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IN THE MATTER OF a process initiated by the
Ontario Energy Board to review the regulatory
treatment of conservation and demand management
activities by electricity distributors.

SUBMISSIONS ON STAFF DISCUSSION PAPER
FROM THE

SCHOOL ENERGY COALITION

General

1. The School Energy Codlition (* SEC”) believesthat the Staff Discussion Paper (the“Paper”) isa

useful first step in addressing the issues and considerations raised by the conservation and demend
management activities of electricity distributors (“LDCs"), whether funded through distribution
rateswith Board approval, or funded by the Ontario Power Authority (“OPA”) under its separate
mandate.

However, we also believe that the situation raises fundamental questions about the Board's
regulatory role, and about the relative responsibilities of the various players in the new energy
market in Ontario.

Scope of the Inquiry

3.

In considering these issues, we note that the definition of CDM used by the Board and the OPA, as
mandated by the government, is much broader than the area of “ conservation” activities that are
commonly seen, for example, with the gas utilities. Asset out on page4 of the Paper, CDM could
include, for example:

Classic programs to promote efficient use of energy on the customer side of the meter;
Actions by the LDC, asauser of electricity, inusing it more efficiently;

Actions by the LDC in reducing line losses and other distribution inefficiencies;
Programs to control peak demand, either in emergencies or generally;

Programs to incent customers (or the LDC, for that matter) to shift for specific end uses
from electricity to other energy sources, such as natura ges,

Load building programs where electricity is apreferred energy source for aspecific end
use (such as personal transportation, perhaps);
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g. Promotion of customer-owned load displacement or partial load displacement generation,
h. Promotion of distributed merchant generation in the LDC'’ s franchise area; and
i. Building of distributed generation by the LDC.

4. Two things need to be noted about this broad brush approach to CDM.

5. First, itisnot clear that the same regulatory approach should apply to all of these activities. For
example, funding out of distribution rates may be appropriate for some of these activities, and not
others. As another example, it is not obvious that all of these activities are most effectively
carried out in aregulated entity, as opposed to in an unregulated affiliate. Of course, itisalsotrue
that, giventhe very different risk profiles of these activities, thefair disposition of the profitsfrom
these activities might be different from one category to the next.

6. Second, it is evident that the load and therefore revenue impacts of these activities on the LDC
will not be the same. Thosein the energy industry are used to thinking of conservation activities
as reducing volumes (whether cubic meters of gas, or kilowatt hours of electricity), but some of
these activities are potentialy load building in their results. This should affect how they are
funded, how they are regulated, and how “lost revenues’ are calculated and reimbursed.

The Changing Enerqgy Palicy L andscape

7. The Paper correctly points out that responsibility for energy policy issuesrelating to CDM does
not rest solely with one entity or another. A number of entities now have some part of that
responsibility, and there is considerable overlap. For example, the government, through the
Ministry, has the power to give directives and otherwise frame overal policy, and all other
players, including OPA and the Board, have to march in step with those decisions. On the other
hand, the Ministry often passes on significant policy discretion to the OPA or the Board along with
the responsibility to implement government policy. All parties aso also both constrained and
empowered by the legal mandates given to them and to each other.

8. The OPA thushasresponsbility to deliver CDM, along with policy discretion and abudget to do
so, whilethe Board a so hasresponsibility to deliver CDM through itsregulatory role, along with
policy discretion and a rate setting mandate that gives it too a budget to do so. Thisis further
complicated by the fact that the Board is the OPA’s regulator. Everything the OPA spends its
money on, and therefore essentially everything it does, is subject to Board oversight on the basis of
prudence, which in this context means optimization of spending for the benefit of the ratepayers.
The additional responsibility to review the IPSP on aregular basis adds afurther level of Board
responsibility in an areathat already has considerable overlap.

9. Inour view, the Board should be asking, in a broader way, how these realities affect its relative
rolesin CDM asi) aregulator of regulated entities, and ii) adeveloper of energy policy. Inthis
regard, we propose that the Board adopt, at a minimum, two basic principles that, even if
somewhat obvious, may help the Board navigate through these new responshbilities and
overlapping mandates:



a. Regulatory Obligation. The Board has an obligation asregulator to assess whether any
funds collected from ratepayers by aregulated entity are being spent, or proposed to be
spent, prudently. This obligation isin no way lessened if the regulated entity, or some
other body, also has supervisory or similar authority over the spending of those amounts.
The Board may not declineto exerciseitsregulatory function because some other body is
charged with an overlapping responsibility. It canonly declineto exercisethat regulatory
function if the government, by legidation, specifically exempts those activities from
regulatory oversight.

b. Policy Constraints. Conversely, the Board is constrained from deciding energy policy
issues where the responsibility for deciding those policy issues has been allocated by
government to someone else. Further, where the Board must determine apolicy matter as
part of any of itsmandates, it must in all casesdo so in amanner that is consistent withany
applicable policy aready determined by government.

This leads to the corollary of both principles:

c. Division of Responsibilities. Where the Board’s Regulatory Obligation and Policy
Congtraints are not 100% consistent, the Board should establish with all other entities
involved (including specifically the OPA and the Ministry) acompletely transparent and
mutually agreed set of boundaries which eliminates or minimizesthe overlap and ensures
that conflicts between mandates will not arise. It is not enough for the Board to try to
ensurethat its actions keep within appropriate bounds. It must work collaboratively with
the other entities to ensure that there is amutual set of boundaries devel oped.

Guiding Principles

10. We agree with the first three guiding principles set forth on page 2 of the Paper, and we believe
that they should be applied in the context of the three principles set forth in paragraph 9 of these
Submissions, above.

11. However, with respect to Board Staff’ sfourth principle, on page 3 of the Paper, we re-iterate our
past comments in other proceedings that regulatory efficiency isnot an end initself. Regulatory
efficiency is a principle that applies only so long as the Board's goals of transparency and
regulatory quality are also maintained. We propose that the principle be reworded as follows:

“4. TheBoard should asalwaysfairly balancetheneed for regulatory efficiency
with the need for transparency and thoroughnessinitsregulatory processes. The
framework should provide for processes that are streamlined without sacrificing the
quality or thoroughness of its review of regulated activities, and that avoid any

unnecessary duplication of requirements on LDCs by the Board and the OPA while
maintaining full public transparency of the LDCs' activities.”

12. We aso believe that the Board should add a fifth principle, asfollows:



“5. CDM programs should be accessible to all categories and classes of
customers, and in all geographic areas of the province. Because of the Board's
uniquerole asregulator of al of the LDCs, the Board’ s regulatory mandate should be
interpreted to include ongoing review of whether the benefitsof CDM are being fairly
distributed between customer groups and/or geographic areas.”

Program Funding

13.

14.

15.

16.

17.

The Paper proposes at page 6 ff. that L DCs have two potentia sourcesof CDM funding: OPA and
OEB. Asidefrom the obvious potential for duplication and overlap, we believe that this situation
raises two other serious problems that need to be addressed.

First, this could easily lead to forum shopping. As any parent of teenagers knows, the ability to
ask for money (or permission, or anything else) from either Mummy or Daddy for the same thing
inevitably leadsto unhappy consequences (including typically overspending) unless Mummy and
Daddy have atightly co-ordinated response.

Second, this could lead to informal competition between the two agencies. While of course
neither agency would condone any form of official competition in the supply of CDM funds, humen
nature being what it is staff of both agencies could become competitive if the appropriate
mechanisms are not implemented early on.

Both of theseissues can, in our view, be solved by asimplebut rigid rule: No LDC can apply for
CDM money through the OEB (ie. to be collected in distribution rates) unlessit has first sought
that funding from the OPA, and the OPA has said that it is more appropriately funded through
distribution rates. The OPA should establish asimplified inquiry processinwhich LDCscansssk
OPA funding for aCDM program, and the OPA makes one of three decisions:

a. Determine that the funding application should be considered through OPA processes,

b. Determine that the program is not appropriate for funding; or

c. Determine that the program is more appropriately funded, if at all, through distribution
rates.

In order to facilitate thisbifurcation of responsibility, and prevent overlap, the Board and the OPA
should establish and publish a joint set of criteria for which types of programs are most
appropriately funded by the OPA or the OEB. The Paper proposes some considerations in this
regard, and we would add some other examples of programs that might be more appropriately
funded through distribution rates of a specific LDC or group of LDCs:

a. Pilot programsby “early adopter” LDCsthat choose to take an aggressive, leadership role
relative to other LDCs;

b. Joint programs with specialized local industries or ratepayers (e.g. a program targeting
tobacco farmers in Southwestern Ontario); and

c. Locaized leading edge programs requested/proposed by local governments or other
public authorities.



18.

Inthis, asin other areas of the practices of the Board and the OPA, the joint set of criteria should
be as specific as possible, and in particular should go through the various types of CDM and
describe the dividing up of responsibilities as clearly as possible in each case. For example, a
specific criterionfor something like distributed generation might be related to transmission issues,
yet transmission issues for consumer education programs might belargely irrelevant. Inonecase,
integration with the IPSP may be more important, and therefore the OPA’s need to be involved
stronger. Similarly, if an LDC seeksto spend money collected in distribution ratesto participate
in an OPA funded renewable generation program, the rule could be that the Board should not
consider the application unlessthe OPA program specifically considered distribution rate funding
in the program design.

In keeping with the general principlesoutlined earlier, we believe that clear joint pronouncements
on matters such as the above will streamline the process, provide certainty to LDCs and their
ratepayers, and encourage a conservation culture by giving local ratepayers the opportunity,
through their LDC:s, to take aleadership role.

Digtribution L oad Reductions/Revenue Protection

19.

20.

21.

22.

We believe that the Paper, starting on page 8, proceeds from an incorrect premise, ie. that all

CDM activitieswill reduce LDC revenues. Aswehavenoted earlier, inthe broader definition of

CDM, thisisnot at all the case. CDM activities can reduce or increase volumes, they can change
the timing and thus value of load, they can increase or reduce the operating costs of the utility, and
they can affect the reliability (and therefore value) of delivered power.

We therefore agree with Board Staff that the current LRAM may not, in the long term, be
sufficiently sophisticated to deal with all aspects of the impact of CDM on profitability, and we
agree that a more comprehensive approach should be considered as part of 3™ Generation IRM.

However, we do not agree with the limited scope of that review that Board Staff appearsto be
proposing. Board Staff appears to reect “a comprehensive reconsideration of the traditional
approach to establishing rates that reflect the businessrisk of the distributors’. With respect, we
believe that such afundamental review should be carried out, and that, for example, shifting the
weather risk to the ratepayers should be considered as part of that analysis. In our view, the
changing nature of eectricity consumption in Ontario, and the changing roles of distributors and
others as aresult, cry out for areview of thistype, and we recommend it.

In the meantime, it does not appear to usthat the LRAM hasto beassimpleasitis, limited only to
asmall subset of CDM activities. We suggest that the Board consider expanding the LRAM as
follows:

a. Rates should include forecasts (whether under cost of service or IRM methods) of costs
and revenues based on explicit assumptions about:
i. Impact on revenues of al CDM activities (through changes in energy delivered,
peak demand, etc.), including al load building activities; and



ii. Impact on costs (other than CDM program costs) of CDM activities (through
reduced line losses, lowered maintenance costs, etc.).

b. If the overall cost and revenue impact of CDM and load building activities in fact is

greater or less than the net forecast impacts, the net difference should be either collected
from ratepayers or refunded to ratepayers, as the case may be.

The effect of thisproposal would beto ensure that all impacts of CDM activities on revenues are
considered, not just the subset relating to customer-side conservation programs.

I ncentive M echanisms

23.

24,

25.

26.

21.

28.

29.

We agree with the Board Staff recommendations on incentive mechanisms—take no action on new
or revised incentive mechanisms at thistime — but for different reasons.

Board Staff propose, on page 11, that LDCs must be paid incentives in excess of their normal
return to do anything the Board or the government wantsthem to do. We do not agree. Thereare
circumstancesin which incentives are useful ways of causing beneficial behaviour to take place.
There are, though, many circumstances in which incentives are unnecessary or even counter-
productive.

In our view, the drive for more and more incentives by some energy sector participants wrongly
portrays LDCs as, essentially, coin-operated. While thisis undoubtedly sometimes the case, in
most instances it is not, and policies designed on the basis of this assumption will be wrong.

LDCs and their staff are for the most part driven by a service mandate, in which delivering a
quality service to their local customer base is the key motivator. Yes, it is expected that they
deliver afair return to their shareholder and lenders (usually one and the same), but it israre that
the municipalities who are their shareholders push the utility to maximize profits at all costs.
Wherethisis not the case, the Board should step in and deal with that problem discretely, sinceit
undermines the integrity of our distribution system.

Subject to those few exceptional cases, we believe that just as LDCs do not get an incentive for
operating in asafe manner, it should, in the long term, be unnecessary to give them an incentivefor
operating in an efficient manner. They should have protection against the negative revenueimpacts
of CDM, but they do not, in the long term, require incentives to do something that should smply be
part of providing a quality serviceto their ratepayers.

That having been said, in the short and medium term the need is to shift the cultureat LDCsto a
more pro-CDM culture, and that may require economic tools different from those that would be
used in the normal course of business. As much aswe disagree with the current SSM structure,
we agree with Board Steff that it is prematureto try to redesign it. We propose, instead, that the
redesign of the SSM be included as an issue in the upcoming review of 3¢ Generation IRM.

With respect to OPA funded CDM activities, we believe that the OPA should include in its
program design appropriate mechanisms to incent LDCs and others to participate. Incentive



mechanisms for those programs should be integrated into the program design, and we agree with
Board Staff that trying to add another layer on top of that may well invoke the law of unintended
consequences.

Cost Allocation

30. We agree with the proposal s of Board Staff on pages 13 to 15 supporting fully alocated costing,
for the reasons they have set forth.

31. We dso note that, while it may be true that CDM activities should be subsidized, it is the
responsibility of the OPA in their program design to determine the amount and nature of that
subsidy. Thesubsidy isinall casesthe spending of public money. It should not be the accidental
result of a cost allocation methodology, but should be the deliberate result of a program design
decision on the part of the entity, the OPA, having the mandate to make that determination. In
addition, it should come out of the funds earmarked for that purpose, the CDM budget of OPA.

Revenue Allocation

32. On the other hand, we do not believe that the Board Staff proposals on revenue allocation —
excluding OPA funded CDM revenue from distribution revenue — are appropriate.

33. Thefundamental problem arises because CDM activities are contained within the regulated utility,
and carried out by utility personnel. If the CDM activities were carried out in an affiliate, with
appropriate protections against inappropriate affiliate activity, etc., then much of the problem does
not arise.

34. However, where the CDM activities are carried out within the utility, they change both the risk
profile and the profit signalswithin the utility. Thismay be acceptable, and it may not, but what is
certain, in our view, is that the Board should determine whether it is acceptable only after a
disciplined review of theseimpacts. It isnot something that can be assumed without investigation.

35. An example may help demondtrate this. The OPA may launch aprovince-wide program to incent
theinstallation of ground source heat pumps, and asmall local utility may decideto participatein
avery aggressivefashion. Asaresult, theutility initiates aretail contracting operation, alocating
asubstantial percentage of its capital and human resourcesto this new activity. On the one hand,
the risk of this combined distribution/retail sales business has changed dramatically, and for the
worse. Thisisespecialy trueif the small LDC hasthe desire to succeed, but limited experience
inthisdifferent type of businessactivity. And, on the other hand, the profit profile of the LDC has
also changed radically. Key managers and other personnel, driven perhaps by personal bonuses
and the like, could potentially be motivated to focus on their sales campaign to the detriment of
keeping the trees trimmed.

36. Of course, thisextreme exampleis not going to happen often. That having been said, someimpacts
of thissort - changesin risk profile and profit signals—arelikely to arisein many LDCsaslong



37.

38.

asCDM activitiesare carried out inside the utility and profits are not integrated with distribution
profits.

Thereisno simple answer to this, because Board Staff is absolutely right that |etting the ratepayers
scoop the net profits could be a disincentive to the optimization of CDM activities. Probably
some form of sharing isbest, but getting that formularight, and integrating it with controls over the
risk changes, would require information that is not currently available to the Board.

Therefore, we propose that the Board Staff rule — all CDM profits separate from distribution
profits — be implemented on an interim basis, subject to two caveats. First, the Board should
retain an appropriate consultant to review methods of ensuring that risk and profit impacts can be
contained in LDCs with substantial CDM activities. Second, in the meantime the Board should
require any utility that either forecasts or experiences anet profit that is more than 10% driven by
CDM profits to apply to the Board for a review of their CDM activities (OPA and ratepayer
funded) and their impact on utility operations. Thismay only apply to one or two LDCs per year,
but until a more robust solution is found, we believe that this form of oversight is a necessary
protection for ratepayers.

Evaluation and Reporting Requirements

39.

40.

41.

42.

Thisisafurther areain which, in our view, the Board and the OPA should establish joint policies
and procedures. It isnot enough to say that the OPA may need some information, and the Board
other information. This creates a risk, not only of an excessive paperwork burden on LDCs
(creating a barrier to CDM activities), but also of inconsistent data going to the OPA and the
Board.

It is dso not enough for the Board to say “This is the information we need, and the OPA can
determine what they need independently”.

Instead, the Board and the OPA should work together to establish a set of common informational
filings. These may be of two types: periodic entity-related information; and program specific
information. Theformer category, focusing on the overall CDM budgets, revenues, activitiesand
resultsof an LDC, may in genera beof moreinterest to the Board asthe regulator of the entity, but
if properly designed it will also provide useful information to the OPA that will help them both
deal with the program delivery agents and design better programs in the future. Similarly, the
latter category, focusing on the costs and results of individua programs, may in genera be of more
interest to the OPA as the promoter of the programs, but it can aso be of great assistance to the
Board in understanding the specific CDM activities of the LDCs, and the effects on the LDCS
operations and financial health.

Information on CDM programs, spending and results is of interest, not just to the regulators, the
OPA, and the government, but also to other LDCs and to the members of the public that are paying
forit. Transparency isacrucia aspect of the Board' s mandate and responsibility, and therefore
webelieveitisuptotheBoardtoinsist that all CDM informationa filings should be made public
and promulgated through the OPA and/or Board websites and other means.



43. The Board has, we think, correctly identified as appropriate the evaluation and audit principles
established for GasDSM. In establishing ajoint set of information reporting rules with the OPA,
the Board should urge the OPA to adopt this same principle.

44. We do not agree, however, that the Board should limit the use of theaudit principle as set forth on
page 17. The morethorough approach used by the gas utilities, in which the auditor is expected to
do whatever isrequired to provide an opinion on the results, is the better approach.

45. Theregular publication of detailed, easy to understand, and independently audited information -
costs, ratepayer benefits, shareholder benefits, program structures, and societal impacts - onLDC
CDM activitieswill, in our view, greatly improve public acceptance of CDM initiatives and the
spending of ratepayer money to pursue them.

Conclusion

46. We appreciate the opportunity to provide our comments on this Staff Discussion Paper, and hope
that our input is of value.

Respectfully submitted on behalf of the School Energy Coalition this 9" day of February, 2007.
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