capital, but I'm not getting the commensurate increase in output.  So that example, you would see a decrease in TFP.

MS. FRAYER:  That's exactly it.

DR. KAUFMANN:  I would like to pick up on that a little bit, too, because you also talked about robots, robots as replacing manual labour within the production process.

There could be a dip when the new capital comes on line, but companies wouldn't be doing that unless they expected to increase their productivity at some point.  So that there would be an initial dip, but there would also be an increase in TFP going forward past that point.

The two would balance out, in a sense.  I mean, they would more than balance out if it's a good investment, because companies wouldn't do that if that wouldn't have increased their productivity.

So given that, I think this gets to some of what we were talking about yesterday, that there really is a balancing of downside dips in productivity and upside increases.  Unless we know exactly where companies are in the business cycle and unless we know -- unless we can really calibrate that company by company to get that right for everyone, then I think this is something that really argues for using a multi-year TFP trend where you can pick out -- pick up that balance, and you can have a proxy that is a generally good proxy, as long as you keep that in effect for a multi-year period.  It will balance out over time.

MS. FRAYER:  I wholeheartedly agree with you that analysis over as long a data series is possible is very prudent, because it helps us analyze those life cycles.  One thing to also keep in mind, though.  Let's say we have ten years or 15 years of data and we have done a long-term historical average TFP measure of that data.  Typically, we're not going to see ten-year price cap regimes.  In fact, some of our price cap regimes are going to be quite short.

So it is actually quite important to start to analyze and understand those life cycle issues, and I agree with you it is hard to get down to the firm level information, but at least even on an industry-wide level there may be some overlap in how those business cycles are working, because we need to understand what -- where we are in the most recent history as related to a longer time history and where we are going for the next three to five years, rather than the next ten to 15 years, so that we don't overshoot or undershoot in the targets we're setting for ourselves.

DR. KAUFMANN:  I agree.  We all know this is not going to be a ten-year plan.  Let's say it is a five-year plan.

So we have two series of five-year plans.  If we take a ten-year TFP trend for the plan going forward for five years, and then five years later we update that on the TFP trend for the next five -- for the last ten years, we're going to be having a series of rolling ten-year averages, and that is going to pick up.

I mean, I think that is the sort of approach that will lend stability to the regime, as opposed to getting into stability and confidence that we really are picking this up as opposed to having short-term TFP trends, trying to pick up what happened in, say, the last three or four years, thinking that is going to be a good proxy for what happens in the next few years.

If that doesn't work out, I think there will be parties that are going to be disappointed and frustrated with that.  It is also going to lead to volatility in the X-factor, potentially.  I think the overall credibility of the regime is going to be enhanced if we have relatively stable values for X and a stable basis for computing X from one plan to the next that does pick up these life cycle issues.

MS. FRAYER:  I think, Jay, you had a question.

MR. SHEPHERD:  It sounds to me - and tell me whether this is right - that you are in violent agreement that the long-term trend in capital spending is going to be essentially the same as the long-term trend, or capital input costs is going to be essentially the same as the long-term trend in other input costs over a long period of time.

So the problem is a problem of lumping this or the cyclical nature of spending.  That's the essential problem you are trying to deal with right now?

MS. FRAYER:  I am trying to highlight that there is going to be this effect of lumpiness in our measures, but I am actually -- just to reiterate, although this example is to. I think, an end to give us pause, to have us be more investigative of the analysis we are making using Ontario data.

We don't want to be dismissive of negative TFP growth rates.  We want to understand them and we want to understand what the underlying drivers are and analyze those within the context of the fact that we want to 
have -- we want to and we prefer to look at a very longer-term TFP-based analysis.

But what we want to do is also understand recent trends and business conditions and not be dismissive of those just because they're different from what we experience, because we expect that business cycle.

MR. SHEPHERD:  As I say, though, that is the part I didn't understand.  That's why I was asking the question.

MS. FRAYER:  Okay.

MR. SHEPHERD:  If it is true that there is a cyclical nature, then the last thing you would want to do is use the most recent information, because you are identifying the fact that productivity is going to be higher, and then in the future it's going to be lower or vice versa.

So you don't want to -- you want to use the longest term possible trend and the longest term in the future to be more correct; isn't that right?

MS. FRAYER:  Well, no.  It depends on what is the time frame for the cycle and what is the time -- what I am trying to argue is --

MR. SHEPHERD:  Curiosity?

MS. FRAYER:  Yes.  How wide or narrow is that business cycle, and how does it then realistically overlap with the time frame we have chosen for our rate-making regime, because I am all for -- you know, I am a big champion of -- let me restart this one.

The ultimate purpose of investment rate-making regime is to set productivity targets so that firms in the industry are incentivized to become more productive, but, at the same time - and I think the Board picked up on this in the scoping memo - we need to set targets that are practical and feasible.  So that's the two paradigms I am trying to balance in my discussion here.

MR. SHEPHERD:  So the question I was going for is this:  If a central aspect of this problem is the cyclical nature of spending, is there an empirical way of measuring that, measuring the cyclical nature, or, alternatively, the shape of the spending curve, so that you can plot where you are on it?

DR. CRONIN:  Could I?  I actually did a filing during the Minister's directive, which bore on that issue.  I looked at the experience of the 1980s and 1990s for the Ontario utilities.  So I am trying to put some context around this cyclical discussion.  You have got to remember that some of those recessions were quite severe, and I wasn't weather-normalizing but just looking at the actual economic data, because that's really what the utilities would have faced.  They don't weather-normalize their revenues.

So in that context, if you looked at some of the severe recessions, there were utilities that saw decreases in output of 10 to 15 percent from peak to trough.  So it can be fairly substantial.

MS. FRAYER:  And I think in answer to your question, Jay, about can we do an empirical study, my response is:  In the future, I hope we will do an empirical study like this.

I think for Ontario, using Ontario data, until we get '97 to 2002 data, if we ever do get that, it's very difficult to do the full analysis unless you make conjectures or estimates, kind of guesstimates about what happened between '97 and 2002.

But I think eventually, when we move further down in time and we start collecting that data, yes, the idea is to continue to have, effectively, windows that move with you as you move through generations, looking over longer periods of time that will match up or at least recognize those investment cycles, and understand how those correlate to the timeframe chosen for your price-setting regime.

At the same time, what we want to impress upon everybody is our kind of want and need to really use the existing Ontario data as best as we can.  It's not perfect.  So we're not suggesting you just look at the next five years and that's the number you pick for the next five years.  That's not the ultimate conclusion that I will kind of go through.  But I think what we want to do is also be able to really understand what the data for the last five years is telling us.

MR. SHEPHERD:  Thanks.

MS. FRAYER:  Thank you, Andy.

As I mentioned a little bit earlier, I and -- the Coalition, as well as Hydro One, agree with PEG's proposal to use the index method for calculating industry average TFP growth.

It is a transparent and very robust approach.  Index methods allow us a way to comprehensively incorporate many inputs and outputs into a single measure of productivity and then make a comparison of productivity trends or growth rates on an apples-to-apples basis.

In my opinion, one of the primary advantages of the index method is that it sort of uses what I call unadulterated data on input costs and quantities and outputs, and therefore the results are not as conditioned on assumptions made by the modeller and their expert techniques that they may use.

Index methods are very descriptive and transparently so, in how the input and output trends compare, so they're intuitive for an analyst and policy maker alike, from my own experience.

It is important to note that index methods do not attempt to explain productivity changes as a result of other factors, exogenous factors other than input quantities and output quantities. As with all analytical methods, analysis is required to understand why certain trends appear, and that is what we want to stress today, that we want to analyze the information we are getting from the index analysis.

The text box on the right-hand side in green lays out step-by-step the process for calculating historical TFP growth, and I think an effective sort of message from that is that the trick is to capture total outputs and total input quantities.  So it is really a question of identifying, first of all, all of your outputs and inputs and then combining them into a single aggregate measure using weights.

For output, the typical weight is revenue shares, but those are difficult to establish for this industry, as Larry discussed yesterday.  So the second-best choice is to use cost years.

However, I know Susan whispered into my ear yesterday and I thought it's worth raising.  She did think that revenue weights may be available for Ontario in contrast to other jurisdictions, because of our cost-allocation studies.  So that is something that we may want to improve upon and get information and incorporate.  I have not done that for this analysis, but I wanted to mention that because I thought hearing it from somebody who knows about the data that we have available is useful.

I think on the input side, we also have to develop implicit price indices, in effect, so that we can establish the quantity of inputs used, because typically we will look at the expenditure for specific inputs as a starting point for calculating those quantity indices.

Although, again, I agree with Larry that it would be best to have a longer time series of data, I do believe that there is sufficient data to start doing total factor productivity analysis and analyzing trends.  I believe Frank will speak later today on the question of data issues in more detail.

I think this analysis is constructive, despite that short timeframe, and let me step through the analysis we have done.

We used the 2007 data set that was posted on the Ontario Energy Board website for the comparison of Ontario electricity distributor costs, and we ran an index-based TFP analysis using the Fisher Ideal Index for 2002 through 2006.

We understand that PEG has relied on a variant of this data.  Not actually this data, but the more detailed trial balance account data, so we have not had the opportunity to review their data set to identify precisely the differences, but I think I have some basic conjectures about how the differences in analysis results arise, and I will discuss that in a bit.

Before we get to the results, let's look at the inputs to the analysis.  Before I go through the inputs step by step -- these three text boxes -- I wanted to just kind of comment about the data.

You might feel this is surprising, but this is kind of my personal opinion, having looked at data sets for other jurisdictions, other industries.  I actually think that the data we have is relatively good for the standard measures, and appears to be comprehensive in covering all of the LDCs with limited exception at the aggregate OM&A cost and revenue levels.  There are, of course, some anomalies, but nothing that cannot be adjusted for on some reasonable basis.

We generally prefer making those types of interpolationary adjustments, because in our opinion, that is better than excluding an entire firm or multiple firms from the industry analysis.

So in contrast to, I believe, what Larry has done with his analysis, we don't take a sample.  We have included every single firm in our industry-wide TFP analysis, but I don't think that is a major issue.

We would ideally like to see improvements in the accuracy of the data and the type of information that is available, and as Paula has discussed earlier this morning, that being the case -- you know the idealist in us, that we hope we can make those improvements over time, we are still confident that even the current data is useful for informing on industry-average future X-factors.

So let's start.  First, we have the output that we will deal with.  Ideally, we would like to represent the output of a distribution company as the customer connected capacity, because, in effect, the output, the physical output that the distribution company is providing is the interconnection to the transmission system, so that the customers can have access to energy.

So that would take into account the quantity and the quality of the access being provided to customers.  We don't really have a measure like this currently.  It is more of an engineering measure.  It could be created, once you get an understanding of more details on the voltage of different lines and their carrying capacity.

I will talk to that in a little bit.

But we do have three commonly-accepted proxy measures of output.  We have got throughput, or the volume of deliveries.  We've got the number of customers, which is an imperfect proxy for customer connections, at least at the aggregate industry level, and therefore network coverage.  We have also got peak demand.  Peak demand represents the utilization of the system as a proxy, to some degree, because, in effect, it is the usage on the peak demand hour of the underlying network.  Actual capacity of the network, I agree, will be higher than this number, but nevertheless it is as best a proxy as we have for network carrying capacity and utilization.

It is quite typical, in TFP analysis, to use a combination of these three types of measures, to determine your output quantity index.

I think Larry, you will agree because I think in other jurisdictions you have actually used these three types of indices.

DR. KAUFMANN:  It's not really true.  In most cases, again, peak demand is -- it's something that is not always measured all that well.  So because of that, we haven't used peak demand in -- typically, we don't use it.  That is not to say that we wouldn't like to, but you do have to be very careful about the peak demand numbers that are out there, for a variety of reasons.

I am not sure what the basis for these numbers are, but, again, from our experience, peak demand numbers can be measured with significant error.  They're incredibly volatile.  They can be incredibly volatile, because of weather and other issues.  So I think you have to be careful when you use those.

MS. FRAYER:  In terms of the proxy, again, the idea being I think that that issue of volatility and also accuracy probably is reflected in the other two measures, to some degree, as well, and weather.  So weather is going to be a big driver of throughput.

I think those types of issues are, across the board, something that we can't avoid.

MR. SHEPHERD:  You are trying -- in these measurements, you are trying to identify the key cost drivers; right?  That's the whole point.

MS. FRAYER:  We are trying to actually identify outputs and inputs.

MR. SHEPHERD:  I understand, but the only relevance of an output is that it drives a cost in this process; right?

MS. FRAYER:  I think that I would say it differently, but perhaps I would agree that --

MR. SHEPHERD:  This is the reason why you're putting in peak demand, because the size of the system is an important factor in cost; right?

MS. FRAYER:  Yes.

MR. SHEPHERD:  So I guess my question is:  Don't throughput and peak demand, in essence, measure the infrastructure you are building as opposed to customer numbers, which tends to measure more the interactions you are doing with customers?

MS. FRAYER:  Well, the way we think about it is that customer numbers is a proxy for interconnections and so, in effect, it is also measuring one dimension of the network capacity, the interconnection, the level of -- you can almost say the level of density of the network.

So I think none of these are perfect measures, because, again - I will return to this later - we would like to have a different type of measure of output that actually is more in sync with how engineers and planners actually set up the system.  But in lieu of having that measure for now, these are the three most-common types of output measures that are used and I can -- you know, we can get out a list of the most recent PBR regimes around the world and it will be very common to see these types of measures used.

DR. KAUFMANN:  Can I just pick up on a point I think Jay was making, and also the extent to which error or inaccuracies might be reflected in throughput, as well as peak demand?

The real difference is that - and I think this was a point he was making - when we are talking about distribution, we are talking about retail.  We are talking about the delivery to the end user.

When we have peak demand numbers, what happens is a lot of time you are picking up wholesale power flows.  There could be exports to New York or other jurisdictions.  That's going to be reflected in the peak demand numbers.  That is not a distribution output, per se.  Distribution is just to the end users in Ontario.

So that's a real -- that's the key reason why the numbers you typically see for peak demand are not a good -- not always a good proxy and a good measure for the peak demands that are being imposed and reflected in the demands of the customers on the system, per se.

MS. FRAYER:  I am not going to claim to be an expert on what the utilities actually filed, but I don't believe the peak demand number that you see here is the peak demand number that the IESO actually is going to report and measure.  So it is not wholesale peak demand.  It is actually peak demand of retail deliveries.  So we have actually -- it's not corresponding to those two.  So it
is --

Again, it's not perfect, but it is trying to help us understand the carrying capacity of the network and the extent of network coverage, those three elements.

MR. HARPER:  Julia, just one final quick clarification so I understand your analysis versus what Larry had done.  These numbers were not weather-normalized.  I know Larry went through -- I will call it an attempt to weather-normalize, and you haven't -- okay, fine.

MS. FRAYER:  Yes.  We have not weather-normalized.  Actually, that brings us of up a point.

Our typical approach is not to weather-normalize, so that we can -- I think weather normalization, the most appropriate technique is through econometrics.  Then that tends to cloud the actual raw numbers.

So it is much easier to use the raw numbers, and then to say, Well, I understand now why this number is high, because I remember this was the hottest summer on record for the last 50 years and this number is low because the weather was very mild.

I will actually go back to that when we look at the results.

So moving on from the output, the next two tables show us the two types of input that we're using.  The OM&A is basically taken from, again, the reported utility data, the OM&A expenditures, and we need to have an implicit price index to get, then, to a quantity.  If we divide total expenditures for the industry by a price index, we then get to an implied quantity of OM&A used year on year.

Those are the two components that you see in this table, the OM&A costs for the industry as a whole - this is basically the aggregate across all of the LDCs - and then the OM&A implicit price index, which we calculated based on a blend of both the labour price index and a materials index.

I think at this point I should mention something I will come back to.  Usually when people talk about materials and they talk about distribution sector in the same breath, the most common first thought that comes into mind is, Oh, you mean copper, you mean steel for transformers, and so forth.

No, that is not what we actually mean, because copper, steel, all of those raw materials that go into the production process for a distribution utility, are already covered on the capital side.

What we mean is actually the intermediary types of services.

MR. HARPER:  Gasoline.

MS. FRAYER:  Or legal services, advertising, accounting services, consulting services.  All of those services that are not captured even in labour are capital already.

So that is important to keep in mind, and that's why for the materials index, what we used is the GDP deflator, the implicit price index as a proxy.  Unfortunately, Statistics Canada does not -- in contrast to other national accounts agencies, does not reproduce a services type of index that we could use as a good proxy.  I will come back that when talking about the inflation index.

The last table at the bottom shows the capital quantity inputs we used.  This is where I think Larry and I differ substantially.

For capital quantity, we chose to use a physical measure of capital input, which we approximated, again, by the kilometres of distribution line.

There are indeed other types of physical capital assets, like transformer stations, and, in fact, the kilometres of line have different voltage and carrying capacity levels across different firms, and so let's acknowledge that there are differences and that's why we want to get better measures down the road in the data.

But at the same time, unlike other types of industries and other sectors, electricity distribution has very limited type of capital equipment used.  The primary form of capital, physical equipment, is, in fact, distribution lines.

MR. SHEPHERD:  Sorry, do you have some sort of empirical evidence that line length is the appropriate measure as opposed to something else?

MS. FRAYER:  Line length is very commonly used when you are looking at physical capital.  Think about it.  What type of physical capital is used?  What type --

MR. SHEPHERD:  No.  My question is not is there a logic to it.  I know there is a logic to it.  My question is:  Do you have an empirical analysis that demonstrates a connection?

MS. FRAYER:  To connection?  Sorry, I am not following.

MR. SHEPHERD:  You have to show that the overall -- that line length is a good proxy for the overall capital outputs of utilities, distribution utilities; right?

MS. FRAYER:  Capital input quantities.

MR. SHEPHERD:  Sorry, input quantities.

MS. FRAYER:  Yes.

MR. SHEPHERD:  So that is something you can measure, right, whether it is a good proxy?  So have you done that?

MS. FRAYER:  We have not done that.  But, by definition, capital input, when you think about quantity of capital, what is the first thing that comes to mind for an electric distribution company?

What is the type of physical capital that I use?  It's the transformer stations and it is the distribution lines.

MR. SHEPHERD:  Actually, if you ask PowerStream right now what their capital pressures are, it is going to be some of that and transformer stations, which aren't line length, and it is going to be a new building, it is going to be a new CIS and stuff like that, all of which costs lots of money.

MS. FRAYER:  Yes.  When I get to down the road in talking about what type of measures we want to see for capital, that will allow us to basically incorporate, at that point, transformer stations.

Now, not all distribution companies have transformer stations, so I think for the majority of LDCs in Ontario, thankfully it is distribution lines.  That is the majority of their capital, just physically speaking.

Let me just step back and talk a little bit about just theoretically, conceptually.  There is effectively two approaches.

DR. KAUFMANN:  Before we do that can I just -- just to kind of get back to your auto analogy, because I think it is a good one.  And I think it is helpful to step outside of this industry for a second and see just how reasonable this is or is not as a proxy for capital.   So let's get back to autos.  You were talking about robots versus workers.  Would you propose to measure the inputs for an automaker as -– so if you are going to construct a TFP index for an auto plant, you are going to look at the cars they produce, and then you inputs are going to be number of workers, number of robots.  Yes or no?

MS. FRAYER:  Yes, on a simplified basis.

DR. KAUFMANN:  So, just think about the decision of a company that is trying to decide whether or not to replace workers with robots.  Is it that simple, or does it come down to the numbers?  Does it come down to the monetary values associated --

MS. FRAYER:  I think what we also have to keep in mind, some industries are different in that capital and labour are not significant substitutes as much as they are complements.  And I think that's actually the problem we are seeing, that in distribution, you can't actually replace all your transmission lines or distribution lines with people.  There is a complementarity, a much stronger complementarity than a substitution effect.  In auto, much stronger substitution effect between what you would think is a physical quantity of capital versus labour.  And those are going to be apparent in many other types of industries.

DR. KAUFMANN:  But the monetary values that are associated with a unit of capital versus a unit of labour are extremely relevant for thinking about the total quantity of inputs that are employed at that auto plant, and what the bottom-line implications are for the plant.  And the same thing is true for any business.

I mean, if you ignore the monetary component that is attached to a capital input, you are ignoring, really, the -- you know, I mean that is really the crux of what matters.

Ultimately what you want to do is, yes, you want to construct a quantity, but that quantity has to consider the monetary value.  The monetary value is extremely pertinent for thinking about the weight, and the importance of one input versus another.

MS. FRAYER:  And we do still have an implicit price index to help us understand the weights of capital versus labour.

DR. KAUFMANN:  But that is on the inflation side, not the productivity side.

MS. FRAYER:  However, in effect, when you are using a monetary value, you are still taking the monetary value and you're de-monetizing it by dividing it by the implicit price index, to get you to a quantity measure of capital.

DR. KAUFMANN:  Yes, you are on a rate-of-change basis.  Then there is also the issue of depreciation, which is not reflected at all in these measures.

MS. FRAYER:  Larry, you took me a little bit off to the side.  But depreciation is actually the big issue of why we decided to go with physical quantity measure.  Let me step back and just kind of do a little bit of a description to give everybody context, because I feel like maybe we're talking at like the 12th-grader level, and we might have skipped 8th and 9th grade here.

There's basically –-


[Laughter]

MS. FRAYER:  There is effectively, if you want to think about it, there are two different methods to looking at -- recognized on a theoretical basis -- for looking at capital quantity.

Because it has been recognized that capital is a difficult type of input to measure.  There is what is known as the direct method in which you look at actual observed physical units of the capital employed.  Then there is the indirect method, which looks at the deflated asset value, deflated real asset value of capital employed.  So it is taking capital expenditures, bringing it into -- in effect, if there is historical cost accounting, it brings it into real dollar terms, then utilizes that as a measure divided by the implicit price index.

The issue is that when you are doing a deflated asset value approach -- which is what I think Larry called yesterday the monetary value approach, for purposes of discussion -- there are some very sensitive assumptions one needs to make.  One needs to make an assumption -- and I think, Frank, you will talk to this about, later today and Larry, you mentioned this earlier -- you need long-lived capital additions data, so that you can deal with the sensitivity of your measure of capital quantity input to the start year.

You also need to make assumptions about depreciation.  Typically, we're going to make assumptions using our accounting depreciation lives.  But in fact, physical assets don't follow accounting profiles.

I had used the term "one hoss shay" a while back talking with Andy and Paula -- and it comes from a very famous old poem by Oliver Wendell Holmes -- but the idea is that in effect, lots of capital goods that we own, like light bulbs, they will continue operating at their current level until they just stop one day and break down.

That is what we have with distribution lines.  Their physical usefulness, in effect, does not deteriorate over time until the time of replacement, until they actually die out.

That's exactly what we're measuring with a direct method, where we are looking at observed physical units of capital, where we implicitly take into account not accounting depreciation, but physical depreciation of the quantity.

Since we're trying to come up with an index of quantity, why go -- in effect, if you have issues with looking at the monetary value because you are making so many assumptions and you have data limitations, why not look at the direct method?  Why not look at physical quantities with their physical depreciation properties?

Sorry, I think Frank wanted to say something.

DR. CRONIN:  Go ahead, Dan.

MS. BRICKENDEN:  Sorry to interject here, Julia, but to give you the opportunity to get through, I realize you invited questions.  I see the time.  I don't want you to be cut short.

I might suggest maybe we could do what you had originally suggested, get through the segment of the presentation that you would like to get through, and then pause and ask questions and then... Is that all right with everyone?

MS. FRAYER:  Yes.  Next slide.

So just taking now with all of the comments possible the capital inputs, OM&A input, quantity indices and the output indices we have designed, what we have here is the actual index values in the green table at the bottom.

The beauty of the index methods, as you probably saw with Larry's results yesterday, is that you can see the results and start understanding what is causing them as you build up the analysis.

For example, looking at the data that we have compiled, what we see on the input side, which is actually to the right-hand side of the table, is that OM&A quantity is going up by 9 percent over the timeframe on a cumulative basis.  The capital quantity, based on our physical measure, is going up by 4 percent.

As an aside, I do want to mention that I did make some corrections to the kilometres of distribution line, because for a few firms we saw there was anomalies in the data.  We reached out to those firms and confirmed that there are typographical errors in some of the cost comparator data.  And I can go into that if somebody asks, in further detail.  

But moving on.  On the output side, if we go back to throughput customer numbers and peak demand, we see that   there is with 5 percent growth in throughput.  This is without any weather-normalization, 7 percent growth in customer numbers, and peak demand is actually declining.

So in effect, any reasonable weighted average of the input quantities is likely to go up by more than the output quantities, because of the downward pressure of the peak demand measure.  Therefore, with these numbers, TFP growth will be declining for Ontario, and that is actually what we see on the next slide.

Now, there hasn't been any recent cost function analysis done for Ontario, so we did not have specific weights we could use to actually weight the different outputs.  So therefore, we just ran four sets of numbers, so four sets of scenarios, which we have documented with different weights on the three outputs we used.

These numbers are basically representative of the industry of electricity distribution generally, and consistent with findings that Dennis and I have had for cost function studies of electricity distribution in other jurisdictions.

An important insight from this graph is that TFP trend is going in the same general direction, downward, regardless really of the choice of weights.  The weights really impart how fast we're going down.

If I can recall correctly from yesterday's conversation, over this timeframe of 2002 through 2006, Larry said that he had estimated 0.01 percent per annum TFP growth, using his two output models and his monetary value approach to capital with a benchmark year of 2002.

And I think, Larry - and I don't want to misquote you, but I think your conclusion was that the 0.01 percent as a X-factor would just be unreasonable for the next three to five years.  And though I don't have the actual data you used, so I cannot isolate the exact differences, I think we probably know where the majority of the difference is between the Pacific Economics Group analysis and London Economics analysis.

First of all, I think that there is an overstatement of TFP growth from the Pacific Economics Group analysis -- 

MR. CLARK:  Julia, can I back you up for a minute? Because this discussion about declining TFP is because peak demand has declined.


MS. FRAYER:  Hmm-hmm.

MR. CLARK:  Where did you get that information?  Because it doesn't match up with the IESO Ontario market.


MS. FRAYER:  It is not supposed to match up with IESO.

MR. CLARK:  Well, how...

MS. FRAYER:  It is not a measure of the wholesale peak demand.  It is a measure of the peak demand metered on the distribution systems, on a non-coincident basis.


MR. CLARK:  Where are the meters?  This is what I am trying to get at.  What do you mean by peak demand here?  I don't...

MS. FRAYER:  So I believe it is the peak demand measured by each of the distribution companies.

MR. CLARK:  Is this what they're measuring for their revenue where there are demand metering customers, or is this what the IESO is metering them on?

MS. FRAYER:  I think that is a good question.  I would have to get back to you.

MR. CLARK:  That's a very critical point, because the way customers are being metered is changing fairly continuously, and also the way some utilities have organized their supply points, they may be organizing their supply points so that the net peak demand maybe dropping.  But that does not -- that's not the same thing as saying that the demand, in the sense that it's driving customer assets, the need for customer assets, is declining.

I am having a really hard time understanding that trend, because it's counter-intuitive to every other piece of data that I have seen.

MS. FRAYER:  Well, in effect, I think it is analogous to the utilization on the system, and so if we go back one slide -- actually two slides - sorry about that Andy - what we see is that it's effectively symmetrical to the actual volume on the system.

It's slightly representative of -- it is still following generally, because it's not weather-normalized, with overall consumption by end users in Ontario at peak.  So we know 2002 was one of our worst -- highest peak demand periods ever.  It was a really hot summer.  We know 2006 was a really mild --

MR. CLARK:  But that is a single peak.

MS. FRAYER:  And effectively this is a combination or aggregation of the single peaks for the entire year for each one of the distributors.

MR. CLARK:  I guess -- I don't want to drag your presentation down, but I would really like to get a detailed understanding of how that calculation of peak demand.  What's in there?  What are the numbers underneath that.  Because I have to tell you, they're counter-intuitive with the studies and the work I do, and, in fact, with many of the submissions I see from LDCs.


MS. FRAYER:  We can definitely get to you -- again, the actual raw data comes directly from the publicly available version of the RRRs, the CCM database.

MR. GAPIC:  What's reported by distributors for -- Dan Gapic, Horizon Utilities.  I'm on.

What distributors report is retail data.  We don't send to the OEB in our RRRs data that relates to our wholesale purchases, per se.  It is more or less on retail.  There are two types of retail data we report, coincident peak demand and also customer sales by class.

So I am not sure which it would be, though.

MS. FRAYER:  I think it's the -- I think we use the coincident peak demand version, and then it's effectively aggregated across all of the LDCs.  So it does become non-coincident on an industry-wide basis, because some LDCs might actually have their peak demand hour for the year at different hours, which is a standard approach, again, because I don't think we're trying to measure peak demand in Ontario as much as we're trying to proxy for carrying capacity of the system.

MR. CLARK:  Could I just ask you as a follow-up to provide the data of the calculations?

MS. FRAYER:  Sorry?

MR. CLARK:  Could I ask you as a follow-up to provide the source of that green line, basically.

MS. FRAYER:  Yes, I can do that even later.  Literally it is the OEB data set, so...

MR. CLARK:  Thanks.

MS. FRAYER:  Sort of going back to -- going forward now, back to slide 11 where we left off.  What we did is we took the analysis we were doing and we dropped out peak demand to test the hypothesis, whether or not the incorporation of peak demand as an output measure, what effect it has on the TFP estimates.

We can conclude that peak demand -- that PEG's exclusion of peak demand effectively overstated TFP growth, because once we drop it, we see in this table, in the right-hand corner, that the TFP measure goes down to negative 0.02 percent, whereas in the previous slide, where we had our three model results - sorry, one more down.  Sorry, no.  Slide 10.

In slide 10, we see that what we had measured with the three output model was a TFP growth rate of negative 1.3 percent per annum to negative 2.5 percent per annum on average over the period.

So if we take out peak demand, we basically come down to an effective close to zero percent TFP growth over the time frame on average, although from year to year you might have very positive TFP growth, as we did between 2003 and 2004, and you may have very negative, as we did between 2005 and 2006.

One other difference, as we had been discussing, between the PEG analysis and ourselves is that PEG relied on the monetary value approach to capital.

In our experience, the use of deflated asset values is not going to be a good proxy for the quantity of capital input because of the depreciation profile of assets.

The straight line depreciation that PEG uses is just not reflective of the actual physical capacity of the distribution assets, because distribution assets are more like a light bulb.  They're just going to continue working until one day they don't work and will need to be replaced.

DR. KAUFMANN:  Can I just chime in here just quickly?  I don't want to make a huge deal out of depreciation, but I don't know how familiar you are with the empirical literature.  But there is no support in the empirical literature that assets, either structures or equipment, depreciate at one hoss shay patterns.

In my opinion, I think it is clear that there is physical decay in distribution systems, and we know that because they're maintained.

Companies, they wash insulators.  They wrap poles.  They replace -- they replace components on systems.  They do that all the time.  I mean, that is part of the business.

That's true for any asset.  I mean, think about the car you drive.  The car you drive is the same.  As long as it is getting you from point A to point B, you know, it's providing the same service.  You could say that is one hoss shay, but it is not.  I mean, we know that car is depreciating as you drive it.

It is the same thing with the system.  So really there is no empirical support for it.  There is no -- it's not consistent with the way these companies actually run their businesses.

MS. FRAYER:  I am not arguing --

DR. KAUFMANN:  It is not the way it's done.  There are literally no studies in North America that use a one hoss shay approach.

MS. FRAYER:  I agree with you.  In North America, I don't believe physical depreciation has been used.

DR. KAUFMANN:  It has only been done once.

MS. FRAYER:  It has been used in other jurisdictions.

DR. KAUFMANN:  Once.

MS. FRAYER:  There has been theoretical work published quite extensively on the use of physical depreciation.

DR. KAUFMANN:  I would like to see it.

MS. FRAYER:  We can provide that to the group at large.

In addition, let's just make sure we're not arguing -- we are arguing about the same point.

What I am trying to say is physical depreciation of the quantity of input, because, in effect, the TFP doesn't care about what you spend on capital.  What it's trying to measure is the change in the quantity.

I agree with you that there is physical depreciation that -- the depreciation of the value of capital, but we're not trying to look at the value.  The TFP measure is trying to look at a change in the quantity of input, not the change in the value of input.

DR. KAUFMANN:  I understand that, but if there wasn't physical decay in these inputs, I don't think companies would be maintaining the inputs on an ongoing, consistent basis like they are.

MS. FRAYER:  It's a question of maintaining value versus maintaining the quantity.

DR. KAUFMANN:  No, it is maintaining the quantity, make sure it operates as if supposed to.  I mean, just compare that to a light bulb.  You never have to maintain a light bulb.  You put it in.  When it breaks, you take it out.  That is very unique.  That is not the way utility assets are.

MS. FRAYER:  Frankly, we would all be happy if our utility assets were like a light bulb.  Our lives would be easier.  I'm not trying to say they're as simple as that.  What we're trying to make -- the point is that, in 
effect -- and this is kind of going back actually to the capex issue.  Why are we facing a wall of wires problem, as Paula had suggested?  Why are we going to have to replace everything, or, like, a large portion of our systems, all at once?

It is because the physical depreciation isn't slowly running out so we can slowly replace parts of the system.  It is going to all run out about the same time, where we have to replace them -- you know, a big portion of the system all at once.

So, in effect, I do think the one hoss shay to the quantity of capital is a very accurate depiction of it, because it is exactly how the capital programs are planned.  We are not slowly replacing each piece.  We are actually -- or slowly adding small pieces.  Our capital programs are very integrated and very large scale, and some of the utilities are going to be facing very large replacement programs that --

DR. KAUFMANN:  You don't slowly replace your car, either.  It's the same thing.  The car -- and, you know, cars are not -- we know our cars are physically decaying as we use them.  That is just a question of the length of the asset, but that is not to say that the asset is not decaying and there is not some physical depreciation even as the asset is being used.

That is the experience with practically every asset that is being used by businesses across the board.  Again, there's a lot of empirical support that assets do not display one hoss shay depreciation profiles, on either a value basis or a physical decay basis.  I mean it is just
-- those are the facts.

MS. FRAYER:  Well, and I am not arguing that on a value basis, their value depreciates on a much more smooth profile.

What I want to again focus on is just the quantity, the quantity of the asset that we are worried about.  In effect, the quantities don't depreciate slowly because you are not replacing slowly one piece at a time.  You are making large-scale capital replacements.

MR. SHEPHERD:  I am having a little trouble with this, I guess.  Maybe I am not the only one.

You are focussing on it as if a utility has one asset, and this year they are going to replace it and then they are going to replace it again in 20 years.  But they don't have one asset.  They have lots of assets.  We see with the gas utilities, for example, they have regular capital programs every year.  They have roughly the same expenditure every year, and roughly the same amount of quantity of capital being replaced every year.

So it is quite a regular thing.  It's not actually all that lumpy and up and down.

MS. FRAYER:  If you go back to my slide 9, I am not saying that there has been no change in the quantity of capital.  In fact, industry-wide we had a big increase in the physical quantity of distribution lines between 2000 and 2003.  Then it slowed down.  Now it has taken up again.

So I'm not saying that it's so lumpy that we are not going to build up over time.  But what I am also saying is that until you get additional -– and we're proxying it right now.  I agree with you that I have a proxy for all of capital input in the form of distribution lines.

Eventually, I want to move down the path of incorporating transformer stations.  I can't right now, because we don't have sufficient information about the voltages to do an appropriate aggregation of different types of capital equipment, but we can do it.  It has been done elsewhere.  So we will get there.

In effect, what we're seeing is that the miles of distribution line have grown and have grown at different paces, and that's what we're trying to represent as capital, as the physical quantity of capital.  Not the value, but the quantity of capital.

I am not trying to say that we're going to be, you know, that we're not going to see incremental changes, because we all know that all of the utilities have what we call sort of normal capital-expenditure programs.  There's growth across the province for some LDCs, and they have to connect new customers and so they're going to have to build new distribution lines.  I keep saying "transmission" today.

So I think, Jay, your concern is why just distribution lines?  Why not other types?

MR. SHEPHERD:  That's not what I said at all.  What I said was that I would have thought that in looking at this, you should be measuring the pool of assets.  You should be looking at the pool of assets, and the pool of assets doesn't have the same pattern as an individual asset.  The group as a whole operates differently than individual assets do.  True?

MS. FRAYER:  Well, and the pool of assets is very limited in distribution.  You agree with me there?

MR. SHEPHERD:  No, not at all.

MS. FRAYER:  It is basically distribution lines and transformer stations and CIS systems and physical --

MR. SHEPHERD:  We're not talking about type of assets, we're talking about number of assets.  We're talking about -- there are a lot of different assets.  So any given year, your capital needs or the amount of capital you have to replace is based on the things that deteriorated that year.

But you are looking as if the nature of these assets are that suddenly, you know, this asset doesn't work anymore.

Well, it doesn't matter, because there's a million of those assets.  And some don't work this year, and some don't work next year.  So the pattern of the pool is different than the pattern of individual assets.  Isn't that true?

DR. PORAY:  Maybe I can answer.  Am I on?  That's it.  Okay.  I think, Jay, to the extent that if you are in a steady-state type of environment, where you have been connecting customers over the age of the utility in a sort of incremental way, I would say, yes, that would be the case.

But if you look at the history of distribution systems in Ontario, there were spurts in the '50s and '60s when we electrified the province.  So a lot of assets were put in place at that time to connect customers.  And then you go through a steady-state period where you're incrementally connecting new customers.

But those assets that went in in the '50s and the '60s are now reaching their end of life.  So you are now seeing not your sort of incremental steady-state investment that you were talking about.  You are now going to start seeing some of the lumpy investment.

MR. SHEPHERD:  Okay.  So we had this discussion before.  I have the same question that I had before and I still haven't heard an answer to:  Why can't we go back and look at the pattern of spending over that period, over the period when the assets should be starting to die, and correct for inflation and all of that sort of stuff?  We should be able to get a pattern and know exactly where we are in that cycle.

DR. PORAY:  We are getting to that stage by doing asset condition assessment.

MR. SHEPHERD:  That is not looking at the pattern of past spending.

DR. PORAY:  It's looking at what where the assets are now and what needs to be done.

MR. SHEPHERD:  All right.

MS. FRAYER:  If we can maybe return to this question at the end again, because I just want to get through this section, at least, to give us a picture.

I think, again, one of my concerns was, given the results that PEG had gotten, the 0.001 percent per annum, the results we have gotten of a negative TFP growth, there is a tendency, I think, for us to dismiss that, dismiss that TFP slowdown and the reversal of trends as anomalies.  And I wanted do go into that a little bit as an issue.

Should we dismiss the negative TFP growth estimates out of hand?

I recognize that 2002 through 2006 time frame is a short time period, and that the annual trends estimated should directly figure into a much longer-term sort of average trend.  But recent trends, given that they reflect recent business conditions, should be recognized as critical to future regulation.

Indeed, the Board had clearly indicated in 1st generation IRM, that recent trends are important, if not more important in informing us about possible future productivity growth potential.

The graph on this slide visualizes how, in my opinion, the Board viewed TFP developments in 1st generation IRM.  The slope of the lines effectively represent the TFP growth, because we are graphing productivity levels.  So the slope of the lines is the actual growth in productivity from year to year.

In the case of multiple linear sections to a line, the average TFP growth over the timeframe is simply an average, or approximately the average of the individual slopes of each segment.

So the blue line on this yellow chart represents Ontario, and notably, the slope of the second segment of the blue line is much larger than the first segment.  And what it represents is that TFP growth was picking up in the mid-1990s.

A similar trend emerges for the US, as represented by that broken red line.  TFP growth was increasing.  And I should give the source to this file.  This is taken directly from Larry's report, and I believe the blue line is based on Frank's analysis for 1st generation IRM.

What did the Board do?  Well, the Board chose to put twice as much weight on the second segment in 1st generation IRM.

I believe that similarly, this symmetry should prevail now that the trends have reversed themselves.  Otherwise, the Board is basically increasing regulatory risk on the sector substantially, so that the allowed rates of return should be adjusted, if this symmetry isn't followed through.

If we go on to the next slide, recent trends suggest that there is effectively a slowdown in TFP growth.  In my belief, that really means that the 0.88 percent annual X-factor that we have estimated over a ten-year period is just too high for a three- to five-year forward-looking regime.

Any reasonable analysis needs to recognize that productivity growth rates will decline with time as inefficiencies in the sector are removed.  We know from the discussion Paula had prepared for us earlier, that we have had many years to remove those inefficiencies, because of the rate freezes and various price cap-like regimes that we have had.

I think the Board Staff has already stated this, as well, in the discussion paper, that there has been substantial cost pressures for the electricity distribution sector for some time.

Just to reiterate, I have heard from some the representatives from the Coalition, that the opex components of rates have actually been frozen for a much longer time, much earlier than 1st generation IRM, because in effect, those rates were frozen at the time that Ontario Hydro's rates were frozen.


So the LDCs had to make efficiency improvements to keep pace with that embedded cost-of-service rate structure.

Now, importantly, we are embarking on a period of replacement of aging assets, demographical shifts in labour that are likely to show up as input increases without commensurate output increases.  

So really the bottom line, in my opinion, is that PEG's recommendation for a 0.88 percent X-factor is too high and really ignores recent trends in Ontario.

If we follow the logic of the Board's own precedent in 1st generation IRM, we're effectively down to about a 

0.4 percent to 0.68 percent per annum growth rate.  That's actually without weighting the recent trends more.  If we weight the recent trends more, we're effectively approaching a zero percent X-factor.

Now, I don't want to go as far as to recommend a zero percent X-factor for 3rd generation IRM.  So I am not trying to push us off to an unreasonable balance, but I think more reasonably an X-factor in the range of 0.4 percent to 0.7 percent is justified by the data we have on hand, by the overall trends, and, in fact, as the next slide shows, that is justified in many ways.  You can cut it many ways.  

You can take a look at the analysis PEG has done and take into account the weighting approach that the Board has approved in 1st generation, or you can take a look at the PEG analysis and simply do an average, taking into account the recent TFP negative growth trends that I have estimated.  You come out with the same general trend, that the 0.88 percent industry average TFP growth is too high.

What this chart is showing, just for those who are interested, is effectively a replication of the productivity levels of -- '95 to '97 is based on actual empirical studies for Ontario that were done by Frank Cronin, King at the time.  Then I have used -- I have taken the liberty of using Larry's estimated backfilled period under his second and third model, because he recommended that as the most likely models for Ontario from '98 to 2002.

From that point on, the black lines, the two black lines, effectively represent, basically, the productivity growth trends that I have estimated, the most I guess conservative ones from the perspective of rate growth, which is about -- a little over 1 percent productivity decline from year on year, on average.

So now we have been talking so far about the average industry trend.  Let me step back a little bit.  I have only got, I think, two or three more slides here, and then we will be done with this section.  

Let me step back and go back to the OM&A cost analysis that has been done.  I haven't had a chance to review the most recent report that came out in detail, but I think Larry confirmed yesterday that he is still using the OM&A-based benchmarks and not the total cost benchmark to analyze where different utilities fall, in terms of their diversity among their peers.

This graph is taken actually from the original February PEG report, table 17, I believe.  What it does, it shows us the effective diversity -- taking right now with a grain of salt that the measures are right, diversity in labour productivity based on the productivity index values as of 2005.

We see quite a diverse situation.  We also see that the groupings, as originally proposed by Board Staff, also suggest there is quite a bit of diversity in actual productivity levels even among the groups, again, as measured by the PEG work from last year, from 2007.

Let me spend a few minutes reviewing the issue of just labour OM&A productivity and which is what this represents.  By concentrating on the productivity of one particular input, we may have a misleading impression of overall performance.  Take, for example, again, the car manufacturer that we have kind of beaten to death through my presentation, whose productivity is being measured by the number of cars produced per employee in a partial productivity of labour measure.

A ten-year comparison of the results may indicate substantial productivity gains during the last few years, with the source of these gains may be due to increased output or decrease in labour input or a combination of both.

Assuming that output increased by investing in faster and bigger assembly machines and more production, while keeping the number of employees constant, the observed improvement in labour productivity will have been achieved at the expense of the deterioration in partial productivity of capital.

This is really critical for Ontario LDCs, because we have different capitalization policies, trial balance entries and other cost mixes that will lead to very misleading conclusions about where a particular LDC will fall when we only look at what cost component, and, in effect, ignore a cost component that PEG has said is over 60 percent of total costs.

So I question whether it is feasible and useful and correct to actually use these OM&A productivity measures as a way to classify peers -- as a way to classify LDCs into peers for purposes of understanding relative productivity, and therefore making adjustments to industry average TFP productivity targets.

Over time, the incentive rate-making approach should motivate convergence of the various firms' productivity to a more narrow band around the long-run industry trend.  So if we assume that for the time being, because this isn't a time scale, but if we assume that that 1 percent is that -- is effectively an industry average, we would think that the tails of that distribution of symbols would flatten out.  So we would get a much closer positioning of firms to the industry average over time.

I think PEG's own TFP analysis shows evidence of that slowdown.  Rather than accelerating, there is direct support for the argument we are making on convergence that high-paced TFP growth is not sustainable indefinitely.

Just kind of going back again - maybe making one step forward and two steps back - what we have been talking about so far this morning has been industry average total factor productivity.

Let me step back for a minute and try to kind of hopefully avoid the confusion we had a little bit yesterday on this topic of stretch factors, as they have been called.

How did PEG get its 0.88 percent TFP growth rate number?

Well, it is an industry-wide average of observed growth rates over the last 11 years.  It is effectively composed of growth rates for fast-growing firms, as well as growth rates for slow-moving firms.  What I keep wanting to emphasize is it is an average of all firms within Ontario.

The previous slide shows us that there's partial -- at least on a partial productivity basis, a substantial amount of diversity in actual productivity levels across Ontario LDCs.

So as Larry mentioned yesterday, and I concur with him, where companies start makes a difference, and diminishing returns are very likely.

So given that the 0.88 percent is an average across all firms, it is very reasonable for us to expect that some firms are going to be faster-growing and some firms will be slower-growing, and that is kind of what I tried to illustrate very hypothetically in the graph here, where we have an industry average TFP trend, which is TFP growth for the industry on average, and we should expect that some firms will be faster-growing in terms of productivity and some firms will be slower-growing.

In effect, what we should also understand, those firms that have been superior performers, have achieved superior levels of productivity, are effectively reaching a period 
-- given that we have had many years of cost pressures and price caps or effective rate freezes, are effectively achieving a period where they're not going to be able to maintain the pace of productivity growth that they have had over the last 11 years.

In recognition of that, what we're suggesting is that the superior performers not be burdened with a growth -- a total factor productivity growth target, an X-factor, that doesn't recognize the fact that they're already superior performers and that they cannot maintain the faster-paced growth that the industry as a whole should maintain on average.

On the other hand, we also recognize that there are some firms that have been inferior performers and those firms have not been able to achieve the industry average productivity level, and that in the future they should be motivated to, incentivized to effectively grow a little bit -- at a faster pace, to catch up with the industry average.

So in effect, what we're saying is that those inferior performers should get an additional adder to their X-factor and that the superior performers should get a negative adder, or effectively a discount to the industry average X-factor to deal with their different pace of growth and their different productivity levels.

MR. SHEPHERD:  There seem to be two parts to this stretch factor analysis.  One is how you disburse the stretch factor, how you allocate it between utilities.  

And the second is, what's the average?  It looks to me like what you're saying is the average should be, there should be no stretch factor.  Zero.

MS. FRAYER:  Yes.  I'm saying that we've estimated a target, the X-factor for the industry as a whole, already calibrated to the industry average.

MR. SHEPHERD:  So you are denying the need for a stretch factor?

MS. FRAYER:  At this point in time, we are not coming off of cost of service.  We are coming off of many years of effective rate cap, and --

MR. SHEPHERD:  I just wanted to make that clear.

MS. FRAYER:  Yes.

MR. SHEPHERD:  Then the second thing is, you are proposing that you encourage convergence to the industry average.  I would have thought that if you were encouraging something, you should be encouraging superior performance, and therefore convergence on a number of above an average.  Why wouldn't you be doing that?

MS. FRAYER:  We are working towards an industry average profile, because we have said that what we want to do is have -- we don't want to actually encourage firms to hit a productivity level of another firm.  We are not trying to pick out one or two firms and use them as the target, because that's not fair.

What we want to do is use the industry as a whole, as a target for the industry going forward.

So with a positive X-factor, we are still encouraging productivity improvements.  The question is really trying to encourage some to do a little bit better, because they haven't had a history of doing very well in the past.

MR. SHEPHERD:  You are also encouraging some to do worse.  And I guess --

MS. FRAYER:  We are not encouraging them to do worse.  The productivity level, you know, we're not suggesting that they reverse the productivities that they have achieved.

What we're saying is that they can't maintain the trend in productivity growth that they have had.

MR. SHEPHERD:  The thing I don't understand here is if you are a regulator, why would you want to encourage the good performers to get down to the average, at all?

Wouldn't you want to encourage them to stay up?  And wouldn't you as a regulator want your structure to be encouraging an increase in the average over time?  Isn't that right?

MS. FRAYER:  We are, right.  We are suggesting a positive -- although not as high as PEG has suggested -- but we are recommending a positive industry average TFP growth X-factor, as we want to call it.  But what we're saying, in effect, is that the superior performers who have been growing at a fast pace to date are not going to be able to maintain it.  There are diminishing returns.  You are going to reach a point where you have squeezed out efficiencies.

What we are trying to recognize is that there are both efficient and less efficient firms.

DR. KAUFMANN:  Can I just ask a question?  Would you agree that there should be superior returns for superior performance?

MS. FRAYER:  Yes, I would agree there.

DR. KAUFMANN:  So if you outperform the industry, then there should be an increase in your returns.

MS. FRAYER:  Yes.

DR. KAUFMANN:  Would you agree with that?  If you don't, then there shouldn't be an increase in your returns.

MS. FRAYER:  Yes.

DR. KAUFMANN:  If you fail to.

Now, with this approach, if you have a negative stretch factor relative to the industry, and you're a superior cost performer, couldn't you under-perform the industry and still receive superior returns?  I mean, let's say TFP growth is 0.9, and you've got a negative stretch factor of 0.3.  Okay?  So your effective TFP growth for you is 0.6.

If you increase your TFP growth at 0.7, you are going to be earning superior returns.  Your returns will be increasing based on that.  But you are under-performing relative to the industry.

MS. FRAYER:  The presumption, I think, in that whole construct -- because I agree with the basic premise about better performers, better returns -- but the underlying I think assumption in your construct in that hypothetical is that you could achieve 0.7.

What I am trying to say is that the superior performers, we need to recalibrate their X-factor to what they can achieve, given the fact that they have already achieved a high growth in the past and they're not likely to be able to maintain that same growth profile.

DR. KAUFMANN:  I think we all agree with that.  But it is just a question of creating the right incentives going forward and making sure that rewards and penalties reflect performance.  I think under this approach, there will be a question about whether that actually occurs.

MS. FRAYER:  Well, I think the question is whether you can actually estimate the appropriate stretch factors to take into consideration what is achievable, and –-


DR. KAUFMANN:  That's another issue.  

On the question of whether there should be a negative stretch factor, I think you have to confront the issue of whether or not that is going to create the right incentives, and whether you can reward companies for under-performing.

MS. FRAYER:  I think it will, so long as you actually measure it is on the basis of what is achievable.

Again, in your construct, you think a negative stretch factor of 0.3 percent is advisable, but then it turns out after the fact that you mis-specified that 0.3, and in fact, it should have been just a negative stretch factor of 0.2.  That's where you get got the rewards and incentives wrong.  It's in the selection of the number, not in the general concept of the fact that you have superior and inferior performers at different growth rates and you want to make sure that you assign them a productivity factor which is a growth rate number, not a level number.  So we are not talking about productivity levels, but the growth in productivity that is sustainable.

We don't want to jeopardize efficiency enhancements, which is one of the criteria of the Board, but we want to somehow incorporate the other criterion that the Board has put out in its scoping paper, which is the sustainability of the overall framework.

Now, I think everybody probably has the next question, which is:  Okay, this is all great in theory and concept, but how do you get there.  I think this is our concern as well.  How do you actually get there?

I have to say practically, I am very unsatisfied with the approach of basing it on partial productivity measures that I know for a fact are wrong, because they don't incorporate a major input to production.

I know that the peer classifications created by the Board Staff are also insufficient, inasmuch as we cannot determine whether the productivity levels of firms within each peer group are, in fact, consistent.

Based on just the labour productivity measures or the OM&A partial productivity measures I showed you, we actually know they're not consistent based on that measure.

I think that a multilateral total factor productivity analysis would be actually a practical method to employ for setting -- for determining that actual diversity factor, to ensure that we don't over- or under-incentivize and ensure we get to something that is sustainable.  The problem is that it requires data that we currently don't have.

>et me step back and describe for those who don't know, what a multilateral total factor productivity method is.  In effect, it is a method that is still an index-based method, but what it is doing is it's calculating not only the rate of growth of productivity for industry as a whole, but it's also calculating the relative productivity levels of individual firms.  That's the missing component that we need in order to accurately set the peer groups, and then determine the glide-path for the positive or negative adders to the X-factor.

As Larry mentioned, this is exactly the approach that was used in New Zealand for this purpose.  I don't think I have time today, but there are a few slides in the back of this presentation, in the background materials, that discuss how it was done in New Zealand.

DR. KAUFMANN:  Can I just make a quick point on New Zealand?  Are you familiar with the update of the study in New Zealand?

MS. FRAYER:  I have just received copies of it.  I haven't read it.

DR. KAUFMANN:  This is what's going on in New Zealand as we speak, and --

MS. FRAYER:  There is a lot of issues.  Rate 
setting --

DR. KAUFMANN:  I understand that.  But this is concretely what has happened with the TFP, with the benchmarking specification that you are recommending that we use here.

In 2003, there was a benchmarking study they ranked companies from 1 to 29.  The study was updated in December of 2007.  The company that was number one in 2003 is number 29 in 2007, based on this methodology.

MS. FRAYER:  Based on a multilateral total factor?

DR. KAUFMANN:  Yes.

MS. FRAYER:  But there may be, again, an explanation for it --

DR. KAUFMANN:  With physical capital used as capital inputs.  I just think you have to keep that in mind.  The companies are stunned, and I think the Ontario industry, that's not the sort benchmarking approach we want to use, that is that non-robust and that volatile from one application to another.

MS. FRAYER:  But the partial measure of OM&A is lacking --


DR KAUFMANN:  I understand, but --


MS. FRAYER:  -- in the very different ways, but lacking just the same.

DR. KAUFMANN:  -- there are problems with it.  But if this is the way you want to go, this is the experience right now with this approach, as we speak.  This is what the implications of using this approach have been.

MS. CONBOY:  I think we need to spend -– and we will have to do a similar review of what has gone on in Ontario, because there are some utilities that may have been ranked very high in the November 2007 report, and in the more recent report have ranked very low, and, similarly, the other way around.

So you need to understand what changes were made to the report to see what the implications are.  If I don't understand how it is that my company, for example, is seen to be a very poor performer, I am not going to get better, because I don't understand the basis upon which that analysis was done.

So it might have gone one way in New Zealand, but hasn't it done exactly the same thing here?

DR. KAUFMANN:  Well, not really, because, I mean, that was a draft report and that was really issued to get comments and to improve and refine the methodology.  It wasn't final.

What has happened in New Zealand is not the final, either, at this point.

MS. FRAYER:  That is not fair, too.  New Zealand has a different regulatory protocol, in terms of issuing a draft and comments, so you really can't compare that.  In effect, if we're talking about methods --

DR. KAUFMANN:  I know, but that was really a research report.  The reason for issuing drafts was to get comments and to better understand what may or may not be reflected in the methodology so that the methodology could be enhanced.

I mean, that was really implicit.  That was part of the process for developing that report.

I mean, I think the companies and the industry should better understand what was done there.  We are all for that.  But it's not really an apples-to-apples comparison to compare what was done in April 2007 with the final report as opposed to what was done in New Zealand, which was the basis for the C1 factors there, the stretch factors, and the updated analysis, which will be the basis for the stretch factors again.

MS. FRAYER:  Are you saying that -- because if I understand correctly, the biggest difference -- leaving aside some of the differences about how to measure capital, but the biggest difference that I am trying to kind of impart on the audience is the difference between doing a relative productivity level analysis based on total cost, multi-lateral total factor productivity, versus doing a ranking and analysis of relative productivity based on a partial productivity measure OM&A.  Are you championing, then, the OM&A measure over a total factor productivity measure?

DR. KAUFMANN:  No, total factor productivity is better in principle, but you need good capital data to do it.  We don't have those.  At present, we don't have that.

DR. CRONIN:  The Board does have the data.  You may not have it, and I sympathize with that issue.  The Board has almost 40 years of capital data, continuous.  The Board has 20 years of operating data, continuous.  It would provide all of the information in a robust fashion to resolve many of the issues that we have talked about here and that you have tried to deal with in your various analyses, and I empathize with having to work in the context of, you know, inadequate data.  But I want to try to make the point that the Board does have the data to do this correctly.

They should spend more time on that, so that when they do have staff and consultants come in to work on these kind of issues, they are being given the benefit of what amounted to tens of thousands of hours of stakeholder effort in previous attempts to deal with these issues.  

The Board spent a lot of money.  The stakeholders spent literally man years and man years, because I was involved in part of that process, and that data sits unused.  It's probably -- it's one of the two best data sets, I think, that and Norway, for looking at many of these issues.  

It is not perfect, and it certainly can be improved, but the Board is sitting on what I would consider to be a very valuable asset and is not using it in the context with which it was developed specifically to be used for.

MS. FRAYER:  Sort of stepping on from what Frank has said, I think one of our key recommendations is that the Board require that the utilities prepare additional capital data for filing, so that the analysis that we have been doing can be extended, especially given the fact, kind of going back to Jay's point, that we do recognize that some LDCs have capital inputs, physical capital inputs, other than distribution lines.

So there is the issue of the value of carrying capacity, of underground versus aerial lines, substations, transformers.  What we need to do is be able to aggregate all of those different types of physical capital on an apples-to-apples basis across LDCs.  There are engineering measures, like the voltage per kilometre metric, that can achieve this apples-to-apples comparison, and we would like to get that measure.

The best way to do that is to collect the data that allows us to look at the voltage levels of the distribution lines, which are not currently reported, at least in the public domain, and the voltage of the transformer stations and so on.

Interestingly, I believe the Canadian Electricity Association has just surveyed its members for exactly this data, so it's not like we're asking for an impossible task.  Many of the Ontario LDCs will be providing that data to the CEA for their own studies that they're doing or are in the midst of preparing. 

So I think this is a practical and very pragmatic request of the Board.

In the interim, however, I recognize that at least for now we don't have access to adequate data to really look confidently at the relative levels of total cost efficiency.


So just pragmatically, again, my suggestion right now is that the Board adopt a basic X-factor in the range of 0.4 percent to 0.7 percent for the industry as a whole, and, as soon as possible and practical, perhaps even within the 3rd generation IRM, we develop peer-specific diversity factors or stretch factors that follow that paradigm of slow and fast growth and acknowledge the fact that fast growth is not possible forever.

So, actually, this kind of ends off that productivity factor section.  The next section is inflation factors, but I wonder if folks want a break.

MS. BRICKENDEN:  Yes.  Good point.  We do have lunch coming in.  We did ask for it to be here at about this time, so maybe we should take our break, and then reconvene just shortly after noon at around ten after 12:00.

MS. FRAYER:  I don't know if there is an interest in this.  I am happy to talk through my lunch.  So if folks want to sit around and eat their lunch and chew and stuff, I am happy to continue kind of the discussions through that.

MS. BRICKENDEN:  I don't want to get into too big of a debate, but I am, Julia, struggling to understand the physical capital, the place for the physical capital measure, in a regulatory context.  So I am trying to understand it, and even if people had questions, I think I would benefit from understanding that better.

--- Luncheon recess taken at 11:40 a.m.

--- On resuming at 12:13 p.m.

MS. BRICKENDEN:  Welcome back, folks.  I think we should get started again.


Looking at the time, what Julia has offered to do is focus, for at least another ten minutes, on some of the capital issues that we started to talk about, and then we will pass the baton, so to speak, to Adonis and carry on with our agenda.

I would like to suggest that we circle back, after Adonis and Frank have made their presentations on the issue of capital, and then we might be able to have an interesting, more fulsome discussion after having heard two other presenters on the topic.

So, Julia?

MS. FRAYER:  Thank you, Lisa.  The mic is on.

We had a whole section of the presentation that was covering inflation factors, which I am going to skip over at this point.  I think primarily we were concerned about legitimacy, but they're very self-explanatory slides, so feel free to take a look at them at your convenience at some point later.

And in fact, on my next and first capital expenditure module slide, I think this one is also very self-explanatory and has been covered quite a bit with Paula's discussion in her introduction this morning, so I don't want to spend a lot of time.

In effect, what I am trying to do with this portion of the presentation is to address two basic questions that Staff raised in the discussion paper about why is it necessary, and if so, what kind of module.


Let me take those two questions in reverse, and say:  What kind of module?

I want to recognize the working group, based on the materials over the last few months, six months probably now, considered a number of options on the capital issue.  A number of capex modules that could be added to the inflation minus X type of price cap.

Given the diversity we see in the capitalization policies, in the future capital expenditure profiles among LDCs, it may in fact be appropriate for the Board to offer all of these options and have utilities make a showing for a particular plan, given each utility's specific circumstances.

But at the same time, I recognize that that type of individualization will be very complicated and very intensive in terms of effort.  So I would like to point out this afternoon that the K-factor approach, that additional sort of capital expenditure module approach, has a lot of advantages, in my opinion.

I have a slide in the background materials portion later on that -- feel free to review -- that tries to put on an equal footing the various additive capital expenditure modules that were considered, vis-à-vis the criteria that the Board put out in the scoping memo.

So I am not going to discuss it today, but I am happy to, maybe later on this afternoon if we have time, answer questions on it.  But I think that's what led us to think that in fact, a K-factor that would be an additional term in the comprehensive price cap, would be both legitimate and useful.

The idea is really that the K-factor would capture the differences in revenue requirement associated with capital expenditure in excess of amortization that's being already built in to the rates, and that's already being represented on a historical basis in the long-run average total factor productivity estimates we're making.


There is a lot of precedent in other jurisdictions for such an explicit K-factor, and in fact, some jurisdictions have a K-like adjustment that is embedded in the X-factor  -- that is not explicit, but it's embedded there -- to deal with capital pressures on revenue.

The devil will be in the details, and I agree with that in terms of how we design the threshold for activating the K-factor.  The individual driver aspect may not work, nor the incremental capital investment idea, because in effect, capital programs are done on an integrated basis.  So what we may need to do is reflect that integrated capital spending, and define thresholds or measures of K-factor that are linked back to capital spending expectations, volume growth or aging.

We will be hopefully better prepared to give very concrete examples of those in the written comments, but I just wanted to lay out the foundation now in discussions today.

I think the other thing to keep in mind is the benefits of the K-factor.  I think it will ensure financial viability, which I will discuss next in the next few slides.  But it also provides for stability in terms of overall design, because in effect, I think what is going to happen -- to echo Paula's voice -- is many utilities, once they feel the pressure of capex, will have to opt out of incentive ratemaking unless they have a capital module that will serve to continue the trend for them.

In addition, I think from a customer- and a utility-planning perspective, the K-factor stabilizes rates, not within the generation of incentive ratemaking, but actually between generations.  Because effectively, it avoids that rate shock that is going to occur once you go in for rebasing, because it has already smoothed the profile in terms of overall rates to get you to implicitly acknowledge that certain capital additions have been made.

Jay, to deal with your issue, I don't think we would suggest that it would do it on a forward-looking basis.  It would do it not in anticipation of future capital, but really, once that future capital has been put into service, the K-factor would allow for remuneration or true-up in that revenue requirement to account for that in-service capital.

MS. GIRVAN:  Julia, can you help us with what other jurisdictions have either explicit or embedded K-like adjustments?

MS. FRAYER:  There is a few jurisdictions that, as an example, it is a little bit of a different type of price cap regime, but the UK utilizes a K-factor, but they specifically go down to the point of actually differentiating completely OM&A from capital input.

So they deal with basically a partial-based price cap regime that applies I minus X on to the OM&A component of costs and tariffs, and then has a forward-looking capital expenditure budget, which they eventually smooth through a K-factor.  It is a little bit different from what we're proposing here.

There are other regimes that effectively have incorporated K-factors during periods of their business cycle where there has been substantial cost pressures.

The examples.  Norway has -- I believe some of the LDCs in Norway have done it.  It has been embedded in the discussion of X-factors, not explicit, but embedded in the Netherlands to some degree, both on -- possibly more so on the transmission side than distribution, but the idea is that additional investment is necessary that is not going to be provided for within the I minus X.

I am happy to expand on that list in our written submissions.

So kind of moving on, because we don't have much time.  I wanted to go through -- I don't think anybody is going to be able to see that chart from where you are, so I think Paula has kindly made copies of the presentations, so feel free to take it, so you have it in front of you.

What I have done to highlight -- the first question really is whether there is a need for a capex module.  We have created a financial model that looks at the implications of a comprehensive price cap on a forward-looking basis, and demonstrates why there is a need for a capex module.

This financial model, also simplified from the actual financials of a company, is using actual realistic data for one of the LDCs in the Coalition of Large Distributors.  So I think although it is illustrative about the need for a K-factor in the price cap formula based on some the assumptions, at the same time it is also very realistic about the issues that we're facing.

What we have here is basically an assumption about what I, inflation, and X will be.  To be conservative, I have assumed that in effect inflation is actually outpacing the productivity target that the regulator set.  So rates are increasing over the price cap regime.  I have also assumed conservatively, I think, because that helps increase revenues, that volume is growing at a rate of 
1 percent per annum.

In recognition of how a price cap regime actually works, we have not allowed rate base for purposes of rates to change after the forward test year of capex.  So that is constant.


I have then assumed that this particular utility in this particular illustrative example is able to actually keep pace with the productivity target that the regulator set for it, and is able to make real cost reductions in OM&A.

Once I take into account amortization and interest expense, as well as tax payments, I can get a net income number.  Once we get the net income number, we can also see the return on equity.

The implication of this slide is that effectively this utility, who is keeping pace with the X-factor target that the regulator set through operational cost gains, and who is experiencing growth in demand which should offset some cost pressures, is nevertheless going to face precipitously declining return on equity.

In fact, return on equity after the base year is always below the deemed allowed return on equity in its rate of return.

MR. SHEPHERD:  Can you give us a live version of this spreadsheet?

MS. FRAYER:  Oh, yes.

MR. SHEPHERD:  Thanks.

MS. FRAYER:  It's really simple.

MR. SHEPHERD:  Oh, I see.

MS. FRAYER:  Fairly simple.

I think from the perspective of this hypothetical utility, an I minus X price cap would simply not be sustainable.  They wouldn't be able to get the assumed levels of capital expenditure financed over the period.  So, in effect, I think the idea would be that they would eventually have to go into cost of service.

DR. KAUFMANN:  Julia, just a quick question.  Isn't a lot riding on the I assumption here, the I of 1.0?  Just to let you know, I was looking at this on the plane and was just doing some back-of-the-envelope calculations.  According to my calculations, if you had an average I of 3 and an average X of 1, you would have an extra $22 million of revenue over this five years.

MS. FRAYER:  Actually, you make a better point with your example right now.  It is not about I and it is not about X in isolation.  It is about I minus X, the difference between those two.

And yes.  So the assumptions are a function of what do you believe your overall rate adjustment mechanism is going to be.

So -- and for illustrative purposes, I have taken that example.  One could also say, Well, this particular utility, if it had a much lower capital expenditure plan, instead of $45 million a year that I have assumed, we would also have less issue here, because, in effect, it would be more closely matching the amortization that was built into that cost-of-service rate.

DR. KAUFMANN:  But under this example, if you had that and you had an extra $22 million, that would all go right to net income and that would go straight to the bottom line.  And the company would need -- the company could finance an 80 percent increase in its rate base.

MS. FRAYER:  How do we know inflation will be 3 percent?

DR. KAUFMANN:  We don't.  We don't, but I think -- I mean, we obviously don't know it is going to be 1 percent either.  I think 3 percent is probably more reasonable going forward.

MR. SHEPHERD:  Actually, in Canada we know it is going to be 2 percent, because the Bank of Canada has a policy of keeping it at 2 percent.

MS. FRAYER:  But not the IPI, necessarily.  And the problem with IPI is it could just as well be very negative in a certain year, which would actually push rates down in revenue requirements.  

I think the purpose is not necessarily to, right now, argue about the assumptions used to build up the model, but to show that there are serious implications possible, based on a confluence of events in the industry and a reasonable set of confluence of events.

To illustrate the point that we have been making, that in effect amortization, because it is based on historical cost accounting, is not necessarily going to help us keep pace with future capital investment, capital additions based on current costs, which far exceed those on which -- the historical basis of previous additions.

MR. CLARK:  Julia, just -- I am an engineer, not an accountant, so if this is stupid, please tell me.

You have got a capex of 45 million a year and you have amortization in the last year of $41 million on a rate base of a shade under $600 million.

MS. FRAYER:  Hmm-hmm.

MR. CLARK:  That seems like a lot for that size of rate base in a distribution utility, where your assets on average last about 33 years, something like that.

MS. FRAYER:  In fact, I think the experience is that the amortization rate is much higher now for the type of assets that are being put in place, because of information systems.

MR. CLARK:  Yes, but this is an existing asset base.

MS. FRAYER:  An existing asset plus the capex.

MR. CLARK:  You have the asset base here not really changing at all.

MS. FRAYER:  But the amortization of capital invested is not on the rate base that I am showing, which is being shown for purposes of understanding how rates were developed, but it is on actual book value, which will take into account capital additions once they're put into service.  So the actual book value is growing much quicker, much bigger.

MR. SHEPHERD:  You have the average life of the assets going down substantially in this example.

MS. FRAYER:  Sorry?

MR. SHEPHERD:  You have the average life of the utility's assets going down substantially over five years in this example.

MS. FRAYER:  What do you mean?

MR. SHEPHERD:  Look at the ratio of amortization to rate base.

MS. FRAYER:  We're missing a column here.  The rate base here is illustrative for understanding how rates are set.

In effect, right now with the price cap regime, rate base while you are in the regime isn't going to change from year to year.

MR. SHEPHERD:  Oh, oh, so --

MS. FRAYER:  But your book value, for purposes of calculating amortization and interest expense, does grow with capital additions.

MR. SHEPHERD:  So this isn't the whole of the spreadsheet?

MS. FRAYER:  No, no.

MR. SHEPHERD:  So when you give it to us, can you give us the whole one?

MS. FRAYER:  It didn't fit on.  If I added a few more columns, you guys would have had to use magnifying lenses to see it.  There is another column that you could put side by side with rate base.  There is a rate base for regulatory tariff-setting purposes, and there is an asset base that the LDCs use for year-on-year financial accounting, and they're different, and they're explicitly so different in a price cap regime, because you don't visit the rate base until you go into rebasing.

That's actually one of the fundamental problems that we're trying to illustrate here.  Because of that set-up, there is likely to be a need for a capex module, even without substantial replacement of capital or some sort of lumpiness of capital.  It may be even under the current version of status quo that you may need a capital expenditure module, simply because the amortization you are taking can't keep pace with the capital additions you are making.  So...

Then the next slide, which again stems from the same example, looks at the same issue a little bit differently.  Assume again the same profile of distribution rates because of the same assumptions on I minus X; the same revenues in effect because of the same volume growth.  But then let's go back and say, What type of O&M reductions would be necessary to maintain a return on equity?

Those OM&A reductions are substantial.  In this particular example, it is 30 percent, given the combination, again, as Larry pointed out, of inflation and X-factor that I used as the initial assumption.

Thirty percent is a lot of reduction in five years, considering that many LDCs have been making reductions year on year for more than a decade, once you take into account the rate freezes and restructurings and unbundlings.

The table on the bottom, again, shows the sensitivity, just so we can start to appreciate the sensitivity of the X-factor to financial viability.  A 100-basis-point increase in X, keeping the inflation assumption constant, would require a 44 percent reduction OM&A to really achieve the 8.6 percent allowed rate of return.

I think you can -- I would love for everybody to take a look at these numbers, but, really, the point was to start to address that I think it is either the third or fourth criteria that the Board had issued in its scoping paper, that of financial liability and sustainability and the ability to recover prudent capex.  I am not sure we have all thought about it, because we together as a group have spent a lot of time talking about inflation and the X-factor and not enough really time thinking about the details of what's necessary to ensure that we're not going to send the entire industry into cost of service two or three years down the road.

So hopefully, in conclusion, and I am happy to take comments now, but I think for purposes of smoothness, we might want to wait on the capex comments until later.

We have really three big points to make.  I think we would recommend an industry-wide X-factor that is lower than that proposed by PEG, in the range of 0.4 percent to 0.7 percent.  Because of the inadequacies and our concerns about the robustness of the relative productivity levels analysis on a firm level, I think currently we would recommend that the Board really needs to work on the data some more before committing to particular stretch factors to be added to the X-factor for particular firms.

We also had concerns -- I didn't spend any time talking about this, but it is really practical concerns about the industry-specific input price index.  We agree conceptually that it is a superior choice, but practically, I think a couple of design issues need to be resolved.  We started talking about those yesterday, and I think we can continue the discussion in written comments, and so forth.

Lastly, just as I have been speaking for the last few minutes, we believe that the capex module really needs to be part of the core plan, and that's really to ensure that the principles of financial viability, sustainability and stability of rates is achieved with 3rd generation IRM.

Thank you.

MS. BRICKENDEN:  Thank you, Julia.  I am losing my voice here.  Adonis, I think we can, if I can call this up quickly, pass the baton on to you.
Electricity Distributors’ Association Presentation by Dr. Yatchew

DR. YATCHEW:  First, thank you for allowing me to make this presentation on behalf of the Electricity Distributors' Association.

The Electricity Distributors' Association includes as its members the overwhelming majority of electricity distribution utilities in Ontario, and indeed, the EDA and its various predecessors have been involved with electricity distributors for approximately a century.

As one might expect and as we have seen, EDA members, member utilities operate in a broad range of environments.  They have varying characteristics, and so their interests do not always coincide.

Some utilities have relatively older assets and face major restoration and refurbishment challenges.  To these utilities, proper consideration of capital investments as part of an incentive regulation mechanism is particularly important.

In a few instances, utilities are expecting weak sales growth or even declining sales, on a per customer basis, for example.  For these utilities, a standard price cap mechanism is risky, because as revenues per customer decline, and given that fixed costs constitute a large share of total costs, even draconian cost-cutting measures may not ensure that the utility has a chance to earn a reasonable rate-of-return on its equity.

Indeed, some of these utilities have expressed a preference for revenue caps rather than price caps.

Achieving a measure of coherency among EDA members can be at times a challenge, and I therefore appreciate the difficulties the regulator faces in trying to regulate a wide array of utilities as those that we have in Ontario.  It can be, indeed, a daunting task.

Yet having observed these proceedings, it is my belief that with some reasonable accommodations, 3rd generation IRM can be effective and highly efficient.

Now, some additional prefatory comments.  Some may consider the presence of a multiplicity of utilities creates an unnecessary and avoidable regulatory burden and increases the costs of the industry as a whole.

In my view, while further voluntary and mutually beneficial amalgamations may in all likelihood occur, the presence of multiple distributors enhances the potential for efficacious regulation, and indeed, a highly efficient distribution sector.

To draw an analogy with competitive markets, efficient outcomes there are much more likely when there are multiple entities than when there are only one or two service providers.

In the present regulated setting, ultimately it is certain elements of yardstick competition that is part of the driving force which provides the basis for intra-jurisdictional comparability and improvements in efficiency.

Now, the Ontario Energy Board Staff has distributed two extensive and thoughtful documents.  The first one is the Staff Discussion Paper on 3rd Generation Incentive Regulation, dated February 28th, and an accompanying document, authored by the Pacific Economics Group, and particularly led by Lawrence Kaufmann, entitled Calibrating Rate Indexing Mechanisms for 3rd Generation Incentive Regulation in Ontario.

Together with further input provided by various stakeholders and working group members, these should form a basis of credible 3rd generation IRM.

In addition, very recently, the Board has filed the latest benchmarking report, which we heard of earlier, benchmarking the costs of Ontario power distributors, prepared by the Pacific Economics Group and led by Mark Lowry.

We have been fortunate now to receive data underlying these various analyses, roughly in the timeframe between March 7th and March 19th.  Some of it you have received relatively recently.  We have been working assiduously with these data.  However, in view of the timeframe, our representations made here today remain subject to the completion of the data analysis in which we are engaging, and further consideration of the documents.

I would also like to express my appreciation to Board Staff and to Larry Kaufmann and the PEG group for the efforts they have made in providing data and software that were used in their analyses.  The analyses they have performed will have considerable impact on the futures of our many utilities.  And I have consistently argued that reproducibility of these empirical analyses contributes greatly to the fairness, to the openness and indeed, ultimately to the efficiency of this process.

I am also appreciative of the collegial atmosphere in which these proceedings have been conducted, at least from my point of view.

Let me summarize what will be the key elements of this presentation.  Its purpose is to highlight certain areas where, in our view, refinements or improvements can be achieved, or perhaps further justifications need to be provided


I will focus on the base productivity factor, the stretch factor, the role of Ontario data in the calibration process; I will speak briefly on capital expenditures, and then the proposed approach to incentive regulation and elements of the proposed core plan.

PEG has proposed that the X-factor be comprised of two components:  an industry productivity factor, which has been estimated essentially using US data; and a stretch factor, which is rooted in Ontario data, which is based on Ontario data.  We have heard today and earlier that there are a large variety of ways of calculating and estimating X-factors.  There are econometric approaches, there are indexing approaches, and within each of these there are any number of variations.

But ultimately, a great deal depends on the data that are available at the time that the regulatory exercise needs to be conducted, and from that point of view, I think that recognizing the limitations of the data, PEG has gone to great ends to try to use in intelligent ways the data that are available.

We will have disagreements on the interpretations, but the arguments that we see here are not rhetorical.  They are ultimately empirical.  And that's the approach that certainly I would favour.

Now, PEG proposes a productivity factor, a base productivity factor of 0.88 percent per year for the industry, and as I mentioned earlier, this figure relies on a sample of 69 US utilities which were analyzed for the period 1988 to 2006.

The next slide is not especially clear, because of the density of the numbers.  But all I have done here is I have reproduced -- the first three columns to the right of the year are directly from table 11 of the PEG calibration document at page 53, and then I have added an additional column which demonstrates the annual growth in TFP.

A couple of observations.  First of all, there is a fair amount of volatility in year-to-year growth and we do, indeed, observe years where there is negative growth.  This does not necessarily mean that the utility is becoming less efficient.  What we are observing here are numbers that contain a lot of information that convolutes both productivity measures, and also various shocks that are being experienced by the firm at any given point in time, everything from accounting changes to unusual expenditures in years, to unusual cost savings in years.

Yesterday, at Larry's slide 33, he indicated that the TFP growth in Ontario, in 2006, was minus 2.66 percent.  This is a fairly large negative number.  However, it is not inconsistent with the kind of year-to-year volatility that we observe in these US data.

The next slide calculates the average growth, so the average annual growth in TFP, for various spans of years, all ending in 2006 and beginning in 1988, 1989, 1990, and so on.

I have highlighted 1995 to 2006 because that was the span that was selected by PEG as being perhaps the most reflective, the most useful, for trying to assess a long-term target for TFP growth.  I think there is some rounding error.  Larry's figure was 0.88.

I would make, first of all, the following observation.  No consecutive span of years ending in 2006 displays productivity growth rates as high as 1 percent.  In a few instances, we're getting close to 1 percent, but they're not -- none exceed 1 percent.

The average annual growth rate over the period that we have data from the previous slide was 0.72 to 0.73 percent per year.

Moreover, growth rates in recent years have been, on average, below this long-term figure of 0.73 percent.

So if we look at the average productivity factor, average annual productivity factor, over the longest period of time for which the US data has been available, that number is 0.72 percent per year.  From a statistical viewpoint, there's not a great deal of difference between the 0.88 percent selected by PEG and the 0.72 percent rate over the longest period available.

Some argument could be made, and indeed has been made, that more recent data are more pertinent and, therefore, the 0.88 percent figure may be a better predictor that spans a more recent period than this 0.72 percent, which goes back a few years further.

On the other hand, if one is to take this argument seriously - that is, that more recent data are more relevant - then this line of reasoning needs to be explored a little further.

Absent consistent Ontario data, which we would like to have, the 0.72 percent figure may be an appropriate long-term target at this time.  But, as I mentioned earlier, it is really not statistically all that different from the 0.88 percent figure.

On the other hand, the data indicate that productivity growth in electricity distribution during recent years has been slow in the US and in Ontario.  For the period 2002 to 2006, US electricity distributors averaged 0.41 percent per year, while Ontario electricity distributors averaged 0.01 percent per year based on the indexing models used by PEG.  These figures are at the PEG report at page 54.  

There are a variety of possible reasons for the recent low productivity growth rates, among them, Ontario changing and expanding service mandates for distributor, perhaps aging infrastructure, expanding regulatory requirements, a changing labour market with increases in apprenticeship programs, and the need to replace cohorts of retiring workers.  

One must ask oneself the question whether these factors are likely to abate or reverse themselves in the regulatory window for which we're trying to set productivity factors.

If recent growth rates are a reasonable or good predictor of the upcoming three- to five-year growth rate, then the 0.88 percent growth rate proposed by PEG, and even the long-term 0.72 US productivity growth rate, may be too high.  As has been noted earlier, this Board, in its 1st generation IRM, placed additional weight on the most recent experience.

The productivity factor that was calculated was 1-1/4 percent and it was obtained by -- if you look at the last line, by assigning two-thirds' weight to the 0.86 percent growth rate experience over the decade 1988 to 1997, and then one-third weight exclusively to the second half of that decade, where the growth rate was higher at 2.05 percent per year.  

Applying similar reasoning for present data - that is, assigning greater rate to the most recent experience - yields an expected productivity factor of 0.62 percent if one uses US data, and 0.49 percent if Ontario data are used.  

I have used here as the base the US experience for 1988 to 2006 of 0.72 percent, and the calculations are evident.  Had I used the 0.88 percent figure that PEG recommends, the numbers would be slightly higher.

Essentially, what I am saying here is if the -- if this rather simple mechanism of assigning greater weight to the most recent years that has been used before by this Board is applied in the present circumstances, we do get somewhat lower expected growth rates, perhaps more in the range of 0.4 or 0.6 to 0.6 percent.

So given the recent productivity growth rates in Ontario and in the US sample, the proposed 0.88 percent productivity factor appears too high as a medium-term target, and I would suggest that a more plausible figure would be in the range of about 0.5 to 0.6.

Let me turn now to the proposed stretch factor.

MR. HARPER:  Adonis, were you wanting questions as you went through, or maybe it is easier to run to end, and then maybe a lesson learned as -- 

DR. YATCHEW:  It is up to you.  I am easy either way.

MS. GIRVAN:  Go ahead, Bill.

MR. HARPER:  The issue that came to mind when Julia was talking - it comes the same back here - we had a lot of discussion about five years, ten years, what period we use.  At a high level, we also had a lot of discussion about the problem is it is cyclical, and it seems to me that if I step back a bit and I say, if it is cyclical, then clearly what I want is a period that tries to cover the whole cycle.  

If I believe the cycle is five years, then perhaps looking at two five-year periods and putting greater weight on the most recent one is a smart thing to do, because it is the more recent five-year cycle.  If the cycle is actually ten years long, then looking at the last five years and putting all my weight on that, it's probably the last thing I want to do, because theoretically your cycles are ups and downs, and the next five should be somewhat different than the last five.

So I am stuck with depending upon the range of the cycle.  I get two totally different approaches.  The Board was either fundamentally right the first time or probably fundamentally wrong the first time in terms of how they approached it.  I have a number of experts here who have been torturing this data to death, if I can put it that way, and whether any of you have any observation in terms of what's -- you know, whether five or ten years is better from the cycle perspective, I would invite you to give me a comment, because that's where I am coming from in my thinking in terms of trying to decide which of these approaches is the best sort of thing, you know.

DR. YATCHEW:  Well, any good statistician knows that one must torture the data until it confesses.

MR. HARPER:  That's what I am afraid each of you have done, but, anyways...

[Laughter]

DR. YATCHEW:  Having said that, that is exactly why I put up the long-term figures, so that over the period 1988 to 2006.  I think there is a general consensus that we don't want to go much below ten years as being sort of the average predictor for long-term growth rates.  

On the other hand, we could engage in a pretty sophisticated time series analysis to try to determine what effects are what we call auto regressive - in other words, the most recent past driving the immediate future - and what factors reflect the long-term trends.


I have not seen that analysis anywhere here, but I am not sure it is necessary that we do that analysis, because when we look at the longer term, we're not coming up with numbers greater than one to begin with, so we can already bound that.  

Then from there it is a question of how much weight do you put on the more recent years relative to those years that are further back in the past.  We do a little bit of robustness analysis by taking different windows, and that should give us some sense of what is a reasonable range.  

I don't think that, if you really want me to be technical, there are data-driven ways to try to determine optimal weights for the various years that enter into the calculation.

Again, I am not sure that you are going to learn a lot.  We could do that kind of analysis.  I am not sure it would add all that much.  I think a relatively simple robustness analysis that says that, Well, if we take a quarter-weight for the last five years rather than a third-weight, play with the weights a little bit, and if you're not getting wildly different long-term base productivity factors, then you now have a comfort zone.

There is always going to be some judgment involved here, in any event.  

MS. FRAYER:  Just to add a little bit to that.  What we want to also distinguish is that there are business cycles, and also I think part of what we're seeing in the recent data is not as much business cycles as it is those new cost drivers that are affecting the industry as a whole.

So in effect, it is not just about the length of business cycles.  It is also about the underlying question of whether the new cost drivers that wouldn't appear, if we go back more than three to four years, but have just appeared recently on our radar, whether we think that they're expanding or whether we think that they are contracting, or stable.

DR. YATCHEW:  If we go back to slide 9, I listed a number of factors and I am sure we could expand this list.  There may be some on the positive side.  I mean, we do expect productivity gains from technological change.

MR. HARPER:  Smart meters, for example.

DR. YATCHEW:  I'm sorry?

MR. HARPER:  Smart meters, for example, theoretically are supposed to give us productivity --

DR. YATCHEW:  Though certainly upfront they are going to be costly, but they will presumably have positive impacts on peak load, for example.

So there are definitely technological changes that are likely to occur.  Those are relatively more difficult to predict.  I have listed a bunch of factors here, and I think when assessing data and the results, you have to ask yourself:  Are you expecting these factors to abate or to reverse themselves?  Has there been a one-time effect that will disappear from the data and cause a dramatic improvement in the numbers?  Those sorts of questions are the kind you need to drill down and ask yourself.

DR. CRONIN:  To put a little context around these debates, we talked earlier about the analysis that we had done a few years back in --

DR. KAUFMANN:  No.  That's okay.  You can go.

DR. CRONIN:  -- in Ontario, about the impact of the economic cycle on LDC output.

In California, I believe it was in one of the recessions in the 1990s, the commissions had been witnessing very steep productivity growth on the part of telecommunications companies, and in fact, Bell had gone in for a PBR and had been assigned what was then viewed as a pretty high X-factor, and that was partly based on the evidence of that rapid growth in productivity on the part of telecommunications companies.  Just after they instituted PBR, they got hit with a recession.  Companies' business really suffered, and they had to basically go in and do an off-ramp out of the PBR, because the business just wasn't holding up, as has been expected.

So these things can happen, you know, in the environment we're facing now, and it may be more of an issue in the US with the economy looking like it is heading south fast.  That is probably something that you would want to consider.  With the decoupling in Canada and not being impacted by what is happening in the US, it may be less important up here.

MS. GIRVAN:  I just have one clarification question.

Adonis, you said this as well as Julia said it, that stretch factors are only appropriate when you are coming out of cost-of-service.

DR. YATCHEW:  I will get to that shortly.

MS. GIRVAN:  I guess my understanding is that 3rd generation IRM is following rebasing for the LDCs.

DR. YATCHEW:  I will be happy to comment on that.  There may be a rebasing involved, but there have been efficiency gains all the way along as a result of some form of price cap regulation or a rate moratorium or other constraints.

So I am not sure that that rebasing argument is equivalent to saying that we're coming out of cost of service.

DR. KAUFMANN:  I was just going to say that in terms of that sample period, we are kind of debating three potential sample periods that are all kind of coming into play in terms of the numbers.  One is the 18-year period, which is the complete period for which we have data.  The second is the last four years, and that's really driven by the fact that that's what we have data on recently for Ontario.

The third is the ten- or eleven-year period, which is about what is standard in most PBR plans for setting the terms for TFP trends, and about what we estimated to be appropriate in this case.

What you have recommended, or at least put up for consideration, is a mix of the 18-year and the four-year, which is different than what the Board approved the last time.  Last time they were looking at the ten-year, and the five-year.

I am wondering how you would feel about two other options.  One is looking at the 18-year, which I think is worth thinking about in terms of what you were asking for the right period, because that really deals with the replacement cycle.  I mean that captures most of the replacement cycle or at least a good share of it for the industry itself, not the business cycle.  So I think it is worth considering.

If we took that 18-year and then we applied the Board's methodology last time, then that would imply a weighted average of the 18-year and about the nine- or ten-year trend.

Another one would be, rather than the 18-year and four-year, something like the ten- and eleven-year and the four-year.

DR. YATCHEW:  It would be helpful it I were to sit and actually do some calculations to make an assessment not because I want to look at what the numbers are, but because what I would like to see is how, if you can do an ex post prediction type of exercise, whether using these various rules over a previous timeframe, let's say, ending in the year 2000 or 1988, how these various rules perform when trying to forecast out productivity growth rate over, let's say, a three- to five-year window if we were now in the year 2000.  So that's the kind of exercise I would like to do.

But I think that even looking at -– and I've turned back to slide number 6 -- back to my original observation, these numbers are, first of all, below one.  And we can discuss, we can differ at reasonable levels, we can bicker, we can construct all kinds of very sophisticated technical models to come up with various ways of weighting.  For the first option, 18, where I use the 18 years combined with the four years, as I mentioned earlier, had I used a ten- or 11-year window, your 0.88 percent figure -- I haven't done the exact calculation -- it would go up, but I don't think it would go up by all that much.

In any event, the main sort of broad contours of these data is, first of all, the remarkable consistency on average where they are and then this downward trend in the most recent years.  Those are sort of the key features of the data that I think need to be incorporated, and then at that point we can sort of decide how to weight them.

MS. FRAYER:  Just kind of stepping on to what Adonis said, my concern about the selection of the timeframes is primarily that we appropriately acknowledge or capture which short-term timeframe we are going to use, because we want to have a weight for recent experience that we think validly represents how that will roll forward.

If we use an 18-year or nine-year, the nine-year already has averaged out the impacts of the recent cost drivers that have been introduced.  So we probably need to use a much shorter timeframe than nine years if we're going to combine weightings of different timeframes, to represent, again, going back to that logic -- not to cherry-pick numbers, but to the represent the fact that there is this additional cost drivers that have been impacting that we believe will continue and expand into the future, that weren't present if we move back further in time past three to four years.

MS. BRICKENDEN:  Just responding to Bill's earlier observation, my reaction, my personal immediate reaction is it would be great to have a methodology that you are confident enough in that you could use it the next time.  Rather, as you say, not shopping for the numbers.

Even if there are certain principles that we could articulate, that if we do put a heavier weighting on a more current or more recent trend, something that would guide us so that we could show in the next iteration that we're following it consistently, rather than, Gee, we shopped the number for 1st generation, we shopped for second, we shopped for third.  That would be really helpful just from a design perspective.

MS. FRAYER:  So objective guidelines?

MS. BRICKENDEN:  Yes.

DR. YATCHEW:  I think that while one could write general guidelines, I think it would be very difficult to write a formulaic approach.  The reason I think that is difficult is because these cycles are not a fixed length.  Technological changes appear that save costs.  They're often unexpected.  It would be difficult to build that in.

At the same time, there are cost pressures, as well, being experienced now from new sources.  We don't know what the additional cost pressures are going to be going forward.

So I would be surprised if one could come up with a good formulaic approach saying two-thirds, one-third for this span of years.

As I mentioned earlier, perhaps a more promising approach would be to use some sort of a test of prediction, the ability to predict forward into the data set that you already have based on various rules.

MR. HARPER:  Could I make one final observation?  I know, Adonis, you have here mentioned a number of cost pressures that you think are going to be continuing.

I don't want to lose sight of the observation you made that there are some that may have been one time, and I think Larry flagged a very good one when he was talking yesterday about the whole issue about the 2002 to 2006 period, picking up the additional pension payments that had to be made.  

I know when we were looking at the Hydro One transmission, they were looking at different historical escalations to try and look at what was going to happen in the future, if you included or excluded the additional costs of pension payments, it made a substantial impact on what the results would be.

So I think, you know, if try -- we are not going to be able to come up with an exhaustive list, but I think we have to acknowledge that there are factors that were one time within that period, as well factors that may continue within that period.  

To that extent, looking at the last five years isn't always necessarily the best guess of what is going to happen in the next five years.

DR. YATCHEW:  Qualitative information of that sort can be quite helpful, though, as I understand it, the pension pressures were appearing in the US data.  I am not familiar with --

MR. HARPER:  Fundamentally, in the Ontario data as well -- period 2002, 2003, 2004, depending upon when people had their pension plans re-evaluated and had to reflect them again in their costs.

DR. YATCHEW:  Well, it would be certainly helpful to compile a list of these factors to balance off the ones that we have certainly observed or are obviously aware of with respect to the kinds of programs that utilities need to run and expand going forward.

Now, I think I was going to turn to the proposed stretch factor.  Stretch factors are rationalized on the basis that a utility should experience accelerated productivity growth as one transitions from cost-of-service to incentive regulation.

Now, the PEG report on calibration at page 5 states:

"The other major component of the X-factor is the consumer dividend, also called the productivity stretch factor, and incentive regulation is designed to create stronger performance incentives compared with the cost-of-service regulation, and these enhanced incentives should lead to more rapid TFP growth."

So this is the first example of a linkage, the linkage between the change in regulatory regime and the acceleration in TFP growth which is used to justify a stretch factor.

Later on, at page 12 of this same report, it is stated that:
"Utilities have historically not operated under the competitive market pressures that naturally create incentives to operate efficiently, and it is also widely believed that traditional cost-of-service regulation does not promote efficient utility behaviour.  Incentive regulation is designed to strengthen performance incentives which should, in turn, encourage utilities to increase their efficiency and register more rapid TFP growth to historical norms.  The consumer dividend reflects this expected acceleration in TFP relative to historical TFP trends."

Once again, a direct linkage between regulatory regime and the stretch factor.

Later on, at pages 18 and 19 of the PEG calibration report:
"In most regulatory settings where TFP trends have been estimated using indexing methods, long-run TFP trends have been estimated using about ten years' worth of historical data.  This long-run historical TFP trend is then assumed, either implicitly or explicitly, could be a reasonable proxy for the TFP growth that is expected over the term of the indexing plan.  Although, as discussed before, a consumer dividend is also sometimes added to this historical TFP trend to reflect the expected acceleration in TFP relative to the industry's historical norms when a firm becomes subject to PBR."  

Again, a linkage between change in regulatory regime and the stretch factor.

The following quote is from a submission before the Essential Services Commission in Victoria by Lawrence Kaufmann in 2004:

"Rate indexing is a design to create stronger performance incentives than traditional regulation.  Superior incentives should lead, in turn, to more rapid TFP growth relative to historical norms.  Regulators recognize this, and rate indexing plans typically incorporate what are called either consumer dividends or stretch factors to reflect the expectation that TFP growth will increase under PBR, and consumer prices should reflect some of the benefits of this expected growth."

Again, this is from a paper by Larry's colleague, Mark Lowry, together with Lullit Getachew and David Hovde that was published in the Energy Journal in 2005, and I quote:
"The X-factor reflects industry productivity growth, plus a stretch factor that is intended to reflect a company's potential for accelerated productivity growth."

I spent some time last night doing a literature search trying to find arguments for stretch factors.  This is the kind of rationalization that I found for the existence of a stretch factor.

Now, yesterday, beginning at page 65 of the transcripts, a new argument was put forth on -- essentially based on convergence.  I have my own thoughts on convergence, because I actually don't think that we observe convergence, per se.  We actually observe variation, heterogeneity, on a continuous basis over time.  

But even setting that aside, I searched the literature for this sort of convergence justification and was unable to find this kind of argument, so I would be very pleased to either get a reference or further clarification of this argument, because I simply haven't been able to sort of assemble it.

DR. KAUFMANN:  Well, I wasn't trying to advance a new argument.  I was responding to an argument that London put forth on convergence.  They were the one that talked about convergence.  All I was doing was making the point, which is in that chart right there, that I think the type of convergence they had in mind, where companies kind of converged to the average, is different from the type of convergence that I think, actually -- that incentive regulation is designed to encourage, which is that type of convergence where all companies are moving towards the front tier.  You don't expect them all to get there, but that is the type of behaviour that you want to create.

I am sure you know there is a lot of literature on productivity convergence among nations, et cetera.

DR. YATCHEW:  There is.

DR. KAUFMANN:  And that's the sort of trends that they examine.  That is the sort of things you find.  You don't find convergence down to the mean.  You find convergence up to the front tier.  So I think just generally thinking about that convergence notion, that is what I was doing.

I wasn't introducing a new rationale.  I was just saying that if you want to think about convergence, you want to introduce that concept, it is not appropriate to think about converging to the mean, but what companies should be doing and what typically does occur in markets and in economies is convergence towards the front tier.

DR. YATCHEW:  I guess, in my view, if we're going to try to analyze this matter in terms of convergence towards a front tier, then we need to go back and do a different style of statistical analysis, something more akin to front tier analysis or some sort of data envelopment analysis, and we know there are pitfalls there as well.

Because if we are speaking of the utilities that are apparently the top performers right now, they could be apparently top performers for a variety of reasons.  They could in fact be top performers.  They could be statistical aberrations, just by a confluence of circumstances by advantage in that particular year.

I guess the fundamental problem that I have always encountered with that type of analysis is overcoming the difficulty in trying to find the front tier accurately.

DR. KAUFMANN:  Yes.  Well, I am not suggesting that we do that.  I am just saying that the sort of behaviour that incentive regulation is designed to create is designed to move the companies in that direction.

I am not saying we need to identify the front tier, or we need to kind of understand just how close companies are or are not to the front tier.  Just as a policy issue, that that is the sort of behaviour we should encourage and, if we do, then that is the sort of outcome that will happen.

Can I just say one thing? Because you have quoted me extensively -- 


DR. YATCHEW:  Sure. 

DR. KAUFMANN:  --and that has all always been our argument and there is no doubt that it is the transition from cost-of-service regulation to incentive regulation that creates the existence of consumer dividend.  That is what justifies the existence.

We are not in disagreement about that.  But I think there is another issue, which is the persistence of the consumer dividend.  How long should it be in effect after the transition from cost of service?

And most regulators that have considered that issue have maintained consumer dividends or stretch factors for multiple applications of incentive regulation.  So they haven't just done it one time after the transition to cost of service.  When plans are reviewed, there will be an updated productivity factor and there will also be an updated stretch factor.

DR. YATCHEW:  Apart from simply stating that that's what others do, the only empirical evidence that I have heard here so far was your evidence yesterday -– and I actually had I found that article as well -- that the increase in productivity going from cost of service to PBR was 0.3 percent.

DR. KAUFMANN:  That's right.  In the case of (inaudible).


DR. YATCHEW:  On a one-time basis, as I understood it.

DR. KAUFMANN:  That's correct.  I was just examining the one PBR plan that existed at that time.  But that is an example of a company that did have -- that was a PBR plan that was being reviewed.

The initial stretch factor that was approved for them was 0.5.  When the plan was updated, the stretch factor was reduced to 0.3, to recognize the fact this was a company that had made a lot of efficiency gains, but they didn't eliminate the stretch factor.  That's a stretch factor that will be in effect for ten years.  That is a ten-year plan.

DR. YATCHEW:  I guess from my point of view, if we're going to rationalize a stretch factor, grounded in something that's either theoretically or empirically defensible, then so far the only convincing argument that I have heard is this transition from cost of service to PBR.

I would certainly like to hear sort of carefully delineated alternative arguments, but if that is the argument that is cogent and that we need to rely upon, so far, then it has implications for how this factor would need to be applied, which I will speak to in a moment.

I think Julia had --

MS. FRAYER:  What I wanted to mention, because I think it is probably where the disagreement arose yesterday and the confusion.  I think what you're saying is the reason you would like to see convergence to the -- basically a consumer dividend that is greater than zero across all cases, zero greater than zero, is because you are viewing it from a policy perspective of moving to the front tier.

DR. KAUFMANN:  Not exactly.  But I want to create incentives for everybody.  I want to create the right incentives.  I think positive -- I think a lower bound on the consumer dividend of zero, and then positive consumer dividends for companies that vary, depending on their efficiency, creates the right incentives.

MS. FRAYER:  But you did mention front tier; basically, moving to the front tier?

DR. KAUFMANN:  That's right.  I think that is just an outcome of what happens.

MS. FRAYER:  This is actually my concern, that in the context of a regime that is based on front tier analysis, where we're trying to incentivize everybody to move to the front tier, and we choose productivity targets that are based on front tier analysis, I wholeheartedly agree with you.

The problem is we chose a different paradigm, one that we're looking at average industry trends, not the front tier trends for this industry.  The 0.88 that we were using in your example, that's not the front tier growth.  That is the average industry growth.  So by definition, the average will have high and low performers, and that's why we're saying you need with the negatives with the positives, to represent the diversity in the performance of different utilities.

If the 0.88 was a front tier-based target, I would agree with you that all of the consumer dividends have to be from zero and up.  The problem is the 0.88 is an average, the industry average.

DR. KAUFMANN:  Well --

MS. FRAYER:  How can you mix, basically, building blocks with different policy objectives?  I think that is my biggest concern, that we are saying we're not really doing a front tier policy, but we are trying to kind of fit some building blocks to a front tier policy.

DR. KAUFMANN:  I don't want the term "front tier" to get people hung up.  That is the F word that can really create a lot of confusion --


DR. YATCHEW:  Careful.

DR. KAUFMANN:  -- in these sort of proceedings.  So I am not advocating a front tier standard.  We did not use front tier benchmarking methods as the basis for those recommended consumer dividends.  That is a technique -- that is a benchmarking technique that we didn't apply, and that is not what we're recommending.

All I am saying is that the outcome of the regulatory regime should be to increase the efficiency of every firm that is regulated.  I think that should be -- that is not a very -- that shouldn't be a controversial statement.  All firms should have incentives to perform more efficiently under the regime.  But the firms that are already highly efficient are not going to be able to increase their efficiency as fast as the firms that are relatively less efficient.

So if you have a well-designed incentive regulation plan, then all firms are going to be increasing their efficiency, and the ones that are less efficient are going to increase it faster, which is going to mean that, over time, firms are going to be driven towards the front tier.  It's an outcome.  It is not a benchmarking technique.  It is not anything that is reflected in the design of the plan.  But it is just an outcome of a well-designed regulatory system.  

MS. FRAYER:  Isn't the average TFP growth not the front tier level of productivity, but the year-on-year growth in the front tier?  The fact that the front tier is moving, or the industry is moving overall?

DR. KAUFMANN:  That's not the issue.  You can compete against an average standard, an average TFP standard.  All firms should have incentives to outperform that standard.  That's all I am saying.

Yes, that is an average standard.  That is the average TFP growth.  But all firms should have incentives to outperform that.  And if they do, then all firms are going to be moving; everybody's efficiency is increasing.  Some are going to increase more.


MS. FRAYER:  You mentioned a few minutes ago that you agree that those that have been growing at a fast pace will not have the opportunity to grow at that same pace in the future.  How do you account for that?  How do you resolve the fact that it can't grow as fast, but they still need to meet the same average standard?

DR. KAUFMANN:  They have zero consumer dividends. That's how I account for it.

They are still competing against the average TFP standard, which is that 0.88 in that example.  Everybody competes against that.

To me, that is the way competitive markets work.  I mean if you look at the retailing market, WalMart, whatever you think about WalMart, is an incredibly efficient retailer. But there is still a standard that is set in the industry, which partly reflects WalMart's performance and partly reflects the performance of other retailers.  And if other retailers start to catch up to WalMart, then that is going to have an implication on the TFP trend.

WalMart is still competing against that TFP trend, and the extent to which they're able to make profits that exceed those of their competitors depends on the extent to which they can out-compete their competitors, which is going to be reflected in the price trend.

Now, that is going to be declining.  They have less ability to do that on an incremental basis than their competitors, because they're already efficient.  So their profits are going to be declining relative to what they were.

But it is still the average.  It is still the average of the industry.  The average performance in the industry is setting the trend.  All firms are essentially competing against that average.  To the extent to which they can either out-perform it or under-perform it, that is going to have implications for their rewards or penalties under that competitive market scenario, or under a regulatory plan that is designed to emulate that.

DR. PORAY:  To a certain extent, Larry, I think what that presupposes is that you know what that standard is that you are aiming these utilities to move.  And that the utilities themselves understand where they are in relation to that standard.  

I don't think we're there yet.  The Board has embarked upon this cost comparison study, which is the first part of benchmarking, but we are only looking at OM&A performance.  We are not looking at the total picture.  So we don't have that total picture yet, or that standard to aim at.

DR. KAUFMANN:  That is a different issue.  I mean, that is a different issue.  

DR. PORAY:  No, but you're -- 


DR KAUFMANN:  The best way to do benchmarking -- 

DR. PORAY:  Excuse me, but I think it is not, because you are using the outcome of the benchmarking studies to set the cohorts for how you set the stretch factor.  So that is the linkage to the performance benchmarking that is at an early stage of development, which is incomplete.

DR. KAUFMANN:  Well, I guess there are two issues here.  One is kind of what we're using as the benchmarking measure and the benchmarking technique and --

MS. GIRVAN:  Larry, can you move closer to the mike?

DR. KAUFMANN:  One is the issue of the benchmarking method and the benchmarking application, the application of that method, and the second really is whether there should be negative consumer dividends that result from that.  I mean, I think that is the disagreement here.  

We all agree that the ideal benchmarking method would use or consider total costs, no doubt about that, but the question is whether we can do that, given the data we have.  I think our real dispute here is whether or not there should be consumer dividends that come out of a benchmarking study, whether that makes sense in an incentive regulation environment.

I am extremely sceptical of that idea.

MS. FRAYER:  Maybe let's just step back and think about this in one more different angle.

To the extent your benchmark is comparing each firm relative to the average, doesn't that imply that there will be firms sitting on both sides of the average?

DR. KAUFMANN:  Yes.

MS. FRAYER:  So wouldn't that imply, then, the stretch factors should reflect the fact that there's firms on both sides of the average, so they should be positive and negative and kind of a normal distribution form, rather than skewed and one-sided?

DR. KAUFMANN:  No.

MS. FRAYER:  Why not?

DR. KAUFMANN:  Because of what we were talking about before, when I was asking you about the incentives that are created under incentive regulation and whether firms can be rewarded if they under-perform the industry.

To me, if you have a negative stretch factor, then you have a less demanding standard that you are competing against than the -- relative to the industry.  So you 
can -- because your standard is different and lower, you can under-perform relative to the industry and be rewarded, because you have beaten a lower standard on a rate-of-change basis.  To me, that is the wrong -- that creates the wrong incentives and potentially rewards companies inappropriately.

MS. FRAYER:  Let's assume for the time being that you have the crystal ball and you can actually set the productivity target that you know will be achieved.  It won't be beaten.  It won't be under-beat -- like, under-rewarded.  So you have the ability to practically set the right number.

Wouldn't you set a lower number to reflect the fact that somebody simply can't grow as fast because they have already used up or -- have used up all of their efficiencies or met a lot of their own inefficiencies, versus a firm that has a lot of padding that can simply cut labour costs by 30, 40 percent without get yet even approaching the average?

DR. KAUFMANN:  That's what we've done.

MS. FRAYER:  But you haven't, because you're not recognizing the fact that the slow-paced company should get a negative. 

DR. YATCHEW:  Can I interrupt here, please?

DR. KAUFMANN:  We have the lowest -- the companies that are least efficient -- the companies that are most efficient have a lower -- they're competing against the industry average.  They have a lower standard.  Anybody who is less efficient than the most efficient companies have a more demanding standard, just like that, to reflect the fact they are less sufficient.

DR. YATCHEW:  May I suggest the following standard?  First of all, I think there has been a lot of discussion here.  I thought I was reasonably familiar with these issues, but I am actually becoming more confused with what I am hearing than I was before.

So may I suggest the following standard?  Please write up the argument.  If you would like, send it to the Energy Journal.  I would be happy to have a look at it.

[Laughter]

DR. YATCHEW:  I will have it anonymously refereed.  I will if guarantee you that I will not be the editor handling the argument.  But so far -- let me just summarize.  So far, the only consistent argument that I am seeing in the literature is that a stretch factor is justified when there is a change, a fundamental change, of regime that yields a change in incentives.

DR. KAUFMANN:  Yes.

DR. YATCHEW:  There may be some other additional arguments, but this diversity argument is, I think -- I find actually quite confusing at this point.  So I would like to just move on, okay?  Maybe not.


MR. GAPIC:  A quick comment on that.  What you are saying is that during a change in regime, the stretch factor is relevant.

Crystal ball it.  In, say, ten years from now and the stretch factor is no longer required, does that mean that all distributors would have the exact same X-factor?

DR. KAUFMANN:  No.

MR. GAPIC:  That doesn't seem fair, does it?

DR. YATCHEW:  Not only that.  I mean, that is the point I was trying to make earlier, is that however -- I mean, there are econometric models that try to build in a long-term convergence target with a lot of variation along the way.  And, believe me, that long term is very far off, and when we look at data, what we often observe is a lot of variation, perhaps even a lot of turnover.  

People who are in bottom -- companies who are in bottom quarters often rise up and survive.  Some in the bottom quarter disappear in competitive markets completely.

But there isn't this sort single productivity factor that everybody converges to and that is a sort of steady-state turnpike theorem.  

MS. BRICKENDEN:  I think some of this, just briefly, and then perhaps we could get Adonis to talk a little bit more about -- he has mentioned the concept of proposing a diversity factor.

DR. YATCHEW:  Right.

MS. BRICKENDEN:  Part of, I think, why we're debating this, were the practical considerations that Staff and the working group wrestled with when we realized we may not be able to calibrate an X-factor that was more tightly aligned to each individual utility.

We didn't feel we had the capability to produce 85, which would be your best, perhaps, match with showing the diversity, and the discussion of the stretch factor occurred afterwards when we realized it was probably most realistic to establish an industry TFP trend similar to what was done in 1st generation, and then perhaps look at using a stretch factor that leveraged the benchmarking work that was going on at the time.  

So it is good that it has brought about this debate.

MS. CONBOY:  Can I just say, though, having sat on the working group - and I will look around to the others, as well - this is not at all what I thought we were discussing when we were talking about diversity factors.

You know, we had a long debate over this concept of front tier during -- as opposed to average.  I agree with Adonis.  We will put our arguments down on paper and have it out.  

But in the Board Staff report where it suggests that we all agree that a stretch factor was something you added on to an industry X-factor as an additional benefit, that certainly was not my understanding of the discussion.

We talked about a mean.  We talked about companies being on either side of that mean.  To me, either side of a mean means positive and negative.

Now, I don't have the credentials that you have, Larry, so, you know, we will sit and work with our expert and try and develop our arguments, but please don't suggest that that -- Lisa, that is what we had discussed in the working group and agreed on, because, from my part, and I can safely say from Andy's, as well, I don't know about anybody else, but that what was represented in the Board Staff report and in your report, Larry, was not what I thought we were talking about.

DR. KAUFMANN:  Well, I don't know.  I mean, I have never said anything otherwise.

I don't believe I ever said anything that -- I never explicitly said there should be a negative stretch factor.

DR. YATCHEW:  Right.  When does the Board need to make its decision?

[Laughter]


DR. YATCHEW:  Thank you.  So option 1, one option is to eliminate the proposed stretch factor at this time, and I think that there are fairly strong arguments in support of this.

First of all, the stretch factors are arbitrary, and that has been certainly pointed out by others.  They are arbitrary in the sense that the actual values of the stretch factors are not linked to specific productivity levels.

Second, they lack sufficient empirical basis, and, in particular, even the relative rankings that have been produced -- I haven't had a thorough look at the second benchmarking study, but even the relative rankings lack sufficient empirical basis.


The updated benchmarking report does include refined econometric models, which I believe includes a proxy for system age and some additional years of data, all of which is helpful.

However, in a fundamental sense, you cannot look at OM&A without having good capital data.  At best, what we have is some proxy data in that benchmarking study.

The third argument is the one that we have been going around now for the last 20 minutes, and that is that, in my view, the stretch factor as being proposed or as been suggested, lacks theoretical support.  So far, I have identified -- and it is not original to me -- but I have identified the cogent argument for stretch factors being this acceleration from a change in incentive from cost of service to incentive regulation.

So a comparable theoretical argument that would suggest that there has been or will be a sufficient change in incentives, would seem to be lacking here, as well.

Now, under this suggested approach, all utilities would be assigned a common X-factor.

Option 2.  Now, I actually prefer the term diversity factor to stretch factor.  The proposed stretch factors vary across utilities, and they are intended to incorporate distributor diversity into the regulatory process.  Something that has been, I think, agreed to at a high level but has been very difficult to implement.

Since it is, in my view, in fact a diversity factor, perhaps it should be renamed as such.

So if the best estimate of expected productivity growth for the industry is, say, 0.62 percent, or Larry's 0.88 percent, then the diversity factor for individual utilities should vary on either side of this level.  So if we pick 0.62 percent, then the utility's specific X-factors would be centred at 0.62 percent, and range from, let's say, 0.32 to 0.92 percent.

 DR. KAUFMANN:  Can I just ask a practical question there?

DR. YATCHEW:  Sure.

DR. KAUFMANN:  In terms of, you're calling this now a diversity factor.  I am wondering if that is really just a new name for the consumer dividend, or whether it is really something to reflect something distinct about one set of companies versus another.


So I guess my question is two questions:  One, how would you propose to quantify this value of values?  And how would you propose to set that to specific groups of companies?

DR. YATCHEW:  Let me begin with the following remark.

I am calling it a diversity factor and you are suggesting that I don't want to call it a consumer dividend, and I really don't, because I think if we're really going to talk about a consumer dividend, then we should also include the X-factor as a whole as part of the consumer dividend.  That's productivity growth.  That is a gain that is being shared upfront with customers, not five years or three years later at rebasing.

As far as the actual implementation, the complexities are there to the same degree that we have already discussed with respect to the benchmark reports.

Ideally, what I would like to see done is I would like to see the Ontario data back-cast or made consistent over a sufficiently long period of time, so that we do have capital data at least for the last ten years and preferably for the last two decades.

I think that will help to resolve a number of problems, including this benchmarking issue of who is relatively more efficient with respect to total costs.

Now the calibration, once you have done -- let's say that we do a productivity analysis, a benchmarking analysis that we're relatively more satisfied with.  The calibration of that to -- the use of that in the calibration of a diversity factor is something that I would have to give a little bit more thought.

I know that there is a fair amount of research on the degree of incentives, or the strength, the power of incentives across various kinds of regulatory arrangements. And I know that you have done work along these lines, along with Mark Lowry.  I would need to explore that sort of literature to see what's the most promising way of actually calibrating this diversity factor.

DR. CRONIN:  Adonis?  In fact, as I mentioned before there is nearly 40 years of capital data.

Back in 1st generation -- commenting on your terminology, back during 1st generation "diversity factor" was used as a shorthand to denote environmental differences that would affect performances.

So it seems to me that isn't really what's going on here more of an inefficiency or efficiency penalty, which isn't tied to the diversity per se?  Because one of the issues we talked about in 1st generation was collecting the information, so that if there were diversity differences, those could be controlled for.

But to your point, there is 40 years of capital data.  There was a lot of environmental data collected sent in by 300 utilities, that described the characteristics of their operating circumstances, including voltage differences.

So I would suggest that "diversity factor", I think, has a connotation, at least back then, of something that is different from what you are suggesting.  And it conveys a way of measuring for differences in the environment that different utilities face.

DR. YATCHEW:  I think there are two things going on here.

First, you want to standardize across characteristics, along the lines that has been done in the benchmarking study, and then I have estimated cost functions which try to factor in --"business conditions" is what it is called, not the various exogenous variables.  But once that has been factored out, then you want to ask which utilities would appear to be more or less productive.  That is the diversity issue that I am referring to here as well.  So there are really two diversity, sort of, uses of -- the word "diversity" is two-fold here.

DR. CRONIN:  Exactly, right. 

MR. HARPER:  I think maybe that comes back.  I think this is the point Paula was making about the discussion in the work group.  We had that same discussion too, and -- excuse the expression, but we labelled the second one around performance and performance benchmarking as being more the stretch factor, so that you would find that utilities that were different because of their business conditions, you could find two utilities that had the same diversity factor the way you have defined it here, Adonis, but where maybe one was fundamentally more efficient than the other, but they got exactly the same diversity factor because they had the same business conditions, one of them happened to be able to -- you know, from a performance or productivity perspective, had been much more efficient in terms of how they worked within those same existing business conditions.

In the work group we talked about that as two different adjustment factors, which I think was the point that you were raising, Paula, in a sense.  That, you know, that there was one looking at differences in efficiency and the other looking at differences in business conditions.

I think we were using almost the stretch thing as applying to the efficiency part and that was, I think, Mark, when you were originally talking about the econometric approach to estimate the TFP, we thought we could factor the business conditions into that.  And I guess when we moved to the indexing, we sort of lost that piece of the pie.

DR. KAUFMANN:  That's right.  We did consider whether there should be different TFP trends for different types of companies depending on, say, whether they were large or small, or fast growing, slow growing, et cetera, so whether they were effectively different industries within the industry, that had different TFP trends.


That was too complicated an analysis, we thought.  It was a very difficult thing to do.  It would have introduced a lot of complications and potential disagreements and potentially new techniques.

So given all of that, we decided not to go down that path.

DR. YATCHEW:  Let me just add a footnote to my previous response to you, because you asked me how I would use benchmarking data to try to calibrate a diversity factor, or at least the sense in which I am using the diversity factor.

My answer was, essentially:  Well, let's wait for better data.  And I don't want to be that glib about it.  There has been a lot of data work that has been performed, and one of the suggestions that I had made earlier, I think in commenting on Mark Lowry's report last year, was this:  That utilities that display relatively high efficiency would be given, relatively, a lighter-handed regulatory pass, an approach that I think actually now has also been suggested in, I believe, in your report.  

But the other side of the coin was utilities that do not appear to be especially efficient should have -- should be permitted some sort of reasonably expeditious mechanism to address that specific number that they have been assigned, because there may be very good reasons for why a utility that statistically looks not especially efficient might have unusual circumstances that justify its productivity figures.

So if the benchmarking analysis is to be used, I would prefer if it would be used in that sort of fashion in fairness to utilities, and in recognizing the fact, in particular, that this is a work in progress.

Okay, so the next area that I was going to comment on is Ontario distributor data, and I have talked about this already to a degree, so I can move fairly quickly here.

PEG has relied, to a substantial degree, on US data to calibrate productivity growth, and it has relied on Ontario OM&A data to produce the productivity rankings.

Ontario data are available for 2002 to 2006.  Earlier data for 1988 through 1997 also exist, and I understand Frank is in possession of data far before that.

DR. CRONIN:  Well, I mean, more importantly, so is the Board, and actually extending into that gap to completely fill the gap.

DR. YATCHEW:  Now, I don't know.  I have not looked at these data, so I can't say whether this is an insurmountable task to try to create a consistent data set, but if it is a task that is doable in finite time - by "finite time", I mean certainly before the next regulatory cycle - then it may very well be worth doing, particularly since measures of productivity growth can vary across jurisdictions for a variety of reasons, and this, in turn, hampers interjurisdictional comparability.

Therefore, development of a consistent data set for Ontario, beginning in 1997 or preferably as early as 1988, is therefore highly desirable.

Indeed, the absence of reasonable quality data in Ontario hampers the present exercise in at least two or maybe even three ways.  First, it limits our ability to estimate long-term industry-wide productivity targets for Ontario.  It limits our ability to calibrate the diversity factor across Ontario, and I think it also limits our ability to make judgments on appropriate industry structure going forward.

So, once again, the development of a better historical Ontario database should substantially ameliorate these shortcomings.

A few comments --

DR. CRONIN:  There is also maybe one other point.  I think the MEA data historically sort of served as indicators for the other utilities to sort of self -- benchmark themselves.

If there were a consistent data set that had a long history with it, I think that would be -- and it was consistently defined, that would be very valuable for all of the utilities for them to analyze their own performance relative to those that they might judge as peers.

DR. YATCHEW:  Thank you.

Let me turn, briefly, to capital investments.  As the Staff discussion paper indicates, capital investments are crucial to maintaining integrity and reliability of the system, accommodating system growth, meeting evolving environmental and technical standards, and in meeting legal and regulatory obligations.

The Staff discussion paper indicates that base rates for 3rd generation IRM will incorporate capital investments based on a forward test year.

Any incremental intra-term that is within the regulatory window capital expenditures would be treated akin to a Z-factor, with the proposed materiality threshold of 3 to 5 percent.  I would suggest that perhaps a lower materiality threshold of between 1 and 2 percent may be more appropriate.

The Staff also notes that as a result of this kind of capital investment module, there is a shift of risk and cost out of the rate adjustment mechanism.  While there is validity to this point, I believe that this concern needs to be balanced against the concern that the absence of a capital adjustment mechanism, or a suitable way of handling multi-year capital plans, can misalign incentives and lead to suboptimal investments by utilities.

In fact, I think it would be reasonable to permit a utility to file multi-year capital plans, particularly if it expects unusual changes in, for example, restoration or growth-related expenditures.

This should lead to reduced dependence on off-ramps, reduced dependence on intra-term capital cost approval processes, and better overall capital expenditure profiles.  Amongst other things, it reduces the risk or the incentive of front-end loading.

Let's say I am at a utility that sees major capital plans ideally to occur in the second or third or fourth year of the regulatory window, but I am being judged on my test year.  I might be inclined to try to front-end load my costs into the first year.  

These kinds of distortions can lead to suboptimal expenditure profiles.

Approved multi-year capital plans could be reflected in a K-factor.  I haven't at this point given much thought exactly how to implement it.  I hope to do so.  The EDA hopes to do so - that is, provide greater detail - in the comments we'll be providing in April.

Let me turn now to the incentive regulation mechanisms.  The Staff discussion paper recommends implementation of an incremental -- of an incremental approach that is sustainable, predictable, effective and practical.

Using these criteria, Staff evaluated alternative models.   Before I go to the evaluation of the models they considered, I would like also to return to a comment that appears very early in this Staff discussion paper, where it states that the financial viability -- this is being one of the principles underlying the design of multi-year incentive rates:
"The financial viability of the electricity distribution sector should continue to be balanced with the interests of consumers."

In my view, financial viability is a minimum condition that should not be compromised if the objectives of sustainability and effectiveness are to be met.

As I have argued earlier in other proceedings before you, publicly-owned utilities are much more prone to various kinds of political influences that can substantially affect their financial performance.

All right.  There were three essential plans that were considered.

MR. CLARK:  Sorry.

DR. YATCHEW:  Yes.

MR. CLARK:  Just a question on that previous slide.

DR. YATCHEW:  Yes.

MR. CLARK:  The Board quote is for the sector.  Is your statement that it is a minimum -- no argument, but are you referring to the sector or to all players within the sector?

DR. YATCHEW:  I am referring to the sector.

MR. CLARK:  Okay.

DR. YATCHEW:  Because inevitably there will be speculation.  There are no guarantees out there.  There is no guarantee that a utility should be earning its 8 or 9 percent.  That is up to their initiatives.  That's also part of incentive regulation.  It is also part of a light-handed -- more light-handed approach.

MR. CLARK:  I just wanted clarity on it.  I am good on that.  Thank you.

DR. YATCHEW:  If I could add one more to that, there may be utilities that will have a hard time meeting the financial targets they would like to, but will find suitable partners to merge with which will clear up their financial sheets.

MR. SHEPHERD:  You are treating financial viability as if it is binary, and I guess -- I mean, we discussed this in the workshop.

MS. KWIK:  Sorry?

MR. SHEPHERD:  As if it is binary.  We discussed this in the workshop, and I thought we concluded that it is not like there's a number and you reach this, you're viable and everything over that is gravy.  It is more fluid than that.

So I guess treating it as a threshold, you have to have a very precise definition.  Do you have one, or can you propose what you mean by this?

DR. YATCHEW:  Let me give it some thought, because this is given in general terms.

There are certain levels of rates of return that one would not like to observe over an extended period of time, particularly if those rates of return are not being caused by ineptness or inefficiency on the part of utilities but simply, for example, government policies, government mandates that are essentially imposed at the expense of the rates of return that a utility should be receiving.

MR. SHEPHERD:  This is one of those things that, in which, as Paula says, the devil is in the details.

It appears to me that if the threshold you are talking about is low enough, is lean enough, then we don't disagree.

But if the threshold you are talking about is Board-approved rate-of-return, then we probably do disagree.

And they're different concepts, right?  Financial viability, as in, you know, you are surviving, is quite a different thing from, you are making what the Board says on average you should make.

DR. YATCHEW:  Yes.  Agreed.

MR. SHEPHERD:  So that clarity would certainly be useful.

DR. YATCHEW:  And I should be able to provide some more detail.

Consistently low rates of return should not be sort of accommodated.  I would be happy to refer you to a document that I had filed before this Board a couple of years ago, I believe, that dealt with the incentives that are created or the absence of incentives, if rates of return that a utility expects are consistently clawed back.

So there is also that dimension.  It is not even in the interests of customers to have utilities being disincentivized -- to misuse a word -- by clawbacks, which have occurred in the past.

MR. SHEPHERD:  Okay.

DR. YATCHEW:  Three alternative approaches were proposed in the Board staff paper.  One was a comprehensive multi-year cost service.  The second was a hybrid or partial index approach, under which OM&A would be indexed and capital costs would be forecasted or treated more or less on a cost-of-service basis, and a comprehensive price cap index, with the added flexibility to recognize incremental capital investments.

The comprehensive multi-year cost of service, well, incentives are substantially less powerful relative to properly implemented incentive regulation; and moreover, the regulatory burden is high for the regulator, not to speak of the distributors.

The hybrid approach would create incentives to increase capital expenditures, in order to maintain or improve a good OM&A performance profile.

So incentives are created for a kind of gaming, and so there are certainly those disadvantages of a hybrid approach.  There are also difficulties in benchmarking OM&A costs for Ontario distributors because of the absence of good capital data, which we have seen all along.

The third approach that was considered, was put forth, was the comprehensive price-cap index.  This has the highest efficiency incentives, if properly implemented.

To some degree, calibration is hampered by the absence of sufficient Ontario data, and we have had extensive discussions along these lines.

Now, I should point out, though, of these three alternatives, the comprehensive price cap is by far the most appealing.  However, I would also point out that for some of our member utilities, price caps have the potential of doing some financial harm, and those expressed a preference for revenue caps; particularly utilities that were experiencing declining per-customer energy consumption.

Some of the observations that were made were that the existing LRAM, for example, mechanism could potentially provide recovery for lost revenues from distributor-administered programs, but there are also various other sources of revenue loss through third party CDM or even customer-initiated CDM, and so they are looking for a mechanism to deal with lost revenues, which even if revenue caps may not be the ultimate solution, I do understand that there is a separate consideration being given to approaches to dealing with lost revenues.

So the key elements of the proposed core plan, as stated, were a comprehensive price cap index, a three- to five-year term, an industry specific input price index.

With respect to the term, the proposed three- to five-year term is reasonable, as long as suitable off-ramps are available, and a mechanism is incorporated for incremental or unexpected capital expenditures.

Alternatively, a capital module being directly built into the mechanism.

The five-year term, in particular, provides utilities with more time to implement and benefit from improvements in operating efficiencies.

The inflation factor.  I think there is general agreement that an industry-specific inflation factor is more suitable and appropriate.  Additional review is required, particularly to deal with the volatility issues of industry-specific price indices.

The Z-factor.  Staff discussion paper proposes to increase materiality threshold from 0.2 percent to 3 percent.  I know there has been some suggestion that where filings have been made, they have been rather large and perhaps even exceeded the three percent threshold.

I wonder whether a materiality threshold that is marginally lower, say between 1 and 2 percent, would be more suitable, if one is really taking sort of an incremental approach in this evolution of the regulatory mechanism.

Off-ramps.  The Union Gas settlement involves a trigger-point for regulatory review of plus or minus 3 percent of ROE, based on weather-normalized earnings.

Here, it would be helpful to review the volatility of data for Ontario distributors on ROE to determine an appropriate range.

My initial instinct would be either to have a slightly broader range, or to perhaps look at an average over a two-year period, because in some years you may very well have unusually high or unusually low rates of return for various reasons.

Finally, earnings sharing.  This is a difficult issue, and one of the problems with earnings sharing is that it dilutes incentives for efficiency gains.  It should be noted that customers, at least in theory, capture the benefits of efficiency gains in perpetuity at the subsequent rebasing.

On the other hand, if they are implemented, in my view, they should be symmetrical.

I would be happy to discuss that further.

So let me summarize --

MS. GIRVAN:  Adonis, could I just ask you a quick question?  I guess I don't quite understand, particularly for public utilities, why earnings sharing would be a deterrence to efficiency gains.

DR. YATCHEW:  Well, which aspect of public ownership do you feel that you would --

MS. GIRVAN:  Well, thinking that, you know, that they want to do what is good for their customers, in terms of returning savings to customers.

DR. YATCHEW:  Yes.  I guess the utility could equally argue that the rates of return that they earn are not going into the pockets of a small group of shareholders, but are going to the benefit of the community, or at least the shareholder is a municipality.

But there are also other sort of subtle issues that could be discussed at length and that is the differences between the incentives that are spontaneously created in public- versus privately-owned utilities and I have generally, in the past, argued that I would like to see greater incentives available within publicly-owned utilities, rather than a dilution of incentives.

MR. HARPER:  Adonis.

DR. YATCHEW:  Yes.

MR. HARPER:  You talked about the ROE and off-ramps and looking at an average.

Would some -- would some sharing mechanism that perhaps looked at a multi-year average -- because, again, you could say, theoretically, if there is that much opportunity to gain efficiencies, that you are concerned that you are going to lose the incentive to share efficiencies, if you happen to share in over 12 percent ROE when your average is 8, that belies the fact we say there is virtually no productivity opportunities out there.  We seem to be talking at two -- from two totally opposite paradigms, if I can put it that way.

I can see there maybe being, you know, one shot one place and maybe not as much the next year.  So I am just struggling with sort of saying we don't want to share because that dilutes the opportunity, where, on the other hand, we are saying there is virtually no opportunity out there and that is why we have to have a TFP that is really low.

DR. YATCHEW:  But if you are going to try to find those opportunities, which may be slim for relatively efficient utilities, then you want to provide them with as much incentive as possible.

Now, I am not adamantly opposed to earnings sharing mechanisms.  In the right combination, they may be suitable.  We would also have to discuss what is an appropriate range.

I have said that I think that they should be symmetrical.  Both downside and upside should be built in.

But here is one scenario that might be considered and just one of many that I am sure you could imagine.  Suppose the utility goes in for a three-year window, for a three-year regulatory period, okay, and then, at the three-year point, decides, You know what, we can go for another two more years.  We're doing okay.  We don't need to go through another rebasing or detailed regulatory process.  

Under what circumstances would it want to do that?  It is doing well.  That would be a nice time to say, Okay, we will give you another two more years, but you have to share some of what you have made, perhaps from the past or on a going-forward basis. 

So there are various combinations of earnings sharing and sort of regulatory frameworks that I think would work, and I am certainly not dogmatic about this.

MR. SHEPHERD:  Am I right in understanding that what you are proposing -- aside from that sort of, you-would-consider-other-things approach, what you are proposing with no stretch factor and no earnings sharing is that basically the ratepayers aren't any better off under IRM until next time around?

DR. YATCHEW:  No, I'm not saying that at all.

MR. SHEPHERD:  Well, you are saying the only productivity gains we would enjoy would be the ones that we were getting anyway from the past, so we're not going to get anymore.  So we're not going to be better off than we already were.

DR. YATCHEW:  Well, wait a second.  If there's a rebasing, here are your costs.  If it's a cost of service, here are your costs.  Under cost of service, you're not guaranteed the X-factor for the next three years, so you're getting at least that.

MR. SHEPHERD:  Well, but isn't the productivity factor calculated on the basis that the past, whatever it was, whether it was cost of service or IRM model, price cap sort of model, nonetheless had productivity in the industry built into it? 

So cost of service is going to have that productivity in it, as well.

DR. YATCHEW:  Cost of service would have had productivity gains, but you didn't realize them until after the next rebasing. 

MR. SHEPHERD:  Cost of service doesn't have rebasing.

DR. YATCHEW:  There is no X-factor.  You're allocated certain costs based on your -- you are allocated certain rates based on past costs.  All of the sudden, the next year you find yourself 1 percent in savings.

MR. SHEPHERD:  So the thing that you think that the ratepayers save in IRM is the X-factor?  That's it?

DR. YATCHEW:  That's what they're getting upfront.

MR. SHEPHERD:  Thanks.

DR. YATCHEW:  Upfront.  Then because it is an incentive mechanism, which is more likely to create efficiency gains than cost of service, then it gains -- the customer will be gaining the efficiency gains in perpetuity at the next rebasing.

A summary of our preliminary assessments.


A base productivity factor in the range of about 0.5 to 0.6 percent per year; a stretch factor, two options.  Option one, eliminate it for the time being, or, option two, rename the diversity factor -- rename it as a diversity factor and centre around the base productivity factor.  

The third, actually, recommendation would be to reconstruct the Ontario data basically as far back as possible, which could then be used to calibrate industry X-factors and diversity factors; an incremental capital investment module and perhaps with a reduction in materiality threshold on the entire capital plan, not on a project-specific basis, to 1 or 2 percent of net fixed assets; the allowance for filing of multi-year capital plans, which would, in my view, reduce dependence on off-ramps, on intra-term capital cost approval processes; and, given the alternatives, a comprehensive price cap IRM would seem to be the preferred approach for many, but not all, utilities, an optional three- to five-year term.  

The inflation factor merits further review and refinement.  In particular, it may be useful to gather utility-specific wage data rather than relying exclusively on external databases.

Off-ramps.  A further review of the ROE volatility of Ontario distributors would be useful before determining a trigger mechanism.  

Earnings sharing schemes.  While they may be politically appealing, they dilute incentives, in my view, and I would prefer at this point if they were excluded, but, as I said earlier, I am not dogmatic about it.  There are various configurations under which I think they would fit into a package.

Therein are my submissions.  Thank you.

MS. PACHON:  I have a question, because probably I may get more answers when we see a more detailed proposal about the K factor, but how do you reconcile having -- because you seem to advocate that the comprehensive price cap is the approach that you are defending.  

How do you reconcile it with having the utilities filing multi-year capital plans?  How do you have the utility filing on one side, and on the other side a comprehensive plan that is already providing efficiency for this capital spending, but, at the same time, you are having them filing their plans and having to allow what they are -- what is prudently allowed to recover?

DR. YATCHEW:  Well, they already, as I understand it, will be allowed to file on a test year basis.

MS. PACHON:  For rebasing?

DR. YATCHEW:  For rebasing.  That is prior to the regime.

What I would suggest is that if a utility is expecting an unusual pattern of capital expenditures, to file a multi-year plan.

Now, that -- the exact mechanism, whether that would be part of the rebasing or whether that would be some sort of a K factor built into the comprehensive price cap mechanism, I haven't come to the details of that yet.

I don't necessarily see that providing a prediction of what you think your capital expenditures are going to be over the coming years, particularly if they're expected to differ substantially from the past or from the test year, has been inconsistent with incentive creation by price caps.

The Board itself would then decide what to -- what levels to approve.

MS. PACHON:  Thank you.

DR. KAUFMANN:  Maybe just a way to recast Angela's question, if you take a comprehensive price cap plan and you add a capital module to it, and if the capital module is a pass-through --

DR. YATCHEW:  Is?

DR. KAUFMANN:  It's a pass-through, subject to prudence tests, then how does that differ from the hybrid plan?

DR. YATCHEW:  That's why I am not in favour of just a straight pass-through.  I would have to give some more thought on how to make sure that the incentives are there, but there are mechanisms that have been imposed and implemented elsewhere that allow recapture of savings or penalties for over-expenditures on capital plans which have reasonably favourable incentive characteristics.

DR. KAUFMANN:  We did talk about those pretty extensively in the working group discussions, those sort of incentive quality mechanisms like they have in the UK.  So they're certainly out there.  They're complicated.

DR. YATCHEW:  As are many approaches.

DR. KAUFMANN:  Yes, that's right.

DR. YATCHEW:  My main concern here is to try to avoid a utility initially feeling, experiencing a great deal of uncertainty as it goes into the plan, because of expect higher capital expenditures going forward in subsequent years.  And then knowing that it's going to have to come in, through a K-module or some sort of an intraterm capital approval process for this incremental expenditure.

I am not sure that that is efficient either, because that could also be seen as taking away incentives, in much the same way that simply a pass-through would.

So there is some delicacy in trying to ensure there are sufficient incentives.

MS. BRICKENDEN:  Are there any other specific questions for Adonis?
Board Staff Remarks by Bill Cowan

MR. COWAN:  For those of you who don't know me I'm Bill Cowan, the Board's chief regulatory auditor.  My role in this is to support the data that the Board has.

And I am not sure, Lisa, if you are planning to go to a break for a few minutes at this point.  If you do, what I would like to do is try to zero in on the question about:  What data does the Board have and what does it not have?

This has come up repeatedly, and I want to try to help clarify that.  I know that Frank Cronin has made assertions that there is huge quantities of data that we have, that somehow or other we're keeping under wraps.  I would like to address that, and we can talk about it.

There is a lot of information, but the question is: What have we got, and how useful is it to what we want to do?

DR. CRONIN:  What I can speak to is what was collected when.

MR. COWAN:  Yes, I know.  I realize that.  So you and I could probably talk right through.

What I would like to do right now, if we are going to go to break, is to pass out a sheet, a page that is a chronology of various year ranges and what data it is that we have, to give you a chance to scan it, and I would then propose to talk to that for a bit.

Frank, if I am going to interrupt the time sequence a little bit, in that I think you are next on the agenda, if you don't mind if I do that, it may help move things along.  Aside from the fact that I have a personal conflict this afternoon, with a number of other items I am trying to get done.

So I would like to offer that to try to help set the scene for maybe what could be done next, or what couldn't be done, depending on what the data truly is.  But to try to give some clarity, if nothing else.

So, Lisa, I will just simply hand this out during the next few minutes, if we are going to go to break.

MS. BRICKENDEN:  If we could break for 10 or 15 minutes or so, and then come back.

--- Recess taken at 2:17 p.m. 


--- Upon resuming at 2:31 p.m.


MS. BRICKENDEN:  Shall we begin again?


Before we begin with Frank's presentation, I think Bill wanted to speak briefly to the data question.  Bill?


MR. COWAN:  Thank you.


I did circulate a sheet of paper that enumerates the chronology of the data collected systematically by the OEB, and then, at the bottom, has made a reference to special purpose work that in fact Frank Cronin, and I believe one of his colleagues, participated in back at the time of PBR 1.


So if you don't mind, I will just take you through this briefly.  The period -- the most recent period from 2002 to 2006 is, of course, the period of years for which we have the data that has been posted on the Board's website in summary form at the aggregate level, and was gathered by the Board from distributors under the authority of the Board's reporting and record-keeping requirements.  


Many of the elements of that data are gathered on a confidential basis, including the trial balance listing of the values in the uniform system of accounts.


Some confidentiality concerns have been resolved by aggregating the data at the same level of aggregation that was used in the 2006 Electricity Distribution Rates Proceedings, where the parties were comfortable with the confidentiality that was provided to them by virtue of aggregating the data.


We have for those years, for 2002 to 2006, done a considerable amount of data scrubbing.  The data quality has been signed off by the distributors and, for the most part, is quality data.


There are still some anomalies that we find, even -- every day there are questions that are raised, but increasingly the questions that are raised are answered directly from the information provided as opposed to saying, Oh, the data has a problem.


So I would see us well into the context of having useful and reliable data.


Now, the period prior to that, 1998 to 2001, is kind of a hiatus period.  Some data was gathered informally by the Board for 2000 and 2001, but not systematically, and it is not reliable and there are several utilities for which the data is missing.  When I say -- I didn't mean to put the dash in there in front of the words "several missing", thereby implying that was the nature of the difference.  


There are all manner of difficulties associated with this data.  Some of it is missing.  Much of it is not reliable.  And, indeed, we didn't gather it with a disciplined, systematic approach, because the Board had not put in place its RRR framework.  So that period from 1998 to 2001 is particularly bereft of information.


For the period now from 1989 to 1997, data was collected and vetted by Ontario Hydro through the semi-electronic filing system referred to as the MUD Bank, or Municipal Utility Data Bank, and that included data from approximately 300 distributors.  It's good-quality data and it has been presented in yearbook form for the utility community.


I brought a surprise guest along today, and that is the 1992 statistical yearbook of Ontario Hydro.  I brought it along with all of its buddies, all the way back to 1960, and they're parked over there on that cart.


So when Frank, for example, is making the observation that the Board has the data that goes way back to 1960, it is a true fact that we have a copy of these yearbooks.  They do exist.  That is the only complete set that I know of, but it does exist.


So the question that we face, then, is:  What do we do with this?  So I would like just to take you for a minute to what it means to have these, on the one hand, but then to figure out how to use them on the other.


So in the year range 1989 to 1997, that material having been collected through the MUD Bank, as it has been referred to, is not currently supported by existing data systems.  It was gathered on large floppy disks that were then handed in -- if you can remember these things, handed in to Ontario Hydro and aggregated.  


The data frame or the data architecture that was used is almost impossible to decode.  However, we have been sufficiently concerned about not having enough years of information available to enable some of the work that you folks have been discussing, that we took a look at trying to capture that data and convert it.


So we are at this point in the process of converting that data that goes back to 1989, through our IT gurus, into a readable format that will be readable by current technology.  The target conversion for that will be by the end of May, and after that we should be in a position to use it for analysis.


I need to look at the issues associated with the level of aggregation and potential confidentiality questions that we face with the current data, but, nonetheless, we anticipate having the data available for further use.  That should add, hopefully, to this exercise.


However, the only source, as I mentioned, for 1960 to 1986 is in the form of the hard copy yearbooks, and you can appreciate that we have more than 300 distributors and 197 pages typically, just under 200, of data.


So we know that the costs of converting the data that was already spinning on an electronic file for the period from 1989 to 1997 is approximately $45,000.  We haven't dared to get an estimate for what it would cost to take the remaining years all the way back to 1960.  


Depending on how significant that is and how much career development we want to have for young people who love to enter data, it may be worth pursuing.


However, it is a major task, and so we have been reluctant, so far, to engage it any further.  So that's why I make the comment on this sheet that it is not in machine-readable form at this time.


So that, in fact, is what is available.  Before I move to the special purpose information that I think Frank Cronin has referred to, I think Roger has a question.


MR. WHITE:  Just a comment.


There was a great deal of municipal restructuring that occurred from 1969 through 1980-something.  So the 360-some distributors' data would require a lot of information if you were trying to trend data that pierced those municipal restructuring periods, to try and use it for that, because not only in that period was there -- even as late as I think '95, '96, there was rural plant and rural customers from Ontario Hydro involved in some of those restructurings.  So it isn't simply a matter of adding up municipalities.


MR. COWAN:  No, absolutely it isn't.


MR. WHITE:  The value of the data, you would have to give a good hard look at how valuable it was going to be before you made the decision to spend a lot of money.


MR. COWAN:  I think you characterize the situation quite well.  It is possible to identify who amalgamated with whom and when, but even with that, it is a relatively perilous task to put them together.


There are also business valuation matters that have arisen during the period that have changed the balance sheet values in many instances.  So it is not necessarily the answer to all of our concerns with regard to data, to simply take all of that, translate it into an electronic form, and then try to add the relevant pieces together.


If I might just move to the last little piece I wanted to speak to on this, I have called it "special purpose data collection", because I believe the work that was done back at the time of PBR 1 did gather data on a number of the distributors, many of whom are no longer configured in the same manner.


We gathered -- I think, Frank, you could probably speak to this a little more thoroughly, but I think the intent at that time was to obtain information from all of the 300-plus distributors, and then at the end of it, you were able to feel confident there were about 48 of them for whom you felt you had reliable and complete information.

DR. CRONIN:  No.

MR. COWAN:  Could you explain, then,  what it is you think was in there.

DR. CRONIN:  We collected --

MR. COWAN:  Tap the microphone and see if it is picking up.

MR. STEPHENSON:  There we go.  My job is done.  My work here is done, and I am prepared to leave now.

MR. SHEPHERD:  Everybody has their talents.

[Laughter]

DR. CRONIN:  We collected information from all of the distributors in the province in 1997.  The information that was required of them to be filed was broken down into three data sets.

The first was on yardstick information, and that was a set of questions.  Now I am going to guess it was maybe three-dozen questions, having to do with the business environment that they faced and characteristics of their network that we thought were important to calibrate within the benchmarking exercise.

Now, when I counted the number that we received, it was close to 300.

Now, secondly, we asked them to file operating data for a ten-year period from 1988 through 1997, and there was nothing magic about the ten years, but you have all heard the discussions over the past two days.  We thought ten years of operating data would give us a perspective on what had happened in the province and allow us to look at some of these issues, like changing productivity trends.

Then thirdly -- and you know that was comprehensive information that had to do with labour, wage rates, material expenses, just a whole slew of information to help you look at some of these issues for the benchmarking.

Then finally, we had them submit 25 years' of data on capital, and almost all of them submitted the 25 years of capital data for gross book value, amortization, net fixed assets, retirements, additions, and then many, many, many of them broke out the investment into about 20 categories.

So we had every category of investment for all of those utilities going back 25 years.

Now, I know Bill has spoken highly -- he mentions the data that was vetted by Ontario Hydro.  Well, my understanding was that all of this data was vetted by Ontario Hydro.  

And what we were getting from the utilities was the data that they had sent in to Ontario Hydro.  In some cases, I think Ontario Hydro actually sent out staff to do this work for the utilities on an annual basis.

So this data was highly consistent.  The reason why we went the way we did -- now, we could have gone to the books too and it would have been as expensive as Bill indicated.  We didn't have those resources.  So we asked the utilities to do the formatting for us into an electronic fashion, and then as they were doing that, there were a couple of things, I think, that we asked them to put in that were not available through the print material.

So we were trying to get them to do some of the groundwork for us.

Secondly, we wanted them to think about the cost data and the capital data while they were filling out these yardstick forms, the 36 or 40 characteristics that might affect their business or network.  So we wanted them to sort of think, if there were special things that we needed to be alerted to, and we had had several workshops with them to sort of hone in on what kind of characteristics would affect their business, should we collect data on, and what they might think about as they were doing this process.

So the data that we got back in, the only time I ever counted returns was on the yardstick data.  We had -- I don't know -- 300 when I counted, or close to it.  Almost everybody submitted.  I never actually counted the submissions for the others.

Now we had five months to do this.  We had five months to work with them in workshops.  Everybody is always under a time constraint.

It turns out we could have had two years longer, but that is another story.  We had five months, basically, to do this.  We were able to process, and I think you have seen through the discussions that have been going on in the workshops and the working group and today, that there is a lot that you have to sort through when you put this data together.

We put together -- there was a really great person who was working on this for us, and she did a bang-up job and we processed 48 of these, and we returned those workups on the capital and expenses and TFP analysis.  We returned each of those to the utilities and worked with them to understand what the implications were for them, both on their TFP as well as how they might rank generally on a total cost basis.

Now, the work actually wasn't done with only the TFP in mind.  What it actually was done for, it was done to lay the foundation for a longer-term benchmarking exercise.

Given the Board was much smaller back then, there were only two Board Staff, I think, that were working with us, and a couple of consultants who were doing it.  So we really pushed a lot of that legwork back on to the utilities.  But the intent of that data collection was to provide the foundation upon which we would then build in subsequent years.

But you have to understand, the basic data came from the same information that Ontario Hydro printed in their books or put into the MUD Bank.

Now, after that initial data collection, the Board instituted what they called the PBR filings.  So in, I think it was in 2000, the Board directed that the utilities file the information for 1998 and 1999.  And that data was configured so that it would be an add-on to the information that we had compiled on each of the utilities for the benchmarking exercise.

Subsequently, then, the Board directed -- it might have been in 2002 -- that the utilities provide the 2000 and 2001 data in a very similar fashion.  So the Board had requested through its authority each utility file what we call it the PBR data.

Now, the Board actually put up on their website, for quite a long time, the 2000 and 2001 data, which I actually got a copy of from the Board's website.

The Board never put up the 1998 and 1999 data.  Now, at some point -- and I don't remember what year it was -- the Board took down the 2000 and 2001 data which was the first published PBR data.

But be that as it may, all of that data, from the data that we collected in '97 going backward, or those four transition years, were all directed towards providing the information upon which we could benchmark the utilities on a total cost basis, do it consistently, having decades of capital cost -- as we have talked about -- and also look at these secular TFP trends and ultimately, to benchmark the utilities by peer group.

Some of the discussions that we have had today, for example, I think we have heard three versions of how you might benchmark.

We have heard some of the folks over here talking about kind of an average cost benchmarking.  We have heard various parties allude to front tier benchmarking.  And Larry has talked a little bit about how he views how benchmarking should be applied.

In fact, those same discussions took place in the working groups that we had in the winter of 1999, almost those same three paradigms.

What we had intended was for the data that was collected to be the foundation upon which we could examine and test those various benchmarking paradigms to see what might produce the most robust results.

MR. COWAN:  Frank, I wonder if we could pick up on some of those thoughts.  I think Jay has a comment.

MR. SHEPHERD:  Yes, I guess two things.

DR. CRONIN:  Can I just say one more thing?  I'm sorry.  We only processed 48 utilities in the five months that we had, but the intent -- but there were hundreds that filed the same information.  We just never got to it, because we had to produce the Staff report that has been talked about today.

The intent was always that as soon as the hearing was over, as soon as that PBR hearing was over, the Staff and consultants would go back to finishing the processing of those other hundreds that were filed.  And as far as I know, that never happened.

MR. SHEPHERD:  Two things.

Let me come back to the data project you were talking about, the data you have in hard copy, the statistical yearbooks.

It appears to me that that has four components.  One obviously is just inputting the data into spreadsheets.  You could outsource that to any number of entities.

The second is to correct for systematic biases, things that will affect all of the data, things like particular things that happened.  The rules changed, for example, stuff like that, M&A activity.

The third is to correct for non-systematic anomalies.  I don't think you have to do that.  You have a big pile of data.  Non-systematic anomalies will be lost in the data.

MR. COWAN:  They will also declare themselves.

MR. SHEPHERD:  That's right.  The fourth is to develop models to use it, which you have to do no matter what data you have.  So it seems to me that the type of job you have to do, while it is a lot of data, no question, is a manageable job.

I guess -- so my first point is I don't think you should decide whether to do it until you know how much it costs, so you should find out how much it costs.

Even if you think it is going to cost a lot, you should know what the number is before you make the decision.  That is number one.

Number two, my guess is we have already spent more arguing about how these things -- diversity and capital cycles and stuff like that, than it would have cost to get the data in the first place.

MR. COWAN:  Well, that's a bold assertion on the latter part there, Jay.

[Laughter]

MR. SHEPHERD:  We might have spent more today.

MR. COWAN:  I don't think so.

[Laughter]

MR. COWAN:  I guess I would -- I have concerns.  I don't have the level of confidence that Frank is speaking about with regard to the data.

I have one difficulty, in that I was not here at that time.  However, from the limited look-sees that we have done at the available information, I do have some concern about the particulars of what is there.  But having said that, we also know that we do have the yearbooks, and I am confident in their quality, because I know the work that was taken to put them together.

So it is possible to find a data array that can be used to address some of these concerns.  The question really is:  Is the cost benefit justified at this point?

I think the -- I'm sorry, Frank?

DR. CRONIN:  Can I ask a question?  Why would you think that the data that the utilities systematically provided to us would be different from what they had provided to Ontario Hydro?

MR. COWAN:  Because I believe that there were a number of them where you had quite an incredible amount of difficulty getting information from them.

DR. CRONIN:  Is that a statement or a question?

MR. COWAN:  Yes, it is.  I believe that is the case.  Now, perhaps if you were personally involved, you could tell me.

DR. CRONIN:  I don't -- you know, that's the first I have heard of that.

MS. KWIK:  Actually, I was Board Staff at the time and I was responsible for coordinating 1st generation PBR.  The utilities were very co-operative.  Where they had questions on what they were to fill out, they called us, and we spent a lot of time on the telephone with them explaining what was required, as did Libby, the consultant who actually did the TFP calculations.

MR. COWAN:  One of the things that we would do, if we were truly going to rely on the data that Frank is speaking of, is to compare it to that which is in the statistical yearbooks and do some sort of testing of it so we can verify, one way or the other.

At the end of it, it still boils down to:  Is it worth it?  Is the proposition there?  What's the costs of getting this and is it worth it?

As you can see, we have made moves here to try to pick up the data that is available in the MUD Bank that goes back to 1989, and I think that can help us.  I see this as another layer of effort, in terms of what I would characterize as an archaeological dig, if you like, to go to try to pull out the information from years prior to that.

Indeed, we are prepared to try to cost this out and see what it would take.

MR. STEPHENSON:  For what it is worth, Frank, it sounds like that the MUD Bank initiative - it sounds like a Robert Ludlum novel - you might be able to put that on ice, because from what I am hearing, you actually have all of that data already in spreadsheet format --

MR. COWAN:  Not at all.

MR. STEPHENSON:  -- provided to -- as a part of the material that you got through the --

MR. COWAN:  That is simply not the case.

MR. STEPHENSON:  Okay.  The letters are on the website about what you guys asked for as a part of the PBR filings back in '99, and it is very comprehensive.  What you actually got I can't tell you, but --

DR. CRONIN:  We have looked at the data for 2000 and 2001, because it was on the website, and it was put into a form that was pretty easily accessible.  

That data is consistent with the data that was collected previously, and it seems to be consistent with the data that followed.  The PBR data appears to be readily consistent.

But, you know, we are sort of arguing about the perfectosity of the data.  The data is very robust.  Ontario Hydro, as far as we can tell, collected the data in a very consistent manner.  We got a lot of co-operation from the utilities in fielding this information to us.

It could provide us -- almost all of the folks here have talked about -- it could provide a wealth of insight as to the questions of TFP, TFP trends, benchmarking.  We are talking about assigning penalty targets or positive incentives to the utilities.  This has been a question that now has been lingering for the past -- well, three or four years, on the various O&M benchmarking attempts that the Board has put forward.

O&M benchmarking in and of itself is a highly flawed process.  They need to go to a total cost benchmarking approach.

If that costs $45,000 or $100,000 or $150,000 or $250,000, it seems to me it is an investment that ought to be made.  The Board has the potential to have among the best data in the world for utility operations and performance.

MR. COWAN:  It is worth pursuit, there is no doubt.  That's why I am making the statement that I believe that Jay has reinforced, and so have you, Frank, that it is worth looking at the cost of undertaking this.  So we are prepared to do that.

I want you to understand where it is that we are now and what it is it we have.  I think we have successfully done that.  We're having some disagreement about exactly what it was that you did.  I believe your client was the Board at the time, was it not?

DR. CRONIN:  Yes.  I was working for the Board.  And the whole intent of the operation was to provide the Board the foundation for a multi-generational --

MR. COWAN:  As you said, right.

DR. CRONIN:  -- IR, and I would be happy to answer any questions that you guys have off-line and to work with you about any of the data details.

MS. BRICKENDEN:  That's a perfect segue.  I really appreciate -- I want to thank Bill for popping in and preparing the information he did, but I didn't want to take much more time away from you for what you are here for today --

DR. CRONIN:  You mean I don't get two more hours?

MS. BRICKENDEN:  Actually, if we start now, your two hours begin.  Thank you, Bill.  I appreciate it.

MR. COWAN:  All right.

DR. CRONIN:  Okay.

DR. PORAY:  Sorry, just a question, something you were talking about at lunch time.  My apologies.  I got carried away there.  I was so excited.

[Laughter]

DR. PORAY:  The first lot, the 2002 to 2006, you are saying that that data is now available with the model, the PEG model?

MR. COWAN:  That is posted on the Board's website in the aggregate levels that were used for -- at least as far as the financial statement information is concerned.

DR. PORAY:  For each utility?

MR. COWAN:  For each utility for each of those five years.  It is the same level at which Pacific Economics conducted their final review.  That's reflected in the report released last week.

DR. PORAY:  Okay.

MR. COWAN:  That is to say, that if you wanted to see the data that goes behind the 40-odd lines of financial statement information that is represented, if you actually wanted to see it at the uniform system of account level, you won't see it.

Pacific Economics Group in their work did tests around whether or not having that greater granularity was instructive to them and helpful.

They reached the conclusion that it wasn't discriminating their outcomes at all.  So for that reason, we then had a conversation about whether or not it could, in the interests of having an available data set that wasn't impaired or stopped by virtue of confidentiality, whether we could use the aggregate information and agree with them that they would link their formulas to the aggregate level in the models.  That's what they have done.  

DR. PORAY:  Okay.

MS. FRAYER:  Now, just to quickly clarify.  This is the models, Larry, the same data, Larry, that you used?  Or is it the data that --

DR. KAUFMANN:  It's the same data.

MS. FRAYER:  It's the same data?

MR. COWAN:  One vintage back, I think.

DR. KAUFMANN:  There are two levels of data.  On the consumer dividend analysis, it is obviously the same data because it is the same study.  On the TFP analysis we did use a different -- we used more disaggregated data.  

So there are some differences.  We can and we have done some preliminary attempts of updating the data using the more aggregated data.

What they show, preliminarily, is greater TFP growth for Ontario during that time, about 0.26 percent versus 0.01.

MS. FRAYER:  Can you tell us at least generally which categories?

DR. KAUFMANN:  No, I can't.  I haven't looked at it at all.  I have just been told that is the number.

MS. FRAYER:  It would be great, even if we don't ever get the actual raw data you used, if we can at least identify what general cost categories were different from 
-- for example, is it primarily in the labour or primarily in OM&A?  Or is it on the capital side that you relied on something that we don't have access to? 

DR. KAUFMANN:  Well, I mean since now, I think the decision has been made to use a level of data that can be made publicly available to all.  I wasn't personally aware that we couldn't make that data available at the outset, the more granular data.

But since we have all agreed that we're going to use the more aggregated data as the basis for the TFP trends, we will be re-computing the TFP trends on the basis of those data.

Now, I suppose there is an issue of whether the more aggregated data are less precise than the more disaggregated data.  You would tend to think so, but --

MS. FRAYER:  I think it is useful for us to know why the differences arise.  We don't need to have actual data but we need to understand why it is happening.

DR. KAUFMANN:  I understand that, but just in terms of our recommendations, I think we are then going to be faced with a choice of whether we should use the publicly available data, which everyone can examine, and may have a higher TFP trend, versus the more disaggregated data which has a lower TFP trend, and yet the data aren't available for inspection.  

So that is going to be a decision we will have to make at that point, in terms of what we're going to emphasize and what we're going to use as the basis for our recommendations.

MS. BRICKENDEN:  Thank you.

Sorry, Frank?

MS. BRICKENDEN:  You would like to begin? 
Power Workers’ Union Presentation by Dr. Cronin 

DR. CRONIN:  I have the last word.  Well, I only have one word.  How about the last, what, 200?  Yes, I know we have all been here for a long time, but it has been so engaging.

My name, as you probably have picked up, my name is Frank Cronin, and I am a consultant to the Power Workers' Union.  And a couple of years back, I was sort of in the position that Larry is, and I wanted to share some of the experiences that we had during the 1st generation, and some of the subsequent work we did on that information and some work that we have done more recently, having to bear on benchmarking.

Now, I empathize with Larry and Board staff for having been through the process they're going through now, and I think, in some ways, theirs may be harder, and in some ways easier.  We did ultimately get the information that we needed to do the TFP and some time later the benchmarking.  But I know they have been working under some difficult conditions and I think, at least from someone who has been once removed from the process -- I wasn't actually part of the working group, but I did go to one of the meetings -- I think that that process has been fairly open and we are where we are now.

Just to kind of go to the bottom-line and capsulize,  I do support the notion of an IPI, and we can talk a bit more about that later.  There are details that probably have to be worked out on that.

In terms of the 0.88 recommendation, I do think that is within the range of the Ontario experience.  It is a useful starting point for discussions.  As we will talk a bit more and I will share some additional insight into the information that was done on the Ontario LDCs, I think you will see that the experience is actually wider than what has been discussed so far in the past two days.

I think the recommendation is a useful starting point.  I have been quite taken with some of the information that has been exchanged the past two days.

Today, in my discussions, I am going to examine several important benchmarking issues that I think need to be considered in this process, and then make two different sets of recommendations.  Some short-term recommendations, looking at where we are right now and trying to get something done in the next six months, and then some long-term recommendations for where the Board and stakeholders might go to build on the totality of the experience that the Board has now had, really, since 1998 when the 1st generation started.

I mean this is now the tenth year that the Board has been involved, to some degree or other in IR and benchmarking.

I had intentionally decided not to come up with a definitive recommendation on some of these parameters until after I had a chance to hear the discussions over these two days, and had a chance to better assess some the more recent information that PEG has released, like Mark 's report last week, and a bit more time to go through Larry's.  We will make those recommendations in our submission.  

Today the focus of my discussion will be on benchmarking in the context of integrated utility operations.

So what is it about the utility operations?  Such as the joint nature of output, and by that I mean utilities connect people and they also have reliability, both of which can be used as output measures.  And they're jointly produced.  And at the same time, you've got an interrelated set of inputs: capital, labour, materials and line losses.

One has to look at those two sets of conditions and take those into account when you do your benchmarking.

I do think that one wants to establish a sustainable IR.  By that I mean that it has robust, fair, sector- or firm-specific IR parameters, that it has adequate risk mitigation mechanisms, and that there is a long-term framework which incorporates robust, correct benchmarking, an adequate adaptive period for the utilities to adjust to the incentives that the Board has established for the IR, and that at the end of this, that we develop a framework for utility operations which encompasses not only their internal cost -- which would include O&M, line losses, capital -- but also to build in a framework to look at customer interruption costs, as they have done in some of the European countries, and to view that within a socially optimal framework, so that the utility will be analyzing the implications of their behaviour directly on their customers.

What do we mean by "robust"?  That's based on appropriate methodologies and data.

I am going to expand on these points as we go through.  

What do we mean by fair?  That the gains must be shared, that the comparisons for the utilities be based on total cost, including appropriately calculated capital cost.

Sector-specific:  That the parameters, such as the inflation index, be based on Ontario distributor performance, that is the input price changes. 

If we have firm-specific parameters, that those productivity or cost benchmarks be based on unbiased measures appropriately calculated.

Now, by adequate risk-mitigation mechanisms, I am talking about those mechanisms that are capable of handling likely/probable/undesirable outcomes that might undermine the long-term support for the IR among stakeholders.  I am talking about stakeholders, in general.

And these include the IPI-TFP, or the rate adjustment mechanism; any earnings sharing mechanism that we put in place; an appropriate framework for service quality regulation; and also rate design.  I think rate design, which we're not going to talk about today because we only have a limited amount of time, I think rate design will be -- I know the Board is doing this in a separate proceeding.  Rate design could be very important going forward, given all of the changes that have been alluded to in the past day and a half.

Now, the Board has now been at this for ten years and there have been a lot of discussions, and we had many of those in 1st generation.  Hopefully we are iterating toward a long-term achievable framework.  By that, I mean that the benchmarking be based on correctly calculated measures that adequately account for this joint nature of operations that I spoke about, that the terms that are established for the utility be long enough for the utility to adjust its cost and cost structure.

The Norwegians have now done three generations of IR.  I think they're in their twelfth year, and they have been applying successive five-year terms with more of a front tier analysis, but they established a long-term framework and followed through on that, and I think they have been very successful at that.

Now, the regulatory objective should be defined levels and trade-offs of LDC operating costs and customer interruption costs that minimize the total social costs of distribution.

Now, I am just going to speak very briefly about this, and then we will go on.  I know that PEG has noted, and I agree with their comments, that the reliability of distribution services provided by utilities varies widely and that better reliability generally comes at a higher cost.  The cost impact of quality is thus a valid issue in distribution benchmarking.

I do think, in talking about an IR, that we have to recognize the kind of incentives that we're going to be putting in front of the utilities, and that in other jurisdictions they have gone down this road and they have had to reverse course and take action to overcome some of the consequences of well-predicted incentives.

Since reliability varies, higher reliability LDCs will have higher costs.  If cost differences are simply observed through OM&A differences, we may mistakenly identify higher cost LDCs as being less efficient when they actually have higher unaccounted-for output.

Other jurisdictions have seen that IR schemes can incent high-reliability LDCs to reduce OM&A expenses to improve benchmarking scores, and that research has found that improperly structured IR does reduce O&M and that this reduction reduces reliability.

Now, having gone through that experience, regulators in the US and Europe have instituted somewhat alternative versions of service-quality regulation in response to these IR-induced network degradations.

If I have time, I am going to come back to this later in the presentation, because I do think it is important that we recognize that if we continue down the path of O&M benchmarking, that utilities will respond -- and even if we do total cost benchmarking without proper incentives, the utilities will respond in a predictable way, which we will be dealing with in subsequent proceedings.

DR. KAUFMANN:  Frank, Frank.

DR. CRONIN:  Yes.

DR. KAUFMANN:  I have a question.  Before you leave reliability, are you recommending that we integrate reliability into the benchmarking analysis?

DR. CRONIN:  Ultimately.

DR. KAUFMANN:  Ultimately, but not necessarily at this time out?

DR. CRONIN:  I know there are time constraints.  I looked and I noticed that over the weekend Mark had done something which I haven't had time to look at in the latest version of the report.  It may not be -- this is one of those short-term/long-term deals.

I think we need to recognize now what the likely outcomes will be if the SQR is not integrated into the IR and recognize that, you know, sometime in the near future that work is going to have to proceed so that it is integrated.

There have been very successful IRs.  They haven't been done overnight, but the Board does now have a data set on reliability which spans quite a few years.  So I think this is one of the things that we need to recognize.  This has to be on the to-do list, because there have been too many jurisdictions in the States and in Europe, and this is probably one of the biggest -- one of the highest priorities in Europe is to deal with the issue of reliability in the context of IR.  There are very different incentives between cost of service and IR.

Now, I know there have been discussions about the fact that the utilities have not been on a cost of service, but going into an IR there are going to be different incentives facing them.  So it is a long-term issue.

DR. KAUFMANN:  Frank, just one point on that issue, too.

I wrote a report for Detroit Edison about a year ago on incentive regulation for service quality which is very comprehensive.  I believe that has been sent to all of the working group members, so that is a resource that they can look to, and that others can look to, as kind of various experiences that have been helpful or could be worth examining.

DR. CRONIN:  Yes.  As I say, the Board now has a fairly long-term time series on reliability, which many jurisdictions do not have.

So there is a foundation.  I know Mark did something.  I can't speak to what he did or didn't do, but I do think there is some recognition that this needs to be dealt with.

I am going to just mention briefly some comments on the IPI.  I have two slides on those.  To the extent that we want to have a more in-depth discussion, I would like to put that off to later in the presentation so I can deal with some of the issues that I think may engender lengthy discussions.  If I run out of time, I probably can't keep you guys till 6 o'clock tonight.

[Laughter]

DR. CRONIN:  But let me just quickly go over -- back in 1st generation, we did make a decision to use an IPI.  There were a number of factors that shaped that decision.  We thought it was more straightforward.  We thought it would ultimately get at any issues of allocative inefficiency that might have existed, and we thought it sent more correct signals to the utilities.

So the advantages of an IPI, at least in terms of what we see, are that it sets automatic adjustments for LDC cost changes, that it obviates the need to hold frequent cost-of-service proceedings.


It mirrors a cost of service process by adjusting LDC rates on a prudency basis, except that the prudency is the experience of the sector average, if that's how you're going to weight it.  So that's the prudency test.

It mitigates the likelihood that mistakes in the RAM associated with macro price indices will over- or under-compensate LDCs.  For those of you who have been involved in IRs, one of the most -- I will call it contentious -- one of the most contentious sets of issues that's developed over the past 15 years is:  How do you adjust macroeconomic price indices so that they actually reflect the IPI that you are trying to mirror? 

That is not a straightforward process.  You have to create adjustment factors to the macroeconomic price index.  I don't think those have been done in this instance.  There is a fair amount of work involved in doing those.  They're subject to a fair amount of debate.

So I think the IPI is probably a better default at this point.

But furthermore, I think where the IPI really has strong points is that it actually establishes a yardstick competition among the Ontario LDCs, with better performers actually gaining from their better performance.  And that as you endogenize this process -- which you can't do with the GDPPI -- as you endogenize this process, there are actually rate benefits to the consumers.

Then finally, the IPI provides more proper incentive signals to the LDCs and their customers, because it more specifically reflects the costs that they're facing.

Well, in terms of implementation, we did develop an IPI in 1st generation, and it was within the context of the time we had fairly rigorously examined and evaluated from a number of different perspectives in terms of the stability of the weights, in terms of whether or not they varied over time or by utility size.  We tried different compositions of the price index, including and excluding line losses.

I think that those weights should be revisited.  I know that Larry has done some work now with the data that's available.  I think where I differ from Larry is the weights that we developed for the IPI had the 37 years of capital data embedded in them for the weights, whereas I think what he is using now is what Mark called, in September, a capital proxy.

We have looked at the capital proxy that Larry is using and we replicated that on some 1st generation data.  And that capital proxy, for almost all of the LDCs, overstates the amount of capital they actually have.

So I think one of the reasons why we're seeing such a high weight on capital, the 63 percent, is because the capital proxy overstates the amount of capital.

When we did the analysis in '97, I believe there was only one LDC that had above a 60 percent weight on capital and the average was 45.

And the weight is important.  I mean this is not a trivial exercise, especially if you're talking about a difference between, say, 45 and 63.  Because -- and I think some of Larry's graphs yesterday dealt with this -- one of the most volatile components of the IPI is the capital sub-index.  And that's just the nature of capital cost.

Well, you know, if you're going to get a different volatility if you weight it at 45 versus 63.  Now, I don't know if 45 -- I haven't looked at the data since '97.  I wouldn't be surprised if, for a few years, capital increased, so that, you know, into the early 2000s there might have been an increase in capital.

I do think there has been, the past few years, an increase in O&M.  So I don't know, on balance, where you would end up.  I do think the 63 is too high.  I don't know how much "too high" is.

MR. CLARK:  Frank, have you tested the capital sub-index?  Have you done sensitivity testing for the different mixes of capital that utilities may have, both because they're differently configured -- say, underground utilities are exposed to different inflation -- but also over time their investments shift.  Like right now, Hydro One, for example, is looking to spend significant sums on information systems that are of the same order of magnitude as some of their hardware expenditures.

DR. CRONIN:  I haven't examined that question.  The data was there to do that.  And that was some of the stuff we were attempting to do after we got done with the proceeding.

We have looked at things like the implication of network configuration on cost functions.  Of course, you know, some of these business condition variables, like the amount of overhead, for example, do impact.  I have never looked specifically at the relationship of some of those on the capital sub-index, or the component data.  But we did get the component data from the utilities.  And one could do that.  It's an interesting question.

MR. CLARK:  Okay.

DR. CRONIN:  Anyway, yesterday there were some good discussions about the IPI.  If we have time, we can come back and maybe revisit that, but I do think, in general, that that is the best way to go and that there are details that still have to be worked out.  But the Board Staff is basically correct in recommending that that approach be implemented.

Let me talk a little bit about some of the research that was done in 1st generation, and I am going to talk about some of that research and some of the later research.  And I am doing this kind of more as an academic.  I am just putting out more information for people, so they can hopefully make better decisions.

This is a very complicated issue, and it is complicated because you can do analyses when times may be more institutionally stable and you may get a certain set of findings.  Now, those findings, if you were to do it in the context of, say, you know, we talked about those cyclical impacts, for example.  They might result in different findings.  Or if institutional arrangements like market opening or regulatory changes, impede in later generations, then you may not see the same relationships that you saw in earlier periods.

Having said that, let me talk a bit about what we did find.  Again, we had, in talking about this, I speak very highly of what the Norwegians have done.  They had 300 utilities, many of them smaller than in Ontario and in very isolated places, and they were structured very much like Ontario, and about the same time as in Ontario, the government and the regulator decided they needed to sort of put in place more systematic regulation.

Up until that point it was more of an administrative process, I think a lot like what had been done with the MEUs in Ontario.

Well, we were in contact back in 1st generation with some of the folks in Norway, and were sharing information with them and learning from what they were doing.

I am going to compare a little bit with what they found.

Now, as we have talked about, we had ten years of data and those ten years of data covered '88 to '97, the operating data.  For that period of time, we found an average of 1 percent, but that was really contrasting two different periods.  The first half of the period, those of you who were around at that point may remember, you know, energy prices were escalating very rapidly like they are now.  There were cost increases sort of on an annual basis for wholesale rates.  And I think a lot of institutional uncertainty.

So the first half of our period we saw, in fact, zero to slightly negative productivity growth.

In the second half of the period where they put the price freeze in -- although I know that was voluntary, I think it was pretty widely upheld -- we found productivity growth to be much stronger, at 2 percent.

Now subsequent to that, we did some analysis on total cost, based on the data that we had done the TFP analysis on.  Because remember, you need total cost to do the TFP analysis.

What we found -- I am just talking about this to throw out the information -- what we found was that the front tier firms -- we were using a front tier analysis -- that the front tier firms actually increased their TFP in both periods, both low incentive and high incentive.  And that the less efficient firms at the beginning did have very strong TFP growth in the second period with the higher incentives, but even in that second period, the front tier firms from the first period actually still had higher TFP growth.

Now, there hasn't been a lot of long-term research of this kind, that I am aware of.  The Norwegians have done it.  They found very similar findings, in terms of front tier dominance, and they based their IR on a front tier concept that has been alluded to where they set their long-term TFP at 1.5, based on the front tier analysis.

Now, again, a lot of what they were analyzing was somewhat older data.  So, you know, their original analysis was '88, I think, to '93 or '94.

Now, it may be that, you know, that period was more stable in Norway, just like the '90s may have been more stable here than what the upcoming future is.

I do think -- and we haven't had a chance to finish some analysis that we're attempting to do, but my inclination is that we're going to try to calculate some TFP for the recent period, and I do think it probably will show a negative trend, but I think it is going to be more negative than what the other participants have talked about, because we are going to try to do some work on capital that hasn't been introduced into the other calculations.

So if we do have time to do that, and it is stuff that I think we should share with you that we feel that it is robust enough, we will include those findings in the final submission.  But I think what we would say is that we have seen instances in the past where there have been higher rates of productivity growth, that those have existed for fairly long periods of time, but our feeling is that over the last four, five or six years, that the TFP trend has probably been negative and a bit more negative than what some of the other participants have been talking about.

Now, I have some comments specifically about the benchmarking methods, and I am using the term "flawed".  I don't want -- you know, I am trying to provide a sense of our discussion in a very brief slide.

I understand the constraints that the Board Staff and Larry were under.  He didn't have the data that I think the Board actually has access to.  So when I talk about "flawed", I am talking about what I am comparing could have been done and I think should have been done.  The Board should have released the data.  Stakeholders have spent a lot of time and effort to get that data to the Board.

So when I speak about PEG's analysis being flawed, I am doing it because I am comparing it to what I think would be a preferable paradigm.

I think the data that Larry had was, by definition, flawed for the purposes that the Board wants to use it for, and that a better basis for the IR in the future should be the data that we have talked about that was collected earlier.

I can attest to the quality of the data.  There were people at Ontario Hydro who collected that data year in, year out with those LDCs.  They can attest to the quality of the data, and I could argue with you that the quality of that data is at least as high as what the Board is getting now, and I think it may even be higher because of the consistency that was imposed by the process that Ontario Hydro put the utilities through.

So what do we do now?  A short-term framework needs to be instituted, and I am going to propose a baseline PF or productivity -- well, I am going to talk about a framework, and maybe later, in the report, talk about some numbers for that.

What I would like to see happen, there has been a lot of discussion about the diversity factors, or Larry calls them consumer dividends, and also about the baseline TFP number.  What I would like to say ought to happen is whatever we establish for these baseline numbers, I would like to see a menu of choices provided to the LDCs, much like was suggested in 1st generation, so that those who think they can do better are allowed to do better and can share those gains with ratepayers.

Now, as I said, for the short run, PEG's recommended baseline PF is within the range of Ontario experience, and it is acceptable as a starting point for discussions that we are having now.  I think that is particularly true if there's some upside provided to the utilities.  By "upside", I mean those that think they can do better from a productivity perspective be allowed to choose that and to be rewarded for that.

MS. HARE:  Can I ask a question for clarification?  I have seen this before, but I don't understand it.  The ROE that is built into setting the rates is the ROE at the time; is that correct?

DR. CRONIN:  Yes.

MS. HARE:  So what you're saying is you choose your productivity factor and you are allowed to keep up to whatever the ROE is?

DR. CRONIN:  Yes.

MS. HARE:  If you exceed that, then we will talk about that later?

DR. CRONIN:  I think in 1st generation, the concept was it would go back to the ratepayers.

So there is sort of a built-in earnings sharing mechanism on that side, but through the process of the higher -- I am going to show the menu.  Through the process of the higher PF, productivity factor, those rates decline more steeply, and so ratepayers get an immediate sharing.

MS. HARE:  I just wanted to make sure that if the number kicks out at 8.57, that is what is built into rates, but you might choose something that let's you keep, say, 10 percent?

DR. CRONIN:  Yes, right.

MS. HARE:  Okay, thank you.

DR. CRONIN:  Now, this is one way of dealing with this issue of diversity.  That is kind of, you know, one of the diversity issues that I am concerned about and I think needs to be accommodated in the IR.

PEG's recommended OM&A-based inefficiency analysis and the consumer dividend produces rankings that I think are not consistent with the rankings that you get on a total cost basis.  I think that analysis needs to be rethought.  I can talk more about that as we go along.

But to your point, let me just show the -- this was the productivity ROE menu that we proposed in 1st generation.  Let me just talk -- I don't want to get really wrapped up in the details, but let me just tell you what some of the motivation was.

MS. GIRVAN:  Just to be clear, though, this wasn't implemented?

DR. CRONIN:  No, it wasn't.  It was proposed.

MS. GIRVAN:  Yes, okay.

DR. CRONIN:  There is a question here of what the utilities are capable of doing.

The FCC, back around -- the FCC, which is the Federal Communications Commission, had the same question around 1994, '95 when they were regulating the US distribution telcos, and there were a lot of questions about how much productivity could they really achieve.  What they said was, We will set up a little experiment.  We will give them a menu, and those that choose higher productivity factors get to keep more money.

I forget the details.  It might have gone up to 4.5, maybe even 5.  They all chose the higher X-factor, because, at that point, they were really rolling on productivity, and so while it was an interesting idea, the FCC really didn't set the range wide enough.  So this is kind of an experiment in examining what is really feasible on the part of LDCs.

Through this process, the Board could actually gain an understanding of what the relationship might be between incentives and ROE.

So I do think that this is one way of dealing with diversity.  Now, it is a little bit different issue than what has been discussed up until now, and I do think that some of these discussions we have been having earlier today and yesterday, you know, are things that deserve merit.

I am just one who takes somewhat a longer term view of things and I think that at some point the world will return to a more normal existence, and that along the way we might actually gain some information which would be useful for instituting more informed regulatory decisions.

I am going to skip over.  Let me just say that because of the lack of data that Mark and Larry have had to do the work -– and by that I am speaking about the capital data -- they have been forced to use what Mark called capital proxies back in September.

We have analyzed about eight different capital proxies.  All the ones that Mark had described back in September, as well as one or two others.  We have compared those capital proxies on existing data to the actual capital costs that were collected over a 37-year period, and none of those capital proxies comes close to replicating the actual capital or the relative position.  If you look at the capital proxy index and the actual capital index, utilities are randomly dispersed across those two distributions.

So the capital proxies that are available and that one could use if you wanted to look at those from the data the Board has, none of those produces anything that I would judge to be an accurate reflection of the actual capital that a utility has.

So on that basis, when you attempt, then, to either control for capital in the process, like Mark was trying to do for the benchmarking purposes or that Larry was trying to do to bring into the TFP analysis, you are really handicapped in that attempt, because those proxies -- say if you have four years of data or you've got another accounting measure -- they just can't come close to producing the information that you would get if a utility filed data year by year on the capital additions, for 40 years.

Now, to give you an idea of how different these rankings could be -- Whose phone is that?  

[Cell phone rings]

DR. CRONIN:  This next slide, what I have done is actually taken OM&A rankings for a selected group of firms from 1st generation.  So I have ranked the firm under the OM&A column.  So you see the first firm I have there, utility number 1, they actually ranked third on the OM&A ranking.

Then I looked to see where they would rank on the total cost ranking.  Well, you can see for that firm that they actually ranked 43rd out of 48 utilities.

So you can see that there are big differences in ranking, benchmarking rankings between just using OM&A and that which you would get if you used total cost.

Now, if you look at the first 12 utilities, so this is -- I am looking at the first set of utilities under the OM&A ranking.  Six of those 12 actually fall in the bottom half of the total cost ranking.

Now, if you go down, let's look at utility number 17.  You can see that you get contrary findings.  You can rank very low on OM&A, like 33rd, and actually rank 9th on total cost.  Again, we're dealing with 48.  Or 37th on OM&A and third on total cost.

DR. KAUFMANN:  Frank?

DR. CRONIN:  Yes.

DR. KAUFMANN:  Can you just give me a very brief description on how you came up with these rankings?  Not to go into all of the details of the benchmarking --

DR. CRONIN:  It's very simple.  I took the data that was filed by the utilities on OM&A back in 1st generation.

DR. KAUFMANN:  Yes.

DR. CRONIN:  And I produced this ranking, which you see here.

DR. KAUFMANN:  But what's the ranking based on?  Is it unit cost?

DR. CRONIN:  Yes.  It is based on cost per customer.

DR. KAUFMANN:  Okay.  Well cost per customer, that is a crude ranking, that is a very crude ranking to have.

DR. CRONIN:  It is.  I am just showing how --

DR. KAUFMANN:  That's fine.  But I just wanted to be clear this is very different from the sort of analysis we did, where we have unit cost measures, and on the unit cost measures where we are comparing companies, two peers that have been selected on the basis of a number of other characteristics that can drive costs.  So there are good controls.

DR. CRONIN:  But you are basing your comparison on OM&A.

DR. KAUFMANN:  I understand that.  But I mean looking at the relative rankings that would result from an OM&A cost versus a total cost analysis, I don't think this is necessarily a good reflection of that, because this is not the outcome of a very rigorous benchmarking study.  It is simple cost per customer.

DR. CRONIN:  Well, I understand.

I am actually comparing utilities on a much more comprehensive basis.  Then, I am looking at what would happen if I only looked at OM&A.

DR. KAUFMANN:  But the comprehensive basis is just total cost divided by customers.

DR. CRONIN:  Yes, that's right.

DR. KAUFMANN:  Cost per customer.  So yes, it's a more comprehensive measure, but to do a good benchmarking study, obviously you have to control for --

DR. CRONIN:  I am not suggesting this is a final product.  I am suggesting that you can just look at simple data and partial costs and get very different benchmark rankings, and that's why --

DR. KAUFMANN:  No, I understand that.

DR. CRONIN:  -- that's why you need to benchmark on a total cost basis.

DR. KAUFMANN:  Well, I wouldn't say that is necessarily the conclusion that comes out of this.  And I am not disagreeing with that conclusion.  I mean, I think in the long run you want to do that.  But I think the reason you can get very different rankings like this is because if you use a very simple benchmark approach, then you can get very different rankings.  If you use a more rigorous approach that controls for difference in business conditions --

DR. CRONIN:  You're not controlling for differences.

DR. KAUFMANN:  You will get a different benchmarking Evaluation, and --

DR. CRONIN:  You're not controlling for differences in labour capitalization or capital.

DR. KAUFMANN:  I am just talking in general, in terms of theory.  I just want don't want people to draw the conclusion this is necessarily representative of all of the sort of range of results that you would see if you do O&M versus total cost in any study.

If you do a good study that has good controls, this probably would not the outcome.  And I am not saying we should draw the conclusion that OM&A is the best approach.

DR. CRONIN:  This is exactly the kind of thing you would see.

DR. KAUFMANN:  I am just saying that we shouldn't put that much weight on these results as an indication of how different total costs and OM&A -- 

DR. CRONIN:  If I looked at these results, what I would say is:  My God, look how different a utility's ranking is on OM&A --


DR. KAUFMANN:  But that's in part because of the --

DR. CRONIN:  --and the OM&A doesn't control for labour capitalization.

You say that capital is 63 percent of the total costs of the utility.  You are benchmarking on 37 percent of their costs.  

DR. KAUFMANN:  I am not disputing that.  I am just saying that is not really a valid conclusion to draw from such a simple benchmarking study.

To really draw that conclusion, and I am not saying it is an incorrect conclusion, but to draw that, you really should make appropriate controls for all of the factors that can drive O&M and total costs among companies.

I mean, if you just did a straight price comparison among US utilities, you would conclude that the California utilities are, you know, ten times as inefficient as the utilities in South Dakota.  Well, you know, I mean that is just silly.  There are a lot of factors that cause costs to be higher in California than in South Dakota --

DR. CRONIN:  The point here is you can get very different results when you look at their total costs versus their partial costs.  That is the conclusion.

MS. BRICKENDEN:  Jay?

MR. SHEPHERD:  I sat there listening to this, Frank, and I guess it sounds like what you're saying is you're not controlling for anything.

So, yes, it is true that Larry didn't control for labour capitalization and capital costs, because he didn't have the data, because the data is not good enough.

But you are producing numbers that control for nothing, not even the stuff that he controlled for, and so I don't understand how this could be better data.

DR. CRONIN:  It's total cost.  This is what you should be benchmarking on.

This is what you should start your benchmark with.

MR. SHEPHERD:  Then you should look at price.  If you are going to go right to the top line, you should look at price, and I have already been shot down on that.

DR. CRONIN:  Whatever.  Anyway -- 

MS. GIRVAN:  Just one comment that I would say, just representing ratepayers, you know, at the end of the day, between now and the time this 3rd generation IRM regime has to be sort of defined, we don't have a lot of time, and I am just trying -- I am really struggling with what Frank's done and what Adonis is recommending and what Larry has done, trying to say:  How can we get the best going forward?

I guess there is a lot of disagreement, but I am just struggling with what's the best data that we can use to set up something --

DR. CRONIN:  Let me skip a couple of slides, as much as that grieves me.

[Laughter]

DR. CRONIN:  Hey, I already cut it in half from September, you know.

[Laughter]

DR. CRONIN:  All right.

MS. GIRVAN:  Help me out.

DR. CRONIN:  Yes, okay.  One of the things that we could do, now, the data that we collected, the original PBR data for '98, '99, 2000, 2001, included labour capitalization.  That was broken out.

I took 17 firms that filed that data with the Board for 2000, and I am looking now at slide 20 and I am looking at the difference in the reported labour capitalization percentages.  Now, this is the data that is not reflected in OM&A, all right, because it is counted under capital.  What we can see is that --

MS. GIRVAN:  It reduces, though.  It shifts; right?

DR. CRONIN:  Yes.  You are shifting O&M into capital, okay, so you know.

So I am going to show how the same utility can look very different, depending upon where you put your labour capitalization.  The range varies for these 17 utilities that were kind of randomly selected from zero to 50 percent.  They're evenly spread.

Now, what does that mean?  Well, if you look at slide 21, I took the reported OM&A per customer for six of those 17 utilities, and I just listed them randomly in the second column.  And if you look at that, what you see is that number 5, number 5 appears to be 15 percent less costly than number 6.

Number 5 appears to be 27 percent less costly than number 4.  Number 3 is 22 percent less costly than number 1.  That's what you get as a ranking on OM&A per customer.  This is from the Board's PBR data that was on their website for quite a long time.

Okay.  Now, what happens if you put back in the capitalized labour?  Now, the capitalized labour is on the right-hand side.  Note that the capitalized labour ranges from $12 per customer to $59.  That's a five-to-one spread.  Well, I added that back in, in the middle.  

Now, what happened to those differences that were 15 percent?  Well, they're now 2 percent.  The 27 percent difference is now 5 percent.  The 22 percent difference is now one-half of 1 percent.

So if you look at number 1 and number 3 that looked to be $46 difference, they're one dollar different.

If you look at number 4 and number 5, that appeared to be $49 difference per customer.  They're $10 difference.

If I look at 5 and 6 that were $24 different, they're $4 different.  So...

MR. SHEPHERD:  The thing I don't understand about this, and maybe you could help me with it, is it seems to assume that the only reason why there would be differences in capitalized labour is because people have different accounting approaches to it.

Whereas, in fact, usually the difference is going to be either they have different operating styles, they outsource more things in capital projects, or they just had a bigger capital program at the time.  So they would have more of their people doing capital work.


Have you corrected for that?

DR. CRONIN:  I am not correcting for anything.  I am just reporting the data that is there.

MR. SHEPHERD:  But it's not useful data unless you correct for those major factors, is it?

DR. CRONIN:  It is the data that is being used to benchmark them, okay, and what the Board needs to do is to take the data on capitalized labour and, at a minimum, add that back in to OM&A so that you get a better reflection of what they're actually spending.

MR. SHEPHERD:  My question is:  How do you know it is better if you don't correct for the factors where there clearly should be differences?

DR. CRONIN:  Because I am trying to get a more comprehensive measure of cost.

The bottom line is that the data that is being used does not account for capitalized labour.  Capitalized labour is a sizeable percentage for some utilities and a very small percentage for others.

Now, though I haven't looked at a time series of this, you know, it may be that those percentages change over time, or it may be that some of them have just different business models.  I was talking to one utility recently that was told to increase its capitalized labour based on a certain project it was doing that they need the Board approval for.  

Obviously there are changes over time, but this is the kind of issue, given the differences that appear when you look at OM&A versus what happens when you standardize for labour expenses, that could be put into OM&A or could be put into capital.

There should be an analysis of this information that the Board has and how it looks over time, and what it means if it is not being accounted for in the benchmarking.

Let me skip -- I had also done some looking at the biases of using some of the accounting measures, which could be the basis for some of those capital proxies, but let me skip over that.

Larry had used the 2002 to 2006 estimates to come up with TFP changes.  We have talked a bit about that or we have talked earlier with Bill.  I think the Board has the data to take this capital stock estimate back 40 years and to examine some of these issues that we have been speaking about for the past day and a half.

Again, I just want to mention this was done under the auspices of Ontario Hydro.  So if the books are great and the MUD Bank is great, then this data, which is the same data, would seem to be great, as well.

Again, we talked earlier about this issue.  PEG's April benchmarking report - and I haven't had a chance to read the latest one, so I just noted that it was the April - did discuss the joint nature of LDC output and the implication of service reliability.

We talked earlier and Larry asked about the time frame of this, and I said, you know, this is something that needs to be thought about for the longer term, but it needs to be thought about now and built into the process going forward so it doesn't fall by the wayside as some of the other stuff has done over the past nine years.

I don't think that the US data is the most appropriate information to use to set the TFP trends for 3rd generation.  Had we had the data up that I think the Board -- well, I know the Board has, were that data available to Larry, he could have done the whole analysis with the Ontario data, and then looked at some of these other subsidiary issues with the other information so that that would have provided the core of the analysis.

We have talked a bit about the Norwegian experience.  When we did the analysis and compared it to the Norwegian cost structure, we found them to be identical.  Many of the characteristics are similar.  They have done some analysis, as have we, on the long-term productivity experience of LDCs.  At least over the historical period that we looked at, LDCs did exhibit an ability to grow during periods fairly robustly, and that was on a broad basis.

Let me go to the recommendations.


In the short term, as I indicated, I think the Board should move to implement the IPI.  I think that should be done as quickly as possible, and instituted for the LDCs as soon as they can.  We looked am some of these sub-indices about six months ago, and at that point there appeared to be fairly robust growth for some of the sub-indices having to do with the equipment index.  So there appeared to be some inflation in the equipment price index.

And again, we're talking about the LDCs being much more heavily oriented toward capital.  The GDPPI has about 15 percent capital, maybe 17 percent, something like that.  So the GDPPI is not going to pick up the kind of sector-specific price changes that might go on for the LDCs.

Secondly, I think for whatever framework gets established in the near-term, that the Board could implement a ROE PF menu.  We found, over the ten years of data that we have looked at that some LDCs are capable of higher productivity growth.  Those LDCs, if they chose to do so going forward, could provide more robust consumer benefits, they were in incented to do so.

It would also help create a better understanding on the part of the Board, as to what is possible going forward. 

I think that the short-term TFP information should be based as much as possible on the Ontario experience.  I would look to Norway more than I would look to the US, because I think it is more comparable.

Given the diversity of opinion, I don't think you are going to come to necessarily any scientific agreement as to what that PF should be going into 3rd generation, but maybe we can reach a consensus understanding about what is the best fallback number.

I don't think any methodology is going to overcome the lack of adequate data.  I am a little bit frustrated because I think that the data that is necessary is available.  It may not be in the shape that it needs to be done for immediate processing, but the Board has had some of this data now for ten years, and could have, during that period, put the data into shape to use for these successive generations.  And we would not still be talking now about partial cost benchmarking.

As I mentioned, in 2000, the LDCs filed data for 1998 and 1999; later they filed data for 2000 and 2001, which was on the Board's website, and those were the precursor PBR filings to what is there now.

Now, the Board should outline a long term-framework, and by that I mean something like 15 years, which is basically what Norway has done, and then implemented successive generations, and come up with a reasonable approach to the elimination of the inefficiencies that you find in your initial examination.

These benchmarking exercises should be done on total cost, including capital, and ultimately, they should reflect the reliability or service quality aspects of operations.

So the benchmarking should establish long-term baseline PF, the schedule for how the utilities off the front tier or the interior firms are dealt with over that period, and it should be a staged approach, where maybe each term you eliminate 30 or 35 percent of the calculated inefficiency, with the ultimate objective of building into that analysis the interruption costs on the part of customers.

I have probably talked at one point or another about a number of the slides that I have subsequently, so let me -- you know, anyone who is interested has the presentation.  They can look at it.  I would be happy to talk whenever you want to about it.  But given that it has been a long two days, although I found the discussions to be, you know, intense at times but I think there has been a very good trading of views, and I have certainly learned a lot.  I think it has been beneficial for me, and you know the submission that we will be filing.  And I hope others have found that to be true, too.

Lisa?

MS. BRICKENDEN:  Sorry, Marika?  

MS. HARE:  My question is actually to the distributors, to the extent that you are ready to answer this.  Is there any interest in this ROE productivity factor menu?

MR. SHEPHERD:  Can I add a second part to that question?  And if so, where would you like to choose on the menu?  Because Frank has suggested everybody will choose the high numbers.  What I heard in the working group was everybody will choose the low numbers.

MS. HARE:  I guess then I could add a third part, while you are thinking about it.  I asked the question as to what happens if actually the utility chooses a productivity factor but is able to attain its ceiling of ROE of 10 percent, and I think the issue was it's all returned.

What happens if the distributor does not reach its, let's say, its ten percent.  Let's say they're only able to do 8 percent; then what happens?

DR. CRONIN:  That's what it is.

MS. HARE:  There was some discussion about -- I think there was one suggestion about earnings sharing being symmetrical.  I think that was the EDA's position.  My question is:  Would there be a symmetrical sharing on the downside?

DR. YATCHEW:  I have certainly argued before that there's good theoretical argument for why menus can deliver better outcomes, if they're designed properly.  The design is a non-trivial exercise.

I think there is some interest amongst utilities in this approach, but I think that we would have to come up with a -- sort of a viable proposal in our submission in mid-April that could actually work and could be reasonably justified.

We haven't yet decided whether we were going to include that, simply because we thought there was limited interest on the part of the Board Staff in this approach, simply because of the complexity, the difficulties in trying to fine-tune the incentive structure.

But I would certainly be happy to include a section, in our report, providing this as an option.

MS. HARE:  I guess I am really more interested in knowing if there is genuine interest in pursuing that, or if at the end of the day, the distributors are a little bit scared about choosing a high productivity factor, in exchange for the potential for a high earnings.

Particularly since, I guess with what we're talking about, the other schemes, even if there is earnings sharing, you know, we're talking about 300 basis points dead band was in the staff discussion paper, but it could be higher.  I guess I am just kind of wondering why a distributor would be interested in establishing a ceiling, when they could potentially earn more without locking themselves into a high productivity factor.

I am just wondering how that sits with the distributors.

DR. YATCHEW:  Well, it would also depend on what ultimately the Board would decide on earnings sharing mechanisms.  So that's sort of one of the array of options that are out there.

In my discussions with EDA members, there was certainly more than a few that considered this to be a plausible alternative, a reasonable alternative.

I might also suggest that even if you get low uptake on the first time around, it wouldn't be such a bad idea to run it, particularly as it may open the door for a menu approach in the future which, again, would suggest does have good theory underlying it, underlying its optimality, or its superiority at least, if not optimality.

MR. HARPER:  I was going to say I think if you try to understand how utilities might respond to it, I have some empathy for what you're saying on all this in terms of, you know, even if maybe the menu isn't right the first time, if you see how people respond, you can then perhaps fine-tune it later on to sort of -- because you now understand what types of signals how many people would react to.

To your point, Marika, I mean, to be quite honest with you, you know, people have a choice.  They have a choice of which one they want to pick.  They also have the option of -- at the end of the day, of coming in, walking in at the end of the year, if I understand the process correctly, and saying, I want to do a cost-of-service study.

So to some extent -- you know, now mind you, that is something they have to do as a trade-off in terms of the effort involved, and that, but that is always the downside cover they have if they are concerned about -- if it just isn't working out for them, they could rebase themselves and pick another part of the menu, I guess, if they want to.

DR. CRONIN:  I think if we had it to do over again, and we may speak to this in the submission, it probably wouldn't be quite as complicated.

What we had talked about was actually -- is actually this time around providing some justification for the choices, so  -- and this is really kind of a nice way of doing consumer benefits, immediate consumer benefits, possibly more immediate consumer benefits, and then of course, at the end of the term, the costs get rebased.

But you have provided higher benefits to those consumers whose utilities have chosen higher PF ROE combinations.

MS. BRICKENDEN:  It would be really, really helpful to have an idea or an example of how such a menu would be designed.  Looking at how the sliding scale incentive schemes are designed in the UK, it appears to involve quite rich benchmarking upfront and comparative analysis to do.

So if we're butting up against limitations due to data and the state of benchmarking in Ontario to do an X-factor, just a clean, pure one, it would be great to have some suggestions on how a menu might be constructed.

DR. KAUFMANN:  I think just to follow up on that point, I think the main concern is that you are giving utilities a lot of discretion.

Utilities are in possession of a lot of information that is not publicly available.  So the concern with menu approach is that they have to be designed in a way so that it's not just a win for the companies, but it really is a win-win compared to an alternative regulatory approach.  So I think that is really the key issue in terms of the trade-offs between the menu choices, to at least provide some confidence it will be a win-win.

DR. YATCHEW:  I think that is a fair comment.

I think, though, that also part of the arguments in support of these menus is that, given that there is a symmetry of information and given that even the utility doesn't know what its costs are going to be - maybe that is the greatest source of uncertainty - that this kind of mechanism, a menu mechanism, actually helps to promote information revelation better than other more standard mechanisms in a world of imperfect information.

But it is entirely possible one could get it wrong and get embarrassing results that might be, let's say, politically difficult to explain, and then you would have to have late onset earnings, heavy duty earnings sharing mechanisms.

DR. CRONIN:  But like with the FCC, although it was short-term embarrassing, the LDCs self-revealed the fact that their TFP growth was substantially higher than even the highest expectation of the FCC.

So in the end I think -- I don't know.  Larry, you may remember exactly, but I think the US telcos ended up with a TFP number that was something in the range of 6-1/2 percent.

DR. KAUFMANN:  That's right.  The first plan they were talking about, there were two options between 2.3 and 4.3, and when it was rebased, it was 6.3.

DR. CRONIN:  So the utilities who had just gone in and said that their TFP was something below 1.8, all chose the high-end TFP number, which was something in the 4.5 to 5 range, having just argued in the proceeding that they couldn't do more than 1.8.

They all chose the high number, and the FCC said, Ah, well, now we have -- you know, in the long run -- in the short run, it was embarrassing.  In the long run, they got the companies to self-define for the regulator what the productivity potential was.

DR. KAUFMANN:  And it was input prices, too.  That is another issue that received very little attention the first time out.  This was telecom, and, you know, a lot of these input are semi-conductor-based or -- you know, there is a lot of technological change in the things they're buying.

DR. CRONIN:  See, the FCC was not controlling for these adjustments to the macroeconomic factor, and as the costs went lower both -- like Larry said, these technologically driven costs, but also the financing costs, which were in the long-term secular decline from early '80s to late '90s and even now.  So the telcos benefitted through all of these mistakes the regulator made.

Then in the end, the regulator got the utilities to define for it what they were able -- what they were really able to do, and maybe they did it in a quicker way than they would have gotten to if they went through, you know, one proceeding after another.  So, you know, short-term pain, but long-term gain.

DR. PORAY:  I was thinking from the perspective of utilities' understanding their cost base --


Sorry.  I was thinking from the perspective of the -- if the utilities are going to make a decision, in terms of choosing where on the menu they want to be or which portions of the menu they want to select, don't they have to have a good understanding of their costs?

I think we are not there yet.  We will be there after we have all done our respective rebasing, which seems to me that perhaps as a start we should be -- we might want to aspire to that, but perhaps we should be starting with something simpler.

A menu is -- it certainly gives you the flexibility, but I think it is a more complex process.

DR. KAUFMANN:  What about -- since we're talking about menus, what about a menu between consumer dividends -- I will keep using that term, because I always liked it, but consumer dividends and investment modules?  You are talking about an investment plan, investment -- some sort of investment module should be part of the core plan.

What if we make that an option, that companies can select an investment module in exchange for a higher consumer dividend, for example?

MS. CONBOY:  I can certainly take some of these questions down and go back and start looking at the numbers.

But, I mean, to sit here and sort of say, Well, would you trade off one for another, or would you be interested in a module or approach where you can select from a menu, it is very difficult to sort of sit here and conceptualize what you would do.  You have got to see what the numbers come out at, which I would assume would be part of -- a big part of the regulatory proceeding that you would be going into, and that would be to say, Well, why is it that you selected this combination of ROE and X-factor?  Also, I mean, I can't say anything about a trade-off between consumer dividend and investment factor.

MS. HARE:  I don't think in asking the question we are trying to pin you down.  I was really interested if it is worth exploring further, or, if the distributors are not interested in going down that path the way that Andy said, maybe in the future, but not yet, so let's not spend time on it.

MS. CONBOY:  Sure.  I am also following along to Jay's question about:  Which one would you choose?  That's certainly -- you know, you couldn't say right off the bat what you were going to choose.

But even if -- even looking at whether you wanted to go down that path, you would want to set up a simple spreadsheet to say, Well, what are the trade-offs?  What does the trade-offs mean in terms of rates, in terms of bottom line, in terms of cost recovery?

Similar to what Adonis and Andy said, I didn't think that was on the table.  But in terms of looking at all different options, of course you would want to look at something like that.

DR. PORAY:  Again, I think we have to, to a certain extent, bear in mind what we're trying to do here, which is to really introduce a new regulatory regime.

To the greatest extent practicable, I think we should try and introduce something that is relatively simple for utilities to understand, that they can move forward with and in a sort of a uniform manner improve the data gathering.

As we reach a point in time, then you can look back and say:  Okay, now we have got some experience with this.  How do we evolve this?  We take it to the next level.  Do we introduce something like a trade-off between a consumer dividend or a stretch factor and capital investment?

One of the thoughts I had, Larry, there, I don't think we're at a point in time where we can do that with a great degree of knowledge, because we know that we've got these capital investments looming on the horizon and it is not a matter of really trading off efficiency or total factor productivity versus investment.  We know these things have to be done.  So I am sort of thinking in terms of trying to get over the hump into a more stable type environment, when you might consider those sorts of things.

MR. HARPER:  Lisa, I would like to, before everyone starts dashing for the door at 5 o'clock, and if people have other questions for Frank, I would like to leave a thought with yourself.

Today we have had a good discussion.  I mean we have heard from Larry that, you know, as a result of Mark's work, there are some revisions in his.  There are sort of revisions in terms of, you know, the update of the data.  I think a number of the sort of experts here for the utilities and for PWU have indicated there are issues they want to think about, they will be giving it some thought and expressing some options for you in their written submissions.

What concerns me, if I understand the process correctly, is the only sort of point we have on the calendar after this is a Board report a couple of months from now.  I am not too sure if, you know, personally, what I would really be informed by -- because in some of the things like the K-factor, I think people are going to go away and on the basis of this try to come up with some good ideas.  Adonis may have some good ideas, Julia may have some good ideas, but at the end of the day, I think it would really benefit - to put it bluntly - from another round of comment, after people have had a chance to sort of put more flesh on the bones, and perhaps even Staff themselves come down a little more clearly in terms of what they think is a workable model out of the suggestions that they're going to get from this round; before we find ourselves faced with a Board report that is in draft form and that is next to final, to be quite honest with you.

I just leave that as sort of, leave that for yourself and Marika to think about in terms of the process going forward.  I know Julia has offered to come back and talk again.  Frank has offered to come back and give us some more insights.  I think this is something that could take a couple of more stages, before we actually get to a draft Board report.

You don't have to respond now.  You can go on Frank's, I just want to put that issue out there and see what other people's views are on that, or whether I am sort of alone on this particular point.

MS. HARE:  Lisa, do you want to respond or do you want me to take this point?

MS. BRICKENDEN:  Sure.


MS. HARE:  Just to make it clear, we have had these discussions amongst ourselves as to what is the next step.

We know that comments are due April 14th.  We also know we would like to have a Board policy report out at the end of June/July so that distributors will know what to file, those that will be going on to 3rd generation.

What we haven't decided amongst ourselves, and we intentionally decided to leave it loose, was what happens between April 14th and the end of June.

The reason thought we would leave it loose is that it very much depends on the comments that we get back, and so we have lots of options.  You know, one option would be another Staff discussion paper.  Another one would be a Board paper for discussion.  We could have another technical conference.  But we sort of thought:  Let's make that decision after we see how these two days went, and also what we get in the way of comments.

DR. PORAY:  I think it is also important to try, as we move forward -- I like that idea, and I am with you, Bill; I think it would be very useful to have another session -- but I think we need to narrow the scope of the session as we move forward, because at the moment it's a wide-open horizon.  You can sort of pick and choose and do all sorts of things.

I think as we prepare our comments, we should be getting more towards the sort of recommendation-type thing, so that when you do get that information, the next report that comes out is one that has, essentially, recommendations of some sort.  Or just prior to that.  Because it just makes it easier for everybody, then, I think, to work from.


DR. KAUFMANN:  In terms of the issues, narrowing the issues and focussing on them, one I would particularly like to see more attention to is the capital investment factor.  It has been talked in very vague terms and it really, it raises a host of implementation issues to get that right.

So I think there really should be a lot more attention on the details of how that might work.

MS. BRICKENDEN:  Yes, Jay?

MR. SHEPHERD:  Well, I may be the odd man out here, but while we had a very good discussion the last couple of days and some things became clearer, I didn't hear any new issues come up.  I think we've got to all of the issues.  We know what they are.

Another meeting is not going to help us with the quality of the data.  It is what it is.

So I guess my feeling is that unless the written proposals have new ideas in them, the sort of specifics you are talking about, Larry, that need to be addressed in a discussion, I think we have had the discussion.  There is a point at which you have to just make a decision and go.

In some respects, I am inviting the people who are making submissions to be very specific about how you actually want to do it.  Right?  How do you actually want to do what you are proposing?  Adonis, for example, in the things he has suggested today.  There is a bunch of details you have to put in.  Those details we can definitely have a discussion about.  And maybe that is the focus you're talking about, Andy.  But in terms of having another discussion about how the data is not very good, you know what?  I have heard that already.

MR. HARPER:  I agree, Jay.  That wasn't my thought.  My thought was we're going to get some comments.  Hopefully, we will get some really good concrete suggestions we can the sort of narrow down on how is that going to be workable.  As Paula said at the start of her presentation, I'm the one that says the devil is in the details, and I would like to see what the details are.

MS. BRICKENDEN:  That sounds reasonable, because today I took down a list of the variants on how we might derive an external reference point.  I won't call it a benchmark.  An external reference; i.e., the mysterious total factor productivity number.  I listed -- some are subtle differences, but there are four different major assumptions that we would have to decide on which might be best, or as one party put it:  Where would we put greater weight?  One person commented on putting greater weight.

Is it a case at the end of the day that you feel that the general approach of establishing an X-factor, based upon a productivity trend by using indexing, is a good thing?  But are we talking tweaking?  Or are we talking significant underlying assumptions that need to be better understood?

The one that comes to mind, in particular, is measuring capital.  Because I still am struggling, and I am looking forward to getting a better understanding.  Julia has promised to forward some material to us that we can put on the web to go into a little bit more detail on using physical capital in this type of modelling.

So I don't know how far apart we are, Jay, on issues such as that.

MR. CLARK:  Madam Chair, a couple of comments.  I would echo Jay and Bill that the data are not going to get materially better.  We may get more data, but I don't know that we will get more information at the end of the day.

There may be the possibility of cross-checking some of the data we have, to see if there's a way you can either gain confidence in it or narrow the uncertainties.  I don't know if that is possible.  I have tried myself, and it always keeps looking about right, which means that we do have a fair amount of uncertainty there and the answer to uncertainty is sometimes you take a belt-and-suspenders approach, and you put a couple of things into the regime to cover off the possibility that you could be wrong, either by starting out with lower factors than you might otherwise have, or other means.

I worked long enough in the utility to know the capital issue fairly well, I think.  As an intervenor, if we're going to address capital, we have to address it in a way that the incentive regime incents the proper application and deployment of capital.  Capital efficiency to me is the long-term issue.

You can get a certain amount of OM&A efficiency, but ultimately intervenors have to pay for the rate base, and if the rate base keeps growing steadily and faster than inflation, well, you know, the linemen take care of an outage more quickly.  I am not sure the customer is ultimately better off.

So I am very cautious about the capital issue.  I understand it.  I understand the need for it, but I also feel it has to be addressed in a way that there is absolute incentives to keep the growth in the rate base down to reasonable level, especially when we have got a world coming up where we are projecting to actually have lower consumption and higher energy prices from other sources.

With regards to process, I think we're at the point where it is time to comment on all that we have seen.  Let the Board come out with its relatively clear direction, I would hope.  I would expect it to be a relatively firm direction, and then open it up for, you know, that usual final round of comments before it goes from Board Staff to Board.

There is a lot of work to do, but I am not uncomfortable with the way you have the process moving at the moment.

MS. BRICKENDEN:  Thank you, Wayne.  

Any other comments, final questions?  No?  Well, I would like to thank you all for making the last day and a half not only informative, but I think quite productive.  In particular, I would like to thank Larry and Julia, who had to leave early to catch a plane, but hopefully she will see it in transcript. 

I would like to thank also Adonis and Frank for taking the time to go over some pretty heavy topics with us.

I look forward to reading your comments after the 14th of April.  You know where to find me if you have any questions.  Thank you very much.

--- Whereupon the hearing adjourned at 4:35 p.m.
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