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Thursday, September 13, 2007


--- On commencing  SEQ CHAPTER \h \r 1at 9:29 a.m. 


MR. COWAN:  Good morning, folks and welcome again.  


Procedural Matters:


Continuing from our adventures of yesterday, I would just ask if there are any process matters and I have one myself that I wanted to just to address.  It wasn't particularly process but just something I referred to rather quickly yesterday.  That is that there is a letter addressed to all licensed electricity distributors and all other interested parties that appeared on the Board's website on September 11th - which, of course, an interesting date - but is intent on providing some integration between three pieces of work that the Board is undertaking and that many groups are participating in, the three pieces of work being the consultation on third generation incentive regulation; the work on comparative utility analysis; as well as the work on service quality regulation.  


So while I did refer to that with particular reference to one of the dates on that letter yesterday, today I just wanted to make sure that I drew the entire piece to your attention so that you are aware that Board is attempting to bring these three discussion topics together, because they do relate.  


So that was the extent of the update that I wanted to raise this morning.  Are there any other matters that people want to bring up with regard to process or other things that are more administrative before we start in?  

MS. CONBOY:  Other than thanking you -- 


MR. COWAN:  Unfortunately, we can't hear what you're saying.  

MS. CONBOY:  It doesn't have to be -- 


MR. COWAN:  Would you mind repeating what -– 

MS. CONBOY:  It doesn't have to be transcribed but perhaps because I am going to say "thank you," you do want it transcribed.  It was very useful.  Thank you very much. It was very useful for the rest of us to have those dates on paper and be able to work towards them.  


MR. McLORG:  Do you swear that that is the truth?  


MR. COWAN:  So just for the court reporter's information, that was Paula Conboy of PowerStream.  


Okay, well thank you.  


As we move along, I believe the next order of business, then, is comments and thoughts from the Coalition of Large Distributors.  I understand, Colin, that you are speaking to that?  


MR. McLORG:  I am, Bill, thank you.  And thanks everyone for your attention this morning. 

Presentation by Colin McLorg, Coalition of Large Distributors: 


MR. McLORG:  The CLD's presentation this morning is really largely a reminder to people of what we have said in our previous written presentations.  


I do have one additional item that I would like to advance really on behalf of Toronto on account of the fact that I haven't had a chance to talk to my colleagues about it, and it arises just out of the material that Jay Shepherd on behalf of Schools presented yesterday.  


I don't mind cross-examining Jay in his absence, so --   I will leave that to the end, though.  


So in any event, as I say, our views on these matters remain really largely as they have been expressed in our previous written submissions.  


This morning, I would just like to go over the things that are on this slide, just an overview slide.  


We have some general comments and some comments about the data and the model as they both exist right now.  We have some new material in the form of responses to the questions put by Board Staff in their guideline for presentations.  


I think the headline for CLD's views is that we are generally supportive of the benchmarking exercise.  Now, that is qualified in the sense that we do think it needs to be a comprehensive exercise.  It can't isolate one element of cost and, in this case, for example, OM&A and proceed excluding other important factors in the overall analysis.  


We do want to convey to everyone that we think that overall, done properly, benchmarking can be a useful exercise for all of the stakeholders involved:  The Board, the intervenors and the utilities themselves.  But it has to be done properly.  


We have ourselves, and we appreciate the acknowledgement on the part of PEG, identified deficiencies in the data and methodology which, at the present time, limit the value or the strength of the results that come out of the benchmarking exercise as we have it.  


We think that those deficiencies can be remedied in the reasonably near term, and I mean by that the practically near term.  


I guess the other important point that I would like to emphasize now is that we really do see this as being interlocked with the, I call it "three germ" (3GIRM) for short, which is probably a hideous acronym, but the third generation IRM exercise and the service quality review, et cetera.  All of those things are very much interlocked in our view.  And in addition to the dates which the Board has kindly provided, I think that we certainly have an interest in how the results from these various exercises will be recognized by the Board interdependently.    


With respect to the data concerns that CLD has - this shouldn't be surprising to anyone - in our view, the historical basis of reporting under the triple Rs and in the context of the US of A, does not support, at the present time, accurate inter-distributor cost comparisons.  


I don't fault parties for that.  I think the US of A was not expressly designed to support inter-utility cost comparisons.  


I think that there remains an open question as to how to resolve the issue of whether and how to use the US of A and one of the concerns that I think CLD and other utilities have is that, on the one hand, we very much support and want a good data set which can be used for benchmarking.  


On the other hand, we have concerns around formulating yet another tableau of data and reporting requirements.  We all have our own financial statements to look after.  We all have RRR reporting requirements.  If there were yet another casting of the same basic data, then that would be perhaps problematic for some of, at least.  


One of the points that came out yesterday, but I would like to underline, is the fact that in the whole analysis, it could very easily be that the individual peculiarities of the data, the outlined data points and that kind of thing, will wash out or average out in the exercise, for example, of estimating cost coefficients for cost equations and that kind of thing.  


One of the problems for us is that although the data across all utilities may average out and, in fact, the little perturbations or the differences may cancel each other out so that the overall result is unbiased, we do want to underline that that doesn't relieve the discrepancy for an individual utility whose data may exhibit these peculiar characteristics, when compared to an average.  


So I think what that really does is to underline the need for there to be very clear definitions of what data needs to be reported, and good clear incentives for utilities to report their data in the recognized manner or in the manner that is going to support fair comparisons.
  Otherwise, utilities will be at risk and the Board, frankly, will be at risk of drawing invalid conclusions based on data differences that are just that.  They're just data differences.  They're not differences in underlying performance.  

We do think that the historic data is a resource for us.  We would very much support an effort to cleanse and quite possibly recast that data in order to make it useful.  

Now I understand that from accounting perspectives, the word "restatement" is actually a kind of swearing in accounting, and so we're not suggesting that.  But we are suggesting that, if necessary historical data that has been reported properly by utilities under the triple R framework could be recast so as to make it more congruent with the reporting categories that we very much hope will be established by this consultation process.  

It is clearly our view that we need to include some important elements of the overall analysis that have not yet been included, including particularly the capital-related cost data and the service level data, by which I mean customer service and reliability.  

Our suggestions and recommendations.  First, I think that we need, through this consultation process and with input from everybody, to define very clear and distinct cost categories so that people will have a very clear idea of what kind of costs need to be reported and what kind of categories.  

We think that in order to meet the Board's and other stakeholders' needs for benchmarking to proceed on a reasonably prompt basis, we need to take advantage of the resource that we have in the historical data and permit historical adjustments or recasting of certain of that data where it is necessary.

I descend a little bit into detail here by saying that, I think that one part of that specifically is to compensate or remedy distortions in capital cost data that arise from what we're calling here corporate structure.  

What that really means in practical terms is, for example, certain utilities within the regulated entity don't hold a lot of capital.  The capital is held elsewhere, for example, in an affiliate.  That's why I'm using the term "corporate structure".  

Equally, the capital in effect could be held by a third party from which it is leased by the utility or hired.  

We certainly need to establish a consistent basis for reporting the non-financial data, such as reliability and service quality, and we applaud the Board's effort to go ahead or resume the consultation that was underway prior to 2006 EDR.  

The model concerns that we have are very closely tied to the data concerns that I have expressed and I don't think I need to belabour the point about excluding capital.  

We do think it is important that capital vintage be included, but I would, as a result of the discussion yesterday, also emphasize that the exercise -- the academic exercise of doing statistical modelling of utility costs may, for certain purposes, require the kind of reconstruction of capital data that was mentioned yesterday by some of the experts.  At least I, speaking for myself, understand that from an academic perspective.  You are treating capital as a factor of production and you want a consistent or academically sound way of measuring that.  So I don't discredit that enterprise at all, but I think that very much it is the case that we, in this process, have to be guided by what is actually material to customers.  

As far as I can see, there would be no benefit and some very significant drawbacks if we were to go down the path of somehow constructing a capital cost variable for benchmarking purposes that didn't correspond exactly to what people are actually paying in rates.  

In other words, it must be tied to the revenue requirement.  It can't be something abstract and different from what's actually seen in revenue requirement.  

At least, let me put it this way.  I will object strenuously to that enterprise.  

Again, I don't think I have to say a lot about the exclusion of service quality and reliability.  I think it is recognized pretty uniformly or universally that utility costs vary directly with provided levels of service quality such as telephone response.  And that is in the short term.  

In the medium to longer term, reliability has a definite linkage with the kind of spend a utility undertakes to maintain and refurbish its equipment and so on.  So those are very important variables.  

I think that we deserve to have a discussion about how to fit those into the model.  I don't think the CLD has a defined view as to whether they should be taken as explanatory variables for utility costs, which certainly that is, I think, a valid construction of it, or whether they would somehow appear as dependent variables in the model.  

In any event they have to be included in the analysis.  That is my main point.  

One thing that hasn't had much airtime in this consultation yet - and I admit maybe you know a pet peeve of mine - is the inclusion of energy delivered in the PEG models as an explanatory variable.  

I have a problem with that, because I think it lacks a theoretical underpinning as an explanatory variable for distributor costs.  Obviously there is an incremental cost from the generator's perspective for generating an incremental kilowatt-hour.  But according to me, I haven't heard anything different than the proposition that:   Toronto Hydro's costs and generally speaking distributor costs don't vary at all with an incremental or a decremental kilowatt-hour delivered.  It just doesn't cause any change in our costs.


Related to that, I think it is also the case that we have to be very careful about how we would go about modelling capacity or peak-related costs.  I only say that because measured peak deliveries are a function of all kinds of demand variables, like weather, like economic activity, et cetera, et cetera.  

I think that we have to plan our systems and build our systems in order to provide adequate capacity to all of our customers.  But typically it is not the case that our costs vary directly with the peak delivered in any given year or in any given time period.  

Our capacity costs are determined on a design basis.  Recognizing the anticipated peak demands, but not fluctuating as a result of those peak demands on a day-to-day or period-to-period basis.


So in any event, I think I would echo one of the points that was made yesterday, which is that a good model of costs has, as explanatory variables, things that, first of all, make sense and secondly are shown to be statistically significant.  

You can have one without the other.  And certainly, we might find that utility costs are highly correlated with the number of swallows in Capistrano, but that wouldn't make any of us believe that that is somehow explanatory of our costs.  And equally, I think there could be certain factors that we would believe are related to utility costs, but for which we don't have adequate data or precise enough data and they may, as a result of that, not come up being statistically significant in the analysis.  


Some mention was made yesterday of the use of total costs in the analysis so far, and speaking quite bluntly, I am not a fan of that at all.  I think that is a pretty common view among CLD and other utilities, because of the fact that modelling total costs disguises and obscures the variables that are really of interest, and that particularly is cost per customer.  
The way that I see that can be expressed, for example, by asking:  Does it and should it matter to a customer what Enersource's total cost of service is?  No individual customer is ever asked to relate, much less cover, Enersource's total cost of service.  They are only asked to cover the cost of service to them as individual customers.  

So why would we be interested in total costs?  How many other customers a utility has is a matter, basically, of indifference to individual customers, except insofar as it affects the costs that they themselves bear.  

I think, as well, that just by virtue of the data that is involved, it is very difficult to get good visibility on the factors that really affect controllable costs.  If we're analyzing costs that vary from the very small totals, such as for Newbury and Dutton Hydro and so on, to the very large totals for Hydro One and CLD members.  That kind of variation in the data, as was explained yesterday, is explained basically 98 or 99 percent by customer numbers.  After you have taken out that much explanatory power in the model, the marginal amount that is left is obscured by the scale.  

So from our perspective, again, being guided by what matters to customers, it is clearly the case that it is a cost-per-customer variable that needs to be the subject of analysis, not total costs.  

I think it was mentioned yesterday as well that the -- in principle, the data that is being used in this analysis should be transparent and completely available to all of the stakeholders in the process.  That hasn't been the case so far.  

I don't think that that is a result of deliberate withholding or anything like that, I just think it is a thing that hasn't yet been done.  But we do want to underline the fact that our view is the data has to be completely transparent.  We have to know how it was gotten and it has to be available to everyone.  

MR. COWAN:  Colin, just at that point, did you see the file that was provided on November 24th with all of the years of data for 2002 to 2005?  There must be 150 line items per utility.  

MR. McLORG:  It is the binary variables that PEG constructed, as explanatory variables that we didn't have access to.  Forestation, Canadian Shield. 

MR. COWAN:  Oh, okay. 

MR. McLORG:  That kind of thing.  

I think that we can largely replicate the results that were generated without those variables, but, you know, by definition they are said to be significant explanatory variables.  I think you accept my point generally. 

MR. COWAN:  Excuse my interruption.  I got so enthusiastic I forgot to hold my clarification question to the end. 

MR. McLORG:  No, no, no.  Actually, if I could use you as a precedent, if anyone does have, you know, clarification questions -- 

MR. COWAN:  I would rather you didn't.  You are doing so well, I would rather not.  

MR. McLORG:  We have it directly from Bill.  

Getting to the questions that were posed by Staff in their guideline for presentations:  "Are the data improvements noted in the PEG report necessary?"


Our view is generally, yes; but not all of the items listed would fall into the category that we consider to be valid data for explanatory purposes.  As an example, kilowatt-hours delivered, as I explained, isn't one that we would consider to be necessary.  

I would point out and I think it generally known and acknowledged in the room, that this is not an entirely new process for any of us.  Those involved in 2006 EDR will recall the infamous comparators and cohorts subgroup and quite a bit of, I think, good hard work was done there to identify specifically cost drivers that could be reasonably expected to influence the level of distributor costs in a material way.  Not in an immaterial or insignificant way, but in a material way.  

What I am getting to is that we have a lot of resources available to us, industry experience, stakeholder perspectives, and we should be using that to construct a slate of cost drivers that can be used in this analysis.  

I think we also have to do some serious talking about how we are going to do things to expand the analysis, including service quality and capital and so on.  The comment I have here is basically, it's not clear to us yet that detailed historical information on things like plant additions will ultimately be found to be necessary or useful in this.  

I think it was acknowledged yesterday that there are some concerns around types of analysis that depend on looking at extreme values.  

For example, Dr. Yatchew, I think, made some persuasive comments about the fact that in order to do extreme value analysis such as data envelope analysis or stochastic frontier analysis, you need to have a very rich source of data.  

Having said that, I think that it is CLD's view that we can hardly object to a valid perspective being added to the process; that is to say, if there is a valid alternate way of looking at these kind of questions, then we shouldn't reject them categorically or beforehand.  

Having said that, I think it is certainly our consensus that in order to make this operational on a fairly reasonable timeline, we ought to be focussing on the statistical benchmarking approach.  Use central value analysis rather than extreme value analysis, and bring other analytic approaches in after we have some solid results to look at through the statistical benchmarking analysis.  

In our opinion, statistical benchmarking offers many advantages; transparency, understandability, it is a very well and long developed methodology.  There are advantages in terms of being able to explicitly test estimated coefficients for statistical significance.  Confidence intervals.  And as was pointed out, and I will point out again in a moment, it doesn't depend on the artificial disaggregation of the entire utility population into cohorts.  

In terms of uses of benchmarking in ratemaking, it is our view, as I have expressed at the outset, that the state of the art so to speak in Ontario is not ready for quantitative ratemaking.  Let me be a little bit more explicit about that.  I mean by "quantitative ratemaking" actual application in a numerical context to determine or influence the value of an X-factor, for example, in an IRM context, or an adjustment factor for a cost-of-service application.  

In our view, given that the data is the foundation of this whole exercise, the most urgent and appropriate next step for us is to get the data right.  I think that really breaks down into two parts.  

We have to get the data right and the data reporting right on a go-forward basis.  And we also, I think, have to do what we can to refine or distill the data that we've got historically, because as I've said, that's a good resource.  


We think that if the data reporting requirements and the basis of the analysis and the data categorization, or the cost categorization is clear, that that will go a very long way to providing utilities with strong incentives arising out of their own self-interest to report their data correctly.  

It is clear that there can't be any gaming of the data, if you have to come to a total that agrees, for example, to your audited financial statements.  You can't be playing a shell game with your costs.  And I think that people would very soon find or realize that to artificially understate one cost category is going to necessarily result in overstating another cost category, and that could very easily be to their detriment.  

We would much rather rely on those kinds of incentives, rather than burden utilities and the Board, frankly, with a more heavy-handed enforcement type of approach.  

I'm not sure whether I'm reading more into the word "enforcement" than was originally intended, but it doesn't, on its face, seem like an appealing or an appropriate approach to us.  

As I have stated previously, we think that we have to tie the results of the DCC analysis into the rest of the policy processes that the Board is conducting, service quality, third generation IRM, and at this stage it seems to us to be a little premature to start discussing exactly how the results of a DCC would be used.  But I think that we do agree that that the results of the benchmarking exercise can be used to inform or influence or perhaps even determine values, for example, of an X factor when we reach consensus that the methodology and the data are sound.  

For example, an application of accurate benchmarking results would be for setting or influencing X factors for individual utilities.  And I think that that would answer a concern that has been expressed by the Board and by many stakeholders:  Shouldn't the X factor be differentiated somehow according to utility cost performance?  

In our view, it is not necessary to group utilities into clusters or cohorts, because that is taken care of automatically and reliably by the operation of the statistical model.  The formation of cohorts itself presumes a view about what matters to utility costs, what the cost drivers are, and there has been no express or explicit explanation of cohort groupings so far.  

Just to expand on that point a little bit.  I might have mentioned yesterday, but I held my tongue.  Imagine if you can the following.  Let's say that there is only one cost driver that matters to utilities and that's the number of customers.  You can imagine, in a two-dimensional plane, that if the costs are on the vertical axis and the number of customers are on the horizontal axis, you might get clustering of utilities, depending on the size, and you could say, even though you don't need to in this setting, here's how these utilities are clustered and so let's make two groups.  

So there it is with one explanatory variable and costs as a dependent variable.  Let's say that you add another explanatory variable such as customer density.  

Now you've got a three-dimensional surface, in effect, or volume to look at and you can imagine that you might have utilities with a similar number of customers but very different numbers as far as customer density are concerned.  

Well then how do you about clustering those in a way that makes sense?  You might still be able to.  But I think that the challenge of clustering goes up exponentially the more and more variables that you add and it is not unreasonable to think that there might be four or five or six sound explanatory variables for utility costs. 

Well how can you -- could you even visualize that?  How do you go about clustering something like that?  I just think it is a fruitless exercise in the end.  

So concluding remarks from the CLD.  Really, I would just like to underline again that we think we're going in the right direction, but we don't think that we have arrived at the destination.  

What we have right now has only very limited application, if any, in terms of quantitative results.  We do think that refinements and improvements are necessary both in the data and the methodology, but we do think that these shortcomings can be resolved in the short to medium term, and that benchmarking overall can be a useful exercise for all of the stakeholders involved.  

Bill, if I could just take 30 second to add my little appendix.  I am speaking now on behalf of Toronto Hydro, in response to something that Jay presented yesterday, Jay Shepherd on behalf of Schools.  

I want to recognize for the record, Jay is not here, and I don't think it is entirely fair for him not to be able to respond, so I won't do anything other than raise my questions about this.  

I was a little concerned about Jay's portrayal of the distribution component of residential bills.  In trying to reconstruct the numbers that were presented yesterday I was not able to get to the numbers that Jay had on his slide.  I didn't make a note of all of the numbers for the different utilities, but the number that was presented for Toronto Hydro for annual distribution costs was $431.80, or $430.  

Using our last set of rates, 2007, which represented a very slight increase over 2006 - and I am not clear what year Jay was using, I think it might have been 2006 - I get a figure of $385, not $430.  

Now, it may very easily be that I am not including certain things that Jay is.  Maybe Jay is including GST.  But maybe Jay is including losses, and that is my rub.  Because right now that is a distortion or misstatement of the prevailing regulatory regime.  

Losses are not a component of the distribution revenue requirement.  They are not the financial responsibility of distributors.  

So I think that to include them in a statement of distribution costs is, at best, misleading and should certainly be clarified for the record.  

Anyway, let me leave it at that because I am sure that Jay does have an explanation for the numbers that he has.  But I think that it would be helpful for the record here, if he could provide it.  

MR. COWAN:  Indeed.  Perhaps the question ought to be expanded as to whether Jay could provide more detail with regard to most of the numbers in his analysis.  I think it would benefit all of us.  Mr. Harper.  

MR. HARPER:  Just a quick clarification I think if you look back through Jay's slides he did specifically say he was including losses that was the first slide when he was talking about the development of it so that probably does account for this difference. 

MR. McLORG:  Total losses or distribution loss factor? 

MR. HARPER:  From the context of the slide he said losses. 

MR. McLORG:  So you would say total losses probably. 

MR. COWAN:  Well I object to that too. 

MR. HARPER:  I'm not sure what I would say.  I would say it is obviously more than distribution costs.  There are losses included there.  We had debates about whether that was right or wrong, I think we will have to leave it at that.   

MR. COWAN:  Yes.  Okay.  Thank you.  Are there points of clarification that we would like to pursue with Mr. McLorg?  Mr. Harper.  

MR. HARPER:  Actually, I had three.  Maybe I will ask one and if other people have a question we can wait.  

I guess it was your comment about the inclusion of energy deliveries and I agree with what you were saying.  However, my understanding, in terms of why it is included is because I think people recognize energy deliveries doesn't vary according to that but theoretically there is some relationship between energy deliveries and the peak demand.  Theoretically there is some relationship between peak demand and the system capacity and ideally you would have a measure for system capacity and include that in your equation.  

My understanding is that energy deliveries is at best a proxy for system capacity.  So I guess the question would be is that if energy delivery isn't any good, do you have any practical suggestion as to what people could use as a measure of system capacity in an analysis such as this. 


MR. McLORG:  Well, if the issue is how to measure system capacity - and I am literally thinking aloud here, Bill - it might be practical for utilities to gather up the information that their engineering department should have on station and substation capacity.


There may be a way of practically getting a proxy for the approximate capacity that you have on your system that doesn't involve literally counting up the service or the service capacities of all of your customers.


Maybe some utilities have that and it would be easy to get with a computer.  But I would suggest that when you abstract from the very end-use level and go up a little bit on the distribution network, it might be practical to sum the capacities of stations and substations, for example.


MR. HARPER:  Thanks.


DR. LOWRY:  If we could stay on this topic then go back to your next question.  


Yes, for one thing, in the absence of good peak demand data, and we established in the study that the peak demand data that is there is highly flawed so it is going to be a job to get the correct peak demand data.  


Definitely, the volume does pick up some dimensions of peak demand.  Take the difference in air-conditioning load between a utility serving Thunder Bay versus one that serves St. Catharines.  I mean there are some hot days in St. Catharines and a lot of people will have air-conditioning and it becomes insignificant.  It is not a bizarre outcome, it is nothing like the price of tea in China. 


Secondly, though, a subtlety something that might be lost is that acknowledging that the total volume is a very imperfect measure of peak load.  One aspires to use volume data for a supplemental variable, which would be the percentage of volume that is, say, industrial, not only because of the larger the industrial the higher the load factor, but additionally, because lots of times the amount of service that's provided to an industrial customer is not as great.  


So how else would we pick up this importance of industrial load but through a volume variable?  I mean, people don't have data on the peak loads of by service class.  Not only that -- let me say one other thing and that is, as important as peak load is for a power distributor, in my experience, they don't even keep very good peak load data themselves, because unlike a transmission system, a distribution system has different peak loads at different points.  


You might even have a vertically disintegrated or you might even have a non-contiguous system in which what really matters is the peak, you know a bunch of different places at different points in time.  So while I do definitely endorse the idea of improving the peak load data, I just think that -- I don't even think that there is consensus amongst power distributors as to how to measure that.  


MR. McLORG:  Mark, if I could respond to that.  I guess I have a comment and a question.  


I think the comment is that there are peak-related variables that have a good conceptual basis as cost drivers and that could possibly be measured with the data we have right now.  


One of them would be load factor.  I think that there is some reliable information on deliveries by customer class that is probably available from most utilities.  


My question to you is, in what way or through what mechanism would sunk utility costs vary according to the peak that was delivered this year versus last year?  The fact that, you know, a couple of years ago Toronto Hydro has a peak demand of 5005 megawatts I don't think had any bearing on our costs, given the fact that the year before it was 4980.  It just doesn't affect our costs at all.  


It does affect our costs in an indirect way, in the sense that when we plan and build our system, we have to provide for the capacity we anticipate will be required to serve our customers, but the year-to-year variation in peak which is largely weather-driven; I don't understand, apart from losses, how it would affect distributor costs.  


DR. LOWRY:  Well, I agree it probably doesn't, but then in our approach we average results over a multi-year period.  So in no sense are we looking year to year. 


Let's say we had a model where we didn't weather-adjust the volume data.  We would not presume to say that you're performance deteriorated over a three-year period because last summer you had mild weather.  We don't use the data that way.  It's averaged.  So that is the response to that particular...


MR. COWAN:  Could I seek a clarification as well on top of the line of discussion that we're having here.  


Perhaps I could ask you, Colin, if you could take us back to your frame number 6, which is the one where -- I guess what I am just trying to understand is when you say on the bullet "inclusion of energy delivered as an explanatory variable," it wasn't clear, I think you were saying at that point, it shouldn't be included or should not be used.  

MR. McLORG:  That's correct, yes.  


MR. COWAN:  But are you aware that it appears to have explanatory power nonetheless?  


MR. McLORG:  Well, I am aware of that, but my contention is that it is co-linear with customers and that there is a spurious correlation on the account of the fact that the energy delivered is largely determined by customers but also by factors like weather and so on.  So there is enough independent variation in energy deliveries to make it show up mathematically.  


MR. COWAN:  Let me ask you whether you know that to be a fact or it is a hypothesis as to what could be happening.  


MR. McLORG:  It is a hypothesis.  


MR. COWAN:  Okay.  


DR. LOWRY:  Well I would respond that if it was co-linear it would likely have no significance, instead of having high significance.  


MR. McLORG:  Well, and my response to that is -- 


DR. LOWRY:  Sorry, let me just repeat for Frank.  I would respond that, if – concerning your theory of multi-co-linearity, if it was multi co-linear it would have no significance instead of having high statistical significance.  


MR. McLORG:  It is likely, in my view, only to be significant on account of the fact that the model uses total costs and total energy deliveries for a huge range of utility sizes.  And that there is some independent variation in energy deliveries that is not related to number of customers on account of the fact that energy -- kilowatt-hours delivered varies significantly with factors like weather and with use per customer and economic conditions, et cetera.  


If you were to model a cost per customer so that differences in utility size were eliminated, then I would be very interested to understand the theoretical basis of claiming that utility costs are driven by incremental kilowatt-hour deliveries.  


DR. LOWRY:  Well, again that's a long-run model so it is only intended to be true in the long run.  


I might as well address that issue while we're here, about the costs per customer.  


I will come away from this conference with a desire to think more about that.  But my initial reaction is not very favourable.  


For one thing, as I said yesterday, we are not representing the high R-squared in this model as being that important.  And we do recognize that when you have a tremendously varied sample in terms of size that you're going to get very high R-squareds.  


So additionally, one of the goals of the analysis is to understand scale economies, both for purposes of establishing peer groups and for purposes of, maybe, shedding some light on the optimal structure of the industry here in Ontario.  And it seems to me that the total cost model is better suited for getting at that.  


MR. McLORG:  But is it your view that you couldn't get at scale economies with a cost-per-customer model by using number of customers and powers of that as explanatory variables?  


DR. LOWRY:  Yes.  I would have to give some thought to whether you can back that out.  There may be a way to do it.  The problem is, technically, that when you make costs per customer, you're kind of making an assumption about the relationship of -- you're restricting the relationship between cost and the customer, a bit.  And so I would have to think about that.  You might be right.  

MR. COWAN:  I wonder if we should -- I would propose to move to Mr. Harper's second or third question, unless Mr. White has something on this particular point.  

MR. WHITE:  It is.  

MR. COWAN:  Okay, then Mr. White.  

MR. WHITE:  Weather-normalized peak data by customer group is available, as it was filed as part of the cost-allocation process, which is significantly complete at this point in time.  So peak capacity by customer class is a data which is available to distributors today.  

The question of homogeneity of peak data is a really interesting question.  Like when you have non-contiguous areas, it is true that the peak capacity would certainly be dependent upon the discrete; in other words the definition of peak becomes really important as you try and use that information.  

So I think there are some concerns about where you go.  

The other comment I heard was that, I thought I heard was the fact that the industrial customers are the large customers and it depends carefully how you define industrial, because in large cities, some of your largest distribution customers are, in fact, commercial or office complexes, which are not "industrial" in the usual use of that term.  And I think there would have to be some sensitivity to that, because commercial space use is somewhat different than industrial space use, in terms of individual load factors and the expected impact on the distribution system.  

Those are relevant and I will back off. 

DR. LOWRY:  Can you clarify the first one.  What is that again weather normalized is available?  

MR. WHITE:  By customer class for individual distributors.  Part of the cost-allocation information filing.  

MR. COWAN:  Okay.  Can we move to, is there a clarification question from Mr. Frost? 

MR. FROST:  No.  The data reported is large use.  Customer is 5000 kW in the forms, so it’s already -- 


My apologies.  For large use customers, the definition is 5000 kW.  That is how it is reported to the Board in its annual filings.  

MR. COWAN:  Okay.  Mr. Harper, did you want to move to your second?  

MR. HARPER:  Actually it was just -- maybe I am treading a bit into this afternoon's territory, but Colin, you expressed a concern about using the models in their current -- unless they were sort of significantly improved and sort of trying to come up with, say, differentiated productivity values for a third generation IRM scheme.  

At the same point in time when we're going through the second generation IRM development, there was a fair amount of concern expressed by utilities that one size didn't fit all in the application of one productivity factor to everybody was inappropriate.


I guess my view is until we have some basis for differentiating, probably we're going to continue to apply one productivity factor to everybody.  

So it is probably the lesser of two evils if I can put it that way and I guess the question is:  You've talked about being able to make some improvements in the short term, you believe, and I guess the question is, if the alternative is implementing whatever improvements we can in the short term then using those results to try and differentiate; or on the other hand continuing to put everybody in the same basket because those are maybe two choices at the end of the day, are we going to find -- is it worthwhile trying to make those improvements in the short term because you believe that we will get enough improvement over all that we can actually apply it for rate-making purposes?  Because the other alternative is we just apply the same one percent to everybody or whatever number we come up with at the end of the day.  

MR. McLORG:  Well, I think it is really -- I'm sorry to give you this answer but it is very difficult for me to speculate on whether we will reach the point where data and the results are of high enough quality to actually influence individual X factors, for example, in time for 2009, which is I think the nearest-term horizon that would be applicable.  

I don't at all think, by saying that, that we shouldn't pursue this in a vigorous, businesslike way.  But whether we would actually have something that would be of sufficient quality and weight for the Board to be able to rely on it to say:  We know at a high level of confidence that utilities that are in the lowest quartile of cost performance, having corrected for factors like service quality, blah, blah, blah, and with that information we are going to make this adjustment to their X factor, well whether we will be there in 2009, 2010 or 2011 or whatever;  but I think we still want to go in the direction of that kind of analysis.  


MR. HARPER:  That's what I was looking for, was at least some confirmation.  This comes to the point I guess Bill was raising at the beginning, sort of intrinsic value, the overall value proposition.  If the view is it is still worth putting a fair bit of effort into the short term from your perspective.  I think that is what I was looking for.  

MR. COWAN:  I think there was someone else indicated they wanted to comment at this point, but that person has disappeared.  

DR. LOWRY:  I have a bunch of questions and comments.  

MR. COWAN:  I think there is other things but I am not sure that Mr. Harper is finished or if he wants to take a breather for a moment or -- 

MR. HARPER:  I apologize.  I have taken up a lot of air space.  If other people want to go, that's fine.  

MR. COWAN:  Okay, so Dr. Lowry, did you....

DR. LOWRY:  Yes.  Let's see; where to begin.  

You said something about -- that some utilities don't hold a lot of capital either because it is placed in an affiliate or leased.  

Could you clarify a little bit about, like what would be an example of a company that has a lot of its capital in an affiliate.  Could you just flesh that out a bit.


MR. McLORG:  It is not uncommon, for example, for a utility to have its customer care and customer service capital in an affiliate.  

It would be irresponsible for me to talk about specific utilities in a factual way, because I don't have that information.  But on the basis of general knowledge, I know that there are certain utilities that, as they are structured on a licensed-distributor basis, hold very little capital in the utility per se, and most of it is -- and I mean like computer systems and trucks and inventory and all of that kind of stuff.  That is held in an affiliate, a services company.  And they lease or subcontract, you might say, distribution services either from an affiliate or from a third party.  

MR. COWAN:  So to be clear on that, Colin, I think the effect is that the "rent", if I can use that word, for that item appears as an OM&A charge -- 

MR. McLORG:  Precisely. 

MR. COWAN:  -- whereas if the equipment is owned by the utility, it appears as a depreciation charge with an associated return on rate base.  

MR. McLORG:  Precisely.  And therefore, would be excluded from an analysis that focuses only on OM&A.  

MR. COWAN:  Yes.  Could cause some distortions.  

DR. LOWRY:  Although you will concede that, at the moment we're only looking at total OM&A costs and that the distribution capital is by far, you know absolutely dominant component of total capital cost.  

In other words, the customer service capital is not very large.  

MR. McLORG:  Well, I understand.  But subject to correction, and there may have been changes from when I was last familiar with this, but I believe that there are utilities that have their distribution assets owned externally.  

It is a virtual utility phenomenon.  I'm sure that Board Staff will be able to brief you on that.  

DR. LOWRY:  Okay.  

MR. COWAN:  We can certainly confirm the extent of that, but I can't off the top of my head at this point.  

DR. LOWRY:  Okay.  Right.  You have said that you must consider the capital and capital-related costs together with capital vintage.  Do you mean by this what Frank seemed to mean by this yesterday, that it should be a total cost analysis?  Or that there needs to be an adjustment to an OM&A analysis via, for example, a restricted cost function?  

MR. McLORG:  Yes to the former.  We would prefer it be a total cost analysis, with the understanding that "total cost" means revenue requirement.  

It doesn't mean the sum of OPEX plus capital spending. 

DR. LOWRY:  You prefer a total cost analysis.  But as a matter of principle, would you object to a refined OM&A analysis that tries to control for the capital side?  

MR. McLORG:  In principle, no.  But I have reservations about whether the capital side can be properly controlled for.  

So, for example, there is the phenomenon we just finished discussing about the location of capital and whether it appears as an OM&A or a capital-related cost.  

There are other things that I would like to have reassurance about, as far as capital-side factors are concerned before I could readily agree to restricting the explicit analysis to OM&A.  

Because, for example, the value of capital in dollars, expressed in dollars of net book value, for example, between two utilities could be, for example, the same, but the age of their systems could be very different and the size of their systems could be very different, for example.  

So that kind of difference, I think, would be hard to control for.  

DR. LOWRY:  Okay.  Let's...

MR. McLORG:  The basis of my concern is only that in the end, I think we have to be focussed on what the bill to customers is.  That's the cost that is relevant here.  

DR. LOWRY:  Hmm-hmm.  Okay, let's come back to that in a minute.  But with regard to the total-cost analysis, let's suppose that we did have really nice capital-cost data that would permit us to do that.  

I was commenting yesterday that most of -- the majority of the benchmarking studies that I have done over the years are total cost studies.  And I can tell you that the variation in the benchmarking results, with some companies being as high as 50 percent over or 50 percent under, is just about as great for a total cost study as it is for an OM&A study, and that when one looks into it more, one realizes that, well, maybe it has something to do with the complex pattern of customer additions that were done over the year which we try to just take a stab at with something like some system-age variables.  

But basically, in light of that experience, it would be my view that considering that total cost involves a lot more money for a utility than OM&A, that it involves actually more risk for the company than does an OM&A analysis.  

MR. McLORG:  Sorry, risk compared to -- 

DR. LOWRY:  So are you prepared to concede that even if we did do a total-cost analysis that it would actually subject your clients to more risk rather than less?


MR. McLORG:  Could you explain the risk that we would be subject to?  

DR. LOWRY:  Because there is always benchmarking risk.  Once you go to total-cost analysis you're opening up a whole new can of worms, new issues and all of the money is on the table.  It is even possible to dock a company for gold plating past investments.  You get into issues like a rapidly growing, you know, this is -- obviously, in Toronto there are a lot of companies that have some rapidly growing service territories.  It might make sense to overbuild a bit in anticipation for the growth that is going to occur.  

In a total cost analysis, those overbuilding would be subject to disallowance or penalties.  

So are you prepared to acknowledge that in going to total cost analysis, there would be at least as much risk and possibly more risk for your clients?


MR. McLORG:  No.  I think there would be perhaps a different risk, but I don't at all believe that the Board would, on the basis of a benchmarking analysis within the next 10 years disallow utility capital investments that are demonstrably put in place to serve customers.  I just don't believe it.  The difference in the risk is that on a partial analysis, the risk is that you will come out with a distorted value for your costs, say a higher value --apparent value for your costs than really applies.  

If that is the case, then perhaps the Board would be at least as inclined to disallow a portion of OM&A as they would capital and, you know, I think most of us here recognize that out of the total revenue requirement, a very large part of it is absolutely inflexible; depreciation and elements like that we don't control.  

So the margin is in OM&A and that is where people lose jobs.  

DR. LOWRY:  Well, I guess I just don't see how you can have a total cost analysis, advocate total cost analysis and then say:  But if the conclusion is the company has built too much capital, that that is not fair game for disallowance.  That is why the total cost analysis is put on the table, it is putting together, you know, it is making the computer the judge and jury for past capital decisions.  

MR. McLORG:  Well, I think that we could rely, at least, on the 2006 if not 2007 and 2008 Board findings about our respective rate bases and revenue requirements.  

They have already been found and allowed, subject to whatever disallowances were expressed in each decision.  So it is very implausible for me to think that as a result of a benchmarking study that provides results for three years from now, the Board would disallow rate base that has already been approved?  It just doesn't make sense to me.  

DR. LOWRY:  I have a quick question and comment about your idea the capital costs should mirror the revenue requirement.  Actually more of a comment.  That is, for those of you who are not familiar with the work that my company is doing on the Enbridge and Union cases, we made a major effort in the course of that proceeding to supplement the sort of usual geometric decay approach to capital costing, that you may be implicitly questioning because it is not linked to the cost-of-service regulation, to a new cost-of-service approach to capital costing that we call the COS approach, cost-of-service approach.  We have it up and going.  It works very well.  It does seem to have some promise.  

So it is going to be easier than you might think to get that up and going for power distribution if it becomes necessary. 

One comment I will say about that though is because -- I mean, the big difference between cost of service and this whole other geometric decay approach is it assumes the book valuation of capital.  And it seems to me intuitively that if you are really trying to judge a company on its cost performance, that to put the capital in current value terms so that you're getting the true opportunity cost of the capital makes a little more sense intuitively to me.  

In other words, if you're trying to design a price cap index, I can see the cost-of-service approach but for benchmarking of total cost, a little more uncertain.  

Can you kind of see my intuition there, that they are putting too low a price on the capital?  You're not reflecting its current -- the current sort of marginal construction cost of it.  

MR. McLORG:  Well, I think that if -- are you asking me to respond?  

DR. LOWRY:  Yes.  Just intuitively, we can do that.  We would be happy to do that.  So give it a whirl.  But can you kind of see intuitively why, from a benchmarking total cost, that more of a current asset valuation might make more sense?  

MR. McLORG:  I understand the relevance of current or even replacement cost analysis in certain settings.  And you know, for example, I could say it is very relevant for Toronto right now because we're looking at replacing a lot of our capital equipment.  And we can't replace it and pay people historical costs, we have to pay the current costs. 


So we have that case to make in our rate application.  

But I am concerned, in a benchmarking context, about the suggestion that capital should somehow be valued at its current replacement cost or current value or whatever, on account of the fact that the simple truth is that people have already -- customers have already compensated the shareholder for its investment in that capital over the past 30 years, or whatever.  They have paid, through depreciation and return, the return of and the return on that capital.  

So then again to say, from a cost perspective, that those payments don't matter and that Toronto's actual cost of capital at this time is the cost to replace that system, I don't think is a realistic or a fair way of doing it.  

DR. LOWRY:  Next comment about the replication of results, which -- of course it is unfortunate that some of this data is not in the public domain, and I guess I understand historically that it was part of the deal that got the companies to start offering it.  But in the United States, certainly, none of this information is not in the public domain.  Since power distributors don't compete against each other, there is no proprietary information as there might be with power generators.  

It would be nice, in my view, in the long run if all of the data could be made available.  But I just want to make a point of clarification, that the Canadian Shield variable and the forestation was just taken off of maps.  There is no reason that that information can't be shared with the -- with all of the distributors.  

I mean subject to Bill's approval.  But there is nothing confidential about that information.  

MR. COWAN:  It would seem to be descriptive of the utility and therefore not particularly confidential.  

DR. LOWRY:  Same goes with input price index, which -- Adonis said he would like to see more documentation.  It was completely based on public documents.  

One more comment and -- two more comments.  You said something to the effect that clustering, in other words using econometrics to inform peer-group selection gets more and more problematic as the analysis gets more complex.  Where complexity of the analysis can be reflected, for example, in the number of business condition variables.  

You are right, that the more there are, you may find that the number -- that the peer groups get down to where there is only three or four companies in the peer group.  Then you run up against the statistical problem that the benchmark is a little too sensitive to the volatility and the numbers for the individual companies.  

I kind of agree with that.  

I would like to caution that yesterday I was saying, well, I thought with a little more slicing and dicing that the peer groups can get, can be made better and even closer to the econometrics results.  But I might need to amend that statement if we go on to doing capital, integrating capital cost in the analysis and service quality.  That by that point the analysis may, as you're saying, it may get to the point where it is hard to create workable peer groups any more.


That is a considerable new complexity relative to what we have had so far.


Finally, you ended up with a comment about Toronto Hydro, so I would take the liberty to do the same.  I kind of regret misspeaking a bit about Toronto Hydro.  That is a large company that, at the moment, is deemed statistically -- significantly inferior in our analysis.  I said that ought to cause stakeholders, give them pause in a rate proceeding involving them.


I really should have said, if that result continues to hold up, because as we look at possible inadequacies of the model as it exists today.  There are two that come to mind that cut against Toronto Hydro.  And one is, I agree that the weight on labour price in our model is probably lower than it should be.  If you brought that up to more like 50 percent, I think that we would, you know, that could get them out of the woods right there.


Then secondly, apparently Toronto Hydro is one of the companies that claims that they really need to make a lot of new investments, implying that they need to make a lot of replacement investments, implying that their system is a little on the old side.  If that is true, too, once the capital is brought into play, that could bring their rankings up some more.  So between the two of those it is entirely possible that, with better work, that they would not be deemed to be significantly inferior.  

MR. McLORG:  Everybody loves to hate Toronto, so we're used to it.  

[Laughter]


MR. COWAN:  From a process point of view, we are at a point where we past the time slot we had in mind for taking a break.  

I think there are still a few things that we might want to review with Colin.  I do have a couple of matters.  We also have another party we want to hear from, Hydro One Networks.  

I think, in the interests of progress, let's take the break now and then follow up -- complete what might still be open for CLD and then proceed from there. Thank you.  

MR. McLORG:  How long a break, Bill?  

MR. COWAN:  Good question.  Let's be back at 11. 


--- Recess taken at 10:45 a.m. 


--- On resuming at 11:00 a.m. 

MR. COWAN:  Can we reconvene, please, folks.  

Before the break, I suggested that perhaps we continue with the discussion of points raised through the presentation that Colin McLorg has done for CLD, but on reflection, and with the agreement of folks in the room, would propose that we continue to actually to hear at this point from Hydro One and Ken Buckstaff on behalf of Hydro One, in order to allow us to have everything on the table, in that we don't have that much time left.  It may in fact take us somewhat over 12 o'clock, but I don't want to go past 12:30, and in fairness to all of our guests, would like to give Hydro One a chance to make sure we understand what they have in mind.  

So on that note, and I have talked with both Hydro One and Colin about this, let's make that modification and introduce Ken.  

MR. BUCKSTAFF:  All right.  Thank you.  Is my microphone working again?  Once again, another adventure.  Can you hear me on this.  Okay?  All right.  

Well, thank you for the opportunity can you not hear me back there?  It's fine.  It's good.  You're good.  Okay.  I will try to shout a little bit.  Is that going to work?  All right.  
Presentation by Ken Buckstaff, Hydro One Networks Inc:


MR. BUCKSTAFF:  Thank you for the opportunity and I thought I would take 30 seconds just to explain who I am.  I don't work for Hydro One.  I am an advisor for them and I have spent the last 18 years leading benchmarking programs in the utilities industry in North America.  So some of you might have heard of programs run by P.A. Consulting, Hagler Bailly or Theodore Barry and Associates, TB&A.  I was involved in running the same program for 18 years through those different companies.  So that's sort of the background.  With that, then, I will go head and go through the presentation we have here for today.  

This is just the agenda.  Introduction, and we have some direct answers to the questions that were given to us, and guidelines for today.  

I want to talk a little bit about benchmarking and how is used both in regulatory processes and outside of that, because it does have some influence on how we think things ought to be done for the regulatory.  

Discussion of cost benchmarking and what is included in that, a balance of metrics, should there be capital, some of the data issues and then a little bit about methodology.  So that is the plan here.  

In terms of introduction, I am here representing Hydro One so we will talk a little bit about it.  Hydro One is absolutely supportive of this initiative and so there is no debate around that.  This is an opportunity to really help the regulators to establish a better, more efficient regulatory approach and so very much in favour of that.  

It is also -- benchmarking is a process that can help the industry to make improvements.  We haven't spent a lot of time talking but that here, but that is an additional benefit coming out of this.

Perspective from Hydro One.  We have heard a little bit about it.  It is unique in the province; it is far and away the biggest.  It also has deliveries to a lot of other embedded distributors, which is somewhat different from the other companies here.  Some of the discussion around should you have a volumetric measure of delivery, you can argue that one way or another, but their system is built to provide service to people who are not their customers.  So it has some influence on that.


The company has goals for reliability and service, as well as costs and that, then, causes some reasons to think through those issues as well as simply cost.  

Then the characteristics of their service territory. It is a very rural system and it has, that has impact on how they design their system, and the way they think about their customers and how to approach them.  

So things we want to try to do today: talk about benchmarking and the various uses, the methodology that has been put forward here and some issues around the data.  

So specifics around the questions that we were asked in preparation for today.  Are these improvements in data and in the modelling approach necessary and worth the cost?  Value proposition here.  

Our view on that is, they're definitely necessary.  If you don't make improvement in this, it is not yet valid to use the model as it stands in a ratemaking process.  It wouldn't be fair to apply to an individual company and say: We're going to change your rates on the basis of this model today.  You'd pretty much have to make some improvements, and that is what this whole process is about.  

Are there other issues that need to be addressed?  Yes, there are a few.  In particular, we have mentioned and talked a lot about capital, but clearly we think there is a need to include capital in one way or another and there have been lots of discussions about what way.  But ignoring it entirely is not really a fair option.  

Service levels as well.  I will point out a little later some of the interactions between service levels and costs.  So you don't want to have pure cost model ignoring services, service levels.  

Then association of timing with the analysis, meaning you don't want to look at just a single year because decisions you make last year or two years ago have influence on this year.  I will give you some examples of that. 

In what time frames, how quickly could you do things.  In the immediate term, you want to look at the data issues saying, Let's make sure we get everybody to the point where we're reporting the data in the same way and, therefore, give you a standard foundation for your comparisons.  

Absent that, you really have a tough time getting a good model together.  

At the same point, include the capital costs and you can do that in the short term.  It doesn't have to be a five-year event to get to the capital costs.  Service levels also should be included.  That takes a little more thinking in terms of how to include that in a model.  So we suggested that it might want to be in the intermediate term.  You can think about it today and possibly get started on it today, but just realistically, I think it would probably be a couple of years out.  

Then long term, looking at other analytical approaches and including quality of service.  There has been no mention at all in any of the discussion about employee safety or any of those kinds of things associated with how this procedure should be run.  I'm not going to bring it up as a big issue, but it is one of the things that is pretty important in this industry, and I have seen in other jurisdictions where that has been the subject of some penalties and rewards for folks.  

Methodology issues.  Should the Board rely on one method or a combination?  Our suggestion is probably more than one to provide a balanced view.  In particular, we're talking about modifying the currently proposed one to include all of the costs, not just the OM&A, and to include quality of service.  

But then the second question about data.  How would we gather the data if we need new data?  How soon could the information be gathered?  

The issue around accuracy and comparability of data is one that you aren't going to answer in three months.  It is really a matter of a year or two because you need to set guidelines that all of the companies follow, and then be able to actually gather the data over a year or two period.  You can certainly test and refine the model, but you need to set consistent guidelines for everybody to report things in the same way.  

The guidelines you can do pretty quickly, but then actually doing the data gathering is going to take another year unless you can convince everybody to go back and revise all of their data from previous years and I think that is a pretty tough thing to do.  

In terms of benchmarking uses for ratemaking.  In terms of what alternatives we want to consider for setting an X factor.  The first question is:  Could you use benchmarking right now to set an X factor?  I don't think you could.  It is a question of there's some additional work needed on the model to make that work, and nothing negative about that.  Saying the modelling work has gone on well.  It is making progress but you're just not ready today to say these are the X factors we're going to use.  

The question of including costs and quality of service, there are reasons to include more than just one thing in your factors that you choose for companies.  

Once you have solved the data issues and modified some the modelling then you can have several alternatives for how you want to do an X factor.  We aren't advocating any particular one in a strong way, it is more saying you could have one value but that, then, assumes that everybody is starting at the same point.  That is probably a poor assumption.  

You could group them by utility size or some other variable.  We've said size here, but a different variable might be by density or by some other variable that is explanatory about the companies.  

One, two variables.  You don't wan to try to figure out eight variables to do that as we've had in the discussion in the last few minutes.  

Set it in relation to some form of a yardstick based on a bandwidth around an average.  There are a variety of choices how to do it.  In a perfect world, it would very nice to be able to set one that is utility-specific.  


That would be hard to do with 80 different utilities.  It would just take a lot of work to do it especially well.  


In terms of a staged approach we actually had a little bit of a question about what you mean by a staged approach.  You could hypothesize two or three different stages saying we will start for one for everybody then modify it and get it closer to individual companies.  

If you did that, that would really penalize the companies who have done a lot to become more efficient today.  So the question is, do you start with a single one and modify it for everybody or do you start with individual ones and try to get to a single one?  Then I don't know which direction the question was asked and we don't have a specific proposal as to which way you ought to go other than to note some cautions around each of them.  

So that is the brief answers to the questions that were posed here.  I want to take talk a couple of minutes about benchmarking and its uses in the industry and then with respect to ratemaking.  

In the world that I live in, I spend half of my time running benchmark programs where we gather data about performance levels and metrics and the other half looking at practices and saying what are the things that you do to achieve superior performance.

Those are very different.  We spend all of our time here talking about metrics and outcomes, talking about results.  Those results are in the areas of cost, quality of service, they might be safety, they might be things like environmental or other kinds of impacts.  Those are all outcome metrics that you measure and can benchmark against.  

The other half of benchmarking in the general literature is about practices.  How do we find and apply the best practices?  I do want to take 30 seconds here for my own personal pet peeve.  I heard the term "best practices" used here several times to describe top performance.  I want to make the distinction that practices and performance are different.  

The top-level performance is doing well on the metrics.  You can achieve that by a superior execution of poor practices.  So it really is a matter of -- practices are technical in process and how you execute.  Metrics is really what we're talking about, for the majority of this exercise.  Does that make sense?  

Okay.  In terms of metrics.  The view that we take is really you want to have a balanced set of metrics, not a single one.  

The kinds of metrics that you might have, cost is obvious.  And that can be broken out OM&A and capital.  

Quality of service.  That matters, and here we're talking about two types:  system reliability, which is more of a technical thing; and responsiveness, which is how quickly do you answer the phone how fast do you get out and respond to outage calls.  That kind of thing.  

Safety is about both customers and employees, and again, we haven't spent any time on that here and probably won't, but those are the types of metrics.  I guess to go back for just a second, this is the metrics side.  

If you look at what we have talked about and what our model is about, it's about one element on the balance set of metrics out of two major portions of benchmarking in general.  

So now we come over here, there is a whole range of possibilities in metrics and we're still primarily talking about costs only we're going to say, we want to include more than just the costs.  

Now, in terms of costs, just looking at costs.  There are interactions between costs and outcomes, and this is where I want to make the point saying reliability choices have influence both ahead and behind spending.  

So this is a chart that was actually drawn by one of our clients over about a dozen-year span looking at their tree-trimming.  Tree-trimming is for many of the companies the biggest single element of their O&M budget, biggest single line item.  It is also for many companies the single biggest factor in their reliability, meaning tree-related outages for many companies is the single biggest factor in the customer outage minutes.  

So taking a look at this, you can -- the black line is the spending for our utility over a span of years.  It went way up and down.  It went up and down because their budgets got cut and they sad, hey, we don't have any money.  Cut that budget.  It's easy to cut it.  If I cut the budget this year it won't impact my reliability this year.  But what they were able to do with this was to go back and say, oh, you know what I couple of years later it does in fact impact our reliability.


It is pretty consistent pattern for that particular company to say it's about a two-and-a-half-year gap between when we start spending and when we see the benefit of it, or when we start cutting our budget and see the impact of that.  

So if we look at, in a benchmarking procedure, this year's spending, and don't compare it to what's going on around reliability either before or after, we're missing something.  

So this is a real simple example because it is real time; it is pretty short term.  

The same issue occurs with capital in general.  You make big investments in capital and they'll have long-term impact.  That's much harder to model, a much more difficult thing to deal with.  But the same basic phenomenon applies.  You can make capital investments that will have a reliability influence for some period of time out in the future.  

Practices.  Just one slide on that and we will leave that alone.  But the way utilities use this is to go through, identify opportunity areas.  That's one of the things we talk about here, to say, gee, our OM&A is high.  Why is it high?  Because we're in a particular time period in our cycle of spending or is it high because we operate inefficiently?  

Where is it high?  Is it because of tree-trimming or is it because of maintenance of equipment?  So you can go through and identify areas of opportunity.  

Then identify practices that are being used elsewhere or places where you can find them that you can then apply in your own operation.  

To the discussion from Jay Shepherd yesterday, he was kind of the mind that said, We set our target for the metrics for the outcomes and leave it to the utilities to figure out how to do things about it to meet those targets.  In general terms that is our view here.  It isn't the job of the regulator to say you guys ought to be trimming your trees more often or you ought to be maintaining your substations in a certain way.  It is really about managing outcomes.  This is the job of the utilities, to come in and say we're going to do things in a different way so we get better.  

So I mentioned the PA benchmarking study in here because I happened to work on that for a long time so I am aware of some examples.  

But people have made choices in spending of capital that made a difference in O&M, as an example, the mobile data dispatch.  You see that for a lot of companies today where their dispatching field crews using mobile data. That's a capital investment to buy the system and put computers in all of the trucks and do all of that sort of thing.  But then it allows you to cut down your OM&A costs because you can send your trucks home at night.  You don't have to have guys drive in in the morning.  They don't have to have the yard time and all of that, so it improves your efficiencies and it is a capital versus O&M kind of a trade-off.  

So we have seen companies do that.  

Similar for analysis tools.  You might take various approaches to analysis that then enable you to do better on operational performance.  Those are practice things that the utilities do to change their outcomes on their performance.  

So the whole point of this is, this exercise will help identify needs for doing something.  It is up to the companies to identify ways to do whatever this is they're going to do.  

Capital costs.  If we look at it and say we're going to ignore capital costs, which appears to be the way we've gone in general terms to this point, that leaves a big hole in the analysis.  I have pointed out a couple of places where ignoring capital will then -- can have influence on what happens with O&M.  

Just a simple example.  If you have designed your system in a certain way and you want to change that and to change that you might say, let's put is in some SCAIDI (sic) equipment and let's put on some remote-control kind of equipment.  That can change the nature of your response times.  It can change the nature of your ability to achieve reliability levels.  It is a capital investment that changes the OM&A requirements.  

If you ignore that in your model, you're missing a big piece of what companies are able to do.  So they're able to make different decisions depending on systems and a lot of that comes to system configuration.  

In a system like Hydro One it has all kinds of things in very remote areas.  OM&A is kind of expensive there to get out to some of these remote areas to do fault finding, to find a problem in a given area.  

It is also pretty difficult for them to put remote equipment on all of that system out in the boondocks because it is very expensive to put that stuff on and you're only going to be dealing with a small number of customers when you put it there.  In an urban setting, you can put on very targeted equipment and change the nature of what happens with your system at a much lower cost than somebody like a Hydro One could do. 

So the different companies will make different capital versus OM&A trade-offs based on what their systems look like.  Again, you want to be able to include both in what you are looking at here for a benchmarking analysis.  


I want to talk for a moment about accounting approaches.  We had a little bit of discussion yesterday about people gaming a system associated with maybe we can change what we put into OM&A versus into capital to score better in a benchmarking analysis.  

Without ascribing any motives like that, you can see differences among companies in their accounting procedures.  Let me take a very simple example.  If you've decided that you need to replace a given bit of cable in a given distribution line, one company goes out and changes two poles and the span of line in between them, and they choose to treat that as capital.  That is a capital replacement because I've got this many spans or a span and two poles and all of the equipment on the pole.  

Another company faced with exactly the same choice has a policy that says that's OM&A.  That is not capital.  That is just OM&A.  

They aren't doing anything malicious, they're not doing anything untoward in terms of following guidelines or anything.  But they have made different decisions.  

Two companies repeating that same decision over and over all year long, doing exactly the same thing with their system, are going to end up with very different OM&A versus capital allocations at the end of the year.  And do that for a number of years and you're way different, for the two companies doing exactly the same thing, which is the argument for saying you ought to include both capital and O&M in any kind of a benchmark analysis because it just removes that issue of an accounting problem associated with it.  So that is one thing.  

The other point is, to go back and say let's try and get as close as we can to everybody doing the same -- making the same decision, to say the guidelines say this is what we're going to do and we would really like all of you to follow exactly the same set of choices.  It is very hard to get all of the companies to do that.  But to extent that you can through this process get people to agree on more precise guidelines, that would be very helpful.  It would make things easier on the analysis in the long-term.  

Data issues.  High-priority data issues have been identified through this process, both in the original PEG report and then in the commentary that has been provided by the companies in the last few days.  

From our perspective, going forward, you really want to have better guidelines as to what to put in each of the cost buckets so that the companies will get more comparable data going forward.  

You can do it -- in doing the private benchmarking studies that I have been involved in for years and years, we set very careful guidelines and say this is how it ought to be done and then work with the companies to try and gather the data.  If their individual accounting policies are different from what our guidelines are for the comparisons, we ask them to report differently to us.  

We have had a little bit of commentary here about, well, companies in the States have this FERC cost accounting system and that is a uniform system of accounts which has some pretty good guidelines but there is also a lot of variance in the way people interpret those guidelines.  

So I don't want people to come away with the impression that US utilities have this easy, much easier than you do.  We see huge variances in what happens in the accounts, even with the FERC account listings and the guidelines for them.  

So whenever we use any FERC data, we have to go back through and modify a bunch of things anyway.  So there are, there is no silver bullet here that anybody has found.  It is really a matter of saying we have to get the guidelines right and then make sure people report roughly similarly, according to those guidelines.  

The next point is really around the modelling approach.  We don't believe that if you just continued gathering data under the same circumstances that you have gathered the past data that it will get better.  Meaning, we've said, we did the original modelling up through 2005.  Now we have gathered 2006 data.  I'll be surprised if it gets noticeably better on the basis of that data unless there has been something different in the way people report.  I just find that hard to believe that it will be noticeably better,  But I am also very interested in seeing in it does.  If it works out that way, it will be a real plus.  

Additional data regarding the volume of deliveries.  I have to say I agree with the commentary from this morning that in general terms, volume of deliveries, the variance in that has no impact at all on this year's O&M or anything else.  The issue that we're trying to get at here is, and in particular it relates to Hydro One but it also relates to several others, embedded distributors get delivered to by Hydro One and that's a big part of what their system is built to do.  They have a more robust distribution system than they would otherwise need in order to be able to make these deliveries to the other distributors, and ignoring that is really not fair to them or anybody else in a similar circumstance.


So it is a relatively straightforward thing to adjust for and we're not talking about looking at year-to-year modifications.  It is more about our system is built for this extra capacity.  So let's take a look at it that way.  

Demographics about the individual systems, understanding a little bit more.  That is more about the external variables and being able to explain a little bit more.  In general terms, the primary variables have already been identified.  I don't suggest there are a whole lot of different things to do here.  

You want to be sure you take advantage of what is available in the external variables.  

From our perspective, you don't want to continue building on a situation where the data isn't as good as it should be.  I mean, you can continue development of the models to a certain extent, but there is a limit to that until you get the data more precisely comparable across companies.  

So from our perspective, that is the critical path.  Make sure we get the data elements straightened out as well as possible and then move forward on the rest of the modelling efforts.  

Methodology.  First off, again, I want to reiterate Hydro One is in favour of this process so we have made some comments saying there are some things that aren't what you want them to be.  On the other hand, it is very promising here.  There is a lot of opportunity and it is going well.  

So there are a few things.  The first major item on here is the underlying details of the model, and that goes back to the original model.  There's some coefficients in there that aren't fully explained.   It kind of goes back to the question that Adonis asked about, like to see a little bit more about how the early parts of the model were developed.  Not a huge big deal.  It is certainly not saying we don't trust it or anything, it is more a matter of we would like to understand it.  

At the same time, a peer =0review process might be helpful and this is, to a large extent, the first step in that, to go through and say:  Let's have people review how the model has been developed, what is there, what kinds of things might be added to it to make it better, that sort of thing.  

The question of a single year of data.  And this is not to say our model is only built on a single year, we understand it is multiple years; but the issue of saying, if we look at the 2006 year as our year to say you're doing it -- to rank you and to say, Yeah, you're doing well, you're not doing well, that ignores this gross cycle and things like my little picture on the tree-trimming thing.  Depending on where you are in that, it has influence on what your costs will be for this year and you want to look a at a multi-year thing before you make a ranking and judgment about somebody. 

Peer comparisons.  This is back to the question of: Can you group people into groups or should you keep them all together?  From our perspective, and again in is coloured by Hydro One's perspective, you have the situation of a utility that is entirely different from everybody else in the 85 utilities.  It is awfully hard to make a peer group that matches them.  And you can make lots of adjustments, you can develop indices, you can make modifications to the model, but in the end for them in particular you will end up with an artificial design of a peer group that is very hard to say, really represents them.  

The recommendation might be to use a set of subgroups for each of the utilities.  I mean, Hydro One is an extreme, but for others of the utilities there are differences between rural and urban.  They have very different sets of results and reasons for the way they operate.  

What we have actually suggested in the case of Hydro One, you might very well want to look at comparators outside of Ontario in some respects for them.  Which is not helpful.  I will say that right out.  It is not helpful to this process to say, It's hard to compare them to this group.  But nevertheless, it is hard to compare them to this group.  

And for the other utilities in the group, I think it would be to everybody's benefit to have some subgrouping to be able to get more homogeneous comparisons with some of the utilities.  

So that is kind of the majority of the major points.  

As a summary, just start at the top, we think the benchmark metrics ought to include more than just cost.  So include service levels, include other things.  And the costs, if you're looking just at costs, should include more than just OM&A.  It should include the capital.  

We aren't proposing a specific answer to the question of how do you include capital.  We have had lots of discussions about that in the last couple of days.  Coming into this session, we were just saying you don't want to ignore capital, but the specifics of how to include it, we haven't got a proposal at the moment.  


Peer set.  You want to make sure you have a peer set that is appropriate and look at multi-years as you go through, then the data issues of making sure you get it as closely as possible to accurate, comparable use of similar guidelines for all of companies reporting the data.  

So that is the points that we wanted to make for today.  And I guess we can -- I got you done in time for at least half an hour before noon.  

MR. COWAN:  Very good.  Thank you.  Do we have questions or clarifications for Mr. Buckstaff?  Mr. Harper.  

MR. HARPER:  Actually I don't want to steal Colin's thunder because the question sort of builds on something I have been thinking about and I think Colin said explicitly and that is this issue -- Colin, you mentioned the fact that if you have a model that explains most of the important business conditions, then why do we need peer groupings I think was the point you made.  

That brings me back to the Hydro One, in terms of whether or not it is reasonable to exclude them from the analysis to begin with, or whether you throw them in the hopper when you do the analysis.  If you put them in the hopper when you do the analysis and it turns out at the end of the day that the econometric analysis, the cyclical analysis identifies external business conditions where you are the only one that comes anywhere, you know, to that business condition, come anywhere close, then yes; you have demonstrated that is your unique in a statistical way.  But is it not maybe reasonable to still use the model on an individual basis?  You may have different business conditions, but that means when you put those different business conditions into the model you will come out with a different benchmark or value against which your actual performance can then be compared. 

So I guess I tend to think of that as maybe being a better way to go than trying to find a total set of –- different set of comparators on US data or something else, where you have to go through a whole another analysis.  

I would just like you to come on what is -- am I missing something?  Or is that maybe a practical way to approach it?


MR. BUCKSTAFF:  I think you're right.  If I were in the position of building the model and going forward with it, I would include all of the companies in the province including Hydro One, to test it, see how close you could come.  

I have some serious doubts as to whether you can appropriately model the circumstance that faces Hydro One.  But that is the suggestion you make of including them and going forward.  Including all of the utilities and going forward I think is probably the right way to go at this stage.  But the question is you wanted to have an open mind about does it works for everybody, or not.  

MR. HARPER:  Okay.  

MR. COWAN:  I would like to ask a question that is a partial clarification but it is also an information question of everybody in the room, through a show of hands.  If you can tell me, and if the answer is yes if you would please raise your hand, whether you have ever - or in the last say six months; maybe let's make it a year - in the last year opened the Accounting Procedures Handbook written by the Board staff and actually looked at what's in there?  

Please raise your hand.


UNIDENTIFIED SPEAKER:  In the last two weeks.


DR. COWAN:  Okay.  So what I find of concern is that some of our consulting community may not have done that and there are a significant number who have.  Yet, I guess the thing that is of greatest concern to me here is assertions of quality associated with the data.  So at some point in the next little bit, I would like to talk about that, just to explore a little more thoroughly.  But I don't want to do that until we're ready.  

So to the extent that I am tabling that as a bit of a talk-to point I would like to come back to it.  But in the meantime carry on with clarification questions that may otherwise arise.  

Maybe I can -- Dr. Lowry, did you want to.


DR. LOWRY:  No, go ahead.  

MR. CLARK:  This thing usually works for me.  Am I clear?  

MR. COWAN:  Yes.  

MR. CLARK:  I did have an issue around service quality and that was, does Hydro see that as a variable among utilities or a standard?  Or your ability to meet a standard?  That's the first question.  

The second question is, when you speak of service quality, are you speaking of the internal measures that are used in the industry, SAIDI, SAIFI, CAIDI and all of that good stuff, or are you speaking of service quality from the perspective of the customer, which can be a radically different thing?  

MR. BUCKSTAFF:  The question is, what's the standard for service quality.  And from whose viewpoint.  

I guess from my personal perspective, and I think it matches reasonably with that of the company, you really ought to set standards individually for each company based on what their customer base tells you.  

To give you an example, and unfortunately it's a US example, but the New York Commission, the New York regulator has set individual service targets for each of the 14 utilities in the state of New York based on research with the customer base in each of those service territories to be able to say, These customers will tolerate a higher level of outages than customers elsewhere.  

The easy example is ConEd in New York.  They serve Manhattan, so their service target is much higher than anybody else in the whole country.  

Where you get out in the rural areas of upstate New York, they have service targets that are much different from that of ConEd and they're both right, meaning it would be ridiculous to hold Central Hudson Gas and Electric to the same target they hold ConEd to, because their customers don't demand it.  The cost to do it would be ridiculous and it is just not reasonable.


So in terms of that, I think that it ought to be tied to customer perceptions where you set your targets.  Then the targets of what should service levels be measured, you mentioned the reliability.  Customers don't understand SAIDI-SAIFI kind of numbers, they understand how many outages did I have and how quickly did I get a response, either a crew showing up or lights coming back on.  So you might want to think in terms of setting those metrics around something that's understandable to both the company and the customer.  

MR. CLARK:  Just one follow-up, Ken?  

MR. BUCKSTAFF:  Yes.  

MR. CLARK:  With respect to service quality for an outfit like Hydro One, it varies hugely across your territory.  Or across your client's territory, as it were.  

MR. BUCKSTAFF:  Yes.  

MR. CLARK:  How do you go at that in this sort of a process?  

MR. BUCKSTAFF:  I will give you an example.  We did a regulatory proceeding for Public Service of Colorado. They serve Denver, and then they serve a whole bunch of rural areas in the Rocky Mountain and in the plains east of Denver.  The regulator was wanting to say, Let's have a single standard for your whole service territory.  They came back and said our service is going to be different in Denver than it is for our rural areas.  Flat out, It will be different because the systems are very different.  They ended up negotiating a PBR kind of a structure that said, Denver customers will have X level of service, and the rural customers will have Y level of service.  Those numbers were different.  

And the debate came, well, gee, they both pay the same in their rates.  Why aren't they treated the same.  The fact of the matter is, they're just physically going to be served differently and there is -- mechanically there is nothing you can do about that.  

So the argument from the company's side was to say, well, the people in these rural areas also have poorer service in other ways.  They don't get to go a block and a half down the street to a big shopping mall and they don't have other kinds of services.  It is part of what goes with living in the rural area.  

So there is a difference in service expectation and ability to deliver.  So I would suggest in something like that we might very well need to think in terms of different targets in different areas.  

MR. CLARK:  Thanks.  

MR. BUCKSTAFF:  Longwinded answer.  

MR. CLARK:  Good one.  

MR. BUCKSTAFF:  Other questions?  

MR. COWAN:  Yes.  

DR. LOWRY:  I guess I will weigh in now.  I would like to start by asking you some questions with the same flavour as what I asked Colin, because you started out or early on you talked about adding capital cost to the analysis and also to consider the service levels.  

So let's start with the addition of capital costs.  

Do you have, do you share the sort of curious view that Colin seemed to espouse, that although capital cost is part of the analysis that we cannot nonetheless stand in judgment of your capital costs and adjust rates in accordance with possible excessive capital costs?  

MR. BUCKSTAFF:  Well -- 

DR. LOWRY:  Or - I will give you an out here - I mean the alternative is to just capital costs in an OM&A analysis, which he was kind of unsure about, but perhaps you have a different view of that.  

MR. BUCKSTAFF:  Well, I actually share his view.  It would be hard to go back and say let's disallow previous spending that was approved before.  I think that would be pretty unfair thing to do.  

But I do think you want to include going forward the capital as part of the whole deal.  The issue there is the companies get to make choices every day on whether they're going to replace things or leave them for another year.  Those are decisions that management makes and ought to be accountable for.  So the capital spending on those kinds of things probably would be included going forward.  I still don't think you can go back and say, Yeah we're going to disallow stuff from the past.


DR. LOWRY:  Are you clarifying you meant to say CAPEX, which is a way different thing from total cost, or -- because I mean, if you're benchmarking total cost, you focus is that.  You're not making disallowances for O&M per se, you're looking at total cost which is mostly historical costs.


Or did you mean, instead, the focus on CAPEX which is another can of worms which has rarely been looked at, and I think it would be interesting to look at, but that gets into future expectations of demand growth and so on.  

MR. BUCKSTAFF:  I guess the short answer is, we don't have a specific proposal on how to do it.  What we have said is it would be a mistake to ignore the capital.  

DR. CRONIN:  Could I interject a comment? 

DR. LOWRY:  Please.  

DR. CRONIN:  Possibly, and I thought a little bit about this, I think there is possibly some confusion...

MR. COWAN:  Maybe we need to give you a mike.  

DR. CRONIN:  Is that better?

MR. COWAN:  Thank you.  

DR. CRONIN:  I have thought a little bit about this issue and I think there may be some confusion in the transition from, say, cost-of-service regulation into incentive regulation.  

Under cost-of-service regulation, you go in each year and you submit to the Board or the regulator and the regulator basically does prudency tests and looks to see if it's reasonable.  Okay.  So you build up a history of filings to the regulator and these prudency tests.  

Now, the regulator can't sit in judgment over those years as to whether or not you could have been undertaking, say, top quartile performance.  

So because of those problems under cost of service, people have said, well, let's move to a system where we can benchmark to some kind of external measure where possibly we can get some kind of frontier or top quartile.  

I will just briefly interject later on a comment about Dr. Yatchew's idea about the seven-foot person.  I don't really think it is that difficult because you have the seven-foot person in the sample and you're not looking for someone outside of the sample.  But I will come back to that.  

Anyway, so you go before the regulator and the system changes and you're now being benchmarked against some external measure, whatever that is.  It turns out that the costs that you built up over time weren't necessarily the costs that you would have had if you had been undertaking top quartile, say, performance.  

So what do you do?  There is no longer really a revenue requirement, per se, to cover.  You are really having your revenue set on some basis of what it would be if you were operating under different practices or top-quartile performance.  

So, for example, the Norwegians and -- I think where people have talked about today is setting individual X factors.  What happens if it turns out that you have "excessive costs" or costs that you wouldn't have had, had you been operating at a top quartile, you get a higher X factor.  

So what happens going forward is, instead of say, let's having an X factor of 1.5, you get an X factor of, say, 3.  So at the margin, your revenue allowance is going to decrease because you had historically accumulated too much capital, based on the external benchmark that is being employed now.  

Now, you can maintain your ROE but you have to adjust your operations to do that.  Say in Norway, the period -- I actually haven't done the math on this, but I think they gave utilities somewhere between 10 and 15 years to actually reach full adjustment from the initial term.  

So I think that is, you don't actually have anything disallowed in the IR, it is just that you don't have the same X factor that someone else has who is judged to have been operating under a top-quartile performance in the past and had accumulated a total-cost basis as such.  

Now, I am not really hung up on top quartile versus frontier, I mean, or even average.  I think any of those are useful measures and it is not as though it is that difficult.  Once you have acceptable data, it is not that difficult to do one versus the other.


We have looked at the historical data and we actually did a frontier analysis, as I mentioned yesterday, over a 10-year period using a sample of the firms that filed.  And as I discussed that, we had given that in Montreal the CEA, the Canadian Economic Association, and also in an article that was published and we can talk off-line about that.  

The issue Dr. Yatchew was talking about yesterday, when he was saying well you need a lot more data to measure extreme observations, I'm not sure is directly comparable to the question we have here.  In his situation, in the first case, he wanted to measure the average of Canadians and he went out and got 20.  Then he wanted to measure how many seven footers there were.  So you don't know how many there are.  

In our case, we have 85 utilities.  That's it.  We're not looking for which utility should be in the sample, we have 85.  All we're trying to do is figure out what the distribution looks like.  

So I don't think it is a directly comparable issue, although, you know, I'm not saying some of his points weren't correct.  You do have year-to-year potential for more instability, and I'm not saying you want to use the DEA exclusively.  They relied on that heavily in Norway but they did average two years of data.  

So I mean I think they were -- they were also supportive of the idea that you wouldn't want to use a point in time to benchmark anyone.  Anyway, I hope that clarifies.


MR. COWAN:  Thanks.  Go ahead.  Roger.  

DR. LOWRY:  One more question.  

MR. WHITE:  One of the things that gives me some concern and maybe it is a substantive matter or not, but is the question of:  Should X factors be influenced by what comes out of comparators and cohorts.  

I would like to comment on that by saying, in my view, Y factors should be considered based on what comes out of comparators and cohorts.  

If you look at most distributors, they have little control over the rate base which is a capital component.  However, considering overall capital component for C&C is an important part of doing the analysis, if certainly a little short-run control over rate base.  

If you have a high-performing, quote "high-performing" distributor and you apply an X factor as opposed to a Y factor to that distributor, then it is getting a disproportionate impact on the portion that is already controlling well, if it is a universal X factor, because the downward pressure on the OM&A, if it is a high- performing utility is greater than if it is a low-performing utility as a percent of the total revenue requirement.    

X factors now apply on the revenue requirement or on the rates, not on the -- 

MR. COWAN:  Roger, are you planning to attend the session this afternoon?  

MR. WHITE:  Yes.  

MR. COWAN:  It may be apt to emphasize that point at that time.  

MR. WHITE:  But I think it is crucial when you look at that, and trust me, I won't forget it between now and this afternoon, but I think the C&C component is useful in terms of identifying -- 

MR. COWAN:  The C&C being the comparators and cohorts?


MR. WHITE:  Comparators and cohorts -- in terms of identifying good performers and recognizing that in the determination of X factors or, from my perspective, Y factors, which is a whole lot more appropriate, would be a useful mechanic for the Board to consider going forward.  

MR. COWAN:  Okay.  Thank you.  Dr. Lowry, do we 
have Mr. Stephenson?


MR. STEHENSON:  I wanted to ask you about the inclusion of capital and in particular, one of the justifications we heard yesterday as to why it was acceptable to not include capital is the fact that the goal of this benchmarking is to try to have best practices in terms of things that management can control, and that capital isn't something that is very well within management's control and so it is not that important that it be included.  That was, as I understood it, a justification that we heard yesterday.  

I just wanted to get your perspective about the issue of the extent to which capital costs are or are not something that is legitimately within management's control.  

MR. COWAN:  Before you do that, I wonder if you could clarify where you heard the comment that capital was not within management's control.  

MR. STEPHENSON:  I think I heard it from you.  And if I am not mistaken, then I heard it from Dr. Lowry. It was one of the two of you. 

MR. COWAN:  The only thing I said about it is that the cycle is long, in terms of the relationship between capital and operating costs.  

I would never be found to have said, I hope that I am not found wrong when I read the transcript, any of it said capital was outside of management control.


MR. STEPHENSON:  That was an impression I took away.  We do have a transcript.  If it doesn't say that, then I apologize to all, everybody in the room, but I thought I heard that.  

MR. COWAN:  Okay.  

MR. STEPHENSON:  In any event let me ask the question anyway. 

MR. COWAN:  Let's lead the question.

MR. Stevenson:  And get your perspective on the issue of management control, vis-a-vis capital costs.  

MR. McLORG:  I'm sorry, Bill, can I interject for one second and confess, I think I said there are capital-related costs that once they're incurred are not in the management of control or in the control of management, such as depreciation.  Once you have done the spending you can't just tinker with depreciation, really.  

Apart from that, I certainly didn't mean to indicate that I thought or anyone in CLD thought capital was outside of management's control.  I'm sorry.  

MR. BUCKSTAFF:  Don't be sorry.  

[Laughter]


MS. CONBOY:   We're Canadian.  We love to say that.  

MR. BUCKSTAFF:  I'm in the camp that says capital is in management control.  Historical spending are not going to change; you're not going to go back and undo it.  In terms of going forward, yes, it is absolutely in management's control.  At a macro level and micro level.  At a macro level you make decisions and say we're going to build new stations in this area or build new lines coming into a given area or we're not.  That decision is made every year.  

At the micro level you're looking at things like, gee, we have to hook up a whole bunch of new houses here and we can do it really efficiently or we can do it terribly inefficiently.  That is clearly within management's control, at the day-to-day level on that.


So I do think, going forward, there is a fair degree of control of your capital spending in the future.  You aren't going to change your depreciation or any of the other historical decisions.  

To the extent that historical decisions about your system affect what you have to decide in the future, that's marginally out of your control.  Meaning, if you made decisions 15 years ago about voltage levels that you're going to use and now you need to change those, it is a decision you have to make now to do whatever you're going to do and it is impacted by stuff that you can't change historically.  But in large measure, going forward you do have control.  

MR. COWAN:  So we have, I think, two -– at least, well maybe there is three, Mr. White, Dr. Lowry and myself have an interest in some comment or other.  

So Mr. White, do you want to --


MR. WHITE:  I think capital has to be considered.  And the age of the capital can be material, in terms of the total bill that the customer has to pay.  

In other words if you have a mature system that is significantly depreciated relative to a greenfield kind of system which is new and fresh and not depreciated, then the OM&A expected, associated with that more mature system, would be somewhat higher or potentially somewhat higher.  

I think your failure to recognize the capital component that is in the rate base fails to serve the customers well, in terms of doing that analysis.  That's it.  

MR. COWAN:  Maybe I owe a comment to this, because the subjects of capital and its impact on the organization and on operating cost, as well, and service quality, and then laterally, safety, are factors that at this point are not evident in the analysis we have done.  

It is very clear that they do have impact and are relevant to consider.  So on our next wave of thought, we certainly are paying attention to the good stream of consciousness that we're sharing around, including those subject areas.  So if it is any comfort to those here, those are matters that we do want to attend to as it moves forward.


So on that note, Roger, maybe I could ask Dr. Lowry if he wanted to pick up any other matters. 

DR. LOWRY:  One other question I might ask it to Colin too, both of you guys talk about incorporating service quality in the analysis.  That can be done in either or both of two ways.  You could say how is this company's cost given its level of service quality?  

Or, you could also benchmark service quality, so using benchmarking methods as opposed to what utilities usually like to do, and perhaps understandably, just comparing their service quality to their own past service quality.  So are you guys both wanting to do benchmarking of service quality eventually?  Or just use it to, as sort of a consideration in benchmarking cost?  

MR. BUCKSTAFF:  Go ahead.  

MR. McLORG:  I lean toward including the service-quality performance of utilities as an, or as several explanatory variables of their costs.  

I say that because I think that is an intuitively understandable approach and it helps people to see that, for example, if you have a very good telephone-service score, for example, that even in the short run your costs will be correspondingly higher.  There is a positive relationship between your score on telephone service and the cost that you incur to do that.


I think that it is possible to treat it in other ways, and if for some reason people preferred to somehow include service quality as like a dependent variable, a left-hand-side variable, I wouldn't have an immediate objection to that.  I'm saying "I" because I haven't had a chance to talk with CLD colleagues about this specific topic.


But it seems to me that it is most plausible and intuitive as an explanatory variable.  The Board would then have visibility on the values that a given utility had for its service quality and if it found those service quality values - which we report independently anyway - are either too low or perhaps even too high, it could comment on that.  

I think that it would be possible to adjust the fitted value that might be the one that is used as a benchmarking reference to reflect an adjusted value of the service-quality performance that the Board might impute.  It wouldn't be an actual, but the Board might impute a different than actual value to that.  

MR. COWAN:  Perhaps it is of some comfort.  The reference to the letter that I made right at the beginning of the day, that the Board is expecting to bring the service0-quality regulation matters into the same head space as the thoughts around the design of the incentive regulatory framework.  So I think that is consistent directionally with what you are suggesting.  

Then it becomes a question as Dr. Lowry is raising as to, well how?  How are you going to do that?  So at least some comfort that the Board plans to do that.  Ken.  

MR. BUCKSTAFF:  Lateral comment...

MR. COWAN:  Well, I wonder -- except maybe we have interrupted.  Could you hold it for a moment, and then let Ken comment first.  

MR. BUCKSTAFF:  The question was:  Do we think it ought to be included in the benchmarking or treated in some other way?

As far as I can see, it really ought to be included, and I will give you an example of ways that that sort of thing has been included in rankings of companies.  Not in a regulatory way, but just in rankings.

One of the things that we have done in some the benchmark programs that I have been involved in, that admittedly don't have consequences in terms of people getting rates affected by them, is setting weightings for cost levels, service levels, safety levels, and then ranking the companies according to those to come out with a weighted overall ranking.  Fundamentally, the way we did that was to say:  You have to meet a minimum for safety, and then it is not weighted within the rest of the weightings that we have done.  This it is just service and cost.  If you don't hit that minimum, you can't be in the first grouping on the safety side.  

So I mean that is a way that we have used in ranking folks.  

MR. COWAN:  Okay.  Is that -- Roger, did you want to pick up something?  

MR. WHITE:  I guess my comment is you're probably going to look at it both ways, but certainly it belongs in part of the C&C analysis, providing the information that goes in there excludes the loss of supply, whether it be as an embedded distributor as an transmission company.  

MR. COWAN:  That is a data issue, I think, for us at this point, in that the Board is not collecting the data, although it is a record-keeping requirement of the distribution utilities.  

So it would represent, it would be useful, I think, information to be gathered so as to separate external causes from those that are within the purview of the distributor.  

MR. WHITE:  For some LDCs, we might be talking 40 to 50 percent of the -- 

MR. COWAN:  Or more.  

MR. WHITE:  Yes.  

MR. COWAN:  Absolutely.  

MR. WHITE:  Thank you.  

MR. COWAN:  I had made mention earlier that I wanted to talk for a moment or two about data quality.  It is around adjectives that I heard coming from both of the presentations this morning that suggest in the one case from Colin the need to cleanse the data and then some references that Ken has made with regard to data accuracy.  The questions of whether or not there is consistency.  

I guess there was also a reference to external audit work that was done or is done.  I am not quite clear, I think that was Colin, you made a reference to externally audited numbers.  

It is not quite clear to me what the view is or the image that people have of the data that is provided by the distribution utilities.  

What we see is perhaps most directly represented in the statistical yearbook that is available and published on the Board's website.  As I indicated at the outset yesterday morning, those figures are tied back, by us, to the audited financial statements.  

It is one thing now to say oh, yes, it all ties back and everything is nice.  Then you come to an example that says, Well, you have a utility that has two poles down and you replace it.  Then they replicate that maybe a hundred times or thousands of times and it may be different than their next-door neighbour who, faced with the same situation, would treat the accounting differently, current period versus capital.  Our experience is there are cases where that happens, and it is in the application of accounting policy or accounting procedures that deal with materially as to where do you draw the threshold.  Do you do it at the transaction level or do you do it at the business process level? 

The issue is brought right in your face, if you have a wind storm that goes through and knocks down the whole line because you have to face the question and look at yourself sideways if you have to change your particular treatment for these poles where, in the past, you may have written them off and here you are faced with a complete replacement and have to deal with the question of whether it is capital.  

My experience with this so far is that it is not as pervasive as one might be led to believe, that we have rampant inconsistency and the need to cleanse, which I would like to come back to on its own merit. 

The question of rampant inconsistency I think is contained, within reasonable bounds, by such tools as the Accounting Procedures Handbook, that I referred to earlier and where I was pleased to see a fairly high level of awareness in the audience about that, wherein there is a whole section on when do you capitalize and when don't you.  

Now, it may be that I am not as informed as some of the others are, but I would suggest that without having had a look at what the Handbook is saying, it is difficult to make a judgment about whether it is or is not being applied consistently.  

With regard to the choice of the word "cleanse," I guess I am anxious about the data.  If in fact a cleansing is required because the Board created an opportunity for utilities to adjust their data if they found that it was incorrect in the face of us as a Board declaring what was going to be done with the data and we do request and do obtain a certification from the CEO or other senior executives every year with regard to the accuracy of that data.  

That kind of a certification has followed along the lines of what has happened with Sarbanes-Oxley and legislation in Canada where it has become evident that the information provided by executives is not necessarily reliable.  

One other thought.  If you actually look in the Accounting Procedures Handbook at the description of the accounting pigeonholes, for lack of a better phrase, or the account numbers, as to under what conditions they are used, what does this account for, I would suggest that it is an order of magnitude more detailed than the FERC chart of accounts itself.  

So I guess I am kind of begging for a little more clarity as to what it is that people mean when they talk about a need to cleanse and a question about data accuracy.  

So there any further help that can be provided for me on this?


MR. McLORG:  Bill, could I begin, if you don't mind?  

MR. COWAN:  You could.  It appears we do have a couple of others as well, Colin, just for your information. 

MR. McLORG:  I have had my turns already.  Jerry, did you want to say something.  

MR. COWAN:  Would you mind introducing yourself?

MR. HILHORST:  Gerry Hilhorst, Waterloo North Hydro.  Mr. Chairman, Waterloo North Hydro generally agrees with significant portions of what has been presented, certainly the inclusion of a capital component analysis and SQI components, but with respect to reporting of data, provide for consideration here an example in which some utilities have transformer station costs that are included in distribution rates, whereas other utilities do not own transformer costs, do not own transformer stations, and the costs associated with transformer stations are part of the network connection costs that are passed through to customers in that manner.  

As far as comparability, Mr. Chairman, I would suggest that those costs are included in the distribution utilities both in their OM&A costs and in their capital component costs and these are not borne by other utilities as those costs are passed through, through the transmission costs in another part of the distribution rate.  

I would suggest, Mr. Chairman, that there are two options open to the Board.  One is to remove the capital and OM&A TS-related costs from the reported distribution costs that are included in the filings that we make with the Board.  Or, adding connection and transformation related costs that all utilities either incur or pass on through to the customers in the form of those retail rates.  

With that, Mr. Chairman, I will conclude my comments.  

MR. COWAN:  Just maybe I could ask a point of clarification.  Are you persuaded or -- I can't answer this myself, I don't know the facts, so it is a question of fact for you, as to whether or not in the uniform system of accounts you have identified those transformation assets as transformation assets?  


MR. HILHORST:   Mr. Chairman, yes, we have.  It is further complicated by the fact that land and building-related costs are aggregated with other land and building-related costs but transformer station equipment costs are specifically recorded and reported in the appropriate transformer station related costs so there will be some disaggregation for land and building-related components.  

MR. COWAN:  Yes.  So there is some risk on those.  The other ones, the transformation costs you're suggesting are identified as such already.


MR. HILL:  That's correct. 

MR. COWAN: To that extent we are fully aware of that.  
MR. HILL:  The question is to remove those from the analysis and comparison.  

MR. COWAN:  Right, I understand.  

DR. LOWRY:  Mr. Chairman?  

MR. COWAN:  Dr. Lowry. 

DR. LOWRY:  I would just like to comment that -- so in fact some of these -- some companies own these substations and they count them as distribution costs, right.


There is another, an easier way of dealing that and that is just having a variable in the model that indicates if you have a transmission assets or substation assets of this character or not, that is a good example of where an additional year of data will help us to recognize a variable.  

MR. COWAN:  Well the data is already available, I would suggest, and all we have to do is remove it.  

DR. LOWRY:  They don't know the exact cost of that isn't necessarily accurate.  Like I said it is easy enough to put a variable like that into the model, but sometimes it takes a little bit larger data set than we currently have to recognize sort of odds and ends issues like that.  That is a good example of why an additional year of data can make the model work better, even if some of the data is flawed.  

MR. COWAN:  I think it is worthy of further pursuit.  It also brings into question the low voltage charges and how they're dealt with.  

I think we can pursue that further as we go.  I am glad you raised it, so thank you.  Colin.  

MR. McLORG:  Bill, having been the person to originally use the word "cleanse", I just wanted to respond on behalf of CLD that "cleanse' in this context means render comparable between utilities.  Okay.  

It does not mean, and I apologize if he gave the impression, that we were asserting that some of the data that was reported was incorrect or didn't match with externally audited financial statements, et cetera.  

I think, though, that in terms of general remarks, most of us do believe that it is quite possible that within the confines of GAAP and GAARP and the APH, it is quite possible that individual utilities have reported data in a manner that is historically consistent for them and that is fully legitimate.  But that is different than the way that same data is reported by a neighbouring utility.  

MR. COWAN:  Right.  

MR. McLORG:  I do understand that the Board asked every utility to certify its data and make any historical adjustments that were necessary.  I think, again, it was the case that, at least when Toronto undertook that exercise, our view was myopic in the sense that we were concerned, is there -- are there any mistakes that we are aware of comparing this information that we now have on our past triple R filings with what we now recognize to be the truth about our financial statements, et cetera.  

MR. COWAN:  Right.  

MR. McLORG:  We couldn't, and didn't -- well, anyway, I will say that we didn't -- take the next step of phoning the people at Horizon and Enersource and Ottawa and so on to say:  By the way, is this the way you guys did this?  And there has been no process that I am aware of.  

MR. COWAN:  That's very helpful clarification, so thank you.  Along with it I hear a message that says, hey the issue is comparability between, not necessarily serially for the same entity.  

So when you talk about comparability between, I think it may behoove us to undertake some experiments to see if we can extend or identify the extent of variability.  

At this point I don't have discomfort that the results are not fundamentally comparable, except around structural differences such as those that were mentioned about, for instance, if capital is owned in another entity and leased.  But one of the things that becomes a difficulty with that is to identify its full effect and impact and where is it occurring and then try to allow for it.  

So I think we have another order of problem to try to deal with there and we're going to need to do some experiments to try to figure out what the extent of that particular example is and I think there are a couple of other examples like it that we'll be able to see when we go back over our transcript for today and yesterday.  

So to me, it is the structural differences that are most obvious and need some thought.  There may be policy application differences that are producing significant differences.  

At this point, however, I haven't heard anyone actually zero in and say, well, how much is that?  Is it worth the time and effort to try to correct for it?  Or provide additional guidance?  

We hear examples and we just talked about one, but the extent to which that happens and how significant it is in terms of the impact is not, at least, known to us at this point.  Maybe it is worth some experiments but at this point it is a bit unknown. 

MR. McLORG:  A quick supplementary comment if I could.  

I think we may easily find that if there are, for example, differences in capitalization policy between utilities, that it would be impractical to go back and recast the data historically.  But I think our way of manoeuvring around that is to adopt a total cost approach, or a comprehensive OPEX plus CAPEX -- should I say OM&A plus capital-cost approach.


Even if we were to do that at a functionalized level, if we define different functions like distribution operations and customer care and so on, if you took the capital and operating expenditures related to that, you could get around the problem that arises as a result of different capitalization policies, for example.


MR. COWAN:  Perhaps, although it might actually make it worse by relying on something that is different, so in a higher way than you would if you were to do some analysis to determine what the linkages are between capital and operating expenses and maybe try a couple of different what-if scenarios, do you include it or don't you.  So I think the work needs to be done to test it out and see whether what you're suggesting actually happens.  

I would like to pick up and we may be close to winding up and we do need to.  We owe the room to our friends who are otherwise going to pick up at one o'clock.  

I did want to address one matter that Mr. White raised before with regard to the cost-allocation information filing.  

I think it is a correct, Roger to what you raised, in that we pulled a few of them during the break and find that the report that deals with weather normalized data is actually reporting kilowatt-hours, not kilowatts.  

MR. WHITE:  No.  Not true.  Wrong page.  

MR. COWAN:  Wrong page?  Well, that data is clearly reported.  I won't cite the utility here.  However, kilowatt-hours, 30-year weather normalized amount is what I see.  

MR. WHITE:  If you go to the demand page and it’s got   the [inaudible]. 

MR. COWAN:  We will leave that as stated.  Thank you.  My clarification on that isn't complete.  

MR. WHITE:  Thank you.  

MR. COWAN:  Are there any other thoughts or comments people want to share at this point?  Roger. 

MR. WHITE:  Let me make one final comment.  The threshold for capitalization may be more material, in terms of the reporting, than people may initially be giving it credit for.  

If you had three or four line crews in Toronto working on a job and they took a coffee break and you had a capitalization -- 

MR. McLORG:  That would cost [inaudible] million dollars. 

[Laughter]


MR. WHITE:  Excuse me and you had a capitalization threshold of $300, the coffee break would be capitalized.  

What I am saying is thresholds like that can --


MR. COWAN:  Make a difference?  

MR. WHITE:  -- can create discontinuities over time.  

MR. COWAN:  Sure.  In wrapping up --


MR. WHITE:  Not to beat up Toronto, incidentally. 

MR. COWAN:  In wrapping up I would like to thank everyone again but in particular now, having heard the discussion, the ideas that have been raised; matters that are useful to address, I think it has helped broaden the subject matter very nicely and fill it in; a couple of areas where we have to be careful to make sure we're treating matters correctly and a few areas that need to be developed in their fullness including things like capital and service quality.  

So I thank you all very much.  And for those of you who are hanging around for incentive regulation, enjoy.


Oh, the transcript will be available on the Board's website we expect later today if not early tomorrow.  So thank you again. 


--- Whereupon the conference adjourned at 12:25 p.m.
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