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NO UNDERTAKINGS WERE ENTERED DURING THIS HEARING
Tuesday, February 14, 2006

‑‑‑ Upon commencing at 10:00 a.m.


MR. KAISER:  Please be seated.


The Board is sitting today with respect to an application that was filed by Ottawa Hydro Limited with the Board on April 2nd under section 78 of the Ontario Energy Board Act to set just and reasonable rates to be implemented May 1st, 2006.  

The Board held an Issues Day in this matter on November 18th, at which time certain issues and topics were approved by the Board and attached to a procedural order issued by the Board December 1st.


Pursuant to that procedural order, a settlement conference was held on December 6th through December 8th, and subsequently on January 13th.


The applicant filed a settlement proposal.  That settlement proposal was heard by the Board on January 23rd, and the applicant put forward various witnesses to speak to it.


The Board issued its decision on the settlement proposal on February 3rd.  The Board did not accept the proposed settlement of issues 2.2 and 4.1 and made the following findings:  First, that Ottawa Hydro should proceed with capital expenditures of $4 million in its geographic information system, (GIS), and 1.5 million on its transformer replacement program in 2006.


MR. FARRELL:  Excuse me, Mr. Chair, could you speak up a little bit?  The microphones don't seem to be picking up even though we're on the air, so I'm having some difficulty hearing you.


MR. KAISER:  All right.  Secondly, that Ottawa Hydro should recover any taxes payable - that is to say, its full PILs allowance - as a regulated cost in its rates for 2006.


We understand that the applicant has had further discussions with the intervenors in this matter and a revised settlement proposal is available for the Board's consideration today, and we intend to hear that as well as argument on any related issues.


Could we have the appearances, please.


APPEARANCES:

MR. MILLAR:  Michael Millar for Board Staff.  With me are Mr. Martin Benham and Mr. Lee Harmer.


MR. FARRELL:  Jerry Farrell for the applicant, and with me is Helen Newland.


MR. KAISER:  Mr. Farrell.


MR. WARREN:  Robert Warren for the Consumers’ Council of Canada.


MR. KAISER:  Mr. Warren.


MR. GIBBONS:  Jack Gibbons for Pollution Probe.


MR. KAISER:  Mr. Gibbons.


MR. DeVELLIS:  John DeVellis for the Vulnerable Energy Consumers Coalition.


MR. KAISER:  Mr. DeVellis.


MR. DINGWALL:  Brian Dingwall for Canadian Manufacturers & Exporters.  


MR. KAISER:  Thank you, Mr. Dingwall.


Mr. Millar, how do you want to proceed?


PRELIMINARY MATTERS:


MR. MILLAR:  Mr. Chair, as you know, we have a revised settlement proposal, and I understand that Mr. Farrell wishes to have Ms. Anderson led through the settlement proposal in order to explain it to the Board.


MR. KAISER:  Mr. Farrell.


MR. FARRELL:  Before we do that, Mr. Chair, we prepared a list of transcript ‑‑ I prepared a list of transcript corrections based on what the witnesses told me, and I think maybe rather than ‑‑ we have two choices:  It could be inserted in the front of today's transcript, or it could be marked as an exhibit.  None of them are controversial.


MR. KAISER:  Is this acceptable, Mr. Millar?  We will just put it in today's transcript?


MR. MILLAR:  Very well, Mr. Chair.


MR. FARRELL:  Before I ask Ms. Anderson to take us through the settlement proposal, Mr. Harmer was kind enough to point out a mistake by omission.  I believe you have copies of the document, Mr. Chair.  It's a letter from me to the Board secretary enclosing the ‑‑ a document entitled "Modification of the Settlement Proposal," additional evidence, Exhibits 2, 5, A, 7 and 10, and a summary of the settlement proposal, all of which are contained in a package with the transmittal letter on the front.  So perhaps we could have an exhibit number for that document, for the record.


MR. KAISER:  Yes.  Mr. Millar.


MR. MILLAR:  I believe we're on day 3, so K3.1.


EXHIBIT NO. K3.1:  MODIFICATION SETTLEMENT PROPOSAL 

PACKAGE OF DOCUMENTS

MR. FARRELL:  Mr. Chair, if you would turn to the modification settlement proposal and go to page 2 of 5, we inadvertently omitted to include the Consumers’ Council of Canada or CCC, as it's been defined in the second-last line on page 2.  So it should read:  “Hydro Ottawa, CME, CCC, Energy Probe, SEC, and VECC are prepared,” and so on.  


I would ask Mr. Warren to confirm that, if I could.


MR. WARREN:  Yes, that's correct.


MR. FARRELL:  I don't know whether you wish me to file a revised document or whether we can all make the hand --


MR. KAISER:  I think the omission is clear, if we all look at the transcript.


MR. FARRELL:  Thank you.  My apologies.


The modifications that flowed from the Board's decision on the original settlement proposal actually affected three issues:  Issue 2.2, which is capital expenditures; issue 3.2, which is distribution expenses; and, finally, issue 4.1, which is PILs.  So I would like Ms. Anderson just to give you a summary of what this settlement proposal does, please.


MR. KAISER:  Thank you.


SUMMARY OF SETTLEMENT PROPOSAL – MS. ANDERSON

(HYDRO OTTAWA LIMITED – PANEL 1)


MS. ANDERSON:  So the best way to summarize it would be, in this Exhibit K3.1, to move right to the very last page, and you will see there is what we call this summary of the settlement.


So what this document shows in the middle box is the current proposed settlement and the differences between that and our original application.


The box to the right shows what the original settlement was compared to the original application, so that you can see them side by side.


As you can see, the change in the base revenue requirement as part of this proposed settlement compared to the original application is 2,381,077.  And with this settlement, we are agreeing to proceed with the expenditures for the transformer replacements and GIS as were set out in the Board's decision.  


So what I will walk you through, then, is a comparison between this settlement and the original one and sort of walk you through where those changes occurred.


So the first one is, as you can see, there's the return on rate base changed as a result of the addition of the capital.  So the change in the rate base caused a change in the return on the rate base.


In the second item ‑‑


MR. KAISER:  Can I just so stop you there, just so I am following this?  I'm on the last page of this document.  The original settlement shows a reduction in the return on rate base of some $450,000, and then the revised settlement it is some $279,000?


MS. ANDERSON:  That's correct.


MR. KAISER:  So the revised settlement reduces the return on the rate base?


MS. ANDERSON:  Increases the return on rate base.  It reduces it less.  So in other words, it is higher than it was.


MR. KAISER:  Right.


MS. ANDERSON:  Okay.  So for the next item, the operating expenses decreased slightly to reflect the capitalization of overheads that were related to this additional capital, so that the operating expenses are now reduced by an additional $140,000.


Other revenue was not changed, was not affected by this, so it remained the same.


Amortization expense also changed as a result of the additional capital, so it is now higher than it was in the original settlement.  So it reduced less.


The PILs allowance decreases as a result of this, as a result of the high CCA that is associated with the GIS project, so that what you see here is the revised PILs allowance calculation that fell out of the PILs model.  So it's a reduction in the PILs allowance.


And the last item, you will note that there is a change here, the ‑‑ there was no change in the load forecast as a result of the settlement.  Any changes that you see here on this summary were simply the result of a rounding that occurred with the rate design.  So there was actually no change there.


So, I guess, in summary, we're pleased that as a result of this ‑‑ the base revenue requirement as a result of this proposed settlement is very close to that of the original settlement, while still addressing the concerns that were expressed by the Board in its decision.


As you can see at the very bottom, the rates that are calculated for residential customers are actually the same as they were in the original settlement, just because of rate design.  That's also true -- it's not shown here, but that is also true of the general service less than 50 kilowatt customer.  For the other classes, there are just some slight differences.


MR. KAISER:  Let me understand.  Nothing, in round terms, changed in terms of the end result.  Outside of making the adjustments that the Board requested, did you make any other adjustments?
     MS. ANDERSON:  Just the ones that I highlighted here.
     MR. KAISER:  Tell me what those were.
     MS. ANDERSON:  The changes resulted from the change in the capital, the consequential change in the operating expense as a result of capitalization of some overheads.
     MR. KAISER:  That just flowed out automatically out of Board’s suggestions.
     MS. ANDERSON:  We considered it a consequential impact of it.
     MR. KAISER:  There wasn't some other deal made with the intervenors. 

MS. ANDERSON:  The 140,000 is the result capitalization of the overheads related to the capital, so it’s a consequential impact, from our perspective.  
     MR. KAISER:  It's really a result of this amortization PILs trade-off.  You gained something on the tax effect by increasing the capital expenditures?
     MS. ANDERSON:  Because, I guess, with the GIS project having the high CCA, the issues around the calculation of the PILs allowance is now no longer an issue.
     MR. KAISER:  Right, right.
     Mr. Millar, any questions?
     MR. MILLAR:  No, Mr. Chair.  We've reviewed the modified settlement proposal, and we don't have any further questions about it.
     MR. KAISER:  Where do we go from here?
     MR. MILLAR:  Well, Mr. Chair, I think we need a decision from the Board if the new settlement proposal is acceptable, and if it is acceptable, then I think we can move on to the argument of the unsettled -- the two unsettled issues.
     MR. KAISER:  All right.
     MR. FARRELL:  May Ms. Anderson be released?  She was being recalled, so I didn't ask for her to be re-sworn.
     MR. KAISER:  Yes, if you will give us ten minutes.
     --- Recess taken at 10:10 a.m.
     --- On resuming at 10:12 a.m.
     MR. KAISER:  Please be seated.
     I apologize, we didn't take our full ten minutes.

DECISION:
     The Board has reviewed the revised settlement proposal presented today and finds it fully complies with the Board's earlier decision.  The Board wishes to express its appreciation to the parties in reaching this result.  

As indicated by the witness, not much changes in terms of the impact on ratepayers, but the Board is of the view that this is a better result and that certain capital programs will proceed and not be delayed.  The only loser in the deal, if there is a loser, is the government in terms of reduced tax payments.  But our view is that these capital expenditures are important.  That was the concern there.   We appreciate all parties having addressed it.

So, with that, Mr. Millar, I think we can proceed to argument.

PROCEDURAL MATTERS:
     MR. MILLAR:  Thank you, Mr. Chair.  As you know, there are two unsettled issues.  And you have received outlines of the positions of -- or for most of the parties relating to their positions on these two issues.
     MR. KAISER:  We have a submission for Mr. Shepherd, but he's not here.
     MR. MILLAR:  That's right.  Mr. Shepherd - I was about to address that - is quite ill and unable to attend in person.  He may well be listening in online.  You have received his written argument; is that correct, Mr. Chair?
     MR. KAISER:  Yes, we have.  

Has that been distributed to the parties?
     MR. FARRELL:  There are copies at the back.  

Mr. Harmer kindly made copies.  There are some at the back of the room.
     MR. MILLAR:  I suggest we give that an exhibit number, Mr. Chair, if that is acceptable.
     MR. KAISER:  Yes.
     MR. MILLAR:  K3.2 will be Mr. Shepherd's argument.
     EXHIBIT NO. K3.2:  SCHOOL ENERGY COALITION ARGUMENT
     MR. MILLAR:  I don't plan to refer to it, I'm not sure if Mr. Farrell plans to address it, but obviously the Board has received it and may have already read it, so I think that will count as his oral argument.
     MR. KAISER:  How do you wish to proceed, Mr. Millar?  Are you going first?
     MR. MILLAR:  There are two unsettled issues.  There is the ROE issue and line losses issue.  I only have comments on the ROE issue.  Board Staff is not taking a position on the line losses issue.  I'm not sure if you would like to hear ROE first or line losses first.
     MR. KAISER:  Let's deal with ROE, since you’ve got an ROE position.
     MR. MILLAR:  Thank you, Mr. Chair.
     MR. KAISER:  Then we will deal with line losses.

CLOSING ARGUMENT BY MR. MILLAR:
     MR. MILLAR:  Mr. Chair, you will have received our outline of our submissions.  We provided it to all the parties yesterday around -- shortly after 3 o'clock, I believe.
     Again, we are taking a position only on the ROE issue.  Although I provided what we called an outline, I really don't have much to add to it.  Although the issue of ROE is somewhat complicated, I don't think our argument is terribly complicated.  So I will provide you with the highlights of it.
     Do you all have copies?
     MR. KAISER:  We do.
     MR. MILLAR:  If anyone else requires copies, we do have a couple of extras here.
     Essentially, Mr. Chair, our position is that since we have a forward test year filer, we are -- we're updating all sorts of things.  Everything is being done or most things are being done on 2006 values rather than 2004 values, as has been done with historic test year filers.
     So it is Board Staff's position that since we're updating pretty much everything else, we should be updating the ROE calculation as well.
     I would like to read from the Board's decision in the Toronto Hydro motion.  This was a very similar issue.  And you will find the quote in our pre-filed submission, but I will read it out in any event.
     The quote is:   

“It is not unreasonable to assume that with respect where automatic simple updating can be implemented, that should be accomplished, as opposed to sticking with the outdated ‘04 data when that is not necessary.”

     So Board Staff adopts that view for Ottawa as well.  So in the position of whether or not we should update the ROE or not, Board Staff takes the position we should be updating the ROE for those reasons.
     A secondary issue which is a somewhat complicated in the Ottawa case is on what basis or methodology we should be doing the ROE update.  There are two -- it is somewhat complicated because the parties agreed to make this an issue for argument only, and I think the parties are arguing only whether or not the long- and short-term bond rates should be updated, the economic indicators.  I'm not sure that the Board is bound to sort of have it one way or the other.  If the intervenors or the applicant take a different position there, they're free to address that in their argument.  

I'm not sure the Board is prevented from doing an update of the equity risk premium as well; although, I should point out that that is not on the issues list either.
     Whether or not you are entitled to do that, it's Board Staff's position that probably the best method for updating the ROE is simply an update of the long- and short-term bond rates.  That gives us our figure of 8.3 percent -- pardon me, 8.36 percent ROE for 2006.
     We do recognize that there is an argument for the 8.65 percent ROE, and that is from the McShane letter, which was entered as an exhibit in this and in other proceedings.  It's our view that there is no specific indication that there's been any change to Hydro Ottawa's risk premium, so therefore it is Board Staff's position that probably the best update to the ROE would simply be an update of the long- and short-term bond rates.  However, we're not taking the position that the Board is prevented from adopting the McShane methodology.
     So, Mr. Chair, that is -- it is as really as simple as that.  Those are our submissions on ROE.  I'm happy to take any of your questions, but otherwise, that is our position on this matter.
     MR. KAISER:  The difference between the 8.36 and the 8.65, the McShane position, is that simply the risk premium difference?
     MR. MILLAR:  That's right, Mr. Chair.
     MR. KAISER:  And your position on the risk premium is you don't have a position whether we should or shouldn't?
     MR. MILLAR:  Well, not quite.  I think we're --
     MR. KAISER:  Let me put the question to you differently.  The McShane argument and maybe the utilities' argument -- I don't know if you're going to do this -- you need to do it --
     MR. MILLAR:  You don’t need to do it all.
     MR. KAISER:  Why do you say we don't need to do it all?
     MR. MILLAR:  Well, Mr. Chair, we're taking the position there is no specific evidence that the risk profile of the utility has changed, so we're taking the position it's not necessary to update.
     MR. KAISER:  Your position is there is no evidence before us --
     MR. MILLAR:  That's correct.
     MR. KAISER:  -- that the risk premium has changed?
     MR. MILLAR:  That's right.
     MR. KAISER:  All right.  

Mr. Farrell, do you want to go next?
     CLOSING ARGUMENT BY MR. FARRELL:
     MR. FARRELL:  Yes.  I'm prepared to proceed, 

Mr. Chair.  I've taken the liberty of giving the court reporter a copy of my notes to assist in transcribing them, and quotes and so on, so I don't have to say “quote this” and “quote” to you except when I want to emphasize it.
     My argument in-chief is confined to two disputed issues.  I will repeat it for the record.  One is the 2006 rate-of-return on equity, or ROE, and the other is the treatment of line losses.  
     An argument in-chief is generally not intended to anticipate or respond in advance to intervenor arguments that follow except in general terms.  The settlement proposal, however, does delineate the scope of the dispute over each of the two issues.  So I will address the other side, so to speak, in my argument in-chief now, but I reserve my right to do likewise in my reply argument.  I am sure I will not anticipate every submission my friends will make, and in particular I need a bit more time to digest Mr. Shepherd's argument on behalf of School Energy Coalition before I address his submissions.
     So turning now to ROE.  Issue 5.2 is "2006 rate-of-return on equity (test year)."  That’s the last time I will give the punctuation.  

The Board determines a distributor's rate-of-return on equity or ROE by using the equity risk premium test.  I'm going to refer to that as the “ERP” occasionally, as opposed to equity risk premium, but this test is depicted in the formula that is set out on page 31 of the Handbook.
     There are three components of the formula.  Two of them involve Government of Canada bond rates that, when combined, provide a proxy for a 30-year Canada bond rate.  The latter is a risk-free component of the ROE, the third component of the risk premium itself.  It is a premium to account for a distributor's risk relative to the 30-year Canada bond.
     The formula produces an "ROE that should not compromise the utility's financial integrity and should be consistent with the returns being earned by other regulated utilities of similar risk." 

That's a quote from page 26 of the compendium to the Board's "Draft guidelines on a formula-based return on common equity for regulated utilities" that was dated March 1997.  Those guidelines, Mr. Chair, are at tab 1 of the book of authorities that I provided you with earlier.
     This document, the guidelines, in turn, was a starting point for Dr. Cannon's discussion paper on determining the ROE for electricity distributors dated December 1998.  His paper, for the record, is entitled "A discussion paper on the determination of return on equity and return on rate base for electricity distribution utilities in Ontario."
     His paper appears at tab 2 of the book of authorities.
     With that background, Mr. Chair, let me turn to issue 5.2 itself.  There is a partial settlement of this issue; namely, the risk premium component of the formula.  Hydro Ottawa and the other parties, except GEC and Pollution Probe, have agreed on 3.80 percent as the value of the risk premium for 2006.  The risk premium value is, therefore, independent of the values of the bond rate components of the ROE formula for 2006.  And I will come back to this point.


The dispute on this issue is over which bond rates to use when calculating the proxy for the 30‑year Canada bond rate.  This proxy, plus the settled risk premium, would equal the ROE for Hydro Ottawa during 2006.


The Handbook is a starting point for this exercise.  It prescribes a 30‑year bond rate of 5.20 percent based on April 2005 data.  This value, when combined with the settled risk premium of 3.80 percent, produces an ROE of 9.00 percent.


Hydro Ottawa takes the position that an ROE of 9.00 percent is applicable to all distributors; that is, forward filers as well as historical filers.  There is no need to modify it in any way for Hydro Ottawa.


The other parties, except GEC and Pollution Probe, take the position that the Handbook's ROE of 9.00 percent is not applicable to forward filers.  They say that the Board should use current data to calculate the proxy for the 30‑year Canada bond rate.  The Handbook refers to this calculation as a "mechanistic update."  If one uses December 2005 data, for example, the update would produce a 30‑year Canada bond rate of 4.56 percent, as indicated in Exhibit K1.6, the McShane letter.  Hydro Ottawa's ROE, using this value and the settled risk premium, would be 8.36 percent, or 64 basis points lower than historical filers.


Hydro Ottawa does not accept that its ROE should be less than 9.00 percent for 2006.  Hydro Ottawa does not accept, in particular, that its ROE should be lower than distributors with the same business risk profile.  

Let me expand on this point.  The Handbook sorts all distributors into four groups, as indicated in table 5.1 at page 32 of the Handbook, based upon size of rate base.


I acknowledge that table 5.1 provides a deemed debt rate for each group.  It also provides, though, a deemed capital structure for each group.  Hydro Ottawa shares the 60 percent debt/40 percent equity group with Enersource Hydro Mississauga, Horizon Utilities, and PowerStream.  These three distributors are all historical filers.  


 Is this important?  Yes, it is, because all of the distributors in this group are deemed to have the same business risk profile.  They each should have, in consequence, the same ROE for rate-making purposes, according to Dr. Cannon.


Here is what Dr. Cannon has to say on this point at page 14 of his discussion paper.  I am going to quote from the first two paragraphs on page 14:

"Conceptually, MEU-deemed capital structure ratios for rate regulation purposes and/or their allowed returns on equity should vary to reflect the extent of the business risks to which each MEU is exposed.  Higher relative business risks will imply less debt-carrying capacity, and, hence, call for higher deemed common equity ratios."


Which he then refers to as CERs:

"Furthermore, if the higher CER does not fully compensate for an MEU's relatively higher business risk, then the allowed return on equity (ROE) should also be adjusted upward to compensate MEU owners for the relatively higher total risk that their ownership stakes are exposed to.

"Whatever its theoretical merits, assessing an individual MEU's relative business risk and determining the appropriate adjustments to its deemed CER and its allowed ROE is a potentially costly and time‑consuming process, involving subtle judgments and likely modifications over time -‑ possibly requiring public hearings and the assistance of outside experts." 


Then I skip a couple of sentences and continue:

"Consequently, it is quite reasonable for the Board to sort all of Ontario's MEUs into a limited number of groupings, based on their relative business risk profiles, with the intention of providing distinctive regulatory treatment with respect to deemed CERs and allowed ROEs across these risk groupings or risk classes but uniform treatment with respect to these variables for MEUs within any particular grouping."


I emphasize, in particular, the words "uniform treatment" with respect to the ROE for each distributor within a particular group.  A lower ROE for Hydro Ottawa would imply, in effect, that Hydro Ottawa's business risk profile is different from the three others in its group or that the investment risk of Hydro Ottawa's owner is lower, notwithstanding the similarity in business risk profiles between Hydro Ottawa and the three others in its group.


There is, however, absolutely no evidence to this effect, and, in consequence, a decision to this effect would seem perverse to Hydro Ottawa.  It would also seem perverse, no doubt, to the investment community.  Such a decision would call into question the predictability and even the stability of the regulatory regime in Ontario.  


Political instability is one thing - and we've all seen its effects - but regulatory instability is quite another.


Some parties seem to think forward filers are different, or at least different enough, from historical filers to justify a different ROE despite their similar business risk profiles.  I say "despite" because there is no evidence that the difference has any bearing on ROE.  The difference between the two types of filers is not a real difference, for ROE purposes or otherwise, but, rather, a distinction without a difference.  Let me explain why.


Both types of applicants have the same objective; namely, to arrive at a base revenue requirement that suits, for rate-making purposes, a rate year that commences on May 1, 2006.  The Handbook offered applicants four options to achieve this objective.  I will focus on a historical test year with tier 1 adjustments, on the one hand, and a forward test year, on the other.


The Handbook makes it crystal clear that the tier 1 adjustments are intended to update the historical or 2004 data so as to create, in effect, a typical year of capital investments, operations, and revenues.  That is what the Board said in the Handbook at page 11, and that is what the Board also said in its report on the Handbook, also at page 11.


The outcome of this process, in each case, is a base revenue requirement that each distributor finds appropriate for rate-making purposes.  The outcome is a base revenue requirement, in other words, that is appropriate for a 2006 rate year.  


You and your colleagues, Mr. Chair, are not setting rates for a 2004 test year and, by virtue of the tier 1 adjustments, 2004 data are presumably not outdated for rate-making purposes.


It is important to recall in this context 

Ms. Anderson's testimony about Hydro Ottawa's rationale for selecting a forward test year.  I won't quote her testimony now, Mr. Chair, but I ask you and your colleagues to consider it during your deliberations.  It is recorded in volume 1 of the transcript at pages 10 through 14.


I will summarize her testimony, however, in a single sentence.  The year 2004 was not a typical year, for the reasons she described, and so even tier 1 adjustments would not create a typical year for rate-making purposes.


Hydro Ottawa, accordingly, chose a forward test year; that is, it chose to forecast its costs and revenues to achieve a base revenue requirement for 2006.  These forecasts are not, moreover, mere updates of historical data.  They are the result of a zero‑based budgeting process.  

Ms. Anderson explained this approach at pages 10 and 11 of volume 1 in the following words, and I am quoting:

"I will point out that in filing a forward test year, that this is a true bottom‑up business-planning approach that we undertook to come up with this forecast for 2006.  There were areas, yes, that increased, but there were also areas that decreased.  This was not a simple update of our '04, 2004 data.  It was a full forecast of 2006.  So the revenue requirement that we were seeking here was not simply an update of our 2004 environment."


It is important to remember, in this context, that Hydro Ottawa was preparing the forecasts of costs and revenues shortly after the Board released its Handbook and its report.  The ROE of 9.0 percent is based on April 2005 data and, as such, the ROE data are of the same vintage as Hydro Ottawa's forecasts.  There are no updates of these forecasts and, in fairness, there should be no updates of the April 2005 data.   

The ROE of 9.00 percent in the Handbook is the result of a "mechanistic update" of the draft Handbook using April 2005 data to replace July 2004 data, but - and this is important - only for the long Canada bond rates.
     The risk premium was held at 3.80 percent instead of increasing to 3.93 percent as Exhibit K1.6, the McShane letter, clearly indicates.
     I am not going to argue that the risk premium for Hydro Ottawa should be some value other than 3.80 percent.  We have settled on that value.  I am going to argue, though, that when the Board fixed the ROE at 9 percent by freezing the risk premium at 3.80 percent, the Board was effectively using an initial set-up, rather than the adjustment mechanism.  Let me explain what I mean.
     Dr. Cannon's discussion paper, as you will recall, describes a two-point process for the ROE formula:  The initial set-up, and the adjustment mechanism.  The initial set-up, in turn, has two steps.
     The first is establishing the forecast of a long Government of Canada yield for the test year or, to use my earlier terminology, establishing the proxy for the 30-year Canada bond rate.
     The second step is establishing the implied risk premium, using the equity risk premium test as the primary tool, and this step is not formulaic in the initial set-up.  It involves a number of utility-specific considerations such as the following:  The nature of the relationship between interest rates and the implied risk premium, the need to adjust the "bare bones" ROE for financing flexibility, and the riskiness of the utility's equity relative to long Canada bonds and to the overall stock market.  

I am quoting, in effect, from page 26 of the compendium to the Board's draft ROE guidelines that are at tab 1 of my book of authorities.
     It is stating the obvious to say, Mr. Chair, that the Board's timeline for filing applications did not contemplate utility-specific studies on implied risk premiums.  Hydro Ottawa, accordingly, believed that the Handbook provided a proxy; namely, the risk premium of 380 basis points, or 3.80 percent.  This value is the premium that accounts for Hydro Ottawa's risk relative to long Canada bonds in the absence of utility-specific studies.
     The second part of Dr. Cannon's methodology, or at least the methodology he was describing, is called the adjustment mechanism.  It is applied in years subsequent to the initial set-up to adjust the ROE for changes in the long Canada bond rates.  I use the phrase "adjust the ROE" to emphasize that the adjustment mechanism applies to the risk premium as well as the long Canada bond rates.  

There is an adjustment factor of 0.75 for the risk premium.  The impact of the adjustment factor is to increase the size of the risk premium as interest rates decline so that the allowed ROE only declines by 75 percent of the value in long Canada bonds and vice versa.  The adjustment mechanism is clearly illustrated by Exhibit K1.6, again the McShane letter.
     This is a double-barrelled mechanism, in other words, because it includes risk premium as well as bond rates.  The so-called mechanistic update, on the other hand, is a single-barrel mechanism.  Why is this the case?  It is because the risk premium was not adjusted as it would have been if the Board had used the adjustment mechanism in full.  

The Board has used it once when the Board has used it; that is to say, the mechanistic update when moving from the draft to the final Handbook.  This update accordingly had the effect of an initial set-up, because, in fact, the risk premium was determined independently of the bond rates.  It follows, in my submission, that it would be unfair to again make a single-barrel update of the long Canada bond rates when the risk premium remains fixed at 3.80 percent.  It would also be contrary to law.  

I would remind you, Mr. Chair, that you and your colleagues are engaged in the process of setting a fair and reasonable ROE for Hydro Ottawa.  This process involves far more than an "update-or-not" exercise.
     The process involves, rather, the fair return standard that you must apply in deciding this issue.  The fair return standard was developed by the courts at the highest level in both Canada and the United States.  And I am relying on the following two decisions of the Supreme Court of Canada.  The correct citation appears in my notes.  It is the North Western and Edmonton case that appears at tab 3; the citation is from the report.  My reference, which I have highlighted in your copies of the book of authorities, Mr. Chair, is on page 5 in the last paragraph on page 5.  

The second Supreme Court of Canada case is the British Columbia Electric Railway case.  It appears at tab 4.  I have highlighted the excerpts that I would draw to your attention on page 12 of tab 4.  And it is essentially the paragraph with the quote that starts with the words: "These four sections last mentioned ..."
     I am also relying on the following decisions in the United States Supreme Court:  The first one is the Blue Field Water Works; it appears at tab 5.  My reference is on page 7 of that document, the second paragraph under the heading on the right-hand column 3, “rate-of-return.”  It begins partway through the paragraph with the words "a public utility is entitled to such rates," and so on.  I won't bother quoting them to you now.  

The last case is the Federal Power Commission and Hope Natural Gas, tab 6.  My reference is on page 9, and it is the first complete paragraph in the right-hand column of page 9.
     So in my submission, these cases hold that the fair return standard has three particular requirements:  A fair return should be comparable to the return available from the application of the invested capital to other enterprises of like risk.  This is the comparable investment standard.
     A fair return should also enable the financial integrity of the regulated enterprise to be maintained.  This is the financial integrity standard.  

Finally, a fair return should permit incremental capital be attracted to the enterprise on reasonable terms and conditions.  This is the capital attraction standard.  

These are all independent and objective requirements.  The Board must apply them in deciding the fair ROE for Hydro Ottawa for 2006.
     You and your colleagues, Mr. Chair, must ask yourselves whether a mechanistic update of the so-called -- a single-barrelled mechanistic update of the so-called "economic indicators" would satisfy these criteria and whether such an update for Hydro Ottawa, but not the other distributors in its group, would satisfy these requirements or be fair and reasonable by any other measure.  The answer to all three questions, in my submission, must be a resounding "no."
     In summary, Mr. Chair, I urge you and your colleagues to find that a ROE of 9 percent would provide Hydro Ottawa with the opportunity to earn a fair return.  A ROE of 8.36 percent would simply not do so, particularly when, in sharp contrast, three other distributors with the same debt-equity ratio as Hydro Ottawa would have a ROE of 9 percent.  

All four distributors have the same business risk profile, and, in consequence, they should all have a ROE of 9 percent.
     All four distributors, historical as well as forward filers, have the same objective in establishing their individual revenue requirements for 2006.  The rate year is 2006, not 2004, and so the historical filers are saying the same thing as Hydro Ottawa.  They are all saying to the Board, Here is my revenue requirement; you can rely on it to set rates for 2006.  

To treat Hydro Ottawa differently solely because it is a forward filer is to ignore this common objective.
     Hydro Ottawa used, in the Board's words, "the preferred approach to setting cost-of-service rates."  I’m quoting from page 10 of the Board's report.  It would be a bitter irony any for Hydro Ottawa to be penalized in effect for using the preferred approach.
     I will now turn to line losses.
     8.2 is "treatment of line losses."  Hydro Ottawa proposes to pass-through line losses in 2006, just as it did in 2005 and prior years; that is, to pass-through differences between forecast and actual line losses.  The Board's Accounting Procedures Handbook provides for this treatment of line losses by means of five retail settlement variance accounts, or RSVAs.  

GEC and Pollution Probe take the position that Hydro Ottawa and other distributors should have a direct financial incentive to reduce line losses.  They accordingly oppose Hydro Ottawa's treatments of line losses.
     There is no dispute that reducing line losses is an opportunity for conservation.  Hydro Ottawa recognizes this fact and indeed has already taken steps to reduce line losses.  

Ms. Anderson testified that, even without a financial incentive, "There are a number of things we have already done, and that's evidenced by the fact that our loss factor is quite low."  She said that at page 76 of the transcript.  Would Hydro Ottawa do more with a financial incentive?  The answer is yes, obviously, because Hydro Ottawa would want to mitigate the consequential risks.  And make no mistake, Mr. Chair, there could be significant risks due to the volatility that Ms. Anderson described a number of times.


Another consideration is that measures to reduce line losses should not be implemented in isolation; for example, by Hydro Ottawa, without regard to Hydro One.  Ms. Anderson explained why at page 85 of the transcript.


There should be a coordinated approach, in other words, on an industry‑wide basis.  There is no compelling reason to take a Band-Aid approach and one that, in particular, ignores the complexity of the issue.  

There are five RSVAs in total, and, as Ms. Anderson said, "all of them have an element of loss factors in them".  This is at page 84 of the transcript.  


These RSVAs also have quantity and pricing differences.  It is, accordingly, naive to speak of a single variance account.  It is also naive to suggest, as GEC does in its written argument, that it is a simple exercise to eliminate the pass‑through of quantity variances and, instead, to move them into a separate variance account.  And the exercise would not end there.  GEC contemplated subsequent adjustments of line-loss variances for weather impacts and year-end billings.


It is not that simple to seize the opportunity for conservation, with respect, and so Hydro Ottawa is exploring the possibilities through its CDM programs.  More work is needed, in other words, as the Board indicated at page 114 of its report, and I will quote that:

"The Board intends to address the accounting issue discussed above with a view to implementing a financial incentive mechanism in due course.  The Board also intends to initiate a study in the near future that will examine losses in Ontario as well as approaches taken in other jurisdictions.  The intention will be to refine the Board's approach and the incentive structure in future proceedings."


There is no need, in my submission, to pre‑empt the Board's process by rushing ahead with measures for Hydro Ottawa.  We need measures that apply across the industry.  A Band-Aid for Hydro Ottawa is not a good first step.


Those are my submissions, Mr. Chair, subject to answering any questions your colleagues may have.


QUESTIONS FROM THE BOARD:

MR. KAISER:  Mr. Farrell, I just have one question:  You referred to the concept of uniform treatment and you mentioned that you thought, insofar as the ROE, that it would be wrong to be treated differently than Enersource or Horizon or PowerStream and, therefore, have a lower ROE than the 9 percent.  But to the extent that those companies ‑ I don't know what the facts are ‑ have not ‑‑ have stayed with the historical year, as opposed to a forward year, is it not the case that they would be accepting lower expense levels than your client is prepared to accept?


In other words, by applying on a forward-year basis ‑ I'm trying to deal with this concept of uniform treatment - aren't you stepping outside of that box and claiming greater expenses than you would be able to claim if you stayed as a historical filer?


MR. FARRELL:  Let me answer that question in two parts, Mr. Chair.  Perhaps I didn't emphasize this enough in my initial submissions, but I took the Board's words in the Handbook at face value; that is, historical filer with tier 1 adjustments was creating a typical year for rate-making purposes and were making rates for 2006.  So I don't think it is necessarily the case that they are taking fewer ‑‑ or they're seeking lower costs.


Certainly Ms. Anderson's explanation of why Hydro Ottawa selected a forward test year would mean that we wanted to have costs that were typical.  And 2004 data, even with the tier 1 adjustments, wouldn't create a typical year for Hydro Ottawa.  But as to whether one can say with certainty for all other distributors ‑ and, in particular, the three others that are in Hydro Ottawa's group ‑ that by filing historically they are claiming lesser expenses, I don't think that one can jump to that assumption necessarily.  


In some cases, the adjustments are taking them down and they're seeking rate reductions.  So that would imply that their 2004 data were too high for rate-making purposes, as opposed to the other way around, which was implicit in your question.  


As Ms. Newland is reminding me, and as I think I mentioned in my remarks, when I quoted Ms. Anderson, that some costs for Hydro Ottawa went up and others went down.  So it wasn't necessarily everything on a hockey-stick escalation.


MR. KAISER:  I was a little bit unclear as to your position.  I realize that you may have settled on the risk premium, but do I take it from what you said that if there were going to be adjustments made with respect to this matter, the ROE, that you would want the double‑barrelled approach, as you put it, as opposed to single-barrel?


MR. FARRELL:  Yes.  If the Board determines, for example, that the Handbook was not an initial set-up, to get into this technical thing, but, rather, was an adjustment, then we say that the adjustment contemplated by Dr. Cannon's paper -- and indeed it is arguable, if one reads the transcript for the Issues Day on November 1, 2004, that the ‑‑ Mr. Hoggarth of Peterborough Utilities was sponsoring the working group’s point -- excuse me, report; that he also referred to Dr. Cannon's methodology by referring to the formula with no indication that it was supposed to be a mechanistic exercise.


So to come back to answer your question, we say it is initial set-up.  You should -‑ and it should not be modified, because you are not proposing to apply the full Cannon, as we sort of say in private, mimicking the full monty, that it should be 9 percent.  But if you are determined to do an update, then I think if you're purporting to apply the Cannon methodology, then it should be the double‑barrelled approach.


MR. KAISER:  Thank you.  

Mr. Warren, are you next?


CLOSING ARGUMENT BY MR. WARREN:

MR. WARREN:  I am, I think, sir.  I'm going to deal only with the ROE issue.  My client takes no position on the line losses matter.


With respect to the ROE issue, Mr. Chairman and members of the Board, I submit that we need to begin with a background to the 2006 rate application, because it provides the essential context for the consideration of this issue.


The Handbook offered local distribution companies two basic options.  One of them had a couple of variations, but there are two basic options:  One was the historical test year in which, by and large, with the allowance for some limited range of updates, rates would be based on 2004 data; the second option was the forward test year and that rates would be based on a forecast of 2006 data.  

There were some disadvantages to this option:  One was that more information would have to be filed; another was that the LDC would expose itself to a far greater level of scrutiny of its costs.  But the single advantage was that the resulting rates would, as closely as reasonably possible, reflect the actual costs in the year.


In our submission, the Board should not understate the significance of that advantage.  The objective of a cost-of-service regulatory regime is, among other things, to have rates which, as closely as possible, reflect an estimate of actual costs.  The alternative was to have rates which were based on data which was at least a year old.


The essence of the bargain - let me characterize it as a bargain - was that the forward test year applicant would succeed or fail based on current forecasts.  Implicit in that bargain was an understanding that the forward test year applicants could not set rates based on the Handbook.  The Handbook made that point explicit at page 10, when it said that the guidelines in the Handbook were for historical test year applicants only.


And I don't think we can underestimate ‑‑ understate the significance of the statement.  The Handbook was clear when it said the guidelines did not apply to forward ‑‑ sorry, applied only to historical test year applicants.


Now, the formulae or calculations in the Handbook reflected a compromise, an attempt to balance conflicting interests to arrive at the most efficient way to deal with the vast majority of LDCs that would use the historical test year method.


The essence of the compromise was to arrive at an efficient way to process applications.  Compromise would allow LDCs to avoid the trouble of having to establish, for example, what the ROE should be based on current data.


This is a deviation from the norm which applies, for example, in the natural gas sector.  The deviation arrived at not because the LDCs needed more stability or because of market expectations.  It was a deviation that was arrived at to allow the relatively efficient processing of a substantial number of applications.
     None of these considerations, none of the considerations apply to forward test year applicants.  The bargain they struck was that they would have rates which more accurately reflect the forecast of their actual costs.  To get the benefit of rates based on current data or reasonably -- a reasonable forecast of current data, they would have to live or die on what that data said.  Forward test year applicants were going to have to operate in the same universe, in essence, as the natural gas LDCs; a universe, I might add, which is well known, well understood and accepted in the financial community.
     Considerations of fairness or quality of treatment among LDCs were fundamentally altered when a LDC chose to file on the basis of a forward test year or historical test year.  When they cast themselves in one camp or the other, the considerations of fairness or equity changed.
     Now, against that background the first of the issues which the Board has to consider is whether the ROE should be 9 percent set out in the Handbook or whether it should be updated to reflect more current economic data; and if it is the latter, how should that updating take place?
     The threshold question is whether the 9 percent figure is binding because it is in the Handbook.  In our respectful submission, the short answer is "no."
     The Handbook, as I pointed out, states explicitly that it governs historical test year filings only.
     If the matter was not clear - and we submit it was clear in the Handbook - it was considered and disposed of in your ruling, this Panel's ruling, in the motion brought by Thessel, Toronto Hydro.
     I would refer the Board to three passages, in particular, in the Board's ruling.  The first appears at page 116 of volume 1 of the transcript in that proceeding.
     The Board says, and I quote:  

“So that brings us back to the basic issue to what the basic issue is, what is the Handbook.  First - and the Board has found this previously, so this Panel is not breaking new ground - it's not a binding decision.  In the Handbook, the Board did not rule that the rate-of-return on equity should be 9 percent for all Ontario LDCs regardless of evidence that may appear in these proceedings.”   

Then at page 118 of the transcript, the Board said as follows:

“One thing is clear, the Handbook does say that 

when you use a forward test year, there is going to be greater scrutiny.  Now, it's true it doesn't go much beyond that, but this Panel think it is not unreasonable to conclude that when you use a forward test year, the certain mechanical updating adjustments would apply as a matter of course to certain other variables, and a

return on equity is one such example.”   

Finally, at the bottom of page 118 and continuing on page 119, the Board said:  

“It is not unreasonable to assume that, with respect to those variables where automatic simple updating can be implemented, that that should be accomplished, as opposed to sticking with outdated '04 data when that is not necessary.”

     In our respectful submission, the Board cannot and should not establish different approaches to the treatment of the Handbook for different utilities.  
     The Handbook must be interpreted in a consistent way.  We submit that the Panel's consideration or interpretation of the Handbook in the Thessel motion was the correct one.  We submit that that interpretation should apply in this case as well.
     If the Handbook figure of 9 percent is not binding, is it the correct number?  That's a secondary consideration, versus whether it is binding automatically by virtue of the fact it is in the Handbook.  The second is even if the Handbook is not binding, is the 9 percent figure the correct one?
     The 9 percent figure was a compromise, a figure pegged at a certain date in order to allow the efficient processing of historical test year filings, in that accepting the figure is contrary to what the Board has historically said should underpin the calculation of the ROE.  That is a utility-specific determination of the equity risk premium based on the most current interest rate and the most current interest rate forecast.
     The Board's draft guidelines on ROE provide that adjustment utility risk premium should only be done when there is clear indication that the relative risks have changed.  There is no evidence in this case that Ottawa Hydro’s risk premium should be changed.  Indeed, Ottawa has agreed the risk premium is not an issue in this case.  
     The December of 2005 consensus forecast results in the 30-year Canada bond forecast of 4.56 percent, given that the appropriate level of ROE should be 8.36 percent.
     This approach is consistent with first the wording of the Handbook; secondly, the terms of what I characterize as the bargain that was struck implicitly in the Handbook between when one chose a forward or historical test year approach.  Thirdly, it is consistent with a practice in the natural gas sector.
     The only difference is that Hydro Ottawa has agreed for reasons of its own choice to agree that the ERP should not be an issue in the case.
     Now, it wasn't clear to me, in listening to my friend Mr. Farrell's submissions this morning, whether or not he believes - I guess this is his alternative prayer for relief - that if the Board is going to use current data, then the Cannon methodology, as interpreted or applied by Ms. McShane in her letter, should apply.
     If the Board were going to strictly apply the terms of the settlement agreement, then the options are 9 percent or 8.36.  But, in fairness, I think, to all of the parties, to the Board and to Hydro Ottawa, the evolution, or to use a word which doesn't exist, "iteration" of the ROE issue throughout the course of the three different proceedings’ forward test year applications has been an odd one.  It tends to pop up in proceedings in an unpredictable way, then has been subject to various evidentiary considerations.
     That's no one's fault.  It is an important issue which has to be considered.  But given that, in our respectful submission, we would have no objection to Ottawa Hydro, in effect, being relieved of what it said in its settlement agreement.  And if the Board were to consider that the fairer approach – and frankly, we're inclined to believe the fairer approach is to follow the Cannon methodology as interpreted by Ms. McShane - and the equity risk premium should be adjusted in the formulaic way, and that we should then have an equity risk premium of 8.56 percent; one way or another, in our submission, it is not 9 percent.  
     I want to deal finally with three points that were raised by my friend Mr. Farrell in his argument.  The first is his treatment of the difference between the historical test year filings and the forward test year filings.
     I heard Mr. Farrell say initially that with the tier 1 adjustments to -- at least what I understood him to say, the tier 1 adjustments to historical test year application, you got something which was really, in effect, a kind of forward test year application and that it was updated data.  

He then went on to point out, quite correctly, that Ms. Anderson had said that for her utility a 2004 year was not a typical year, and what they did:  They took an entirely different approach, a bottom-up analysis, and forecast what their costs should be for the calculation of 2006 rates.  

That submission supports the very point I've made, in my respectful submission, in that it says that what you're looking at when you choose a forward test year application is somebody who has chosen to try to set rates on the most recent economic data, which in our respectful submission should include the ROE updates.
     My second point in response to what Mr. Farrell has said is he talks about predictability and stability.  This is, if you wish, a kind of in terrorem argument that if you were to set the ROE in the way based on the Cannon methodology or in the methodology which is peculiar to the terms of the settlement agreement in this case, that somehow there would be chaos in the marketplace.  

In my respectful submission, there is simply no evidence of that.  There is no evidence there is going to be a problem for anybody if the Board follows the Cannon methodology, or indeed if it sets the rate at 8.36 percent.
     The final submission is with respect to the fair return test.  My friend, Mr. Farrell, says that there are three components to it.  Two of them, the financial integrity and the capital attraction standard, there is no evidence.  No evidence, Mr. Farrell chose, for reasons that he and his client decided were appropriate, not to have this as an issue on which evidence would be led in the case, but there is no evidence that what we're proposing, our client is proposing, would fail either the financial integrity or the capital attraction standard.
     The third test, and the one that he lays the most emphasis on, is the comparability test; that is, whether or not setting ROE at lower than 9 percent would make Ottawa Hydro, if you wish, incomparable to the other three utilities that he cited.


I again come back, Mr. Chairman and Members of the Panel, to the fundamental difference in this case, which is the Handbook.


The Handbook gave LDCs a choice.  There are benefits which flow from the choice one way or another.  The significant benefits flow to a forward test year applicant.  And, by choosing that methodology, that means that Hydro Ottawa chose to make itself incomparable to the other three utilities.  

Those are my submissions.  Thank you.


MR. KAISER:  Thank you, Mr. Warren.  

Mr. Gibbons.


CLOSING ARGUMENT BY MR. GIBBONS:

MR. GIBBONS:  Thank you, Mr. Chair.  

Mr. Chair, we have produced an outline of our argument which has our transcript and our evidence references, and I trust you have a copy.  If you don't, I can provide you with copies.


MR. KAISER:  Thank you.


MR. GIBBONS:  Thank you.  Sir, our argument will be limited to distribution line losses and costs.


Transmission and distribution line losses in Ontario are responsible for about 7-1/2 percent of our electricity generation.  In terms of Hydro Ottawa's system, their distribution losses in 2005 are estimated to be 3.3 percent of their total electricity sales.  So this is a substantial amount of electricity.  


And there are three categories -- there are at least three categories of benefits to Ontario of reducing transmission and distribution line losses.  

The first:  By reducing the LDCs' costs, they will lead to lower rates for customers.  


And second, they will increase ‑‑ by reducing distribution line losses, you increase the reliability of Ontario's electricity system.  And this point is really important in today's context, and it was brought out by 

Mr. Poch in his cross‑examination of Ms. Anderson and where he pointed out - and Ms. Anderson agreed - that losses are a function or a square of the current flow.  So at times of peak-day demand, losses are much higher than the average annual losses.  So by reducing line losses, you could make a significant contribution to reducing peak-day demands and increasing the reliability of Ontario's electricity system.


Third, by reducing line losses, you increase the overall energy efficiency, the electricity system, and our economy.  


So those are the benefits, and the Board is aware of those benefits.  

And in the Board's report, RP-2004‑0188, the Board stated that it expected the LDCs to reduce distribution line losses, and the Board also endorsed the principle that the electric utilities should have a direct financial incentive to reduce line losses.


Now, in this case, Hydro Ottawa is seeking a variance account with respect to the variances between its actual and its forecasted or budgeted kilowatt-hour distribution line losses.  And if this variance account is approved by the Board, Hydro Ottawa will not have a direct financial incentive to reduce its distribution line losses.


Now, Hydro Ottawa has given, I think in their evidence, basically one primary reason why they should have this variance account, why they should not be directly financially responsible for reducing their line losses in 2006, and it's basically this:  That they want the variance account to reduce their risk, their return-on-equity risk.


Now, Pollution Probe could understand their desire to reduce their risk, but we don't think this is a compelling argument for the Board, with its public interest mandate, to approve Hydro Ottawa's proposed variance account, and we don't think this is a compelling argument for basically three categories of reasons.


First, we do not believe that it is the purpose of public utility regulation to try to minimize or to completely eliminate the return-on-equity risk for an electric utility.  

Secondly, we don't believe that our proposal will jeopardize the financial viability of Hydro Ottawa.  

And, third, we fundamentally disagree with their proposition that our proposal will reduce ‑‑ will increase their risk.


We actually believe that our proposal will reduce their return on equity risk on a total comprehensive basis for the utility.


So those are our three reasons, and I would like to go into them in a bit more detail and try to convince you that our reasons are correct.


So the first one, why you shouldn't be ‑‑ you should reject the request for a variance account and because -- which is based on the desire to minimize their risk.


Now, the purpose of public utility regulation is not to minimize or eliminate an LDC's risk.  There's a good reason why that is not one of the purposes of public utility regulation; because if that was the purpose, you would have to basically adopt a cost-plus-profit mode of regulation.  And if you do that, we allow them to pass on all of their costs to their customers.  Basically, they have no financial incentive to reduce their costs of any kind, and that would clearly not be in the interest of ratepayers.  You want these LDCs to have an incentive to reduce costs they can control.


And as the Board is well aware, in the Ontario Energy Board Act the act sets out a number of statutory objectives for the Ontario Energy Board, and they include:  Protecting the interests of consumers with respect to prices, protecting the interests of consumers with respect to reliability, promoting an economic efficiency and cost effectiveness in the distribution of electricity, and also facilitating the financial viability of the electric utilities.


Now, it's our submission that giving Hydro Ottawa direct financial incentive to reduce its line losses is fully consistent with those -- first of those three objectives of the OEB Act that I have outlined to you.


Now, Mr. Farrell in his argument in‑chief has given sort of two reasons why you shouldn't accept our submissions, at least for 2006.  His first submission, if I recall it correctly, was basically, Well, you shouldn't pick on Hydro Ottawa.  You shouldn't make them be responsible for the distribution line losses before you make all of the other LDCs responsible.


Well, I don't think that argument is compelling in today's circumstances, because, as the Board well knows, according to the IESO, we have a very serious reliability problem right now in Ontario and we must do everything possible to reduce peak-day demand to increase reliability.  And one of the ways we can do that is by giving Hydro Ottawa, also Toronto Hydro, a financial incentive to do that.


These are big utilities.  They're sophisticated.  They can certainly do it and make an important contribution to increasing our reliability, which needs to occur now, not sometime in the future.


The other objection Mr. Farrell gave was, We don't want to go on an ad hoc approach.  To deal with this problem properly, you must integrate the line-loss reductions for the Hydro One system.  They're a supplier with the Hydro Ottawa system, and we agree with that.  

But as the Board knows, Hydro One has a financial incentive to reduce their distribution line losses in 2006.  We're asking the Board to also give a similar incentive to Hydro Ottawa, and then Hydro One and Hydro Ottawa should work together in 2006 to integrate their two systems to minimize overall distribution line losses in 2006.


So that is our response to Mr. Farrell's objections.


I've talked to you about, you know, the three objectives of the OEB Act, the statutory objectives that are consistent with our desires, and you -- also, as the Board is well aware, there is no statutory objective in the OEB Act to minimize the LDCs' risks.  It is just to provide -- facilitate financial stability ‑‑ financial viability.


MR. KAISER:  Mr. Gibbons, when you say Hydro One has an incentive, I take it you're saying they don't have a variance account?


MR. GIBBONS:  That's correct.


MR. KAISER:  How did that come about; do you know?  Were you involved in that case?


MR. GIBBONS:  Yes, we were.  And we asked some interrogatories of Hydro One, and they confirmed that they do have this financial incentive.  I think for Hydro One it's sort of been -- I think, if I recall their interrogatory responses correctly, it has been their practice for a number of years, so they're just continuing with their historic practice.


MR. KAISER:  So it was voluntary on their part?


MR. GIBBONS:  Yes, I believe so.


MR. KAISER:  And it's been the case for some time?


MR. GIBBONS:  Yes, I believe so.


MR. KAISER:  And it hasn't hurt their financial viability, or at least there was no indication of that?


MR. GIBBONS:  Not to my knowledge.


MR. KAISER:  Okay.  Can I ask you another question on this variance account.  Let's suppose Hydro Ottawa didn't have a variance account.  That would mean that they forecasted certain line losses here, 3.3 percent or whatever it is.  I don't know whether that is the actual or the forecasted.  But so the variance account is meant to take about, I presume, something over and above the forecasted?
     MR. GIBBONS:  It's a unique variance, either positive or negative, any variance between the actual and budgeted.
     MR. KAISER:  I have a question for you, then:  Let's suppose we said no variance account.  It is what it is.  Wouldn't they just increase their forecasted amounts to provide a cushion in future years?
     MR. GIBBONS:  Well, they might attempt to, but that is what good regulation is for and that's what Board Staff and intervenors are for, to make sure they don't get away with that and that their actual forecast of line losses is reasonable based on the evidence.
     MR. KAISER:  So your proposition is simply this:  You shouldn't be allowed as a regulatory expense anything above that that is forecast and if you go over that, you have to eat it?
     MR. GIBBONS:  Yes.  And similarly, if you come in under it, it's a profit for the shareholder.
     MR. KAISER:  You get to keep it?
     MR. GIBBONS:  Yes, that's our position.
     MR. KAISER:  Thank you.
     MR. GIBBONS:  Now, I've talked about how there is no statutory objective for the OEB to minimize risk to the utility, but the OEB does have a statutory objective to facilitate the financial viability of the LDCs.  And it is our submission that our proposal will not jeopardize the financial viability of Hydro Ottawa.
     Now, Hydro Ottawa filed evidence - it is Exhibit K1.10 - which shows the actual variability in distribution line losses for them for 2002 to 2004 and also a projection, a preliminary projection for 2005.
     There is two key facts about that piece of evidence.  First, it shows that for most years, the variability is very small, and I believe that Ms. Anderson, in response to cross-examination by Mr. Poch, conceded that that is the norm.  Typically, the variance in distribution line losses from year to year is very small.
     There was one year, 2004, where the line losses were significantly lower than usual, and that, Ms. Anderson admitted in response to questions from Mr. Poch, was an anomaly.
     So the norm is that the variances aren't that great, so there isn't a threat to financial viability.  But now I want to turn to our final argument against Hydro One's position.
     Hydro One's position is that we've got to have this variance account to minimize our risk.
     MR. WARREN:  Hydro Ottawa.
     MR. GIBBONS:  Hydro Ottawa.  Sorry, that's a fault I always make.
     Hydro Ottawa is saying:  We have to have a variance account to minimize our risk.  And we believe that that is actually wrong; that our proposal will actually reduce their risk, their total risk of doing business will reduce their total variability from year to year in their total return on equity.
     And let me explain why we believe this.  And we basically go back, again, to the Exhibit K1.10 that was filed by Hydro Ottawa and that 2004 year, which was an anomaly.  In 2004, their distribution line losses were much lower than normal, and we submit that that was not a coincidence.
     As Ms. Anderson admitted under cross-examination, 2004 was a mild summer.  It was a mild summer.  And that is why their line losses in 2004 were way below average, because, again, line losses are a function of the square of the current flow.  So in a mild summer, the current flow is significantly lower.  There isn't the air-conditioning demand.  And that means your distribution line losses go down.  

So under our proposal, where there is a mild summer, line losses will be low.  Their actual line-loss cost will be less than forecast and therefore, under our proposal, those low line losses would mean lower line-loss costs for Hydro Ottawa, and that would tend to increase their profit.  So under our proposal, in mild summers, the lower line losses will be less than forecasted; their costs will be less than forecasted; and this would increase Hydro Ottawa's profits.
     But this increased profits from less lower line losses actually acts as a stabilizer on their total return on equity, because in a summer, when you have a mild summer, that means you're selling less electricity.  That means your revenues are less than forecast and your profits are less than forecast because you're selling less electricity.  So in a mild summer your profits are tending to go down because of the lower sales.
     And that is tending to increase your risk, lowering your rate-of-return on equity below the Board-approved level.  But actually, because if you're allowed under Pollution Probe's proposal, to keep the savings and lower line losses, that offsets the reduction in your return on equity from lower electricity sales.
     So actually, it is a stabilizing mechanism or an offsetting mechanism.  So when you allow the utility, make the utility shareholder responsible for variations in line losses, that stabilizes their overall rates of return on equity from year to year and actually reduces their overall risk.
     So Hydro Ottawa's argument against our proposal for eliminating the variance account, it is just not bounded -- it is not based on fact and reality.  And I have given you this example with a mild summer, where line losses would be less than forecasted and revenues and sales would be less than forecasted.  But the exact same argument, in terms of stabilizing return on equity, applies when you have a cold winter or a hot summer.  When you have a cold winter or a hot summer, you know, more than normal, abnormally colds or abnormally -- abnormally cold winter or abnormally hot summer, that is a year when you're going to be selling more electricity.  And everything else being equal, you're going to be earning excessive profits and an excessively high rate-of-return.
     But again if the utility is responsible for their own distribution line losses in a year where the winter is especially cold or the summer is especially hot, again, their line losses will be especially high, because, again, line losses are a function of a square of the current flow.  

So, again, when there is a cold winter, line-loss costs will be high; that will tend to reduce their profits and dampen their excess profits from their above-forecast electricity sales due to the cold winter.  Again, the net impact of making them responsible for line losses and getting the extra profits from a cold winter and higher electricity sales is to stabilize their overall rate-of-return on equity from year to year.
     So actually our proposal, if it is approved by the Board, will stabilize their return on equity from year to year and lower their risk, lower their cost of capital.
     So in summary, Mr. Chair and Members of the Panel, we're proposing you reject Hydro Ottawa's request for a variance account with respect to variances between their actual and forecasted kilowatt distribution line losses and give them -- we're asking you to do that to give them a direct financial incentive to reduce their line losses.  

We believe that will provide four benefits for Ontario:  It will lead to lower rates for the customers; it will lead to increased reliability of their system; it will lead to increased energy efficiency; and it will also reduce their risk, their risk -- the return-on-equity risk.  So we think it is beneficial for their customers, beneficial for the province, and beneficial for their shareholders.
     Our final submissions are with respect to costs.  As you know, Pollution Probe is a non-profit organization.  We're a registered charity.  We have no pecuniary interest in the outcome of this proceeding, and we respectfully request that we be awarded 100 percent of our reasonably-incurred costs.  Thank you very much.
     MR. KAISER:  Thank you, Mr. Gibbons.

QUESTIONS FROM THE BOARD:
     MR. QUESNELLE:  Mr. Gibbons, I wonder if you could just elaborate on the projection mechanism for the losses from year to year.  Specifically, to get to the point I'm after, I suppose, is -- any rate setting obviously there will be evidence put forward on the appropriateness of the projected line losses.
     How would you see that dovetailing with your proposal in a year-over-year basis given that the more we know about line losses, you know, the smoothing out over time and the effect that you're referring to?  How would you see the prudency test being applied to the projection of next year's line loss?
     MR. GIBBONS:  Okay.  Well, it is my understanding of the current status quo of how you deal with this - and I may be wrong, because I didn't check it again last night, and Mr. Farrell can point out if I'm wrong - but my understanding of the way Hydro Ottawa and the other LDCs make their line-loss projection for regulatory approval now is they basically do a three‑year average of the last three years.  


And if that is the way they actually do it, that seems very reasonable to me.  And over time, if the utilities have a financial incentive to reduce line losses and they start to actually reduce their line losses, well, then that three‑year average will decline over time.  But that would seem to me a simple sort of mechanistic way of dealing with the problem, and it would be quite satisfactory to Pollution Probe if the Board adopted that formula.


MR. QUESNELLE:  So the status quo would --


MR. GIBBONS:  My understanding is the status quo -- and that would be fine from Pollution Probe's perspective if the status quo is kept for forecasting line losses.


MR. QUESNELLE:  Thank you.


MR. KAISER:  Mr. Gibbons, I think we understand your argument with respect to the variance account.  I want to get your view on another matter.


I don't think anyone, as you said, contests that 7-1/2 percent of the province says electricity generation is a big number.  


 Do you think there is any merit in requiring utilities, such as Hydro Ottawa, to file a plan or a proposal for reducing their line losses and then in subsequent years to examine whether they achieved those goals?  Do you think that would move the yardsticks in this area?


MR. GIBBONS:  Yes, I think that would be very helpful if the Board would direct all the LDCs to file a plan, a work plan and a budget, to reduce their line losses, to implement all cost-effective opportunities to reduce line losses.  By "cost effective," we would mean investments to reduce line losses that pass the total resource cost test.  

So, yes, given the seriousness of this issue, I think it would be very useful for the Board to give that direction to all the LDCs, develop work plans, budgets, to implement all cost-effective line-loss-reduction opportunities.


MR. KAISER:  Thank you.  We'll take the morning break now and come back in 20 minutes.


MR. WARREN:  Mr. Chairman, just before we do, I wonder if I could ‑‑ my friend, Mr. Farrell, in a counter-intuitive gesture, has reminded me that I did not make a request for costs, and I would ask to make that.


MR. DINGWALL:  Extremely generous.


MR. KAISER:  Noted.


MR. WARREN:  The other thing I wanted to -- it would be remiss of me, Mr. Chairman - and I intended to do that this morning - was to say that I wanted on behalf of my client to observe on the record that Hydro Ottawa's conduct of this case in the negotiations and so on and so forth has been exemplary, and this has been, I know, a burden on 

Ms. Anderson and her staff.  I won't go so far as to say it is a burden on Mr. Farrell, notwithstanding his recent generosity.  


I would say that I think, for the record, we should acknowledge that Hydro Ottawa has been exemplary in its behaviour.  All parties, in particular Hydro Ottawa, have made a good-faith effort to resolve these issues, and I think that that should be recognized publicly.  Thank you.


MR. KAISER:  We appreciate that, Mr. Warren, and we agree with it 100 percent.  We will give Mr. Farrell his award in due course.


We're hoping to finish, Mr. Farrell, if it is acceptable to you, before lunch, but lunch may be late, if you get my meaning.


MR. FARRELL:  I do.


MR. KAISER:  We're proposing to come back and complete this proceeding, as opposed to breaking for lunch.  Do you think that is possible, or did you want ‑‑ I guess the reason I'm asking you:  You mentioned something about 

Mr. Shepherd's argument.  Did you want a luncheon break to take care of that?


MR. FARRELL:  Yes.  Well, how long is this break going to be?  Because I haven't yet read it, so I can't give you an honest answer.


MR. KAISER:  We can continue now until 12 o'clock, if you want, and then give you time to deal with your reply.  I'm sure we can hear the rest of the submissions in the next half hour.  We don't need to break now.  We could break for an early lunch.


MR. FARRELL:  That would be my preference.


MR. KAISER:  Is that acceptable to the parties?


MR. WARREN:  I just wonder if we might be excused, 

Mr. Chairman.  As the Board is aware, we have to file Toronto Hydro argument today, and I have to say something cogent about it, so I wonder if I might be excused?


MR. KAISER:  Yes.


MR. WARREN:  That's not a promise, of course.


MR. KAISER:  Mr. Gibbons, what is your preference?


MR. GIBBONS:  I would prefer to be excused, too.


MR. KAISER:  Oh.


[Laughter]


MR. KAISER:  Well, maybe we can go right to lunch.  Mr. DeVellis, what's your preference?


MR. DeVELLIS:  I'm happy to continue.  I will only be about ten minutes in my submission.


MR. KAISER:  Mr. Dingwall?


MR. DINGWALL:  I anticipate a similar length.


MR. KAISER:  Why don't we continue with argument and we will break when all argument is finished?

     MR. MACINTOSH:  Mr. Chair, I have about 15 minutes.  I can do it either before or after lunch.


MR. KAISER:  Okay.  Mr. DeVellis, you're up.


MR. FARRELL:  Before Mr. DeVellis starts, Mr. Chair, I think we should mark as an exhibit the submissions of the Green Energy Coalition.  They were common to both, one document that applied to both Hydro Ottawa and Toronto Hydro.  And since we have marked Mr. Shepherd's written argument, I think it would be appropriate to mark this one.


MR. KAISER:  I don't think I have a copy of those, 

Mr. Millar.


MR. FARRELL:  I have a copy here which I could lend to Mr. Harmer to make copies in due course.


MR. MILLAR:  We have one copy here, Mr. Chair.  We will make copies.  So this will be Exhibit K3.3.


EXHIBIT NO. K3.3:  SUBMISSIONS OF GREEN ENERGY 

COALITION

 MR. KAISER:  I guess it's sufficient if we simply file these.  We don't have to read them into the record.


MR. MILLAR:  I wasn't proposing to read them out loud.


MR. KAISER:  You will need it to make copies.  We will file it later.


MR. KAISER:  Mr. DeVellis.


CLOSING ARGUMENT BY MR. DeVELLIS:

MR. DeVELLIS:  Thank you, Mr. Chair.  First, with respect to the line-loss issue, VECC agrees with the company's position as it pertains to the 2006 rate year.


I'm sorry to have to drag everyone back to return on equity.  In VECC's submission, the Handbook makes a clear distinction between historical and future test year filers.  The two are not subject to the same guidelines or burden of proof.


That can be found, in particular, at page 10 of the Handbook, where there is set out the four options for 2006 applications.  The first three relate to historic test year filers, and the fourth is a forward test year option, with, quote, "full supporting documentation commensurate with the nature of the application."  


In our view, that is a reference to the normal Board practice with respect to forward test year applications in which the most recent or up‑to‑date information is used for both labour and other expenses, as well as the cost of capital.


Then, just below that, on page 10 in the Handbook, it says:

"The guidelines provided in the 2006 Handbook relate to historical test year filings, as outlined in options 1, 2, and 3 above."


And those are the historic test year options.


It is important to keep that sentence in mind.  It is clear, in our view, that that expresses the position that the guidelines apply only to historic test year applicants and also that when the other sections of the Handbook are read that deal specifically with issues such as ROE, it would be redundant for the Board to then repeat that same qualification which is set out at the outset of the Handbook.  

That is not to say that the Handbook has no value for forward test year filers and that forward test year applicants won't, in the end, conform to many of the points raised in the Handbook.


One would expect this, since the Handbook reflects standard regulatory practice in many areas.  However, the fact that a forward test year applicant followed the Handbook should not be considered adequate defence for taking a particular position.  Forward test year filers use the most up‑to‑date information in respect of their labour and other costs.  They should consequently also use the most up‑to‑date information to update their costs of capital, including their return on equity.


It is unfair to allow the utility to adjust its labour cost - for example, for 2006 - but not expect it to update its cost of capital.


Now, Mr. Farrell has directed the Board to the Supreme Court of Canada decision in British Columbia Electric Railway, which states that fair rate-of-return is such that it would receive, if it were investing the same amount in other securities, possessing an attractiveness, stability, and certainty equal to that of the company's enterprise.


Now, that, again, depends on who the comparators are.  In VECC's submission, the Handbook makes a distinction between forward test year applicants and historical test year applicants, and for good reason and the reasons I have already cited.  Forward test year applicants are able to update all of their costs for 2006.  


Mr. Farrell, for example, pointed to the fact that 2004 was not a typical year for the company and, therefore, it elected -- that was the reason that it elected to go with the forward test year application.
     In other words, the company had the benefit of using a forward test year to forecast all of its expenses, and that should include the cost of capital as well.
     That leaves the issue of whether the equity risk premium should also be updated.  VECC agrees with 

Mr. Warren.  We would have no objection if the Board found that the proper methodology is to update both the risk-free rate return and the risk premium, that it should be able to do so.
     However, if the Board finds that it is precluded from updating the equity risk premium due to the summer proposal, we would submit that is it -- by agreement and what I seem to be -- interpret from what Mr. Farrell is saying, is that because the parties have agreed that the equity risk premium -- or appear to have agreed that the equity risk premium not be updated, then that would preclude the Board from updating the risk-free return.
     In our submission, that is incorrect.  The settlement proposal clearly contemplates that the risk-free return can be updated and if the Board feels that it is unable to also update the equity, the risk premium, then that is by agreement.
     Those are our submissions, subject to questions from the Board.
     MR. KAISER:  Thank you, Mr. DeVellis.

Mr. Dingwall.
     CLOSING ARGUMENT BY MR. DINGWALL:
     MR. DINGWALL:  Thank you, sir.
     The applicant had settled the question of the equity risk premium knowing that other parties would make arguments on mechanistic updates.  And while not specifically referencing this portion of the settlement, it appears that the Board has accepted the settlement of the equity risk premium.
     A settlement before the Board may result in an unequal treatment of various applicants, but that is because settlements themselves provide a degree of regulatory certainty as the benefit for an applicant and also involve compromise on the part of the participants to the settlement.
     Hydro Ottawa appears to be suggesting that, as a result of the settlement of the equity risk premium, they will be subject to a degree of regulatory inconsistency.  With all due respect to the applicant, these submissions appear to be asking for relief from the settlement by asking for the 9 percent.
     The calculation of the ROE formula in the Handbook appears to contain the assumption that the equity risk premium was not updated in the creation of the 9 percent number.  That seems to be what flows from the information put forward by Ms. McShane in her calculation, which suggests that the appropriate Handbook number should have been 9.13 percent.
     Mr. Farrell has raised the concept of regulatory certainty and suggests that his client would be dealt with equitably -- I'm sorry, would not be dealt with equitably if they received a return that is different from the 9 percent.  

Mr. Millar correctly put forward that there has been no evidence in this case with respect to the equity risk of the applicant.  It's conceivable that had there been evidence on equity risk, the Board could have reached conclusions that there had been no change in the risk, or that the change had increased the risk, or that the risk had decreased.
     It may not seem conceivable that those scenarios could arise from the evidence, but in circumstance where there might be a decrease in the risk, could -- I'm sorry.  I'm going to start that sentence again.  Reading and trying to make eye contact is kind of challenging when you're using a small font.
     A circumstance where there might be a decrease in the risk might sound difficult to perceive of in context of the rate freezes in PBR periods that have taken place in the past few years, but there are applicants who have used such mechanisms as higher-than-market interest rates or affiliate cost allocation in the fashion which appears to create additional shareholder return.
     We have no evidence which addresses either that scenario or any of the other alternative scenarios to rely on, in this case, to make a decision as to what, if anything, happened to the equity risk of the applicant.
     It's our submission that the Board can put forward a consistent approach by making no change to the equity risk premium and making mechanistic updates to the other components of the ROE formula, which appears to be the approach used in the creation of the 9 percent number in the Handbook.
     That would refute Ms. McShane’s contention that the Handbook is wrong and create a consistent interpretation pending the full review of ROE which is to occur prior to 2008.
     That would provide also a consistent formula to apply to other applicants before the Board.
     I'm not going to repeat the submission of my friends as to the distinction between forward test year and historical test year.  I agree with those submissions, and I think they have covered that ground quite closely.  

My final submission, then, is for the costs for Canadian Manufacturers & Exporters, who respectfully submit they should be awarded 100 percent of their reasonably-incurred costs as a participant in this hearing.  

Those are my submissions.
     MR. KAISER:  Thank you, Mr. Dingwall.  

Mr. MacIntosh.
     MR. MACINTOSH:  I could move up, Mr. Chair.
     MR. KAISER:  Yes.
     MR. DeVELLIS:  Mr. Chair, while Mr. MacIntosh is moving up, could I also add VECC's respectful request that it be awarded 100 percent of its reasonably-incurred costs.  Thank you.  

MR. KAISER:  Yes.  Thank you.
     CLOSING ARGUMENT BY MR. MACINTOSH:
     MR. MACINTOSH:  Mr. Chair, Members of the Panel, my name is David MacIntosh and I am here representing, presenting argument for Energy Probe Research Foundation.  I will be taking a position on ROE which is in opposition to Hydro Ottawa but a position on line loss in support of the applicant.
     Turning first to return-on-equity issues.  There are two related return-on-equity issues in this proceeding.  The first is whether the return on equity should be updated.  The second issue is, if the answer is "yes," then how should it be updated?
     Energy Probe submits that the Board has a 

long-standing tradition of using the best information available in determining rates for customers.  With respect to the use of forecast information, it is submitted that the most recent forecast is generally regarded as the best information available.
     Should the return on equity be updated to reflect the most recent information available or should it be fixed at 9 percent?  The company's position is clear; it believes the Handbook should determine the return on equity.
     The RP-2004-0188 report of the Board on the 2006 Electricity Distribution Rate Handbook, dated May 11th, 2005, states that: 

“If an applicant chooses to apply on a forward test year basis, it must supply substantial supporting material to justify its projected expenses and revenues.”

     That's at page 10 of the report.
     Energy Probe submits that expenses include such items as OM&A costs, depreciation, and amortization costs, capital, and income taxes, and a return on capital.  These are the items that form the revenue requirement of the company.
     The return on capital includes the return on the equity component of capital.  And Energy Probe therefore submits that the report of the Board puts the onus on the company to justify its projected costs related to the return on equity.
     Furthermore, the report of the Board indicates, at page 28 of that report, the return on equity and debt rates used for 2006 distribution rate-setting were expected to be calculated based on data that would be closer in time to the actual 2006 rate year.
     The Handbook itself provides further guidance in this matter.  On page 10 of the Handbook, section 3.1, it provides the forward filing options available.  As noted by the company, their application has clearly been filed on the forward option, using the forward test year.
     Following the description of the four options available in section 3.1, the Handbook goes on to include

the following sentence:   

"The guidelines provided in the 2006 Handbook relate to the historic test year filings, as outlined in options 1, 2, and 3 above."


It is therefore clear, in Energy Probe's view, that the guidelines provided in the Handbook do not apply to forward test year applications.  The Handbook's impact on such an application is found on page 11, where it states that:  

"An applicant filing a forward test year application will also be expected to provide all information that is required in the 2006 EDR model."


The Handbook is clear the applicant is required to provide all the information that is required in the 2006 EDR model.  This does not include the use of a fixed return on equity that is already embedded in the 2006 rates model and does not need to be supplied to that model.


The company made the observation they wanted to be consistent with the Handbook in using the 9 percent return on equity.  Energy Probe, therefore, submits there is no reason for the Board to use the 9 percent return on equity specified in the Handbook to be used for those applicants using a historical test year.  


Energy Probe further submits that the Board has a long history of updating return on equity for the natural gas utilities it regulates to reflect the most recent information available at the time a decision is made for both full cost-of-service applications and for determining earnings sharing.


In particular, the Ontario Energy Board draft guidelines on a formula‑based return on common equity for regulated utilities dated March 1997 states that:

"The forecast yield for long‑term Government of Canada bonds will be established for the test year by taking the average of the 3- and 12‑month forward 10-year Government of Canada bond yield forecasts, as stated in the most recent issue of consensus forecasts, and adding the average of the actual observed spreads between 10- and 30‑year Government of Canada bonds, as reported in the Financial Post for each business day in the month corresponding to the most recent consensus forecast issue."


Further, the Board recently approved an earnings-sharing mechanism for Union Gas that again reflected the Board's view that the return on equity should be updated.  

In particular, in the RP-2003‑0063/EB-2004‑0480 decision and rate order dated December 15th, 2004 that set the rates for 2005, the Board stated on page 9 that:

"The benchmark ROE would be determined through the Board's formulaic approach and shall be based on the most recent data that was available and could have been used had a cost-of-service review hearing been used to determine the new rates."


Based on that proceeding, Energy Probe submits that the answer to the first question, as to whether or not the return on equity should be updated from that, using the Handbook, is "yes."


Turning to the subsequent question as to how it should be updated, the Board is faced with two possibilities, the alternatives being the letter filed from Ms. McShane dated January 19th, 2006, a calculation of readjustment of economic indicators, and that results in a return of 8.65.  And this has been -‑ there has been provided a detailed explanation of the difference between that and the return on equity of 8.36 percent, the difference in the two approaches being centred on the risk premium.


Energy Probe submits that, in deciding which of the two competing methodologies to adopt in this proceeding, the Board should review the methodology that was incorporated in the rate Handbook.  If the Board believes that the methodology used in the Handbook is what the Board intended by its description of a mechanistic update consistent with the methodology used by 

Dr. Cannon in his 1998 paper - that's page 28 of the report of the Board - then the same methodology should be applied in this proceeding, and that would result in a return on equity of 8.36 percent.


On the other hand, if the Board determined that the methodology used in the Handbook was not what it intended, then the Board could use the full Cannon methodology, resulting in a return on equity of 8.65 percent.


While Energy Probe submits that each of the forward test year applicants should receive the same return on equity, we recognize that in the settlement 3.8 percent equity risk premium was set.


In this case, Energy Probe would not object to Hydro Ottawa being relieved of its agreement in terms of greater fairness.  

Those are our submissions on equity, return on equity.


I did have a short comment on line losses, and first I should mention that it is my feeling that Mr. Gibbons may have, in his argument, misconstrued the way in which Hydro One handles its line losses.  While it is true it has no variance account for line losses, my understanding is that Hydro One does not compute or measure line losses at year-end, but uses its forecast as an actual amount of line losses at the end of the year.


It's the position of Energy Probe Research Foundation that in the short term line losses may fluctuate independently of the efforts of an LDC to control them.  This does not mean that Hydro Ottawa will not obtain positive results over the longer term, and it has taken steps to reduce line losses.


Energy Probe submits that the Board should not impose a short‑term incentive for line-loss reductions in this proceeding.  It has not been requested, and it would not be economically efficient to do so.  

That is the end of my comment on line losses.  


And, lastly, Energy Probe would request that the Board allow it 100 percent of its reasonably incurred costs in this proceeding.


Thank you, Mr. Chair.  Those are my comments.


MR. KAISER:  Thank you, Mr. MacIntosh.


Mr. Millar, we will break now for lunch and come back in an hour and hear from Mr. Farrell.


MR. MILLAR:  Before you do so, Mr. Chair, I will bring you copies of GEC's argument.


MR. KAISER:  Thank you.  Were you going to have any reply, Mr. Millar?


MR. MILLAR:  I don't think so.


MR. KAISER:  Thank you.  One o'clock.  


‑‑‑ Luncheon recess taken at 11:55 a.m.

--- On resuming at 1:00 p.m. 
     MR. KAISER:  Please be seated.
     Mr. Farrell, it looks like it is just you and us.

REPLY ARGUMENT BY MR. FARRELL:
     MR. FARRELL:  I have left on the dais three booklets of material that the title is ROE history.  I'm not going to refer to all eleven documents.  I didn't know what sort of historical analysis might be presented by the intervenors, so I prepared this in advance, just in case.  I can use -- I am going to direct your attention to a couple of things in the course of my reply.
     I want to begin with the fair return standard.  It is a legal standard, Mr. Chair, and it must be applied correctly.  The Board has no discretion in the application of the standard.  It has three components, and I mentioned all three of them in the course of my argument in-chief, but I want to emphasize one of them because it relates to capital structure and ROE and comparable distributors.  It is that a fair return should be comparable to the return available from the application of the invested capital to other enterprises of like risk.  I emphasize the words "like risk."
     The Board has used capital structure as a means of distinguishing between distributors in terms of business risk.  Distributors with the same business risk profile have the same capital structure or, put another way, the same debt equity ratio.  That means that for the purposes of the comparability facet of the Fair Return Standard, Enersource, Hydro Mississauga, Horizon Utilities and PowerStream have the same business risk for ROE purposes as Hydro Ottawa.
     And because they have the same business risk relative to one another and therefore relative to the risk free 

30-year Canada bond, there is no need for evidence in this case about whether there is a variance in Hydro Ottawa's risk premium compared to the others.  And on this point, the distinction, which we called a distinction without a difference, between historical and forward filers has no bearing on the ROE issue.  Distributors with the same business risk must have the same ROE.
     Now, I believe that the written argument filed by the School Energy Coalition, which is Exhibit K3.2, makes the same point.  If you look at the first page, the third paragraph in the introduction.  

Do you have that, Mr. Chair?
     MR. KAISER:  Yes.
     MR. FARRELL:  It reads as follows: 

“The equity risk premium is initially set by the Board in its judgment after hearing expert evidence and argument on what the appropriate differential is between a given risk-free return and the overall return on utility equity for a given debt equity ratio.”

     And that is saying the same thing I was saying this morning:  When you have the same debt equity ratio, you have the same business risk profile, and therefore you have the same ROE.
     Now, I want to just deal with a moment to the arguments that you heard from my friends this morning, that talked about there being a legitimate difference between the two types of filers.  I want to just -- they were quoting quite a bit from page 10 the Handbook.  

I would like to direct your attention to page 11 of the Handbook.  I mentioned it in my argument in-chief, but I want to drive the point home, if I may.  If you look under tier 1 adjustments.  The first purpose of a tier 1 adjustment -- I will quote now:  

“To move the 2004 year-end closer to a ‘typical’ year of capital investments, operations, and revenues by removing the effects of non-routine and usual events applying to 2004 only."     

So that is the source of my comment, that both types of filers had the same objective, and presumably the Board intended them to have the same objective.  And that is to have a revenue -- a base revenue requirement that was appropriate for 2006 rates.  

And I would also like to point out something that I alluded to but didn’t really develop perhaps as much as I should and, that is to say, that the assumption seems to be that if you filed for a forward test year, you were upping your costs; your historical costs weren't good enough.  So therefore, people who filed on a historical year basis, with or without tier 1 adjustments, were trading something away, trading the ability to have higher costs.
     I point out to you that two of the three distributors in the same business risk class or group as Hydro Ottawa have filed for significant decreases in rates.  And to me that implies that the historical data were too high for purposes of 2006 rates.  So they've adjusted them downwards.
     We don't accept the bargain theory that Mr. Warren urged upon you nor the shortcuts that Mr. Shepherd, in his written argument, referred to.  In particular, we don't accept it with regard to ROE and we don't, Mr. Chair, because of a remark you made during the course of your ruling in the Toronto Hydro motion -- and that was, I think you observed -- I don't have the transcript with me, so I know I am not quoting it accurately -- but it would be just a couple of hours’ work to update the ROE.  Well, those couple of hours could apply to historical filers as well as forward filers, so we don't see that the Handbook shelters them, but we do say that the Handbook should apply to all, including Hydro Ottawa.
     Now, the reason I wanted to put that material before you - I'm just looking now for my copy of Schools’ argument, Exhibit K3.2 - is, in history, in the history section, Mr. Shepherd takes you through a historical exercise.  

In essence, what's in this booklet, ROE history, is the documentation that would support his history, with one exception.  And I think this is an important one.  It's the last paragraph in the history section, and it is actually the second complete paragraph on page 2 of his written submissions.
     And he suggests there that the derivation of the 380 basis points in the draft Handbook and then the final Handbook was somehow derived from the RP-1999-0034 decision.  And that decision is -- or excerpts from that decision is number 3 in the book.  But I'm not going to take you there.  What I'm going to do is take you, first of all, to Exhibit K1.6 - this is a McShane letter - and, in particular, the table that was attached to the McShane letter.  As you can see -- do you have that?
     MR. KAISER:  Is the McShane letter in your book?
     MR. FARRELL:  No.  But I could hand you my copy of it, if you -- I've memorized it, so I can see the table clearly in my mind's eye.
     MR. KAISER:  Thank you.
     MR. FARRELL:  This is not a big point, but as you can see under the column that is entitled -- where it refers to the two drafts, the draft number 1 and draft number 2, the 380 basis points is an arithmetic result of the application of the formula.  So the 380 basis points appears in draft number 1 of the Handbook, which I have included at tab 9 of my booklet.  And you will see the same calculation on page 29.  I have just excerpted part of that.
     So the starting point of the 380 appears to be an application of the complete Cannon methodology and also would be a complete application of the methodology in the Board's own ROE guidelines.
     The same can be said of draft number 2 of the Handbook.  It appears at page 10 of the booklet I've given you.  And, again, this is an excerpt of the arithmetic calculation that appears on page 39.  It is identical set of numbers.  So my point is that the 380 came from a calculation, as opposed to being derived from a range of 375 to 380 basis points that Mr. Shepherd is suggesting is the case.


Also, in my booklet ‑- and this goes to should the 9 percent apply to all filers.  If you look in the booklet, Mr. Chair, at tab 5, I have excerpted or I put in excerpts from a document entitled "2006 Distribution Rates, Discussion Paper For Issues Conference."


It is undated, but the Board's website indicates that this draft was issued by Board Staff on September 3rd, 2004.  

And if you go to the second page behind tab 5, it's actually page 3 of the discussion paper.  At the bottom of the page 3, it has a title "Issue 6, 2006 Maximum Return On Equity."  

And the last sentence of the first paragraph under that heading is interesting.  It reads:   

"It is proposed that for 2006 the rate-of-return would apply to one year only; i.e., an adjustment mechanism is not required, and that a single value will apply to all electricity distributors."


I mentioned this morning, just to complete this historical exercise, that it was unclear from the Issues Day on November 1, 2004 whether the intention of the working group was to suggest the full Cannon methodology or only a mechanistic update.  

And I want you to look at these pages with me, Mr. Chair.  It's at page ‑‑ tab 8 of my material, which is an excerpt of the transcript for day 1.  


I think my assistant finally figured out how to print some of these transcripts off the Board's web site.  If you go into, I think it is called landscape, you actually get the full page; otherwise, it just cuts the text off.  But, in any event, if you go to page 39 of 116, you have to flip through -- actually, go to page 38.


It says:  "Submissions by Mr. Hoggarth."  Mr. Hoggarth was the leader, if I can put it, of the sub-group, and the paper he was speaking to appears at tab 7.  

So if you then go to the next page and look at the paragraph numbered 322 at the top of page 39 of 116.  This is Mr. Hoggarth speaking:  

"If you go back to your table ..."


This is the table in this working group presentation:

"... you will see alternative A, and we're talking about the return on equity now.  Alternative A is a mechanistic update for 2006 with a full update no later than 2008.  The mechanistic update we are recommended can be done by Board Staff using the same formula" --emphasize the words "the same formula" -- "that was developed by Dr. Cannon in his 1998 study.  This update would be available for utilities in filing their 2006 applications." 


Again, no distinction between forward or historical filers:

"A full review of the ROE calculation an methodology" -- I think he meant to say "and methodology" -- "would be appropriate for 2006."


Then if you go to page 66 of 116 and you look at the bottom of that page at paragraph 581, this is your ruling, Mr. Chair, on issues that had been heard in the morning of that Issues Day.


And the fourth line of paragraph 581 is the following:

"Having considered carefully the logical conundrum that has been presented to the Board with respect to return on equity and associated issues, the Board finds that the most practical approach for the 2006 EDR process is to require the Board Staff to perform a mechanistic update as proposed in option A from the working groups."


Mr. Hoggarth described option A as Dr. Cannon's formula.


So that is the end of the history lesson, if I can put it that way.


We take exception -- and this is my final – second-last point on ROE.  We take exception to Mr. Shepherd's submissions on page 3 where he seems to be saying that we agreed to take the correct answer off the table.  This is in the fourth paragraph on page 3 of his written submission.


We agreed to settle the equity risk premium at 3.80 percent.  We did so because the alternative at the time, as we saw it, was a utility-specific study.


We considered that the Handbook provided a proxy for the risk premium that would attach to Hydro Ottawa relative to the long Canada bonds and it likewise apply to either all distributors, which was our initial view, and certainly now to the distributors with the same business risk as Hydro Ottawa.


We did not agree to take the correct answer off the table.  The correct answer is 9.0 percent.  


I want to move to line losses, and I will be brief.


Mr. Gibbons in his submissions said that Hydro Ottawa is seeking a variance account for line losses.  That is not the case.


Hydro Ottawa is proposing to continue to use the five variance accounts that are set out in the Accounting Procedures Handbook.  So it is not something we're asking you to permit us to do.  It's something we're saying we should be allowed to continue to do.  And I suppose what Mr. Gibbons is saying is, Don't let them do that anymore.


I can confirm what Mr. MacIntosh told you was a mistake on Mr. Gibbons' part relative to Hydro One Networks, and the reason I can confirm that is Ms. Anderson gave evidence to the same effect at pages 79 and 80 of the transcript of the first day of this proceeding.


We were fascinated and even amused by Mr. Gibbons' stabilizing mechanism theory.  We wish it was that simple, but -- and we would also point out that it has to be a theory at this point, because there is no evidence to support it.  


So, in sum, we say that the correct answer to this issue is the status quo for 2006.  We look forward to participating in the Board's study that it mentions in the report on the Handbook.  And with that, I have no further submissions, unless you want me to answer any questions.


MR. KAISER:  Mr. Farrell, I haven't gone back, and I don't have before me the transcript of pages 79 to 80 where Ms. Anderson dealt with the Hydro One matter.


Do you have it?


MR. FARRELL:  Yes.


MR. KAISER:  I do recall that there was some questioning on that.


[Ms. Newland passes transcript to Mr. Kaiser]


MR. KAISER:  Anything further, Mr. Farrell?


MR. FARRELL:  No.  Those are my submissions.  Thank you, Mr. Chair.


MR. KAISER:  Thank you very much.


PROCEDURAL MATTERS:

MR. MILLAR:  Mr. Chair, I do have one final procedural matter that I neglected to raise at the outset.  You will recall that Mr. Farrell handed out a list of errata from the transcript corrections.  And I understand, from the court reporter and the transcription service, that if we wish to just simply attach these at the front of the transcript and have them as accepted changes, we need the consent of all the parties.  

Now, unfortunately, all the parties aren't here right now, but if it is of any help, I may ask that Mr. DeVellis and Mr. MacIntosh -- Mr. Farrell obviously presented these, so I assume he doesn't have any problem with it.


Maybe I can ask if you've had a chance to review them or if you have any objections to them being included in the transcript?


MR. DeVELLIS:  I haven't.  It seemed fairly innocuous.  I can't speak on behalf of the other two intervenors, but they seem acceptable to VECC.


MR. MILLAR:  They're also acceptable to Board Staff.  

Again, I guess we'll have to let the transcription service decide if that is not enough.  I guess the other alternative is then to actually go back and listen at the appropriate spots.  

Mr. MacIntosh, do you have ‑‑


MR. MACINTOSH:  We have no objection.
     MR. MILLAR:  Okay.  So I guess that is the best we can do for today, Mr. Chair.
     MR. KAISER:  So how have we left this?  What are we going to do with this sheet of paper now?
     MR. MILLAR:  Well, I guess we will, if -- these changes will be made.  I guess it's just a question with the transcription service whether or not they can accept the consent of all the parties here or if they actually have to go back and listen to the transcript to ensure that these corrections are appropriate.
     MR. KAISER:  Well, I suspect listening may not be the answer.  I presume the tape is unclear.
     MR. FARRELL:  I don't think the corrections affect any submissions that I made today nor any submissions that were made to the intervenors.  So some of them are actually kind of amusing.  One of them, for example, would have 

Ms. Anderson saying she had a meteor rate base rather than a mid-year rate base.
     MR. MILLAR:  I could send an e-mail to the active intervenors and ask if they could send their consent by 

e-mail and I will forward that to the appropriate people and hopefully that will be sufficient.
     MR. KAISER:  Let's leave it on that basis.
     MR. DeVELLIS:  Pardon me, Mr. Chair, before we break.  I received a note from Mr. Shepherd at the break asking if I could request on his behalf that the School Energy Coalition also be awarded 100 percent of its 

reasonably-incurred costs in the proceeding.  Thank you.
     MR. KAISER:  Yes.  Thank you, Mr. DeVellis.  I was going to raise that.
     Anything further, Mr. Millar?
     MR. MILLAR:  Not from me, Mr. Chair.
     MR. KAISER:  All right.  We will reserve on this matter and expect to have a decision out fairly shortly.  Thank you both for your assistance.
     MR. FARRELL:  Thank you, Mr. Chair.
     --- Whereupon the hearing adjourned at 1:25 p.m.    
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