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Thursday, October 25, 2007


--- On commencing at 9:05 a.m.

Procedural matters


MR. BATTISTA:  Okay, good morning, everyone.  As you know, Ken Rosenberg is unable to make it earlier this morning, so he will be here at about 11:30 or so, and, in the meanwhile, I will act as the facilitator for today's proceedings.


I believe we have one witness, the Power Workers' Union witness, Dr. Cronin, and that questions will be posed to him today.


Just to have some idea of the amount of questioning that will take place, I know that Board Staff have filed some questions, and I believe IGUA indicated yesterday that it would be asking some questions today?


MR. THOMPSON:  Yes.


MR. ROSENBERG:  Is there anyone else?  Okay.  So Board Staff, IGUA.  BOMA did.  They had filed some questions.  Schools, VECC, EGD.


Okay.  As is the normal procedure, I suppose, you'll have to decide whether you are on the yea or nay side of the evidence, in terms of questions that are more on the supportive side as opposed to -- or are you fussed about that?  You are not fussed about any of that?  That's good.


Would Board Staff like to begin, then?


MR. MILLAR:  Yes, I think that makes sense.  Thank you, Richard.


MR. STEPHENSON:  Actually, just before you start, Richard Stephenson here.  We did get some questions, a bunch of questions from Board Staff yesterday evening.


We didn't get them until after 8:30.  I didn't see them until after 10:00, and Dr. Cronin didn't see them until this morning.  So he has had very little opportunity to review them. 

He will do the best he can, but I think the consequence is that there may be more undertakings than there might otherwise have been, and that's just the way it has to go.


In terms of the timing, I don't ascribe any issue to Board Staff.  I know it was very compressed and that is just the way it will be.


MR. MILLAR:  In fact, I was going to suggest that many of these read like written IRs, anyway.  To the extent you want to pass any of them off into written form, at least for the most part, is fine with me.  So just let me know which cases you want to prefer to in writing.


DR. CRONIN:  I prefer to give a complete answer.


MR. MILLAR:  I understand.  I know you just got this last night.  We did our best, but I know you're --


DR. CRONIN:  I didn't get it until 8:30 this morning.


MR. MILLAR:  That's fair enough, and I will ask the question.  If you want to respond in writing, that's fine.


DR. CRONIN:  Okay.


MR. MILLAR:  Can I begin, or is there anything more?


Okay, do you have copies of the -- our prefiled questions in front of you, Dr. Cronin?


DR. CRONIN:  Yes.


MR. MILLAR:  Is your mike on, Dr. Cronin?  Apparently the court reporter is having some difficulty.  There should be a little green light and when it is lit, your mike is on.


DR. CRONIN:  Yes.

POWER WORKERS' UNION - PANEL 1

Dr. Francis Cronin

Questions by Mr. Millar


MR. MILLAR:  Okay, thank you.  Just off the top, just a couple of questions about your qualifications.  You did 

-- your CV was filed, and I just wanted to confirm that you have given expert testimony on incentive regulation mechanisms before regulatory tribunals before.


DR. CRONIN:  That's correct, both in the US and Canada.


MR. MILLAR:  Okay.  Have you testified before regulatory tribunals in favour of incentive regulation plans in the past?


DR. CRONIN:  Yes.


MR. MILLAR:  Thank you.  Moving to question 2:

"Have you been asked by your client to review the evidence that was filed by Enbridge in this case?"


DR. CRONIN:  No.


MR. MILLAR:  Were you asked to review the evidence that was filed by Union?


DR. CRONIN:  No.


MR. MILLAR:  Do you know why -- those are the applicants in this case, I'm sure you understand.


DR. CRONIN:  Well, I think when I was asked to offer my advice, they were not the applicants.  At that point, I think PEG was the chief source of the evidence, and I think it wasn't until sometime later that the case evolved into this, you know, more normal rate case.  Maybe it's not a normal rate case, but into a rate case as opposed to what the process was prior to that.


MR. MILLAR:  Certainly I take your point that I think PEG's evidence was on the record first.  But certainly the Union and Enbridge evidence has been on the record for several months now.  Is that not the case?


DR. CRONIN:  Well, it was outside the scope of the work that I was asked to review in the beginning.


MR. MILLAR:  That's fair enough.  I know you take your instructions from your client, but I was just wondering why there was no comment on the evidence of the applicants, but I guess I have your answer on that.


The second question under 2 is:  

"Were you asked to consider what might actually be an appropriate incentive regulation mechanism for Ontario's natural gas utilities?"


DR. CRONIN:  Yes.


MR. MILLAR:  You were asked to do that?


DR. CRONIN:  I was asked -- well, in the context of whether or not PEG's proposal was appropriate.


MR. MILLAR:  Right, but were you asked to provide your own proposal?


DR. CRONIN:  No.


MR. MILLAR:  Do you know why you weren't asked to do that?


DR. CRONIN:  I was asked to analyze their evidence and offer my opinion as to what I thought of their evidence.


MR. MILLAR:  Again, if you can't answer this question, that's fine, but the purpose of this proceeding is to set an incentive regulation mechanism for Ontario's natural gas utilities.  I'm sure you're aware of that.


DR. CRONIN:  Yes.


MR. MILLAR:  You don't have a proposal for that, do you?


DR. CRONIN:  I have comments on individual pieces of the proposal I have looked at, but I don't have a proposal in total.  But you could look at the individual pieces of my evidence and look at that relative to what PEG had proposed.


MR. MILLAR:  The Board couldn't take your report, for example, and use that to craft an incentive regulation mechanism scheme, could they?


DR. CRONIN:  Well, I have spoken, for example, on the issue of I think there needs to be a component regarding an ESM.


MR. MILLAR:  Yes.


DR. CRONIN:  In that sense, yes, they could.


MR. MILLAR:  Certainly there are pieces there, I recognize that; but from is no overall scheme for an incentive regulation mechanism?


DR. CRONIN:  No.


MR. MILLAR:  Okay, thank you.


Okay.  I will move on to question 3.  As I stated yesterday, it won't come as any surprise to anyone that many, if not most, of these questions were written by our expert.  I am really kind of reading them, and that is another reason I'm happy if you want to respond to some of these in writing, because I may not understand your answer, anyway.  But why don't we start through them?


Question 3(a): 

"On page 7 you state that 'regulatory agencies have consistently found it necessary to review and often revise upward the productivity offsets or targets embedded in their IR plans due to unexpectedly strong growth and profits.'  A table..." which is provided I think on the last page of this document, "...summarizing the rate escalation mechanisms of 15 approved IR plans for energy utilities that are based on input price and productivity research appeared in the recent Board decision on the second generation IRM for electricity distributors.  Can you tell me which, if any, of these plans led to reviews of and revised X factors?"


DR. CRONIN:  I would have to get back to you on that.


MR. MILLAR:  That can be taken as an undertaking?


MR. STEPHENSON:  Yes.


MR. MILLAR:  Do you mind filling these out while I am asking questions?  


MR. MILLAR:  So that is undertaking, I guess, JT ...


MR. BATTISTA:  E.


MR. MILLAR:  JTE.1, and that is to provide a response to question 3(a).

UNDERTAKING NO. JTE.1:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION NO. 3(A).


MR. MILLAR:  Okay.  The second question is:  

"On pages 7 and 8, you discuss several examples of low X factors from Britain.  Can you please confirm that these examples involved recently privatized public enterprises rather than utilities that have, like Enbridge and Union, operated for years under periodic rate cases."

"Can you please confirm, as well, that the X factors in none of these plans was based on input price and productivity research."


DR. CRONIN:  The first half is yes.  The second half, I would have to double-check each of the plans, but I think that the point is that oftentimes there is different motivation for plans.  In Britain, the essence of the question is correct.  It was more of a governmental response before even a regulator was appointed.


In the US with the ICC, it was a mandate by Congress to bring the railroads out of bankruptcy.


So I think it is important to look at the context of the IR plans.


MR. MILLAR:  Okay.  And that is fair enough, but I guess the answer to the question, the first question the answer is yes, and the second question, did you want to take an undertaking to respond to that?


DR. CRONIN:  Yes.


MR. MILLAR:  Okay.  That is JTE.2, and it is to provide a response to the second part of question 3(b).

UNDERTAKING NO. JTE.2:  DR. CRONIN TO PROVIDE A RESPONSE TO SECOND PART OF BOARD STAFF QUESTION NO. 3(B).


MR. MILLAR:  We will move on to (c).  

"Can you please confirm that you were the Board's advisor in the development of the first generation IRM for electricity distributors which featured a price cap index based on input price and productivity research."


DR. CRONIN:  Yes.  

MR. MILLAR:  Okay.  Question 4.  
"Section 3 of your evidence discusses the problem of allocative efficiency under cost-of-service regulation.  You state on page 16 that 'researchers have often found that amongst utilities, allocative efficiency is substantially larger than technical efficiency.'  You also state on page 17, that 'the proposal in the PEG report completely ignores the potential existence of significant allocative inefficiency as well as any examination of the appropriate adjustment period.'"


Question A is:

"Do you believe that price cap plans with a five-year term do not incent companies to improve their allocative efficiency?  Please explain your answer."  

I guess either a yes or no.  

DR. CRONIN:  Yes.  I would like to get back to you on that.  The issue is that the measurement of the inefficiency and the way that you establish the X factor is inappropriate when you don't explicitly measure allocative efficiency. 

MR. MILLAR:  I'm sorry, did you also want –-


DR. CRONIN:  I would like to -- I am giving you a preliminary answer. 

MR. MILLAR:  Sure you still want to takeaway on that?  

DR. CRONIN:  Yes.  I would like a takeaway to do a further answer.  The point is if you're not measuring the totality of the inefficiency, then you can't appropriately benchmark the X factor.  

MR. MILLAR:  Okay.  Well thank you for that.  I guess we will take an undertaking for the rest.  Before we write down the undertaking, for parts B and C were you proposing to respond in writing to those as well?  I'm just wondering if we should group everything under question 4 under one IR.  

DR. CRONIN:  I believe B is "no." 

MR. MILLAR:  Why don't I just ask the questions then.  

DR. CRONIN:  Yes.  

MR. MILLAR:  Okay.  So for question 4 (a), that will be undertaking JTE.4, Mr. Battista.  

MR. ROSENBERG:   Three.  
UNDERTAKING NO. JTE.3:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION NO. 4(A)

MR. MILLAR:  Question B: 
"Has the Power Workers' Union or any other party to this proceeding previously advocated a study to benchmark the cost level of the companies?"  

I think you said the answer to that was "no"?


DR. CRONIN:  I believe that is true, but I would like to go back and ask because I can't say -- before I became involved I don't know what might have been done.  

MR. STEPHENSON:  Perhaps I could assist here.  I can certainly tell you that the PWU has not and I am certain that Dr. Cronin will -- the answer that will come up to is he doesn't know.  I mean, who knows, going back into the mists of time, what various parties have done in various prior proceedings. 

DR. CRONIN:  For example, on the electric side, that is what they are doing on electric benchmarking.  They are looking at levels of costs.  So you've got distribution utilities on the electric side that are at this very moment being examined and have, for at least two or three years -- well, actually going back to when I did first generation, we benchmarked the electric utilities on total cost.  

So it would seem to me that that issue may have come up even before I brought it up in this proceeding, because they're some similar sets of issues for similar types of utilities.  

MR. MILLAR:  But I guess in this proceeding you're not aware of anyone –- 

DR. CRONIN:  I am not aware. 

MR. MILLAR:  I am happy to accept that as an answer.  If you wish to take an undertaking to look at it anything further. 

MR. STEPHENSON:  I don't think you will get anything better than that. 

MR. MILLAR:  Let's move on to C.  
"PEG uses productivity indices of Tornquist form in its research. The input quantity indices have cost share weight and thus are especially sensitive to economies in the use of high priced input.  Is it your view that if a utility managed to improve its allocative efficiency without improving its technical efficiency that such an improvement would not be registered by a Tornquist TFP index?"


DR. CRONIN:  I would like to get back to you on that.  

MR. MILLAR:  Fair enough.  That is J. 

MR. ROSENBERG:  JTE.4.  

MR. MILLAR:  That is to provide a response to Board Staff question 4 (c). 
UNDERTAKING NO. JTE.4:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION 4(C)


MR. MILLAR:  Question 5.  This is a quote from I believe page 26 of your report.  It states:  
"Unfortunately, PEG's proposed plan lacks the customer safeguards and risk mitigation measures funds in utility IR plans in North America, especially a first generation plan."


The question is: 
"Is it fair to say Dr. Lowry's report speaks neither in support nor opposition of an ESM?"


DR. CRONIN:  That's correct. 

MR. MILLAR:  It doesn't refer to it at all, does it?

DR. CRONIN:  No.  Really the PEG report as I read it is about the X factor.  It doesn't get into plan term or a lot of other things that are components to an IR plan. 

DR. CRONIN:  Yes. 

MR. MILLAR:  Is it fair to say there is nothing in his report that would be inconsistent with adding an ESM?


DR. CRONIN:  No, there is nothing inconsistent with it.  

MR. MILLAR:  Okay.  So when you say it lacks safeguards -– well -- 

DR. CRONIN:  Can I offer another comment?  

MR. MILLAR:  Sure. 

DR. CRONIN:  I mean, I think this is part of the problem even for someone like myself.  I mean, you're not sure what the proposal is.  At the beginning, it was PEG but I believe Board Staff's report was not part of the record.


So while it was -- when it was only PEG's report, that was all that you could comment on.  And he didn't speak to that issue.  I think that was the context of my comment.  And he didn't speak to the issue.  And the Board Staff report wasn't part of the record and if you go further back, the Natural Gas Forum report spoke against an ESM under the assumption that there would be a robust X factor applied to the plan and that that would provide the insurance for these kinds of safeguards.


So you know somewhere along the line the idea of an ESM seemed to have been dismissed and not taken back up.  So that's what I was commenting on.


MR. MILLAR:  That's all fair enough.  But PEG is not an applicant in this case, are they? 

DR. CRONIN:  Right.  They're not now, no. 

MR. MILLAR:  They were never an applicant. 

DR. CRONIN:  Originally that was the evidence that was in the case.  

MR. MILLAR:  Right.  But there is now evidence from both utilities on the issues. 

DR. CRONIN:  Yes, yes.  

MR. MILLAR:  Okay, thank you.  

Question 6.  Looking at page -- actually, there may be a typo here.  I actually couldn't find this quote on page 28 but it is in there somewhere so we can find it if we have to.  
"On page 28 you state 'The use of macroeconomic inflation measures such as the GDPIPI and of input price differentials has been associated with long-lasting distortions of many IR plans.' Could you please identify four plans with IPDs in which such distortion have clearly occurred and explain the nature of the distortion."


DR. CRONIN:  Yes.  I will get back to you on that. 

MR. MILLAR:  Okay.  That is JTE.4, Mr. Battista. 

MR. BATTISTA:  Five.  
UNDERTAKING NO. JTE.5:  DR. CRONIN TO PROVIDE a RESPONSE TO BOARD STAFF QUESTION NO. 6(A)

MR. MILLAR:  This is why you're better than this than I am.  Response to Board Staff question 6(a). 

Part B is:  You also discuss the premise that the input price trend of the economy is accurately measured by the sum of the trends in the GDPIPI and the MFP trend of the economy.  Please confirm that however the sum is interpreted, the MFP trend of the economy falls out of the calculations since it has equal and offsetting effects on the PD and the IPD and ultimately has no effect on the X factor.  

DR. CRONIN:  Yes.  I will do those calculations and get back to you.  

I think there is a second issue here, which I would also probably like to add there.  You have different time periods for many of these components within the RAM or rate adjustment mechanism.  So when you've got different time periods that you're using, I think that becomes an issue.  But I will get back to you with the specifics.  

MR. MILLAR:  Okay, that's fair enough.  So that is JTE.6 and it is to provide a response to Board Staff question 6(b). 
UNDERTAKING NO. JTE.6:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION 6(B)


MR. MILLAR:  I think we can move on to question 7.  
"On page 31 of your report, you state with regard to the IPD that PEG's data period selection and exclusion is 'wrought with arbitrariness.'  PEG has chosen a sample period so their start and end dates feature a similar rate of return.  This principle led PEG to use different sample periods with different calculations of capital cost."


So the first question there is:

"Since the rate of return is an important source of volatility in capital price indices, please explain why this approach to avoid period selection is arbitrary."


DR. CRONIN:  Because if you look at different periods that are adjacent to that period, whether it is one year removed or two year removed or three year removed, you get a completely different answer.  Not only do you get a substantially different sign change, you get a magnitude difference in quantity effect.  

So their period selection appears to an outlier, if you look at three other periods that are exactly next to it.


MR. MILLAR:  Maybe -- what do you mean by the word "arbitrary", then?


DR. CRONIN:  Well, the outcome is arbitrary.


MR. MILLAR:  "Arbitrary" to me means it is sort of picked at random.  Maybe we just have a different understanding of what the word "arbitrary" is.


DR. CRONIN:  I can pick three other time periods that are one year removed, two year removed and three year removed and I can get completely different answers.


MR. MILLAR:  Well, that may or may not be true, but that wouldn't make it arbitrary, would it?  There was thought behind why these years were picked.  You may disagree with picking that period, but that doesn't mean it is arbitrary.


DR. CRONIN:  Well, it could be ex post justification for the selection.


MR. MILLAR:  It could be, I guess.  I mean, that could be your argument, but that is still not arbitrary.


DR. CRONIN:  Inconsistent.


MR. MILLAR:  Okay.  Why don't we move on?


Part 2 of that question is:

"Is it your view that the rate of return will rise or fall materially in the next five years?"


DR. CRONIN:  That recalls instances of long-term capital, a hedge fund, as well as some of the hedge funds recently that have gone bankrupt on Wall Street houses because they've made bets one way or another.  I think if one could say that with certainty, you would probably make a lot of money.


MR. MILLAR:  You wouldn't be sitting here, would you?


DR. CRONIN:  Exactly.  One thing you can know for certain, most economists don't make a lot of money.


MR. MILLAR:  Well, that's fair enough.  I will leave that one.


DR. CRONIN:  That's why they work for these broken hedge funds.


MR. MILLAR:  I was hoping you could give me the answer so I could invest.


DR. CRONIN:  So does my wife.


MR. MILLAR:  Okay, question 7(b).  

"On page 31, you also note that not only does there appear to be arbitrariness in the data period selections and exclusions for key concepts within the two reports, but also between the two reports.  The June report was envisioned as an opportunity for PEG to revise its research in response to constructive comments by interested parties.  In response to a comment by Dr. Melvyn Fuss of the University of Toronto, PEG changed the construction cost index used in the calculation of the capital price from a volatile index based on US data to a more stable index based on Stats Canada data."


This is sort of a similar question to the one above:

"Can you please explain why this revision to PEG's methodology was arbitrary."


DR. CRONIN:  Well, I guess we might have a difference of opinion as to the meaning of the word.  If there had been a review of the prior research of the Board, then people would have known.  We used that construction cost index from the beginning when we did first generation.  That's on the Board's website.


I mean, the first thing I would have done, if I were doing an IR for the Board, is I would have gone back and I would have reviewed.  We did a thorough analysis of publicly available data, and that was a key component of what we chose.


So that's my first comment.


My second comment is when -- I understand these projects are done under possibly less-than-ideal time frames.  And as someone who has been in that position, I'm very sympathetic to that.


When they wrote the report, I believe PEG said something like, Subject to further research, we deem these IR components and associated rates to be just and reasonable.


Had the Board gone forward with the March report, then those rates that PEG claimed would have been just and reasonable would have been based on flawed analysis.


I guess, thirdly, when you look at the two reports and you see that there are not only changes in the construction cost price index, which, again, was available from Stats Canada when we did it and was on the Board's website, almost the whole -- the whole totality of the report changes.  


You've got data period changes.  You've got input price changes, capital price changes.  You've got changes in the IPI, the IPD, the TFP, the PD.  And these are not inconsequential changes.  They're substantial.  They are huge impacts.


If you look further on at the report and you look at the proposed rate adjustment factor for the interclass reallocation of funds, you've got changes in between classes that are inconsistent.


So I guess I don't understand how a change of one capital cost index for another would have led to the totality of changes that was produced by the second report.  The Board, when they do issue rates, they have to have just and reasonable rates.


When I read the Board report or decisions, I don't see that they qualify it by, Subject to further research, these rates will be deemed just and reasonable.


MR. MILLAR:  In terms of the specific construction cost index that Dr. Lowry -- the new one he chose, have you looked at that index at all?  Do you have an opinion whether it is better than the previous index that had been used?


DR. CRONIN:  Oh, no, I think it is much better.  I think it is an improvement, yes.


MR. MILLAR:  You have no fault with him actually using that index?


DR. CRONIN:  Absolutely not.


MR. MILLAR:  Does it surprise you the change in this index led to changes in the numbers in the report?


DR. CRONIN:  Well, you know, again, since I'm not privy to really -- I guess I was surprised, as I just elaborated, at the significance of the changes that occurred from one report to another and again, what would have happened had the Board gone forward.  Because, originally, the March report was to be the report, and it was a surprise to us when a revised report came out.  So...


MR. MILLAR:  If you think that the new construction index is an improvement, is it really fair to say that PEG's updated methodology is arbitrary, if it improves the product?


DR. CRONIN:  Well, the time period -- you know, almost everything about their analysis has changed.  The time periods have changed.  The outcomes have changed.


It just makes you -- it makes one question -- well, it is part of this whole process of, you know, the Board says that they want a transparent process, but if you go to the website, you can't get the information on this case.  I've tried.  You have a hard time keeping up with the flow of information.


MR. MILLAR:  What information do you need?


DR. CRONIN:  Well, if you're not part of an e-mail distribution list, you know, you can't get access to the information that's distributed.  I have on occasion gone and tried to double-check that I've gotten all of the information, and I can't find it on the Board's website.  


Now maybe -- look, I'm not as good as my 13-year-old daughter, so it's possible that I am -- you know, I am at fault.


But it is part of the transparency.  I mean, the process is too compressed.  We have these significant changes going on in the results, which are highly significant changes.


I commend him for the improvement on the construction price index.


MR. MILLAR:  Did you or your client attend the technical conference we had on Dr. Lowry's report?


DR. CRONIN:  I did not.


MR. MILLAR:  I'm sorry, there were interrogatories followed by a technical conference, if I recall.


DR. CRONIN:  Yes.


MR. MILLAR:  Was your client in attendance for that?


MR. STEPHENSON:  You are talking, now, the one that occurred a couple of weeks ago?


MR. MILLAR:  Yes.


MR. STEPHENSON:  Yes.  We asked questions of 

Dr. Lowry.


MR. MILLAR:  Did you ask questions about these points?  Was there a problem getting answers from Dr. Lowry, the information you needed to assist you with this?


DR. CRONIN:  We --


MR. STEPHENSON:  I have no idea.  I have no recollection what questions we asked Dr. Lowry.  They're all on the record.  You can check them yourself.  I can't help you.


DR. CRONIN:  His answer to my questions was thorough.  I don't have any problem.  It's the process of trying to stay abreast of the amount of information and the compressed -- look, you know, I filed my evidence Monday and people had a day to give me questions.


You know, then I got stuff in the past 24 hours and some stuff an hour ago.


MR. MILLAR:  I certainly sympathize with that.


DR. CRONIN:  That's what I'm saying.  It is a little stretched to say it is highly transparent.


MR. MILLAR:  Okay.  I guess I want to be clear that you certainly had opportunity to ask any questions you liked about his report?


DR. CRONIN:  Yes, yes.


MR. MILLAR:  And you did ask questions?


DR. CRONIN:  Yes, we did.


MR. MILLAR:  According to you, he was very forthcoming in his responses?


DR. CRONIN:  Yes.


MR. MILLAR:  But I guess there is still something that is not transparent?


DR. CRONIN:  Well, if I were the average stakeholder, I would have a hard time following this proceeding.


MR. MILLAR:  But you're not the average.  You're an expert on this.


DR. CRONIN:  Yes.


MR. MILLAR:  Is there something that is still not transparent to you?


DR. CRONIN:  No, that's fine.


MR. MILLAR:  Okay, why don't we move on?


I forget where we are -- (c).  

"On pages 32 to 35, you discuss at length the IPD methodology PEG used in its March report."  


I guess we're wondering why the commentary on the March report is germane, in view of the material changes to the methodology that PEG made for its June report.  I think it is just the June report that the PEG has filed in this proceeding.  

Why do we care what is in the March report?  

DR. CRONIN:  Well, at one point that was going to be the foundation of the IR.


MR. MILLAR:  But it's not currently.  It's not currently before the Board I don't think.


DR. CRONIN:  Well, it's on the website as far as I know.


MR. MILLAR:  Yes.  I think that is right.  Why don't we move on to D.  
"On pages 35 and 36 you criticize PEG for using different sample periods to calculate the productivity input price differentials.  The data needed for the productivity calculations were available only for the 2000 to 2005 period.  In your opinion should this same sample period be used for the IPD calculation, even if it captures an input price trend that is unlikely to continue?"


DR. CRONIN:  Well, again, this is one of those judgment calls.  

If you look at the input price trend based on 1998 to 2005 you get one answer.



If you look at the input price trends or the input price differential in three different periods, 1999 - one year later - to 2005, or 2000 to 2005, or 2001 to 2005, you get three answers that are consistent in that they are substantially different than what PEG had in the 1998 to 2005. 

Now, if you're asking me would I take those three samples and say that they're not the ones that are likely to continue and the one that is very different from those is?  I don't know.  

But, look, again, this goes back to hedge funds.  Nobody knows the future.  So who is to say what is the likely trend? 

MR. MILLAR:  Well I guess we have to come up with a likely trend, though, don't we?  

DR. CRONIN:  I have just given you three that are different what they have and it's their same data. 

MR. MILLAR:  Ultimately, it is a judgment call.  I think you said that and I think we heard that yesterday from Dr. Loube as well.  You'd agree with that?

DR. CRONIN:  In some senses it is a judgment call, but if I have one sample result that says one thing, then I move it one year away, two years away and three years away and those three sample periods give me totally different answers, then I would begin to wonder which one of those four was different than the others.  

MR. MILLAR:  Okay.  I guess that leads us to our next question.  It is:

"Do you have a preference in terms of starting points and/or weights?"


DR. CRONIN:  It seems to me that 1998 to 2005 is an outlier.


MR. MILLAR:  1998 to 2005 is an outlier.  Do you have a better suggestion?  

DR. CRONIN:  I would think that one of the other periods after that.  

MR. MILLAR:  Which one?  

DR. CRONIN:  Well, again, it's somewhat of a judgment call.  

MR. MILLAR:  But you're an expert.  You can make a judgment call, can you not?  

DR. CRONIN:  I would take – well, I can get back to you on that. 

MR. MILLAR:  Maybe that is better.  It is probably a longish answer.  So what are we at now, Mr. Battista? 

MR. BATTISTA:  JTE.7.


MR. MILLAR:  That is a response to Board Staff question 7(e).  
UNDERTAKING NO. JTE.7:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION 7(E) 


MR. MILLAR:  Okay.  Question 8.  We are on section, I guess, 5.3, which I think starts at page 36.  
"In this section, you express concern about the revisions to the TFP peer group that PEG has made in the course of its several Ontario reports."  
The first question is: 
"Please confirm that the peer group for the study of O&M cost levels may be substantially different from a peer group for a study of TFP trends.  Is that correct?"


DR. CRONIN:  I don't see why it would.  PEG's study was actually on a total cost model.  So they were actually benchmarking total cost -- it was based on a total cost model.  And they estimated factor share equations for O&M.  But those O&M results were embedded within a total cost model.  So they were actually looking at total cost.


MR. MILLAR:  Okay.  So I guess the answer to A is you won't confirm?


DR. CRONIN:  No.  


MR. MILLAR:  You disagree, okay, fair enough.  B:

"Please confirm" -- or don't confirm, I guess -- "that the number of peers available for a study of O&M expenses may, due to data limitations be materially smaller than the number of peers available for a TFP study."

Is that statement accurate?


DR. CRONIN:  Well, I would just like to make a comment.  I have a problem with O&M benchmarking, and so I...

What we have, and we can see it in the gas.  The O&M is the result of what happens, it's sort of a not elsewhere classified.  

Utilities capitalize labour and the amount they capitalize varies widely across utilities.  We know, in Ontario, based on data that was collected by the Board, that in 2001 or 2000, the amount of capitalized labour ranged from zero to 51 percent.  Now, that has a material impact on O&M.  

So if you're just looking at O&M, you have a seriously biased benchmark.  So I don't know why you would want to benchmark for utility purposes on O&M.  

MR. MILLAR:  Okay.  

DR. CRONIN:  I realize some people do.  But because of the way that utilities approach, they have historically had different policies with capitalization.  

So if you're looking at O&M, after they've capitalized labour -- now what we tried to do in first generation electric, was we tried to examine the extent of the capitalized labour and benchmark on an equal basis.  But if you're just benchmarking on reported O&M, you could be -- you could be materially different.  

So if you're benchmarking on total cost it doesn't matter which basket they put the data in, the money in.  But if you're only benchmarking on part of the cost, that's sort of the problem here when you're only benchmarking on the changes.


So the O&M benchmarking is seriously flawed.  

MR. MILLAR:  Okay.  I understand you have a problem with O&M benchmarking, but I'm not sure that that answers the question in B.  Maybe your answer is it doesn't really matter because you don't like O&M benchmarking but are you able to answer the question?


DR. CRONIN:  I wouldn't do it.  

MR. MILLAR:  Let's say you were doing it.


DR. CRONIN:  But people do do it.  I mean, people report the results and it is interesting to report the results.  They do it on the electric side.  

But it doesn't really give you a good number upon which to reflect the differences because of these different capitalization policies. 

MR. MILLAR:  Again, I understand that you don't like going this route at all.  But let's imagine that someone chose to go this route.  Would you agree that the number of peers available for O&M expenses may be smaller than those available for a TFP study?  Is the statement accurate?  

DR. CRONIN:  I would have to think about it.  

MR. MILLAR:  Maybe we will leave it.  I think I understand that you don't think we should go down this road at all.  

DR. CRONIN:  Exactly.  

MR. MILLAR:  I don't need an undertaking if you don't wish to respond further.  I'm not suggesting you are refusing, but it is probably not worth getting an answer because of his objections to this.

DR. CRONIN:  I'm sorry?  

MR. MILLAR:  No.  I don't want it to come across as if I think you're refusing the question.  I understand your objections and I won't pursue question 8(b) any further.  8(c):

"Please confirm that a peer group based on rigorous empirical research will change with changes to empirical methods."

Is that true?


DR. CRONIN:  Yes, I think so.  I think here the issue is the extent of the changes.  But, yes, peer groups will change based on changes in methodology.


MR. MILLAR:  Okay. 

DR. CRONIN:  But the point is that you're hoping that the initial peer group has some coherent stability so that as things change over time you're seeing change at the margin.  I mean, what we have seen here is radical changes across the four - I think I counted and I could be wrong on this - maybe 12 different peer groups.  

But there are a lot of peer groups and they change a lot.  Now, you know, it is kind of a subjective judgment as to what "a lot" is, but when I see that there might be, say, 25 utilities that have been in various peer groups and at the end there are only ten or eleven and that you have these sets of peers that appear and don't appear, like for example, in one case, the California utilities in the PEG sample represent over 60 percent of the customers upon which the Ontario utilities are being benchmarked.  

I think PEG answered 59 to 67, but I would have to double-check that, but I think that was the IR.  

Now, that may be okay.  I don't know.  But then another peer group appears and now they go from 60 or 67, to nothing.  Well, you know, I would have to wonder, gee, which one of those is the right one?  Which one is different and right?  You go from 67 percent California to nothing, it makes you wonder.


In one instance, he includes electric power operators and in other instances he doesn't.  In some cases he wants large utilities only, and then in others he has utilities as small as 150,000, and as large as 5 million.


I guess at a minimum I would say it was inconsistent.


MR. MILLAR:  Okay, but the answer to (c) is "yes"?


DR. CRONIN:  Yes.


MR. MILLAR:  (d):

"The peer groups in the June report reflected an error in the calculation methodology.  Can you confirm that such an error can materially affect the peer group composition?"


DR. CRONIN:  Did you want me to repeat what I just said?


MR. MILLAR:  No.  You can just rely on that.  We will read it again.


DR. CRONIN:  Yes.


MR. MILLAR:  So the answer is "yes" with a "but"?


DR. CRONIN:  I think it is yes, but, again, it is the extent of the changes.


MR. MILLAR:  Okay.


DR. CRONIN:  If you have changes -- and someone has said that Dr. Lowry is coming out with another report.  I'm not sure if that is true or not.  You know, hopefully there's some coherency to the peer groups, because there are a lot to choose from now.


My issue is, if you don't have consistency, if the peer groups aren't stable over time, when do you know what the right last selection is?


MR. MILLAR:  Okay.  That's fair enough.  Thank you.


Moving on to question 9, and we're at section 5.6, I believe.

"On page 47, you state that: 'It is not transparent that you can take changes in the same input prices and using two so-called plausible methodologies, that is GD and COS, find such extreme results.'  PEG developed the COS approach to capital costing primarily to remedy the volatility in the input price comparisons using GD costing.  Why, then, is it surprising that the cost-of-service approach generates materially different results for a given sample period?"


DR. CRONIN:  Well, they're offering these up -- originally in the March report, I think PEG recommended the GD results, and then in the June report they're recommending the COS results.


It is the extent of the difference that I am commenting on.  The GD approach is one that has been used quite a bit historically and has been accepted.  The Board has used it.  It has been used in other jurisdictions.  The COS approach, according to PEG, is unprecedented.  


Part of my concern is that it really hasn't been examined.  So you have an untested approach versus a tested approach.  They're recommending the untested.  They're both very different.


Then if you look at a second -- or, let's say, a third example in which the Board offered a judgment on an IPI - that is, the Union case - you get a third very different set of data.


So my comment is more about the significant differences among these choices, and they're not inconsequential.


MR. MILLAR:  I guess you appear to be surprised in your report that the two different methodologies produce different results.  Why would that be?  Wouldn't it be surprising -- well, I guess maybe they could produce the same results, but why is it surprising?


DR. CRONIN:  I'm not asking for exactly the same result, but they're very different results.


MR. MILLAR:  But they're different methodologies; right?


DR. CRONIN:  Yes.


MR. MILLAR:  If they were designed to produce the same result, you wouldn't need two different methodologies.


DR. CRONIN:  But then you have to choose between them.


MR. MILLAR:  Well, you do have to choose between them.


DR. CRONIN:  But the COS results do reduce the volatility, but they themselves are still volatile.


MR. MILLAR:  So they are less volatile?


DR. CRONIN:  They're less volatile.


MR. MILLAR:  Okay.


DR. CRONIN:  So they're still volatile, they're unprecedented, and they are different from what PEG has for the GD, and the COS are different from what was filed in the Union case.


So I'm just commenting on the fact that you have these very large differences.


MR. MILLAR:  Okay.  9(b):

"You state on page 47 that 'The use of such data in a rate adjustment mechanism would undermine the stability, predictability and transparency of the IR framework.'  


The question is:  

"Did you use similar data in the development of the price cap index for the first generation IRM for electricity distributors?"


DR. CRONIN:  Yes.


MR. MILLAR:  Did the capital service price index that you developed for that study not display considerable volatility?


DR. CRONIN:  It was considerably -- as I recall -- and this is now, I hate to say, going on eight years, I guess, but, as I recall, it was considerably less than what is shown here.


MR. MILLAR:  Was it volatile?  I know when something becomes volatile versus not volatile is probably a judgment call.


DR. CRONIN:  I didn't view it as such.  It was certainly way less volatile than what is filed here.


MR. MILLAR:  Okay.  So you weren't concerned that it would undermine the legitimacy of the IR framework in that case?


DR. CRONIN:  No.


MR. MILLAR:  Moving on to page 50 and 51.

"On [these pages] you note differences between the input price calculations made by PEG and those made by Christensen" -- I think that is supposed to say "Associates" -- "in their IR evidence in support of a proposed Union Gas IRM."


The first question is:  

"Would you accept subject to check that Christensen Associates used a different smoothing mechanism for its capital service price index, and, additionally, used only bond yields to measure the rate of return whereas PEG took an average of bond yields and a return on equity?"


DR. CRONIN:  It is possible.  I don't recall.


MR. MILLAR:  Okay.


DR. CRONIN:  I won't dispute that.


MR. MILLAR:  If that were the case, would these differences in methodology materially affect the resultant input price calculations?


DR. CRONIN:  They probably would.  Again, it is the extent of the difference, and I think that's what I'm commenting on.


MR. MILLAR:  Okay.  I will move to question 11.  We're in the section starting at page 51.

"In this section you advocate the use of an industry-specific inflation measure for the PCI instead of the GDP-IPI the Board Staff have proposed.

"(a) Given the volatility of industry-specific IPIs that you discuss at length in your evidence, isn't there a risk that such indices would materially increase price instability?"


DR. CRONIN:  Well, yes, if they were used directly from the evidence here.  And I think that's why it's important that some thought be given to what to do about correcting those very volatile results.


MR. MILLAR:  Okay.

"Do you believe that an industry input price inflation (i.e., an industry-specific index) would minimize the complexity compared to a macroeconomic index?  If so, please explain."  


Does it make it less complex?


DR. CRONIN:  Yes.


MR. MILLAR:  Why?


DR. CRONIN:  Well, it eliminates the need to calculate additional variables with the associated errors and biases in those variables.


MR. MILLAR:  Okay, but -- I am way out of my depth here, but industry specific indices aren't without their own challenges; is that fair to say?


DR. CRONIN:  PEG has to do an IPI in order to do what they want to do.  So they have to calculate that, and that's part of what they do.  


Now, they could stop there and just use the IPI and the TFP, which is what we did on the electric side, what the Interstate Commerce Commission did on one of the very first IRs back in the 1980s, which was very successful.  It's what the California Public Utility Commission has used.  That's a very -- that's a completely appropriate approach to doing an IR.


If you want to use the approach PEG uses, this is sort of like Occam's razor.  You should have the instrument be as, have the least complexity that you could because adding more information, which is all basically estimated, is going to do nothing but add additional error to it.  

MR. MILLAR:  The use of GDP-IPI is hardly unprecedented; is that fair to say? 

DR. CRONIN:  Yes.  There have been precedences. 

MR. MILLAR:  There have been precedences. 

DR. CRONIN:  Yes. 

MR. MILLAR:  If that is a word.  Okay.  How would you design an input index for Enbridge and Union and what sources would you use in designing an input price index?
DR. CRONIN:  I would like to give a little thought to that. 

MR. MILLAR:  Okay. 

DR. CRONIN:  But I would like to maybe make a comment and I may have already said this.  

Back in Union's case, I don't know if I mentioned this already, but there was a discussion.  And Union had stated that this process in their first IR was what they viewed as the beginning of a move to an industry input price index.  And that they had offered, in that case, to work with stakeholders and other parties to actually construct an input price index going forward.  And I wish that had been done.  It would certainly have made things much easier. 

Now, Stats Canada used to calculate, I believe they had a multi-factor price index for natural gas utilities and they had an IPI to do that but they discontinued that.  So, I mean, it has been done for Canadian natural gas utilities and certainly Stats Canada is a worldwide recognized leader in data collection and price indices.  

I think it has been done in the past, you know.  It can be done.  It would have been easier, in this case, if it had been picked up as part of that effort in the two earlier IRs.  

I would like to give a complete answer, in terms of how and what data sources. 

MR. MILLAR:  Okay, that's fair enough.  That is JTE.8?  

MR. BATTISTA:  Eight. 

MR. MILLAR:  Response to Board Staff 11(c). 
UNDERTAKING NO. JTE.8:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION NO. 11(c).


MR. MILLAR:  Just to be clear on this.  You could have put something together; is that fair to say?  

DR. CRONIN:  I could have?  

MR. MILLAR:  Yes.  

DR. CRONIN:  I'm not sure what you mean by "could have."  Sort of like Bill Clinton's answer, "Depends upon what you mean by 'is' is."


MR. MILLAR:  Could you have put an input index price together for Enbridge and Union?  You're saying it could be done.  Could you have been person to have done it? 

DR. CRONIN:  I did it for the electric utilities.  I don't see why we couldn't have done it for the gas utilities. 

MR. MILLAR:  Okay.  So you could have done that?  

DR. CRONIN:  Yes.  

MR. MILLAR:  Okay.  Question D. 
"Would an industry-specific index need to be updated on an annual basis?"


DR. CRONIN:  Yes.  

MR. MILLAR:  That, of course, leads to more regulatory work.  

DR. CRONIN:  Gee, I don't know.  I think Staff told me it might have taken 20 minutes to update it -- 


MR. MILLAR:  Okay.  

DR. CRONIN:  -- in first generation.  

MR. MILLAR:  Board's time is all valuable time.  

DR. CRONIN:  That's Board Staff.  I mean, if you're -- so it was -- 

MR. MILLAR:  Work has to be done.  Is that fair to say?  

DR. CRONIN:  I will double-check with who made that, for the person who truly did it in the first generation.


Let me comment that the Interstate Commerce Commission which put in the very first IR in the States for gas, they used to do it quarterly.  So they had a quarterly adjustment on the IR.


So this is not difficult to do.  It depends upon the data sources, and of course, they were the regulator and they could enforce what they wanted from the railroads.  But that is a certainly different period.  If you recall the early 1980s, prices were escalating quickly which caused a lot of regulatory problems, and so there was a need to have a quarterly adjustment, which they did.  

So I mean these things are not that hard to do.  

MR. MILLAR:  But you can get into disputes about them, can't you?  

DR. CRONIN:  I think we're in a dispute now.  

MR. MILLAR:  Well, didn't -- I may be mistaken but didn't Union put forward a proposed update that was rejected by the Board once?  Or do you know that?  

DR. CRONIN:  I don't know that.  

MR. MILLAR:  Okay.  Why don't we move on to question 12.  It's at page 56.  
"Page 56 you state that the input prices are used directly to calculate input quantities.  Errors in the former" -- 

DR. CRONIN:  I'm sorry.  I must...

MR. MILLAR:  Sorry.  Page 5 of 8, question 12 (A).  

DR. CRONIN:  Yes.  

MR. MILLAR:  Do you have it?  

DR. CRONIN:  Yes.  

MR. MILLAR:  Okay.  
"On page 56 you state that 'the input prices are used directly to calculate input quantities; errors in the former will cause errors in the latter.'"


I'm going to go through a list of, I guess, statements and ask you to confirm or state your objection to them.  

First one is:

"The capital price index is the only source of market volatility in the input price index."

Is that correct?  

DR. CRONIN:  I would like to check.  

MR. MILLAR:  Okay.  Do you want to take this whole thing as an undertaking?  

DR. CRONIN:  Yes, please. 

MR. MILLAR:  JTE.9.  

MR. BATTISTA:  Correct.  

MR. MILLAR:  Provide a response to all of Board Staff 12 A; and 12 B as well, or should I ask you those?  

DR. CRONIN:  Oh, I'm sorry, say that again. 

MR. MILLAR:  Do you want 12 B included in that undertaking?  

DR. CRONIN:  Please, yes.  
UNDERTAKING NO. JTE.9:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION 12 (A) AND (B)


MR. MILLAR:  So we will move on to question 13?  

DR. CRONIN:  Yes.  

MR. MILLAR:  Page 62.  
"On page 62 of your evidence, you state that PEG's proposed ADJ factor is 'both substantial and unjustified.'"

The first question is:  
"If the impact of declining average use should not be differentiated by customer rate class, please explain how the impact of declining average use should be applied."


DR. CRONIN:  Yes.  I am going to have to get back to you on that.  But just as a preliminary answer, I mean, this is a common problem in utility rate-setting where you have significant common and joint costs.  Those costs have to be allocated across service groups where there is no clear, unambiguous way of doing it.  

Now, regulators do it and I am sure everyone here has gone through countless instances of that with cost-causation analyses.  That's the fundamental problem.  

MR. MILLAR:  Dr. Loube had an idea yesterday that was certainly new to me.  I don't suppose you were listening in?  

DR. CRONIN:  I was travelling from Boston.  I didn't even get to watch the World Series last night.  

MR. MILLAR:  Well, it was a bit of a blow-out.  

DR. CRONIN:  Yes.  Thanks for telling me.  Good it wasn't the other way.  

MR. MILLAR:  I guess we will take that as an undertaking.  I would be interested -- Dr. Loube, I think, is providing an undertaking response.  This may not work from a timing perspective.  But if you wish to or if you have the opportunity to review what he says on this question, I would frankly be interested in what your views on it are.  

DR. CRONIN:  Yes.  This case came up in prior instances in Canada where I was involved, and you know, they're difficult and thorny issues.  

Regulators have been dealing with this going back 50 and 60 years with either looking at benefits associated with the classes, or, in some cases they have look at stand-alone cost analyses.  

Now, in the latter case -- I'm sort of going from memory.  What you get are ranges of costs, within which you could justify an allocation.  But it is never an exact answer.  I mean there is no way of exactly allocating these costs without some level of ambiguity.  

MR. MILLAR:  Well, why don't we let you take that as an undertaking.  

Again, if you have a chance, if Dr. Loube's response comes in before you finish this and if you have a chance to read it and if you have views on that, I would appreciate your views there as well but if the timing doesn't work then don't worry about it. 

DR. CRONIN:  Sure, okay. 

MR. MILLAR:  JTE.10, and that is response to 13(a). 
UNDERTAKING NO. JTE.10:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION NO. 13(A) AND (B)


MR. MILLAR:  Do you want me to ask you the rest of 13 B or will that be part of an undertaking?  

DR. CRONIN:  Let me just read it.  I guess I would give you the same preamble that I just did. 

MR. MILLAR:  Okay.  

DR. CRONIN:  And I will think further about this.  

MR. MILLAR:  Okay.  So anything -- why don't we put that into the JTE.10, it is a response to question 13, part A and B.  Of course we already have a partial answer on the record.  

Okay.  Go to question 14.  
"On page 65 of your evidence, you state that 'Clearly the Board's historical rates for EGD and Union are just and reasonable, having been set through the Board's regulatory processes.  Please reconcile this statement with your earlier statements that:

i.  Cost-of-service regulation often leads to marked allocative inefficiency."


DR. CRONIN:  Well, yes.  Let me give you a preamble, and then I probably will think further.


MR. MILLAR:  Okay.


DR. CRONIN:  Cost of service has a certain set of weaknesses, primarily that the regulator has limited knowledge and resources and they will never know as much, and they're more concerned with prudency; do things appear to be prudent.


Now, over time, in some instances when other approaches have been used with different standards, what regulators or, let's say, economic -- and analysts have found is that over time you get what the Boston regulator called accumulated inefficiencies, because they have different techniques and different benchmarks to judge the utility.


So that's the primary difference.  It is the manner upon which you're judging what's reasonable.


When you have more information -- and in these cases, what they've done is they have gone to other performance benchmarks than a prudency review.


But let me think a little bit further about that.


MR. MILLAR:  Maybe we will throw in part A(ii) into that as well.  I think it is a similar question.


So we're at JTE.11, provide a response to 14(a).

UNDERTAKING NO. JTE.11:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION NO. 14 (ALL)


MR. MILLAR:  Maybe -- well, actually, while we're on that, I guess you acknowledge, obviously, cost-of-service regulation has its own set of issues.  It's not perfect, either.


DR. CRONIN:  Well, no, nothing is perfect.  Unfortunately, I think what's happened back in the 1970s, when academics came up with alternatives to this, like Schaeffer, who proposed a yardstick mechanism based on costs and sort of a tournament competition, that was sort of the beginning of this concept of using external information to benchmark.


Then you got into all of the problems in the 1970s and 1980s with huge cost overruns on nuclear power plants and rapid inflation, and arguments about the cost of capital, you know, that would go on for years.  People thought that an IR was going to be a simpler mechanism.


Now, it has turned out in many cases that that has not really been what has happened, that there have been instances where it has worked very, very well, in the case of the railroads and in Norway.  The Norwegians went from basically unregulated to cost-of-service for a period of time into an IR framework, and they were very successful in doing that.


So, yes, people recognize that cost-of-service is not perfect.  But, on the other hand, what they found is that when you misapply IR -- and the Brits have maybe been the worst at this.  They have taken decades to try to get back maybe what they would say they gave away or -- really the government, not the regulator.  But, you know, it is possible that you can go from -- well, on the other hand, cost of service, at least when I looked at the rates for Union, they appeared to me to be relatively flat over a fairly long period of time.


Enbridge's weren't quite as flat, but it wasn't as though the rates were -- I mean, they weren't growing excessively.


Now, that's not to say whether or not the total costs are correct, but the rate experience in the province some would say has been fairly benign.  They haven't risen rapidly.  


So I guess my concern would be, in the attempt to shift from cost-of-service to something "better", however you want to judge that, you really have to properly identify what the positives and negatives were from the prior regime.  In other words, rates were fairly stable, but you may have costs that are excessive.


MR. MILLAR:  Right.  Incentive regulation, I guess the whole point of it is it is to correct for some of these problems you've cited in cost-of-service regulation; is that fair?


DR. CRONIN:  Yes, yes, right.


MR. MILLAR:  That's the whole point of this.


DR. CRONIN:  But, unfortunately, the other thing is, and I think some of this has shown up here, I think where you ha've had successful IR schemes, they've tended to be simpler and people like me have maybe not gotten involved to the extent that they have by arguing about esoteric weighting schemes or -- I mean, you know, it is hard to follow the evidence, if you're not an economist, and understand where it's going.


Now, is that an improvement over having people -- cost accountants argue about the cost of capital?  I don't know.  I think people -- I don't know if they're looking for perfection.  So it's like two Ph.D. candidates arguing about whose dissertation is better.  Is it really adding to the efficacy of the regulatory process?


MR. MILLAR:  Well, you have spoken in favour of incentive regulation mechanisms in the past, haven't you?


DR. CRONIN:  I have, I have, oftentimes when they have been tied to alternative offerings.  So, in other words, back during the late 1980s and early 1990s, a number of the states in the US packaged IR offerings to the telcos in return for infrastructure commitments.


So, for example, where I am now in Boston with Verizon, who I testified for back years ago in New Jersey and other states, I now have a fibre optic line to my house.  It is pure fibre.  I have a very wide broadband.  I have TV and I have telephone, and I'm paying substantially less than I was previously.


MR. MILLAR:  Is that the result of incentive regulation?


DR. CRONIN:  No.  I'm saying it is the result of, I think, some regulators looking at it as a totality, and what a number of them did in the States was they asked for commitments on the part of the companies, in terms of investments, to ensure that those kind of capabilities were brought to the consumers.


So in that instance, while you might quibble with some the pieces of the IR, it was the totality of the package that was being negotiated.


MR. MILLAR:  Okay.  Why don't we get back to the questions here?  14(b) -- did we already take the undertaking, Mr. Battista, for 14(a)?


MR. BATTISTA:  JTE.11, I presume, is 14(a), section 1 and section 2.


MR. MILLAR:  Yes, all of 14(a).


MR. MILLAR:  We're almost done here, so moving to question 14(b).

"On page 66 you compare the rate trend yielded by PEG's proposed PCI for Union's M2 service with the trend in the M2 rate.

(i) Please confirm that in this table the downward trend in this rate from 1995 to 2006 was due chiefly to a marked decline in 1999."


DR. CRONIN:  I will be happy to do that.


MR. MILLAR:  To confirm that?


DR. CRONIN:  Yes.


MR. MILLAR:  Okay.  So the answer is yes?


DR. CRONIN:  No.  I would be happy to confirm that.


MR. MILLAR:  Oh, I see.  So you can't tell just by -- maybe it is more complicated than I thought.  I look at the chart and it seems fairly obvious to me.


DR. CRONIN:  It may be, I just want --


MR. MILLAR:  Should we put this whole thing in an undertaking?


DR. CRONIN:  Yes, please.


MR. MILLAR:  Why don't we add it to JTE.11, and that will be a response to all of question 14.


Okay.  Finally, your summary and conclusions and recommendations.  

"[You recommend] that the GDP-IPI approach be replaced with a mechanism based on industry IPIs."


I looked through this and I didn't really see any other -- I mean if is called recommendations, but that is the only recommendation I saw.  Did I miss something, or what are the other recommendations?


DR. CRONIN:  Well, I may have not given the -- I may not have been as clear with some of the others.


I did talk quite a bit about the need to examine total cost.  I did talk -- because of the reasons that we have spoken about, that in some instances - not all, but in some instances - there have been accumulated inefficiencies that have occurred.


So in order to get a fair break for all of the stakeholders, the regulator should understand what the extent of the potential inefficiencies are before you go into the IR.  It gives you a boundary estimate of what the gains are that could be shared between the shareholders and the ratepayers.


MR. MILLAR:  How would you do that?


DR. CRONIN:  How would I do that?


MR. MILLAR:  Yes.


DR. CRONIN:  Well, you have to analyze both technical and allocative inefficiency.  And that's why regulators like, for example, a number of the European regulators, a number of them have moved to total cost benchmarking, and in the US some of the regulators are now looking at total cost, at least when they look at the prudency of some of the rate requests.


So if you don't look at the total extent of the inefficiency, then you're only looking at a part of it.  And it turns out when you do the research, the part that you're looking at is a minority of the inefficiency.  

So I would recommend that you examine the total -- and that is, for example, I think the thinking on the electric side.  We looked at total cost in 1999 when we put the data together for the electrics.  Now, because of the time frame that we had there, what was structured was a price cap IR.  But the intent was, in second generation, go to total cost benchmarking O&M plus capital costs in order to try to remove those inefficiencies.  You have an idea of what the benchmark might be and you can argue about whether it should be average cost or some kind of frontier cost.  But at least you're incenting the utility to examine its total cost.  

I think the movement in Europe is a reflection of the concern over only looking at marginal changes and not understanding -- I think, for example, one of the reasons why you've seen such, in some instances like the FCC with the telcos or, time and again, in England when you saw explosive growth in profits and ROEs was because they didn't understand the extent of the potential inefficiencies.  

Now, maybe the British were somewhat unique, in terms of the significant extent of inefficiencies.  But even in instances where people have looked at inefficiencies in the US or Canada or Japan, they found sizeable inefficiencies.  

So I think it just makes sense to have more information about the potential for savings than less information.  Then you can make a more prudent judgment.  

The second recommendation would be that there should be an earnings sharing mechanism. 

MR. MILLAR:  Sorry, just on the first.  I won't take much more time on this. 

DR. CRONIN:  I would be happy to -- 

MR. MILLAR:  Maybe you could provide a summary now and if you want to add to that in undertaking, that's fine.  But just to follow-up on your first point.  

That sounds like a lot of work.  I assume that is a big study would be required to meet that recommendation. 

DR. CRONIN:  No.  I think PEG has -- well, I did it in five months for 48 electric utilities, at least in terms of the total cost.  

After the IR, I looked at the -- I actually examined on the electric side, the -- for 19 of the utilities I examined the technical and allocative inefficiency.  

So -- and I did that on my spare time.  

MR. MILLAR:  Okay.  Your second -- I recognize you have stuff about ESM and you think that should be worked somehow into the plan?


DR. CRONIN:  ESM is an absolute essential. 

MR. MILLAR:  Okay. 

DR. CRONIN:  I think the Board has noted, the Board's prerequisite in the natural gas report, I think there are questions about the productivity factor and differential, and other components of the RAM.  And I think it's only prudent for there to be an ESM.


MR. MILLAR:  Okay.  Anything else?  

DR. CRONIN:  Well, I think there are insufficient safeguards on safety and service.


MR. MILLAR:  SQRs, you mean?

DR. CRONIN:  Yes.  

MR. MILLAR:  That was dealt with through a separate process. 

DR. CRONIN:  I think it is insufficient. 

MR. MILLAR:  That is not being decided in that hearing. 

DR. CRONIN:  Unfortunately it's not.  And I think it is a major weakness, because that will be one -- if the IR is not structured appropriately, that will be one of the areas that a utility can cut.  There have been studies that demonstrate that that is, in fact, what they do without the safeguard of penalties within the IR.  

So if you're asking me what I think the essential ingredients are, that may be one of the top on the list.  

MR. MILLAR:  Okay.  Anything else?  

DR. CRONIN:  Would you like any further information on that?


MR. MILLAR:  Well, I don't think it will help us because if is not on the issues list and it is not relevant for this proceeding.  But I do take your point.


DR. CRONIN:  I am trying to go through my 75 pages in my head.


MR. MILLAR:  Maybe what we can do, you offered to provide this in writing.


DR. CRONIN:  Okay.   That's what I'll do.


MR. MILLAR:  Why don't we, any additions you want to make to that list or fill out you can provide that.  

DR. CRONIN:  Okay. 

MR. MILLAR:  So JTE.12. 

MR. BATTISTA:  13, sorry.  12. 

MR. MILLAR:  JTE.12, written response to Board Staff question 15.  
UNDERTAKING NO. JTE.12:  DR. CRONIN TO PROVIDE A RESPONSE TO BOARD STAFF QUESTION 15  


MR. MILLAR:  Thank you, Dr. Cronin.  Those are my questions.  

DR. CRONIN:  Thanks very much.  

MR. BATTISTA:  We normally take a break at about quarter to eleven, but Mr. Aiken had circulated his questions a couple of days ago representing BOMA, LPMA and WGSPG.  And Dr. Cronin, have you had the opportunity to read those questions?  

DR. CRONIN:  I did, briefly.  I was going to say if we could take a bathroom break. 

MR. BATTISTA:  Oh, okay.  Sure.  So how about let's take the break now.  Let's get back here at twenty to eleven.  Thank you.  

--- Recess taken at 10:22 a.m. 


--- Upon resuming at 10:41 a.m.


MR. BATTISTA:  I believe we are pretty much ready to start.  So, Mr. Aiken.

Questions by Mr. Aiken 


MR. AIKEN:  Yes, thank you, Richard.  I am on.  

Dr. Cronin, I think you have seen my questions.  There is only a few of them.


DR. CRONIN:  Which?


MR. AIKEN:  BOMA, LPMA, WGSPG.


DR. CRONIN:  Yes.


MR. AIKEN:  The first question refers to pages 8 through 10 of your evidence, where it talks about the problems in setting the initial X factor in a number of plans and jurisdictions and the subsequent changes in the X factors to reflect excessive rates of return.


The first question on that:

"If the utilities were able to increase their rates of return above a predetermined cap relative to the existing ROE built into base rates, and is adjusted by the current ROE formula to reflect changes in long Canada bond rates, would it be practical and manageable to change the overall X factor during the term of an IR plan?"


DR. CRONIN:  Yes, you could do that.  I don't know that it would be any more difficult than what you would do normally without that approach.


If you want to ask your second part, I can maybe elaborate on that.


MR. AIKEN:  I will ask part B.  

"If the Board were to determine that the X factor should be adjustable during the IR plan term in response to an excessive rate of return, how could the new X factor be determined?"


DR. CRONIN:  Let me answer it kind of in pieces.  Oftentimes in IRs there are fixed factors that don't change until the end of the term, and then there is a review.


In the instances that we're talking about here, in Britain they had this kind of a clawback phenomenon.  There are cases where the X factor does change within the term and it changes annually, and some people call that a variable X factor and sometimes they call it a rate freeze, but it's oftentimes the same thing.


So there have been instances where the X factor does change within the term of the plan.


I think what you're asking me is:  Could you come up with a menu that said a priori, Here's a range of ROEs and when you hit certain thresholds, the X factor is going to change.


MR. AIKEN:  That's correct.


DR. CRONIN:  Yes.  Now, you're doing it going one way in terms of causation.  In two instances, it has been done the way that you're suggesting, but with a different causation direction.  


The FCC did a varying of what you're suggesting, and we, in first generation electric IR, did a variant of what you're suggesting, where we had a menu of options where the X factor went from - I'm doing this by memory - I believe 1.5 up to 2.5.  And the ROE went from -- I believe it went from 10 to 15.


The difference is that the utilities were to choose that prospectively.  So they could choose their ROE, but they would have as a ceiling and they would get a different X factor.


You're suggesting that you do it sort of with a different motivation, but it seems to me that you could do that as you're suggesting.


MR. AIKEN:  Okay.  Part C:

"If the adjustable X factor methodology was in place, would this be sufficient protection to ratepayers so that the earnings sharing mechanism would not be required, or would you still require some form of an ESM?"


DR. CRONIN:  Well, I think it depends upon the details.  I think it might.  It's another way of doing it.  It's one option to have some kind of sharing going back to the ratepayers.  But I think it really depends upon what the details of the two offerings would be.


MR. AIKEN:  Then in part D, I am asking your opinion.  "Would the adjustable X factor methodology be more or less acceptable to the utilities than an ESM?"


DR. CRONIN:  I'm not sure.  Again, it certainly would depend upon what the specifics were of the two plans.  I don't know if there would be an inherent problem with one versus the other.


MR. AIKEN:  Okay.  My second question:

"At page 56, the recommendation presented on this page is that the RAM should be based on industry IPIs and TFPs."

You touched on this with Mr. Millar earlier.

"Can you provide historical IPI and TFP figures that would be applicable to Union and Enbridge?"


DR. CRONIN:  There is no composite set of IPIs and TFPs.  There is what Stats Canada did for 1981 through -- I think it was 1981 through 1997.  So they had that information.  There isn't an industry IPI or TFP.


There was that discussion back in Union's original PBR, that they viewed that as sort of the first step in moving to an IPI and discussed their intent to work with stakeholders to fashion that.


I think if that had been followed -- I'm not faulting Union in any way.  I'm just saying I think people have recognized for a long time that if there were something in place, it would make these kinds of proceedings easier, especially if it were done by an independent third party, or, you know, someone who didn't have, you know...


MR. AIKEN:  Would you recommend going forward that some mechanism be put in place where the information could be gathered going forward so that an IPI would be available for the next generation?


DR. CRONIN:  Yes, absolutely.  One of the things that we did on the electric side was we actually put together a set of information that we went out to the utilities with and put together a historical database across -- well, we collected information from hundreds of utilities back decades to build the capital information upon which you build the IPI.


Then we got ten years of operating data, which for them was very consistent, because that data was largely structured through the accounting officials that Ontario Hydro would send out in the field to actually conduct these filings.  So the data was very consistent.


We collected the historical data, and then we put in place what we called the annual PBR update.  And I know that for two years, and I believe it was 2000 and -- the intent of that annual update was to extend the data series that we had put together for the past, and I had made the comment in the process that I hoped that that data would continue and that, secondly, that there be effort made to ensure that when the eventual and inevitable M&A happened, that the data would be preserved.


Now, it should be according to the accounting standards that are in place at the Board, but one never knows, when these things happen, what happens to the file in the file drawer, but I would recommend the same thing in this instance, that -- and I think PEG -- I am just reading what they had in the report.  I think they had problems with the data between the two companies being somewhat inconsistent or not being -- there not being a long enough time period.  


So, yes, I definitely agree that at this point -- and I still believe that you can do something over history.  But I think, going forward, you definitely have to put in place the reporting requirements to provide this information so that in the future people are not sitting here having the same discussion.


MR. AIKEN:  My third question refers to page 59 of your evidence, where there it indicates that during the period 2003 to 2005 Union was operating under cost-of-service regulation.


DR. CRONIN:  Yes.


MR. AIKEN:  I have asked you to confirm that for 2003, that was actually the final year of Union's PBR plan.


DR. CRONIN:  Yes.


MR. AIKEN:  2004 was in fact a cost-of-service application year?


DR. CRONIN:  Yes.


MR. AIKEN:  And 2005, there was a rate freeze in place?


DR. CRONIN:  Yes.


MR. AIKEN:  Then based on that, does that change any of the conclusions that you presented?


DR. CRONIN:  No.


MR. AIKEN:  Okay.  Those are my questions.


MR. BATTISTA:  Thank you.  I think Mr. Thompson has requested to be next.

Questions by Mr. Thompson


MR. THOMPSON:  Sorry, I'm going to have to move up.  There is no light on the mikes.  I will move up.  

Good morning, Dr. Cronin.  I represent the Industrial Gas Users Association.  I have a few questions.  I wasn't able to get any of them to you in writing, so if you want to reserve on these and answer them by way of undertaking response, that's fine with me.  

DR. CRONIN:  Okay, thank you.  

MR. THOMPSON:  There are eight topics I just want to touch on.  The first one is with respect to your CV.  That was delivered with your evidence.  It is a document of some 20 pages in length and there are a couple of questions I have for you on this.  

The first one relates to page 13 of your CV.  In the middle of the page you talk about gas LDC performance based regulation.  

And the first sentence reads:  
"Following his work for the Ontario Energy Board on electric distribution restructuring..."


Just stopping there.  Could you tell me when you were engaged by the Board to provide this advice and when that retainer ended, approximately.  

DR. CRONIN:  Which?


MR. STEPHENSON:  Sorry.  Are you now talking about the electricity?


MR. THOMPSON:  Yes.  The first part, the electricity only.


DR. CRONIN:  It must have been sometime in the fall of 1998.


MR. THOMPSON:  Okay.  

MR. PENNY:  You're talking about when it started or when it ended?  

DR. CRONIN:  Started, started.  And I can't remember 
-- I think sometime in 2000, but...

MR. THOMPSON:  Let's leave it this way, subject to check, about 1998 to 2000?  

DR. CRONIN:  Yes, yes.  

MR. THOMPSON:  If that's materially wrong, you can let us know by way of -- 

DR. CRONIN:  It may have gone on -- you know, these things kind of went on.  You have these proceedings go, it -- it wasn't supposed to last that long.  Then it just kind of went for a long time relative to the -- we were supposed to be on a three-month retainer.


MR. THOMPSON:  Well, in my business, my clients they call it "evergreening", when it keeps renewing.


All right.  Now, the next part of the sentence goes on:  

"Dr. Cronin was engaged by the OEB to act as an expert advisor to the staff in the first proceeding dealing with the comprehensive reform of gas LDC regulation."


Now, is that the NGF forum process? 

DR. CRONIN:  No.  That was the PBR. 

MR. THOMPSON:  So what case is that all about?


DR. CRONIN:  The Enbridge PBR.  I'm sorry, I'm sorry.  Union.


MR. THOMPSON:  Oh, the Union?  All right.  So the retainer there was from -- starting when approximately and when did it end?


DR. CRONIN:  I would have to look that up.  I don't remember.


MR. THOMPSON:  Okay.  This is the 0017 decision, the Union three-year PBR?  

DR. CRONIN:  Yes, yes.


MR. THOMPSON:  Okay.  It says:  
"Dr. Cronin provided advice on a wide range of issues dealing with the regulatory restructuring of gas LDCs."

That was in connection with the Union PBR, was it?


DR. CRONIN:  Yes.


MR. THOMPSON:  Is that advice in writing?  

DR. CRONIN:  No.  Most of it was -- 

MR. THOMPSON:  Well, one of the features of the Union PBR plan that the Board approved was an earnings sharing mechanism.  Did you recommend that to the Board? 

DR. CRONIN:  I would have to go back, to the extent I have notes -- 

MR. THOMPSON:  Would you check that for me and get back by way of undertaking?  

DR. CRONIN:  Yes, hmm-hmm.  

MR. BATTISTA:  That would be -- 

MR. STEPHENSON:  Mr. Thompson, I don't know, sitting here, whether or not there is any issue in terms of 
Dr. Cronin's constraints in terms of disclosing what advice he provided to the Board in the context of that retainer.  

I just don't want him to go offside, something that --  inadvertently, some commitment that he has made.  

So I would just ask Dr. Cronin to check that.  

MR. THOMPSON:  Subject to that caveat -- 

DR. CRONIN:  To tell you the truth, it has been so long ago and I think I'm three computers later, I'm not sure that -- and since most of it was telephones -- I'm not sure what I have from that period.


MR. THOMPSON:  All right.  Well, I understand.  It's just best efforts.


DR. CRONIN:  Okay.  

MR. THOMPSON:  The reason I ask that question, is you seem to make a fairly strong recommendation in this report for an ESM.


MR. MILLAR:  Mr. Thompson, I'm sorry to interrupt, maybe we will just give that an undertaking number.  Mr. Battista what are we at now.


MR. BATTISTA:  JTE.13. 
UNDERTAKING NO. JTE.13:  DR. CRONIN TO ASCERTAIN, SUBJECT TO WHATEVER CONSTRAINTS ARISE FROM HIS ARRANGEMENT WITH THE BOARD, WHETHER HE RECOMMENDED THAT THE BOARD INCORPORATE AN ESM MECHANISM IN UNION'S PBR PLAN

MR. BATTISTA:  Perhaps a one-sentence description, Mr. Thompson?  

MR. THOMPSON:  I'm sorry, I'm making a note.  I wasn't listening.  

MR. BATTISTA:  Just a one sentence description, please. 

MR. THOMPSON:  Dr. Cronin is going to check to ascertain, subject to whatever constraints that arise from his arrangements with the Board, to ascertain whether he recommended that the Board incorporate an ESM mechanism in Union's PBR plan.  Is that captured, Doctor?  

DR. CRONIN:  Yes. 

MR. THOMPSON:  Thanks.  I was trying to explain why I asked that question, because in this case you have what I characterize as a fairly strong recommendation for an earnings sharing mechanism.  My question is, have you always held the view that these plans should include an earnings sharing mechanism?  

DR. CRONIN:  That's -- have I always held the view?  Well, I think I have been sensitive to the fact there are errors that can arise from these plans and that one should have a backstop, and it just seems to make sense that it would be part of the plan until you've gotten so far down the road that you are comfortable that you've worked out all of the kinks.  

MR. THOMPSON:  All right.  Now just continuing on with your CV.  If you go back to page 12, there's a description of a retainer that you had for a major gas LDC in a regulatory proceeding relating -- related to the company's provision of ancillary services.  

Was that an Ontario LDC?  

DR. CRONIN:  Yes.  

MR. THOMPSON:  Was it Union or was it Enbridge?  

DR. CRONIN:  It was Consumers.  

MR. THOMPSON:  Okay, now Enbridge.  Just flipping back to page 6, you show, in your expert testimony list, three appearances before this Board.  One in November -- well, three.  One in April 2000, one in June and one in November.  

Were those Enbridge-related or Union-related?  Or can you remember?  

DR. CRONIN:  I would have to go back and look.  

MR. THOMPSON:  Can you get back to me on that, please.  

DR. CRONIN:  Yes.  

MR. MILLAR:  That will be undertaking JTE.14, and 
Mr. Thompson, once again, just a short summary?


MR. THOMPSON:  Just advise the clients that Dr. Cronin was representing in his three Ontario Energy Board appearances in 2000.  
UNDERTAKING NO. JTE.14:  DR. CRONIN TO PROVIDE NAMES OF CLIENTS THAT HE WAS REPRESENTING IN HIS THREE APPEARANCES BEFORE THE OEB IN 2000  

MR. MILLAR:  Thank you.  

MR. THOMPSON:  The last question, Doctor, with respect to your qualifications.  This is back on page 10.  It's performance benchmark for electric utilities.  

You say: 

"Dr. Cronin is continuing to work with former staff from the Ontario Energy Board to quantify and evaluate the efficiency of electric utilities using non-parametric techniques."

Is this work being done for the Board?  

DR. CRONIN:  No.  No.  I do it for fun.  

MR. THOMPSON:  Oh, for fun?  

DR. CRONIN:  Yes.  

MR. THOMPSON:  You have to be out of your mind. 

DR. CRONIN:  Well, see, it provides me an excuse to go to interesting places like Montreal for the Canadian Economic Association.  Otherwise, I can't justify to my wife why I should self-fund it.  Of course, in that instance I took her and my child, so that's sort of the excuse.  I need a reason to go to some of these nice cities.


MR. THOMPSON:  Okay.  Well, I'm glad you're having fun.


[Laughter]


MR. THOMPSON:  Let me move on, then, to your evidence.  Just generally with IR plans, you do say in your evidence at page 8, I think it is, about -- well, throughout the evidence you talk about, if you get these things wrong, the consequences can be pretty severe.


At page 8, you make a statement that I just wanted to get you to follow up on.  You say in the first full paragraph:

"For example, a 1 percent bias in the..."


Well, let's read the whole paragraph:

"Regulators did not seem to realize that the change in ex post earnings following the introduction of IR would be extremely sensitive to errors in both the level of initial rates and the formula used to index the cap on revenue or rates.  For example, a 1 percent bias in the offset would raise revenue by 1 percent more than it would have been, but might raise return on assets and equity by 200 or 300 or more basis points, depending on the firm's cost structure, debt equity ratio and tax rate."


My question is:  

"Can you provide us with a hypothetical that will illustrate this phenomenon?"


DR. CRONIN:  Sorry.


MR. THOMPSON:  An example that will illustrate that phenomenon.


DR. CRONIN:  Yes.


MR. THOMPSON:  We can give an undertaking number to that, please.


MR. MILLAR:  Yes, I'm sorry.  JTE.15, and what's that undertaking again, Mr. Thompson?


MR. THOMPSON:  Are you not listening, Mr. Millar?


MR. MILLAR:  I was reading the Star.


[Laughter]


MR. THOMPSON:  It is to provide an example of the phenomenon described on page 8 of the testimony.


MR. MILLAR:  Thank you.


MR. THOMPSON:  You're welcome.

UNDERTAKING NO. JTE.15:  DR. CRONIN TO PROVIDE AN EXAMPLE OF PHENOMENON DESCRIBED ON PAGE 8 OF THE TESTIMONY.


MR. STEPHENSON:  To be clear on that, Mr. Thompson, you're just looking for an illustrative mathematical example as opposed to some real-life occurrence?


MR. THOMPSON:  Yes, exactly.


The assumptions that need to be made to produce that kind of result, that's really what I'm interested in.  Is it a real-life situation?


DR. CRONIN:  Oh, it's happened over and over.  It IS, and, you know, as I said before, the problem with IRs is that oftentimes they're motivated by different reasons.


Like in the US case with railroads, they were going bankrupt.  So congress passed a Staggers Act that mandated that rates rise.  The ICC put in place what we might call now a cap mechanism that was based on IPIs, period.


MR. THOMPSON:  Yes.


DR. CRONIN:  After a period of time, they got so much complaints from the major shippers that rates were rising excessively.  Well, they cleared up the bankruptcy problem, but shippers were now overpaying for rates.


So it took the ICC a number of proceedings evolving through most of the 1980s, you know, with economists coming in arguing one side or another, until they reconciled the fact that, well, to correctly get the trend in unit cost, you needed an IPI, and then you needed the industry TFP, and they got that right.  


In the meantime, you had rates that were rising faster than they should have.


MR. THOMPSON:  All right.  Well, you're going to give us an illustration and that will help me.  What you described you also describe in your evidence.


Let's move on.  You did tell Mr. Millar that your mandate was confined, as I understand it, to criticizing the PEG report; is that right?


DR. CRONIN:  Well, I think examine. I didn't go in with any bias to the PEG report.


MR. THOMPSON:  No, no, I didn't mean to imply that.


DR. CRONIN:  But basically reviewing it and offering my advice about what they had.


MR. THOMPSON:  Right.  And my question is:  Have you read Union's proposals and have you read Enbridge's proposals?


DR. CRONIN:  Not really.


MR. THOMPSON:  Well, then let's go to some of the points that you make in your evidence and with respect to the rate adjustment mechanism, and, in particular, the inflation factor.  Your conclusions on this point, as I understand them, we'll find at pages 70 to 73 of your report.  Maybe I haven't -- well, the rate adjustment mechanism is described in those pages.


I drew from your evidence that you are suggesting that we shouldn't use the GDP-PI (sic) information source to determine the rate of inflation.  Did I understand that correctly?


DR. CRONIN:  Yes.


MR. THOMPSON:  Okay.  You say we should use something else?


DR. CRONIN:  Yes.


MR. THOMPSON:  What is the something else, 25 words or less?


DR. CRONIN:  That something else is -- the theoretically correct and simplest approach to setting IR cap mechanisms is an IPI and industry TFP.  That's all you need.


For whatever reason, once you go to a macroeconomic price index, you have two things that go on.  One is it's an output variable and you're looking for an input variable.  Usually what happens is that inputs goes through a process and come out and you have usually positive productivity.  So there is a difference between output prices and input prices.


The second problem is that the macroeconomic output variable is not just encompassing the industry that you're concerned about.  It's got everything else in it.


So you have to do things to get rid of that.  But, see, in order to do the approach with the macroeconomic variable, you still have to calculate the IPI.  So you have to have that to do the other.  But if all you want to do is to use the IPI, then you just need the TFP.


MR. THOMPSON:  Okay.  So the GDP-PI, am I right, is something that is published?  We can find out what it is at one point of the year, and then I think it is updated at the end of the six months, something like that?


DR. CRONIN:  Yes.  I think it generally comes out quarterly.


MR. THOMPSON:  Quarterly, all right.  Now, is this other thing published, or it has to be derived?


DR. CRONIN:  Well, Stats Canada used to do it.  They no longer do it.


In the case of the electrics, the Board was going to do it each year before the rate adjustment.


So someone would have to do it.


MR. THOMPSON:  Somebody has to calculate it?


DR. CRONIN:  Yes.


MR. THOMPSON:  Just help me.  These may be two practical -- two -- seemingly, two practical questions.


The evidence indicates that the GDPPI, when this stuff started, was 1.86, and the update was 2.04.  Can you tell me what the other number is, the IPI number is, compared to those number?


DR. CRONIN:  I would have to check that.


MR. THOMPSON:  Is it something you have to derive 

from --


DR. CRONIN:  No.  I just have to go back and look at the tables, and then look --


MR. THOMPSON:  Would you do that and just tell me what the number is?


DR. CRONIN:  You want the IPI?


MR. THOMPSON:  Yes.  Compared to those two numbers.  1.86 was when this started out and 2.04 is the update.


DR. CRONIN:  2.04 and 1.86, okay.


MR. STEPHENSON:  I'm not sure that these two folks 

are --


MR. MILLAR:  I think there may be a misunderstanding.


MR. STEPHENSON:  -- communicating here.


MR. MILLAR:  I think what Mr. Thompson is asking for is the comparable numbers for an IPI over that period.


MR. STEPHENSON:  A very specific IPI.


MR. THOMPSON:  That's right.  In other words, if we did it your way, what would the number be?


DR. CRONIN:  Right.  I will go to PEG's report and tell you what they have reported.


MR. THOMPSON:  Okay.


MR. MILLAR:  That is JTE.16, and that is to provide an industry specific IPI number comparable to the GDI IPI numbers found in Dr. Lowry's report.

UNDERTAKING NO. JTE.16:  DR. CRONIN TO PROVIDE AN INDUSTRY-SPECIFIC IPI NUMBER COMPARABLE TO THE GDI-IPI NUMBERS FOUND IN DR. LOWRY'S REPORT.


MR. THOMPSON:  Is that your understanding of what you're doing?


DR. CRONIN:  Yes.


MR. THOMPSON:  I think what you're telling me is it is embedded in his work somewhere?


DR. CRONIN:  Yes, it is.


MR. THOMPSON:  So you're going to pick it up.


DR. CRONIN:  I am not necessarily endorsing his IPI, but I will report what he has.


MR. THOMPSON:  That's fine.  When you do that, perhaps you could tell me whether you agree with it or disagree with it, in terms of the number.  

DR. CRONIN:  Yes.  Yes.  I mean, there is -- the problem here is that his IPI and what he has to do, which is he has to take the Canadian IPI, have to take the difference between those two once you do a macroeconomic variable.  

And the problem is that the IPI and also the difference radically changes, and I mean radical changes.  If you're looking at 1998 to 2005, you get one number, which PEG recommends.  

If I move one year different, 1999 to 2005, I get a very different -- I mean, it's a difference in sign in some cases, then, if I move one more year.  What I will do is report a sequence of the changes.  

MR. THOMPSON:  It's like a Rubik’s cube, you change one button and you get a different number?


DR. CRONIN:  Right.  You would be -- my concern is that you are hard-pressed to say what the right number is, because the number changes so fundamentally.  

MR. THOMPSON:  Well, do it that way, then we will have the range, won't we?  

DR. CRONIN:  Yes, yes.  

MR. THOMPSON:  Okay.  Thanks.  Okay, let's move on to X factor then.  Your evidence indicates -- this is discussed extensively throughout your evidence.  

Your evidence indicates, at least as I read it, that the X factor has a number of components.  And that the X factor is the sum of all of these components.  

As I read your evidence, it shows that the results for particular components and the sum of the components is all over the map from PEG's report to report, and then I think you were saying it is also subject to significant change if you use different weights, samples, time periods and that kinds of thing.


DR. CRONIN:  Exactly.


MR. THOMPSON:  So whatever mix you come up with, you get quite a range.  Is that what you're telling us?


DR. CRONIN:  Yes.  Some of the answers that you get within that range are just not plausible.  They're just beyond -- they're beyond what you would ever expect to get.


So you're changing the sign and you're changing the magnitude of what you find.  And the magnitude is very, very large.


MR. THOMPSON:  Right.  And Mr. Loube did the same sort of exercise, and -- but he came up with a calculation of the range of results.


Then he concluded that the upper end of the range exceeds inflation.


My question is:  Have you looked at the range?


DR. CRONIN:  I've looked at the range for the pieces.


MR. THOMPSON:  Right.


DR. CRONIN:  But I haven't done a summary.


MR. THOMPSON:  Okay.  But would you look at the range that you come up with for the whole and indicate whether you agree that its upper end exceeds inflation?


DR. CRONIN:  Okay.


MR. THOMPSON:  Thank you.


MR. MILLAR:  Is that a new undertaking, Mr. Thompson?


MR. THOMPSON:  Yes.


MR. MILLAR:  We're at JTE.17, and I was paying attention, Mr. Thompson, but you have such a way with words, maybe you could repeat the undertaking.


MR. THOMPSON:  All right.  Dr. Cronin is going to check the range of results that flows from a consideration of the different variables that are used in the PEG report for the total of the elements of the X factor and advise whether its upper end exceeds the rate of inflation.  Did that capture it, Doctor?  

DR. CRONIN:  Yes, yes.  
UNDERTAKING NO. JTE.17: DR. CRONIN TO CHECK THE RANGE OF RESULTS THAT FLOWS FROM A CONSIDERATION OF THE DIFFERENT VARIABLES THAT ARE USED IN the PEG REPORT FOR THE TOTAL OF THE ELEMENTS OF THE X FACTOR AND ADVISE WHETHER ITS UPPER END EXCEEDS THE RATE OF INFLATION

MR. THOMPSON:  Let's move on to the declining average use problem.  You had some discussion of this with Mr. Millar.


My notes indicate it discussed in your evidence at pages 62 to 65, and your conclusions are over on 74 and 75.  

You may have indicated this to Mr. Millar and I am not sure.  But do you agree that the declining average use phenomenon is a problem?  

DR. CRONIN:  Let me first start off by saying that really wasn't part of the scope that I had, because it often isn't part of an electric proceeding.


Let me just say, it's hard to know what you mean by a problem, but I wouldn't try to skin the cat this way.  What I would do is I would have flat rates, and basically recompense the utility for what they actually do, which is distribution and hook-ups, and not have volumetric-based rates.


MR. THOMPSON:  All right.  So you would have a fixed charge for everything?


DR. CRONIN:  Yes, yes.  For distribution.


MR. THOMPSON:  That would solve the problem.


DR. CRONIN:  Exactly.  And it goes back to the Occam’s razor principle.


MR. THOMPSON:  Probably bankrupt Ontario, but that's no problem.  All right.  So have you considered this, this issue?


You criticize the service group, PCI Service Group approach.


DR. CRONIN:  Yes, I have.


MR. THOMPSON:  My question was, well assume it is a problem.  How do you say it should be addressed?


DR. CRONIN:  Well, as --


MR. THOMPSON:  Apart from this fixed rates for everybody.


DR. CRONIN:  Well, again, a lot of this goes back to the problem that you have common and joint costs.  And you have to decide how you're going to allocate those costs.  And there are various ways to do that.


There's some that, you know, academics have proposed and I know there was a mention earlier about a discussion yesterday with Dr. Loube?


MR. THOMPSON:  Loube.  

DR. CRONIN:  Loube.  

MR. THOMPSON:  Is might be Loube in Montreal but... 

DR. CRONIN:  Loube.  And someone mentioned a benefit or -- historically some regulators I believe it was the Tennessee Power Authority actually had proposed using the stand-alone cost measures.


So you can come up with a range of allocations of the costs to various groups, you know, a high and a low and you think you have bracketed the proper amount.  But there is no way to do it down to the cent with any certainty.


MR. THOMPSON:  It's an art.  Not a science.  

DR. CRONIN:  Yes.  And regulators have come up with processes to deal with this.  It's tough to imagine that you could do it, you know, in a few pages in a paper, especially since so much of the analysis is driven by US data.


MR. THOMPSON:  Well, so it's a cost allocation problem, is that --


DR. CRONIN:  Yes, basically.


MR. THOMPSON:  All right.  Let's just leave it there.  

I have my doctorate in cost allocation, in case you're wondering.  Just a joke.

Let's move on to allocative efficiency.  This is discussed in your evidence at pages 13 to 23 and at page 14 you tell us we're flying blind if we don't appreciate this problem.


You discuss, in your report, Doctor, as I understood it, the tendency of utilities to overcapitalize.  Did I understand that correctly?


DR. CRONIN:  Yes.


MR. THOMPSON:  Okay.  I took, from your report, that that concept of overcapitalizing may have two meanings.  And my question is:  Does it have two meanings?  And is one of them too much equity?  And is the second, too much money being invested in capital and not enough in labour?  Does it have these two facets to it?


DR. CRONIN:  You know, it could.  I was thinking more of the latter.


MR. THOMPSON:  Okay.


DR. CRONIN:  But I think one could apply it in the former case.  That wasn't really what I was thinking about.  

MR. THOMPSON:  I'm just interested in what you were talking about.  So you were talking about too much into capital investment and not enough into labour?


DR. CRONIN:  Yes.


MR. THOMPSON:  Okay.  Now, are you suggesting that either Union or Enbridge is doing this, or are you just saying we should look into it?


DR. CRONIN:  Well, I think it would be prudent -- I mean, I don't have any direct evidence that they are or aren't.


MR. THOMPSON:  Okay.


DR. CRONIN:  As I mentioned before, for Union, rates have been flat, so that's a beneficial effect over time, but you don't know what the total cost structure is and whether it is appropriate.


So all I'm saying is academics have found this problem to be true for a number of utilities.  They found it in different jurisdictions, and it has now been a question that other regulators are looking at and at least using, in part, when they structure an IR.


And it doesn't really require new or different data than what has already been collected.  It's just -- and, in fact, as I mentioned, also, we did this with the data that we collected on the electric PBR.  And the Board for a number of years now -- and it was our intent, during that first generation process, I had said that I thought that on the whole that I thought that electric utilities had done a pretty good job, in terms of technical efficiency, but that it was an open question whether or not there was allocative efficiency.  And we didn't have the time in the five months that we had, because were collecting the data, as well, to look at it.


Now, it turns out that ex post they actually did have -- well, when I measured, they were 93 percent technically efficient.


Now, that is higher than was found in the European countries.  That means that on average, the electric utilities were closer to the front tier, but there were a number that did have allocative inefficiency.


Now, other regulators have moved to total cost so that they can examine these issues.


So I can't say that there is or isn't.  All I can say is that you don't need to do -- I mean, in some ways there's no more work required than what has already been done.  It's just a different way of looking at it, and it's being examined.


Oh, the cost level benchmarking is what has been talked about now for years on the electric side.


MR. THOMPSON:  My simple question is:  These folks put pipe in the ground and they deliver gas through it.  So when I go back to my client and tell them -- how do we do this?  How do we check whether -- I mean, if you put pipe in the ground, that costs a certain amount of money.  I suppose you could be spending too much if it was gold type and plastic would do.  


But as between capital and labour, how do we measure whether they have one guy digging and they should have three?


DR. CRONIN:  Well, economists have approaches to this and I can give you some more information on that.


The gas utilities tend to have a higher proportion of capital --


MR. THOMPSON:  Right.


DR. CRONIN:  -- than do other utilities.  So capital is a very large input for that production process.


There are ways of looking at this question.  I mean, they're open to some criticisms, as well, but it is information that one should have before you lock yourself into potentially a five-year period, which may then be the basis for further periods.


MR. THOMPSON:  All right.  Just give me, if you can, in 25 words or less, the sort of metrics that we should be looking at.


Is it dollars per customer?  Is it -- what's the factor that you look at?


DR. CRONIN:  You can do it in terms of dollars per customer.  Why don't I write something in 25 words or less?


MR. THOMPSON:  Do that, please, so we can understand this.


MR. MILLAR:  That's JTE.18, and it is to provide...


MR. THOMPSON:  In 25 words or less --


MR. MILLAR:  Mr. Thompson, what exactly do you want?


MR. THOMPSON:  It's a description of how to measure whether a gas utility is in a state of allocative inefficiency.

UNDERTAKING NO. JTE.18:  DR. CRONIN TO PROVIDE DESCRIPTION OF HOW TO MEASURE WHETHER A GAS UTILITY IS IN A STATE OF ALLOCATIVE INEFFICIENCY.


MR. MILLAR:  Thank you.


MR. THOMPSON:  Then the next piece, another 25 words, if you wouldn't mind, Doctor, is that how do we use that information to influence the design of an IR plan?


DR. CRONIN:  Okay.


MR. MILLAR:  Do you want that wrapped up in that undertaking?


MR. THOMPSON:  Yes, please.


MR. MILLAR:  That is still JTE.18.


MR. THOMPSON:  My second to last topic is earnings sharing, and your evidence is pretty clear on that, but there are phrases used in your evidence, Doctor.  You talk about excessive earnings or returns at certain pages.  I have page 8 and page 67.  You talk about windfall earnings at page 69.  Then on page 12 there is a phrase "supranormal profits".  


Can you help us with the definition of those terms?


DR. CRONIN:  Yes.  First of all, let me state that I am not opposed to incenting the utilities through IR mechanisms, and I think I described earlier that on the electric side we had put forward a proposal that would have allowed the electrics to earn up to 15 percent, subject to my memory being correct, but that they would have had to opt into those higher thresholds with higher productivity factors or X factors.


It kind of goes back to that old statement with Smith Barney.  You know, they make money the old-fashioned way; they earn it.


I don't mind the earnings, but they should be based on appropriate incentive plans.  


But what we've seen is, for example, in the US where the FCC got the IR incorrect, where you had the local exchange telephone companies who were regulated earning 29 percent, which was the second-highest return reported by Forbes among their industry categories.  And the people that they were selling the excess to, the ISCs, were earning 2 percent, which was the lowest-reported earnings.


Now, that was because the IR mechanism had been inappropriately structured and the price cap was increasing too much each year.  At the end, the FCC was raising the price cap very substantially, but they were always behind and always underestimated the capacity of the phone companies with technological change and cost restructuring.


So that would be supranormal profits, where you are not only doing well from a regulated point of view, you know, 8, 9, 10, 12, 15 percent.  You're the second highest in the economy with 29.


The British talked about these kind of phenomenon and the explosion in earnings.  Now, at the beginning, it was a government deal with these entities, like British Gas.  It wasn't necessarily the regulators that put these plans in place.  But the regulators underestimated the appropriate X factors, and, ultimately, they experienced a sequence where not only were they doing rebasing at the end of the five-year term -- and it was very substantial increases in the X factor.  They actually went in, in one case, I think in the second year of a five-year term, and raised the X factor and rebased the rates.


I mean they were double-digit rebasings, and it wasn't one instance.


MR. THOMPSON:  Okay.


DR. CRONIN:  So this is -- so I'm coming from a context of where I say 10 to 15 percent in the instance that we looked at.  But we had looked at the -- I looked at 48 utilities.  I had decades of data.  I had analysed the TFP performance of the 48 utilities.


So we had some idea of -- and we were looking at the dynamic adjustment of the utilities.  So we had some idea about what was feasible.


So I'm saying that I think the utilities should be incented, and I hope they do get the appropriate incentive, and I don't mind them getting, you know, the appropriate earnings.


MR. THOMPSON:  But they should earn it?


DR. CRONIN:  Yes.


MR. THOMPSON:  Right.  Okay.  The last topic is the service quality requirements.  You discussed this with 

Mr. Millar.  I don't know very much about this, but I wanted to ask you this question.  

In Union's evidence that you haven't read, they say that about service quality requirements, they say that there was an amendment to the Gas Distribution Access Rule and they say that the amendment related to service quality requirements is included as Appendix K to that order and it is on the website.  

Have you looked at that, to see whether it addresses your concerns?  

DR. CRONIN:  I had looked at the access code sometime ago and I viewed it as seriously deficient.  It didn't deal with safety and it didn't deal with most aspects that a regulator should deal with, like safety.  As far as I could tell safety was completely absent.  

It didn't deal with what we might consider to be reliability issues, and when you compare it, for example, to plans that were put in place -- when Massachusetts restructured, they did gas and electric together and they had -- ultimately they got to where they had very comprehensive SQRs even for gas, and the same in California where there were penalties associated with under-performance.  

Clearly in gas, I mean we've had several instances where we've had significant explosions, just one not too long ago, I mean a matter of weeks ago in Massachusetts where there was a hook-up going on, I think it was with a contractor, and something happened with the hook-up and it blew up the house.  I mean we've lost whole neighbourhoods.  

So when you screw up with -- excuse me -- when you let me reverse that or back up.  

MR. STEPHENSON:  It's okay, Dr. Cronin.  We're grown ups in Ontario.  We understand what you're talking about.  We know what a screw-up is.  

DR. CRONIN:  The problem with gas is, when something goes wrong, you can lose, you know, you can lose significant infrastructure and people.  And so I don't understand, and we have prepared some testimony having to do with this, but then it got eliminated from the Issues List.  But you know, we had put together some information on what had happened in Massachusetts and California and delineated the kinds of service quality requirements having to do with safety and reliability and customer service.  

At least my reading of the access information, I viewed as being deficient in those areas.  This is an area that historically, we've seen utilities being able -- being willing to compromise when they get into an IR, unless the IR is structured so that it counterbalances the natural tendency to maximize profit through cuts in these areas.  

MR. THOMPSON:  Okay, thank you very much.  Those are my questions.  

MR. BATTISTA:  Okay.  I believe Schools and then VECC and then EGD.  If you like that order, I guess we could start with Schools.  It's about 20 to 12.  Unless, do you think we could get done by lunch break?  

MR. SHEPHERD:  I will be done by lunch the break.  

MR. BATTISTA:  Okay.  

MR. SHEPHERD:  I can't speak for others.  
Questions by Mr. Shepherd 

MR. SHEPHERD:  Let's start with the whole question of benchmarking, because I guess -- you've said on page 3 (i) of your Executive Summary: 
"It is imperative that the Board examine the current operating efficiency of the Ontario gas distributors by benchmarking them on total costs, not changes in technical efficiency."


I guess I'm going to come to allocative efficiency in a second but I want to ask a more basic question.  I didn't see where Dr. Lowry looked at the two gas utilities and said, this one is more efficient than this one or this one is more efficient to the peer group.  

I saw Dr. Lowry compare changes in efficiency over past time, but I didn't see a comparison of current efficiency.  

DR. CRONIN:  That's correct.  

MR. SHEPHERD:  Do you think that a comparison of current efficiency is required?  

DR. CRONIN:  I would do it.  

MR. SHEPHERD:  How would you do that?  

DR. CRONIN:  Well, there are analytical techniques that allow you to benchmark utilities against each other.  

And to look at those that are most efficient and then to compare the other utilities to those efficient firms.  

MR. SHEPHERD:  Okay.  Go on. 

DR. CRONIN:  You can then decompose the inefficiency into technical and allocative. 

What people have found historically is that the allocative is more sizeable than the technical.  

MR. SHEPHERD:  All right.  Then once you've done that, so once you've done a snapshot in time comparison of the two, let's say you find one utility is more efficient than the other on technical or on allocative or on both, then how do you use that in the IR design?  

DR. CRONIN:  Well, I think I was asked to comment on that through an undertaking.  

MR. SHEPHERD:  I understand that.  

DR. CRONIN:  Basically it gives you an idea about -- well, what the Norwegians did, and this is sort of the approach they used, they took a long-term view of the regulatory process and they collected the information that you would need through cost-of-service regulation.  Then they undertook a sequence of IR plans, a very short cap plan and then they moved into a series of total cost benchmarkings.  

And they looked at the extent of the total inefficiency, and then they set their X factor based on the range of total inefficiency.  

So for example, I'm doing this from memory so I will have to check, I mean if I'm incorrect, I would like to correct the information.  

But they said -- what they had found is that most of the efficiency improvement in Norway came from the frontier firms.  That those were the ones who had the most improvement in efficiency.  

So -- 

MR. SHEPHERD:  Let me just stop you there.  That would seem obvious to me, that's why -- 

DR. CRONIN:  No, no.  I mean over time.  Changes in efficiency over time were continuing to be by the most efficient.  

MR. SHEPHERD:  Set ones that had the least opportunity to be efficient because they were already at the front tier. 

DR. CRONIN:  Yes.  Were pushing the front tier further out. 

MR. SHEPHERD:  Okay, go on.  

DR. CRONIN:  Now, when we looked at the data for Ontario, we found the Ontario firms to be more technically efficient, but we didn't find -- we didn't necessarily have the same conclusion that they did about who was driving most of the efficiency.  But absent that, what they said was, we're going to structure an X factor that reflects this difference in efficiency.  

And we're going to have a two-part X factor.  One part will be for everybody, and that was based on their estimate of front tier improvement.  Sort of, you know, what's the feasibility?  

So they came up with a fixed X factor of 1.5.  

MR. SHEPHERD:  So what you're saying is that if -- they assessed it, the front tier firms should be able to achieve a 1.5 percent annual improvement in productivity?  

DR. CRONIN:  Yes.  

MR. SHEPHERD:  Already.  So they applied -- they then said everybody has to do that at least. 

DR. CRONIN:  Yes.  And they do too.  

MR. SHEPHERD:  Yes.  

DR. CRONIN:  Then we're going to have a second part of the X factor, which could range from zero to 3.  Zero for the front tier firms, and 3 for the most inefficient.  So you go from 1.5 to 4.5.  

And we're going to do this over, I think, five years.  And because of the adjustment dynamics – now, when we looked at Ontario, we found that there were significant adjustments that went on within the utility's cost structure even within a three-, four-, five-year period.  

But obviously you probably can't adjust even over a five-year period to where you should be.  

So what they said in Norway, was:  We're only going to require the most inefficient or maybe it was all of the inefficient.  But anyway.  They only had to eliminate, I want to say 38 to 40 percent of the inefficiency over that period.  Okay.  Then you started a new five-year period.  

So they then looked at the inefficiency and they did a second round.  And those who had -- those who were still inefficient had another five years to eliminate, say, another 30 or 40 percent of that.  So that at the end of ten years, you had eliminated the vast extent of the inefficiency.

Now, they took a very long-term view, but what they found was they found that after they went into the IR, firms started to reduce the level of investment.

Now, that could be for two reasons.  It could either be that they were overcapitalized, and at least with the Norwegians, it is very hard -- I mean, they publish little in English.  And I have been communicating with them through personal correspondence, but they don't publish everything in English.

So I'm not sure to what extent they actually looked at this whole question of allocative inefficiency going in.  They had total inefficiency they were looking at, and maybe they just didn't publish what the breakout was.


But it could have been either that the firms were shutting the overcapitalization, or it could have been that since there were no stringent SQRs at the beginning, that they were cutting due to that reason.

So what they did in Norway was they structured an SQR system which is very, very, very imaginative.  They didn't ask the question -- or they didn't approach it from, Let's increase reliability ad infinitum.  What they said was, We want to find out what the right level of reliability is, or safety, and we will do that by looking at the customer costs that are associated with, say, disruptions on the distribution networks.

So they calculated the costs that were borne by the customers.  Now, when a utility looks at their planning process, they, in turn -- I mean, they only deal with information that's internal to them or optimization issues that are internal to them.  So they looked at capital and they looked at O&M.

What they did in Norway was they said, Oh, no, utilities, you have to treat the -- we're going to calculate these interruption costs or disruption costs for each utility, and you have to include this in your cost optimization problem.

MR. SHEPHERD:  That's actually a standard technique, revealed preference or something like that?

DR. CRONIN:  It's not standard in -- as far as I know, it's the first time a regulator has done this.

But, I mean, yes, in terms of motivation, it would be a standard technique.  What you want to do is you want to get the factors that are important into the incentive structure of the actor who is going to put this in place.

So they said, We want to calculate the socially optimal level of disruption costs, okay, and then we will back out from that what should happen in terms of infrastructure investment and O&M expenditures.  So that's how -- then they did this over a fairly long period.  It might have been 15 years from start to finish.

But it wasn't as though they saw the whole thing from beginning to end, like with the SQRs, which became a problem.

They acted with what I view as pretty expeditious approaches to get a handle on this.  I mean, they put information -- they had been collecting information on detailed reliability for some years, but they continued to add to that as they see need to expand their information base.

MR. SHEPHERD:  It sounds like the approach -- I know we're going way off topic, but this is interesting, so...

It sounds like the approach they took in reliability and safety was the same as in financial efficiencies or operating efficiencies, and that is they figured out what direction they wanted to go in and they just started moving in that direction.


DR. CRONIN:  And in summarizing, if you don't get the utility behind the program, then you're not going to make much headway.

So what they've done is they figured out where they want to go, and then they've structured a program to incentivize the utilities to move in that direction.  I think they have taken a pretty thoughtful approach in terms of how they've structured their idea of, How big is our problem and over what period of time can we expect to make improvements?

MR. SHEPHERD:  How big a job would it be for the Board to assess the current -- to benchmark the current efficiencies of the two major gas utilities in Ontario?

DR. CRONIN:  Well, it's no more work than what was done here, and since the data has been largely collected, I think, you know, in terms of going forward, it would be a marginal addition.

MR. SHEPHERD:  But we're late in the process to do that; right?

DR. CRONIN:  Well, what I'm saying is -- and I've recommended this on the electric side for the reasons -- I've talked at technical conferences on the electric side about why O&M benchmarking is a terrible idea, because it completely distorts the results.

Even if you put it in place, let's say it were true, I mean, you have accurate information, you're incentivizing them to cut O&M and they can do that just by capitalizing labour.  I mean, why do you want to cut something until you know whether or not you are accurately measuring it, if you're going to get to where you want to go?  But, see, the data is there and so it is easy to do.  So I will measure that because I have it.  

Now, it turns out that the data on over-capitalization have actually been collected by the Board.  We put in place that process.

Unfortunately, as we talked about previously, some of these ideas have percolated through prior IRs.

I think the Norwegians have maybe done the best job of anyone that I know.  Now, my question about the Norwegians -- and maybe they just have a better way of dealing with the differences.  You know, certainly in America, you know, we tend to battle it out.  And I'm not sure that you get to the optimal or, you know, as close as you can.

They seem to have figured a way out of understanding the problem, collecting the data to measure it, putting in a structure that corrects that problem, and as these contingencies arise, you know, getting the process put in place that will help them correct that down the road.


It is late in the process, but this is an important issue.  It is something that should be looked at.  

I guess what my surprise was, since the Board for so many years, even going back to when we did first generation, we said -- you know, and we looked at total costs even back then during the five-month process.  But we said, you know, for a number of different factors, we weren't going to apply that information in the first generation, but we structured this range of IRs.

It was sort of along the same lines as the -- although -- and we had been talking to them actually back then.  And we were kind of struck with this idea that they had found, that it was the front tier firms who were pushing the technology and the improvements.

So we had structured this menu so that firms that were inefficient but could be motivated to improve, would choose a higher number, and yet the efficient firms, at least according to the Norwegians, would still have an opportunity to continue to, you know, reap the benefits.

So it is late, but I don't think it is too late.

MR. SHEPHERD:  I will have to think about that.

Let's talk about allocative efficiency.  By that I am understanding -- I'm not an economist, as you will readily see.  You're talking about the allocation between spending money on capital and spending money on operating costs; right?

DR. CRONIN:  Yes.

MR. SHEPHERD:  You've said on page 17 of your material:
"Data filed with the Board would seem to support the notion that the gas distributors may be overcapitalized."

So what data is this that you're talking about?

DR. CRONIN:  In prior IRs there was discussion, and there was discussion about the capital performance of the gas utilities.

MR. SHEPHERD:  Yes.

DR. CRONIN:  And comparisons made between those gas utilities and other gas utilities.

MR. SHEPHERD:  Yes.

DR. CRONIN:  Now, it was not conclusive, and I'm not suggesting that that's the only reason why one would conclude that there is overcapitalization.

I'm just saying that it has been found in other jurisdictions, it's consistent with the motivations that COS incents, and it would be prudent to look at that.

MR. SHEPHERD:  Well, okay.  But you're not saying they might be overcapitalized.  You're saying, based on the data we have, it looks like they are?

DR. CRONIN:  No, no.  I'm not being that definitive.  I'm just saying that the issue of capital has come up before.  And I've given the references in the testimony in those cases and -- I'm just saying that this has come up before.  

I'm not saying that is conclusive, but I'm saying that there are examples in other jurisdictions.  And I would examine this issue.  

MR. SHEPHERD:  Okay.  So I'm not disagreeing that it is true, I just want to know where the data backing up your statements is.  

So you made that statement on page 17 and you made a similar statement on page 22, where you say, referring to EGD and Union: 
"As is typical for utilities that have been on cost-of-service regulation, each may have overcapitalized their operations resulting in non-optimal input ratios with associated higher costs and rates."


So I wonder if you could undertake to provide us with the specific data and sources of information -- 

DR. CRONIN:  Sure. 

MR. SHEPHERD:  -- that are the basis of those two statements, 17 and 22. 

MR. MILLAR:  Undertaking JTE.19, and I think you have already stated it very clearly, Mr. Shepherd.  

MR. SHEPHERD:  Thank you.  
UNDERTAKING NO. JTE.19:  DR. CRONIN TO PROVIDE SPECIFIC DATA AND SOURCES OF INFORMATION THAT ARE THE BASIS OF STATEMENTS 17 AND 22


MR. SHEPHERD:  Then still dealing with that question.  Again, this will show my ignorance, but are there standard measures of capital intensity that you would use in this context?  

DR. CRONIN:  Standard?  

MR. SHEPHERD:  Ways of identifying how capital intensive this utility is as compared to this utility?  

DR. CRONIN:  Well, yes.  There are approaches.  Let me think about that and get back to you.  

MR. SHEPHERD:  I'm looking for a metric that we could use to apply to these utilities and, indeed, to a peer group, if you like, to see where they stand. 

DR. CRONIN:  Okay, okay.  

MR. SHEPHERD:  I think that is an undertaking.  Sorry to interrupt you. 

MR. MILLAR:  JTE.20, and Mr. Shepherd could you repeat the undertaking, please.  

MR. SHEPHERD:  Can you advise us as to an appropriate metric to compare the capital intensity of gas utilities.  
UNDERTAKING NO. JTE.20:  DR. CRONIN TO ADVISE AS TO THE APPROPRIATE METRIC TO COMPARE THE CAPITAL INTENSITY OF GAS UTILITIES


MR. SHEPHERD:  In this context, right.  

Then I want to turn to -- a lot of this stuff is covered.  

Let's talk about ESM.  You said earlier and you have said here, in this paper, that the Board's rejection of an ESM is based on the notion that you have a robust X factor.  Right?  

DR. CRONIN:  Yes. 

MR. SHEPHERD:  I take it you're agreeing that if you have a robust X factor, that you don't really need an ESM.  You get the X factor right, then the ESM is superfluous.  

DR. CRONIN:  Early on in plans, I mean I don't know why you couldn't have both.  If you give enough leeway on the ROE, so that you're only protecting on huge upsides, you know, I'm not sure that I would agree with the robust would eliminate ESM.  

MR. SHEPHERD:  Well, okay.  There are two parts to this, so let me deal with the first part so I am clear I understand.  

The point of having an ESM is that regulators have traditionally, I guess because of information asymmetry, have been unable to get really good IR programs, at least early on.  So the ESM protects the regulators from their own mistakes -- 

DR. CRONIN:  Yes.  

MR. SHEPHERD: -- in the design?  

DR. CRONIN:  Could I interject here?  

MR. SHEPHERD:  Sure. 

DR. CRONIN:  Maybe this didn't come out in my thought process in the paper.  But, see what I was partly concerned about was -- again this is kind of the piecemeal nature of this.  There was discussion earlier and it may have been the Board Staff paper which had talked about I thought it was a 400 basis point.  This is a long time ago.  

MR. SHEPHERD:  Right.  

DR. CRONIN:  And then there was going to be an off-ramp.  

Well I thought wait a minute.  If they go up 400 basis points -- and that would not be inconsistent with what we saw in other places -- what are you saying?  You're going to end IR?  And what are you going to do?  Go back to cost of service?  

I mean I didn't see what the -- 

MR. SHEPHERD:  Well, okay.  Can we take this in baby steps because you're leaping ahead and it is harder for me to follow.  So let me start earlier, okay? 

The basic concept is, regulators can't get IR plans right.  And so an earnings sharing mechanism provides a protection against that.  

DR. CRONIN:  Yes.  

MR. SHEPHERD:  Okay.  The other side of it is that an earnings sharing mechanism blunts the incentives.  

DR. CRONIN:  Yes.  

MR. SHEPHERD:  And so it is a trade-off.  

DR. CRONIN:  Yes.  Can I also add something?  

MR. SHEPHERD:  Sure.  

DR. CRONIN:  Since it blunts the incentives, it also gives them less motivation to cut things like service quality.  

MR. SHEPHERD:  Well, because the incentives are both good and bad.  There are incentives to be more efficient and incentives to play the game. 

DR. CRONIN:  Exactly, right.  

MR. SHEPHERD:  So you blunt both incentives, the good ones and bad ones.  So it is a fairly rough tool?  

DR. CRONIN:  Yes.  

MR. SHEPHERD:  So what you're proposing is, in the design of the earnings sharing mechanism, you try to be deft enough to leave room for the efficiencies, but not leave room for the playing around.  

DR. CRONIN:  Well, my concern is, if they earn it, let them have it.  I have a broad idea about, you know, what kind of ROE, at least back when we did the first generation.


But my concern is, if you have something like they have experienced in other locations it's going to go way beyond that.  If you have an ESM, it protects against that.


MR. SHEPHERD:  What I don't understand is how an earnings sharing mechanism distinguishes between good operational changes and bad ones.


I mean, it's always the case, isn't it, that the bad ones tend to be easier to implement?


DR. CRONIN:  Well, I don't know.  I think I'm kind of losing...

MR. SHEPHERD:  Look at it from the utility's point of view.  They're incentive is improve their ROE.  So you give them a certain amount of room.  You say here, you have 400 basis points that you can -- if you can improve your ROE by that much.  You get to keep it.  All right.  

Then there is nothing in the earnings sharing mechanism that says they have to do that in good ways by --   

DR. CRONIN:  No, no, that's why you have to have the SQR or whatever other constraints you want to place on them like they have done in Norway where they have internalized the disruption cost.  

MR. SHEPHERD:  Yes.  

DR. CRONIN:  Right.  

MR. SHEPHERD:  Okay, I get that.  

So then let's come to the other side, the robust X factor.  If you -- in the perfect world, you have exactly the right X factor, and it lasts for exactly the right period of time.  And you agree, you don't need an ESM, right?  You might want to have any one anyway but you would never use it in a perfect world. 

DR. CRONIN:  Right.  If it is structured correctly it won't become operative.  But the problem is, you don't have perfect information and it is really hard, it's really hard, especially at the beginning, to get things that perfect.


MR. SHEPHERD:  Okay.  So I guess, then, the question I would ask is, when you're talking about a robust X factor, you've talked in detail about the PEG report.  But you haven't actually proposed any different ways of approaching the X factor, except to use industry productivity --


DR. CRONIN:  Right. 

MR. SHEPHERD:  -- standards?  Otherwise you haven't said that here's a different way of setting it that would work better; right?  

DR. CRONIN:  No.  

MR. SHEPHERD:  One of the things in the X factor -- 

DR. CRONIN:  Again -- 

MR. SHEPHERD:  Go ahead. 

DR. CRONIN:  The complication the way the X factor is proposed.  Let's say that the productivity factor is reasonably robust, I mean I'm just assuming, okay.  Then you have to look at other components of the X factor, like the input price differential.  

MR. SHEPHERD:  Yes.  

DR. CRONIN:  And, you know, that has been an area where, I think, error has occurred in a number of plans.  And for years regulators ignored those other factors.  

So you could have, you could easily have an error in the IPD that was much larger than the error in the PD or the PF or the TFP, whatever.

So you have to scrutinize both of those components -- so, yes, you have to be diligent about both of those.

MR. SHEPHERD:  I'm going to leave the equation part of the discussion to others, but I do want to ask about the stretch factor, because that is a key component, that you can make the X factor more robust by having a more aggressive X factor -- or, sorry, a stretch factor; right?

DR. CRONIN:  Yes.

MR. SHEPHERD:  But you haven't proposed, that I can see, a way of empirically determining the stretch factor; right?

DR. CRONIN:  No.  And I don't want, on the surface -- I don't have any real problem with what PEG has recommended on the stretch factor.

I mean, I think it's a plausible amount.

MR. SHEPHERD:  As I understand what you've said, you've said PEG just went and picked 50 basis points out of the air, which is true, they did.

DR. CRONIN:  In terms of precedence, it's a reasonable amount.  What I think a better approach would be is what the Norwegians did, where you're looking at the -- you have to have some basis for evaluating what the bottom line is.

The Norwegians approached it kind of from the top down by saying, What's the extent of the inefficiency?  How are we going to measure that?  How are we going to assign different improvement factors?  And then having them improve over a period of time as opposed to doing it from the bottom up.

MR. SHEPHERD:  So they said, You're less efficient.  We're going to give you a bigger stretch factor?

DR. CRONIN:  Yes.

MR. SHEPHERD:  Then it is just a matter of getting the number right?

DR. CRONIN:  Yes.  It is basically trying to come up with an amount that you think is a reasonable amount that can be adjusted over the period during which you're having the IR.  And, again, I believe they were looking at 38 to 40 percent, or something in that range, over five years, to be followed by another five-year term.

MR. SHEPHERD:  All right.  Just a couple of other sort of clean-up things that I didn't understand.

A lot of your paper is criticizing Dr. Lowry's changes from March to June to September.  And I take it, from his answers at the technical conference and from his -- the nature of his questions as he has asked them to you, as Board Staff asked them to you, that he's basically saying, he was listening to the input and responding to it.

You're not intending to criticize the fact that a consultative process was used to get to work on the report, are you?

DR. CRONIN:  No.  I'm just concerned that there are inconsistencies over time and there are inconsistencies at any point in time, whether it be March or June.  I haven't seen enough of the September results in the manner that I can easily compare.  I mean, it would take an endless amount of time to try to reconstruct September results.  I don't know if I could.

But there are inconsistencies within the September -- within the June report.  So I'm pointing out that, you know, at some point the Board is going to have to end this process and come up with a way to...

MR. SHEPHERD:  Here is where I'm going with this.  You've said, for example, that his change in the construction index is an improvement; right?

DR. CRONIN:  Yes.

MR. SHEPHERD:  So you're not objecting to the fact that he listened to what people said and said, Oh, no, that is a better way; I'll do that?

DR. CRONIN:  No.

MR. SHEPHERD:  That's a good thing; right?

DR. CRONIN:  Yes.

MR. SHEPHERD:  I can't tell in reading your report, for the many changes that you have criticized, whether, in the end, you're saying, Changes in general are wrong, but this one is good and this one is good and this one is good because they got better results.

Can you identify those, which ones are improvements?

DR. CRONIN:  Yes, I guess I could, but my concern is that we have a June report, which is what we're talking about now.  We have changes to the September -- we have changes in September, which I haven't seen a draft of a report that would allow someone to compare September with June and March.

All I know is that the peer groups changed pretty significantly, and there is no report that I can use to say why it may or may not make sense.

If I look at the June report, I see two sets of inconsistencies.  I see serious inconsistencies when I look at, say, the price data, the two prices, okay.  They don't really resemble each other.  One year one goes up, one year one goes down, and it is not a little difference.

MR. SHEPHERD:  Which suggests that something is wrong with the underlying data?

DR. CRONIN:  Possibly.

MR. SHEPHERD:  With the formula?

DR. CRONIN:  Formula.  I mean, it could be -- you know, my scope of work is not down to that level.

MR. SHEPHERD:  Okay.

DR. CRONIN:  The second set of inconsistencies is what you get when you then use that data.  So in the end you've got to pick a period and you've got to say, Well, okay, over that period, what happens?

When you do that, what you find out is they picked a period.  They used COS 1998 to 2005, which I think was basically different in both respects to what they had in the March report, but whatever.

You look at COS 1998 to 2005, they get a number, 0.27 and 0.22, for the IPD.

You look at 1999 to 2005, 2000 to 2005, 2001 to 2005, the numbers are nothing like the 0.2 to 0.27.

MR. SHEPHERD:  You actually have a chart comparing that material?

DR. CRONIN:  Yes.

MR. SHEPHERD:  I understand that you think that change -- this is like a sanity check; right?

DR. CRONIN:  Right.

MR. SHEPHERD:  When you see the results, you look and you do a sanity check and say these results make sense.

DR. CRONIN:  Right.

MR. SHEPHERD:  I understand that.  So I guess what I'm going to ask you to do is, in the various changes from one report to the other that you've criticized, can you identify those that you see as improvements, where the change has resulted in a better result; okay?

If you can undertake to do that, I would appreciate it.

MR. STEPHENSON:  Before he does that, I just have no idea what the scope of that undertaking is, before I get him to agree.

MR. SHEPHERD:  Maybe I could clarify.  There are changes referred to specifically in the report.  I'm only talking about the ones that you've dealt with in your report.  Just identify which ones are the ones that are good ones.

DR. CRONIN:  Yes.

MR. SHEPHERD:  Okay?

MR. STEPHENSON:  We will do our best on that.  I just am not 100 percent sure how manageable that task is, but we will do our best.

MR. MILLAR:  That is undertaking JTE.21, and it is to identify the changes in Dr. Lowry's report that are discussed in Dr. Cronin's report that are good changes, prudent or -- improvements.  Improvements, thank you.
UNDERTAKING NO. JTE.21:  DR. CRONIN TO IDENTIFY CHANGES IN DR. LOWRY'S REPORT AS DISCUSSED IN HIS REPORT THAT ARE IMPROVEMENTS.


MR. SHEPHERD:  I have just three other questions.  The first is:  You had a discussion, I think with Mr. Millar, a few minutes ago about -- you were basically comparing cost-of-service to incentive regulation, and I guess because it seemed like you were being critical of incentive regulation.  You're not; right?

DR. CRONIN:  No, I'm not.  I'm not.

MR. SHEPHERD:  You don't think that cost-of-service is better than incentive regulation?

DR. CRONIN:  I think it is different.  I think there are reasons why you would want to move to IR, and we did that in first generation electric.

MR. SHEPHERD:  Okay.  Then the next is, on page 62 of your report, you talk about the ADJ factor, the adjustment.

Tell me whether I understand correctly what you're saying, that the problem with this factor that PEG has proposed is that he didn't have proper data to make the decision.  If he did have the proper data, conceptually it could be a correct adjustment; right?

DR. CRONIN:  Well, no.  He doesn't have the data, and, as I said before, the way that this has been approached in the past is a couple of different approaches.  The one I talked about was trying to get the stand-alone costs as one measure of the boundary for cost allocations.

No.  I'm not suggesting that their approach is appropriate, either.  

MR. SHEPHERD:  Okay.  I guess I didn't see your criticism of the approach here.  I saw your criticism of their poor data.  And I agree with you, in fact.  

But you identified the data that they needed to do this, that is data on cost of elasticities by service line and rate class for each utility.  

And are you saying now you, that if they had that data   you could not construct a valid adjustment factor?  

DR. CRONIN:  I think you would need a proceeding like this to vet that question.  

MR. SHEPHERD:  But we have this proceeding, so...

DR. CRONIN:  Well, I explained the way I would look at this and I think there was a discussion yesterday about how someone would do it.  

MR. SHEPHERD:  All right.  On page 66, you have a table.  

You're not saying that because Union has had no increase for the last 12 years, therefore, empirically, they should have no increase for the next 12 years; right?  

DR. CRONIN:  No, I'm not saying that.  

MR. SHEPHERD:  But you are saying that because they've had no increase for the last 12 years, PEG's numbers giving them increases for the next period of time are wrong.  

DR. CRONIN:  I'm saying that if you take PEG's approach and you look at what would have happened over history you could have a very different history.  

And yet the levels of inflation and things that affect what would have happened aren't radically different.  So if you applied their proposal over history, you get rates that are different than what happened over history.  

MR. SHEPHERD:  I'm just trying to understand.  The logical implication of that is that if you applied the historical data to the future, you would get no rate increase for the next five years because there wasn't for the last 12 years.  

DR. CRONIN:  Well, circumstances may change in the future.  I'm not saying that the rates over the next five years would not increase.  I'm just saying, there are various ways of evaluating -- as a sanity check.  One is to try to do some kind of future forecast, know, what would happen if sort of a counter-factual.  

I'm simply saying, you know, it would be interesting to take the real data and have a gain and simulate what would have happened if this proposal were put in place over history.  

MR. SHEPHERD:  It is called backcasting; right? 

DR. CRONIN:  You could call it sort of backcast.  Yes, I don't know if I would call it backcasting, but you could, you know...

MR. SHEPHERD:  It's, in fact, criticized in many statistical analyses, as an inappropriate way of testing data; right?  

DR. CRONIN:  Well, this is not a statistical analysis.  I'm not doing a statistical analysis.  I am just taking the real data and I'm saying, let's have two five-year terms and we'll rebase in the middle.  And let's see what kind of rates we would have had and we will compare them to the rates that existed.  

MR. SHEPHERD:  Okay.  So then what I wonder, you only have the Union chart here.  Union was unique because, in fact, their rates over the 12 years were slightly lower than at the beginning.  

Can you give us the same for Enbridge?  

DR. CRONIN:  Can I just offer a general comment?  I've only got till Tuesday -- I'm not leaving here until tomorrow morning.  The most important thing for me is Saturday afternoon my daughter is pitching in the town championship against a girl three years older.  So I am going to spend Saturday afternoon at the ball field.  What I can do Saturday, Sunday and Monday in terms of -– I guess I'm going to have a problem logistically, you know, getting all of this back by Tuesday. 

MR. SHEPHERD:  I don't mind if it is a little late.  

DR. CRONIN:  All right.  

MR. SHEPHERD:  So that is an undertaking. 

MR. MILLAR:  Yes.  JTE.22, that is to provide a table comparable to table 5-15 for Enbridge Gas Distribution.  
UNDERTAKING NO. JTE.22:  to provide a table COMPARABLE TO TABLE 5-15 FOR ENBRIDGE GAS DISTRIBUTION


MR. SHEPHERD:  All right.  Then I actually do have one more question, and that is, as I understand it you haven't looked at the applications of Enbridge or Union at all; right?  

DR. CRONIN:  No.  

MR. SHEPHERD:  Is it your intent to before this process is finished?  

DR. CRONIN:  It wasn't really part of my scope of work and I don't see how I would have time to do so.  

MR. SHEPHERD:  Okay, thank you.  Those are my questions.  
Procedural Matters


MR. ROSENBERG:  Thank you.  Let's just take stock on where we are.  How many parties are left to question the witness?  VECC; The utilities.  Do you have any understanding -- how long you will be?  

MR. BUONAGURO:  I would say about 25 minutes or so. 

MR. ROSENBERG:  Why don't you proceed.  Let's say if we can break by 12:30ish for lunch, but why don't you proceed and if it goes too much past 12:30 we will just adjourn for lunch. 

MR. PENNY:  We didn't get copies of those so could you make a note to make sure we get them.  We would like to see your questions. 

MR. BUONAGURO:  They were sent by e-mail.  

MR. PENNY:  There is a lot of e-mails being sent and a lot of e-mails apparently not being received, so ...

MR. ROSENBERG:  Why don't you just send them again.  

MR. PENNY:  We didn't get it. 

MR. BUONAGURO:  I just wanted to see what the problem is.  

MR. PENNY:  The e-mail is not working, I can tell you that.  

MR. BUONAGURO:  Can I ask if Dr. Cronin received those questions?  

DR. CRONIN:  I did.  I think we got these. 

MR. BUONAGURO:  Tuesday. 

DR. CRONIN:  Tuesday?  

MR. BUONAGURO:  Yes. 

DR. CRONIN:  Okay.  

MR. BUONAGURO:  Thank you.  

MR. ROSENBERG:  Please proceed. 
Questions by Mr. Buonaguro 

MR. BUONAGURO:  Since you've had the questions I am going to read them verbatim and then let you answer, okay.  Question number 1, and the reference is page 4 of your evidence.  
"The evidence supports a better off or at least not worse off standard that should be applied in moving from cost-of-service to IR.  Do you have any view as to how this standard should be applied, should the Board approve IR schemes for the two utilities?  E.g., in terms of a cost-of-service metric or standard against which rate increases that actually occur over the IR term should be compared with."


DR. CRONIN:  I think there are possibly three ways that one could do that, and I think we have talked a little bit about each of those.  The first is some kind of forecast of what might have happened in the absence of the IR.  

The second -- and someone said that, and I haven't looked at this but someone said there was some type of analysis like that in yesterday's discussion.  

There is sort of the approach that I just spoke with the gentleman about, in terms of the historical analysis, taking the plan and kind of doing that simulation where you say, well, let's say that there were two IR terms and we rebase in the middle.  Then let's start and see what would have happened with rates and compare those with the rates that actually occurred.  

Now, there are issues with both of those approaches.  They're not perfect.  And you can criticize either approach, but there are sort of sanity checks on what the outcome is relative to what might have happened or what did happen.  

The third approach, I think, is along the lines of what we -- what I discussed about with the Norwegians did.   I think really what we want to do is to say, let's look at the extent of the problem and see how this proposal deals with that.  I'm saying vis-a-vis what they, say, the Norwegians did where they looked at the totality of the inefficiency, then they set their benchmarks in terms of X factors or productivity factors based on that level of inefficiency.  So that you were actually moving the utility to improve its entire operation.  

MR. BUONAGURO:  At least in the case of that third method, though, that is not really benchmarking against what cost of service would have been producing.  It is more about defining the goal and then seeing how well you do at reaching it.  

DR. CRONIN:  Well, you are looking at what is there now.  If it was there now largely because of cost of service, then maybe we can improve on cost of service.  

But at least it begins to get to the point of making, making stakeholders better off.  

MR. BUONAGURO:  All right.  Thank you.  Question number 2.  This is with reference to page 8 of your evidence.  I think Mr. Thompson actually read this quote to you already:
"Regulators do not seem to realize that the change in ex post earnings following the introduction of IR would be extremely sensitive to errors in both the level of initial rates and the formula used to index the cap on revenue or rates."

Do you agree that what we've called the compounding the initial mis-specification error problem increases as the escalation factor increases and also as the term of the plan increases?

DR. CRONIN:  Yes.

MR. BUONAGURO:  Thank you.  Question 3, and the reference is page 15 of your report.  
"With respect to the Farrell efficiency measures, can you confirm that: (i) even with increasing returns to scale, the graphic demonstration of productive inefficiency is qualitatively correct, i.e., production that uses an input mix that lies above the isoquent is inefficient?"


DR. CRONIN:  This was from Farrell's original article in which he had posited costs that return to scale.  There is a subsequent analysis in which he does or provides an example of increasing returns of scale, which is consistent with your question.

MR. BUONAGURO:  So the statement at point 1 is correct?

DR. CRONIN:  Yes, but I would have to provide an alternative graphic demonstration.

MR. BUONAGURO:  To...

DR. CRONIN:  To support that.

MR. BUONAGURO:  To support that.

DR. CRONIN:  Yes.

MR. BUONAGURO:  I don't particularly need it, but I will take your word for it.  I don't know if anybody else wants it.

DR. CRONIN:  We'll have extra copies.

MR. BUONAGURO:  Part 2 of that: 
"The diagram implies a long-run scenario, i.e., there are no fixed factors."


DR. CRONIN:  Well, I think the diagram is speaking to the issue of making adjustments, and that's kind of an empirical question.  You know, how long does it take a firm to move from a non-optimal position to a more optimal position?

Now, it may take, you know, some number of years.  So I think it is somewhat of an empirical issue.  I don't think that there is necessarily a thought that it has to be only in the long run.

MR. BUONAGURO:  All right, I think I understand that.

Question No. 4.  You make a specific reference -- I will just ask.  Do you have any opinion regarding what you would expect a relevant IPD to be relative to the GDP-IPI in recent years in Ontario for a gas distribution utility whose input costs were comprised of 60 percent capital costs, which include return depreciation and taxes, 30 percent O&M, and 10 percent other materials?

DR. CRONIN:  I could do an undertaking on that one.

MR. BUONAGURO:  I will take that.

MR. MILLAR:  That's undertaking JTE.23, and it's to provide an answer to VECC number 4.
UNDERTAKING NO. JTE.23:  DR. CRONIN TO PROVIDE A RESPONSE TO VECC QUESTION NO. 4.


MR. BUONAGURO:  What was the number of the undertaking again?

MR. MILLAR:  JTE.23.

MR. BUONAGURO:  Twenty-three.  Great.  Which takes me to my last question, and this is referenced at page 77 of your evidence.

I think it has been touched on already a couple of times, but since I only have five questions and I've put mine in advance, I am going to ask you again.

I guess at page 77 your evidence concludes that, and we have quoted:
"The Board should remain with cost-of-service regulation, which has brought just and reasonable rates to customers, along with the benefits associated with those rates."

Now, the question is:  In the event that the Board does not accept your recommendation, do you have a second best recommendation?  This may relate to -- I think it is JTE.12 from the Board in terms of recommendations, but, specifically, do you have a second-best sort of set of options?

DR. CRONIN:  I would view it as third-best or fourth-best, because -- in other words, if you don't go with, say, the industry IPI, TFP, and then you have a fallback, so we have gone from, say, two choices that might be acceptable, the industry IPI, TFP or the cost of service, then you go back to, say, the GDP-IPI approach, which has those other factors in it.  But that has all of those other complexities.

So you are starting off with a plan that is subject to a great degree of instability.  So given that, I think it is imperative that these other risk mitigation measures -- because that's really what they are.

In the options of perfect information, you're trying to structure risk mitigation measures to blunt what might happen in an imperfect IR.  And those would be like we have talked about before, the service quality standards, which are really imperative.  The earnings sharing mechanism; I would have a shorter term, probably three years.  But I would have, as an outcome of this, that the appropriate process get put in place - I talked about this earlier - the appropriate process get put in place so that you are not caught years -- I mean, you know, it has been eight years, eight years, since, you know, these PBRs started and we're still grappling with having the building blocks to structure an appropriate IPI or IPD or TFP.

The data has to be there so that we're not continuing to argue about these parts of the process -- well, not argue, but discuss.

MR. BUONAGURO:  All right, thank you.  Those are my questions.

MR. ROSENBERG:  Thank you.  It is the lunch break.
Procedural matters


MR. ROSENBERG:  Before we take the lunch break, I will ask if there are any closing matters, but we should also determine who is going to go next so after lunch they're ready to go.  So any comments on either process matters or who is next?

MS. NEWLAND:  Who is left?  We have five minutes.  Does Union have questions?

MR. PENNY:  Just arising out of this morning I probably have three questions.  Maybe we should just --

MR. ROSENBERG:  Do you want to plow ahead?

MR. PENNY:  I think we should just do it.

MR. ROSENBERG:  That sounds like a plan.  I will ask the witness, are you okay to keep going for another 15 minutes?

DR. CRONIN:  Sure.

MR. ROSENBERG:  Then maybe we're done.  Enbridge?  I should have asked Board Staff.

MR. MILLAR:  I asked the reporter and she is okay.

MR. ROSENBERG:  I just want to make sure the reporter is okay.  Please proceed.
Questions by Mr. Lister


MR. LISTER:  Okay, good afternoon to you, Dr. Cronin.  My name is Mike Lister.  I'm with Enbridge Gas Distribution.  I just have three what I anticipate to be very quick questions.

Most of our other questions were already addressed in this morning's conversation.  So I will just start with a quote that I've picked from page 3 of your evidence.

In that quote you say -- I will just read it here.  It is a few sentences, so just bear with me:
"The Board should identify the purpose of establishing an IR framework and what its expectations are.  This requires the Board to develop criteria to be used in determining whether the proposed IR framework will achieve the goals that have been established.  These measures can be used in assessing whether the proposed IR framework has a reasonable likelihood of achieving the goals prior to implementing an IR plan, as well as at the end of the IR plan's term to determine the effectiveness of the plan."

So based on that, how would you propose the Board establish measures of those goals?

DR. CRONIN:  Well, you know, IRs have been structured for various reasons.  They have been done in the UK as sort of the precursor to, you know, privatization.  They have been done in the US to get the railroads out of bankruptcy.  They have been done to eliminate the regulatory process by putting in rate adjustment mechanisms so you don't have the annual rate cases or -- you know, I think the Norwegians sort of set the standard, where they sat down and decided, over a long-term plan, where they wanted to go and took the time to figure out how to get there.  Then they built a consistent framework to do that.

It seems to me the Board has been talking about this for ten years, and it may predate my knowledge, and we continue to come back to the same issues over and over again.

So you could use the IR term to collect information, like the Norwegians did when they put cost of service in.  You could use the first term of the IR to collect the information to do a more substantial plan, but I don't see where the Board has said what it wants at the end of this or even what the process is.  

I mean how does a utility operate under these circumstances?  At least in Norway they had an idea about what the framework was and what the requirements were going to be and they were looking at multiple five-year terms.  

Now, I'm, I think from that perspective, that that's an improvement.  So you know, I don't understand what is driving the Board to put IR in.  

MR. LISTER:  Okay, thank you, Dr. Cronin. 

My next question refers to, you refer in your report, in several places -- I don't have a ready reference prepared but you do reference throughout your report the concept of the ratepayer not being worse off and I believe you quoted that from the NGF report.  

As well, you reference the apparent expectation of declining prices, or that's the context or the definition which I read.


Can you see no other benefit to customers other than the apparent price declines that you referenced?


DR. CRONIN:  I can absolutely see other benefits, and I was involved in a number of cases in the early IR plans for the telcos at the state level where it was part of the package.  And IR was just part of it, but it was a part to incent the utilities to get them to provide the billions that they needed for telco infrastructure improvement.
  And in that case, there were -- and I did a number of studies quantifying the benefits of that infrastructure investment for the states.  And the rates of return on that investment were extraordinary.  You know, the social rate of return was on the over 30 percent per year for telecommunications investment.


That is why I think it is so critical.  I think these distribution utilities are so important.  And the implications of their operations are so important.  And this is what the Norwegians have done.  They have said we've got to look at how these networks affect the rest of the economy and, therefore, society, and try to get the IR structured so that they get incented and rewarded and the appropriate outcomes happen.  

MR. LISTER:  Okay, thank you.  

My last question.  You've talked today a little bit about the scope of what your intended work was.  As I understood you, you were not looking at EGD or Union's proposals and you were instructed to examine or critique, if you like, Dr. Lowry's work.  

Are you aware that Dr. Lowry has currently undertaken to revise and update his report to include 2006 results as well as some other tweaking that he talked about at the previous technical conference, and as part of your scope will you then be reviewing his revised report and amending your evidence?  Or is this a vicious cycle that will never end?  

MR. PENNY:  Let's hope the client has a deep pocket. 

MR. STEPHENSON:  We will see what is in the budget. 

DR. CRONIN:  I don't think my wife will allow me to.  I've screwed up too many weekends.  But I think this is not my decision, really.  

MR. LISTER:  Maybe can we get an undertaking to suggest where your client might direct you to go based on that?  

MR. STEPHENSON:  I will undertake that you will see what you see when you see it.  

MR. LISTER:  Right.  

MR. ROSENBERG:  Well, thank you for that.  

DR. CRONIN:  That's almost as good as Bill Clinton. 

MR. ROSENBERG:  Not sure that requires a number.  

MR. BATTISTA:  Well, it might.  

MR. STEPHENSON:  No it doesn't, with all due respect. 

MR. BATTISTA:  It does not. 

MR. STEPHENSON:  We're not undertaking to tell him what the scope, what additional...


MR. ROSENBERG:  You just turned it off.  

MR. STEPHENSON:  It is on.  

MS. NEWLAND:  Richard, I don't know that we wanted to have a discussion on scope of retainer.  What we were wondering was, it's kind of a logical question in my mind.  

Your consultant has commented on the PEG reports to date.  Do you expect that he will comment on the subsequent one?  It is as simple as that.  

MR. STEPHENSON:  And the simple answer is, I don't know.  

MS. NEWLAND:  You don't know.  Okay.  Fair enough.  

MR. ROSENBERG:  Thank you.  Union.  
Questions by Mr. Penny 

MR. PENNY:  Sure.  There have been, just to pick up on this last point, there has been a lot of discussion about the timing and scope of your work.  Is that in writing?  Is there a retainer letter or communications between you and the Power Workers which define that is the timing and the scope of that work?  

DR. CRONIN:  Yes, I guess there must be. 

MR. PENNY:  Can you make that available to us, please?  

MR. STEPHENSON:  As they say, I will take that under advisement.  I don't think there is a problem with that, but let me just make sure.  

MR. PENNY:  Thank you.  If you have a problem with it, you will explain what it is?  

MR. STEPHENSON:  I absolutely will.  

MR. PENNY:  That would only be fair.  

MR. ROSENBERG:  Can we get a number for that advisement.  

MR. BATTISTA:  That would be JTE.24.  
UNDERTAKING NO. JTE.24 (UNDER ADVISEMENT):  dr. cronin or pwu to produce the written scope, timing and scope of the work


MR. PENNY:  That's to produce the written scope, timing and scope of the work.  

MR. ROSENBERG:  It's not an undertaking, I take it.  

MR. PENNY:  Subject to review by counsel.  There was also a lot of discussion about the total benchmarking exercise that you talked about.  

You were at one stage asked, I think it was by 
Mr. Aiken, whether you recommended whether this be done and you said "yes," but it has never been clear to me what you think the scope of that benchmarking is.  

Who's going in the pot?  Are we just talking about Union and Enbridge going in the pot?  Or are you talking about every gas distribution utility in the province of Ontario?  In Canada?  In North America?  What is the scope?
DR. CRONIN:  I haven't thought through the details. 

MR. PENNY:  In your view, is having two utilities in the pot a useful exercise?  

DR. CRONIN:  Not for benchmarking, no.  

MR. PENNY:  All right.  So it is at least beyond Enbridge and Union?  

DR. CRONIN:  Absolutely, yes.  

MR. PENNY:  All right.  Will further thinking on that -- I mean, I can't make you do work because I'm not paying you, but would further thinking on the subject illuminate that issue or is that something you would actually have to do more work to figure out?  

DR. CRONIN:  Can I think about how much work there would be and, if we can do something, get you back something?  

MR. PENNY:  Sure.  

DR. CRONIN:  I'm just really, I mean I'm getting overwhelmed. 

MR. PENNY:  I understand perfectly.  If it's not a bother, if on reflection you think you do have an idea of what you think the scope should be that's fine.  If on reflection you think it would take a bunch of work, that's fine.  

DR. CRONIN:  I mean at one point, Stats Canada collected the data across Canada --  

MR. PENNY:  Yes.  

DR. CRONIN:  -- and had that information available.  So it has been done.  You may have to have all of the data that PEG had to do that.  So it has been done in the past.  

I don't know why they discontinued the -- 

MR. PENNY:  In 1997.  

DR. CRONIN:  Yes.  Why they discontinued that.  

MR. PENNY:  Yes.  This is just to make sure that -- this question relates to an undertaking you have already given.  I think it is JTE.16.  It was in answer to a question that was put to you by IGUA's counsel.  

Do you recall there was a discussion about the IPI and that there was something embedded in PEG's report and you were going to produce -- you gave an undertaking to 
explain -- 

DR. CRONIN:  I think so, yes. 

MR. PENNY:  -- where that was coming from.  I wanted to make sure when you do that you don't just give the bottom line answer but that --


DR. CRONIN:  Oh, no, no. 

MR. PENNY:  -- you show the derivations so we can see where all of the pieces are coming from. 

DR. CRONIN:  Yes, yes.  

MR. PENNY:  Thank you.  My last question is about the Norwegians that you like so much.  What were they regulating?


DR. CRONIN:  Oh, well, they regulate multiple industries and I would have to check what that includes.


MR. PENNY:  All right.  Could you do that, please?


DR. CRONIN:  Yes.  

MR. PENNY:  And let us know, thank you.  

DR. CRONIN:  Yes.  

MR. BATTISTA:  That will be JTE.25.  
UNDERTAKING NO. JTE.25:  DR. CRONIN TO IDENTIFY THE INDUSTRIES REGULATED BY THE NORWEGIAN REGULATOR, NVE


MR. BATTISTA:  To identify the industries regulated by the Norwegian regulator.  

DR. CRONIN:  They're actually NVE.  I can't say what it is, what it means.  

MR. PENNY:  Thank you.  That's all I have.  
Procedural matters


MR. ROSENBERG:  Thank you.  Are there any other questions of this witness before the witness is excused with our thanks?  

Nobody leaping forward.  It looks like we're done.  So thank you very much.  Are there any other matters that we have to raise before we conclude this technical conference?  

Yes.  

MR. BUONAGURO:  Just a reminder for parties who are submitting written questions to Dr. Booth, if we can get them sooner than later.


MR. ROSENBERG:  All right.


MR. PENNY:  Sorry.  Yellow stickies are a good thing.  I just realized there was one other question.


MR. STEPHENSON:  I'm sorry, we're not answering.


[Laughter]

Further questions by Mr. Penny


MR. PENNY:  This was referenced earlier.


DR. CRONIN:  Can I put my stuff away?


MR. PENNY:  This is real simple.  You don't even have to look at anything.  You have listed in your expert testimony, under the heading "Expert Testimony Regulatory and Legislative Filings", six entries for the Ontario Energy Board.


Mr. Thompson asked you to identify those, three of them, the three in 2000.  There is a September 1999 and August 1999 and a March 1997.  I wonder if you could do the same thing for those, please?


DR. CRONIN:  When you get to my age, you have a hard time recalling, but, yes, I will.


MR. PENNY:  Thank you.


MR. BATTISTA:  Will you add that to Mr. Thompson's undertaking, or you want a separate one?


MR. PENNY:  I don't remember what number it was, but why don't we give it a separate one and that way we won't lose track of it?


MR. BATTISTA:  That would be JE.26.

UNDERTAKING NO. JTE.26:  DR. CRONIN TO THE IDENTIFY THE THREE REMAINING ONTARIO ENERGY BOARD ENTRIES IN EXPERT TESTIMONY.


MR. PENNY:  Thanks very much.  Sorry about that.


MR. ROSENBERG:  So we have been reminded about 

Dr. Booth's questions.  Any other matters before we conclude this technical conference?  If not, I look forward to seeing everybody at the settlement conference.  Good luck between now and then.  Thank you very much.

--- Whereupon the conference concluded at 12:43 p.m. SEQ CHAPTER \h \r 1
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