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MR. KAISER:  Morning, ladies and gentlemen.  First up to bat this morning is Dr. Lowry.  Mr. Millar ‑‑  Mr. Millar's not here ‑‑ Mr. Millar is here.


MR. MILLAR:  Mr. Chair, unless there are any preliminary matters, I think we can just begin with the presentation from Staff.


MR. KAISER:  All right, thank you.  Please proceed.


PRESENTATION BY DR. LOWRY:

DR. LOWRY:  Okay.  Does that help?  Can I be heard?  Sound okay in the back?


Well, I guess it's fallen on my lap to lead off today, as the Board's advisor in the area of the incentive regulation mechanism, or IRM.  And let me just start by saying what a pleasure it is to be here on a beautiful fall day in Toronto, and it's really fun for me to see people like Adonis Yatchew, John Todd, and have a chance to work with them, and hopefully we can put our heads together over time and develop ‑‑ work towards developing a system of regulation here in Ontario that is second to none in the world.


They asked me to start by just reviewing briefly the recommendations that Pacific Economics Group, a team led by myself, has made to the Board for the second-generation IRM, and then I will spend a few moments going over the issue of the argument for the X factor being in the neighbourhood of 1 percent in the second-generation proposal; then talk a little about some of the points that John Todd and Adonis have raised in their thoughtful commentaries; first of all, whether this regulatory system will generate the appropriate incentives for capital spending, and then also the issue of plan update provisions, which is more of a third-generation regulatory system issue but is nonetheless worth starting talking about now.


So if we could go, then, to the next slide.

The recommendations to the Board were, first of all, that, particularly since the Board didn't want to spend an inordinate amount of time on the development of a second-generation plan - they're hoping to move as quickly as possible to a more thoughtful consideration of third-generation design - that a North American approach to development of a price cap system reflecting input price and productivity search would probably make sense.  


And, in fact, I think it is generally going to make sense for Ontario, considering that we have here in the province a large sample of utilities for which we can hope to develop the standardized data that is needed for this approach to regulation.


As for the specific formula for the price cap index, I suggested the inflation measure of GDP, IPI as it's called here in Canada, which is by far the most widely used inflation measure for price cap indexes when you consider telecom, railroad, and energy utilities combined.  It's very common.  And GDPPI is usually used in lieu of CPI.  And I made the further suggestion that the GDPPI for domestic demand made more sense, because Canada happily is very much involved in the gas and oil business right now.  However, for purposes of regulating power distribution utilities, there would be a little bit too heavy a weight on crude oil and natural gas in the national GDPPI.


As for the X factor, I thought that again, in the spirit of finding something satisfactory for second generation, that relying on the historical precedents for X factors was probably acceptable, but that's not a completely easy thing to do, because the numbers do vary widely.  


And I advise that, if anything, you would want something a little to the low end of the range.  And the principal reason for that, I thought, is that the foreseen duration of these plans is only one to three years, which is quite short.  Even three years is below the average length of a price cap plan around the world today, five years being the norm.


And so, if anything, the opportunities for performance improvement and incentivizing performance improvement would be rather little in this second-generation plan.  And therefore, if anything, the X factor should be somewhat on the low side.


I also recommended a Z factor treatment allowing for certain adjustments for exogenous events that are not picked up by the price cap index, although I shudder at the thought of some of the regulatory costs that could result from this, but it seems to be the kind of protection that perhaps the utilities can reasonably expect.


And on the assumption that there is a Z factor, I also recommended against earnings sharing.  We are doing a lot of incentive power research for the Board right now, using some really state-of-the-art techniques, and one thing that's pretty clear in the research is that earnings sharing for a plan of given duration is going to weaken performance incentives materially.  And since the plan is so short, it didn't seem to be an argument for that.


Earnings sharing could make more sense in a plan of considerably longer duration, like five or even seven years, but in this context it didn't seem to me to make sense.


What's our rule about people asking questions?  Should we let them go ‑‑ ask as we go, or is it best to wait till the end?


MR. RITCHIE:  Wait till the end.


DR. LOWRY:  Okay.  Well, we'll wait till the end.


Okay.  Now let's turn to the issue of the X factor.  What the Board Staff has proposed is a price cap index where the growth in the index is set by a formula, and that formula is growth in the GDP-IPI, minus 1 percent, and with a possible Z factor adjustment.  


Now, if you go to Stats Canada, you'll find that right about now the annual growth in that particular inflation measure is about 1.77 percent.  And so knock off 1 percent, and what you're getting is an expectation of almost, but not quite, a percent of nominal rate escalation each year.  But you're also getting an insurance policy that, in the event of a war with Iran or something that would cause a hyper-inflationary episode, that there would be an acceleration in your rates automatically through the GDPPI.


So let's turn next to the issue:  Is 1 percent a reasonable X factor for power distribution?  And I just thought it might be helpful to marshal some of the information already gathered on that issue.


Can we go to the next slide?


Let me start just with a reminder that in the North American approach to price cap index design and an approach that has been used by the Ontario Energy Board and by the Canadian Radio-Television Commission and others, that there is a foundation in the logic of economic indexes that, in an industry that earns a competitive rate of return, the trend in its prices is going to equal the trend in its unit cost.  And the trend in its unit cost can, in turn, be decomposed into the difference between the trends in its input price growth and the trend in its productivity.  


And this provides the general rationale for a price cap index of form.  Growth in PCI equals growth in inflation minus X.


Did we pass one there?  Yes, okay.


Now, if we use a macroeconomic measure - in other words, a measure of inflation across a broad swath of the economy - we know that the X factor term is going to have three basic components.  And one is a productivity differential, which is the difference between the productivity trend of the industry and the economy.  


There is, secondly, an input price differential, which is the difference between the input prices of the economy and the industry.  And, yes, it is correct to invert those in that case.


And, finally, there's going to be something of a stretch factor, which, in my view, is a way of sharing the expected acceleration in performance that is generated by the plan, as opposed to a notion that is sometimes mentioned by regulators that we want to keep that high to actually stimulate.  

I'm not sure that that really is true from the economist's standpoint.  It's more the case that you're trying to share the performance that the plan itself already is designed to encourage.

      So one thing that comes out of this is that the

X factors, if you're thinking of it from the standpoint of a consumer, that once we go from the kind of industry-specific input price index that the Board used last time to a macroeconomic index such as is proposed for this time that the X factor is going to be a little lower than it was in the previous IRM.

       All right.  Let's talk a little bit about what is involved in total factor productivity, partly because some discussants in the commentaries filed so far have talked about how could we possibly achieve this type of productivity growth.

     The trend in a total factor productivity index is the difference between the trend in an output quantity index and an input quantity index.  And take note of the fact that that input quantity index is going to put a very heavy weight on capital quantity.  So it is indeed sensitive.  And the estimate TFP trend of the industry is very sensitive to the capital expenditures that the industry is making over the sample period.

      Now, the sources of TFP growth include technical change and reductions in inefficiencies, by which we mean if a utility is not really at the production frontier, it's not as efficient as it possibly could be.  It might buckle down and try better and therefore accelerate its productivity growth.

      And these are the things that a lot of utilities will think would be achieved chiefly through labour economies.  And it is true that labour economies are a big source of productivity growth in the industry and in the economy.

     But I wanted to point out here that there are not the only sources of productivity growth and not the only way that you can live with an X factor of, say, 1 percent.  For one thing, there are economies of scale, and these exist in the long run, as your output grows, that for many of the utilities, and particularly the smaller utilities, as your output grows, your unit cost isn't going to grow as fast as your output.  And that's even in the long run, and setting aside issues of capacity utilization.

      Now, another dimension of productivity growth that you may not think of is volume per customer growth, because very often electric utilities have delivery volumes that are growing at a more rapid rate than their customer growth, and this creates a certain financial benefit to them that is material.  And it's important for the regulators here in Ontario to know that the gas industry is a whole different kettle of fish, and they often have declining volume per customer growth.  So there's a tendency for the appropriate X factors to be somewhat higher for power distributors than they are for gas distributors.

      Okay.  So then, the result that productivity growth is -- just stay to the left side, please -- does depend on output growth and not just on your labour economies.

      Now, before we leave this slide, though, let it be noted that output growth, particularly the volume growth, is going to depend upon demand-side management activities, and to the extent that the province is gung ho on encouraging conservation, that that one source of productivity growth, being the volume-per-customer growth, may not be as important here as it might be in a state in the United States, let's say, where there isn't a lot of emphasis on conservation.

      Next slide.

      Okay.  Let's talk a little bit, then, about the productivity differential.  I thought it was useful in coming up with just and reasonable terms for a plan without putting in a great amount of work -- that there are regulators around North America that have considered the evidence on this and have made judgments on it, and a couple of noteworthy cases where this was decided more or less explicitly was one was in the United States, proceeding in California for San Diego Gas and Electric, and it was determined that the TFP trend of U.S. power distribution industry was 0.92.  And that was over, as you see, the '85 to '96 period.  I was the person who did that study.  And the California Public Utility Commission agreed with it.

      Then another study was done by another consultant to the Ontario Energy Board for a similar sample period, and found that over a similar type of 10-year period that the productivity trend was 0.86 percent.  And as you can see, those are very similar numbers.  

And I think that speaks to the idea that Ontario isn't -- one needn't worry unduly that the Ontario power distribution industry is way different from the United States when it comes to these types of productivity issues.  The evidence that we have does not suggest that it's an odd ball.  And it might be true that some utilities in Ontario are in a different situation.  You would naturally find that in a group of a hundred utilities, that some might experience some special operating conditions, but the industry as a whole, no reason to think it's that different from the United States.

      Now, what are the most recent estimates?  Because, after all, you notice that these estimates are a little dated, so one might be concerned that numbers are very different today than they were then.

      Well, I have done two recent studies on this issue, and one was for the northeast United States power distribution industry.  That was for the 1990-2003 period. 

And I found 0.95 percent productivity growth over that period.  You notice that that's very similar to those earlier numbers that were approved by the regulators.

      I have most recently - and just filed in July - testimony in California about the total factor productivity trend of the U.S. power distribution industry, and I found it was a little faster, 1.08.  And that's not too surprising, because the productivity trend of the U.S. economy and the Canadian economies have both accelerated in the last few years.  So we wouldn't be surprised that the old numbers are, if anything, a little low, compared to what you might find today if you went and measured the productivity growth of the Ontario industry.  

It might also be noted that since that last study was done, that the industry has been under, basically, incentive regulation mechanism for a long time, and it's possible that that helped to accelerate productivity growth, as well.

      Now, remember that we're after a productivity differential.  We're going knock off the productivity trend of the economy.  

So what are those trends?  Well, as you can see, the productivity trend in the United States has been particularly brisk, 1.39 percent.  The productivity trend in Canada has been similar, about 1 percent per annum.

      And that speaks to me to the idea that the productivity differential that would be appropriate in

Ontario if we did do a study today, even though this is only for a plan that lasts for one to three years, would be close to zero.  I wouldn't be surprised, in fact, if the productivity trend of the Ontario industry is a little faster than that of the economy as a whole, but I think it's basically pretty close to zero.

      Okay.  Now let's speak next about the stretch factor. 

As I've said, the rationale is that the plan, hopefully, would be designed to encourage faster productivity growth, and then the stretch factor would permit a sharing of the expected benefits between the industry and its customers.

      So what, then, does the stretch factor depend on?  Well, one is the incentive power that's generated by the IRM.  And as I've said, in this case, not very impressive, because at most it's going to be three years; for many, it's only going to be one year.  And so there is no marked acceleration in productivity growth that would be anticipated as a result of the plan.

      The other issue is the operating efficiency of the individual utility, and a number of the people who have filed papers have mentioned this.  Isn't there something unfair about having one X factor for all companies, even though some utilities are a lot more efficient than others? 

And yes, there is a little bit of unfairness to that.  But in the absence of a definitive benchmarking study, which, by the way, might be impossible to create anyways, we don't know.  And this is just essentially an attrition mechanism, anyways, to get us over a two- or three-year period.  But ideally it would and could vary somewhat between the companies.


Now, in application to Ontario, a couple of points.  It is true that most utilities are public, and that is a point which Dr. Yatchew has mentioned, and that might speak to the idea that they will not be that responsive to the performance incentives generated by any plan.


On the other hand, the way things have worked out in Ontario, utilities have been subject to incentive regulation now for a number of years and without an earnings‑sharing mechanism.  So one would say that the incentive environment in the province has probably been pretty good over the last few years.  And, in fact, I would be concerned that it's almost ‑‑ that productivity growth could have been, you might say, artificially accelerated by utilities deciding to defer maintenance and defer capital spending until the next rate case.


So I guess I don't see why there couldn't be some pretty brisk productivity growth to offset the fact that the utilities are public.  


Go on to the next slide.


So then we get to this issue of the X factor precedents, and I encourage the Board to look at precedents where index research was considered, not necessarily in a formal and contested proceeding.  In a few of these cases, like the one in the most recent case in Boston, the utility filed a study.  The Attorney General's office went over the study and decided to agree to a settlement, and then that settlement was placed under the nose of the Board.


But presumably, and hopefully, you know, the practitioners of ‑‑ the Attorney General's office, having been through many price cap cases in the state of Massachusetts, knew enough to dole out a just and reasonable settlement in that case.


So we could look, then, at the X factors, the average of the X factors, in cases where there was a macroeconomic indicator.  You recall my saying that the X factors will tend to be a little higher if there's an industry‑specific measure used.


And so what we found -- and there was a typo, I think, in my ‑‑ there's a typo floating around somewhere in some of the previous work.  But it is the case that the average for the gas and electric utilities, where this has been done, is about 1.16 percent, which, as you can see, is a little higher than the X factor that the Board has proposed.


Now, the Board could have also latched on to an even higher, of 1.56 percent, which is the average of the three for the electric plants, there possibly being some argument that productivity is a little faster for power distribution utilities than it is for the gas distribution utilities.


But it is true that there's a sample there of only three companies, and it would be hard to know if, for example, that is skewed by a particularly thoughtless decision about, say, an input price differential that we would rely on that number.


And besides, as I've said, because of the lessened incentive power of this plan, there's an argument for a little bit lower number, anyways.


Now, another thing we could do is look at the most recently approved X factor, which is that one for NSTAR Electric and Gas in Massachusetts.  That's 0.625 percent.  There you have a very small sample of only one.  How can we be sure that that was a good decision?  


In fact, I've just told you that that was actually the approval of a settlement between the company and the Attorney General's office.  It wasn't a contested rate case.  And so perhaps you would be putting too much weight on that one number if you just used that number.


So ‑‑ oh, one other piece of evidence that I also mentioned previously was that you could look at the actual rate escalation for gas distributors in the United States, which is something for which they actually compute and produce a price index.  And in that case, the implicit X factor, if you had a GDPPI of minus X formula, was about 1.1 percent.


So putting all this together, it seems to me that a number that's a little bit lower than the 1.16 percent and a little lower than that gas distribution number of 1.1 percent would be a fairly prudent number, and particularly considering that this is essentially an attrition mechanism.  

We're not talking here about, say, a five‑year PBR plan.  This is actually just a way to give the utilities a little extra adjustment and some input price hyperinflation insurance between rate cases.  


I mean, I could see the Board could easily have just said, We set the rates last year, and those will be the rates until you go through your tranche.


But, no, instead, they've given you a kind of one‑ to three-year attrition mechanism like they have in California.  You know, in California they have a three‑year rate case cycle, and every three years they have a very serious rate case, and then on top of that they give them this little indexing escalation between rate cases, which they call an attrition mechanism.  


In my view, this is basically an attrition mechanism that's about as well thought out as what you see in California and serves a similar end.


Okay, let's talk just a little bit about whether a price cap index can finance needed capital spending.


I would like to start out by saying that unregulated firms, firms in the steel industry and in certain branches of the telecommunication industry, hotel industry, et cetera, et cetera, they don't look for a rate bump in order to finance the investments that they make.  They instead are accustomed to a gradual escalation in their prices, and they plan their finances so that they can bring a $1 billion steel mill on line once in a while, even though prices aren't going to go up to finance that.


And as I pointed out earlier, too, in my discussion of total factor productivity, that input quantity index is capturing the capital additions that are made by the industry over the sample period.  And so a properly designed price cap index is going to provide some budget for capital spending between rate cases unless the utility happens to have rates that reflect a highly depreciated rate base at the start of the plan period.


Now, it is also to be noted that the plan we're talking about here is quite brief; for some utilities only one year, for a maximum of three years.  And so if you go ahead and make capital additions in the next two or three years, as noted, you are getting a little bit of inflation adjustment; and, at any rate, the number of years that you're going without what you might view as your full and proper compensation for the investment is only a maximum of three years.


Another issue that might be raised, you could say, Well, sure, but I'm at risk.  I want to make a fair number of capital additions in the next few years.  I don't even know what the Board's attitude is going to be about that.


That is true, but I think at the same time we in this room need to recognize that the risk of non‑recovery of a power distribution investment is relatively low.  These are not the kinds of investments that tend to be controversial.  If anything, what I found is that in the United States, that if a utility comes in and they've made a number of power distribution investments, the last thing that the regulator will do is to disallow those investments.  If they're put off by the implied rate increase, they'll nickel and dime you on something else.  The last thing that they'll do is to disallow those investments.


The regulators, in this industry particularly, tend to recognize that, in the long run, investments are needed to bolster ‑‑ maintain and hopefully bolster service quality.


So I don't know that this is an area where one need worry, particularly.


Now, finally, I noted in one of the papers just some discussion about that it could be prudent management in a plan like this to delay capital spending and that that could jeopardize service quality.  And I just wanted to comment about that, that, you know, in a plan like this, there might be an incentive to delay capital spending; even if the rates are fully compensatory, that you might just want to game that to delay those investments until you come in for your next rate case. 


And I wouldn't call that prudent management.  I would say that the Ontario Energy Board would be properly disappointed to find that people ‑‑ that companies delayed investments, even though they were offered a compensatory budget to make the investments.


And, in fact, it could be argued that, you know, if you start on your investment program today, and you envision making more investments in the future, that it's a very good substantiation of your need for the investments, that you're already buckling down and doing it, even though there was no special compensation, there was no special rate bump for it.

      After all, if you keep putting off the investments for years and years and then you suddenly come in and suddenly have this need, it weakens a little bit the argument for why you suddenly need to get started on this now.

     Now, there is mention made in one of the papers that some rate plans combine a cost-of-service treatment of capital spending with an incentive regulation mechanism. 

And I went over some of those plans in preparation for this meeting.  I'd seen them before, but I wanted to take another look at them.  And it is true that this approach to regulation is used in a few jurisdictions.  It's particularly common in British Columbia, where major -- in

British Columbia, major plant additions are typically exempted from the price cap index.  They go through a Certificate of Public Convenience and Necessity process. 

And they make rather liberal use of the CPCN process in those proceedings.  

I'm doing some work for one of those utilities in British Columbia now, and they freely conceded that there's been a market use of the CPCN process there for things that might not even be subject to CPCNs in other jurisdictions.

      And I would say that, regarding British Columbia, one thing I might say is that they have -- this mechanism has been applied to utilities that differ somewhat from many power distribution utilities in that they might have a plant addition that is wholly -- that involves a wholly new service or an expansion of service.

      And I might use as an example of that the southern cross pipeline of Terasen Gas.  Now, that wasn't just reinforcement of the existing system; it wasn't replacement investment; and it wasn't even just to meet the needs of the growing Vancouver area, you might say.  What that was an attempt by Terasen to provide an alternative to Westcoast Transmission as the chief provider of gas transmission services in the province.

      So it was a major expansion in the dimension of the company's service.  And that was appropriate to have in a 

CPCN proceeding, but it's another matter whether it's really necessary to do that in the context of power distribution in a place like Ontario.

      I would also like to point out that there are some problems that can result from having a cost-of-service treatment of capital spending at the same time that you have a more IRM-type mechanism for O&M expenses.

      And one thing that can happen is that there are imbalanced incentives for capital spending and for O&M cost containment.  It might be true or it might not that there isn't enough incentive for capital spending in an IRM of the type that the Board is proposing.  But if you give a cost-of-service treatment to the capital spending, you may go well beyond the one type of incentive imbalance to another incentive imbalance where there's too much incentive for capital spending.  

In fact, there's an opportunity that's created to engage in excessive capital spending in order to lower -- to slow the growth in your O&M expenses and make some money off the IRM plan.  And my sources in British Columbia, in fact, indicate that that has been a problem for some of the PBR plans in British Columbia in the past.

      In fact, our incentive regulation research that we've now been doing -- I'm sorry, incentive power research that we've been doing for a number of years originated in a project for a British Columbia utility that was concerned about the balance between cap-ex and O&M cost containment incentives.

      Another issue comes with a cost-of-service treatment with cap-ex is regulatory cost, and I would address your attention there to this Yankee Gas case in Connecticut, where Yankee Gas had what was essentially a capital spending tracker that was separate from a PBR mechanism for its other costs, and they immediately started coming up with a phenomenal number of requests for capital spending that, in addition to involving a high regulatory cost for the state, raised concerns that there was this imbalance of incentives and possibly excessive capital spending.

      And the regulatory community there was so upset with the outcome of that capital-spending tracker that they actually eventually agreed to a settlement under which it was suspended after a period of only, like, two years.

      One final issue about cost-of-service treatment of capital in the context of an IRM is that it raises an issue of the appropriate X factor, because the X factors that we're talking about here are based on the assumption that capital spending is part of the productivity measurement.  In fact, it's one of the things that tends to slow productivity growth.

      If you think about it, if you're trying to get labour cost economies, one of the ways you do it is by spending more on capital.  So if you take that part out and then are looking at what partial factor productivity is of the other inputs, then that would be growing at a faster rate.  And we would have to go back to the drawing Board and think, Well, what type of a little fillip in the X factor would be appropriate, given that we're going to give a more cost-of-service treatment to the capital spending?

      Finally, I wanted to just make a few components to the issue of plan update provisions, and this is more for our third-generation PBR, just to get everyone thinking about it.  But I picked up on something in Dr. Yatchew's paper, where he discussed about how innovative update provisions can bolster long-run performance incentives.  We are also very interested in that at the Board.

      A problem, however, is that most of these approved mechanisms have worked in the context of a British-style 

IRM, and if you might recall from my earlier presentation, a British-style IRM is like a five-year forecasted rate case.  And they'll set an X factor for you that's based on what is agreed to be your budgets for O&M spending and capital spending over the next five years.

      Well, that then creates kind of a benchmark, and if you come in with less spending than was budgeted for you, then you can work out something where maybe you could keep some of that benefit for a five-year period, maybe keep some of the benefits from the last year of the mechanism for five years when they update the plan.  But we're probably not going be doing that kind of a British-style approach.  So what do you do in the context of an American approach? 


That, in fact, is one of the things that we're working on with the Board right now in our incentive power research.

      An example of a plan that we're looking at is where the initial rates for a future -- let's say that this is something that was set up in the third-generation plan.  And so the scheme would be something like this.

      The initial rates for the fourth-generation plan would be based 50 percent on a new rate case but 50 percent on a one-year extension of the old regulatory mechanism.  So it's only based 50 percent on your actual new costs.

      Well, that would be an example of a scheme that could potentially incent you to keep your costs low right through the end of the plan period.  And the results for this have been very promising so far.

     To give you an idea, the kind of performance enhancements which we could get from the addition of something like that to a five-year plan would be similar to the performance enhancements that you would get from going from a five-year plan to a ten-year plan.  So that's pretty promising.

      Not only that, but there's something about that mechanism where both the customer and the company benefit in roughly equal measure.  It's not that the benefits are particularly skewed to one class or the other.

      So just the point being that I think that Dr. Yatchew is right to be emphasizing this type of mechanism for the future.  It's less clear that it's something that we would want to integrate into a second-generation plan.

     I think that's it.

     MR. KAISER:  Thank you.  Dr. Lowry, under your proposal - and I assume it's your proposal - and maybe it's a Staff proposal, maybe there's a difference, but ... some 30 of these Ontario utilities will have an incentive regulation plan that only lasts a year.  What's the logic of that?


DR. LOWRY:  Well, the logic of it is that we want to move on to a more carefully thought-out third-generation plan, and we want to get these companies in for rate cases for various reasons.  

And the kinds of companies that I think are most in need of it is, first of all, if there was evidence that they were highly inefficient, we would want to get them on a road to a more efficient plan.  But, also, another example of the kind of company that might want to come in sooner than later is someone that really needs to get going on a major capital-spending program.


So I think that, you know, a case can be made that the last rate case wasn't good enough.  We need another rate case and a better thought-out mechanism that we're not going to get around to perfecting for a good year.


MR. KAISER:  But would you agree that a one‑year plan is not going to have any effect on their behaviour?


DR. LOWRY:  No.  But, like I say, I think that it's almost better to think of this second-generation mechanism as an attrition mechanism between rate cases.


MR. KAISER:  So, I mean ‑‑


DR. LOWRY:  Nothing wrong with that.


MR. KAISER:  Whether they were on an incentive regulation or not for one year wouldn't make any assistance, or would it? 


DR. LOWRY:  Well, you could always make the incentives worse by, say, adding an earnings-sharing mechanism where one wasn't needed; although, I will say that if an earnings‑sharing mechanism was done in lieu of Z factors, it could make some sense.  


But I think that, you know, what's intended here makes sense, because we're in a situation right now where, you know, a rate case is as much needed as getting on to a longer‑term plan.  We've been on a longer-term plan for a while.


MR. KAISER:  Right.  Leaving aside the necessity of bringing people in this rate case in stages - because there's 100 utilities, et cetera - would anyone in the United States propose a one-year or a two-year incentive plan?


DR. LOWRY:  Well, no.  No, they wouldn't.  I shouldn't say they wouldn't.  The question is:  Who might label something of only two years an incentive?  Actually, you do see it once in a while, and you certainly see three-year plans that are labelled that way.  But, no, a one-year plan is more like an attrition mechanism.  


And in that spirit, it actually hopefully is reducing the company's operating risk by giving them this inflation adjustment, even though there's just a year to go before they start into their rate case.


MR. KAISER:  But would it make any sense to structure your ‑‑ stage your rate cases for administrative reasons, as Staff is proposing, and simply take the time that's necessary to get the incentive scheme right for the right term, and put everyone on the incentive scheme at the same time?


DR. LOWRY:  Well, I think the idea is ‑‑


MR. KAISER:  Did you consider that?


DR. LOWRY:  I think the idea is that the incentive ‑‑ well, that by the time the first group is through their rate case, that they'll have an incentive scheme ready that's pretty workable.  But I like the idea of staggering the consideration of the companies.  Even in a State like California where there's only three big utilities, they stagger them.  There's only three utilities instead of a hundred, but they stagger them so that there's one coming in every year.


MR. KAISER:  And are they all on different incentive plans?


DR. LOWRY:  In that ‑‑ well, that's kind of changing, because California is kind of going back to an attrition type of a cycle of only, like, three years.  But, yes, effectively, they are varied.  One company likes a three‑year cycle.  


I notice that Pacific Gas and Electric just agreed to a settlement for four years.  And I know that my client, San Diego Gas and Electric, is asking for seven years right now, six or seven years, I think, if they can get it.  But that hasn't been settled.


MR. KAISER:  Mr. Shepherd?


MR. FOGWILL:  Mr. Kaiser, you were actually going to do the Staff presentation now.


MR. KAISER:  Oh, is there another presentation?


MR. FOGWILL:  Yes, the Staff's got a short piece that addresses the questions that were posed, and then people can ask questions, if any.


PRESENTATION BY MS. BRICKENDEN:

MS. BRICKENDEN:  Okay.  Can everyone hear me clearly?  I can't see if my little light is on.  I'll just lean forward into the mike.


Just briefly going to go over Staff's second-generation incentive plan proposed in the July 25th paper.  This presentation also does outline Staff's take on the series of questions that were issued by the Board to help guide this week's presentations and discussions.


Similar to my colleague earlier this week, I believe your responses to these questions were interesting to us, so I'd like to focus on the substance of Staff's paper.


We need to have a discussion.  We need to have a target.  So Staff will provide the target for the discussion.


Briefly, these objectives guided Staff's work on both the cost of capital and incentive regulation.  With regard to second generation, Staff aimed to provide predictability and certainty, as was previously discussed, during the Board's multi‑year rate plan as several rate‑related studies are carried out.


We also aim to more firmly re‑establish an incentive-regulation scheme where efficiency improvements can begin to happen and, in doing so, hopefully lay a foundation for future incentive regulation.  As such, in and of itself, this is a transitionary methodology that's being put forward.  

Next slide, please.


To those of you who have attended any of the EDA district meetings over the last couple of weeks, this slide will be familiar, but with one minor modification.  The highlighted elements, the price escalator, X factor, contingencies and earnings sharings, are the areas that Mark has just previously spoken to and provided us specific recommendations on. 


And I just want to point out that Staff agree and have adopted Dr. Lowry's recommendations in these areas.


Briefly, Staff is proposing a simple price cap form index comprised of four adjustment factors, and there are several other plan elements laid out in this table, but I'll focus on the four key adjustment factors first; those being the K factor, which is a unique element for the second-generation plan that Staff propose as an adjustment for changes to the cost of capital to smooth any rate and/or revenue impacts, and to help make distributors more indifferent to the timing of is it re-basing throughout the rate plan.


The second element, the price escalator, coincides with Dr. Lowry's recommendations, our proposed inflation proxy of Canada GDP-IPI for final domestic demand; the X factor, the adjustment to approximate input price and productivity differentials and a stretch factor, which we believe that 1 percent is appropriate for second generation; and, finally, a Z factor as contingency, albeit limited, is as laid out in Staff's paper for events outside the control of management.


The other plan parameters laid out on this screen include the base, form, term, consideration for earnings sharing, off-ramps, and service-quality requirements.


Very briefly, as outlined in the Board's April 27 letter announcing this initiative, a term of up to three years and the starting base of 2006 rates have been determined.


With regard to form, Staff believes, as I stated earlier, that a simple price cap is appropriate.  The Board has used the price cap form of index in both gas and electricity after extensive deliberations in separate proceedings.


With regards to earnings sharing, Staff is guided by the Board's conclusions in the Natural Gas Forum and, therefore, does not suggest an ESM for second generation.


With regard to off-ramps, given the varied and relatively short term of second generation, Staff does not see a need to provide for any pre‑defined off-ramp conditions.


And, finally, with regard to service quality, Staff is of the view that service-quality provisions are important to any incentive regulation regime and, therefore, recommends that the Board resume its service-quality regulation review and that the results of that consultation and review be put into the Distribution System Code, similar to what has been done on the gas side through the gas distribution access rule.
      Our discussion paper outlined a number of implementation matters, but there were three that I'd like to highlight this morning.

      The first deals with the proposed increase to Smart

Metering funding, where staff are recommending increases to the fixed distribution rates for Smart Meter funding:  One dollar for distributors already working with the Government to install toward the 800,000-meter target by the end of 2007, and for the remainder a .30 increase to that fixed rate.

      The second implementation matter deals with incremental conservation and demand management, or CDM, funding through rates, specifically for the period between

May-September of 2007, when the new Ontario Power Authority

LDC, CDM, conservation and funding model should be up and running.

      Staff believe that distributors should be able to apply for the Board for this incremental funding and, when they do, so reflect in their applications consideration of input from the OPA on the OPA's plans, processes, and CDM activities.

      Finally, the third implementation matter, and a very critical one, deals with how the proposed price index would be applied.  Staff are of the view that it should be applied uniformly, across all customer classes, and to both the monthly fixed rate and volumetric rate, including taxes.

      I don't propose to read through the remaining slides. 

Actually, Dr. Lowry touched upon many of the questions already.  So that concludes my presentation, and we're open to questions.


QUESTIONED BY THE BOARD:

     MS. CHAPLIN:  Thanks.  Actually, I do have a question for Dr. Lowry.  It's Cynthia Chaplin from the Board.

      You've explained that, in your view, earnings sharing diminishes incentive properties.  But I think you've basically also said that this second-generation mechanism is more of an attrition mechanism than a real incentive plan.

      Given that it's more like an attrition mechanism, would that be a reason to have an earnings sharing or not?

     DR. LOWRY:  I don't know how much risk -- if they have the Z factor, I don't know how much rink there is that there would be a feed for that.

     On top of it.

     I mean, I could see possibly have the earnings sharing as an alternative to the Z factor if Staff were of the view that there would be significant economies in the regulatory process from doing it.

      But I found that in some jurisdictions people haggle a lot over just the application of an earnings-sharing mechanism.  So it would be Staff's call as to whether they would consider one risk mitigation measure to be better than another.

      But I think in a sense, GDP-PI minus X, as long as the X isn't excessively high, is really an attempt to give risk mitigation during the attrition period.

     MS. CHAPLIN:  Right, I guess I was looking at it from the perspective that by and large the Z factor, I guess we can sort of presume, is particularly protecting the LDC, because if they have unexpected increases, they're quite likely to seek protection for those.  Is there a perspective that the earnings sharing is providing some comparable protection to ratepayers in the event the stretch factor is not high enough and, in fact, they are able to reduce their costs?  I'm just wondering your view on that.

     DR. LOWRY:  Well, I think our incentive power research is trying to address this point right now as to whether or not what the real benefits of the earnings sharing are to the customer, given that there is the weakened performance incentive.  So I guess I don't see that -- I don't currently see that as an appealing argument, what you're just suggesting.

     MS. CHAPLIN:  Thank you.

     MR. KAISER:  Thank you.  

Mr. Shepherd.

QUESTIONED BY MR. SHEPHERD:

     MR. SHEPHERD:  Thank you.

     Let me just follow up on that.  Dr. Lowry, when you're talking about earnings sharing, are you talking about symmetrical or asymmetrical earnings sharing?

     DR. LOWRY:  You're right that there could be both kinds.  I was thinking along the lines of symmetrical.  I know that in our work for the Board we've assumed a symmetrical mechanism.

     MR. SHEPHERD:  But the earnings sharing that

Ms. Chaplin was talking about would be typically asymmetrical.  The earnings sharing protects the ratepayers and the Z factor protects the shareholders.  You're familiar with that sort of structure?  


DR. LOWRY:  Well, I don't know how common that is, but I suppose it's a logical responsibility.

     MR. SHEPHERD:  All right.  Let me just follow up on Z factors, and this may be a question for Ms. Brickenden, but either of you.

      We obviously are concerned that the proposed Z factors look an awful lot like non-routine and unusual adjustments, which last year tended to hurt the ratepayers and didn't help the -- didn't help them very much.  And I guess I'm wondering whether you're seeing the concepts as similar or whether there are more restrictions on the Z factor concept than on the non-routine and unusual concept.

     DR. LOWRY:  I'm not sure what you mean by "the non-routine and unusual concept."  From the way you said it, that suggested that that's something they've done here in Ontario in the past, and I'm not familiar with that.

     MR. SHEPHERD:  And that's why, as I said, I think the question may be for Ms. Brickenden.

     MS. BRICKENDEN:  Without knowing the complete list of non-routine and unusual adjustments that you're referring to, I don't know if my answer will be helpful, Mr. Shepherd.  But my view is that anything that is clearly outside the control of management of the utility, if it is a freak ice storm or if it is an unannounced surprise change in policy, those, I believe, are valid for Z factor consideration. 

     MR. SHEPHERD:  Okay.  So in the non-routine and unusual rule for 2006, for example, utilities came in and did, in fact, come in and say:  We lost a major customer, so that affected our volume.  Please adjust our rates.  And they got that.  Would you say that that should be a Z factor?  

     MR. FOGWILL:  It's Alan Fogwill.  I guess the answer is:  It depends.  I think it would be situational in nature, and if the impact on the utility is significant enough, there may very well be a valid Z factor to consider.

     MR. SHEPHERD:  You're familiar with the materiality test that was used for 2006?

     MR. FOGWILL:  Yes.

     MR. SHEPHERD:  Would you propose a similar materiality factor for Z factors?

     MR. FOGWILL:  I think that's one option we would look at.  I don't think we're quite there yet in terms of what a materiality threshold would be, but it's definitely something we would consider.

     MR. SHEPHERD:  Then I guess the other question about that is for 2006 utilities did not have an option of reporting non-routine and unusual items.  They were required to do so.

     The point was:  So it would be symmetrical if they gained a big customer, if a plant suddenly was re-opened in their area; that should drive rates down, and they were required to report that as well.

      They didn't quite do that as much but that was the theory.

     Would you agree that there should be an obligation to report Z factors and seek an adjustment?

     MR. FOGWILL:  Again, I guess the answer depends.  And I think it's a valid point that we need to consider, whether it should be symmetrical.  But I agree, I mean, there are probably going to be some cases where there's going to be a need to require some information from the utilities.

     MR. SHEPHERD:  Dr. Lowry, as a matter of principle, if you're going to have a generic Z factor, if something really bad happens and it wasn't our fault, we can come and ask for an adjustment, is it appropriate to make that symmetrical and have an obligation to report the good stuff too?

     DR. LOWRY:  Well, I think you could make some case for that in view of the fact that there is an asymmetric information problem, that it could be hard for other parties to know the good news.  I've never heard this enunciated as a principle for rate-making.  I know that where Z factors are used, that there's generally understanding that the consumer interests can push for positive Z factor adjustments -- or, should I say, negative Z factor adjustments when there's good news.


But as for the principle of whether they should be obliged to, I guess that that's not unreasonable, would be my first reaction.


MR. SHEPHERD:  And then just one other thing on Z factors.  One of the problems with a generic Z factor is higher regulatory costs; right?  The bigger you make the envelope, the more your regulatory costs; right?


DR. LOWRY:  Yes.


MR. SHEPHERD:  And so if you have a very narrowly-defined Z factor, that increases the risk to the utility, but it also decreases everybody's regulatory costs; right?


DR. LOWRY:  Yes.


MR. SHEPHERD:  Is there ‑‑


DR. LOWRY:  In fact, when people get to talking about Z factors, just as we are here, and you say, Well, what about the positive adjustments and the negative adjustments?  You can see why they start to narrow the eligible adjustments, because they start to think about the nightmare of extended deliberations over small amounts of money.


MR. SHEPHERD:  Has there been any theoretical or scientific work done on the balancing of those regulatory costs against the risk mitigation associated with a broader Z factor?


DR. LOWRY:  No.


MR. SHEPHERD:  No?


DR. LOWRY:  But I will point out, when you were talking about regulatory costs, that if we were to combine an asymmetric earnings sharing mechanism with a positive Z factor, that's the worst of all worlds, in terms of regulatory costs, because then everybody has to fret about their earnings every year on top of the fact that some will be streaming in with their Z factor.


MR. SHEPHERD:  The closer you get to Z factors and earnings sharings and those sorts of adjustments to total fairness, the closer you get to cost of service, right, from a regulatory point of view?


DR. LOWRY:  I guess you could say that, if by fairness you mean eliminating all windfall gains.


MR. SHEPHERD:  Let me turn to ‑‑ you were talking about -- when you were talking about the productivity factor and how it interacts with GDPPI, one of the things you said was that this 0.77 percent sort of anticipated annual rate increase seemed reasonable to you.  


I guess from a ratepayer point of view, you might ask the question:  What have the rate increases been for the last five years?  Have you looked at that?


DR. LOWRY:  Well, there haven't been many, as I understand it.  Over the last five years, there haven't been many; isn't that right?


MR. SHEPHERD:  You don't think distribution rates have increased over the last five years?


DR. LOWRY:  Well, there was one rate case.  Other than that, it was a freeze, as I understand it.


MR. SHEPHERD:  Okay.  Ms. Brickenden, do you agree that there have been no rate increases over the last five years?  My clients think that rates are a lot higher than they used to be.


MS. BRICKENDEN:  Yes, distribution rates have increased over the last five years.  Doing the math in my head here, there was the adjustment in 2002 with the IPI.  There was no activity then until, I believe - and, Allan, please correct me if I am wrong - until 2005.  That was an increase mandated by the Minister, and the 2006 adjustments.  Not all were increases, however, in 2006.


MR. SHEPHERD:  Is it fair to say that the average over the province is in the order of 30 percent over the last five years?


MS. BRICKENDEN:  I don't know, Jay.


MR. SHEPHERD:  Is that something ‑‑ like, it would be useful information to have if we're talking about what the rate increases are going to be in the next few years; right?


DR. LOWRY:  Well, I'm not sure it is, because keep in mind we've gone through a transition period and it's been quite significant over the last five years.  I'm not sure if the increases that we've seen in the last five have any learnings for us for the next five.


MR. SHEPHERD:  So you don't think the ratepayer impact, even the ratepayer impact, is relevant?


DR. LOWRY:  In terms of how much that rate impact will be going forward?


MR. SHEPHERD:  Yes.


DR. LOWRY:  As opposed to what was in the past?


MR. SHEPHERD:  Yes.


DR. LOWRY:  I can't see how taking the rate impact in the past is going to tell you anything about the rate impact in the future.


MR. SHEPHERD:  So if a ratepayer's had a 20 percent rate increase last year, you don't think that influences ‑‑ should influence the Board's decision on what the rate increase should be this year?


DR. LOWRY:  No.


MR. SHEPHERD:  Okay.  We'll agree to disagree on that.


MR. KAISER:  Can I ask you a question on that, Mr. Fogwill?


Is it relevant, in considering this from a ratepayer perspective, whether they would see, likely see, higher rate increases on an incentive scheme than they saw on a cost‑of‑service scheme over the past five years?  Is that relevant?


DR. LOWRY:  No, I don't think it is.  Again, I go back to the point is we've gone through some significant restructuring in the last five years.  Regulatory assets have now come into the rates.  I would consider the rate impacts over the last five years to be quite atypical and not indicative at all of the rate impacts going forward.


MR. KAISER:  Is there any problem of putting the accurate information on the record?


DR. LOWRY:  Not at all.


MR. SHEPHERD:  I want to ask a few questions - I think these are of you, Dr. Lowry - about X factors.


Let me just start with:  The X factors are presumably different if you have a stable, mature distribution industry than if you have one in transition; is that right?


DR. LOWRY:  That the X factors would be different?


MR. SHEPHERD:  Yes.


DR. LOWRY:  Yes.


MR. SHEPHERD:  And which way would they go, generally speaking?


DR. LOWRY:  Well, that depends on the nature of the change.


MR. SHEPHERD:  Well, so, for example, in the United States you have areas in which the distribution industry has been relatively stable and for a period of time, and each time you go in for incentive regulation, it's same old, same old, right, more than in Ontario?


DR. LOWRY:  Well, the United States has gone through a lot of retail competition restructuring in the last seven years, but it is -- so I'm not sure how much more stable.  Maybe it's somewhat more.


MR. SHEPHERD:  Okay.  Whereas, in Ontario, we have entities that were essentially unregulated.  I mean, that's probably not completely fair, but not regulated in the conventional sense until a few years ago, and then not closely regulated until very recently.


Would that suggest to you that productivity gains available in Ontario are higher right now, or lower?


DR. LOWRY:  Well, I mentioned this in my presentation that, yes, the fact that many were public enterprises that for years were not subject to cost ‑‑ the kind of cost reviews they will be now might speak to the possibility of rapid productivity growth.


On the other hand, the companies have gone for years at a time without really getting cost adjustments in the last few years, and so -- without having rates that track their costs, I should say.  And so that would argue in the other direction.


Then, too, there's this ‑‑ this interesting issue of whether a municipal utility or other publicly-owned utility doesn't have an incentive for cost containment.  That's different from in the private sector, just from the fact that they're going to live with severe budget constraints all the time as just a way of life in any kind of government enterprise, and one wonders if that doesn't encourage some cost‑savvy behaviour, because there's just never enough money.


MR. SHEPHERD:  So that would suggest, then, that a productivity factor in Ontario, you might want to have something slightly lower than private sector averages?


DR. LOWRY:  Well, where you come out on balance, I just don't know.  I don't know.  I don't have enough evidence to say one way or the other yet.  But I think it's going to be interesting.  When we start to gather some data, we probably will at some point look at productivity trends in the industry, and we'll have better information on benchmarking and we'll see how the publicly-held utilities compare --


MR. SHEPHERD:  Okay.


DR. LOWRY:  -- in the various communities, for example.


MR. SHEPHERD:  Can you put up your slide 8, please?  I'm just doing this to give Mr. Ritchie a challenge.


This is Dr. Lowry's presentation.


MR. RITCHIE:  Yes, I know. 
     MR. SHEPHERD:  Okay.  So you have some information on productivity that you've seen from reviewing the data; right?  This is observed productivity.  This is not decisions of regulators; right?  This is observed productivity in the industry?

     DR. LOWRY:  No.  The two that have the little yellow bullets were decisions by regulators on the basis of the evidence, where they effectively acknowledged or agreed with a study.

    MR. SHEPHERD:  So this .92 is the regulator's decision or it's the study's conclusion?

     DR. LOWRY:  Well, I've prepared a study -- in this case, it was on behalf of San Diego Gas and Electric.  In California, they have -- the Staff typically tries to replicate productivity studies.  It's something that's required under California regulation going many years back.  And so they have a person who does this.

      And so he replicated the number.  And then the ultimate X factor of a price cap plan was based on this number plus a stretch factor.

     MR. SHEPHERD:  And so the .92 is the productivity component?

     DR. LOWRY:  In this case, yes.

     MR. SHEPHERD:  And this was derived from observed productivity?

     DR. LOWRY:  Mm-hm.

     MR. SHEPHERD:  Okay.  So observed productivity in utilities is driven heavily by the regulatory regime; right?

     DR. LOWRY:  Yes.

     MR. SHEPHERD:  If you're in cost of service, your productivity numbers will be lower; if you're in IR, typically your productivity numbers will be better; right?

     DR. LOWRY:  Right, but it gets a little bit more nuanced under that because even in cost-of-service regulation, you go through periods where you get people coming in for rate cases all the time, and then there are periods when staying out of rate cases because of favourable business conditions.

     MR. SHEPHERD:  I guess what I'm looking for here is do you have any data on what sort of productivity is achieved by utilities that are under IR regimes, as opposed to the marketplace as a whole?

     DR. LOWRY:  In terms of empirical research, one of the things that we're doing with our incentive power research right now is, based on reasonable assumptions, what kind of acceleration in productivity can be expected, and then that gives you an idea of what the stretch factor should be. 

That's all sort of based on empirical assumptions.  

However, you're talking about an empirical study.  No, I don’t know of any study on that.  I’d love to do one myself.  I’d probably be the person who would be asked to do it.  So I'm pretty sure there's probably never been a study like that.

     MR. SHEPHERD:  Okay.  One of the things you've said is that the X factor should be the same for all.  And I take it what you said is it's really, in theory, unfair to give everybody the same X factor, but you can't measure the relative going-in efficiency of the utility, so you have no fair way of differentiating; is that right?

     DR. LOWRY:  We haven't measured it.  I don’t know that it’s impossible.  We might be able to get some better idea of that with better benchmarking, but we haven't gotten to that yet.

     MR. SHEPHERD:  And what you have to do to get that right is you don't benchmark their -- you compare their cost structures, right, to see what are the legitimate differences between them?

     DR. LOWRY:  Yes, that's exactly right.

     MR. SHEPHERD:  And then you identify the areas where they have differences that are not legitimate, and those are presumably inefficiencies.

     DR. LOWRY:  Exactly right.

     MR. SHEPHERD:  As a general rule, if utilities' prices are significantly higher than neighbouring utilities' prices, it's likely they're more inefficient?

     DR. LOWRY:  Well ... not necessarily, because they may have miscellaneous cost challenges that make their unit cost higher.

     MR. SHEPHERD:  If you look at --

     DR. LOWRY:  Like, downtown Toronto is a lot more expensive to serve than suburban London.

     MR. SHEPHERD:  If you were told that the two most expensive utilities in the province were the most urban and the most rural, would you say that was surprising?

     DR. LOWRY:  Not necessarily, because they could both involve special operating challenges.

     MR. SHEPHERD:  But then couldn't every utility say, Well, we have a special operating challenge; we should be expensive?

     DR. LOWRY:  They certainly could say that, and many probably will.  But, I mean, you have to substantiate that. 

My research over the years has shown that very rural utilities and very urban utilities do, indeed, have special challenges.

     MR. SHEPHERD:  Have you looked at what the impact is of what the sensitivity factor is on the X factor, how many dollars it means?

     DR. LOWRY:  Not recently.

     MR. SHEPHERD:  Our calculations are that for every one-tenth of 1 percent on the X factor, that's about $100 million over the next three years to the ratepayers.  Does that sound about right to you?

     DR. LOWRY:  For the province as a whole?

     MR. SHEPHERD:  Yes.

     DR. LOWRY:  Could very well be.

     MR. SHEPHERD:  Is that something that Board Staff could find out for us, what the sensitivity is on

X factor?

     MR. FOGWILL:  Yes.

     MR. SHEPHERD:  I think that would be useful information.

     One of the problems with incentive regulation plans is that any incentive regulation plan, no matter how you design it, will tend to incent delaying expenditures until the next cost-of-service, whether they're cap-ex or operating expenses; right?

     DR. LOWRY:  Doesn't have to be that way.  And that's one of the things we're working on.

     MR. SHEPHERD:  So you can design an incentive-regulation system that incents spending during IR?

     DR. LOWRY:  Yes.

     MR. SHEPHERD:  Can you just help us with that, because that doesn't sound intuitive; right?  

     DR. LOWRY:  I just think that when working on regulatory systems that are trying to incent long-term performance gains, that potentially would involve spending during the plan, and I can tell you from experience that utilities do vary about this.  Some utilities seem to engage in the delaying strategy, and others don't.  For whatever reason, I've known utilities to do a fair bit of spending.

      My client San Diego Gas and Electric is an example of that.  They had one of the worst -- we just did this study that measured the productivity growth of 85 or 90 U.S. electric utilities, and my client, which under PBR had one of the worst performances, which was specifically significantly negative productivity growth, and that's because they had come to the conclusion that they just had to make some capital spending to improve their quality.  And they did it during the plan.

     MR. FOGWILL:  Mr. Shepherd, I'd just like to add to that.

     I just want to point out that there is a service-quality requirement component to the proposal.

     MR. SHEPHERD:  Well, that's actually what I was going for, Mr. Fogwill, so it's good that you brought it up.

      Intuitively, it appears that the better way to manage prudency issues like are they spending enough on capital

is directly, rather than through the design of the IR system.  Isn't that right?

     DR. LOWRY:  I would say that when you have a hundred utilities under your jurisdiction, that would not be intuitive.

     MR. SHEPHERD:  No?

     DR. LOWRY:  I mean, you want to find a system that you would be driven to find incentive systems that streamline regulation, particularly if it could come up with an equal or better outcome than conscientious cost-of-service regulation.

     MR. SHEPHERD:  Well, no, I wasn't thinking of cost of service, though.  I was thinking of SQI's, for example, service-quality indicators, as a more direct way of measuring the quality of the service, as opposed to the cost of the service.  You can regulate them separately; right?

     DR. LOWRY:  Well, I think that's the Board's intention.  They're moving in that direction.

     MR. SHEPHERD:  And I'm asking you:  Is that a better way to do it than trying to design the IR system to that it --

     DR. LOWRY:  Well, I think you're looking for both.  I mean, you can't -- nothing I said was intended to suggest that due attention to service quality isn't part of the package.  I think it's absolutely vital that there be some type of -- that there be strong emphasis on that, that the

Board be very clear about how important it is in the overall scheme of things.

     MR. SHEPHERD:  This is a question for Board Staff. 
One of ‑‑ in your factors for ‑‑ your proposed factors for selecting the cohorts or the tranches, whatever you want to call them, size isn't one of them.  Is it reasonable to consider bringing in the bigger utilities in the first go‑around so that you have as quick an impact toward cost of service as possible for as many ratepayers as possible?


MR. FOGWILL:  That's going to be one of the considerations, and we've already received a letter from Toronto Hydro that has already asked to be in the 2008 group.


MR. SHEPHERD:  Okay.


MR. FOGWILL:  So they're likely to be in that group.


MR. SHEPHERD:  Excellent.


And the other thing for Board Staff is your original proposal was a common X factor.  And we've sort of seen in the submissions there seems to be a general consensus that everybody on all sides agree that individual ‑‑ sorry, K factor ‑‑ that individual K factors make more sense.


And I'm wondering whether you've rethought whether the K factor should be calculated for individual utilities, rather than across the board?


MR. FOGWILL:  We're not there yet.  I mean, we're taking into consideration all the comments we have received, but this Technical Conference is one place where we want to hear more of that and get more information about how we should proceed.


So it's still an open question.


MR. SHEPHERD:  Okay.  And my last question is for Dr. Lowry.  In the submissions of Thunder Bay Hydro, they express a concern that if you have a fixed productivity factor that applies to everybody, that LDCs with negative load growth are negatively affected by that.  That hurts them, because it's so hard for them to achieve that X factor.


Is their concern a legitimate one?


DR. LOWRY:  I think so.  I was concerned when I read that.


MR. SHEPHERD:  Are there ways of adjusting your X factor so that it adjusts with load growth, because load growth is a clear factor in your ability to get productivity; right?


DR. LOWRY:  There are ways to customize X factors that go beyond the issue of operating efficiency, yes.  The only question was:  Was the Board comfortable doing that in a second-generation plan?  So I would say there might be some way to deal with that.


MR. SHEPHERD:  But the only reason you haven't proposed it is because it's such a short period, it's not worth doing?


DR. LOWRY:  Well, also the fact that, I mean, some consideration should be paid to a mechanism that's fair for the province as a whole.  I mean, maybe a few utilities would benefit.  They would be lucky.  That X factor is a little low for them, and others would be a little bit unlucky, but for the province as a whole, it would be fair.  I mean, I don't think that's an irrelevant consideration.


MR. SHEPHERD:  Okay.  That raises an interesting question, because all of the things we're talking about this week are all about setting a set of rules for everybody, right, and a lot of the issues revolve around variability between the various regulated entities?


I guess it would appear to me that at least to the extent that you can make your rule more directly applicable to each regulated entity, you should; isn't that right?


DR. LOWRY:  Yes, all else equal.


MR. SHEPHERD:  Those are my questions.


MR. FOGWILL:  Can I just respond to that, as well?  And my response, carrying on from Dr. Lowry, is all else is not equal.


We have over 90 utilities that we have to deal with.  At some point, we all have to recognize the practical limitations we've got with regulating this many number of utilities.


MR. SHEPHERD:  It's true, though, Mr. Fogwill, that ‑‑ let's say you had a formula that said your X factor was from 0.5 to 1.5 and it was a function of your growth in the last three years.  Not hard to calculate; right?  Somebody sits down for a day with the spreadsheets and you've got everybody's X factor.  That doesn't complicate your regulatory process, does it?


MR. FOGWILL:  Of course it does, because then they'll be filing evidence on that matter, and that evidence will have to be tested, and, therefore, we have 90 proceedings.


MR. SHEPHERD:  Why would you need evidence on that?


MR. FOGWILL:  Because it would be information that would be going into an adjustment for rates, new information that hasn't been already provided.


MR. SHEPHERD:  That information is already on the record, isn't it?  The growth factors are already on the record.  You have all that data, as to what their growth factors are?


MR. FOGWILL:  So you're saying just use the material that they've already provided, nothing new?


MR. SHEPHERD:  Wouldn't that be one way of adjusting for Thunder Bay's problem?


DR. LOWRY:  It might be.


MR. FOGWILL:  It might be.


DR. LOWRY:  I might just say ‑‑ make one comment there about the competitive market paradigm, which, as many feel, is sort of what regulation is trying to simulate.  And in competitive markets, there are -- you know, there's a little bit of luck in how individual companies go through time.  


I was just over at a wedding in central Iowa last weekend, and to go across the state, in some counties the corn looks good; other counties, there was some hail damage.  They didn't catch that big thunder storm, and so on.  And so, you know, some utilities are a little bit luckier and some are a little bit less lucky.  It's a normal part of the competitive process for there not to be complete control for windfall gains and losses.


Ideally, if there's no regulatory cost associated with it, it would be nice to make some adjustments.  In this case, it's possible that there might be.  But I'm just saying that if the goal of the Ontario Energy Board is to simulate competition, and you're looking at 90 utilities, then maybe they could accept a little bit of windfall gains and losses for the individual utilities.


MR. KAISER:  Yes, sir.


MR. McLORG:  Mr. Kaiser, Colin McLorg for Toronto Hydro.  I note on the transcript I was improperly attributed to Ontario Hydro yesterday, and I don't expect a pay cheque for them.


But I wonder if I might just ask a very brief clarifying question that might assist the record in this proceeding, and that is, to Dr. Lowry and Board Staff, whether you might be able to tell us specifically what your output measure is when you're talking about productivity.


DR. LOWRY:  Well, that depends upon the application, kind of an arcane matter.  But if you have a revenue ‑‑ if you're trying to develop a revenue cap plan, you're going to have a different measure of output than you would if it's a price cap plan.


For a price cap plan, the weights are more how output growth affects revenue.  And if you're looking at a revenue cap plan, you're trying to use an index that basically adjusts the revenue requirement automatically, so then the output weights are going to be more how output growth affects cost.


MR. McLORG:  Well, Dr. Lowry, may I rephrase and just ask:  What is it that you're considering output to be?  Is it kilowatt hours per customer or kilowatts, or what exactly is the output?


DR. LOWRY:  Well, output is multi‑dimensional, and relevant measures include, for example, the number of customers served and the delivery volume.  In theory, that peak demand would also be relevant, if you had data for that.


MR. McLORG:  Okay, thank you.


MR. KAISER:  Thank you.  

Who is next?  Mr. Buonaguro?


MR. BUONAGURO:  Mr. Harper will be asking questions on behalf of VECC.


MR. KAISER:  Thank you.


QUESTIONED BY MR. HARPER:

MR. HARPER:  Thank you.  And, actually, I'll be short, because I think Ms. Chaplin and Mr. Shepherd have winnowed my list down to one issue, actually.  And it has to do with -- it's directed to Dr. Lowry, and I think you indicated you were familiar with B.C.'s incentive regulatory environment and you'd looked at the schemes that were in place there with respect to capital expenditure adjustment.


And I just want to make sure we understood those schemes a little bit more fully, and I think you indicated the capital expenditures there, there was the adjustment, but it was subject to a separate review process, I think is what you said?


DR. LOWRY:  Well, it kind of gets complicated.


There's several kinds of capital expenditures, as the B.C. Commission looks at it.  And, for example, your replacement capital expenditures or more routinized capital expenditures.  They might be subject to some sort of an incentive mechanism, but then major plant additions would be subject to a separate CPCN proceedings.  


And they interpret that rather generously and liberally in British Columbia, so that a lot of the cap-ex actually goes through that type of a -- is exempted from the PBR plan.

     MR. HARPER:  And those CPN proceedings, they would be, like full proceeding, be intervenors, discovery, argument, the whole process?

     DR. LOWRY:  Yes, I believe so.  Not many of them are. 

The bigger ones.

     MR. HARPER:  And are you familiar enough with the Fortis B.C. plan to tell us more about how the capital adjustments are made there every year?

     DR. LOWRY:  The latest Fortis B.C. plan, I haven't looked at very closely.

     MR. HARPER:  Okay, well, maybe we can proceed, then, with Mr. Todd, because I believe he mentioned that in his presentation.

     DR. LOWRY:  I mean, the new one, there's the old West

Kootenay Power plan, but the new –- the latest one, I haven't looked at as closely.

     MR. HARPER:  Okay.  No, then that's all.  I'll proceed with the balance of the questions to Mr. Todd.  Thank you very much.

     MR. KAISER:  Ms. Girvan, any questions?

QUESTIONED BY MS. GIRVAN:

     MS. GIRVAN:  Yes, just a couple.  Julie Girvan with the Consumers' Council of Canada.

      The first question is really a follow-up on the discussion with respect to earnings sharing, and this is for Mr. Lowry.

      Would you agree that earnings sharing can be seen as a ratepayer protection mechanism?

     DR. LOWRY:  It's often touted that way.

     MS. GIRVAN:  Okay.  And would you agree that it might be appropriate in the context where the regulator might not be convinced that the base is right?

     DR. LOWRY:  Yes.

     MS. GIRVAN:  Okay.  Thanks.

     DR. LOWRY:  Or that the X factor is right.

     MS. GIRVAN:  That's right.  Okay.  Thank you.

     And, then, just a quick question, just trying to understand what you've drawn from this.  On your slide 7 ... maybe we could pull that up.

      Yes.  Just to put this into context, I think you said that normally with utilities, typically in the gas industry, there is a real issue with use per customer going down.  And I think you said that that's not typically the case with electric utilities.  But then you've got a statement that "output growth in Ontario is slowed by CDM."  And I guess I'm looking for whether or not, and this is really just from your perspective, an intuitive observation or if it's something you've got evidence on, and how that impacts your analysis, that statement.

     DR. LOWRY:  Well, no, I haven't looked at the actual evidence, but my impression is that they're fairly serious about CDM in this province, and if they are, then it would make a difference on this volume per customer growth, and might result in a somewhat lower X factor.

     MS. GIRVAN:  And have you reflected that in your analysis?

     DR. LOWRY:  Well, as you know, we haven't done any

Ontario-specific work yet.

     MS. GIRVAN:  Okay.  You haven't.  Thank you.

     MR. KAISER:  Thank you.  Who's next?  Ms. Frank?

     Mr. Stephenson?


QUESTIONED BY MR. STEPHENSON:

     MR. STEPHENSON:  Thank you, Mr. Kaiser, and thank you,

Ms. Frank.  My name is Richard Stephenson.  I'm counsel for the Power Workers' Union, and most of my questions are directed towards you, Dr. Lowry.  If I could -- and I'm going to deal with, I think almost exclusively, with the service-quality issue.

      Dr. Lowry, I'm looking at your paper, which was the first paper that you provided in this matter from June 13 of '06.  I'm not sure you need to turn it up, but obviously you remember preparing that and filing that back in June.  Fair?

      I guess in this service-quality issue, you spend --it's at pages 65-73 of the report, and I take it that the purpose of that section of your report was to provide a description of what the service-quality issue is and the theoretical justification for incorporating service-quality measures into an incentive regulation scheme.  Do I have that basically right?

     DR. LOWRY:  Yes.

     MR. STEPHENSON:  Okay.  And at the first paragraph of the section on service quality, the very first paragraph at page 65, you say the following, and it's setting up the issue.  You say:  

"The attainment of appropriate service-quality standards is a critically important consideration in PBR plan design.  Utilities can often save money by trimming maintenance expenditures and capital investments that affect quality.  The threat of lost business is weaker for utilities than for other businesses where the product quality is a vehicle for competition.  In many cases, the local utility is a monopoly provider and stands to lose fewer sales than a competitive firm if service quality is off the mark.  Regulation may also deny the utility the flexibility it needs to offer different price quality mixes."

And am I right that that opening paragraph essentially summarizes why this is an issue that needs to be addressed in the context of a PBR plan discussion?

     DR. LOWRY:  Well, it's a lot of it.  I'm not sure I mentioned there that power distribution quality is particularly important to a modern economy, but if I throw that in --

     MR. STEPHENSON:  I mean, fair enough.  I'm sure there are many other justifications, but these are the main ones you've highlighted.

     And as I understand it, you are a fan of economic incentives to have LDCs engage in the behaviour that is perceived to be important; for example, achieving efficiency.  That's the reason why we have these economic incentives.  And I take it you recognize their value and you are an advocate of that?

     DR. LOWRY:  Mm-hm.  Yes.

     MR. STEPHENSON:  Okay.  But your discussion in your service-quality section of this paper, I take it, is a reflection of two things, it seems to me.

      Number one is that sometimes the economic incentives embedded in efficiency gains can have an unintended negative effect on service quality.  That's one of the points you make?

     DR. LOWRY:  Yes.

     MR. STEPHENSON:  Okay.  And the second point, as I understood it, was that it is at least theoretically possible to establish a scheme, a scheme of economic incentives that essentially attempt to offset the perhaps negative incentive on service quality that the efficiency incentives would otherwise impose.  Is that fair?

     DR. LOWRY:  Yes.

     MR. STEPHENSON:  Okay.  Now, to be fair to you, and you also say at the end of the section of this paper that economic incentives with respect to service quality may not be the only means of safeguarding appropriate service-quality standards and that sometimes a prescriptive approach can work as well.  I take it that's fair?

     DR. LOWRY:  Well, I mean, almost anything you do to get a utility to maintain its quality is in some sense economic, because it's always backed by the threat of economic sanctions, really, unless it's a state enterprise.  But --

     MR. STEPHENSON:  Fair enough; economic sanctions, but it's somewhat less direct, the economic incentive.

     DR. LOWRY:  Yes.  Fair enough.

     MR. STEPHENSON:  And is that fair to say the views that you expressed in your paper on the service-quality issue, these are not -- I mean, this is a pretty fair mainstream assessment of these issues?  You're not an outlier amongst your colleagues on this issue?

     DR. LOWRY:  No, I don't think so.

     MR. STEPHENSON:  Now, in terms of a penalty and reward scheme that you talk about in terms of attempting to maintain appropriate service-quality measures, you identify some of the challenges that are associated with developing an appropriate scheme.  And as I essentially understood it, those are largely data challenges that the lack of a sufficient information base upon which to come up with a scheme that is likely to do what you want to achieve?

     DR. LOWRY:  Well, there certainly is a -- the data has certainly been a problem in the past, in developing good quality-incentive mechanisms, but just even research based on the data hasn't been done, really, either to ... there has been much, much less attention to this issue in the design of these plans than there is attention to the X factor issue, so -- which is unfortunate, because, I mean, we don't even know ‑‑ we don't even know what would be an optimal quality standard.  I mean, maybe quality should be higher. 


That's a complex issue that balances the value of it against the cost, but so little is known about that whole relationship that -- kind of flying blind.


MR. STEPHENSON:  Right.  And would it be fair to say that regardless of what the Board ultimately decides to do about this issue in the context of this second-generation IRM, in terms of a third-generation IRM, would it be fair to say that you would recommend that appropriate care be devoted to this issue?  That's a fair recommendation, under any circumstances?


DR. LOWRY:  Oh, I think there should be care to it even in the second generation, but from what I've seen, I think the Board has shown a keen interest in it and they have a very serious monitoring plan envisioned.  I think they would be very disappointed to see deterioration in quality, so maybe that care has already started.


MR. STEPHENSON:  All right.  I just wanted to turn next to your ‑‑ you did a PowerPoint presentation a week later, on June the 20th, and you deal with this issue at slide number 60.  It's not necessary to turn, at this time, up.  


And, interestingly, you say the very point you just made, which is that: 

"Quality provisions rarely receive the attention paid to the price provisions in PBR plans." 


And the interesting thing I noted was that out of your 67 slides, you have got two that deal with service quality.  And I was just wondering whether or not that's a ‑‑ are you simply falling into the same trap that everybody else is, or is there some other reason why there is such little attention paid to this issue in your own presentation?


DR. LOWRY:  It's because the Board did not envision developing, let's say, a formal incentive mechanism for quality in the second-generation plan, so why get into the gory details in that particular proceeding?


MR. STEPHENSON:  Okay.  So was that an intervening event, in effect, in between the 13th and the 20th?


DR. LOWRY:  No.


MR. STEPHENSON:  Okay.  So in your original, you were dealing with more on a theoretical basis, and on the 20th you're dealing with it in terms of more as an actual proposal?


DR. LOWRY:  No.  The original paper was intended to go beyond strictly supporting what's needed for the second-generation plan to kind of create a common knowledge base here in the province for talking about PBR, not that people aren't already pretty darned sophisticated.  


So that's why there was more attention to that, and, indeed, to issues like marketing flexibility that aren't that important in the context of power distribution.  It's just this hope to create a -- encourage a common knowledge base and elevate the general level of sophistication.


MR. STEPHENSON:  Okay.


Now, just turning for a moment to the Board Staff's presentation here, I just note at their third slide, the third bullet point in terms of the guiding objectives they set out for the whole project is: 

"To promote economic efficiency by providing appropriate pricing signals and a system of incentives for distributors to maintain appropriate level of reliability and quality of service." 


And in terms of incentives for distributors to maintain appropriate level of reliability and quality of service, would you agree with me that there's certainly nothing in the proposal that does that on an economic basis in the sense of a system of rewards and penalties?


DR. LOWRY:  No, but this is a ‑‑ you have to try to remember that the plan envisioned is rather short and the companies might very well of their own accord be spending more money in the last year to help substantiate their rate case.


I mean, in a five‑year plan, if you worry about hacking the costs, I mean, it's more likely to occur in the first three years if a company was unfortunately to do that.  They're more likely to do that in the first three years, and then they kind of get back to that maintenance activity towards the end of this period.


So, in a sense, you know, most of the years of this envisioned mechanism is the end of the period.  So that, plus the clear interest of the Board in the quality and the careful monitoring of the quality, might very well be enough to keep this from being a worry during those ‑‑ this three‑year period.


MR. STEPHENSON:  I guess the issue ‑‑ I take it that you are of the view that a system of economic incentives - that is, rewards and penalties - with respect to service quality is of sufficient merit theoretically, at least, that you believe it warrants very serious examination in terms of its ultimate implementation; is that fair?


DR. LOWRY:  In a longer-term plan, yes; but in this case, I haven't thought to counsel the Board at all that they're doing anything improper.


MR. STEPHENSON:  And fair enough.  And my question then is:  If we look ahead to the next, the third generation, you know, what comfort can we have that the situation is going to be any better, then, in the sense of being in a position to credibly assess and potentially implement such a system the next go‑around?


DR. LOWRY:  I'm not really the person to answer that particular question.  I agree with you that it's an important issue.  The Board sets ‑‑ but the actual plan for third-generation PBR has not been developed yet.


MR. STEPHENSON:  Right.  Well, let me ask you this, perhaps:  If somebody asked you to do a task, which was, Tell us what we need to do between now and the development of third-generation PBR to have in place the appropriate, (a), data and, (b), analytical tools, or whatever else you need, in order to realistically assess and, if deemed advisable, implement such a plan, are you in such a position to the kind of person able to come up with the work plan of what needs to be done?


DR. LOWRY:  I could certainly provide competent advice on that, yes.


MR. STEPHENSON:  And assuming that we are back here dealing with third-generation PBR ‑ I've forgotten what the time table is, 18 months from now or something like that, I think the answer is - I mean, is that a realistic program of work?


DR. LOWRY:  Yes.  You know, I would point out, too, that the Board is no slacker when it comes to collecting quality data.  They're a leader in that area.  So at least that data may not be perfect in terms of its standardization, but there's already a lot of data that's available for analysis.


MR. STEPHENSON:  For what it's worth, just to give you some perspective, my client was a promoter of this idea back at the time of the first-generation PBR, which is about six years ago, and the response at the time was, It can't be done, because we don't have data.


So we're back here six years later asking why it can't be done.  And, again, I sense I'm going to get the same answer.


Let me just raise with you one other issue, which is, if the Board considered that more data from the LDCs was required in order to effectively assess and implement a scheme of penalties and rewards, would the requirement for the submission of ‑‑ collection and submission of that data be somehow tied up with your second-generation PBR plan?  


And what I mean by that is, in order to incentivize the LDCs to actually go to the time, trouble, and expense of collecting and submitting the data, would it be possible to implement ‑‑ you know, to have a factor in the formula that provides them with a economic incentive to actually do that and an economic penalty if they don't? 
     DR. LOWRY:  I'm sure you realize that there is a reporting system we have in place for the electric utilities, the RRR reporting?

     MR. STEPHENSON:  I understand that entirely.  But I expect that people will say that that data is inadequate to do -- and if they don't say that, if everybody's content that the amount of data you're getting through that process is perfectly adequate for you to design a system, then my question goes away.  But I fear that there's going to be an issue about the adequacy of that data.

     DR. LOWRY:  And that's a fair concern.  And we're trying to address the concern.  But I think your question was:  How do we get the utilities to provide the data? 

And we already have a tool in order to do that.  And we can expand or contract the requirements of data reporting as needed as we go along.  And this will be one of those elements where we may expand the reporting requirements.

     MR. STEPHENSON:  I understand that.  My point was more framed in terms of the economic incentives, and sometimes  -- what we're exploring here is using economic incentives to get the LDCs to do things that we think are good.

     DR. LOWRY:  But right now we don't provide those economic incentives, and we require them to provide the data.

     MR. STEPHENSON:  I understand that.  My --

     DR. LOWRY:  So why would we give them an economic incentive for something we can already get from them as a result of a licence condition?

     MR. STEPHENSON:  My question was -- is a different one, which is, you guys can make these guys do anything you want, virtually, by way of a licence condition.  I understand that point.  The question isn't what you can do.  It's what's the best way of achieving the outcome.  And that was what my question was aimed at.

     DR. LOWRY:  But just to answer your question, we would not necessarily, from Board Staff's perspective, look at some different mechanism to collect data than the one we already have in place.

     MR. STEPHENSON:  Okay.  Let me just -- my last question is for Dr. Lowry again, and it's:  Board Staff has suggested that the SQI issue is going to have further study on it with a view to embedding it into - and I apologize

if I'm wrong about this - I think it was, the distribution service code.  I'm right about that, distribution service code.

     And my question for you, Dr. Lowry, is:  I'm not quite sure why this is a code issue and why the Board thinks it's appropriate as a code issue.  Don't you think this is really a rate issue and should be -- however it's dealt with, whether it is by virtue of a scheme of economic incentives and penalties or by prescriptive standards and reporting, isn't it inextricably bound up with the rates and shouldn't it remain as part of whatever rate-making mechanism is in place for the LDCs?

     DR. LOWRY:  Well, I mean, I'm not real -- I'm not sure

I fully understand the difference between a code versus a rate-making issue.  It's certainly a regulatory issue, and I don't know how much it matters whether it's called  "code" or "rate," as long as the job gets done.

     MS. BRICKENDEN:  Perhaps I could help with that question.

      Anything that is in the Board's codes that distributors were obligated to abide by may or may not have specific rate implications, and so they're not completely separate.  They do not operate, in my opinion, as completely separate and independent regulatory tools.

     MR. STEPHENSON:  And I guess that the concern I have is this one, which is:  There is obviously a mechanism for making complaints under codes if people are perceived to be offside, and whatnot.  But, Dr. Lowry, you've indicated the nexus between the service quality and the pricing issues, that they are bound up together, and it just seems that it would seem logical and appropriate that whenever an LDC is before the Board with respect to its rates, that its performance in accordance with whatever service metrics you're using would be a significant issue that the Board should be interested in in the context of its rate-making.  Isn't that fair?  It's all totally bound up in the same thing?

     DR. LOWRY:  Yes, I mean, they certainly need to have a proper balance of incentives for cost containment and quality and maintenance or improvement.  Whether that has to be done in a rate proceeding or whether it could be done through separate vehicles is not entirely obvious to me.

     MR. STEPHENSON:  Okay.  All right.  Thank you.  Those are my questions.  I appreciate it.

     MR. KAISER:  Thank you, Mr. Stephenson.  

And we'll take the morning break at this point.  Fifteen minutes.  


--- On recessing at 11:05 a.m.


‑‑‑ On resuming at 11:22 a.m.


MR. KAISER:  Mr. Aiken, did you have any questions?


MR. AIKEN:  No.  All the other parties have asked my questions.


MR. KAISER:  All right.  Mr. Adams, any questions?


MR. FOGWILL:  Mr. Kaiser, can I interrupt for just a second?  It's Allan Fogwill.  I thought you would know my voice by now.  Is it getting deeper?  Well, I promise not to sing.


There are two parties here who want to make submissions with respect to the questions that the sponsors posed yesterday regarding the process.


MR. KAISER:  Yes.


MR. FOGWILL:  It was Mr. Adams, and I believe the EDA, as well, wanted to provide their submissions.


MR. KAISER:  All right.


MR. FOGWILL:  And the suggestion is ‑‑


MR. KAISER:  Well, we'll just file those.  Put them in as part of the transcript, if you would, Madam Reporter, the written submissions of these two parties.  Add them to today's transcript.


MR. FOGWILL:  And can I ask the two parties to provide us an electronic version of that?


MR. KAISER:  Right.  Thank you, sir.


MR. KAISER:  Ms. Frank.


QUESTIONED BY MS. FRANK:

MS. FRANK:  Thank you.  Susan Frank from Hydro One.  Just a few questions for Dr. Lowry.


First of all, I want to state -- and certainly if you've read our material, you see we are supportive of a very simplified approach for second generation.  So some of my questions go to:  Where do we go from here?  How do we change for the future?  


And, Dr. Lowry, I think you can help us with that.  I will then hand it over to Mr. Todd to explore some of the incentive aspects of second generation, which we've also proposed.


So let me start, first of all, with where we are on inflation and the use of GDP‑IPI.  In the piece from Dr. Lowry and from Board Staff, it was suggested that this certainly is appropriate and a good simplification.  What I'd like to explore is:  How different is industry‑specific inflation, and have you looked at that, Dr. Lowry?


DR. LOWRY:  No, we haven't looked at it.  In the context of this work for the Board, doing empirical work like that was not really part of the assignment.


And I will say, though, that that's quite a can of worms, because certainly one of the things to be considered, if we go forward with empirical research like that for the Board in the future, is the cost of ‑‑ the way that the cost of capital is measured, because both times that the Board has dealt with that issue of how to handle the cost of capital in the context of the development of a price cap index, they've stumbled on one or another of its awkward features.


And so to do that right might involve going on into this very complicated issue that may very well be worth consideration in the development of third-generation IRM.


MS. FRANK:  And, Dr. Lowry, that ‑‑


DR. LOWRY:  In other words, it's a big step to get into that.


MS. FRANK:  Well, that's where I was actually going, was more third generation, not second.  I understand for second that the GDP‑IPI is likely most appropriate, but for third generation, if we were to look at input factors for the industry specifically, and I wondered if ‑‑ do we know how it's changed over time?  Is it consistent?  Are there times where there's a wide gap between the two and other times where they narrow?


DR. LOWRY:  There definitely are periods when they diverge because of the heavy weight ‑‑ see, the economy is much less labour ‑‑ is much less capital‑intensive than the industry.  And the industry ‑‑ the cost of capital or the price of capital is very sensitive to the return on equity and the cost of getting money in debt markets.


And so those things can, in the short term, deviate quite a bit, will cause a proper input price index for the industry to deviate a fair bit in the short term, and even into the medium term.


This was a problem in the Union Gas proceeding, is that if you look back historically over some ten years, you happen to be looking at a period in the aftermath of the oil price shock of the early 1980s and there was this persistent downward trend in bond yields that was ‑‑ you know, could cause some to claim that there was the need for this large input price differential.


So, yes, it all has to be done ‑‑ that part of things has to be done very carefully to avoid unnecessary risk for the utilities.


And yet in the long run, the whole idea is to help the utilities' risk by doing a good job with it.  It's just that it could be decided wrong or could be implemented wrong in a way that even exacerbates their risk.


MS. FRANK:  But it is a piece you would encourage us to look at for third generation?


DR. LOWRY:  Oh, yes.  That's very important.


MS. FRANK:  Okay.  Then let me move on to the productivity factor.  And I understand that what we're using for second generation tends to be based upon a history and what other, versus decided elsewhere in other jurisdictions or what's been achieved over history.  And so we're implying history is a good forecaster of what the future will hold.  That's okay, isn't it?


DR. LOWRY:  Yes.


MS. FRANK:  Okay.  So then my question goes to, in those places where incentive regulation has been in place for some years - and I think of the U.K., but you can think of whoever you want to think of - can you tell us what's happened to productivity over the period of incentive regulation?


DR. LOWRY:  Well, that gets into this issue of, have studies been done about productivity growth under incentive regulation regimes?


And I know that there's no question that productivity growth is quite rapid in places like in England and in Australia that have recently privatized, but I'm not sure that is applicable to the situation of Ontario.  I rather think it isn't; that utilities have been operated -- many of the utilities, particularly the large ones, have been operated in a business-like manner for some time.  They have been subject to anything but cost‑of‑service regulation.  


So I wouldn't ‑‑ I'm not currently thinking that there's going to be dramatic productivity gains under third-generation PBR.


MS. FRANK:  And, Dr. Lowry, you're not going to be surprised that I agree with you in that.  And I also ‑‑


DR. LOWRY:  Data may suggest something different down the road, but I don't see this as analogous to England when they privatized their utility boards and made them into privately-owned power distributors.


MS. FRANK:  Or we may already be a long way down that path, since we did have a period of price freeze for the industry for some considerable period of time.  So we may be a long way.


But, basically, my question was more one of:  Does productivity decline over time, if I asked it more directly?  Are there periods when you can get massive productivity change, and then indeed they get harder and harder and harder to get?


So rather than just look at history, should we be looking at some type of a trend line that says productivity, indeed, does come down over time, and one number for an indefinite period of time likely isn't appropriate?  That's really where I was trying to get to.


DR. LOWRY:  It's a consideration, when and if we ever do some productivity work, to look for evidence of that, I agree.  But it's an empirical issue, one might say, that we'll be, you know, hopefully getting to here pretty soon, whether or not there is any evidence of a productivity surge that's tapering off to be seen.


MS. FRANK:  Okay.  Let me explore one other item, and that's all the notions about company‑specific.  And, once again, I'm not thinking about second generation.  I'm thinking, Where do we go to improve this for the future?


And we've talked about benchmark information as certainly being one thing that one might want to look at, but there are all the problems.  We've tried to look at benchmark information, and then normalized it many, many times.  


So I'm wondering, other than benchmark, which I'm not dismissing that we shouldn't continue to try, but what else might one do to try to make a productivity factor company-specific?


DR. LOWRY:  Well, you'll recall in my presentation today, for example, that I was talking about the sources of productivity growth, and I was saying that output growth patterns matter.  The opportunities for scale economies can matter.  And so that's an example of where automatic

adjustments could in principle be made.

      For example, a larger utility may have fewer opportunities for future scale economies than a smaller utility would have.  Then we talked, as well, about possibly doing something about volume per customer trends as being warranted.  Those are two examples.  

You could get fancier still.  You know, in theory, you could have an econometric research which could say undergrounding is a variable that affects productivity growth.  And then, if companies have different futures about undergrounding -- maybe some are going to be materially increasing it, others not -- you know, in theory you can make adjustments for that too.

      It's what I called in my presentation last in

June “econometric adjustments to X factors.”  And it gets kind of complicated.  That's the problem with this whole area, that we all know it's kind of complicated but then when you try systematically to make adjustments for the complications, people kind of balk and say it's based on econometric research.  So the commission will ultimately have to make a decision about how fancy they want to get, because everybody likes simplicity at the same time that they want special considerations.

     MS. FRANK:  Is there also historic information that one might get from the utility that would assist in some of that normalization that should be gathered during this second-generation period?

     DR. LOWRY:  Well, the benchmarking -- well, first of all, the output trend data, the volumes, the number of customers, and the peak demand, if available, those would be the most obvious things to have good data readily available for.  Beyond that you're starting to get into some of the variables that are used in benchmarking, like percentage undergrounding or something like that.  There could be a few variables like that.

     MS. FRANK:  And then to take that data and add on, as

Ms. Girvan was talking about, where we see Ontario going with some of these metrics, you would have to make adjustments, I'd imagine, for conservation and other items as well?

     DR. LOWRY:  Possibly.

     MS. FRANK:  So a lot of work to be done.  Okay, let me turn it over to my colleague to talk about incentive.  

Mr. Todd.

     MR. FOGWILL:  Excuse me, can I just ask a follow-up question to your line of questioning?  And either Ms. Frank or Dr. Lowry can answer this one, but isn't it true that in terms of historic trends of productivity may be significantly impacted by technological change?

     DR. LOWRY:  Absolutely.

     MR. FOGWILL:  So a historic trend is not necessarily the best read for how the industry will fare in the future?

     DR. LOWRY:  Well, that's the part that tends to be -- one of the parts that tends to be more stable is that that trend, you know, may go -- kind of edge up and edge down over time, but that's part of what you're actually counting upon in using your historical data to set an X factor.

     MR. FOGWILL:  Okay.  Thank you.


QUESTIONED BY MR. TODD:

     MR. TODD:  And I guess on that, in terms of the technological change on the X factor, there are two aspects of that.  One is industry change, industry restructuring, which can lead to cost changes up or down, and technology change is a totally separate driver for productivity; is that correct?

DR. LOWRY:  That industry restructuring ...?

MR. TODD:  That industry changes –- I mean, we've gone through a lot of changes in Ontario --

DR. LOWRY:  Yes.

MR. TODD:  -- which have had an impact on costs.  

DR. LOWRY:  Yes.

MR. TODD:  And the change in the regulatory structure and the change in the market structure, clearly there have been cost drivers in both directions, so it's not just technological change that drives productivity; right?

     DR. LOWRY:  Well, you're right, and you're raising a point that I hadn't thought of, and that is that the move to retail competition here will have served to slow productivity growth in a way that may not be true in the future.

     MR. TODD:  In reading your stuff, I'm sort of empathizing with you coming in today, because you've got a challenge.  As I understand it, the overriding consideration is we're talking short-term transitional mechanism, so pragmatism is a key driver behind the design, and you're not even really calling this a pure incentive mechanism; it's really an attrition mechanism, a transitional mechanism?  Is that right?

     DR. LOWRY:  Well, that's word I use; that's not what they're using.

     MR. TODD:  And in the pragmatism, it's sort of what do we consider and what don't we consider.  I mean, a lot of points have been raised that if you were sitting down designing a good incentive regulation regime, you would have to consider.  But what the Board has to decide is what should actually be taken into account specifically in this transitional mechanism; is that right?  And a lot of other stuff, a lot of stuff that you would say has to be -- in a longer-term regime can be ignored for the short term.  Okay.

     So the current system -- but the current system is trying to achieve, if I understand the intention behind it, kind of a rough justice, if you want, in terms of reflecting in a broad-based manner the changes in costs?  So inflation is driving costs, productivity is driving costs.  You're trying to pick up those costs.

     DR. LOWRY:  A rough adjustment for the trend in the company's unit cost that is beyond their control.

     MR. TODD:  Okay.  But the Z factor is included, because it's something which is a special case beyond that trend, which can't be left out, in your view, because it's too important, too significant, in some cases?

     DR. LOWRY:  Well, if a company didn't, say, have some protection from a major ice storm, that could be unfortunate.  So, yes, it's to allow for a few big-ticket items that could really make the system unjust and unreasonable.

     MR. TODD:  And what are the consequences of not taking it into account, given that this is a one-, two-, or three-year term?

     DR. LOWRY:  Financial hardship for the utility in that case, in the case that I mentioned of an ice storm.

     MR. TODD:  And we have 90 LDCs in the province, and there's a wide variance in terms of the individual circumstances, in terms of their financial circumstances, and those kinds of costs?

     Now, as you know, in my proposal I'm talking about a capital incentive.  And one of the considerations is that the amount of capital spending required by different companies may vary quite widely.  Would you say it's inconceivable that the kind of capital requirements, as a percentage of rate base, in some companies would be impossible; they'd be comparable to the kinds of dollars that may be involved in a Z factor? 

     DR. LOWRY:  Well, one thing about the capital spending is that, you know, people aren't usually compelled to do it in any one year.  They can kind of postpone that; they can adjust that to some degree.

     MR. TODD:  True, it is controlled by the company; whereas, the Z factor probably isn't?

     DR. LOWRY:  Well, that's certainly true as well.

     MR. TODD:  And is that not the exact problem if, in fact, money has to be spent, should be spent, in terms of capital investment, and the company has a discretion to defer that, from your comment just made, that clearly they will do what they absolutely have to but nothing more?

     DR. LOWRY:  You know, that's a consideration, but, you know, the goal here is to provide a just and reasonable system for 90 utilities, and the fact of the matter is that many, many plans have been approved in many jurisdictions that only allow for this type of attrition adjustment between rate cases and you're not going to have to wait very long to get to that rate case.

      So whether there's any need for -- you know, why

Ontario distribution is different from all these other places where they've used these mechanisms, I'm not clear on why.

     MR. TODD:  Is it not correct that most of the other ones were applied to individual companies?

     DR. LOWRY:  Not in all cases.  There certainly have been cases where they were applied, commonly applied.

     MR. TODD:  What sort of numbers of companies were involved?

     DR. LOWRY:  I'm sorry.

     MR. TODD:  What kind of numbers of companies were involved where it was applied to several companies?

     DR. LOWRY:  Well, I'm trying to think, because there are the British-style plans, of course, where they have often applied to many companies, but those are different in nature.

     And a good example would be the plan for U.S. railroads back in the 1980s where it applied to seven or eight companies, or the price-gap plan that the U.S. Federal Communications Commission applied to several price Baby Bells, or the plan of the CRTC here in Canada for the Stentor companies.

     MR. TODD:  Which was involved in a transition to competition and where full price cap regimes and -- again, quite different.  It was not a monopoly --

     DR. LOWRY:  Well, they certainly were diverse companies.

     MR. TODD:  If there's a capital incentive mechanism which basically recognizes, shall we say, unusual capital

Circumstances; i.e., very large capital requirements, comparable to a Z factor, which might be totally unused or might be used only by a few of those 90, but it was limited to exceptional circumstances.  Where the financial hardship you talked about in context of Z factors, would you consider that unreasonable, you know, just a matter of putting limitations on it?


DR. LOWRY:  I would lean away from that, as my remarks suggest.  However, I could see utilities that feel a special need for that to make that part of their case for being one of the first to go into the queue, as one way of helping with that situation.


MR. TODD:  Okay.  So that's a different way of dealing with the problem, but you recognize the problem is something that perhaps should be addressed?  And if they can deal it with quickly, then that would reduce the hardship?


DR. LOWRY:  I'm not even sure that the problem needs to be addressed, because the plan period is so short, but I'm saying that if some accommodation ‑‑ if there really was a utility that for some reason suddenly needed to make dramatic increases in their capital spending, you know, there might be ‑‑ they might have recourse to requesting early ‑‑ to be in the first tranche.


MR. TODD:  And they may already have that expectation.  I mean, this may not be something that catches them by surprise, like an ice storm, but it's something that they know it's coming and they realize they're facing it within that period?


DR. LOWRY:  True.


MR. TODD:  Okay, those are my questions.


MR. KAISER:  Yes, sir.


QUESTIONED BY DR. PORAY:

DR. PORAY:  Hi, my name is Andy Poray, and I'm with Hydro One.


Dr. Lowry, this question is in relation to the comment that you made in your response to the proposal to deal with this capital adjustment factor that my colleague here has been discussing.  And the issue that you raised was that, generally, private companies, unregulated companies, don't require these jumps in their rates and their costs to fund these types of projects.


What kind of mechanisms do these companies have that allow them, in fact, to fund major capital projects, that allow them to in fact keep their rates at a reasonable level and, as you pointed out, at a sort of steady progress?


DR. LOWRY:  Well, one thing that's true about them, one thing that helps them relative to utilities, is that the price is ‑‑ that an individual utility, if it has a highly depreciated rate base, could be -- really not have a compensatory revenue to help with the financing of the new investments; whereas, maybe the price of steel is closer to, you know, making a satisfactory contribution to the cost of the cap-ex.


And so I could see how there could be that difference.


DR. PORAY:  But is it also true that, in fact, these types of companies can trade off the costs that they recover from the different projects or the different initiatives that they have so that, in fact, they can recover less in any one particular period on that project and they may be able to recover more on that project; whereas, typically utilities have a fairly constant cost recovery that they need over a period?  


So, in other words, what I'm trying to get at is that the private and unregulated companies have a lot more flexibility where they can deal with costs and investments.


DR. LOWRY:  I'm not quite clear what you mean.  It might be helpful if you offer an example of how that would work, you know, in an unregulated company.


DR. PORAY:  Sure.


MR. TODD:  To take a standard example of testing in -- take an example of somebody who invests in an apartment building.  The standard pattern is they may have a negative return on investment, return on equity, in particular, in the beginning years, which becomes more positive, and they earn a high return in the later years in the cycle of the life of that building, So that they -- over the life of a building, they earn a normal and competitive rate of return.


It's known that you -- with a new building, you start off with a low return and you get a higher return later on.


In a sense, on a rolled-in basis, there's some cross‑subsidy, if you want, with that in customers in a monopoly situation.  But when you have a major capital investment, you're going to lose money up front.  If your regulatory regime says you suffer that loss, now we're going to bring in and re-base, have a different regulatory regime which operates on, essentially, a test‑year basis.  You're never allowed to earn a return above the competitive rate of return.  


So there's got to be symmetry through time; is that not correct?


DR. LOWRY:  That's an interesting point.


DR. PORAY:  The other point that I wanted to make was that I think the message that I got in terms of your comments regarding this capital investment is that the adjustments that are being proposed in the second-generation IRM should be enough to more or less take the utilities through the period of one, two, three years to fund the sort of capital investment that they may need to fund over that period.  


But, in essence, the distribution sector in Ontario is at a stage where the assets are getting old and there is a significant amount of investment that's required, particularly over the next few years, where there could be lumpy investments.  And they could happen in the span of the period during which the second-generation IRM is being considered.


So what I'm trying to say here is that we're not really in a stable period of time where you're just maintaining the distribution assets and adding a few customers and a few customers depart.


We're at a stage where there is significant sustainment and operational expenditure that's associated with an aging infrastructure.


DR. LOWRY:  Well, I suppose there could be this coincidence that there wasn't much need for capital investment in the last four or five years and suddenly we're just at the tipping point where we need a whole bunch more.


But I will say this about the distribution industry, in general, and that is that its pattern of investment tends to be very even, compared to other utility industries.  It's less prone ‑‑ I'm not talking about Ontario specifically, but it's much less prone to need investment surges because of the way that distribution systems grow.


You know, think of Toronto.  It grows horizontally.  Every time there's a new subdivision, somebody's got to get out there and lay some lines or build some lines.


And so it tends to be much more spread out over time than is true in the transmission or the generation sectors, and it's in those sectors where they get these ‑‑ they are more typically involved in major plant additions, and that's also why they get into these CPCNs.  You know, big-ticket investments are much more typical in those industries; gas transmission, as well.


DR. PORAY:  That's perhaps the case, but I think Hydro One demonstrated in its 2006 distribution rate proposal that there is significant sustainment in operations capital that has to be looked at, and certainly in 2006 and beyond.


Thank you.


MR. KAISER:  Mr. Adams.


QUESTIONED BY DR. ADAMS:

MR. ADAMS:  Thanks very much.  The area that I want to address in my questions relates to implications for rationalization of utilities and improvement in the underlying industrial structure for the organization of this sector.


But I don't want my questions to come across as any kind of attack on the overall proposal.  You know, I think there's a lot to ‑‑ I take a view that there's a lot to recommend in your proposal.


And it occurs to me that maybe the solution for the problems I'm going to address here may relate to the transition towards a third-generation program.  But I'd like to have your advice on what to do about this.


We've got this 92 ‑‑ this huge population of utilities.  A lot of them are little weenie ones.  We've got a great dispersion in the costs amongst this population.  We have got some utilities that are very high‑rate utilities, although they happen to be large, and some low -- apparently low-cost utilities that happen to be small.

      But the premise of my question is that there appears to be substantial efficiency gains down the road from some kind of rational rationalization, and so, Dr. Lowry, if you have a fundamentally different view on that, I'd be happy to hear it.

      But where I want to go here is seek your advice on what options the Board has or ought to be considering to promote rationalization for the achievement of efficiency down the road.  Is there something we ought to be thinking about in terms of data acquisition or some guidance for utilities or some program design ideas for the bridge point between first and second -- or second generation and third generation?

      I kind of want to open the floor and hear you out on this, because in your materials this is one area that we haven't heard you out on.

     DR. LOWRY:  Well, for one thing, when data is gathered to do TFP research or to do any further benchmarking, it will create an opportunity to look at the issue of scale economies in power distribution.  For that matter, there's a lot of data available in the United States already that can be used to address that point, and, in fact, we've done some work in that area, and it seems to suggest that economies of scale and power distribution are not as great as in gas distribution, and that there are, in fact -- there appeared in our data to be utilities in the United States that are way beyond minimum efficient scale and are seen to be in an inefficient range.

      So it's something that is a byproduct of work the

Board will already be doing, so it will be good to bring to bear whatever information we have on that. 

      Then there's the issue of how regulatory policy can be used to encourage good mergers or to discourage the bad ones.  And that's something that we haven't really devoted much time to.  You know, in the United States you could have a rate-making plan that would expect a suspension of that plan to deal with a merger.  And very often it then results in sort of a customized longer-term plan, five years, where, basically, what it really kind of comes down to is that they won't ask the ratepayer to pay the up-front costs of the merger, but then the company is allowed to keep some of the benefits of the merger for a period of five or even ten years.

      In the context of Ontario, though, that might mean a number of customer plans, when we were trying to do it  in a more standardized way.

      So I'm not sure how this will all work out, but it's certainly a valid issue.

     MR. ADAMS:  Let me try a specific -- or a hypothetical, I guess.  You have a utility that comes forward.  They say they've got a good merger.  There are efficiency gains, but they're not going to be able to realize them within the three-year program here.

     DR. LOWRY:  Ah.

     MR. ADAMS:  Is there some kind of pressure relief valve that we could ... that wouldn't be too complicated?  Or that people have used elsewhere that could just stretch it out maybe a little bit or give them maybe some kind of assurance?

     DR. LOWRY:  Not to sound like a broken record, but that might be another argument for being in an early tranche; say, We're lining up a merger and could we get this addressed in this proceeding?  The maximum –- you said it’s a three-year period, but that's the only maximum.  

And getting back to the issue about what Andy was saying, about what if it so just happens that this is a period when the utilities really need to start kicking up their investments.  

Again, the Board is only asking a maximum of three years here.  It's not like they have decided that on the basis of the last rate case of a couple of years ago, they would like to go out five years.  On the contrary, they're being very proactive about taking another look at costs here in the very near future.  Hopefully that will help a lot with that investment issue.

     MR. ADAMS:  My understanding of the cost structure here is that there are probably very few mergers that are likely to see a payoff in a three-year period.  You know, that has to be a longer term -- there may be some exceptional circumstances out there where there's some huge early fruit to be harvested.

      Is that a reasonable expectation, that the payoff, the efficiency realization, is probably beyond the outer range of this plan here?

     DR. LOWRY:  Well, I think you're right, and evidence of that would be that a typical merger agreement, a typical kind of an IRM that comes out of a merger plan, is more like five years and sometimes even ten.  A good example of a ten-year plan would be the one in Eastern Utility Associates and Northeast Utilities merged in what is now National Grid Massachusetts.  I mean, that's a 10-year agreement.

     MR. ADAMS:  National Grid has some 20-year regulatory contract, don't they, on the transmission side?

     DR. LOWRY:  I don't think -- I had never heard of that.

     MR. ADAMS:  Okay.  Those are my questions.  Thanks.

     MR. KAISER:  Thank you, Mr. Adams.  

Mr. Rodger.

QUESTIONED BY MR. RODGER:

     MR. RODGER:  Thank you, Mr. Kaiser.

     My name is Mark Rodger, and I'm counsel to the Coalition of Large Distributors.  I just have a few questions for Dr. Lowry.  If I could perhaps pick up what

Mr. Adams has asked about M&A activity.  He's asked some of my questions, but this has been a theme since this Technical Conference started about whether regulatory policy could be, should be, is to promote this type of consolidation in Ontario.

      As a matter of fact, Dr. Lazar in one of his statements said that that was one of his underlying premises for part of the cost of capital review, that there would be consolidation or privatization at some point.

      So to go to Mr. Adams' point about even though this is a transitional mechanism, one to three years, we know there will be some utilities that will have a multi-year impact on this.

      And if where Mr. Adams is going is correct that if utilities and their shareholders really aren't sure how much productivity gains can be monetized and saved over what period, will that delay some of this M&A activity?

     So my question is:  I take it that this type of mechanism to accommodate this so that it is not a delaying mechanism, that that was not considered when you were reviewing the Board's proposal for this second-generation IRM?

     DR. LOWRY:  Well, for one thing, the term of it wasn't really subject to review.  That was a kind of a given.  But it's sort of like the question about service quality or even the question about cap-ex, that, you know, people are going to be getting their next rate cases here pretty soon. 

So I would hope that it wouldn't be too much of an impediment for the needed merger and acquisition activity.

      Again, a word of caution about the fact that not all mergers are good ideas.  Probably in the context of

Ontario, some of the consolidations that involved smaller and mid-sized utilities might make sense, but not every merger is a good idea.  And if you may have noticed, a very high-profile merger in the United States that was proposed between utilities was just cancelled due to the refusal of the New Jersey Board of Public Utilities to agree to it.

     MR. RODGER:  I think Mr. Adams' words were:  Is there any kind of pressure valve that could be built into this second-generation IRM to deal with this issue?  How easy do you think the development of that kind of technique would be?

     DR. LOWRY:  You know, it would involve a special incentive plan at a time when we're trying to develop -- go to a lot of effort to develop a relatively standardized approach.  It's not really for me to say.  I'll tell you this much, that the kind of merger deals that people cook up often involve, say, a five-year rate freeze.  And it could be something that’s transparently beneficial to the utility; and, you know, if that's what you have in mind, I mean, maybe the Board would give it some thought.

     MR. RODGER:  Now, you have talked quite a bit about this so-called second-generation IRM being transitional in nature and an attrition mechanism.

      How does the Board itself -- how do you gauge success of this initiative over the period?  Part of your comments in your original presentation was, I think your words were, "to gauge the incentive power," for example.  I guess my question is:  How does the Board benchmark success of this initiative?


DR. LOWRY:  I can ‑‑ you know, my own opinion is that it's more of an attrition mechanism, in that if it provides acceptable compensation for most utilities over this short period, then it would be deemed a success.  And if there was no obvious deterioration in service quality over the period, it would be deemed a success.


MR. RODGER:  Mm‑hm.  Now, others, Dr. Poray and Mr. Todd, have gone over this issue about capital programs and the timing of that, and you talked about whether jurisdictions had capital cost trackers.


Was that concept at all considered by you, that it could be incorporated into the current Board Staff proposal?


DR. LOWRY:  Only briefly, because I'm not a big fan of capital cost trackers, and I also haven't really seen much more than very general discussions of the sudden need for cap-ex.


So I think that just based on my expert opinion, it probably wasn't necessary in the context of this attrition adjustment.


MR. RODGER:  Because Dr. Poray cited the example of his company and their needs.  And just for your information, one of the members of the CLD, Toronto Hydro, they certainly have gone on the record that sustained 10‑year spending on infrastructure approvals of north of $1 billion are essentially being required immediately.  


So although the ‑‑ your description of the kind of industry norms of what you have indicated, there are a couple of some rather large examples in Toronto ‑‑ in Ontario, rather, of kind of immediate, long‑term large spending, and that might make this situation a little different than what we've seen in other jurisdictions.


Just, finally, when you're looking at the empirical studies in the literature on this area, the effectiveness of incentive regulation, are you aware of any reliable or comprehensive studies on the effectiveness of this on government‑owned utilities?


DR. LOWRY:  No, I am not.  One of the problems is that the data for the government‑owned utilities in the United States, it's not as good and it's not in the same data set as the data for private utilities.  So it tends not -- plus, they're just not that important in the United States, particularly in the power distribution area.


And so that doesn't tend to get the attention that it might deserve in this context.  But we will have ‑‑ we do have the benchmarking data that's been accumulated.  There will probably be more down the road, plus whatever additional data we have for TFP, and, at that time, I think it would be valid to look into that.  


And I think also that Dr. Yatchew makes a good point, directly or indirectly, when he says that it might be that external incentives of an IRM should be combined with -- particularly for the public utilities, with some internal incentives for senior management and for all employees.  


And, unfortunately, a lot of the regulatory commissions don't get it about the need to allow for the funding of those bonuses, and so that's something that I think that Dr. Yatchew has said that the Board should take to heart.


MR. RODGER:  Thank you, Dr. Lowry.  Those are my questions, Mr. Kaiser.


MR. KAISER:  Thank you, Mr. Rodger.  

Mr. White.


QUESTIONED BY MR. WHITE:

MR. WHITE:  Yes, I have a couple of areas --


MR. RITCHIE:  Microphone.


MR. WHITE:  Thank you.  Okay.  I have a couple of areas that I'd like to pursue a little bit with Dr. Lowry.


First, if you set aside the output considerations and the conservation considerations and the cost of capital considerations in the context of incentive regulation, would you expect that an incentive regulation plan should generally allow LDCs to continue to earn the fair return and continue to make payments on their debt and continue to cover their depreciation expenses, which are ‑‑ all of which are largely, if not totally, inelastic?


DR. LOWRY:  Well, they should have the expectation over the plan period of covering their capital costs if they are operated efficiently.


MR. WHITE:  Okay.  I wasn't talking capital costs.  I was talking return.


DR. LOWRY:  Well, that's what I mean.  I'm sorry, that's what I mean.  But, yes, they should be able to have a satisfactory rate of return that will permit them to get the capital they need from capital markets if they're operated efficiently.


MR. WHITE:  Okay.  Now, what that leaves in terms of  -- from my perspective, what that leaves to eat the consequences of an X factor adjustment or a stretch factor adjustment are basically the operating costs, the OM&A of the distributor.


For some distributors which have a relatively low initial operating cost, that 1 percent stretch factor, when it's applied to the total rate level, would be a much higher proportion of those operating costs than would the ‑‑ than for a utility which had initially or an entry level of higher operation and maintenance.


Okay.  And the nods aren't appearing on the transcript, so ‑‑


DR. LOWRY:  Oh, you didn't quite pose it as a question.  But, so, yes, I think that's right.


MR. WHITE:  Okay.


DR. LOWRY:  But, again, to remind that there are other sources of productivity growth than just making your O&M more efficient.


In fact, I might interject something I have been meaning to say all day, that you know in a capital intensive business like power distribution, in the long run, containing your capital cost is the most important key to containing costs.


So not, you know, spending money on cap-ex isn't always a good thing, and delaying cap-ex isn't always a bad thing.  I'm sorry.


MR. WHITE:  I don't disagree with anything I've heard you say, and don't get the impression that I'm suggesting that deferral of capital expenditures is a solution.  All I'm trying to do is to provide a context for, at the very least, consideration of PBR3, which may need to properly and effectively address the ratio of operating costs to total revenue requirement when looking at stretch factors, if not considering it as part of PBR2.  And in some cases, it may warrant consideration.


Would you comment on that?


DR. LOWRY:  Well, I agree.


MR. WHITE:  Thank you.  One of the things that Mr. Shepherd raised was his concern about the bad news stories, the Z factors, and how they might be a source of abuse without a counter-balancing good news requirement.


And I share his concern for a balance in the situation, but the analysis that was done, which captured the X factors that you produced indicating 1 percent, would it generally have captured the good news and bad news that happened in the LDCs over the same period of time?


DR. LOWRY:  Well, yes.  It would reflect some good news, some bad news, and they would tend to balance out.


MR. WHITE:  So what I'm hearing is the argument that that would put you in favour of a materiality threshold on the Z factor so that it was truly a major impact on the utility?


DR. LOWRY:  I would think so, in considering the short period involved and the potentially horrific regulatory cost of people coming in for small items.  I would think a narrow list of events and a fairly good‑sized materiality threshold would be very desirable.

     MR. WHITE:  Or it maybe isn't necessarily just the materiality threshold, but a clear and narrow definition of a Z factor --

     DR. LOWRY:  Sure.

     MR. WHITE:  -- qualifying item, which might provide better guidance to the regulated entities in terms of when they should even look at the numbers.

     DR. LOWRY:  Well, you know, the language that the Board has used in the past about Z factors is not bad.  It could be refined some.  But even that language is fairly clear about what's relevant and what isn't.

     MR. WHITE:  Thank you.  I have two more areas, and these, I think, are for Board Staff.  And the first is a request to Mr. Fogwill.

      You, I think, agreed to go away and come up with some price increase numbers?

     MR. FOGWILL:  Yes.

     MR. WHITE:  Can I ask you, in producing those numbers, to separate the MBRR, the market-based rate of return adjustment, which was part of utility restructuring in

Ontario, which is sort of a one-time experience, and separating the reg asset impact, which hopefully is in the revenue requirement and is -- and I say "hopefully," sort of one time or hopefully short term - and the exception to that is Smart Meters - but short-term rate-impact issues from the other, quote, “more normal” rate increase implications that have impacted on the utilities.

      And that sort of three-part split-out, I think, would put the rate increases in a context which will allow us to evaluate what the true, real, exclusive of industry restructuring implications would be.

     DR. LOWRY:  Sure.  We can put that together.

     MR. WHITE:  Thank you very much.

     The other question I have relates to -- and at first I thought it was silence on the cost-allocation issues, but I think the proposed price adjustment is more than silent on the cost-allocation process.

      Part of my concern is that when, say, Mr. Shepherd's group or, say, the VECC group discovered that their clients are paying outrageous sums compared to what's demonstrated by the current very costly cost-allocation process that my clients are going through, they're going to expect that there be some adjustment in those rate levels to bring them more in line with the cost-allocation results, and the way I heard the PBR2 defined, that it was going to preclude those kind of adjustments, clearly and definitively.

And I'm really wondering why all the effort and the energy and cost is being incurred by my clients and their customers in a cost-allocation process if we're going to ignore that.

     And I'd like Board Staff's comment on that.

     MR. FOGWILL:  Well, we're not going to ignore it, and it's very vital information.

     The cost-allocation project that's underway is quite comprehensive, and it will lead to a better understanding of where the rates need to be adjusted.

      The only point, I think, that the Board has identified is that it won't be done -- those adjustments won't be made within the context of the incentive regulation mechanism.  They'll be done on rebasing.

      And in addition to the cost-allocation information, rate design discussions that we're having right now will also inform how that cost allocation should be applied to new rates.

     So it's not in the incentive regulation plan.

     MR. WHITE:  A follow-up comment and question, or advice, or whatever you want to call what I'm about to say, is:  I've been involved in rate regulation for over 30 years, and when you are looking at structural changes in pricing a major reallocation between the classes, it's sometimes beneficial to spread that over a number of years, in which case it would spill not only in the rebasing period but in any subsequent MBR or PBR2 period.

      So my suggestion to deal with what I'm hearing is that if you are looking at a material price adjustment between classes, is that the rebasing period identify the adjustments which will happen in the subsequent years, to spread the impact on customers over a reasonable time period to make it less onerous.

      It's consistent with a mandate for price stability established by statute.

     MR. FOGWILL:  Well, I think the point there is those impacts will be the subject of the deliberations of specific and unique panels, and I would suggest that when those matters do come up on an individual utility basis, that you make those arguments to those panels.

     MR. WHITE:  Thank you.

     MR. KAISER:  Thank you, Mr. White.  

Any other parties wish to put questions?  Yes, sir.

QUESTIONED BY MR. KALYANRAMAN:

     MR. KALYANRAMAN:  I'm Guru Kalyanraman from the EDA.

     Dr. Lowry, you talk about some of the utilities.  You say that utilities could sometimes achieve economies of scale and scope by participating in non-core markets.  And you used the term “core markets” and “non-core markets” in your paper, and you also mention that under a cost-of-service regulation it's unfortunate that there could be regulations or legislation in place which prevent utilities from participating in non-core markets and therefore driving the benefits of economies of scale and scope.

      So how do you propose that, under the PBR regime, we can overcome this unfortunate outcome of not being able to derive the economies of scale and scope?

     DR. LOWRY:  Yes, that's a good question.  Again, remember that I mentioned that in my paper was designed to provide a foundation for incentive regulation, a common-knowledge base, and so in that respect it was somewhat broader than just what's relevant for second-generation IRM, or even for power distribution.

      However, I agree with you that a potential – there are potentially economies of scope and benefits of – further benefits of customer convenience if power distributors were able, or freer, to get involved in some related businesses.

      Here in Ontario I know that one thing that has been frustrating has been the lack of competition in retail gas supply, for example, retail gas merchandizing.  And I think it could make perfect sense for a power distributor to be a merchant of gas.

      Another one that I think is worthy of consideration here is broadband over powerline service.  You know, broadband services offered by the power distributor.  There's certainly a lot of steady progress being made on that in other jurisdictions around the world, and it could be that there's some areas of Ontario that particularly could benefit from that in that they're under-served currently by telecommunications providers.

      You're right, though, that -- and I haven't looked into this in great depth, but my understanding is that the rules in Ontario are about as restrictive as they are anywhere about those types of diversifications.  Maybe the time has come for the Board to reconsider those, or consider how third-generation PBR might make it appropriate to change some of those rules.

     MR. KALYANRAMAN:  Thank you.  Just a follow-on question to that.  Not a question actually, a comment to that.  You do agree that in order to derive the full benefits of the PBR regime - and I'm not talking about the second-generation IRM or the third-generation - if you're just moving from a cost-of-service to a PBR, it would be, perhaps -- and if you have regulations, if you continue to have regulations, or you are under legislation which prevents utilities from participating in non-core markets, the true benefits of PBR may not accrue to society as such in Ontario?

     DR. LOWRY:  Well, strictly speaking, yes, because --and it's another matter how important those particular diversifications really are that we couldn't make do without them.

      But, of course, even if rules were relaxed in that area, there would be rule‑making to do, because there could be issues of -- you know, there is a can of worms there involving things like transfer pricing and potentially also cross‑subsidies that you would have to get back into it.


That's the reason the Board set the rules to begin with.  They didn't want to deal with those issues.  And lots of times regulators do that sort of thing to get rid of a contentious issue that doesn't seem to be that important, anyways.


So I don't ‑‑ it's not entirely obvious that the Board would want to revisit that issue, but my own prejudice would be that it might be worth it.


MR. KALYANRAMAN:  Thank you.  No further questions.


MR. KAISER:  Thank you.  

Any other parties?  All right.  We'll break for lunch at this point, come back at 1:30.


MR. FOGWILL:  Mr. Kaiser, I think there was --


MR. KAISER:  Oh, sorry.  


QUESTIONED BY MR. WEBER:

MR. WEBER:  I apologize for being late.  One of the questions that I have is dealing with the cost of rate -- sorry, Brian Weber, Grimsby Power.


One of the questions that I have for you is:  Should the cost of regulation be a driver to reduce the number of LDCs in the province, so they have just become a casualty of war, in other words?  If they were a relatively efficient LDC and, over time, those costs had been fairly constant, and since deregulation their costs are now starting to increase, yet staff has not increased; if they're not contracting out any more services, but they're having to deal with all the requirements for the 2006 EDR rate process and the requirements of the filing, the cost of service, cost of capital, second-generation PBR, and they start losing money, isn't this basically just making the small or the weenie utilities ‑ I've never been called that before ‑ a casualty?  

Who is the loser in this particular vein?  


DR. LOWRY:  Certainly there's no intention here to be unfair to the smaller companies.  Is that part of your premise, that somehow this regime would be especially harsh for them?  

One thing I already pointed out is that they have more opportunities for scale economy realization than the large utilities, some of which have no such opportunity.


MR. WEBER:  But I think if a utility has been efficient, and we're going to now apply a constant productivity factor to a smaller, efficient utility -- and I think you had agreed with Mr. White that smaller ‑‑ or people with smaller numbers, if they're applied the same productivity gain or if they have the same lower number, that they have less room to move?


DR. LOWRY:  Yes.


Mr. Weber:  So where's the fairness in that, to apply a productivity gain that's the same as another LDC that may not be quite as efficient?


MR. FOGWILL:  Can I just respond to one point there?  This is Allan Fogwill.  This is a percentage productivity adjustment; right?  So it's in relation to the individual utility; right?  So any adjustment to the rates would be proportional to the size of the utility, would it not?  Am I missing something?


MR. WEBER:  It can be proportional to the size of the utility, but my point being is that they may have already cut to that particular limit and been at that limit when this first came in.  So they have no more room.


MR. FOGWILL:  But isn't the point there not the size of the utility at that point?  It's how efficient the utility is, regardless of size?


MR. WEBER:  But if they're already efficient --


MR. FOGWILL:  Either large or small.


MR. WEBER:  -- either large or small, they have less room to manoeuvre.  And even though it's a percentage, there's nothing more to give.


MR. FOGWILL:  Yes, you're right, but I think Dr. Lowry talked about the fact that there's extremes.  There's some people who are probably not as advantaged by the 1 percent and some who are, depending on where they're starting from.


MR. WEBER:  That's correct.  But I'm not saying any adjustment where productivity factors would be not constant and looked at a range or something that would be less than, depending on where you happen to fall in that particular efficiency?


MR. FOGWILL:  Well, Mr. Shepherd mentioned that point, as well.  And, I mean, it's an interesting idea that we should explore.


DR. LOWRY:  Again, we're only talking about an attrition mechanism operating over a one‑ to three-year period, and the Board could have just left the rates unchanged for this short period, but they're trying to give everybody a little relief.


And, you know, it can get very complicated to integrate some benchmarking into that in the short run.  I guess I'm not convinced; that since the Board is intending to move forward with a greater role of benchmarking in the future, that they've recognized that they've been a national or international leader in trying to integrate that into the process, you know, that what they're doing for this short period seems to be pretty fair.


MR. WEBER:  Thank you.


MR. KAISER:  Thank you.


DR. LOWRY:  And may I make one other point, sir, and that is remember that I've advised them to choose a number that's on the low side of an acceptable range, and they've actually done that, so that that, hopefully, would help, as well.  It's not like built into this is some high target on an experimental basis.  That is not the spirit of this mechanism design.


MR. KAISER:  Thank you.  Do you have anything?


MR. SHEPHERD:  Mr. Kaiser, I know this is out of the ordinary, but I wonder if anybody would object if I asked Mr. Weber a question?


MR. KAISER:  Any objection, Mr. Weber?


MR. WEBER:  No objection.


MR. KAISER:  Go ahead.


MR. SHEPHERD:  Mr. Weber, Grimsby Power has relatively low rates compared to other utilities; right?


MR. WEBER:  From the rates, I believe we're in about the mid for a medium to small utility.


MR. SHEPHERD:  Do you feel that rates are in some way indicative of how efficient you are relative to other utilities?


MR. WEBER:  I think it's one of the driving factors.  I think the other thing that you have to look at is what is up in the capital program of a utility and where that actually sits and falls.


We hear the term "lumpy".  I am expecting at some point in time we're going to become lumpy because our growth will stop, and we've been in a growth mode and we've been able to use the revenue that we've had to continue to build infrastructure in order to meet demands.  


In our particular case, we were a utility that was caught in a process where we had to partner with another LDC to put in a transformer station.  That got set aside.


But along with that, we also had to build lines out of existing dollars in order to get that power down to the community, so...


MR. SHEPHERD:  Thank you.  That's very useful.  We're not hearing as much from actual utilities here as from experts, and it's very useful to get how it's looked at by a utility.  Thank you.


MR. KAISER:  Thank you, Mr. Shepherd.  

We'll take the lunch break at this point, come back at 1:30 to hear from Dr. Yatchew.


‑‑‑ Lunch recess at 12:30 p.m. 
     --- On resuming at 1:30 p.m.

     MR. KAISER:  All right, ladies and gentlemen.  We're ready to proceed with the afternoon session.  

Before we start with the presentation from the CLD and Dr. Yatchew, I would like to provide our commentary (or whatever I should call it), with respect to the submissions that we received yesterday from all parties.

      The sponsors yesterday heard submissions from all parties regarding the process that the Board has been following in this Technical Conference.  Before dealing with those submissions, it may be useful to repeat what we said on September 18th with respect to the nature of this particular process.  

This, as everyone understands by now, is a Technical Conference to examine approaches to the cost of capital and incentive regulation.  When this process began on April 27th, Board Staff commissioned expert studies that outlined possible approaches.  Staff also produced a discussion paper on July 25th and sought input and comment from interested parties.

      Other parties also produced studies outlining their approaches to these same two issues.

      The Technical Conference that we have been enjoying this week was held to allow all participants an opportunity to elaborate on the positions outlined in their written comments and to explore the merits of different approaches to both cost of capital and the second-generation IRM as appeared in other submissions.

      But to re-emphasize what was said on September 18th, this is not a hearing or an adjudicative process.  The Board members that have been participating in this, myself, Ms. Chaplin, and Mr. Sommerville, are not sitting as a Panel, and we do not have decision-making responsibilities.

      We would also remind all the parties that the product of this Technical Conference is a Board Staff Report.  That Report will go to the full Board.  The Board will then determine a draft Code.  That draft Code will be put out for comment, in accordance with the legislation.

      All parties will have an opportunity to comment on that draft Code, and revisions may or may not result.

      Two procedural issues have arisen, and submissions, as I've indicated, were received yesterday.

      The first is whether the Board has jurisdiction to set the cost of capital or, for that matter, the methodology regarding incentive rate regulation by way of a Code, as opposed to a hearing.  That matter, that issue, is being dealt with in a separate proceeding.  

The Board has established a proceeding, EB-2006-0087, to deal with that.  A Public Notice was issued on July 7.  A panel has been established.  Submissions will be heard, and a decision will be made.

      Accordingly, there is no need for the sponsors to deal with that issue in this proceeding.

      The second issue relates to whether there are deficiencies in the information-gathering process that we've been engaged in this week, and whether there are gaps in the available information.

      On that matter, there seems to be general agreement. 

The Board Staff itself has expressed concern that there are certain matters on which they would like more information.

      Having said that, the sponsors are concerned that additional procedures put in place to obtain further information not add unduly to the process.

      Also, in this regard, a number of parties have asked the Board staff, and for that matter the sponsors, to indicate if there is further information that they require to complete their report in a satisfactory manner.  

In this respect, the Board Staff has identified three areas:  The first is the extent to which LDCs are experiencing difficulties in obtaining financing for capital investments.  The second is the valuation of Ontario LDCs with respect to mergers and acquisitions.  And the third is whether changing capital structure for some Ontario LDCs will affect the consolidation of LDCs in a positive or negative manner 


In order to provide further information in this process, as requested by most parties, the sponsors propose the following steps:  First, parties may submit written questions to other parties on or before September 27th.  Second, parties will respond to those questions by

October 11th.  Thirdly, on October 17th the Board will resume this Technical Conference for a discussion with respect to those questions and answers.  And finally, the date for filing comments, which, as you know, is currently scheduled for October 6th, will be extended to October 27th.

      We would like to remind the parties that the Board will not compel anyone to answer any questions with respect to the further written questions.  Parties are free to respond or not respond.

      Clearly the Board hopes that the parties will

co-operate to the maximum degree possible in order that the

Board can benefit from all relevant information.

     So with that, Mr. Rodger, we'll turn it over to you.

     MR. RODGER:  I wonder, Mr. Kaiser, could I just ask one clarification?  I didn't quite hear all the dates for the steps that you proposed.

     MR. KAISER:  All right.  September 27th.

     MR. RODGER:  That's for submitting the questions?

     MR. KAISER:  That's for submitting the questions.  Answers is October 11th.  The resumption of the Technical Conference is October 17th.  And the comment period is extended from the 6th to the 27th.

     MR. RODGER:  27th.  Thank you very much, sir.

     The Coalition of Large Distributors has two presenters on the issue of IRM.  First, Dr. Yatchew, to be followed by

Ms. Anderson.

     Adonis?


PRESENTATION BY DR. YATCHEW:

     DR. YATCHEW:  First I'd like to thank the Board for this opportunity to address this conference.  I have a fairly broad research agenda and program, but one of the unifying themes and one of the questions that I always ask myself is:  What relevance does this body of theoretical economic or theoretical econometric research have for specific policy questions?  

So, as I said, it's a pleasure and a privilege here to speak a little bit to that subject in the context of incentive regulation in Ontario.

      The title of my presentation, indeed of my submission in August, is “Incentive Creation As the Key to Incentive Regulation."  And I begin by outlining the four key messages.

     The first one is this:  Conventional price-cap regulation of government-owned firms may not be effective.

    Board Staff has proposed a relatively simple price-cap rule.  It is transparent, and this is particularly valuable in that it eases regulatory burden not only for the Board but also for the utilities that are involved.

      However, there is little evidence to date, empirical evidence, that conventional price-cap regulation of government-owned firms is effective.  And indeed, in my view, additional steps need to be taken to ensure that appropriate incentives are created to improve performance.  So there is this need for incentive creation.  

And under the price-cap rule that has been proposed, utilities may have a disincentive to achieve further efficiency improvements at this time if the resulting cost savings could be clawed back in the near future through rebasing.

      I recognize that it is an interim rule, but, as an interim rule, it doesn't create new incentives, in my view.

      It certainly would be helpful if a mechanism which would ensure that utilities continue to benefit from cost savings for a substantially longer period of time were available.

      The third key message deals with political risk.  The

Board is in process of putting in place an incentive regulation mechanism that will evolve in stage 3 to something that I would expect would be stable for a period of time.


It's my concern that the appropriation of distributor returns by the Ontario Provincial Government would be inconsistent with incentive regulation.


Now, governments are often tempted, particularly with public‑sector firms, to use them for policy purposes, but governments should also realize that doing so may very well be inconsistent with incentive regulation and the potential for efficiency gains through these kinds of incentive regulation mechanisms.


In relation to this, I think the regulator may consider it appropriate to take political risk into account when calibrating price cap rules and when determining appropriate rates of return.


And, finally, with respect to the price cap proposal itself, there is some concern that important capital programs could be delayed as a result of the proposed price cap rule.


Given these and other cost pressures, in my view, it may be appropriate to delay the implementation of the K factor and rely upon an interim price cap rule of a more standard form, price inflation minus a productivity factor plus a Z factor.


Before I talk in a little bit more detail, I'd like to set sort of the general perspective about the origins of incentive regulation.


The theory of competitive markets emphasizes, perhaps above all, the importance of incentives in motivating market participants.  Private property is also often a key element of success of competitive markets.


Of course, not all markets are competitive.  In our case, in the case of distribution, electricity distribution, and certain other network industries, there is an element of natural monopoly, so regulation is required.


And so there evolved over many decades a large literature on regulatory theory and how to go about regulating natural monopolies.


This tended to be more associated with a planning approach, cost-of‑service-type analyses, and quite often industries that required heavy regulation ended up in the public sector in various parts of the world.


Well, over time, economists began to realize that there may be ways to improve upon conventional regulation by incorporating some of the ideas from models of competitive markets, some of the ideas that involve incentive creation, and so a new literature arose that became entitled "incentive regulation", which combined elements of each.  


The key objective that I want to emphasize here is the idea of incentive creation, incentive regulation, as a means of creating additional incentives that weren't there before, which would improve performance.


Price cap regulation is the most common form of performance‑based or incentive regulation, and there is an accumulating ‑‑ an accumulating body of empirical evidence that suggests that price-cap regulation, incentive regulation, more generally, is beneficial when it is applied to private‑sector firms.


The extent to which the conventional price-cap approach has been effective in public‑sector companies is rather less clear.  The instinct might be to take a regulatory approach that works in the private sector and to simply directly apply it to companies in the public sector under the assumption that it should produce the same kinds of efficiency improvements.  


I would argue that there are fundamental reasons why it might not, and it might need to be modified.


Private companies are, in my view, more amenable to conventional incentive regulation.  Shareholders can sell their shares, signalling disaffection, leading to a decline in share price.


If the company under-performs, management and even the board can be replaced.  If the company exceeds expectations, there is greater scope for rewarding management and executives.  And, finally, private‑sector companies are generally allowed to earn and retain returns or additional returns under incentive regulatory schemes for a certain period of time.


For public firms, the potential for spontaneous incentive creation is more limited.  Government and the taxpayers are, in effect, collective owners, and individual shares cannot be sold.  We cannot sell our notional shares, let's say, in Hydro One, if we don't like its performance.  


Owner interests are diffuse and indirect.  In public‑sector firms, it's generally more difficult to reward employees for exceptional performance and also in effecting changes to management if the company performs poorly.


And, finally, public‑sector firms are frequently used as instruments of public policy, and a good example is the kinds of rate freezes and rate moratoria and directions from provincial government on how returns are to be allocated, where they should be spent.


We've all seen the proposed interim price-cap rule.  It's fairly standard, with perhaps the exception of the adjustment for capital costs.  It includes an inflation, a productivity factor, and a factor that should reflect extraordinary exogenous costs.


The X factor, as we've heard today and seen earlier, is based on broader industry indices without reference to efficiency improvements in electric distribution here in Ontario, and it is common across utilities, without any effort at this point, to differentiate productivity.  And future capital expenditures are not explicitly incorporated in this interim rule.  


As I've said earlier, the price-cap mechanism proposed by Board Staff has important advantages in terms of reducing regulatory burden.  It is simple and transparent, and, unfortunately, at this point, it is an interim mechanism, so it's unlikely to create much in the way of incentives.


As I read through the papers and proposals, it became clearer to me that there is no investigation yet that has been performed of how incentives will be created to promote further cost reductions, efficient capital expenditures, and further rationalization within the industry.  And this is ‑‑ there are several reasons for this.


One of them is that the proposed mechanism ‑‑ one of the reasons is that the proposed mechanism is not linked to the more permanent one to follow.


So we have a difficulty, because utilities may have a disincentive to achieve further efficiency savings and improvements at this time if the resulting savings will be clawed back in one to three years.


So I think that certainly in thinking about the next generation of incentive regulation, we need to think very carefully how to ensure that savings are kept within the company for a substantial period of time.  Ideally, we'd like to have that kind of mechanism in place as soon as possible.  If it were possible as part of the present regulatory mechanism, that would be preferred.


I turn now to regulatory and, especially, political stability.


Industries evolve, public policy evolves, and firms that are regulated, private or public, regularly operate in changing policy environments.


In Ontario, the increasing focus on conservation, on demand management, on Smart Meters, that's part of the package that I think distributing utilities understand and accept.  And this is not regulatory uncertainty per se.  This is just the evolving nature of public policy and emphasis. 


What I am concerned about is the kind of instability that can result and that has resulted from government appropriation of returns.  So if a utility has an approved rate of return of, let's say, 9 percent, for the sake of argument, and the Government then overlays legislation or a rate moratorium or a freeze of some sort that removes part or all of those returns, one is, in effect, substantially reducing the incentives that utilities have, because if they learn to expect that gains that they make through productivity savings will then be harvested for other purposes, then there is an incentive to pursue and find those gains.

      Increased stability of regulatory and the policy environment has important benefits.  As I've just been saying, it will improve incentive creation.  It will also lead to more effective capital planning and capital investment.  On the cost of capital side, it would reduce financial market risk and uncertainty there.  And, in addition, it would encourage further rationalization within the industry. 

     Now, I've heard the term "consolidation" here.  I prefer the term "rationalization," because what I would like to see is rationalization of costs, not necessarily rationalization of or consolidation of utilities for the sake of having a fewer number of utilities.

     Tom Adams asked questions about industry restructuring, and in that connection regulatory uncertainty and political risks have important implications for continued industry restructuring and consolidation, which is the term that's been used here.

      Utilities need to be assured that benefits from mergers can be retained for a reasonable period of time and, particularly, in view of the significant transition costs, transactions costs, and risks that are undertaken in the process. 

      I'd like to make one comment on the cost of capital, and that is this:  When I looked at the empirical analyses that are used -- that have been used to support estimates of cost of capital for the distribution industry here, most of them are private-sector companies.  And if you look at their regulated and actual rates of return, they actually track each other pretty closely.  And I think that was part of Dr. Booth's evidence, and actually is in his evidence.

      If you did the same kind of calculation for distributing utilities in Ontario, compared their approved regulated rates of return and their actual rates of return,

I'd suspect you'd get quite a bit more divergence, and on average, I would expect that the actual rate of returns over the last, let's say, six or seven years have been significantly below the regulated rates of return.

      And why is that?  Well, that's because of the policy decisions made by the Government.  So I think that the empirical evidence, in and of itself, just the numbers, speak for themselves.  There is additional political risk involved here.  There is a substantial literature in economics that talks about the use, the common use, of publicly-owned firms for policy purposes.  So I don't find this at all surprising that it happens, but I think it still needs to be recognized.

      Now, I know this Board has for a number of years wanted to proceed on a path of performance-based or incentive regulation, and I know that there have been initiatives in the past to try to calibrate productivity and efficiency of distributing utilities.

      In this proceeding, there's been relatively little work of that kind, and I understand that that's because this is an interim, relatively short-term rule.  But, again, it should be recognized that those kinds of analyses have not informed the calibration of this price-cap rule.

      Moreover, one of the components is being recalibrated, or at least part of one of the components, and that's a portion of capital costs are being recalibrated with the so-called K factor.  So, in fact, the proposed price-cap rule rebases certain components of costs without rebasing of other components.

      Now, Ontario distribution utilities have been under a form of price-cap regulation, rate freezes, and various moratoria for quite a number of years, and I think that a pretty good case can be made that they have also been in a kind of informal yardstick competition with each other for an extended period of time.

      I'm also aware that some utilities currently face major capital refurbishment and expansion plans, and so keeping these things in mind, I think it may be appropriate to delay implementation of the K factor component for the time being.

     So let me summarize.

     The title of this presentation was “Incentive Creation As the Key to Incentive Regulation.”  Let me change one vowel.  “Incentive Creation Is the Key to Incentive

Regulation.”

      In my view, the proposed price-cap rule is likely to have limited impact in generating further efficiency improvements and productivity gains beyond those that would be taking place with the incentives that are already in existence.

      If incentive regulation is to be particularly effective, I think that additional mechanisms for incentive creation are needed.  And one such mechanism would ensure that utilities benefit from efficiency improvements; whether these efficiency improvements arise out of savings within the company or through mergers and improved scale economies, that utilities benefit from these for a reasonable period of time.

     In short, savings that are attained need to be retained if incentive regulation is to work.

      Political and policy environment risk has deep implications for efficiency improvement, for incentive regulation, for industry rationalization, for capital and financial planning, and for the capital markets within which utilities operate.

      I think that it would be very helpful if governments and policy-makers that make decisions realize that they cannot expect the regulator to promote a healthy, reliable, and efficient distribution industry through incentive regulation and, at the same time, harvest the rewards for other purposes.  


And finally, with respect to the specific price-cap rule that's being proposed, I think it's a reasonable one.  I would be inclined to postpone the implementation of the K factor for the time being.

     Thank you for your attention.

     MR. KAISER:  Thank you.  

Ms. Anderson.

QUESTIONED BY MS. ANDERSON:

     MS. ANDERSON:  Thank you.  My name is Lynne Anderson.  

I'm from Hydro Ottawa, and I'm here to talk about some of the, I guess, business considerations of second-generation IRM for the CLD.

      Our comments are definitely predicated on the fact that this is a transitional mechanism.  I think many people have made a point very clearly.

     We do recognize the need to be expedient here.  There needs to be some kind of rate-setting process as early as May 2007, so we'd recognize that fact, as well.

      We also recognize the need to get started on third-generation IRM.  

We support Hydro One's comments from the submissions yesterday that where we want to spend our time, where we want to spend our effort, is on developing the right mechanisms for third generation.

      Our understanding - and I think it's been talked about by many people - is that some -- this is a very short-duration -- some LDCs will only be on second generation for as little as one year, and therefore by my calculation, third generation has to be ready for 2009.  

That actually is a fairly short time line.  And so there's a lot of work that still needs to be done.

      So given the transitional nature of this second-generation IRM, we've tried to be pragmatic in our comments. The simple price-cap mechanism proposed by staff seems appropriate.

      But later, I guess, I will address in particular the concerns that we have related to adjustments for capital programs and the fact that it's essential that LDCs who have these pressing requirements have some mechanism for dealing with these infrastructure renewal and expansion requirements.

      So I guess on the topic of the inflation adjustment, clearly it needs to be simple, easy to understand, in this transitional period.  Ideally, it would reflect the inflationary pressures of the Ontario LDCs.  Board Staff has proposed this GDP-IPI.  


CPI could also be used.  It perhaps is generally better understood how it fluctuates, perhaps, with various conditions.  I'm not sure we have quite the same level of understanding with those fluctuations with the GDP-IPI.  However, that's not really what I wanted to talk about here.  


It was just to sort of remind about some of the cost pressures that LDCs are clearly under, and this is clearly not an exhaustive list that we've got up here.


These cost pressures are not just related to the inflation factor, but also need to be a consideration when we're talking about the productivity factor, as well.


Typical labour costs have been going up in the 3 percent range.  That's a fairly typical increase that we've been seeing.  Fuel costs have been rising quite significantly.  We've got pension increases, benefits, insurance costs.  Those are all rising.


Many of us have an aging workforce and, therefore, have new and growing apprenticeship programs.  All of those things are adding to cost pressures at the moment.


Also, in the last few days, there have been some intimations, perhaps, that the days of restructuring of our industry are past now, and we're moving forward.  And I think that if you look at some of the things that are happening, the implementation of Smart Meters, we've got net metering programs, standard offer programs.  There's even new talk about load‑serving entities. 


And clearly the days of restructuring are not past us and these new mandates are things that we have to incorporate into our business plans.


So I think that the Board needs to consider those factors, because it's certainly one thing to be seeking to improve productivity based on your sort of normal operating costs; it's another thing to improve the productivity based on those, and incorporating new mandates into your cost structure, as well, and so that there certainly needs to be some consideration of this changing environment.


To the productivity factor, I don't think anyone would be surprised if I said we'd love to have zero percent productivity factor.  Given the cost pressure that I just talked about, perhaps that would not be unreasonable.  However, I think we recognize that maybe that's not realistic.  The 1 percent, though, did seem a little high to us, given the cost pressures that I've discussed.


The other thing I think we've talked about a little bit, and Board Staff has taken ‑‑ has agreed to do some more work on looking at the rate increases that have happened over the last while, and I think we often talk about the rate freeze created by Bill 210.  

I acknowledge perhaps Mr. Shepherd made a point earlier that there have been rate increases in that ‑‑ in the last few years.


But I think that if we can look at Mr. White's further request to break down what those rate increases were about.  They were about changes in capital structure.  They were about PILs.  They were about opening up of the marketplace.  They were about commodity variances.  


They weren't related to the local operating costs of the LDCs.  And I would submit that between ‑‑ you have to look at a much longer period here.  The last increases that were purely related to the local operating costs of the LDCs was January 1993.  So, really, there was a period of 13 years, between 1993 and 2006, where we didn't have increases related to our local operating costs.


So it's not just a short‑term period here.  We're talking 13 years.  And I think that in that 13‑year period we have continually driven efficiencies through our operations, and I would submit that perhaps the low‑hanging fruit has been harvested, certainly much of it, and that future cost reductions or future efficiency gains are certainly going to be more costly and difficult to achieve.


So that being said, that's part of our rationale that the 1 percent productivity factor seems a little excessive for us at this stage.  We recognize it's not going to be zero.  I think in our paper we had suggested 0.7, which would reflect no stretch factor.  It certainly would be more reasonable to us.


If you can go back to the previous slide, Keith, there's -- the last bullet on that one perhaps could create some concerns for people.  Essentially, it indicates that an LDC could propose a different productivity factor in future years, and I understand that that could cause concerns.  And I just wanted to explain where that was coming from.


It's one thing to look at this interim transitional period in the short term, and we say it's short term, one year, three years at the most, and for many LDCs, only one year.  And certainly when you look at this from that one‑year perspective, everything seems very reasonable.  


But to the point I'm making about the restructuring of our industry, it hasn't ended yet.  In a three‑year period, many, many changes can occur.  So if you were looking at being in this third generation ‑‑ or second generation for three years, our industry could look very different three years from now, if you look at where we were three years ago.  We have been undergoing rapid change.


And so the point here was really to reflect that there may need to be some consideration of some flexibility.  

What if, three years from now, the environment is very different?  And so that perhaps as more part of the code development, there may need to be some consideration of -- if there are material changes in our industry, how we would deal with that change.


We spent a lot of time -- Dr. Yatchew mentioned the K factor.  We spent the last three days talking about cost of capital issues, so I actually don't plan to belabour the points, and I think we'll actually just move on to the next slide.


So obviously our position on Z factor is that we should have the ability to make our case on a Z factor that meets these criteria.  I absolutely acknowledge that these should be material.  

I'd like to point out that throughout first‑generation PBR, there was a Z factor that was available to LDCs.  It was set out in the Distribution Rate Handbook.  


Other than the transition costs relating to the opening of the market, which was obviously a significant one, I'm not aware that there was actually a widespread use of that Z factor mechanism.  I don't know all the answers there, but I certainly am not aware that it was used more than sparingly, and I'm not actually aware of how many, then, were actually approved by the Board, if any.  There may have been a few, but I'm certainly not aware of any.


So I'm not sure there's any reason to think there's going to be a widespread use of this Z factor going forward.  I don't think there was in the five years or six years that we had in the first round of Z factor.  


So we've had a Z factor.  To eliminate it now, I think, would obviously increase risks for LDCs.


So, once again, I think we should be able to make our case for a material Z factor, and obviously within the scrutiny of stakeholders to review.


So I guess, as I mentioned at the outset, probably one of our principal concerns is this capital program adjustment factor, however you want to term it.


I'd like to point out that throughout the 2006 EDR, there were three LDCs that filed on a forward test year:  Toronto, Hydro One, and Ottawa.  All three of those made a number of points about the aging of infrastructure and the need to make significant capital investments in the next few years.


And I think that's interesting.  All three who filed on a forward test year made this point.  And this is not a case of under-investing.  This is based on assets coming to the end of their useful life, and it's based on companies developing asset management plans that look at the condition of their assets, the age of the assets, and develop plans for the renewal.


The best approach for that renewal is for both -- on the efficiency of operations and to avoid any future rate shock, is to allow LDCs to continue on a nice level curve to increase those capital expenditures.  The most costly approach for dealing with these kind of asset increases is to require people to start and stop, accelerate, decelerate.  The best way to deal with it is on a nice smooth curve.


Obviously, there are some LDCs that are growing, as well, and for those there may be capital investments, as well, such as new transformer stations.


So to deal with these, we have reviewed ‑‑ Hydro One has proposed a CI factor.  And perhaps that would be workable in addressing this.  Particularly, I think they mentioned being able to file information about the asset condition, and I would add to that, that also about growth needs.

      So we think that that is certainly a very important aspect of this.

      The other side is I think we had mentioned - and it's not really part of second-generation IRM - but if when we file our next cost-of-service applications, if we could file multi-year capital plans, they would get the scrutiny during that process and would help the process perhaps into the next generation.  And if we knew that there was that ability to file those multi-year capital plans, it might help alleviate some of these concerns, as well.

      So a quick point on service quality.  Really, the only point to make here is that we would be concerned if there were significant changes to the SQIs at this point, that there can be cost impacts of that, and that would certainly need to be considered if there were changes to be made.

      And I guess our final point is just, I know the

Board wants to do a third of the industry each year.  We would remind the Board that, as part of the 2006 EDR, one of the very first questions that we asked was:  When will the next rebasing be?  And I believe the decision of the Board was that 2008, that we would be allowed to rebase. 


Not everyone's going to want to rebase in 2008, but some may have made decisions to file on a historic test year, based on that understanding that that they could come forward in 2008.

      And therefore, I know that Board Staff has asked for people to file that input.  But I think filing of that cost of service in 2008 needs to be an option for those that need that option, particularly given our concerns around capital.  I think a lot of mention has been made already today about using the earlier rebasing to address some of the concerns that have been raised.

So I think it does need to be an option for those LDCs that want to be part of that first group.

     So those are our comments.  

I would say once again, in summary, the principal concern is around the ability to have some factor for capital program expansion needs and renewal needs.

QUESTIONED BY THE BOARD:

     MR. KAISER:  Thank you.  Dr. Yatchew, I have a few questions.  As I read your material and as I listened to your submissions this afternoon, it seemed that you were saying that this incentive regulation scheme that's being proposed by the Board staff really isn’t an incentive regulation; what its real goal is is simply to stage the way companies come in for a rate increase.  Would that be fair?

     DR. YATCHEW:  The interim rule does not create new incentives for improved performance.  I think that one of the main purposes is to provide a relatively simple and transparent interim rule that reduces regulatory burden.

      I am aware that the Board has expressed the intent to precede that in stages with IR3, but I don't understand this interim rule as being a necessary element for staging, because it could as easily be an interim rule that would then be followed by a single, broad-based process which covers everybody in one stage.

     MR. KAISER:  Right.  Now, let's assume that's the case.  You've been around these proceedings for many years. 

Sometimes when this Board has faced a situation where they couldn't get a company in to do a rate case, for one reason or another; and that would appear to be the situation if you believe that, as Mr. Fogwill says, he cannot deal with 90 companies in one year, so he's prepared to live with 30.  So some of them have to sit out for a year, some of them have to sit out two years, if you assume that's the right number.

      In past cases, this Board has put in place an earnings sharing mechanism to deal with those situations where, for whatever reason, it couldn't get to a company, and they were worried that they might be over-earning or under-earning and people would scream.  Is that an option for a staging mechanism?

     DR. YATCHEW:  An earnings sharing process?

     MR. KAISER:  Yes.

     DR. YATCHEW:  That would then be overlaid on the existing mechanism?

     MR. KAISER:  No, no.  Instead of using incentive regulations as the -- the incentive regulation here is in place for one year or two years, simply because the Board can't get to them to handle a rate increase.

     DR. YATCHEW:  Right.

     MR. KAISER:  And everybody recognizes that.  Dr. Lowry says that was a given.  I mean, he would agree with you, I think, that this is not incentive regulation.

      Well, if that's the problem, and you said in your opening statement you tried to figure out what you're applying the theory to -- so let's figure out what the problem is.

      Problem number one is we can't have 90 rate cases in a year.  That's problem number one.  So if 30 is the right number over three years, then what do we do with those guys who are sitting out in the weeds, and they might be over-earning or under-earning?


In the past, we've used an earnings sharing mechanism.  And what's wrong with that, in your view?

     DR. YATCHEW:  I frankly haven’t given much thought to that as a possibility.  And I'm not quite sure I understand.  That as an alternative to this rule?

     MR. KAISER:  Yes.  You can think about it.  You don't have to answer it now.

     DR. YATCHEW:  It also would depend on the nature of the earnings mechanism.  Is it symmetric; is it asymmetric?

     MR. KAISER:  No, no, I understand.

     DR. YATCHEW:  There has been some discussion of earnings sharing mechanisms by Dr. Lowry and others in the

Board Staff paper, and in my view, the objective right now should be trying to create incentives, and I'm less worried about an earnings sharing mechanism as being sort of the optimal way to go at the moment.

     MR. KAISER:  And one of the problems I heard you say with respect to having a second generation and a third generation is that people don't know what the third generation is, and so they may not pay attention to the second generation.  Is that fair?

     DR. YATCHEW:  Well, they'll certainly respond to the second generation, but they may respond strategically.

     MR. KAISER:  Right.

     DR. YATCHEW:  It's human nature to try to do well for your company first, and if that means having the savings appear two years down the road when you get to keep them for five more, that would be a logical strategy for me if I were a manager.

     MR. KAISER:  Well, if the second-generation scheme is only in place for a year, and that's going to be the case for 30 utilities, whoever those lucky people might be, and then they're going to get the real third-generation incentive return, aren't they just going to sit back and wait?

     DR. YATCHEW:  That's my concern, that there is – I mean, we speak of incentive regulation as if there were no incentives before under cost-of-service regulation.

There were plenty of incentives before, and in fact cost-of-service regulation doesn't work so badly.  Some would argue, in fact, that cost-of-service regulation doesn't look dissimilar from incentive regulation empirically.

      But the question is:  Does this incentive regulation actually produce new and additional incentives?  And I don't see new and additional incentives, so I don't see that there would be a response to this administrative price-cap rule that would produce additional efficiency improvements.

     MR. KAISER:  Now, the other point you mentioned:  You recommended that we take the K out of this formula.

     DR. YATCHEW:  Yes.

     MR. KAISER:  The reason we're talking about cost of capital and all this, the incentive-regulation scheme, is somebody threw the K in the formula.  What happens if we take the K out?  Does it become any less of an incentive program?  Given that it might not be an incentive program anyway, but if we take the K out, as you have recommended, what are the consequences of that?

     DR. YATCHEW:  I don't think it affects the incentives per se.  I think that because the net effect for many utilities is to further reduce their allowed rate increases - it's a negative effect, a negative factor in the formula - it further puts pressure on utilities with respect to, for example, capital programs.

      Now, in addition, I've suggested that over quite a number of years utilities have experienced rate freezes and have been under informal yardstick competition.  And at the same time, we have not done an efficiency analysis to determine how efficient they are right now.

      So I see it as the elimination of the K factor for the time being allows perhaps slightly higher rate increases than would otherwise be the case for many utilities.

     MR. KAISER:  Let's suppose, for the sake of argument, we had some other mechanism, earnings sharing or something else, to deal with what I call the staging problem.

And then these companies come in -- let's assume they come in over three years in groups and they get rebased and they have a cost-of-service hearing.  

We could then put in an incentive regulation at that time, and so they would all go forth after their rate case with incentive regulation.  Some would still have incentive regulation at different times than others in that scenario.


Is there any problem with that?  In other words, do all companies have to be having incentive regulation at the same time or on the same plan?


DR. YATCHEW:  I don't see the necessity that they should all be occurring or on the same ‑‑ that the incentive regulation rules should all be assigned at the same point in time.


My concern about a staged mechanism is that, first of all, there is a kind of a learning process, and there may be things that one learns in stage 2 or stage 3, when one meets the other utilities, that makes us want to rethink what one would have done in stage 1.


So I think there are those kinds of arguments which would support a single process, but the fact that these rules start at different times and sort of expire in stages, I don't see how that substantially changes the long‑term effect on incentives.


MR. KAISER:  And, Ms. Anderson, I had one question for you.  You have expressed concern, as you did in your rate case, of course, and as Hydro One has with this whole capital infrastructure issue, and you've referred to the desirability of having approval of long‑term capital plans.


If that's that important, did you ever give any thought to the fact that that whole process could be taken outside of a rate case and dealt with on an expeditious basis for any number of utilities?


And let me explain.  I heard this morning - I wasn't worried until I heard it from Mr. Fogwill - that Toronto Hydro had said, Me first.  I want to come in first.


And then I deducted later the other reason for Mr. Sardana was that they wanted to get their long‑term capital plan approved.


It sounds like you're in the same camp.  You are going to want to be in first, too, so you can get that capital plan approved.


MS. ANDERSON:  We certainly have very intensive capital needs in the next few years, yes.


MR. KAISER:  I'm just wondering whether you've considered whether approval of a long‑term capital plans could be considered as part of a separate proceeding, given that it appears to have an urgency.


MS. ANDERSON:  I think we're open to anything that allows consideration of our need to get these capital plans moving.  They are moving.  They're just accelerating, and I think they're, therefore, having quite a significant impact on us if we can't rebase.


MR. KAISER:  I take it the concern is you don't want to spend, unless you can get it approved.  Is that it or not?


MS. ANDERSON:  Well, certainly I think the point that might have been made earlier is that that is the only concern.  I think that as you do spend, of course, you have amortization that affects the bottom line.  


So it's not just the ability of getting it into the rate base in the future.  I think we are making prudent capital investments in our distribution plant; therefore, I think we have a pretty good probability of getting it into rate base.  But in the short term, the amortization is hitting our bottom line and it's affecting our income.


So that's certainly sort of the immediate sort of concern.


MR. KAISER:  Thank you.


DR. YATCHEW:  Could I just add to that?


MR. KAISER:  Yes, certainly.


DR. YATCHEW:  One of the concerns that I would have - and I think that Dr. Lowry expressed it earlier - is that the separation of these two processes, capital approval and incentive regulation, may actually weaken or complicate the incentive regulation process itself.


For example, are the capital programs basically just approved on a sort of a, These are the costs and we approve them, or are they somehow linked back to the incentive mechanism?


MR. KAISER:  Thank you.


MS. CHAPLIN:  Just one question to follow up on Mr. Kaiser's questions about the earnings‑sharing mechanism. 


Dr. Yatchew, would you agree with Dr. Lowry's assessment, which is that earnings sharing tends to diminish incentives?


DR. YATCHEW:  Yes, it does.


MS. CHAPLIN:  So if one of your concerns is creating incentives, earnings sharing mechanisms don't necessarily get you there either?


DR. YATCHEW:  That's exactly right.  My concern is that we're exploring relatively new territory, and that's regulating a large number of utilities that are in the public sector owned by government.  They're not private-sector companies.  There isn't a good template for this that provides us with good plans on how to ‑‑ how incentives will be created.


We don't need to do that with private‑sector companies to the same degree.  There's much more of a spontaneous incentive creation process for the reasons I explained.


So if our objective is to try to find mechanisms which strengthen incentives, with public‑sector firms I would be less favourably disposed to having earnings sharing, certainly early on in the first rounds of this experiment.


MS. CHAPLIN:  Okay.  I gather one of your key points is we don't know whether or not incentive structures work for publicly-owned utilities.  So given that and given that Dr. Lowry's characterization of this second generation mechanism is basically an attrition rule - in other words, maybe there's an acknowledgement that there are not strong incentives in that three‑year structure, anyway - and given your conclusion that, Well, we don't really know as much as we maybe need to know about incentives in publicly-owned utilities, your conclusion seems to be, Well, maybe we need to allow them to retain productivity improvements past the term of the plan. 


Isn't an alternative conclusion, Well, let's just not worry about it for this three‑year period, because we can use that three‑year period to learn a bit more about how to incentivize these types of entities and, you know, a third of them are going to come in after one year, anyway?  


So I'm wondering if that's an equally valid conclusion; rather than to try to complicate the three-year mechanism by adding some sort of way to keep benefits, you just not worry about it.


DR. YATCHEW:  Well, unfortunately, I don't see a simple, practical methodology that I could recommend that would allow you to allow utilities to keep their gains into IR3, and perhaps longer, keep the benefits of mergers, for example.


So since it may be possible to come up with such a mechanism, I think it would be difficult to do so.


Given that, ideally what you want to do is you want to proceed to a stable IR3 regime as quickly as possible, and from that point of view, I would ‑‑ my advice would be to pay particular attention to incentive creation once you're putting in the IR3 mechanism.


MS. CHAPLIN:  Okay.  So you do sort of make this recommendation that there be some thought given to allowing them to retain gains, but you're sort of saying that that would be hard to come up with a way to do that?  


DR. YATCHEW:  I think that embedding one in the existing rule in the relatively short time frame that we have would be tricky.


MS. CHAPLIN:  Okay.


DR. YATCHEW:  However, I think that, let's say, there is the potential for a significant merger.


MS. CHAPLIN:  Right.


DR. YATCHEW:  Then it would be in the interest of all parties involved, though not without regulatory expense, to find a way to ensure that that merger does take place and that the savings are preserved for a reasonable period of time.


At a minimum, it would be helpful, I think, if the signals that the regulator sends to distributors is that we're going to try to make sure that you retain your savings for a reasonable period of time.  We're going to make the case, where we can - "we" being the regulator - we're caught in the middle.  We're caught in the middle between policy and trying to promote incentive regulation, but we understand the importance of ensuring that you keep those returns, and governments should at least be aware of that.


If they decide to take away your money, they'll be doing it at the cost of incentive regulation.


MS. CHAPLIN:  Okay.  And that was sort of what I took from your overall paper, was that this idea of trying to come up with a mechanism to allow them to retain gains was being primarily driven by a concern that there not be barriers to merger activity.  So I'm correct in drawing that conclusion from your paper?


DR. YATCHEW:  Well, that's certainly part of it, but the other part of it, even efficiency savings within the firm are not something that you would really want to show on the books right now, if you get a lot more benefit from showing that improvement one, two, or three years from now.


MS. CHAPLIN:  Okay, thank you.  That was my question.


MR. KAISER:  Thank you.  

Mr. Harper.


QUESTIONS BY MR. HARPER:

MR. HARPER:  Thank you.  Unfortunately, without Mr. Shepherd being here, I haven't managed to knock many questions off my list, so I'll probably take a little bit longer this time.  

Just a couple of questions of clarification from material that I heard this afternoon, I guess.  


I just wanted to follow up on the comment you made, Ms. Anderson, about rates effectively being frozen for distributors since 1993.

     MS. ANDERSON:  I don't think I actually said -- if I said they were frozen.  What I said was that we didn't have increases, rate increases, related to our local operating costs in that period.



MR. HARPER:  We know what happened post the restructuring of the industry.  I guess prior to that, that was primarily the choice of the distributor?

     MS. ANDERSON:  Correct.  So it wasn't a rate freeze; it was at the choice of the distributor.  Yes.


MR. HARPER:  And your other comment was with respect to not having had many Z factor applications during the course of the first PBR period, and I just wanted to sort of overlay on that the observation that, at least during part of that period, it was not only the matter of coming to the regulator, but you agree it was also a matter of getting approval from the Minister to come before the regulator, but there were more hoops to jump through in order to get there?

     MS. ANDERSON:  Sure, yes.  But that restriction was eliminated in 2005 – ‘4?  ‘5.  Were there a flood of Z factor applications in 2005?  I don't think so.  I think there were some deferral accounts that were created, but I don't think there was a flood of Z factor applications.

     MR. HARPER:  And I just wanted to follow up with

Dr. Yatchew on the discussion you were having with political risk, and confiscation, if I can be crass about it, of sort of earnings.  And I just wanted to make sure, was this in the context of a recommendation to this Board that they should be taking that risk into account when they set ROE into designing the plan, or more a comment about people who aren't even in the room in terms of how they should be thinking about utilities and the operation of utilities in the future?

     DR. YATCHEW:  Let me use a rather extreme example to illustrate the point.

      In capital markets, there's this notion of country risk.  And the country risk is associated with political risk.  So if there is a high degree of political uncertainty, the risk of appropriation of assets in, let's say, some South American country, you incorporate that element in your estimate of what a reasonable rate of return would need to be for you to invest there.

      Now, when I look at the cost of capital exercises that are done here, I think it would be -- that exercise needs to keep in mind that there is a political risk here associated with publicly-owned entities.  And the Board may very well consider that to be one of the judgmental factors that it incorporates in its allowances for a return on equity.

     MR. HARPER:  I guess part of when I was listening to that, I was almost -- you were talking about incentives and creating incentives, and I was almost thinking that if one makes an actual adjustment for that, perhaps one is almost creating the situation where it will actually occur, because you are signalling to people that there is an allowance in the return for just such a thing to occur, and you are incentivizing, I can if I use Mr. Stephenson's word; there would be the very behaviour you're trying to avoid.

     DR. YATCHEW:  You mean you are somehow creating incentives for government to appropriate?

     MR. HARPER:  Well, it's been included in their return; why don't we take it?

     DR. YATCHEW:  There is certainly a risk of that.  This is a tricky area.

      But the other part of the question, as I understood it, was:  How can a regulator take into account in setting, let's say, regulatory rule the fact that there is a potential for impacts from the election cycle, so to speak?

      And politics and regulation operates according to different rhythms.  Politics operates according to the election cycle rhythm.  Regulation ideally operates according to a much longer-term view of what's the right direction to head this industry in.  And it may be that the regulator may decide to calibrate rules in such a way that allow retention of earnings for a longer period of time by utilities, to ensure that incentives are preserved, or at least to increase the potential for incentive preservation. 


So I think that there are innovative ways that we can think about this problem.  I'm not suggesting that there's some other jurisdiction we can point to and simply transplant things, because, as I said before, I think this is a relatively new venture that we're embarking on here in

Ontario.

     MR. HARPER:  Okay.  And actually your answer was a nice segue into my next question, because I wanted to talk to you a little bit about the concerns you expressed about the plant, you know, disincentives for efficiency improvement because of a clawback that could occur during rebasing, and I think probably a little bit of what Ms. Chaplin was asking you about, whether you had specific recommendations that you were making that something should be included in the second-generation plan.  

And I think, if I heard you correctly, you were saying it may be a little too late to do something about that now, but we should be thinking about this for the third-generation plan.

     DR. YATCHEW:  I guess my concern, that the savings may be clawed back.  As I said to Ms. Chaplin, this is not a trivial proposition to devise an existing modification to a short-term rule that we've got to have in place quickly.  I'm not saying it's impossible.  I haven't thought it through, but I think it may be possible to include some sort of a modification in the rule that would allow you to retain savings, demonstrated savings, be they from mergers or from internal efficiency improvements.

      I think, however, it would be difficult.  It's definitely something that needs to be part of stage 3, this notion of incentive creation through retention.

     MR. HARPER:  Thank you.  I think you were here this morning, I think, when Dr. Lowry was explaining the thinking that himself and, I guess, in conjunction with Board Staff, were going through in developing their proposals, and specifically recognizing the fact that the second generation was a short-term duration.  And I think more of an attrition plan than an incentive plan was the comment that was used, and probably not a very high expectation of efficiency improvements, therefore.


 
And to some extent, that thinking and that background went into their selection of -- I think the word used was a conservative productivity estimate in terms of the selection of the X factor, towards the low end of the range, was I think the comment that I heard.


So the question would be:  If you were to sort of tune up the plan to improve the efficiency incentives, would it not also be reasonable to tune up the expectation of what the productivity factor would be that you would include in that second-generation plan?

     DR. YATCHEW:  In the second-generation plan?

     MR. HARPER:  In the second-generation plan, because I think you were talking it might be possible to tune up the second-generation plan to reduce the clawback and improve the productivity incentives.  And I think there's a second half of that –- what is the productivity expectation?

     DR. YATCHEW:  And my concern about a common productivity factor is that there is most likely variation in efficiencies across the province, and we don't have a reasonable basis upon which we can differentiate the more and the less efficient ones.  So my preference would be to have a good benchmarking approach that would allow some differentiation of the productivity factor.

     MR. HARPER:  I don't think that quite responded to the question I was asking, which wasn't about differentiation of productivity across utilities but more a matter of, let's say for sake of implementation and for sake of pragmatism, I think we have to accept one standard of productivity factor for all the utilities.  

I think that's part of what Board Staff has been telling us, is that if we tune up the type of plan to improve the types of efficiency expectations we’re getting, wouldn’t it also be reasonable to have a slightly higher productivity factor associated with that plan, as well?

     DR. YATCHEW:  And that would be based on what?

     MR. HARPER:  Well, I guess Board Staff has come up with a recommendation of 1 percent, based on it being at the low end, the conservative end of a range of reasonable numbers. 


What you could do is perhaps take the same range, and maybe it's a couple tenths of a percent higher.  I admit this is somewhat of a pragmatic and judgmental process.

     But I'm just saying, conceptually, if you improve the way the plan works in terms of if it's going to generate more productivity, isn't it reasonable to expect more productivity?

     DR. YATCHEW:  Well, I still see the problem being with a common productivity factor that is not linked to actual productivity levels of utilities -- utilities that have been -- the preliminary numbers that I've seen showing declining unit costs for an extended period of time that have been under some rate pressures over time.

     So my preference would be to see productivity savings, if they can be achieved; those monies be spent on capital programs.

     MR. HARPER:  Okay.  Well, we'll leave that.  And I think we're ...

     I was wanting to talk to you, Dr. Yatchew, about another issue you raised, and that was the K factor.

I think you noted in your evidence and in the material you produced - I'm sorry, I'm not sure whether to call it “evidence” or not in this process - but in the material that you filed, that you recommended that its implementation be delayed.

      I think in a number of places in your material and also in today's presentation, you noted that the adjustment would generally be negative; it would basically end up reducing a utility's rates.


And I want to be clear as to whether your rationale for suggesting ‑‑ and I'm being kind of cynical, and I apologize for that if it comes across that way -- but whether your rationale for suggesting that the K factor implementation be delayed was based on the fact that it was, in your view, a selective rebasing or based on the fact that it basically ended up being a reduction in utility rates and whether, if there was a selective rebasing that ended up with an increase of utility rates, you would take the same position that selective rebasing, we shouldn't be pursuing it?


DR. YATCHEW:  That's a very good question, and I asked myself exactly that question before I thought this through, before I wrote it down.  And, in fact, I think that part of my reasoning for suggesting that this be delayed is that it will have a negative impact on utilities when ‑‑ certainly a number of utilities that I've looked at, when they are under pressure to continue with their capital programs after an extended period of time that they have had relatively low rate increases.  


Although, if you asked me if it was positive, would I say, Let's incorporate it?  Well, I'd have to have a look at the situation, because other things could have changed, as well.


But part of my reasoning was the fact that it was going to have a negative impact on rate increases, yes.


MR. HARPER:  I'd like to thank you for being frank in your answer.  That was great.


I guess I'd like to talk a little bit with you, Ms. Anderson, about the implementation, I guess, in terms of a K factor and a K factor adjustment.  

From my understanding of your comments, you're concerned that the implementation of the K factor in 2007, again, is selective rebasing for just one element of the revenue requirement for 2007.  Is that a fair capturing of your concerns?


MS. ANDERSON:  Certainly that was what we were considering.  I think that submissions that we made yesterday as part of the cost‑of‑service capital proceeding, we were looking at a couple of possible options that the Board could consider, could flavour that to some extent.  But I think that that's a fair representation; more so, perhaps, that the K factor is unusual when it comes to a price cap.


MR. HARPER:  Now, as I understand what you are proposing as an alternative is that the K factor should be added in 2008, both for those LDCs that are rebased and for those in ‑‑ in 2008 and those LDCs that are not rebased in 2008?


MS. ANDERSON:  Our concern going forward would be that the cost of capital should not be a reason ‑‑ or a disadvantage to one group of LDCs who are in one of the groups that go forward.


So if there was a change in ROE - perhaps it went up - then this group that got that change would be advantaged; the group that didn't would be disadvantaged.


And so it was more because at the time, Board Staff certainly was recommending that they select who goes into those groups.  And, therefore, it's completely beyond the control of that LDC.


MR. HARPER:  Okay, because I must admit why I was having a bit of difficulty with your proposal was that -- well, for those people that are rebased in 2008, everything gets rebased, cost of capital, everything.  For those that aren't, it's almost like selective rebasing for them until 2009, 2010.  And maybe, if I can understand what you're saying, it's really a trade-off against that, against having everybody on a level playing field, if I can put it that way.


MS. ANDERSON:  The trade‑off with having to do 98 rate applications?


MR. HARPER:  Yes, right.  No, I just -- because it seemed to me a little bit of an inconsistency there, but I think you helped explain it.


I think I want to pursue a little bit ‑ and, finally, this is my final area ‑ the issue that Mr. Kaiser was raising about your proposal with respect to capital public expenditures and capital escalation.  I think that was discussed in your presentation and on page 5 of your comments.


I think your proposal is that an LDC would have the option at their next cost‑of‑service filing to file a multi‑year capital plan that would be used to determine a capital cost escalator.  Do I have that generally correct?


MS. ANDERSON:  Yes.  Yes.


MR. HARPER:  And what I've been struggling about with that is, to be quite honest with you - and maybe this pursues a bit the question about how you integrate the two that Dr. Yatchew talked about - it's one thing to file a capital expenditure plan and justify those capital expenditures; it's another thing to determine how that capital expenditure plan is going to be integrated with other elements of the revenue requirement to come up with an overall level of revenue requirement to sort of ‑‑ and then to translate that into prices and into price increases.


And, you know, I'll get to talk to Mr. Todd about his particular proposal, which has got some merit, but some problems with it and flaws with it, as I see it.  And I guess to fundamentally do that the right way, you would not only have to - I just put to you - not only have to do a multi‑year capital expenditure plan -- the multi‑year cost‑of‑service filing in order to truly understand how those capital expenditures were going to impact on rates for the next -- for the period of your capital expenditure program.


MS. ANDERSON:  Correct.


MR. HARPER:  So that, you know, to some extent, I was having some difficulty with seeing how justifying a capital expenditure program could then be used to sort of simply adjust rates in the next year in some fair and reasonable way.


And maybe if you could help me understand what your thinking is in terms of, even after the utility, say, gets approval for that capital expenditure program, how is that then translated into rate changes?


MS. ANDERSON:  I think that as part of that cost‑of‑service study, then those implications of that future capital program on the revenue requirement would have to be assessed, as well.


MR. HARPER:  Would have to be assessed not only for the year of the cost-of-service study but also for subsequent years, as well, if you think about it, would it not?


MS. ANDERSON:  That's correct.  That's exactly what ‑‑


MR. HARPER:  So, effectively, as I said, that almost translates into a multi‑year revenue requirement review, if you think about it.


MS. ANDERSON:  Not so much full revenue requirement, but really just looking at the capital program aspect of it.  That would basically allow perhaps the capital escalator that people have been talking about, but in a more, perhaps, measured way, because it would be based on an actual capital plan filed and reviewed for that LDC.


MR. HARPER:  I guess maybe the term we all like is “a more utility-specific way,” I guess.


MS. ANDERSON:  Perfect.


MR. HARPER:  If that's what you're looking for.  

No.  Thank you.  Those are my questions.


MR. KAISER:  Thank you, Mr. Harper.  

Mr. Kalyanraman?  Mr. Rodger?


MR. RODGER:  No, thank you.


MR. KAISER:  Any other parties at the back?  

Yes, sir.

QUESTIONED BY MR. WEBER:


MR. WEBER:  Brian Weber from Grimsby Power.


I apologize for -- on the efficiency aspect and that, but it's my understanding it's your belief, Dr. Yatchew, that rationalization will produce efficiency improvements.  Is that correct?


DR. YATCHEW:  I think there's potential for rationalization to produce efficiency improvements through exploitation of additional scale economies.  I haven't done an analysis at this point to determine the degree to which they are present.


MR. WEBER:  And I also believe it was Dr. Lazar that indicated that in the studies that they had been looking at, that there was more efficiency improvements in the U.S. in the gas sector versus the electricity sector.  

Do you have a rough idea of what is the optimum size for the most efficient customer base for a utility?


DR. YATCHEW:  For an electric utility or a gas utility?


MR. WEBER:  No, an electric utility.


DR. YATCHEW:  I did do studies and I published work in the Journal of Applied Econometrics based on data from the '90s.  What I found rather surprising was the relatively small size, the minimum that was required, to achieve efficient scale.  

I can't remember the exact numbers, but there were utilities in Ontario, based on data in the mid‑‘90s, who were achieving really most of the scale economies at size ranges of 20- to 30,000 customers.  I found that actually quite surprising.


I looked at studies that have been performed in Norway and in New Zealand.  They were also consistent with this conclusion.


Now, what I think needs to be looked at carefully is that the responsibilities and the scope of operations of distributing utilities has changed since then, and that's something that I was careful to point out in the studies that I did at that time.


It may very well be that minimum efficient scale is substantially or very substantially larger in certain segments of operations.  So I don't have a minimum efficient scale for utilities at this point in time.


MR. WEBER:  You mentioned business processes and how things may have changed.  I think the OEB did a benchmarking study that was released - it was either last year or the year before - and I'm still having trouble trying to decipher that.  I know the electric utility industry also does their own performance-based management studies.  And it would appear that, on average, you're looking at about 550 employees per company – sorry, one employee for every 550 customers.

      In the rationalization, if we're already at that optimum size, where do you see the efficiencies then starting to come from, if it's not through staff reductions?

     DR. YATCHEW:  There may be efficiencies in capital markets that are to be gained, in your ability to borrow and finance your expenditures.  There may be efficiencies in implementation of conservation or DSM programs.  Much also depends on the geographical location.  

A utility that has, let's say, 50,000 customers that are surrounded by unpopulated land doesn't have a nearby natural merging partners.  Alternatively, a utility that is surrounded by other utilities nearby may potentially gain from scale of economies.  So potentially there are spatial issues that arise in the search for scale economies.

     MR. WEBER:  I'd like to go back to one of the points I think we were making.  I think you are indicating that size does matter when you're going to capital markets.  Is that a yes?

     DR. YATCHEW:  Yes.  That is, yes.

     MR. WEBER:  Because I think we were hearing some different answers to that on Monday and Tuesday of this week, with some other witnesses that were making presentations.

     But you're talking about efficiencies from the business perspective and if mergers were to occur and let's say it was with a neighbouring utility and there's a rate disparity of potentially $10 on average a month, per customer, who's the winner and who's the loser?

     DR. YATCHEW:  Well, if there are real-scale economies to be exploited, then the average cost across all the customers should be going down.  That obviously may not be without some customers having to pay more and other customers having to pay less than they were doing so before.

     MR. WEBER:  But isn't that a form of cross-subsidization between customer groups?  Not so much the group, but between customers?

     DR. YATCHEW:  There is an argument to support this proposition:  If one thinks about, let's say, one community having been more efficient over time, paid down their assets, and another community isn't quite as far long along on the efficiency curve or perhaps hasn't quite paid down its assets as quickly, there would be a certain kind of, perhaps, inequity generated across the customers of the two utilities once the utilities merged.

      I don't know the details of what happened in the GTA when the utilities merged.  Perhaps somebody else knows the details.  But there was considerable disparity in rates across the -- I believe it was five utilities, or six, that merged.

     DR. YATCHEW:  Six utilities that merged.

     MR. WEBER:  I know there was more than just the 

Toronto; there was municipal or, I guess, regionalization in Toronto, Hamilton, Ottawa, and I believe Sudbury was the fourth.  

But I know in a lot of instances, and as I've mentioned wherein a small community, not far from Toronto but close enough, where a lot of our customers commute.  But many times what they indicate to us is they don't want a Toronto solution.  

And I don't know how I explain - because I know I would be asked, whether I'm still there to tell the story or still walking the streets - that we've had to rationalize, because there's a perceived efficiency or that there's a difficulty in managing the structure, and that my customers' rates are going to go up.

      And I just think that that, from a customer perspective, that's unfair, especially when they're promoting accountability.  

So there's a place for a big box and there's a place for a small store.  And I guess that's where I'm having some difficulty in rationalizing some of this myself.

     DR. YATCHEW:  Did you want me to -- I'd be happy – did you want me to comment on this?

     MR. WEBER:  Please.

     DR. YATCHEW:  You referred to local accountability. 

And I see considerable merit in the accountability of distributing utilities to their municipal shareholders as a mechanism for incentive creation.

      So I think that the fact that we have a fair number of utilities in this province, while there may be room for rationalization, there are also positive aspects to having utilities serving their municipal shareholders.

      On the other hand, there are the issues of scaled economies, if they are there.  And I don't want to go into a long discussion of this, but roughly speaking, it's a confrontation between two issues, the principle of subsidiarity, which essentially says that we can benefit from local accountability if the company isn't too big, and the principle of economies of scale, which may very well still be present.  And it's a trade-off between those two that we are looking for.

     MR. WEBER:  Respectfully, I would suggest, that as years have gone by, the smaller and distant utilities from the larger centres have always co-operated and partnered together in order to gain those economies of scale.

     Thank you very much.  Those are my questions.

     MR. KAISER:  Thank you, Mr. Weber.  

Mr. White.

     MR. WHITE:  No questions.

     MR. KAISER:  Mr. Fogwill.


QUESTIONED BY MR. FOGWILL:

     MR. FOGWILL:  I've got a few, and I think Dr. Lowry has a few.  And I think this is for Ms. Anderson.  

There was a point in one of the presentations about future expenditures not being incorporated into rates.  Is that completely –- I think it was in Dr. Yatchew's presentation, but do you agree with that?  Future --

     MS. ANDERSON:  Can you give me the context?

     MR. FOGWILL:  Are future capital expenditures included in rates?

     MS. ANDERSON:  Certainly that's our expectation, because the expectation is we've prudently invested in those capital expenditures and --

     MR. FOGWILL:  No, maybe I should make myself clearer.  Don't the current rates reflect a certain amount of capital expenditure?

     MS. ANDERSON:  Correct.

     MR. FOGWILL:  And would that not continue going forward under an incentive regulation plan?

     MS. ANDERSON:  Once you rebase.

     MR. FOGWILL:  So if you were to invest at the level of depreciation in your asset base next year, that's not recovered in rates?

     MS. ANDERSON:  If we only invested at the level of depreciation, I'd have serious concerns about the future reliability of our network.

     MR. FOGWILL:  Okay.  In terms of those major additional capital expenditures that you're talking about, can you just identify what a few of those are?

     MS. ANDERSON:  Certainly.  I think we covered off a lot of them in our 2006 EDR.  It's based on an asset-management plan, where we looked at all the assets, predominantly distribution assets, that are in our system, holes, cables, transformers, switch gear, stations, all of those are included.

     MR. FOGWILL:  And is it your understanding that that's a similar state that most of the utilities are in?

     MS. ANDERSON:  I really can't comment for all of them. 

I certainly recognize that Toronto Hydro made that point very clear, and Hydro One has, and I believe in some of the other EDRs people made mention of this.  I'm not sure it's true for the entire province.

     MR. FOGWILL:  Okay.  Thank you.

     MR. SARDANA:  Mr. Fogwill, it's Pankaj Sardana.  If we can add to that.  There's also -- I think Ms. Anderson has in her presentation funding for Smart Meters on top of our regular, growing capital expenditure needs.  That is also part of this equation.

     MR. FOGWILL:  Isn't the funding for Smart Meters covered under “Deferral Accounts”?

     MR. SARDANA:  We need some more clarification around those, but, yes, that's the intention.

     MR. FOGWILL:  So we're not really including those at this point.  Is that a concern for all accounts or not?

     MR. SARDANA:  I think the concern is the totality of capital expenditures that are coming up.

     MR. FOGWILL:  Okay.  All right.  And then the last question I have -- and I think I'm going to toss this to

Dr. Yatchew, and it's to help me with a conversation

I'm bound to have with someone from Fortis, and they're going to come up to me and say, Why does Fortis deserve a different incentive mechanism than shareholders from Hydro Ottawa, for example, because it's owned by a municipality?

     DR. YATCHEW:  Well, first of all, I haven't actually proposed a particular incentive mechanism.

     MR. FOGWILL:  Well, you are suggesting something different.

     DR. YATCHEW:  But I am suggesting that we need to pay more attention to how incentives are created for public-sector firms.  Would that suggest that there would be similar incentive for public‑sector firms, as compared to private‑sector firms?


DR. YATCHEW:  Let me give an example.  It may be that, particularly in this context, elements of yardstick competition would be a basis, a better basis, for incentive regulation of distributing utilities here in Ontario.


That's a device that is much more difficult to apply to, let's say, individual or a very small number of companies.


So one might try to supplement the mechanism with things like yardstick competition, perhaps a greater degree of benchmarking.


MR. FOGWILL:  But that doesn't differentiate between a public- and private-sector company, does it, benchmarking?


DR. YATCHEW:  What do you mean by "differentiate"?


MR. FOGWILL:  Well, there was a lot of discussion about the different motivations for a public-sector company.


DR. YATCHEW:  Right.


MR. FOGWILL:  Or publicly-owned company, I should say.  And I'm just trying to understand why.  What's in the public interest of having a different mechanism for a utility that's owned by a municipal government versus one that's owned by shareholders, private shareholders?


DR. YATCHEW:  The objective is to try to produce incentives. 


MR. FOGWILL:  Okay.


DR. YATCHEW:  And incentives are generated different ways in these two settings.


Public companies are much more subject to the discretion of government policy, for example.


MR. FOGWILL:  Does that mean they're not overly motivated by earning additional return?


DR. YATCHEW:  Public‑sector companies?


MR. FOGWILL:  Yes.


DR. YATCHEW:  Well, if they were allowed to earn and retain it, then potentially there would be a greater incentive for them.


MR. FOGWILL:  But you're suggesting a differentiation in motivation between publicly owned and privately owned.  If that's the case, then the level of return for both those types of companies provides a different level of incentive for those ‑‑ for the shareholders of a privately-held company versus ones that are held by municipal governments.


DR. YATCHEW:  I'm not sure that I or the literature has progressed to the point of being able to calibrate rates of return here.  

My point is that public-sector companies -- public-sector companies have different mechanisms for creating incentives.  They have less of the spontaneous incentive creation that's available for public-sector companies, for example, through stock markets.


MR. RODGER:  Private-sector companies.


DR. YATCHEW:  Private-sector companies.


MR. FOGWILL:  You can see where I'm going with this’ right?  Because what I'm really trying to get at from your presentation is it seems like you're suggesting that if a private‑sector company -- well, let's compare it to a public-sector company.  A private-sector company would be more interested and more concerned about maximizing its return, its financial return, than the public-sector company.


DR. YATCHEW:  I think that's a fair comment, yes.


MR. FOGWILL:  Thank you.


MR. KAISER:  Dr. Yatchew, before Dr. Lowry, you mentioned in your earlier statement that you had done some studies or seen some evidence that showed that public-sector companies, the municipal utilities, were often not earning their allowed rate of return.  They were under it.  Is that information available?


DR. YATCHEW:  I have seen some calculations that have been done by utilities.  I've also seen some calculations that have been done by the EDA.  So I would prefer that you seek this evidence from the utilities themselves.  I've not done the calculations myself.


MR. KAISER:  All right.


DR. YATCHEW:  And they were, as I understood it, only preliminary in nature.


MR. KAISER:  All right, I misunderstood.  Thank you.


QUESTIONED BY DR. LOWRY:

DR. LOWRY:  I have a few questions, first for Dr. Yatchew.  

The very last thing you say on your last slide is that: 

"During the interim period, consideration needs to be given to utilities with growing capital program costs." 


Most of your presentation didn't address that, and I was just wondering what you had in mind as appropriate consideration for that situation.


DR. YATCHEW:  What I had in mind is that if a utility has a particular capital program that it needs to engage in in the near or immediate future, it should be allowed a mechanism by which that capital program can be approved so that it's not delayed.


DR. LOWRY:  Okay.  So more like a cost‑of‑service treatment for that program?


DR. YATCHEW:  If that's what's required in the interim.


DR. LOWRY:  Okay.  Now, a lot of your presentation has dealt with the issue of performance incentives and, in particular, how, if a company doesn't have a mechanism for capturing long-term performance gains, that perhaps it would ‑‑ that that would be an undesirable feature of a PBR plan.  


What about this issue of having something like an IRM for everything but cap-ex but something close to a pass‑through for the cap-ex itself?  Does that not cause you any qualms as an authority on incentive regulation, in terms of the imbalance incentives?


DR. YATCHEW:  You mean basically an analysis of the capital program so those costs would just be passed through?


DR. LOWRY:  Well, you seem to be suggesting some sort of a tracker mechanism, which is effectively direct recovery of the capital costs, so for the time being there's virtually no incentive to contain the capital costs.  So I'm just wondering, are you not concerned about the effect of that type of one treatment for one kind of inputs and one treatment for another, on the balance of incentives? 


DR. YATCHEW:  In this immediate sort of one- to three‑year period, if there are capital programs that need to be addressed and we don't have a long‑term IRM process in place, I don't see an alternative.


DR. LOWRY:  Isn't one alternative just to go ahead with the needed capital spending, if it's really that urgent?


DR. YATCHEW:  Go ahead with the capital spending, but it would certainly be preferred if the company received approval for it.


DR. LOWRY:  But between the two mechanisms, which would have -- which would leave you less qualms about the balance of incentives between ‑‑


DR. YATCHEW:  I'm sorry ‑‑


DR. LOWRY:  In other words, between the mechanism that's proposed and a pass‑through on the capital costs, which would leave you with fewer qualms about imbalanced incentives?


DR. YATCHEW:  If the balance of incentives in the ‑‑


DR. LOWRY:  The imbalance of incentives for capital cost containment and for containment of all other kinds of costs.


DR. YATCHEW:  In the interim period?


DR. LOWRY:  Yes.


DR. YATCHEW:  Well, in the interim period, my view is that there really are no additional incentives for cost containment than were present before.


DR. LOWRY:  But aren't the incentives actually ‑‑ well, there are some incentives, of course, but aren't those weaker incentives actually even worsened, from a cost containment standpoint, by having a pass‑through of the capital spending?


DR. YATCHEW:  So what you're suggesting is that the utilities are going to all show up with their capital programs costs for the next five or ten years and try to get them approved before IRM3 comes in, because then it will be a pass-through?  Is that sort of the --


DR. LOWRY:  No, I'm just asking, you know, the type of mechanism that you're proposing, do you not have qualms about the imbalance concerns? 


DR. YATCHEW:  There certainly are concerns about incentives in a world where we're trying to improve them, and we're still operating in a world that is essentially cost of service with whatever incentives were in place before.  Yes, I do have concerns.


On balance, I think, though, some utilities may very well have urgent capital needs that they would need to have ‑‑ that they would need to proceed with and they would benefit from having them approved.


MR. McLORG:  Dr. Lowry, may I add just a restatement to that?


DR. LOWRY:  Sure.


MR. McLORG:  Colin McLorg for Toronto Hydro.  

I think that the utility view of this matter is not so much that there would be weak incentives for capital cost containment the way you have suggested but, rather, that the rate base adjustment mechanism would counteract the significant financial disincentive that is created by an operational requirement to make these capital expenditures and the inability to recover the associated costs through recognition of that incremental rate base.  


So it's really a suggestion to eliminate a strong disincentive, which, in our view, is an untoward financial disincentive.

     DR. LOWRY:  I guess I wonder, is the poison worse than the cure?  Because you're opening the gates to all manner of capital spending, and even encouraging them to engage in excessive spending, because of the opportunity to save on their O&M expenses, as opposed to just having them get started on their capital spending for one year or two years before they actually get it to completely rate-based.

     Okay.  I have a few questions for Ms. Anderson.  One thing that caught my eye - and this is not on the cap-ex; although, I do want to come back to that issue - the inflation factor slide.  You have a discussion here about present and future cost pressures, and one of them is the costs of changing a more onerous regulatory environment, pulling in call centre, calls for time of use, RPP, changes to EBT, standard offer program administration.  


I'm not familiar with these problems, and I just hope you could elaborate on that a bit.

     MS. ANDERSON:  Well, I certainly wouldn't call them “problems.”  I would call them “changes in the environment in which we operate.”  

Net metering is something that the Government has issued that allows people to install generation, small local generation, at their place.  

Standard offer is a similar thing, but perhaps on a slightly larger scale.  

So there are significant changes that we have to make to internal business processes, our billing systems, et cetera, in order to meet these requirements.

      And they've been ongoing.  EBT is the system we use to communicate with retailers.  In 2005, we had to undergo a completely new version of EBT in order to meet the new standards.

      So the point we're trying to make here is that people seem to think that the transition is over.  The environment is here.  No, we're really just getting started.  There's a lot more of the changes happening all the time.

     DR. LOWRY:  So these are new transition costs that the company has not yet been compensated for?

     MS. ANDERSON:  Certainly standard offer is new; net metering is new; the EBT continues to change; the upgrade

I mentioned was in '05, so -- well, I guess we were never compensated for it.

     DR. LOWRY:  Mm-hm.

     MS. ANDERSON:  So, yes, it's ongoing.

     Smart Meter billing systems, perhaps that might be a little different, because perhaps there is some mechanism for securing some funding for Smart Meter changes.  But, yes, it's an ongoing change.

     DR. LOWRY:  A little further down the page, you actually conclude by saying that:

"LDCs that do no rebase in 2008 should have the opportunity of proposing a different inflationary measure."

     MS. ANDERSON:  Yes.

     DR. LOWRY:  What you were you thinking there, that they, for example, could come in with a sort of industry- specific-type measure as an alternative?

     MS. ANDERSON:  No, I think that's what I was trying to clarify when I moved on to the productivity.  There's a similar kind of bullet in the productivity slide, and that's where I was trying to explain just the concern that in this changing environment, three years can be a long period of time, and so perhaps this could have been rephrased a little bit better to just ask the Board to consider the need for some flexibility.  

If the environment is completely changed in three years, then perhaps measures that seem completely reasonable now will not seem completely reasonable three years from now.

     DR. LOWRY:  Mm-hm.

     MS. ANDERSON:  I don't have a proposal what that looks like, because I don't know what that changing environment might look like.

     DR. LOWRY:  Okay.  Then on this productivity factor slide about the middle of the page, you talk about the long period of LDC rate freezes.  

You say that:

"Most did not have rate increases for local operating costs between 1993 and 2006," which is what I was alluding to earlier in the day about rate increases.  

My impression is that there hadn't been that many cost-based rate increases, apart from some special cost adjustments.  

And then you say: 

“Therefore efficiency and productivity improvements most easily implemented have already been done."


Okay.  But many of these companies were publicly held, a concern that Dr. Yatchew already has noted about their incentive properties.  And these X-factors that the Board is basing its proposal on are United States investor-owned utilities that have been subject to investor owned -– to rate cases, prudence reviews, and so on, for decades.


Do you really feel that a number that comes out of that industry for the last 15 years is just too fast a pace for these Ontario utilities?  Wouldn't you be in a sense saying that they've done -- they're more efficient than their American counterparts?  


MS. ANDERSON:  I think what I'm saying is that there has been a prolonged, 13-year period in which we’ve had to find these efficiencies, and so that there has been a period of time that we've had to drive the efficiencies in order to maintain our bottom lines.

      And back to Mr. Harper's point certainly between 1993 and in that period before the Ontario Energy Board even was involved.  Yes, it was optional, but what is the reason, then, that people didn't apply for those increases?  I would state that the very public nature of them was the political pressure to keep rates frozen.

      So if you were under that pressure to keep rates frozen, the way you did that was by driving efficiencies through your company, getting more and more efficient at what you did.

     DR. LOWRY:  Would delays in capital spending be another way?

     MS. ANDERSON:  That's potential that there could have been.  I'm not aware that that has happened in Ottawa.

     DR. LOWRY:  But the bottom line, though:  Do you believe that the companies here are more efficient than their American counterparts, or less efficient, or kind of hard to tell?

     MS. ANDERSON:  I can't comment.  We don't have that empirical evidence.

     DR. LOWRY:  Let me ask you a few questions about the capital spending.

      When you're talking about distribution capital spending - and we'll set aside some of the more adventurous customer-service-type investments that somebody might make, mostly talking about just the distribution system, including particularly the replacement investments - is it your view that there is a lot of regulatory risk or risk of prudence disallowance associated with investments like that?

     MS. ANDERSON:  I certainly hope there's not much risk of disallowance.

     DR. LOWRY:  Okay.  And you've talked about the need for capital spending that's coming.  I'm just wondering, in the last few years, what's the general rule of thumb about the investments that companies in Ontario have been making?  Has it been really ramping up?  Has it been noticeably slow?  What can be said about the capital spending patterns that have been prevalent during this period that the companies were under the first-generation IRM and its aftermath?

     MS. ANDERSON:  I can't comment on other LDCs; I can comment on Hydro Ottawa, that we have started the ramp-up, based on our asset management plan that looked at the condition of and the age of assets, and looked at the potential rate shock if we didn't start making those investments on a nice kind of ramp; because, if not, then there would have to be sort of major incremental jumps in the future as those assets are fully -- it's incorrect to say “fully depreciated” -- end of their useful life. 

That's even longer.

     DR. LOWRY:  In fact, your presentation notes that in the last rate filing, Toronto Hydro and Hydro One and Hydro

Ottawa all spoke to the issue of aging infrastructure.  Are your sister utilities also therefore rolling up their sleeves now and noticing increasing their capital spending?

     MS. ANDERSON:  I can't comment on the others.

     If there was a big, for some reason, a very large burst in capital spending in, say, the next five years or the next three years, would it then mean that there would be a market -- or slowdown in capital spending after that, that they would sort of get most of the capital spending done in 5 years that would be expected for the next 10 or 15?

     MS. ANDERSON:  No, I think what we're looking at is the longer window and realizing the step that we have to take and that the most appropriate way to do it is on a steady ramp, rather than incremental steps.  

So we -- you know, if you're looking at replacing 200 poles a year and know that by seven years' time you need to be replacing 800 poles a year, then perhaps you had better be doing a few more each year, or by the time you hit that later period, you may have to do that a little more.

     DR. LOWRY:  Sometimes utilities get in situations where their rate base is either holding steady, even declining.  And I was just wondering if it's your understanding that rate-making processes, be it the PBR type or the cost-of-service type, are very keenly attuned to automatically reducing a company's rates when they have slow rate base growth.  

MS. ANDERSON:  Not quite sure I completely follow the question.  Obviously, when you rebase, then that's your new rate base, which would include whatever capital you've made in the intervening year.


DR. LOWRY:  Right, and that's true on the upside, too, that when you rebase in the near future, any capital spending that you've been making will go right into your rates.


But, you know, on the assumption that rates aren't really set more than every three to five years, if a company does have a slow rate base growth, aren't they going to get a little bit of a free ride for a few years?  


And, in fact, aren't they incented to stay out of rate cases and maybe even get the religion of PBR and longer‑plan periods, because they -- you know, maybe just a little bit of over-earning, not a lot, but just a little bit every year?  Isn't that kind of a normal situation in the utility industry, generally?


MS. ANDERSON:  Certainly ‑‑ I'm not sure I could say what was normal in Ontario.  I'm not sure that we've had the choice of when to come forward.  I think that the Board is -- by selecting people to come in certain tranches, a third, a third, a third, they're actually advising us when they want to see our applications, so I'm not sure of the relevance.


DR. LOWRY:  Well, I mean, for one thing, there could be a regulatory system in Ontario where people did have the option of coming when they wanted to.  In that event, it seems to me they'd kind of stay out if their rate base growth was slow and they'd come in if their rate base growth was fast.  


But let's suppose you did have a four-year or five-year gap between rate cases.  Then if a utility did have slow rate base growth over that period, they might not get an automatic downward adjustment for that slow rate base growth, and -- is that right?  


I mean, should there be some sort of a tracker on both sides if the capital ‑‑ if the plant base is growing, the rate base is growing, then, you know, rates grow a little more rapidly; but if it's growing unusually slowly, there would be unusually slow rate growth.  I mean, do you subscribe to that principle?


MS. ANDERSON:  I guess, back to Mr. McLorg's point, what we're most concerned about is the disincentive to make the capital investments that are greatly needed at the distribution point in the next few years.


DR. LOWRY:  But is the disincentive that you just can't do it or that it's expeditious to wait until you actually get the rate --


MS. ANDERSON:  I think there's a number of things.  One, if in doing these capital investments we basically do an accelerate/decelerate, so I get a whole pile of people replacing poles and now they stop, and then they replace, and then they stop; that's a far more costly way of doing it, rather than developing the workforce to do this on a level plan.  


It's a much more efficient way of doing our capital investments.  Certainly that's one of the things we're concerned with.  We're concerned about the sheer magnitude of all the capital pressures on us.  


And Mr. Sardana mentioned that it's not just the distribution plant.  There are ‑‑ there's Smart Meter, just the ability to finance that.  There are a lot of other capital pressures on us, as well.


So that's another factor.


DR. LOWRY:  I don't know if you were working for Hydro Ottawa when they developed the first PBR plan for the power distributors, but when they were developing that price-cap index, do you recall that they spent a lot of time thinking about the specific investment plans and expectations of the distributors, or was it just based on a historical backward-looking productivity study?


MS. ANDERSON:  I wasn't part of that, so I can't comment.


DR. LOWRY:  So if it turned out that they had five years of slow investment under the plan that wasn't anticipated, they might even have gotten a break from that, the way it was done at that time?


MS. ANDERSON:  That certainly wasn't the case for Hydro Ottawa.


DR. LOWRY:  Okay.  I guess the last question I would ask, then, is just the one that Mr. Kaiser also asked, and that is:  Are you saying that Hydro Ottawa is not prepared to get started on its cap-ex program in any big way until they get a sizable rate increase?


MS. ANDERSON:  I think what we're saying is we have started on this capital plan.  We think it's only fair to have just and reasonable rates to cover those investments, particularly concerned -- and not just about whether or not it will be disallowed in the future, but the impact it has on this 2007, because we do have the immediate impact of the amortization on our net income.  


Is it fair to our shareholder to have to fund that, essentially?  We are continuing with our capital plans.  We certainly -- and I speak for the whole CLD.  The reliability of the system is certainly of paramount importance to us, and we will look at that.


But what creates just and reasonable rates?  We want ‑‑ we think there needs to be ‑‑ to eliminate the disincentive to do what is appropriate, which is to ramp up these capital plans.


MR. FOGWILL:  I just have one follow-up on that.


So that I'm clear, the plans you have in place for 2007 right now, will they be impacted if the Board Staff proposal is adopted in the code?


MS. ANDERSON:  I think what it can impact is the number of LDCs that you see needing to come forward for rebasing in 2008, because it is one thing to say that you can live with something for one year and another thing to say you can live with it for three.


I think you will see a lot more of us coming forward to say, much as Toronto Hydro has done, we need to be part of that first tranche.


MR. FOGWILL:  So can I interpret that as you won't change your 2007 capital plan?


MS. ANDERSON:  That decision has not been made by our board.


MR. FOGWILL:  Okay.  How about Toronto Hydro?


MR. SARDANA:  I think I would concur with Ms. Anderson.  We're going through our budgeting business planning cycles now.  The outcome of this process will be very instructive to that discussion.  So we will have to wait and see, also, but the pressures remain.


MR. FOGWILL:  Right.  I was wondering if there are other utilities in the room that want to comment on that, because that's the $64,000 question, isn't it?


MR. WHITE:  Let me make the comment as a more general comment, because I don't think ‑‑ I'm sorry.  It's Roger White, Energy Cost Management Inc.  If I can make the comment from a more general perspective.  Most of my clients aren't facing the kind of lumpy investment requirements and immediate pressure that's contemplated by these other parties, but if there isn't a way to recognize those lumpy expenditures, then what happens is whenever the rebasing happens, the customers face sticker shock, because a huge sum of money that the regulator, through a multi‑year capital plan, has agreed to, you know, they're going to come into the rate base with the full annual depreciation that goes with them.


And when that happens, the percentage of the rate increase that flows from that is material, and the impact on the customers is material.


So from a rate-stability perspective, which, you know, if you look at your recent statute guidance, it says rate stability -- you know, price but rate stability is a major consideration for the Board in terms of guiding its activities.


So I am aware of at least one utility that has three major items which it has to address in the next three years.  

And for that LDC, if there isn't a way of finding a way to smooth that into the rate base, over the ‑‑ over any MBR2 program - say it was a three‑year program - if they had to wait either to the end or do it at the front end, and then not get the lumps that came later on, that's going to create some sticker shock for customers at the end of the process when they next come in for rebasing and PBR3.


MR. RODGER:  Mr. Fogwill, for what it's worth, I'm not speaking for any individual LDCs.  I can tell you that I've had a number of discussions with LDCs along the lines of Mr. Sardana, and they, too, are waiting for the outcome of this process to decide whether they throw their hat into the first tranche.


So that just underscores what Mr. Sardana has also said.


MR. FOGWILL:  That's a good point, and I just want to follow up on that.


Let's say that there is a concern related to investing in the future because of this lumpy capital expenditures.  If as one of the screens that was used to determine who was coming in first for 2008 was that issue of the lumpy investment, would that alleviate most of the concerns, then?  

Because, if you refer back to what Mr. White mentioned, that a lot of his clients aren't in that situation, we might be able to manage this three-tranche process and have the first tranche deal with the parties that have the lumpy investment concern right up front and then march that through with the three-year period.

     DR. LOWRY:  I might say, too, that if we resume the work on the statistical benchmark, that it can yield evidence of capital spending deficiencies.  I don't mean that in a negative sense.  I mean, you know, situations where the optimal quantity of capital is larger than what they have today.  It might help to substantiate that certain companies need the expedited treatment.

     MS. ANDERSON:  I guess certainly if we rebase in 2008, that certainly it will alleviate some of the concern, because you would only have to live with something for one year.  Very different situation.  

I think one of our recommendations, our concern is we don't know what third generation looks like; we will be right back into facing this exact same thing again when we get into third generation, unless we can perhaps file a multi-year capital plan that would address that issue.

      So addressing it for one year doesn't end the fact --this is not sort of a capital program we feel to do for one year.  This is a long-range capital program.

     MR. FOGWILL:  I understand that.  And we'll try and solve the rest of the problems of the world later.  But in terms of going forward, if we've got some utilities that have got a concern and we stick with this proposal, if they came in in 2008, that would alleviate most of their concern.  That's what I’m hearing.

     MS. ANDERSON:  It is easier to live with something for one year than for three.

     DR. LOWRY:  But may I interject here that one of the interesting things that I take away from this is that there are a number of utilities that have some pretty complicated capital spending trajectories over a multi-year period; and for those companies, I'm just wondering, don't you perhaps find more appealing a sort of a British style of IRM that involves a four- and five-year outlook than an American-style approach that has a rate case that traditionally looks at one year, and then one with indexing that's based on indexed price and productivity trends?  Are there companies here that have a keen interest in a more British-style approach to the rate setting?

     MS. FRANK:  From Hydro One, definitely interested.  And we'll talk more about that when we get our opportunity.

     MR. WHITE:  I'd like to comment on that.  I think some of my clients would be if they fully understood it.  

In fairness, I think just because you're in the first tranche, coming in in 2008 isn't necessarily going to fix your problem if your capital expenditures go into 2009 and 2010, because all you get to do is recognize the assets that are in service.  You don't get to recognize assets that are going to be in service three years from now in your rate base, and what you're entitled to recover a fair return on.  

So if there isn't a different way of recognizing those material lumpy capital expenditures and rolling them in more gradually through creative deferral accounts or through tests like capital expenditures as a percent of rate base for even consideration of this type of thing, then customers are still going to face the sticker shock that's going to come when the assets ultimately end up in the rate base.  

Because these are not -- these are not discretionary, you know, new building sites and palatial splendour for the utility.  These are fundamental assets which are fundamental to the infrastructure which supplies the customers.  So it really does matter.  

And these aren't tiny utilities.  It's not just these guys whom I don't know a whole lot about, but I do know a whole lot about a number of utilities, some of which are not my clients, which are facing some of these lumpy expenditures, which we heard some comments about yesterday.

     MR. McLORG:  Mr. Fogwill, I hope not to belabour this, but the one additional point that I think hasn't been made is that a utility with a secular increase in necessary capital expenditures really has to structure their program over a multi-year horizon.  And there are operational constraints that really constrain your ability to shift capital expenditures out of one year into another, bring them forward or defer them?  Because you don't have the corresponding flexibility in your labour force, and I think that's something that Ms. Anderson has alluded to, that the start/stop type of operation is not only expensive, but it's almost impossible to execute.

      So the utility is then put, effectively, in an untenable position, having a very inflexible optimal capital path, from an operational and physical point of view, but a very distorted path, from a financial perspective, where, regardless of whether we operate -- rebase in 2008 the successive capital expenditures in the following years would be uncompensated until we can rebase again.

      So it's very, very difficult to make a recommendation to management in those circumstances.  We must do the programs for reliability, yet there's a real financial penalty to our undertaking the programs.

     DR. LOWRY:  But think on some of the implications of what you're saying.  It almost sounds like:  My company needs a succession of four or five annual rate cases and nothing else will do.

      I mean, the Commission is clearly thinking more on the lines of something like five-year plans.  But unless those plans had more of a British design based on a forecast of five years, it wouldn't be working anyways, and so it almost gets me to thinking that since you don't know if you're going to have a British-style plan or that -- and it doesn't even seem likely that you're going to have four or five successive rate cases, shouldn't you just get started on the capital spending and then you would have two years under your belt before you hit your test year, and there would be less to worry about the last two or three years of the plan?  I mean, it would be more obvious how it was going to tail off.

     Isn't it actually an argument for getting started on the spending now?

     MR. FOGWILL:  Well, to be fair, they still face the risk of possible disallowance from the Board.

     DR. LOWRY:  But most of them have said that risk isn't very great, at least for the most obvious types of investments.

     MR. KAISER:  But I think what they're saying is, they don't need a rate case every year, because it doesn't relate to all of their cost items, this problem.  This problem relates to the capital, and all they're saying is, Is there not some mechanism where we can get approval of a multi-year capital plan?

     MR. RODGER:  But I think that also does adjust rate base each year.  In fact, I know that is a huge concern, that others have said, Wait for three years, potentially, for a rebasing when you've got significant annual investments in the interim period.

      And that's why I think to look at the British model is actually a very good idea.

     MR. KAISER:  It would be a good idea if we could get to London to hear it.

[Laughter]

     MR. McLORG:  I don't have a lot of direct experience with this, but I am aware that there was what might be called an experiment with Consumers Gas or Enbridge, in which a kind of a split regulation scheme was implemented. 

I think there may have been some factors that led to its demise.  And I don't know what they were.  But all I mean to say is that I think our thinking is very parallel to yours.

     We are not meaning to suggest additional regulatory burden or a complicated process each year.  We're just seeking a way to address the unusually large capital expenditures.  And I think it would be possible to work out a system in which an incentive or even an attrition scheme in the very short term could apply to the op-ex and administrative and general type of expenditures that utilities undertake coupled with an adjustment mechanism for rate base that would follow from an approved capital plan.

      I think there is a combination of approaches that could be developed.

     MR. KAISER:  Possibly now we could take the break, just to give the reporter a chance, and come back in 15 minutes.

     --- Recess taken at 3:42 p.m.


‑‑‑ On resuming at 3:58 p.m.


MR. KAISER:  All right.  We'll start back up, if we can.  

Mr. Shepherd, questions?


MR. SHEPHERD:  I think Mr. Fogwill has something to respond.


MR. FOGWILL:  Yes.  Mr. Shepherd had asked to us check the sensitivity around the X factor, 0.1 percent adjustment, and the number we came up with was 2.7 million --


MR. SHEPHERD:  So that's ‑‑


MR. FOGWILL:  -- per year.


MR. SHEPHERD:  That's per year, so the total productivity increase you're proposing over the three years is around $80-, $85 million?


MR. FOGWILL:  Yes.


MR. SHEPHERD:  Thanks.


MR. FOGWILL:  I think we had another ...


MR. KAISER:  Yes, sir.


MR. KALYANRAMAN:  It's Guru Kalyanraman.  I'm from the EDA.  

It's a request from the EDA to the Board.  In terms of the request for information that has been proposed for both ‑‑ for the questions to be posed to various parties, as well as to provide those informations.  


The EDA realizes that the information required -- or requested is perhaps very critical in some places to the decisions that the Board will make in determination of the cost of capital.  And the EDA, therefore, requests whether the Board would be willing to consider some of the costs that may have to be borne by parties involved in this, in being able to provide the kind of data and to meet with other requests that may possibly come out by the due date of September 27th.  


And given the time line, a speedy decision will perhaps help us in being able to review this process and come up to speed to provide all the information that has been requested.  That's all.  Thank you.


MR. KAISER:  Do you want to handle that or do you want me to?  You're the money guy.


MR. FOGWILL:  I just work here.


It's not necessarily been the Board's practice to actually provide funding to the individual utilities for this type of request.  

So are we talking about a lot of money here?


MR. KALYANRAMAN:  I can give you a very quick example.  

One of the critical pieces of information that has been asked and has been referred to today is the study between the allowed and actual returns for LDCs.  Providing the information is pretty easy, but it has to be made a formal report, and to be submitted it may involve some costs.  


But I suppose it's not huge costs, but, nevertheless, we need the costs to be able to meet with the information requirement in the spirit of this whole determination.


I can't put a dollar to it.


MR. FOGWILL:  There is funding available through this process; right?


MR. KAISER:  Actually, we can get back to you tomorrow on that.  Would that be satisfactory?


MR. KALYANRAMAN:  I couldn't hear that, please.


MR. KAISER:  Sorry, we'll get back to you tomorrow with an answer, if that's satisfactory.


MR. KALYANRAMAN:  Thank you, Mr. Kaiser.


MR. KAISER:  Mr. Shepherd.


QUESTIONED BY MR. SHEPHERD:


MR. SHEPHERD:  Thank you, Mr. Kaiser.  I can't call you “chairman” today, sorry.


And I want to start by apologizing.  I didn't hear your presentation, so I didn't hear some of the questioning.  So if I ask you a question that you have already dealt with in your previous answers or your presentation, feel free to slap me, figuratively speaking.


I just have a couple of questions of you, Ms. Anderson, and then I guess these are questions of Mr. McLorg, too, if he wants to deal with them, as well.


One of the things you talked about was the fact that there was this half-a-billion dollars of transition costs that took place at the time of transition that the ratepayers picked up the tab for, of course.  And I got the impression you were saying, But it's not over yet; we're still spending money on transition, and it's going to go on for a while.


Did I get that right?


MS. ANDERSON:  Is that on?  I'm not ‑‑ that's not quite what -- the point I was making.  The point I was making is that in the last three days, it seemed to be implied that the restructuring of our industry was over.  

Is that better?  It seemed to be implied that the transition was over, the restructuring of our industry is over; therefore, now we're now kind of in a steady state.


And the point I was making is, clearly, that is not the case.  I'm not saying that we are building up new transition cost accounts in the same way that we did during the market‑ready time frame in 2002.


MR. SHEPHERD:  But you're saying you still have incremental costs associated with the fact that the industry is in a state of transition?


MS. ANDERSON:  Certainly.


MR. SHEPHERD:  Okay.  And I guess my question is:  At what point ‑‑ I take it you'll agree that you are never actually going to be at a steady state?


MS. ANDERSON:  Correct.


MR. SHEPHERD:  So at what point does the Board say, You know what?  This is as close as we're going to get, and part of the costs of running a utility is dealing with change?


MS. ANDERSON:  We certainly deal with a lot of change.  I think that the structure of the industry, though, is still undergoing change, particularly as we see major ramp-ups for CDM, the standard offer net metering, and some of those things.  


I can't say at what point, because we have to wait until we reach that point to say this seems to be an appropriate point.


MR. SHEPHERD:  Okay.  The second thing you said is that because you haven't had a whole lot of cost‑based rate increases over the last decade or so, that ‑‑ you have had some, but not much; right?


MS. ANDERSON:  2006, I believe, is the only time, yes.


MR. SHEPHERD:  That you've already had to build in a bunch of efficiency into your cost structure?


MS. ANDERSON:  We have been becoming more ‑‑ yes, looking at productivity and becoming more and more efficient.


MR. SHEPHERD:  Now, you're not suggesting that there's no more room?


MS. ANDERSON:  Absolutely no.  We always seek to continuously improve.


MR. SHEPHERD:  But what you're saying is -- I'm just trying to make sure I get this clear.  What you're saying is that if you use industry standard productivity factors, like a 1 percent or something like that, or 1.2 or whatever it is, that you're overstating what's reasonable for you to achieve, because you've achieved so much?


MS. ANDERSON:  That would be correct.  I think that the point I made in the presentation, or the analogy I made, was the low‑hanging fruit has been harvested.  Now, future ones are more difficult to achieve.


MR. SHEPHERD:  The ‑‑ you don't have any empirical data that would help the Board to set a more correct number that's appropriate for this industry; right?


MS. ANDERSON:  We do not.  Apparently those studies have not been done.


MR. SHEPHERD:  So did you say in your presentation how you thought the Board should set the number, then, if it doesn't have data?


MS. ANDERSON:  I think the Board is obviously setting it based on some of the information that was in Mr. Lowry's report, and, to some extent, is looking at those industry standards.  We're saying go to the low end of that.


For instance, is there a need for a stretch factor?  And we would say that, no, there isn't need for a stretch factor at this point.


MR. SHEPHERD:  Now, Dr. Lowry said, Well, you know, the data out there, the empirical data, suggests something like 1.15 or 2 or 1.2 or something like that, 1.15 or 1.2 or something like that, and so the Board Staff has selected something lower to, in effect, adjust for that.  Is that not enough?


MS. ANDERSON:  I'm not sure that that is exactly what Dr. Lowry said.  


[Discussion about mikes]


MS. ANDERSON:  I would ask Dr. Lowry to clarify what he was actually saying, as far as what the productivity factor is.


DR. LOWRY:  Well, I was saying that the stretch factor typically reflects the expectations for performance gains during the plan and that there weren't a lot of performance gains expected in a plan of such brief duration, and, therefore, the X factor should be on the low side for that reason.


I didn't address the issue of the relative efficiency of Ontario and U.S. utilities, because I assumed that - and I think it is a reasonable assumption in the absence of any further research - they're about the same.


MR. SHEPHERD:  Okay.  Still with you, Ms. Anderson.  One of the things that's been suggested is that everybody who needs extra, come in in 2008.  I don't think you suggested it.  I think it was suggested to you, put to you as a solution to the problem of, well, the capital expenditures and cost pressures, et cetera.


And I guess my question is:  Doesn't that create a rate bias?  From the ratepayer's point of view, doesn't it mean there's a bias in favour of higher increases earlier?


MS. ANDERSON:  I think what we're saying is that there is a need for capital investments and that that should be appropriately in our rate base.


MR. SHEPHERD:  I guess ‑‑ here's my concern:  And you know we act for Schools; right?  So Schools are quite, actually, familiar with this problem.  They have the same problem; right?  They're, indeed, also under-invested and need billions of dollars, and this whole discussion sounds like I've heard it before, except that it was Schools instead of LDCs.

      And the response of the Government is, Yes, we understand you need some more money, but we can only give you what we can afford and we can't afford everything you need.  We concede, we know, 1.5 billion or whatever the number is, but we can't give you that much because we can't afford it.

      And so to take that by analogy to the electricity distribution sector, isn't it legitimate for the ratepayers to say to you, or this Board on behalf of the ratepayers, to say to you, Look-it, yes, we understand you have a capital backlog and you should be spending more money, but we can only ask the ratepayers for so much.  They can't afford to give you this much more; it's just not reasonable.  

Isn't that a legitimate response?

     MS. ANDERSON:  So you're asking us to under-invest in needed capital.

     MR. SHEPHERD:  Much like Schools, yes.  


MS. ANDERSON:  And are they willing to accept lower reliability in exchange for that?


MR. SHEPHERD:  The Schools have managed to keep their standards up, I don't know.

     MS. ANDERSON:  And I guess what we would say is, We need to invest if we want to maintain a cost-effective and reliable system.

     MR. SHEPHERD:  So you don't think that the ratepayer impact should be a relevant consideration; if you need the money, you need the money?  It doesn't matter how much the ratepayers have to pay?

     MS. ANDERSON:  I think that certainly the Board always considers those issues of rate mitigation.  Our consideration is the need to invest in our distribution plant -- that is aging.

     MR. SHEPHERD:  And the last thing I wanted to ask you about is - and maybe this is for Mr. McLorg, and then I'll get to Dr. Yatchew - you were talking about the possibility of -- and as I understood what you were saying was, put cap-ex on cost of service or some sort of variation of cost of service, and put op-ex on some sort of PBR.  Have I got that right?

     DR. YATCHEW:  I don't think I was quite at the point of making an outright recommendation.  I was just observing that it may be possible to develop a kind of a hybrid mechanism that would provide for an incentive mechanism for op-ex and some type of rate base readjustment mechanism for unusually large capital expenditures, the need for which would have to be demonstrated to the Board.

     MR. SHEPHERD:  Well, couldn't you just, say, Utilities file your op-ex when you rebase -- or actually, We'll take your op-ex as they are and file your capital plan?  And if your capital plan is less than before, then it will mean you get lower ratings; if your capital plan requires extra spending, that means you'll get higher rates, assuming we approve it?  Is that a legitimate thing for the Board to do, do you think?

     MR. McLORG:  My understanding is that the Board will require information on proposed capital expenditures in the test year, and I think that it would be a reasonable expectation either on the part of the utility and the Board to put that test-year proposal into the context of a longer-term plan.

     MR. SHEPHERD:  And I guess, then, the concern that flows from that, because this is not the first time this has been discussed in jurisdictions all over the world, the possibility of sort of a split -- a hybrid system.  

And the concern I have - and perhaps you could comment on this – is the responsibility of gaming that sort of structure, because you have some ability to move things back and forth between capital expenditures and operating expenditures; right?

     MR. McLORG:  I know that there's a presupposition that there's some interchange between operating and capital expenditures.  I'm not at all qualified to comment on the specifics of that.

     MR. SHEPHERD:  Okay.  Thanks.

     Dr. Yatchew, I have just a few questions of you, some of which I've sent you in advance and some of which arise out of your presentation, which although I didn't hear it,

I've read it.

      Let me start with the notion that you're concerned that cost savings are going to be clawed back on rebasing and therefore that we're not really incenting the efficiency as much.  

That's essentially what you said; right?

     DR. YATCHEW:  Yes, that was one of my points.

     MR. SHEPHERD:  That's fundamentally a factor of how long the IR program is; right?

     DR. YATCHEW:  Yes.

     MR. SHEPHERD:  The longer it is, the more you're incenting productivity.

     DR. YATCHEW:  A longer term for the incentive regulation regime allows the utility to benefit from the savings for a longer period of time, yes.

     MR. SHEPHERD:  Now, you heard Dr. Lowry comment earlier that we shouldn't really look at this as incentive regulation; we should look at it as attrition, just basically as way of setting numbers, setting rates for the next few years, but we're not really incenting anything.  You heard that?

     DR. YATCHEW:  I not only heard it; it's entirely consistent with the submission I made in August.

     MR. SHEPHERD:  Okay.

     DR. YATCHEW:  A major theme of it is that this really is not an incentive regulation scheme in the sense that it generates additional incentives beyond the ones that are present already in the system.

     MR. SHEPHERD:  All right.  So then if you step back - and I think this is sort of what you've done in your paper, and this is why I'm asking you about it - if you step back and you say, Let's not all it incentive regulation, let's just say we have to set rates in the next few years; it is legitimate to say we should give some sort of inflation factor, provide some sort of inflation factor, and we should deduct some sort of productivity factor, right, as sort of fundamentally the correct way of doing it, if you're trying to be fair?

     DR. YATCHEW:  These are all judgments.  I mean, there's basically a number built in that attempts to be related to inflationary pressures and another number that's an average based on productivity growth rates, but it's not directly related to the relative productivities or efficiencies of the utilities we have here.

     MR. SHEPHERD:  Well, you would agree that generally speaking, if you just inflated rates but GDP-PI, for example, you would probably be inflating them too much?  Is that right?

     DR. YATCHEW:  It depends on what capital programs are.

     MR. SHEPHERD:  Okay.  Then what you're saying is the only way we can really know is do cost-of-service.

     DR. YATCHEW:  I think that's sort of the theoretically correct and long-term practical solution to establishing a reasonable rate rule, yes.

     MR. SHEPHERD:  And so you're saying if you don't do cost of service, then you can't really have a rate plan, not a fair one?

     DR. YATCHEW:  You would need cost of service, and you also need to know what the capital expenditures are going to be over the Horizon of the rate rule, of the IRM regime.

     MR. SHEPHERD:  So one way for the Board to do this ... 

I mean, we had this sort of discussion, a very sort of similar discussion last Friday in talking about OPG, and one way the Board could respond is to say, All right, if the only way we can do it right is cost of service first, then we just won't change rates at all until we have cost of service.  They could do that, right?

     DR. YATCHEW:  They could, but there would be risks associated with that.

     MR. SHEPHERD:  Go on.

     DR. YATCHEW:  Potentially delayed capital programs.  I mean, utilities try to do sort of what's best in terms of ensuring reliability and designing capital programs optimally.  But there is a trade-off between capital expenditures and OM&A expenditures, and I'm sure that there's some flexibility in timing, as well.

      Let me give an example.  It may be that the delay of a capital program can be -- that you can delay a capital program for a time by increasing spending on OM&A, but in the long run you may be actually incurring higher total costs and imposing higher rates on customers by not engaging in the optimal replacement of capital.

     MR. SHEPHERD:  All right.

     DR. YATCHEW:  So when you asked me are there risks, yes, I can see that there are potentially risks.

     MR. SHEPHERD:  But you're saying that there's no way that the Board can know what the right rates are until we get to cost of service, because the only way you can know what the right rates are is cost of service; right?

     DR. YATCHEW:  The Board has information.  It's not completely uninformed about what's a reasonable range for rates.  But, yes, we would like to -- ideally, one would like to be able to be design rates that reflect not only ‑‑ and certainly in an IRM plan, you would like to have rates that reflect changes in costs in capital programs over time, and productivity improvements, as well, of course.


MR. SHEPHERD:  So let's cut to the chase here on this, because this is really the crux of everything that the CLD is saying.  The CLD, and you, I think, as well, are saying there are cost pressures and we've got to deal with those.  The Board, in its interim arrangements, has to deal with those.


What I hear you saying is you can't deal with cost pressures except through cost of service.  The only way you can know the right answer on cost pressures is cost of service; isn't that right?


DR. YATCHEW:  It's not black and white.  You can form sort of reasonable guesses of what costs are.  And if you're operating in an environment where you have relatively less information, regulators from time to time will, therefore, allow slightly greater increases to ensure that capital programs are pursued in a timely fashion.  


And, ideally, we'd like to know exactly all the costs, but there's a fair amount of uncertainty involved, even if we did cost-of-service and capital program studies.


MR. SHEPHERD:  So this is the part I didn't understand.  You've given evidence here, this panel has given evidence, and we've got all these cost pressures, but the Board doesn't have any empirical data on this.  


So how does the Board pick a number based on that data?  Just sort of push the number up a little bit because ‑‑ but you don't know how much?


DR. YATCHEW:  The numbers that the Board has come up with are reasonable.  This rule is not an unreasonable rule.  It's in the ballpark --


MR. SHEPHERD:  Okay.


DR. YATCHEW:  -- as a short-term solution, and I really see this as, basically, bridging us to a more permanent regulatory environment.


And it has information before it based on historical filings that underpin this proposal, so I don't think it's an uninformed decision.


MR. SHEPHERD:  Okay.  Let me go on to something else, because I've beaten that one to death.


You talked about political risk, and I'm looking at your slide 4.  And I also asked you a question about this, and you may have already answered it.


Can you identify what specific steps you think the Board should take to manage political risk?


DR. YATCHEW:  Well, this is tricky, as I said earlier, and I've been asked questions on this earlier in your absence.


MR. SHEPHERD:  Don't repeat what you've already said, if -- I mean ‑‑


DR. YATCHEW:  I don't have much more to say than what I've said, but if you would like me to summarize what I've said --


MR. SHEPHERD:  Okay, go ahead.


DR. YATCHEW:  The Board is in a relatively delicate position, because it operates within the range of policy prescriptions that the government prescribes, but one of those seems to be that the Board should regulate efficiently and encourage distribution sector that is efficient, as efficient as possible.


That seems to entail moving towards incentive regulation.  Incentive regulation, at the same time, is not consistent with a setting where the province then proceeds to appropriate returns that utilities earn.  Therefore, one of the messages that the Board should be sending to Queen's Park, to the provincial government, is, You're going to have to decide what you want us to do, either incentive regulation, or let's just go back to cost-of-service regulation, because if you're going to take away the incentives for utilities to gain productivity improvements, then incentive regulation is not going to work very well.


So that's one of the important roles, I think.


MR. SHEPHERD:  You're not saying that it's appropriate for the Board to, for example, build into the cost of capital an additional risk called political risk?


DR. YATCHEW:  I've suggested that that is part of what the Board may consider as a judgmental adjustment.  If the Board, as I understand it, or at least Board Staff, have recognized that distributing utilities are currently operating in a more risky regulatory environment.


MR. SHEPHERD:  See, I don't know.  If I were a bureaucrat - and thank goodness I'm not - I would probably say, Gee, you know, we're giving them 50 basis points for political risks.  So if I take away their ROE, tough luck, for them.  They got paid for it.


DR. YATCHEW:  And that's a point that's been made.  And I don't see this as being the ultimate solution to the problem.


What I see as being the solution is a transparent, arm's‑length relationship between utilities, whether they be privately owned and publicly owned, and government policy.


MR. SHEPHERD:  You've agreed, I think, that Ontario LDCs don't all have the same level of efficiency, right now, today.


DR. YATCHEW:  It would be a remarkable coincidence.  However, I would point out that if it indeed proves to be the place that yardstick competition, of the informal kind that I suggest has been present; if that has been indeed effective over time, that would tend to cause productivity and efficiency levels to converge towards each other amongst utilities, rather than to diverge.


MR. SHEPHERD:  So then - and I asked you this question in my written material, and again, you may have answered it - there is, in fact, competition between the utilities.  Do you have some data on that, some ‑‑ have you seen some reports, some comparisons between the utilities that you could share with us?


DR. YATCHEW:  Well, first of all, I have looked at some preliminary calculations of unit costs, and they have been generally trending down over, let's say, the last 15 years, or a decade or so, distributing utilities that I've looked at, or at least the data that were provided to me.


In addition, I am aware that distributors in Ontario have, over the course of many decades, cooperated on exchange of information, on comparison of business practices.  They look at each other's performance indices, and that in and of itself generates a kind of competition, if you will, amongst utilities.


If you ask me, Have I done an analysis to actually demonstrate that yardstick competition has been effective and a number on the degree to which it has, the answer is “no.”


MR. SHEPHERD:  I'm asking the prior question, which is:  You've seen some documents?


DR. YATCHEW:  I've seen some calculations that were ‑‑


MR. SHEPHERD:  Can you share them?


DR. YATCHEW:  I cannot, but you could ask utilities to provide, potentially.


MR. SHEPHERD:  So I'm wondering if the members of the CLD could provide the things that were provided to Dr. Yatchew?


MS. ANDERSON:  I believe the Board has set out a process for an IR phase, for a set of questions.  Perhaps that may be something you would pose.


MR. SHEPHERD:  Well, I'm asking it now.


MS. ANDERSON:  And I think there's a process for dealing with additional information.


MR. SHEPHERD:  Okay.  I know I asked for a bunch of things yesterday and I had no problem getting them.  I'm just surprised that today suddenly I can't.


Let me ask you about performance‑based compensation.  And I know you spent some time talking about this, so -- and I suspect I know the answer to this question already, but you've presumably looked at the performance‑based compensation plans of the CLD members?


DR. YATCHEW:  I have not.


MR. SHEPHERD:  Well, a big chunk of your paper was about how you have to align executive compensation to incentive regulation.  

You didn't look at their existing plans?


DR. YATCHEW:  I have not looked at their performance plans.  

First of all, what the paper sets out is the following proposition:  That for public‑sector firms, generally speaking, performance‑based compensation plays a relatively lesser role than in private‑sector companies.


I have in past years looked at data on compensation at utilities, and, in fact, data on performance, as far as back as in the days when Ontario Hydro was filing rate -- I have not recently looked at performance pay and, in fact, the remuneration packages at utilities.


MR. SHEPHERD:  So it could be that the performance-based regulation ‑‑ performance-based compensation plans of the CLD members, for example - I know they all have them - already align with incentive regulation?


DR. YATCHEW:  That's possible.  That would surprise me, though.


MR. SHEPHERD:  The way you align it is that you derive your performance compensation by achieved ROE or achieved expense benchmarks or things like that; right?

     DR. YATCHEW:  Those would be among the measurements that could be used, yes.

     MR. SHEPHERD:  So if they do that, then we're already some of the way there?

     DR. YATCHEW:  Yes, also service quality indices need to be there.  

With utilities, where you have long-lived capital investments, it's also important to ensure that capital programs and capital replacement is done on a timely basis.  So it's not two or three statistics that you would look at.

     MR. SHEPHERD:  Okay.  I just have two other questions here.  One is:  On page 16 of your written material, you talked about mergers being disincented because of uncertainty about being able to keep the benefits you get from the merger.

      Do you recall that?  It's on page 16 of your materials.

     DR. YATCHEW:  The last paragraph?

     MR. SHEPHERD:  No –- yes, the last paragraph.  I'm sorry.

     DR. YATCHEW:  Yes.  Thank you.

     MR. SHEPHERD:  Do you have any empirical evidence that this has actually happened?

     DR. YATCHEW:  I do not, but also, that empirical evidence might not be available, because if we're operating in a relatively uncertain political and regulatory environment, then people may not even be thinking about mergers, not expending any resources on looking for mergers until things stabilize, in more than one dimension, not just with respect to the regulatory.

     MR. SHEPHERD:  Would you agree that it would be useful to the Board in assessing this to be able to see whatever information is available on that?

     DR. YATCHEW:  Information that is available on mergers that haven't occurred or have failed?  More information is generally better than less, yes.

     MR. SHEPHERD:  Okay.  Good.  And last, coming back to

Thunder Bay Hydro, who have expressed in their submissions a concern that a fixed productivity factor is a problem for utilities with negative growth.

     And I guess I'd like to ask in your comments on whether, (a), you agree with that, and whether, (b), some sort of formula to adjust productivity factor to growth would make sense.

     DR. YATCHEW:  Utilities with negative load growth do have a problem because the assets are in place.  They haven't been fully depreciated, and now their costs have to be distributed over a smaller number of customers or a smaller number of sales of electricity.

     MR. SHEPHERD:  So it's just math?

     DR. YATCHEW:  Yes.  There are pressures.  And these are rather different for utilities that are growing but don't have the capacity in place yet but need to make capital investments.

      Your follow-up question was whether some sort of mechanism should be put in place to correct this problem.  Again, if this is a relatively pressing matter, then perhaps for utilities such as Thunder Bay the best option would be to seek to be in the first tranche and to rebase sooner rather than later.

     MR. SHEPHERD:  Now, just let me follow up on this.  You agree that somebody like Thunder Bay - whether it's them or not - I don't know their data - may have a harder time reaching 1 percent, let's say, or whatever the productivity factor is.

      Would you agree that, conversely, a high-growth utility, where -- like Newmarket, which is a suburb that has lots and lots of growth, that it would have an easier time reaching a productivity factor?

     DR. YATCHEW:  That may be the case, but you would have to look at each utility a little bit more carefully, because there may be other factors that make it more difficult to achieve that productivity target.  Perhaps that utility happens to be more efficient to begin with.

      So there's a lot of factors entering into determining what's easier and what's harder.

     MR. SHEPHERD:  Let's assume the Board can't look at every single utility and decide a utility-specific productivity factor, because then they may as well just do cost of service.  Is it reasonable to have some sort of formula that adjusts the productivity factor for a growth rate?

     DR. YATCHEW:  At this point in time?  In other words, this IRM2?  I would be disinclined to complicate this phase, and I would prefer to see the Board invest its resources in moving as quickly as possible to the next phase.

     MR. SHEPHERD:  Now, that actually raises the sort of related question, which is the Schools bugbear, and we've been raising it since this whole thing started.

      You've talked about the fact that different utilities have different levels of efficiency.  Would you agree that one of the indicators of higher inefficiency would be higher rates?  One of them.  If you're pricing is higher, you're likely to be less efficient.

     DR. YATCHEW:  No necessarily.  For example, in the paper that I published in 2000 on cost functions of distributing utilities, there are all kinds of factors that affect cost; amongst them, things like the density of the customer base.  So perhaps the utility rates are high for that particular utility because they have a low density of customers, or they might have particularly old assets.  Old or aging assets tend to be associated with higher costs.

      So one correlation is not that simple between rates and efficiency.

     MR. SHEPHERD:  One of the possible causes of higher rates is higher inefficiencies; right?  But it's not the only cause?

     DR. YATCHEW:  That's correct, yes.

     MR. SHEPHERD:  Thank you.

     MS. ANDERSON:  Mr. Shepherd, could I just ask a clarifying question in follow-up to yours?  

When you're talking about load growth, are you assuming that that's weather-adjusted or non-weather-adjusted load growth?

     MR. SHEPHERD:  I would assume that you adjust for weather -- you're not really talking about load growth; you're really talking about customer growth, aren't you?  

Maybe I could ask Dr. Yatchew.  Growth issue isn't about growth in customers, generally speaking; right?

     DR. YATCHEW:  Generally speaking it's growth in customers and growth in load, and there may be variation in weather, but normally one thinks of that as being somehow removed from forecasts of load growth.

     MR. SHEPHERD:  It's an exogenous factor, so you would normalize for it.

     DR. YATCHEW:  You would try to, yes; though with global warming, it may have a trend term in it.  It may not average out over time.

     MR. SHEPHERD:  Well, of course, in -- in the case of summer-peaking utilities, the trend would be upwards?

     DR. YATCHEW:  Yes.

     MR. KAISER:  Thank you, Mr. Shepherd.  

Anything further, Mr. Fogwill?

QUESTIONED BY MS. HARE:

     MS. HARE:  It's Marika Hare for Board Staff.  I just have a follow-up question, a quick one, I think, for Ms. Anderson.  

I didn't understand your answer to Mr. Shepherd.  I thought he was asking for the production of documents - that sounds like they’re available - that compare utilities' productivity or efficiency?

     MS. ANDERSON:  I think the point is they're not readily available.  It's not a document that has been produced.  There were some rough calculations, but nothing in any format.

     MS. HARE:  So when your answer was, There's a Board process in place, which is true, what I didn't understand is if it's asked in writing, there will be something, or that there isn't anything.

     MS. ANDERSON:  I think that something would have to be created; therefore, it's something that would have to be reviewed as part of the process.

     MS. HARE:  So just to understand, Dr. Yatchew, what was it that your -- because Board Staff would find information comparing utilities' productivity of interest. 

So --

     MS. ANDERSON:  Oh, this wasn't productivity.

     MS. HARE:  It was comparison of --

     DR. YATCHEW:  It was unit costs over time that I've seen.  And, again, these were spreadsheet calculations for

-- I don't think it was even all the CLD members.

     MS. HARE:  Okay.  So what you're saying is it's not something available.

     MS. ANDERSON:  It's not something that would be readily available.  It would have to be considered part of a process, if asked.

     MR. SHEPHERD:  Can I just follow up on that?  What you saw, Dr. Yatchew, was a spreadsheet that compares line item costs across more than one utility.  Like, not their overall costs; unit costs overall.

     DR. YATCHEW:  As I recall, a customer and per kWh, those kind of costs that can be done relatively easily.

     MR. SHEPHERD:  Total costs?

     DR. YATCHEW:  I'm sorry?

     MR. SHEPHERD:  Or total costs or components of costs.

     DR. YATCHEW:  Total costs.  That's my recollection.


MR. SHEPHERD:  I'm not sure how that's hugely different from comparing rates, prices.


DR. YATCHEW:  It may not be, depending on how closely rates track costs.


MR. SHEPHERD:  So the informal competition between the utilities is essentially about their rates?


DR. YATCHEW:  No, but that certainly ‑‑ unit costs is certainly an indicator that utilities will look at.  They'll look at their unit costs, they'll look at somebody else's unit costs, and they'll say, Why are your costs higher or why are your costs lower?  That's part of the picture.


MR. SHEPHERD:  I can understand it, if I were managing a utility - which, again, thanks goodness I'm not - one of the things I'd want to do is compare, for example, my IT costs on a unit basis to other utilities so I could see whether I was spending a lot in that area, or my, you know, line maintenance costs and that sort of thing.


You haven't seen anything like that?


DR. YATCHEW:  Not recently, but in earlier years I do recall at the ‑‑ it was at the predecessor of the EDA, the MEA; there would be various kinds of calculations that were based on, for example, OM&A costs or O&M costs or even just billing and collection costs across utilities in order to facilitate comparisons on a category basis.  


But let me just go back to -- the data that I saw showed a downward trend in unit costs for each of the ‑‑ I think for most of the utilities that I looked at.


MR. SHEPHERD:  Thank you.


MR. KAISER:  Mr. Fogwill.


FURTHER QUESTIONED BY MR. FOGWILL:


MR. FOGWILL:  I just have two questions for Ms. Anderson.


You mentioned a concern about conservation demand management spending, just in the exchange, I think, with Mr. Shepherd.  Can you just elaborate on that a little bit?  What's the concern related to that?


MS. ANDERSON:  It simply was a comment related to it's just another factor that's changing in our environment.  We don't yet know the full impact of those programs.  We are ramping them up.


Some of it can be changes, I think, as Mr. Lowry indicated, on throughput.


MR. FOGWILL:  Would you still have the concern if you had revenue protection and an incentive mechanism associated with the conservation programs?


MS. ANDERSON:  I think there would certainly be less concern if we were aware of an LRAM-type mechanism.


MR. FOGWILL:  How could you have any concern over your revenues if they're protected?


MS. ANDERSON:  I think my point was simply that this is another factor that's changing in our environment that we have to adjust to, and that was simply the point.


MR. FOGWILL:  Okay, thank you.


MR. KAISER:  Thank you.  

Thank you, Ms. Anderson.  

Thank you, Dr. Yatchew.  

We'll resume tomorrow morning, 9 o'clock, with Mr. Todd.


‑‑‑ Whereupon the proceedings adjourned at 4:42 p.m. 
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September 21, 2006
Board Secretary

Ontario Energy Board

2300 Yonge Street

Suite 2700

Toronto, ON   M4P 1E4

Via email to BoardSec@oeb.gov.on.ca 

Dear Board Secretary,

Re: 
EDA’s Comments on the Technical Conference: Cost of Capital and 2nd Generation Incentive Regulation for Ontario’s Electricity Distributors:  file numbers EB-2006-0088 (Cost of Capital) and EB-2006-0089 (2nd Generation IRM)
The Electricity Distributors Association (“EDA”) is the voice of Ontario’s electricity distributors.   The EDA is pleased with the opportunity provided at the Technical Conference to participate in the interactive exchange with participants and their respective experts, and the educational value derived through such a process in understanding some of the issues underlying the determination of the cost of capital for distributors.

The EDA supports the views expressed by Hydro One, CLD Group, and Bluewater Power in regard to the process adopted by the OEB in determination of the cost of capital. In particular, the EDA shares the concerns that have been expressed by these participants that the Technical Conference on the determination of Cost of Capital (18-20Septemebr 2006) did not provide an adequate opportunity to fully test the evidence presented by the participants and their experts.  As a result, the EDA is concerned that without an opportunity to fully test all the evidence submitted, the Board may not be adequately informed and guided in its decision on the determination of the cost of capital for LDCs.

Yours truly,

Guru Kalyanraman

Analyst


EB-2006-0088

Review of Cost of Capital – Comments on Next Steps 

Comments of Energy Probe Research Foundation

On Next Steps for the Cost of Capital Review Process 
General Comments

It is not the intention of Energy Probe to respond to all the comments made by parties at the technical conference on September 20th in respect of the legal ramifications of the process the Board has undertaken to codify its ratemaking. We do support the comments made by Mr. Shepherd, counsel for School Energy Coalition, in that respect. 

It is the intention of Energy Probe to respond to the comments of several parties extolling the merits of the current Cost of Capital methodology. 

Cost of Capital Review 

Energy Probe does not support continuation of the status quo with respect to the cost of capital for electricity distribution utilities for any longer than the time necessary for the Board to give a full and fair consideration of revisions necessary for improvement. If sufficient time is not available to complete a suitable review prior to setting 2007 rates, Energy Probe considers it appropriate for the Board to maintain the status quo in the interim. 

Allow me to draw the Board’s attention to several areas within the Cost of Capital area requiring its attention.

 With respect to working capital, the Board in its Decision With Reasons found in the 2006 Hydro One distribution rate case (EB-2005-0378) that the working capital allowance in the EDR Handbook overcharges consumers. In light of that decision, continuation of the status quo for all of the utilities other than Hydro One can not be considered reasonable. 

With respect to long term debt, the status quo allows holding companies and municipalities to charge rates above market rates, thereby imposing excessive costs on consumers served by these holding companies or municipalities. 

With respect to the deemed capital structure, the status quo provides for a tiered equity ratio that imposes a cost penalty on consumers who happen to be served by small utilities and creates a powerful discouragement to those who would seek greater economies of scale through mergers or acquisitions. Continuation of the status quo with respect to the deemed capital structure perpetuates the dispersed industrial structure of the electricity distribution sector in Ontario. One implication of this dispersal is to impose an extra regulatory burden on the Board and interested parties tracking the multitude of utilities. 

In considering the process to deal with Cost of Capital issues, the Board should take into consideration the resources it has available. Since 2003, the Board has significantly increased its resources to a point whereby it will be able to give full and fair consideration to cost of capital issues. 


In summary, Energy Probe submits that maintaining the status quo would not be an appropriate end result of its review process, no matter how it determines that process should proceed.

Respectfully submitted at Toronto, Ontario this 21st day of September, 2006.





Tom Adams


Executive Director
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