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Monday, May 28, 2007


--- Upon commencing at 9:35 a.m.


MS. NOWINA:  Please be seated.


Good morning, everyone.  Today we are sitting in the matter of application EB‑2006‑0501, submitted by Hydro One Networks for an order or orders approving or fixing just and reasonable rates and other charges for the transmission of electricity commencing January 1st, 2007.


We have completed the evidentiary portion of the hearing and today we will hear oral argument-in‑chief.  Are there any preliminary matters?  


PRELIMINARY MATTERS:


Mr. Rogers, I have a question for you.  Regarding our questions, would you like us ‑‑ I take your lead on this.  Would you like us to hold our questions to the end for you to finish portions, and then pause and ask for questions on those portions, or for us to interrupt you as you go along?


MR. ROGERS:  I would like you to do whatever you find most useful.  I am quite happy to entertain questions as I go along, which I suspect might be best from your perspective, and I will do my best to answer them.  If they are highly technical questions, I may have to defer the answer until I have had a chance to take advice, but hopefully I can answer your questions as we go along.


MS. NOWINA:  Why don't we do it this way, then?  We will probably ask them after major sections of your presentation, but if you would like to let us know when you have finished a section and you are going to move on to something else, and then give us the opportunity.


MR. ROGERS:  Which actually leads to what I wanted to say before I begin.  That is that I have placed before you a very brief outline of the topics that I wish to discuss this morning, which will give you an idea when I am finished with one topic and maybe you would like to ask some questions.  


I have also taken the liberty of placing before you a blue sheet consisting of eight pages, which is really an update of an exhibit, I think, that was filed early in the proceeding.  


What we tried to do here, for your benefit, is to list in one place where you can find the evidence on a particular issue and topic, including the prefiled evidence, interrogatory responses and also undertaking answers given during the hearing.  


So it's really an aid.  I hope it will be of assistance to you and your staff.


MS. NOWINA:  It looks very helpful, Mr. Rogers.  Thank you.


MR. ROGERS:  Thank you very much.  May I begin?


MS. NOWINA:  You can go ahead.


SUBMISSIONS BY MR. ROGERS:

MR. ROGERS:  Madam Chair, Members of the Board, I anticipate this morning that my remarks will be relatively brief and I hope I can complete them in an hour to an hour and a half.


This is Hydro One's argument-in‑chief.  An argument-in‑chief really is not designed or intended to anticipate arguments which will be made by intervenors or arguments that will follow, and I don't intend to do so.


The applicant, in this case, has gone through an extensive consultation process with stakeholders.  It has filed volumes of evidence and information in its application supporting its requested relief.


It answered, I understand, over 450 interrogatories, with about 500 -- or 800 parts to these questions.  It has answered some 50 undertakings during the course of the hearing.  So I believe the parties understand very well the applicant's case.


I would like to summarize, though, for you today the applicant's position, outline for you what it is that my client seeks and point out a few areas where there have been some modifications during the hearing.


I don't know the position that the intervenors will take in this case, although I can anticipate some of them, and the same with Board Staff.  I don't know what they will say, but I can anticipate some of them, I think, and I will try to deal with them in the course of this argument this morning.


The main purpose is to try and summarize for you the position of the applicant and to set out in a clear way, in a concise way, I hope, what it is we ask you to do.


Now, four themes form the backdrop against which all of the evidence in this case must be assessed.  First, this utility is faced with an unprecedented capital spending program driven primarily by government directives relating to generation mix and growth on the system.  This entails substantial risk.


Second, the utility has an aging asset base, which now demands increased work programs to maintain, refurbish and replace assets to ensure the reliability and stability of this transmission system.  This need drives up operating and capital costs.


Third, the applicant faces increased risk which it seeks to mitigate so that the company can prudently embark upon the large capital program and successfully borrow the necessary capital to fund its expansion at favourable rates.  Many of the risks faced by the applicant have increased from historic levels and are outside of its own control.


Finally, I want to assure the Board that this applicant is committed to running a financially stable and prudently run utility, balancing the interests of the ratepayers, the system users as a whole and its shareholder.


These challenges have motivated the applicant to propose some innovative ideas to the Board, and I would like to outline those in these remarks, as well.


Now, first let me list the approvals that the applicant is seeking.  Number one, it asks approval of the revenue requirement of $1,240,000,000 for 2007 and $1,277,000,000 for the 2008 test year.


These figures have been adjusted to account for Ms. McShane's update in the cost of capital evidence, and they are markedly ‑‑ they are lower, somewhat, than the original application.  Originally the application was for $1,261,000,000 in 2007.  That has now been reduced to 1,240,000,000, and originally 1,287,000,000 for 2008, now reduced to $1,277,000,000.


It asks for approval of a change in its capital structure to 40 percent common equity, 50 percent debt and 4 percent preference shares.  It also seeks a modest increase in the return on common equity from 9.88 percent to 10 percent now for 2007 and 10.25 percent for 2008, which are the revised figures in accordance with Ms. McShane's update.


Three, it seeks the approval of the need to reinforce the existing 115 kV connection lines between Leaside TS and Birch Junction TS in the City of Toronto.


Four, my client seeks guidance and assurance from the Board relating to the need for certain projects outlined in Exhibit L2.1, so‑called category 2 projects, and comfort from the Board for ultimate recoverability of the reasonable cost of these projects.  


In particular, I refer to the unbundling of the 500 kV connection lines between Cherrywood TS and Claireville TS, and I will have more to say about that later.


Five, it seeks final approval of the economic justification of the Niagara reinforcement project and inclusion in rate base.


Six, it asks for approval in rate base in the year in which expenses are incurred of the four projects that have been referred to as supply mix projects, including, as I say, the Niagara reinforcement project.


Seven, it asks for approval of the methodology for a rate adjustment mechanism to be utilized to adjust rates in a streamlined fashion for 2009 and 2010.  This has been ‑‑ this proposal has been clarified in undertaking answer Exhibit K, tab 6, schedule 2, where I believe the company's proposal is clearly stated and where the modification has been identified.


Eight, Hydro One asks for approval and recovery of the Ontario Energy Board cost variance account in the amount of $7.1 million as of December 31, 2006.


Nine, approval of the disposition of the earnings sharing mechanism for 2006 transmission revenues in the amount of $24.2 million to be returned to the ratepayers as a capital contribution towards the southern Georgian Bay reinforcement and the Hurontario switching station.


Now, I am going to deal with each of these in turn, but this is the one -- Madam Chair, I am sure you will recall this one, where the company has modified its position.  The previous amount to be returned was $18 million.  That has been increased now to $24.2 million because of the agreement that -- the results of that Rudden study allocation should all go to the ratepayers for that year. 

So as I say, this amount reflects the modification of the company position concerning the earnings sharing mechanism and it is acknowledged that, taken alone, the approximate $10 million shift in costs from transmission to distribution in 2006 as a result of the Rudden study should be fully credited to ratepayers.  This results in a shift of approximately $5.5 million.


Ten, the applicant seeks a decision from the Board as to the appropriate charge determinant for network charges.  


Eleven.  Ultimately, we will need approval of the rate schedules, but that will be done at a future point once the applicant has your ruling on this application.  


Now, the result of these proposals, if accepted by the Board, would have a modest rate impact on transmission rates of about 2.1 percent in 2007 and 2.9 percent in 2008.  


That is what the applicant seeks.  I will be dealing with those items in turn.  


Just looking at the outline now, I would like to spend just a moment with you reviewing the history and background of this company and this application, because I know that all of the Board members are not involved in these previous proceedings.  


Hydro One first came before this Board as Ontario Hydro Services Inc. in RP-1998-0001, for the purpose of establishing transmission rates after the break-up of the former Ontario Hydro.  Subsequently, Hydro One was before the Board in RP-1999-0044 for approval of its cost allocation and rate design proposal for the transmission of electricity.  


In 2000, when transmission rates were last established, or when first established, the rate base was $5,718,000,000, I understand.  This is forecast to rise to about $6,883,000,000 in 2008.  This is about a 20 percent increase, the size of this company's rate base.  The OM&A costs were approved in 2000 at a level of $385 million.  They are now forecast to be $388 million in 2008, an increase of about 0.8 percent.  


So if inflation has taken into account, the company is doing a lot more work on a much larger system with very little increase in actual cost.  Mr. Sommerville, you asked during the hearing about measures that the company could use to help you understand productivity gains within the company.  And maybe this is one high -– very high level, I acknowledge, but one indication that this company is trying to do more work in an efficient way at less cost. 


Now, more recently, as the Board knows, Hydro One was before the Board a little over a year ago in RP-2005-0020 for a full cost-of-service review relating to approval of rates and revenue requirement for the distribution of electricity.  During the course of that hearing, the Board thoroughly reviewed the company's planning and management processes and particularly examined and scrutinized the applicant's cost of capital, cost of service, rate base, revenue requirement, regulatory assets, cost allocation and rate design as it related to the distribution business.  


Now, the same planning and management procedures and indeed many of the same managers applied to the transmission side of the business.  


As a result of the Board's decision following its thorough review in the distribution case, many of the potential issues in this transmission business were resolved by direct application of the decision in the last case.  


Now, further, in this case, Hydro once again undertook a extensive consultation process with its stakeholders, which resulted in the resolution of many other potential issues.  However, as you have undoubtedly observed, there is still much for you to decide in this case.  


As was submitted to the Board during the distribution proceeding last year and as noted at the outset of this proceeding, the applicant takes very seriously its responsibility to control costs while at the same time managing the demands of government direction, customer expectations, and a transmission system that has undergone substantial expansion since last before the Board.  Additionally, the applicant is currently facing a unprecedented levels of capital expenditure in the coming years.



Everyone involved in the electricity business has had a very hectic time.  The Board included.  It isn't going to get better, I don't believe.  


Now, there are good reasons for the increase in the requested revenue requirement, I submit, as fully explained by the evidence in this case.  Now, of course all costs have increased to some extent, but there are several chief causes.  I would like to list them.  

One, the very significant growth of the system.  As I said earlier, since rates were established in 2000, there will be growth of over $1 billion in the rate base of this company by the year 2008.  This growth was required in order to satisfy increased customer demand, through new connection and service upgrades and other appropriate additional facilities such as the grid control centre.  


Two.  In addition, maintenance work requirements are increasing due to an aging asset fleet, which requires additional preventive and corrective maintenance.  Hydro One has expanded its work programs to ensure that its aging asset fleet is maintained appropriately, in order to provide essential, high quality service.  


Third, costs are driven by the future needs of the provincial transmission system.  Hydro One has several large capital projects which are planned to come into service during the test period or on which significant capital expenditures are planned during the test years.  This is due to load growth, the need to solve local transmission constraints, the accommodation of a modified generation mix, access to interconnected electricity markets, and also to ensure the overall stability and reliability of this transmission system.  


As the Board is aware, the applicant has based its application on forward-looking test years.  As I think you also know, the company has filed detailed financial information for the years 2003, 2004, 2005, and the bridge year, 2006.  


The proposed rates are based on forecasts of the utility's costs for 2007 and 2008 in accordance with its business planning process.  


I would now like to discuss a few of the areas involving OM&A expense and capital programs which attracted attention during the hearing.  


There is extensive evidence in the prefiled written materials to explain the projected level of OM&A costs.  The volumes are arrayed behind me here.  There was also a good deal of evidence orally during the hearing.  


You are well aware, I know now, that there is particular emphasis on the sustaining OM&A budget which is affected greatly by the additional work programs required to maintain and refurbish the applicant’s aging asset base.



But I ask you to note that the overall OM&A budget will increase only by about 6.2 percent from 2003 to 2008.  This covers the period of time for which detailed information has been filed.  


And therefore, in inflation-adjusted dollars, it once again is an indication that more work is being done for less money.  


The extensive evidence concerning the need for the proposed level of OM&A costs and approval of those costs was prefiled and was covered by panels 1, 2 and 3, and I don't intend to review it in detail here.  As I say, we provided a schedule to you, which lists the place where the evidence can be found in all of the various sources of evidence -- prefiled, interrogatory and undertakings during the hearing.  As well, I see that, it also contains a transcript guide which will help you find the evidence in the transcript.  


Now, there is also a large body of evidence supporting the need for the plan of the capital expenditures of this company which are forecast to increase very markedly over the rate-setting period.


I would like to remind the Board that the witnesses explained that the company was -- constantly reassess and reorder its priorities in order to meet its obligations, and these are affected by a number of things, including changes in legislated industry standards and requirements, assessment of asset performance and management of an aging asset base, to name a few.


Such factors compel Hydro One to constantly make changes in priorities and work programs to meet its obligations.  


The Board heard at length about the aging asset base, and you are probably tired of hearing about it now.  I am getting a little tired of telling you about it, but it is so fundamentally important that we cannot avoid it.  


In support of its position that the asset base is aging, the applicant filed an asset condition assessment at Exhibit D1, tab 2, schedule 1.  The applicant notes that the adequacy of this asset condition assessment was a settled issue and was accepted by the parties.


In addition, the company filed during the hearing undertaking Exhibit K, tab 2, schedule 6, which was an effort to summarize in one place evidence confirming that its asset base is, indeed, aging, with attendant cost consequences.


The response to concerns about the level of spending associated with an aging asset base was addressed by Mr. Penstone in his testimony on panel 1, I believe.  And the Board may recall the car analogy that he referred to at page 26 of the transcript, which at least helps me understand this concept.  As the parts of a complicated machine or system age and wear out, greater maintenance is required and costs go up, just like my car.  


And I would like to deal with several areas which attracted evidence during the hearing, some of which deal with this aging asset issue, some not, but that involves substantial costs.  I am going to deal with them, in turn.


The first, as you will see from the outline, is the Cornerstone project.  This is under "Increases to OM&A and capital program," the heading in the outline.


One of the large projects planned for the test year is the Cornerstone project, an IT project which will support all of the applicant's businesses, including the transmission business.  Cornerstone is an IT project designed to replace all of the existing IT programs presently utilized by the company, which are now reaching their end of life.  


The project was discussed in considerable detail by Mr. Struthers in panel 3, you may recall.


I want to assure the Board that the applicant is very much aware that this is a big project and not without risk.  I suggest to the Board, however, that Cornerstone should be viewed as an end of life asset replacement project.  Indeed, the Cornerstone project is, in part, an IT project designed to replace the existing core business systems utilized by the applicant to conduct all of its business, including the transmission business.


But more than this, Cornerstone presents an opportunity for the company to implement processes and approaches which have become standard through using off-the-shelf applications and which will enable the company to better serve its customers and to complete its work programs.


The company has gained a great deal of experience and facility with such projects and has incorporated best governance, risk mitigation and project methodology into its phased approach within the Cornerstone project.


Phase one is predominantly an end-of-life replacement phase, but does set the basis for value which will be realized in future phases.  Phase one itself does provide some financial benefits that offset, to some extent, the capital costs of the investment.  This was outlined in Exhibit K5.9, I believe in response to a question from you, Ms. Nowina.


Each subsequent phase will be considered and approved in turn, and the company is not locked into proceeding with any particular future phase.  However, it is understood that only by doing so will the full additional value be realized, and the company well recognizes that fact, as well.  


As with all multi-phase projects, the Board retains its ability to examine costs of future phases in subsequent proceedings and to determine prudence.


I would like to remind the Board that the evidence was quite substantial on this topic.  The company understands very well that this is a high cost and can be a very risky undertaking, and Mr. Struthers explained to you the procedures which have been put in place to try and control these costs and to monitor the situation, with reporting to the highest levels in the corporation, including a special committee of the board of directors to monitor this program.


I propose to leave that now and move to the issue of labour costs.


MS. NOWINA:  Okay.


MR. ROGERS:  In a need to expand work programs Hydro One, like other utilities, has faced escalation in wages, benefits and material costs.  With regard to base wages, since 2003 Hydro One has typically been experiencing a 3 percent per year -- approximate 3 percent per year increase in base wages arising from arbitrated and two-party statements. 


Members of the Board, the company is very aware of your concern in this area and it continues its commitment to strive to reduce employee‑related costs.  The company believes it has achieved success, some success, in this area, despite ongoing legacy realities, such as the collective agreement provisions.


In its effort to manage compensation costs, Hydro One has adopted a multi-faceted approach to staffing.  The company is obtaining manpower from a variety of sources, through such means as contracting out projects in part or in whole, using contract staff, temporaries, and the PWU hiring hall.


Hydro One does not automatically increase its regular workforce in response to work programs ‑‑ I'm sorry, in response to work program increases or staff turnover.  Rather, it actively manages its range of resources in a manner that balances the work program needs and cost constraints.


I ask the Board to remember that over 90 percent of the company's regular staff is unionized, and this presents substantial practical challenges in managing compensation levels.  Cost reductions and increased workforce flexibility during collective bargaining are difficult to achieve, especially wage reductions.


The reality is that the company would be unable to sustain operations in the event of a prolonged strike by PWU-represented employees.  Despite this, the company has taken a variety of approaches to reduce employee‑driven costs.  These range from negotiating greater flexibility at the working level, to enduring a 15‑week strike which resulted in substantially reduced pension costs for new Society-represented hires.


In an effort to enhance the labour relations environment and refocus on operational needs, the company agreed to participate in a joint problem-solving process with the Society, who, as you are aware, was represented in this proceeding.  This was substantially ahead of the main bargaining timetable.


Pension and benefit plans have been reduced for newly hired management staff.  So steps have been taken to try and control these costs.


In a related issue, and it is sort of the other side of the coin, concern was expressed throughout this hearing that the oft-cited labour shortage would imperil the company's ability to complete its work programs.  Ms. McKellar testified to the many proactive initiatives the company has taken to ensure an adequate labour supply.  


The company is working hard to strike a balance between the need to control compensation costs with the need to attract and retain the skills and experience necessary to effectively operate this business.  


On this aspect of the labour issue, several areas seemed to be of particular interest to intervenors and Board Staff, and some concern was expressed that the transfer of Society-represented staff to management positions, which is aimed at optimizing managerial control in the field, might result in a significant increase to overall compensation.  You may recall that discussion with, I believe, Ms. McKellar.  


However, it was explained in the related undertaking that the net outcome for the majority of staff who were transferred into management positions was a decrease in hourly compensation.  That initially was taken because of experience gained during the strike, and the company believes that it will improve its ability to manage work in the field more efficiently.  


Now, another question on dealing with employee costs, labour costs was raised concerning the funding of management incentive bonuses.  This came up as well in the distribution case, I recall.  The argument, as I understand it and I will have to wait to see what people say, but as I understand it, it is that -- since one of the corporate performance measures is net income.  Since net income belongs to the shareholder, the cost of the incentive bonuses should be borne by the shareholder.  I submit that this argument is not valid for several reasons.  


First, there are 14 targets in the incentive program, of which net income is only one.  So one of 14 targets deals with net income.  Management incentive bonuses or parts thereof with not tied exclusively or in any formalistic sense to the achievement of net income targets, as Ms. McKellar explained.  Indeed, if the company were to achieve its net income target but not achieve its other 13 targets, no management incentive bonus would be paid.  


Hydro One maintains a balanced score card of 14 targets, but none of these are weighted.  There is no direct link or relationship between the achievement of one of these targets such as net income, to take one, and the payment of some portion of an overall management incentive bonus.  Therefore, it is not correct to say that this incentive bonus is directly tied to net income alone.  It is only one of 14.  


Moreover, if you think about this, I submit that by imposing the costs of the incentive program on the shareholder, the program which is designed to promote the realization of the approved net income, if you impose that cost on the shareholder, all we're doing really is to reduce the allowed return in an indirect way, which cannot be appropriate.  


I would like to turn now to the issue of materials and equipment cost which was questioned during the hearing.  


As Mr. McQueen discussed at page 59 of the transcript and following, this is in volume 2, the material costs to acquire transmission assets has increased substantially over the years due to increased demand and supply deficits in the worldwide market.  For example, Mr. McQueen testified that an auto transformer unit ordered in 2003 cost approximately $6 million, whereas an almost identical unit ordered a few weeks prior to his testimony cost $14 million.  A number of examples like this were cited in the evidence.  That's because of the worldwide competition for these materials.  


As noted throughout the proceeding, the utility is facing unprecedented levels of planned capital spending, and the company was questioned on its ability to actually complete the proposed projects.  We called Mr. McQueen, vice president of engineering and construction services, to respond on behalf of the company.  As Mr. McQueen testified, the capital investment program unquestionably presents significant new challenges for the company, and he is concerned about it.  


However, he explained that in the past few years, the company has been increasing its capital programs and has been able to achieve its goals by increasing reliance on external consultants and contractors.  The utility plans to continue that trend, which it believes is clearly cost-beneficial.  The company's evidence was that the plan is to focus increasing efforts on outsourcing specific projects or significant elements of large projects.  


For example, he stated that the company plans to outsource $600 million or $700 million in program work over the next two to three years.  


May I deal now with the Leaside TS to Birch Junction TS issue.  Hydro One seeks the Board's approval and confirmation of the need to reinforce the existing 115 kV connection lines from Leaside TS to Birch Junction TS in the City of Toronto.  


Hydro One fully intends to bring a separate section 92 leave-to-construct application before the Board to consider the routing and costs associated with this project.  But we seek approval and confirmation of the need of this project from you now.  


The oral evidence in support of this project was given by panel 2.  The identification of the urgent need for this work arose out of a joint study between Hydro One and Toronto Hydro, filed as attachment A to the updated interrogatory, Exhibit J, tab 12, schedule 167.  


That gives you an idea of the number of interrogatories that were asked.  


The need for the project can be summarized as follows: There is inadequacy of transmission in the City of Toronto and this has been identified in general.  The joint study then identified this particular project as urgent, based on the inability to transfer loads to adjacent systems and overloading of the transmission circuits.  In addition to the joint study, the System Impact Assessment Report from the IESO also noted inadequacy of transmission supply in this area.  


The issue was settled with intervenors, and only Board Staff wished it to be addressed at the hearing.  I hope with the additional evidence that your Staff is now satisfied, but I will reserve further comment until I hear from Board counsel in due course.  


I would now like to turn my attention to what has been called category 2 projects, as defined in Exhibit L2.1.  And the Board will recall that during the hearing, the company filed this exhibit, which placed on one schedule various capital projects of the company by category, and indicating which required approval now and which were to take place in the future.  


I am dealing now with these category 2 projects.  These projects involve significant spending within the test years.  They are planned to come into service during the adjustment period, the proposed adjustment period, 2009 to 2010, but the problem is that they do not require further approval from the Board prior to that.  


In light of the significant costs, time and human resources dedicated to these projects, Hydro One is seeking guidance and assurance from the Board regarding the need for these projects, the preferred approach to the project and the subsequent recovery of reasonable costs of the projects.  My client seeks assurance from the Board that such projects represent prudent investments in view of the system problems which these projects are intended to resolve.  


The projects are listed in the exhibit I referred to, but the largest example of this category number 2 is the project for unbundling of the 500 kV connection lines between Cherrywood TS and Claireville TS, which I understand is scheduled to come into service in 2009.  


It has a forecast cost of $107.2 million.  It does not require section 92 approval, but obviously involves the commitment by the company to spend large amounts of capital.  


Considerable time was spent on this project in the hearing.  The company has provided evidence that this project will address performance concerns with Cherrywood TS and the related impacts on the Darlington generating units which are affected by it.  And you will recall that by way of an undertaking, OPG was asked to provide information concerning the impact on the Darlington plant of this bottleneck, and this was provided at undertaking K3.5.


This project will provide additional transmission flexibility in light of the anticipated shutdown of coal‑fired generation and will enable unconstrained imports from the expanded Hydro-Québec interface.  It is an important project.  I am not aware that there was any opposition to it by those with standing in the hearing, but I may be wrong about that.  We'll have to wait and see, but I don't believe there was. 


All of these projects, including Cherrywood, I believe, are scheduled to come into service in 2009, and the applicant seeks comfort from you that you consider them to be appropriate; subject, of course, to approval of the final costs once they come into service.


I will leave that now and move to a new topic, which I have simply called innovative regulatory proposals in response to increased risks.


As I think is well recognized, the electricity industry in North America faces immense and immediate challenges.  Those challenges apply in Ontario and, in particular, to Hydro One Transmission.  Major challenges require innovative solutions.  In an effort to respond to the obligations which it must undertake and the risks that they entail, the applicant proposes some regulatory tools for the Board which are new to Ontario, but are intended to mitigate risk, and we seek the Board's approval of these proposals.


The Board has demonstrated a willingness to implement creative solutions in the past, and, accordingly, my client has researched other jurisdictions for guiding principles and methods which may be adapted to the Ontario environment and has put before you a set of proposals to address their concern.


In particular, the applicant seeks inclusion -- there's a couple -- there are four things my client asks you to do in this area to respond to the unique challenges it faces.


It seeks inclusion of the so‑called supply mix project costs in rate base as incurred.  It proposes a revenue requirement adjustment mechanism to reduce risk for the utility and streamline the regulatory process for the benefit of all of us involved in it, including the Board and its staff.  


Further, it proposes that the earnings sharing mechanism sum due to customers be invested in two capital projects, the southern Georgian Bay reinforcement and the Hurontario switching stations, as contributed capital.


Last, under this group, it also seeks approval of a strengthened capital structure and slightly improved return on equity as it embarks on a very large and risky capital program.


Now, I would like to deal with each of these in turn; first, the supply mix projects.  In order to mitigate risk, the applicant seeks regulatory treatment of the four projects referred to in this proceeding as supply mix projects.  They are the Niagara reinforcement project, transmission reinforcements for Bruce and wind-generated incorporation, the Hydro One/Hydro-Québec establishment of a permanent 1250 MVA interconnection, and last, static VAR compensators in southwestern Ontario.  That's the smallest of the three. 


These projects and the proposed regulatory treatment were canvassed in great detail during the hearing and were explained by panel 4, which responded to questioning.


The applicant asks this Board to allow it to recover costs of these projects as they are incurred, by including them in rate base, rather than simply accruing interest during construction until in service, as would be the traditional treatment.


Put another way, my client asks you to view these projects as though they were partially in service as costs are incurred.  This will enable the company to begin to recover the cost of capital and depreciation, or amortization, of these projects when the funds are expended.  


Further, the applicant asks this Board for recovery of prudently incurred project costs should the project be abandoned or materially altered due to factors out of Hydro One's control.


The four projects total a projected $883 million over the test years and beyond.  These projects have a common set of criteria, which led my client to group them.  First, they are outlined in the IESO June 2006 Ontario Reliability Outlook.  Second, they obviously represent significant capital expenditures, which are driven by supply mix initiatives.


Third, these projects have long lead times to project completion.  


Fourth, they present unique risks to the company relating to change in scope, abandonment, or lack of use or usability at the completion of the project, largely relating to factors outside the control of my client.


The applicant's proposed treatment of these projects will allow the company to proceed on this unprecedented expansion program with assurance from the Board that the costs of these projects will be recovered by the company -- prudently incurred costs of these projects will be recovered by the company.  


The applicant believes that the proposed treatment of these projects, if accepted, would be fair and would send a positive signal to the investment community.


But my client believes it would be fair to its customers, as well, and it would contribute to rate smoothing in the future.  


The proposal is consistent with regulatory precedent in the United States, cited by the applicant in its prefiled materials at D1-1‑4.  


Now, although the legal framework in Ontario, I recognize, is different, somewhat different from what applies in the United States and the companies under FERC's jurisdiction, the problem to be addressed is essentially the same and the proposal, I submit, makes sense here, too.


Government policy and decisions made by others, most particularly the OPA, in developing the IPSP will dictate the capital program which the applicant, in reality, must undertake.  And I recall questioning of the witnesses of the applicant about the so‑called incentive, which is a major factor in the United States, that FERC wants to incent companies to undertake this necessary expansion.  


And the point was made, Well, look, this utility is owned by the province.  They're going to have to do this anyway.  So the incentive isn't really the way to analyze this problem, and I think I agree with that.  


But I do ask the Board to consider this.  Consider whether a private enterprise would seriously consider undertaking some of these projects, putting its shareholder's money at risk, without some advance assurance of cost recovery.  I submit that the Board should view my client in that same light.  


In such a case, rate-basing of expenditures as incurred, as in the FERC examples, would make sense to incent the private company to undertake the project.  And as I agree and as has been pointed out, the dynamic here is different, because the reality is that Hydro One is going to undertake these projects, once approved, regardless of the risk to it.  I think that is likely going to happen.  But that does not, however, mean that the company should be ‑‑ not be provided some protection from the risks involved.  And I ask you to approve this concept to do that.


My client believes that the weighted average cost of capital is more appropriately applied to these supply mix projects than allowance for funds used during construction.  This is another way of looking at this problem.


The AFUDC rate is forecast to be about 5 to 6 percent, while the pretax return on rate base is estimated to be about 10 percent.  


The AFUDC, the allowance for funds used during construction, while appropriate for the short-term construction projects does not, I submit, reflect the capital structure needed to support long-term construction projects such as those we're considering here.  As Ms. McShane indicated in her evidence, Exhibit B1, tab 3, schedule 1, attachment A, page 32 to 33, the capital structure is negatively impacted by 100 percent debt financing of projects such as this.  And in her opinion, the rate-of-return calculation should be adjusted upward by 25 to 35 basis points, if the proposed supply mix regulatory treatment is not accepted by the Board.  


Madam Chair, Members of the Board, I submit to you that all electricity consumers will ultimately benefit from the reorganization of the supply mix and the reorganization and augmentation of the transmission system to meet the government's program.  Accordingly, I submit that it is only fair and reasonable that electricity customers should provide the assurance of capital recovery to the applicant which it is being asked to undertake this risk.  And that's the rationale for the proposal.  


I would like to deal with the Niagara -- I haven't quite finished because I want to talk about the Niagara reinforcement project which is one of the four supply mix projects but is obviously somewhat different because it is almost now completed.  


I cite the Niagara project as an example of how these large capital projects undertaken at the direction of third parties are not, are not theoretical.  These risks are real.  The land dispute between the First Nations and the federal and provincial governments in Caledonia has precluded completion of the Niagara reinforcement project.  This is a real-life example of the risk which this company faces.  The Niagara reinforcement project is about 96 percent complete.  About $100 million in costs have been incurred, and the applicant cannot complete the project despite successful negotiations for access to the required rights of way.  Before completion, outside forces intervened.  


The applicant now finds itself in a position where it has expended significant funds; cannot complete the project; does not know when it will be able to complete the project; has no control over the situation; and yet has no ability to recover the significant costs it has incurred on the project.  At the same time, the asset is aging, while the costs of construction accrue interest, ultimately increasing in the overall capital cost of the project to the ratepayers when and if it finally comes into service.  


Now, I am instructed that these facilities that have been installed, are really of no practical use unless the project is completed.  And I understand that there are no viable alternatives identified to bypass the current obstruction.  


Therefore, given the current circumstances, the applicant believes that the only -- or submits to you, with respect, that the most sensible alternative is to allow it to have financial recovery consistent with the supply mix treatment.  This project is similar to the supply mix projects in every way, except that it is now almost completed, rather than about to begin.  


That completes my remarks on that aspect.  


MS. NOWINA:  If you can wait for a moment, Mr. Rogers and see if we have any questions on that.  Mr. Sommerville. 


MR. SOMMERVILLE:  I have a question, Mr. Rogers.  Ms. McShane in her testimony was steadfast in her defence from an analytical point of view of the stand-alone principle.  


MR. ROGERS:  Yes.  


MR. SOMMERVILLE:  And all of her testimony was, I think, predicated on that fundamental observation.  


When we look at the supply mix -- and let’s leave Niagara aside for the moment, but if we look at the supply mix projects, the three others that you have identified, one might well ask not how we protect the company from the vicissitudes of abandonment and so on; the company, after all, is a shareholder and so on.  But how do we protect ratepayers from the vicissitudes of abandonment?  


If you take the stand-alone principle as Ms. McShane did, as a kind of fundamental observation, are we not in a conundrum here?  It seems, to me, that if we took the stand-alone principle seriously, we would expect the company to require assurances, the assurances that you're seeking from the Board, we would be requiring the company to seek assurances from its contracting partners with respect to these kinds of projects.  


So that if abandonment came, the company would be in a position to have been kept whole because of the credentials that it had secured, in most cases, from its shareholder.  So that's the conundrum.  


Concern -- you know, we have a mandate relating to consumers.  Our concern is, how do we protect ratepayers from the vicissitudes of abandonment, not necessarily how we protect the company.  


MR. ROGERS:  I understand the question.  It is a very good one.  The system is being expanded for the benefit of the users of the system, the ratepayers of the system and others too, by the way, but the ratepayers predominantly.  That is why it would be undertaken.  


If you look to the FERC examples, which has a similar mandate to yours, to protect the ratepayers, I believe FERC recognizes that an undertaking like this is for the benefit of the users of the system.  It is an integrated transmission system and while every effort should be taken to protect the interests of the ratepayers, it is, after all, being undertaken for their ultimate benefit.  


The shareholder, I suppose, I mean, if it was a stand-alone enterprise, rather than deploying the capital on this project, if it wasn't satisfied that it had a reasonable opportunity to recover its capital, might invest it in some other project or some other industry.  Capital is fluid.  


But the ratepayers need this system.  


MR. SOMMERVILLE:  I thought that one of the characteristics of the -- I don't want to be argumentative about this, but just in terms of our analysis of this, I thought one of the key characteristics of the supply mix projects was that they were beyond the control of the company; that the company was -- no incentive was required in this case.  One of your witnesses, I think, said that very explicitly and I think you have alluded to that today.  


MR. ROGERS:  Yes.  


MR. SOMMERVILLE:  There is no incentive required.  The incentive is really not part of this issue.  These projects are going to be done by way of, in effect, by fiat from your shareholder.  In that kind of context, that is, you know, the Board may have some more comfort with respect to projects that your company, as the transmitter and the primary transmitter in the province, had identified as key next steps in the rational growth of the system, the conventional fashion where you do horizon studies, economic analysis of revenues arising from these projects and you get capital contributions where that is appropriate and so on and so forth.  The Board may have some more comfort about that kind of structure.  


But these supply projects, as you've identified them and define them, don't fall within that category.  None of those restraints or, none of that architecture is present with respect to any of those projects.  That's the difficulty.  


MR. ROGERS:  I understand.  I understand.  I don't have a solution for you at the moment, other than to say what I have said, that someone must bear this risk and because they're being undertaken for the benefit of the ratepayers, I submit that the ratepayers should take some risk.  


But I do understand that because of the fiat nature of this that others may as well; and if I could think about that, perhaps I could address it in my reply argument. 


MR. SOMMERVILLE:  That's why I raised it.  


MR. ROGERS:  It's a good question and I would like to think about it a bit and hopefully can provide a little better answer for you.  


MR. SOMMERVILLE:  Thank you.  


MR. RUPERT:  Mr. Rogers, just on supply mix as well.  The Hydro-Québec intertie, you recall during the hearing the witness panel talked about that and was asked about the nature of the risks that led them to include it into their supply mix grouping.  


Could you just reiterate right now what the Hydro One believes is the nature of the risk that requires or causes it to include that project with Bruce Milton? 


MR. ROGERS:  Yes.  Could I just take a moment to confer.  I have an answer but I want to provide a better one.  


[Applicant's counsel confer]


MR. ROGERS:  In answer to your question, I believe the main reason ‑‑ there may be others, as I think about this, but I think the main concern, sir, is that completion of this project depends upon Quebec-Hydro and the Quebec government completing their side of the project.  It is something beyond my client's control.  I think that is really the main concern.


MR. RUPERT:  Okay, thank you.


MS. NOWINA:  Mr. Rogers, I have a couple of questions on this, as well.  First, I take it from your submission that you don't have a positive response to the questions asked by one of the cross‑examining parties - I believe it was PWU - suggesting alternative mechanisms to putting these costs into rate base?


MR. ROGERS:  I recall that exchange.  I don't want to say that nothing else would be of interest.


I can say this, that my client has considered this very carefully and believes its present proposal is by far the preferred approach.  I am not in a position to tell you what other alternatives ‑‑ how they would rank the alternatives suggested in that cross‑examination, and I recall them, but not well.  


It's something I would like to think about and if I could redress that in my reply, as well, but I can tell you this, that I know my client has considered the options, and the questions that were asked of the witnesses in the cross-examination, I'm sure they were not the first time that they had been thought of.  And -- well, my ‑‑ the point -- my client is very concerned about this, obviously, and that's why we keep harping on this.


It seeks a remedy.  It doesn't pretend to be the only entity that could have a solution.  It is open to suggestions to meet this concern.  It believes its proposal is the best one.  But if I could, I would like to think about it and I will address in my reply its attitude about some the alternatives which were suggested.  Can I do that?


MS. NOWINA:  That would be fine.  


The second question I have is around Niagara.  To my mind, Niagara could be described quite differently than the other projects you mentioned, because not only does it have a potential risk, but it has an actual not only risk, but problem, that is quite identifiable.


I am surprised, actually, that the company hasn't made submissions about that real problem that you have that is quite different than the risk problem that you would like addressed by this mechanism.  And I wonder if you had any submissions on that.


MR. ROGERS:  Well, I mean, it is a real problem.  I do agree.  I meant to make that point earlier this morning, that I do concede it is ‑‑ it is a different situation.  And you recall the evidence that it was really added to this supply mix concept, I think in the update, because it had been thought that that project would be completed and in-service by now.


So it is different.  It is a unique problem and it can be dealt with quite independently of the other three.  It isn't a concern about a risk in the future, it is a risk that has occurred.  You may remember I asked Professor Booth about that, is this the kind of thing he was talking about when he said that regulators in Canada find a solution to these things.


So, yes, I do agree it is different and it is susceptible to independent resolution, I would submit, through the method that my client has recommended.


MS. NOWINA:  All right.  And that is why I raised it, as we may think of the other supply mix projects in one way and may decide in a certain way on those, depending on the risk factors that you identified.  


But the Niagara project could be looked at in a different way?


MR. ROGERS:  Yes, it could, and that is why I dealt with it separately this morning.  While it was gathered together with the supply mix projects, it is quite different, because $100 million has been spent and it can be dealt with separately by the Board, I do agree.


MS. NOWINA:  All right, thank you.  You can go ahead.


MR. ROGERS:  Thank you.


The next topic I would like to discuss, very briefly, is the revenue requirement adjustment mechanism.  This is one of the things that my client proposes to you as one of the tools to help it deal with the increased risks which it faces.

The applicant requests approval from the Board of the methodology for a revenue requirement adjustment mechanism to be utilized to adjust transmission revenues in a streamlined fashion for 2009 and 2010, as submitted in its prefiled evidence.


The applicant has been refining its thinking on the application of this proposed mechanism so as to make it more transparent, and to reflect the interests expressed by parties which will be impacted by the proposal.  


There was a modification in the proposal, which I think Dr. Poray explained when he testified.


In order to enable a clear understanding of the concept, including the proposed refinements, the applicant provided a detailed response to undertaking filed as Exhibit K, tab 6, schedule 2.  The applicant believes that the proposed adjustment mechanism will streamline the regulatory process whilst, at the same time, allowing for appropriate regulatory supervision.


My understanding is that Board Staff and intervenors have indicated their desire for Hydro One to come before the Board for a full cost-of-service review for both transmission and distribution at the same time.  The Board has approved rates for 2006 and 2007 for distribution.


The company here seeks approval for 2007 and 2008 transmission revenue requirement in this proceeding.  I understand that the applicant intends to file a cost-of-service application for approval of distribution rates for 2008 later this year, with third generation incentive regulation for 2009 and 2010.


Accordingly, the applicant has proposed a revenue requirement adjustment mechanism to adjust transmission revenues in a simplified, streamlined process for 2009 and 2010.  This would allow Hydro One to come before the Board with a complete cost-of-service hearing for approval of 2011 distribution and transmission rates at the same time.


An issue was raised regarding the use of the IESO load forecast in the adjustment mechanism, you may recall, and the proposed adjustment mechanism would impact the setting of common transmission rates for all transmitters in the province.  This, I understand, requires a provincial load forecast which only the IESO can provide.  Hydro One does not forecast the load for other transmitters, and that is why the IESO forecast is proposed for the adjustment mechanism.


The next topic is the earnings sharing mechanism.


MS. NOWINA:  Excuse me, Mr. Rogers, we have a question.


MR. RUPERT:  Mr. Rogers, before you move on to that, excuse me.  On the RRAM, as it was referred to in the hearing at one point, the bringing back together of transmission and distribution in 2011 could still occur if the transmission rates were set for 2007 and 2008 in this proceeding, with a subsequent cost-of-service hearing for 2009 and 2010.


So this mechanism is not needed to -- I just want you to agree or not with this.  We don't need this mechanism to have distribution and transmission to get back on at the same timing in the year 2011, do we?


MR. ROGERS:  No, you don't need it, but I am hoping I can persuade you that you don't need a full cost-of-service application, either.


MR. RUPERT:  No, no.  I just wanted to clarify this.  The question of distribution and transmission getting back together really isn't relevant to this issue, I don't think.


MR. ROGERS:  Well, I agree that it can be achieved another way.  This is, to my client's mind, a streamlined method of doing that, but it can be done.  I agree with you.


MR. RUPERT:  Okay, thanks.


MR. ROGERS:  Now, the earnings sharing mechanism.  The Energy Board has directed that there will be an equal sharing of 2006 excess earnings.  The company proposes that the customers' share be returned to them by means of a capital contribution towards two specific projects.  


This is a reflection of the company's concern about the ambitious capital program which it must undertake for the benefit of its customers.  


Now, I want to deal just briefly with the amount of this fund.  As agreed to by the applicant on May 17th, 2006, the 2006 -- I'm sorry.  That's not right.  As agreed to by the applicant on May 17th of this year, just a few weeks ago, the 2006 excess earnings have been re-estimated, taking into account the reallocation of about $9.5 million in costs from the transmission business to the distribution business through the consistent application of the approved Rudden cost-allocation methodology in 2006.  


This resulted in the ratepayer portion of 2006 excess earnings being calculated at about $24.2 million, which, as I said, the applicant asked the Board to dispose of by way of a capital contribution in 2007.  


Now, the amount to be shared takes into account, you will recall, two prior-period adjustments which do not relate to 2006 operations.  This, I submit, is consistent with the Board precedent established in the 2004 Enbridge decision referenced at A17.2, and is fully explained in the prefiled evidence.  


Now, in considering this issue, the company would hope that the Ontario Energy Board recognizes that the company has received $13 million less revenue in 2006 to allow Great Lakes Paper -- Great Lakes Power -- sorry, GLP, everything is an acronym -- GLP to receive its approved 2006 revenue requirement.  The applicants offered to reduce its revenue, avoided the costly resetting of uniform transmission rates.  This full amount led to lower net income with 50 percent directly impacting the returns to the shareholder.  


I mention this because it may help to explain the company's original conviction, that overall no adjustment in the earnings sharing was necessary as a result of the shifting of costs from the transmission to the distribution business in 2006.  


My client does acknowledge, however, as I said very clearly, that taken alone, that adjustment is appropriate.  And it agrees it should be made.  


MS. NOWINA:  Mr. Rogers, can I stop you there.  Just to help me understand how this works.  


So -- and I recall, I was involved with the case, that Great Lakes Power had an adjustment to its revenue requirement, that rates were not changed but the allocation was changed; so essentially they received the revenue requirement and it came from Hydro One's revenues.  


MR. ROGERS:  That's my understanding.  It's in the evidence too.  I can get you the -- 


MS. NOWINA:  Right.  So I am just trying to understand if this impacted -- so this would have reduced net income for Hydro One?  


MR. ROGERS:  So I am advised.  


MS. NOWINA:  So the earnings sharings was reduced, as well?  


MR. ROGERS:  Yes.  


MS. NOWINA:  Would that mean that the impact to Hydro One was actually not the full 13 million, but half of it?  I am asking that with a question mark.  I don't know.  


MR. ROGERS:  Yes.  What I am not clear on is whether the 13 million represents half or whether it is half of the 13 million, but I think it is half of the 13 million that would have impacted the -- 


MS. NOWINA:  Would impact the shareholder?  


MR. ROGERS:  Yes.  


MS. NOWINA:  All right.  Thank you.  


MR. ROGERS:  I'm not asking for a set-off, Ms. Nowina.  I am really just...


MS. NOWINA:  You are raising it as a point?  


MR. ROGERS:  Yes.  


MS. NOWINA:  I understand.  


MR. ROGERS:  Now, dealing with this earnings sharing mechanism, I suspect that some intervenors will request that these 2006 excess earnings should be credited directly to the ratepayers, rather than subject to the applicant's requested disposition as capital contributions for 2007.  


In that event, I would just like to draw to your attention that due to the related tax impacts a total of about $34 million would be credited to ratepayers, I am advised.  So I just point that out, that that needs to be taken into account.  


If necessary, my client can provide details of that calculation but I just wanted the Board to be aware that that amount would be affected by the tax impact.  


MS. NOWINA:  Can you give me a moment, please.  


That's fine.  


MR. ROGERS:  Thank you.  I think I can complete this before the break, if you can stand it.  


MS. NOWINA:  Complete the whole thing before the break?  


MR. ROGERS:  I think so. 


MS. NOWINA:  I was just wondering about that Mr. Rogers.  You are at the end of your second major section and we still have two sections to go.  


MR. ROGERS:  I probably am two-thirds of the way through this.  I am in your hands.  


MS. NOWINA:  Just a moment, please.  


[Board panel confers]


MS. NOWINA:  We will take a 15-minute break now, Mr. Rogers.  


--- Recess taken at 10:52 a.m.



‑‑‑ Recess taken at 10:52 a.m. 


‑‑‑ Upon resuming at 11:10 a.m. 


MS. NOWINA:  Please be seated.  You can go ahead, Mr. Rogers.


MR. ROGERS:  Thank you very much.  I am at the point of the outline headed cost of capital.  


The Board is aware that the applicant seeks approval of a strengthened capital structure and improved return on equity as it embarks on its large, risky capital program.  That may be the last time I say that today, but it is the theme.  This is of paramount importance to my client.


The applicant's proposal on cost of capital is based on the independent study prepared by Kathleen McShane in 2006.  This study is the result of a first-principles analysis that follows the stand‑alone principle.  It identifies the business risks of Hydro One transmission.  It supports continued access to debt markets at reasonable cost while maintaining an investment grade debt rating determined to be an A category, and it provides the ability to compete for capital in the evolving North American markets.


This study predates the Board's December 20th, 2006 decision, as provided in the report of the Board on cost of capital and second generation incentive regulation for Ontario's electricity distributors.


The applicant respectfully submits that its expert witness study is more appropriate for a stand‑alone transmission business.  The key considerations for arriving at this proposal are that, on a stand‑alone basis, transmission has a very high demand for capital in the evolving capital market.  This means that increasingly the applicant will be viewed in relation to other transmission companies in the North American market.  


Further, as Ms. McShane stated, in addition to common risks also experienced by LDCs, such as bypass and weather, the applicant has increased risks in areas such as capital expansion and recovery resulting from its unprecedented forecast capital expenditures.


Some changes to the capital structure are sought.  The applicant proposes a change to the capital structure unique to the transmission business of 56 percent debt, 4 percent preference equity and 40 percent common equity from its current capital structure of 60 percent debt, 4 percent preference equity and 36 percent common equity.


This was addressed by panel 5, consisting solely of Ms. McShane.  Specific considerations in arriving at this recommendation include the applicant's ‑‑ include that the applicant's peers, with a debt rating in the A category, support an equity ratio in the range of 40 percent to 50 percent.


And Standard & Poor's financial metric guidelines for a utility with the applicant's business risk profile indicate a common equity ratio in the 40 to 45 percent range.


I am not going to review her evidence in detail.  


I would like to make a brief comment about the return on equity proposal.  Hydro One seeks a return on equity of 10 percent for 2007 and 10.25 percent in 2008 in accordance with the updated expert testimony of Kathleen McShane.


The Board will recall that the applicant's original filing was premised on Ms. McShane's initial assessment of the necessary return on equity, based on her recommendations for changes to the capital structure for the transmission business as I have outlined.


Specifically, in arriving at this proposal, the expert witness supplied three industry-acknowledged tests, the equity risk premium, discounted cash flow, and comparable earnings.


The opinion of Professor Booth was, as usual, substantially different from Ms. McShane.  I submit that both are well-qualified experts in this area, and I don't intend to review in detail the differences in their approach and their conclusions, except to observe here that Ms. McShane began from a premise of stand‑alone utility, while Dr. Booth took a fundamentally different view, it seemed to me as I listened to him, in view of Hydro's ownership by the province.


In any event, they came to very different conclusions. 


If the Board decides, in view of its recent decision dealing with distribution, to disregard the results of the more rigorous first-principles study by the expert witness, McShane, and instead chooses to rely on the December 20th, 2006 decision dealing with the cost of capital, second generation incentive regulation for Ontario electricity distributors, I submit that a 40 percent common equity would be appropriate for my client and consistent with your reasoning in the distribution decision.


Furthermore, my client, in that eventuality, requests that the Board recognize the unique risks faced by this company by approving a combination of enhanced risk premium and adoption of the list of what I have called innovative risk mitigation proposals put forward by my client.


I will be very brief in this area.  The Board Staff's experts, Professor Lazar and Prisman, were unable to find any difference in risk between transmission and distribution companies, as I understand their evidence.


You will recall that Professor Booth acceded that using his recommendation, coupled with your December 2006 decision as a starting point, the applicant's equity ratio would, in his view, be elevated to 39 percent as compared to 40 percent for distribution companies, which is really no difference at all.  So if you decide to follow that approach, I respectfully submit that a 40 percent equity component would be appropriate for my client.


I wish now to deal with the revenue difference deferral account.  The final issue addressed by panel 4 was the treatment of the 2007 revenue requirement and the revenue difference deferral account.


In its decision of March 30th, 2007, the Board established a revenue difference deferral account to be effective on January 1, 2007.  The applicant asks that the revenue difference be calculated on the basis of the difference in the approved 2007 revenue requirement and the revenue calculated using the same 2007 load forecast with the approved 2000 rates.  This will apply until the uniform transmission rates are implemented.  


This calculation methodology, I believe, is consistent with that approved by the Board in the case of Great Lakes Power Limited, in its EB‑2005‑0241 decision in late 2005.  This calculation methodology, based on the approved load forecast for the 2007 test year, is also consistent with standard regulatory practice.

The company's position regarding how to incorporate this account into the setting of rates was explained by Mr. McInnis in his testimony using Exhibit L7.1, and further explained in undertaking Exhibit K7.6.  The company recommends one rate adjustment coinciding with the change or the expected change in the commodity price in November of 2007.


I am very nearly finished, but before doing so there are several miscellaneous items I would like to deal with.  I say miscellaneous.  They're important, but they don't fall under the previous categories.  The first is --


MS. NOWINA:  Maybe you could pause there and see if we don't have any questions on the cost of capital issue.


MR. SOMMERVILLE:  One brief question, Mr. Rogers.  This issue of heightened risk associated with the capital projects, the way that risk has normally been addressed is -- has conventionally been addressed is through the transmission system code, where there is an economic evaluation.  There is capital contribution where indicated.  There is an assessment of the revenue flowing as a result of the project.  There is an incorporation of the costs of the project once it is brought into service.  


These are all, that's the conventional normal mechanism of managing the risk of the company with respect to capital projects.  


Why is that methodology not effective now?  Why is some additional accounting for risk needed to account for these projects?  


MR. ROGERS:  I'm not sufficiently familiar with the Transmission System Code and the way it would operate to ameliorate risk to answer your question in detail.  I understand the question.  I just don't know that I can answer it, because of my lack of familiarity with that code.  


I have to think about that, and if I could, I will get back to you in my reply argument.  I think the -- I don't want to repeat all of the evidence in support of the proposal and I think maybe the way for me to handle that, if I could, could I take it under advisement and let you know, sir? 


MR. SOMMERVILLE:  I raise it not so much to ambush you to get an answer out of you, but rather to alert you to a concern that I have and the other parties as well. 


MR. ROGERS:  I appreciate that and I want to know about those concerns and I want to answer them.  


I found in this case and all of these cases, but this one in particular, it is complicated.  And there are -- I know the Board is aware of this; everything is connected to something else, so I am hesitant to answer your question until I am fully informed.  But I will.  


MR. SOMMERVILLE:  Just a brief follow-up on that and that relates to the observation, and I think Ms. McShane made this observation in response to an interrogatory and I can't find the specific reference, but I believe that she did indicate that, in her view, transmission was inherently less risky than the distribution business.  


I understand that the company is suggesting that this expanded capital spending program changes the -- changes that analysis, to some extent.  Not her analysis but the company's analysis.  


Do you have any comment or, now or in your reply argument, with respect to that observation, that transmission is inherently less risky than the distribution business?  


MR. ROGERS:  I recall seeing the interrogatory answer and I would like to look at it again.  My recollection is that it was to the effect that they are comparable, but I could be wrong about that.  


She certainly did not say it was inherently more risky, that I remember clearly.  My impression was that she felt they were roughly the same and that this company had heightened risk because of this expansion program.  But I take your question and I will, if I might, respond to it once properly informed?  


MR. SOMMERVILLE:  Thank you.  


MS. NOWINA:  That's fine.  Thanks, Mr. Rogers.  


MR. ROGERS:  Thank you.  


Just dealing with a few of these miscellaneous items.  The first is the load forecast.  


Parties were critical of Hydro One's load forecasting methodology, really, in two respects.  The first was its treatment of CDM reductions and secondly, its weather normalization process.  


The applicant notes that its load forecast is used for many purposes in the company beyond the establishment of revenue requirement.  It is very important to Hydro One that the forecast be as accurate as it can be.  What it may gain in revenue, it may lose elsewhere in its operations if the forecast is too low or too high.  


A criticism, I believe, was launched -- this is one I anticipate in argument, although I will have to wait and see -- but that the load forecast of Hydro One exaggerated the CDM effect.  As I understand, AMPCO's position it was that less conservation should be attributed to the year 2007 because so much of it had been achieved in 2006.  


The Board will recall there was a lot of discussion about the OPA and its forecasts and so on.  


There was some confusion, to put it mildly, as to whether natural conservation was included in Hydro One's forecast and the extent to which this was consistent with the OPA approach.  The record was and remains very unclear about that.  


Hydro One believes that the best evidence of the reasonableness of its forecast, taking all things into account including this CDM effect, is the fact that with the removal of extreme weather effects, which is another issue, its forecast is tracking very well through 2006 and up to April of 2007, Mr. But said.  This is in volume 9 of the transcript, page 66, lines 15 to 20.  As the witness in the AMPCO panel put it, the proof of the pudding is in the eating, and this is the best evidence I can think of to show that the forecast, for whatever reason, is a good one, because apart from the weather, which is another issue and I will deal with it in a minute it is tracking very well.  Which means the CDM assumption, coupled with the other assumptions in the model, is working.  


But I may say more about that once I know the other parties' positions.  A concession was made during the examination of the AMPCO witness, which I thought solved the problem, but then I see there is more evidence that came forward afterwards.  So I need to see what AMPCO says about that before I can respond to it.  


Let me deal just with this weather normalization issue which is another issue.  You will recall that in the AMPCO evidence, and maybe elsewhere too, it was identified that I think the load forecast has been on the low side to varying degrees, but the striking thing I think is for eight years running it has been on one side, which is unusual.  


The criticism seems to be that the Hydro One methodology does not adequately reflect recent changes in weather, which I judge some feel is a better indicator or predictor of the future than a longer historical track record.  The Board will recall that Hydro One, as it always has done, uses 31 years of weather data to use in its weather normalization.  This is a rolling 31 years, which, over time, does track changes in weather and is felt by Hydro One as Mr. But explained to you, that that is the best predictor of the future.  


He confirmed that this is the standard, not universal, but most common means of doing this in North America.  The IESO uses 31 years, I understand.  And it is Hydro One's submission that its forecasting methodology, over time, has proven to be very reliable.  And although it will be never exactly right, it believes it to be the most prudent means of forecasting and adjusting for weather that can be devised presently.  


Now, I would also observe that it's my understanding 

-- I don't speak for the Board, but from a review of your business plan -- it appears that the Board intends to review weather normalization procedures in 2008.  If that is so, my client of course supports the review and will assist in any way that it can.  But in view of that, and more importantly, I think, in view of the company's forecasting track record, it would be inappropriate now to tinker with the load forecast to account for the weather normalization.  


In other words, I ask you to accept Hydro One's load forecast as the best means of predicting the future.  


Now, lastly, I would like to deal with network charge determinants.  This is a very important issue.  The applicant attempts to recover its costs fairly from its customers in accordance with sound rate-making principles.  After considering various options, Hydro One proposed that the status quo, charge determinant for network services, be maintained.  This, as you are well aware, is opposed by AMPCO, which led evidence during the hearing advocating for a change.  


Hydro One is essentially financially neutral, or it should be at least, relating to this issue, providing its revenue requirement is protected.  My client did point out in cross-examination, and I remind you now, that there are certain procedural and implementation issues which will delay new rates going into effect should the applicant's proposals be modified.  In fact, I think this came out actually in chief from the witnesses.  They were concerned about a delay if we were going to modify it.  Now that is not a good reason -- it is not appropriate, that is not a good reason to refuse to change it, but there is a complication here that we have to think about.



Further, the IESO will need to be involved in implementing any change.  These factors do concern my client and trusts that AMPCO will outline its proposed implementation proposals in its argument so that I can deal with them.


But dealing with the merits of the issue, the proposal to maintain the status quo is based on Hydro One's belief that the current network charge determinant is fair.


On the other hand, I submit that the proposal put forward by AMPCO tends to benefit a small proportion of overall transmission users to the detriment of the balance of the ratepayers and does not provide for a fair sharing of the sunk costs of the existing system.  This is an old debate that has raged in regulatory cases for decades and, once again, you must grapple with it.  


My client, for what it is worth, believes that the status quo is the fairest way of dealing with these conflicting concerns.


I am sure others, intervenors who have a sharp interest on this point, will address it in their arguments, as well.


Now, in conclusion, I have a very few remarks.  I am going to say, for the last time today, that the aging asset base and this imposing capital program are paramount, in my client's mind, in framing its proposals to you.


It is recognized throughout North America that a strong and healthy transmission system is the backbone of the essential electricity service, and I hope that Hydro One's extensive evidence has persuaded the intervenors and Board Staff that its application does constitute a reasonable set of proposals to ensure the long‑term health of this immense, complex and essential service.  However, I suspect some concerns yet linger and, once they are known, I will do my best to deal with them in reply.  


Those conclude my remarks.  I want to thank the Board for your attention this morning and, in fact, throughout the entire hearing.  It is much appreciated.


Thank you.


MS. NOWINA:  Thank you, Mr. Rogers.  Let's just pause for a moment to see if we have any further questions.  Mr. Rupert.


MR. RUPERT:  Mr. Rogers, going back to earlier in your remarks, there were a couple of questions I didn't ask you then.


Last week the Society filed its submission on jurisdictional issues.  Will you be addressing that or making submissions to that in your reply argument?


MR. ROGERS:  Yes, in some way, I will.  To be honest with you, I haven't had a chance to read it yet.


MR. RUPERT:  I understand.


MR. ROGERS:  I need to see what is said there.  It is a delicate issue with my client, as you can well imagine, but I think I will address it in some way.  I won't just ignore it, I promise you that.


MR. RUPERT:  Back on supply mix for a minute.  The four projects that Hydro One has put forward are all in some ways quite different.  You have Hydro-Québec, which was approved through an LDC process several years ago.  It's under construction.  Niagara has been largely constructed and is halted.


The VAR capacitors, wherever they are down in southwestern Ontario, is not a leave to construct project and, as you say, it is smaller than the other ones, and then there is Bruce-Milton.  


Now, Bruce-Milton, as you are aware, I'm sure, is currently the subject of a leave to construct proceeding.  Hydro One has filed its application some time ago, a little while ago.


I want to understand in terms of the timing of what Hydro One is asking here.  That's a leave to construct application in which, among other things, the need for the project will be addressed, as you are aware.


What is Hydro One asking this Panel to do now on a project that is in front of the Board in another forum in which the need has not yet been assessed and will be through that process?  Is Hydro One saying that any money spent already this month, next month and so on, will go into rate base, or is there some element of this which is contingent on the outcome of that leave to construct proceeding?


MR. ROGERS:  I think I am right about this, and, if I'm not, I will clarify it later.  But my understanding is that my client asks you to approve it now for inclusion as spent, because I believe it is spending money now on that project.


If, I suppose, it is not approved, then the spending will stop, but because it feels it must start to spend money now, I ask that it be allowed to recover those funds by including it in the rate base.


MR. RUPERT:  My last question on that is just a broader one which hasn't come up, I don't think, in the hearing, but I just wanted to get any reaction you have on this now.  


Hydro One has put forward these four projects, but of course we're entering into this phase in the province that you referred to many times where which have an IPSP coming up to be filed with the Board.  A number of projects, possible projects, have been outlined and transmission projects have been outlined in several discussion papers issued by the OPA. 


So it is not as if we just have a small little bulge now for the next couple of years, and then we're back to normal.  What does the supply mix project -- supply mix proposal that Hydro One has put forward say about what the company's attitude is going forward beyond the four projects?  Is this going to become a permanent feature of Hydro One's proposals on rate-making for transmission?  


These are not the only ones.  This issue won't go away, I don't think, after these four are done.


MR. ROGERS:  No.  And, once again, I will answer the question subject to taking some advice, but my understanding is this, that we're entering into a new era here.  The company is very concerned, believes its proposal makes sense for these four projects.  I don't think they're asking the Board to commit itself to this treatment for all future projects, but I do agree; you are quite right, I think, that these four are not going to be alone.  There will be others that come along.  


I think my client's attitude would be, Let us try this proposal with these four, see how it works.  The Board always retains control over this.  I think my client believes that this does make sense on a going-forward basis for similar projects, but it isn't asking you to commit to do that now as an irrevokable precedent.  It is dealing with those four alone.


But if it works as well as my client believes it will, I suspect they will propose it for future projects.


MR. RUPERT:  Okay, thanks.


MS. NOWINA:  Thank you, Mr. Rogers.  Those are our questions.  Thank you very much for your submissions, and I guess we will see you for reply argument.


MR. ROGERS:  Yes.


MS. NOWINA:  Thanks to the court reporter.
 


‑‑‑ Whereupon the hearing adjourned at 11:37 a.m.
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