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Tuesday, May 6, 2008

--- On commencing at 10:02 a.m.

OPENING REMARKS BY MS. BRICKENDEN:

     MS. BRICKENDEN:  Good morning.  Thank you for your patience in waiting with us, as we tried to get over some technical difficulties.  Unfortunately, we are still operating without the audio feed, but we will proceed.  We have some, as you see, additional devices hovering around up here.

     What I do ask is that when you do speak, please make sure that your microphone is on by pressing the little green button.  And there is sometimes a bit of a delay as you press that.  Wait for it to come on, then speak.

     Then when you finish, in order to reduce the feedback and make it easier for transcription, if you could please turn off the microphone.

     And also, identify yourself, please.  Not everyone has, I think, been up to introduce themselves, and it would be helpful for the purposes of recording at today's meeting.  Okay.

     Thank you.

     Well, thank you very much for joining us today.  I'm looking forward to another insightful gathering.  The last time we got together was in March.  We had a couple of days of meetings where we were looking at multiple concepts of what could be considered for 3rd generation.


As a result of comments that have come in, there was quite a groundswell of interest in a subsequent meeting as an opportunity to look at and explore some of the new ideas that have come to light in the written comments, specific proposals that have been laid out in written comment.

     Also today, Staff will be sharing with you their proposal for the third-generation incentive regulation plan.

     It will be relatively informal, like it was last time.  We'll have a series of presentations.  There is a draft agenda that -- hopefully there are some copies circulating.  If there are not, I do have some extras here, if you could just pass them around.

     It's just a guideline.  As you can see, we have started a wee bit late, so we may have to jiggle things around a little bit.  So if you would bear with us on that.

     There are three additional -- along with Staff and Larry Kaufmann here to my left, there are three additional presenters with us today that we hope to provide at least, you know, the delegated or 90 minutes or at least a couple of hours of discussion on.

     Up front here with me today is the extended Board team, as you see.  We have Allan Fogwill, who many of you likely know.  Duncan Skinner, to my left here, and Larry Kaufmann.  I am Lisa Brickenden, for those of you who do not know, and Bill Cowan to my right.  Pascale Duguay.

     MS. DUGUAY:  Good morning.

     MS. BRICKENDEN:  And Angela Pachon, who I'm sure many of you recognize from our last series of meetings.

     With regards to breaks and lunch, we are feeding you today, so please do not run away around 12:30.  We hope to bring some refreshments in for you, so we could keep the meeting moving.


And we will try to schedule meetings (sic) partway through the morning and partway through the afternoon so that you can have a bit of a stretch and a bit of a break from the meeting.

     Are there any questions with regards to how the day will roll out?  Okay.

     Well, I will proceed.  You will have to bear with me.  Our computer is not on the table, so please wait a moment as I go up and get the presentation set up.


--- Pause in proceedings.

OVERVIEW OF STAFF PROPOSAL:

     MS. BRICKENDEN:  Thank you.


This presentation will outline Staff's proposal for the third-generation incentive regulation, but before we get to that proposal, it's important to acknowledge the work and contributions of stakeholders in this consultation process to date, and to briefly go over next steps.

     This slide, slide number 3, lays out the process to date, indicating that last summer the Board initiated a consultation to aid in the development of the principles and methodology for 3rd generation.


This mechanism, as you know, will be used to adjust rates for electricity distributors starting in 2009 for those who have had their rates re-based to 2008 through a cost-of-service review.


Through written comment, participation and conference, and/or involvement in meetings of the working group, stakeholders representing a broad range of interests have provided Staff and their -- pardon me, provided Staff with their take on issues that are important to the development of 3rd generation, and have clarified their interests in and concerns with the options that have been discussed.

     So far, between June and September of last year, work was done to plan and scope this initiative, and to present preliminary view on the issues for consultation to stakeholders.

     Later on in the year, between October and into this year, April, work was commenced on the identification and evaluation of options.  This involved a series of working group meetings that began in October and carried through to the New Year.  Also, the issuance of the Staff discussion paper and the PEG report in February ended that phase of the consultation.

     As you know, the Staff paper described a range of options and provided a summary of stakeholder comments from consultations.  Larry's report made specific recommendations for the productivity and stretch factor components of the X factor and provided a discussion of the relevant precedents.  As you know, all of the materials to date in this consultation have been available on the Board's website.


With regard to next steps, after today's meeting, in reviewing of the proposals, the provision for further written comments is being made, and these comments will be due on May 16th.


As indicated in the Board's letter to stakeholders last Friday, consultations over the last nine months, plus the written comments received, will be considered by the Board as it makes its determination for 3rd generation.

     With the Board report issued in mid-July, Staff anticipates that associated filing guidelines and a model will be issued in September.

     Also, similar to previous implementation processes in the electricity distribution rate-making, Staff anticipates hosting a Web conference at some point in October with regard to the 2009 processes.

     Before we proceed on to the specifics of the Staff proposal, are there any questions?  Okay.  We'll proceed.

     In general, many stakeholders in consultations to date have recognized the need for an incremental approach to building a sustainable and long-term IR framework.  Stakeholders have noted that further work may be needed, however, to review some information required for benchmarking, and to confirm the appropriate service-quality standards.

     The tenor of comments heard to date suggest to Staff that an incremental approach that builds on 2nd generation is the most sensible approach to take.  Doing so allows for the development of an approach that is sustainable and long-term, that's predictive or predictable, effective, and practical to the extent possible.

     Stakeholders' comments have informed Staff's proposal, and the four criteria mentioned with regard to predictability, effectiveness, and practicality, as outlined in the Staff paper, have guided Staff.

     Consultations have considered -- sorry.  I'm getting mixed up on my slides.

     Consultations have considered all of the necessary elements of an IR framework, including the form and term of the plan, the inflation and productivity factors, the potential for earnings-sharing, and the treatment of unforeseen events; that is, Z factors.


Consultations have also included a focus on specific issues associated with capital investment, lost revenue due to changes in electricity consumption, and how to better reflect distributor diversity in incentive regulation.

     The Staff paper describes these high-level issues and discusses the context for them.  It also briefly describes alternative ways of dealing with the issues.  working group consultation identified interest in three approaches that combine some of these mechanisms, and we briefly discussed these the last time we met in March.

     Briefly, one of the mechanisms was a comprehensive price-cap approach, with added flexibility to recognize incremental capital investment needs.  The other was a comprehensive multi-year cost-of-service approach, and the third, a hybrid approach, which is also referred to as partial indexing.

     In Staff's paper, there is an evaluation of these three approaches, based on the four criteria described earlier.  And in contrast to the U.K. and hybrid approaches, a comprehensive price-cap index continues to be a relatively simple approach that, along with the implementation of mandatory service-quality requirements, provide balanced incentives for efficiency improvements and greater predictability to director distributors and ratepayers.

     Staff believes this approach, with added flexibility to recognize incremental capital investment needs, while protecting the interests of consumers, is appropriate for 3rd generation.  The aim is to develop a plan for electricity distributors that is appropriate for most.

     As noted previously in consultations, in the event that other approaches to rate-setting may be appropriate in some circumstances, a distributor may apply to the Board accordingly.


This slide provides a summary overview of Staff's proposal for 3rd generation.  Briefly, the slide describes a simple price-cap form of index, comprised of four adjustment factors and several other planned parameters.

     The four adjustment factors are the inflation factor; the X factor; the K factor, which is currently in effect in 2nd generation; and the Z factor.

     In addition to these four elements, there are a number of other incentive regulation parameters that have been considered.  These include the form, term, reporting requirements, consideration for earnings-sharing, and off-ramps.

     In addition, for 3rd generation, Staff is proposing the introduction of an incremental capital module as a flexible and practical means of accommodating reasonable spikes in incremental capital needs during the term of 3rd generation.


As noted in the discussion paper, a number of distributors have commented in more than one consultation on the need for sufficient incentives in order to achieve efficiencies, recognize the time patterns of costs and savings, and to provide for the appropriate review and approval of capital expenditures to support infrastructure maintenance and development.

     However, Staff notes that not all stakeholders agree with this view, and some suggest that distributors with an inordinate amount of capital spending may be best served through re-basing.

     However, in balance, all stakeholders have acknowledged that during the incentive regulation term, incremental capital investment needs may arise and should be addressed.

     With regard to revenue erosion, Staff proposes the status quo.  Stakeholder comments confirm that the current LRAM is appropriate until the completion of consultations on rate design for electricity distributors, since that work will be considering related issues.

     In this proposal on slide 6, the first seven elements listed form a core mechanism.  That is, Staff proposes that they be fixed, and that they apply to all distributors whose rates are subject to third-generation adjustments.

     The latter four elements are optional, in that they are only invoked on specific application.

     There are other matters specific to implementation that may be discussed later on today.  However, at this point, I intend to briefly go over each of the above-mentioned elements.

     As already was mentioned, Staff believes that the comprehensive price-cap index is the approach that best meets the criteria laid out in the paper.  While some parties have commented on the distributor's ability to apply for alternative approaches, comments generally support continued use of the price-cap approach.

     With regard to term, consultations to date have suggested that there may be some merit in allowing for flexibility in plan term.  We originally, in the discussion paper, were looking at giving the distributors the option of choosing a term of three to five years.


In light of comments received, however, Staff suggests that the plan term be fixed at four years.  While most comments acknowledged that three to five seemed reasonable, there still seems to be quite the difference of opinion over giving distributors the choice of the plan, or that the term should be three years and no longer, or it should be five years or longer.  So there doesn't seem to be general consensus on that.

     Therefore, Staff suggest that four years is a reasonable mid-point between the three to five year durations canvassed in the discussion paper.

     Yes, Andy?

     MR. PORAY:  Andy Poray from Hydro One Networks.


Just a point of clarification, Lisa.  When you talk about the four-year term, does that include the first year as being the re-base, or is the re-base and then four years are IRM?

     MS. BRICKENDEN:  Yes, it's the latter.  The re-base plus four years IRM.

     MR. PORAY:  Okay.  Thank you.

     MS. BRICKENDEN:  Any other questions?  I'll proceed on to slide 9.

     The Staff paper illustrated and solicitated comment on the implementation of an industry-specific IPI for 3rd generation.  While all stakeholders in their comments supported this, they differed on the details, as noted on this slide; for example, the specific sub-indices that would be most appropriately applied, the role of distributors' specific data in setting the IPI, and the weighting of the sub-indices, and, more specifically, a lot of comments came in, and different views were expressed, on how to calculate and potentially smooth the capital sub-index.

     In the alternative to using the IPI, some suggested continuing the use of the macroeconomic inflator that is implemented in 2nd generation.  That's the GDP-IPI.


Given the differences of opinion, perhaps the industry-specific IPI may be a longer-term objective.  Staff has asked Dr. Kaufmann to estimate, when implementing GDP, an appropriate input price and productivity differential, if appropriate, for use with this inflator in 3rd generation.  He'll have more to say on this in his presentation.

     With regard to the X factor, when used in conjunction with a macro-economic, such as the GDP inflator -- or deflator, sorry, the X factor is comprised of three components:  The productivity factor, which is the external benchmark against which all companies are expected to perform; the consideration for input and productivity differentials, which I referred to earlier; and a stretch factor, which is intended to reflect the incremental productivity gains that companies are expected to achieve when they are subject to IR.

     Dr. Kaufmann's presentation will discuss this in much more detail, but I thought it would be helpful just to go over those core elements, because we hadn't discussed them previously in consultations when we were looking at the IPI as inflation factor.

     It's apparent from consultations to date that determination of the X factor in an IR plan is controversial.  Not just here, anywhere.

     However, Staff and stakeholders do generally agree on one point, and that's that the total factor productivity approach is the correct basis for establishing the base productivity factor.


For implementation in 3rd generation, and for reasons that Dr. Kaufmann will address in his presentation, Staff is proposing that the X factor in 3rd generation, the base X factor, be established on the industry TFP growth potential as recommended by Pacific Economics Group, including consideration for the appropriate IPD and PD.

     In their comments, distributors expressed concern over the inclusion of a stretch factor, however, in the X.  In contrast, other stakeholders support it.  Further, we've been advised by Dr. Kaufmann that precedents exist for the ongoing applicability of "stretch factors", and Staff therefore believes that it's appropriate for 3rd generation to include consideration for "stretch factors", so that it be a sustainable and long-term framework going forward.  It would also be consistent with other IR plans, as will be discussed later this morning.

     However, with regard to the selection and assignment of "stretch factors", Staff is proposing a little alternative approach.  Stakeholders definitely put forward diverse views on this topic.


Some proposed setting higher values for the actual stretch factors, and others argued for lower.  Some proposed putting forward a menu approach that would give the distributors the opportunity to select their stretch factor, to be used in combination with the base value X.  Some of these options may be discussed further in presentations and discussions today.

     However, for the time being, for this morning's presentation, and in light of the diverse views on the subject, Staff is proposing simpler groupings to allay concerns raised by stakeholders in their comments -- and those comments came in from diverse stakeholders -- with regard to the use of five peer groups for the purpose of setting a stretch -- assigning a stretch factor.

While the actual range of "stretch factors" would be set by the Board, Staff proposes that simple groupings be established on a bell-curve basis that would result in the majority -- i.e., two-thirds -- of distributors having the same stretch factor, reflecting the incremental productivity gains that they are expected to achieve, and that outliers, based on efficiency rankings done by Pacific Economics, would have either a higher gain to achieve or a lower gain.  Again, Dr. Kaufmann will address this in more detail in his presentation.

With regard to earnings-sharing, stakeholders representing ratepayer groups continue to express strong support for this form of mechanism.  They comment that ratepayers do not have full access to the information regarding a distributor's financial results and do not have the same ability as distributors to seek Z factor relief.

As such, the use of an ESM or earnings-sharing mechanism, would provide a level of ratepayer protection during the plan.  And for 3rd generation, there are certain elements in Staff's proposal that may benefit from the counterbalance of an ESM.  Specifically, as I mentioned earlier, Staff is proposing an incremental capital module that would be available for distributors, and I'll get to that shortly.

There may also be uncertainty associated with the estimation of the differentials, the input price and productivity, when implementing the GDP deflator.

And also, there will be or may be some uncertainty in relation to the setting of appropriate "stretch factors", which will be touched on later by Dr. Kaufmann.

As a result of this, taking this into consideration, Staff has proposed that an asymmetrical earnings-sharing mechanism of 200 basis points above actual earnings above the calculated ROE for that year will be in effect during the term of the plan.

Staff has prepared a sample of how this might work, and we'll come back to this at the end of the presentation.  So I have brought some examples with me.

With regard to the off-ramp, this is generally based on a set of pre-defined conditions that make it clear when a plan would be terminated.  This can be usually due to extreme events that cannot be effectively addressed or should not be addressed through a Z factor treatment, or some other incident that has occurred under the plan that can't be dealt with through the earnings-sharing.

For the 2nd generation, as you know, there are limited adjustments available to distributors, and so the Board did provide for an off-ramp.  And the off-ramp was simply stated that if the adjustments provided were insufficient, that the distributors could go off of 2nd generation and come in and seek relief.

While some stakeholders reported a pre-defined off-ramp associated with excessive over- or under-earnings, as was described in the Staff paper, others expressed the view that the use of off-ramps should be determined on a case-by-case basis, where a distributor brings forward an application.

One stakeholder suggested that invoking an off-ramp should be open to the distributor, its ratepayers, or Board Staff, and that the goal of providing the off-ramp application should be to ensure that the plan and the distributor's circumstances are reviewed, not necessarily changed.

Staff thinks this approach reasonable, and that a review may be initiated on a case-by-case basis on application, and, as is highlighted on the slide, the application could be made by a distributor or the review might be initiated, invoked, by stakeholders.

The treatment of capital under incentive regulation consumed a very large portion of our consultations.  It's a very complex issue.  A lot of devil in the details, as the working group learned very quickly.  And so bear with me as I walk through Staff's proposal.

The views of stakeholders still differ as to whether this special treatment of capital spending is necessary during IR.  Distributors generally do seek certainty on spending.  Many stakeholders comment that CAPEX will be addressed in re-basing prior to IR, and that they caution that any modular approach implemented should only deal clearly with incremental needs, and that applications should have to include comprehensive evidence to support the claim.

In balance, Staff sees a merit to adopting a -- or proposing a modular approach that would allow for these inter-term applications from distributors.

To minimize the dilution of incentives under the price-cap plan, Staff proposes the following.  First, the intent of this approach is that the module would only be invoked by a distributor intra-term; that is, during third-generation term, and that any Board-approved amounts and base-rate treatment would need to be fully resolved through comprehensive re-basing at the end of the term.

To invoke the module, a distributor would make specific application to the Board for review and approval, and Staff proposes that the application substantiate the need for the incremental capital due to drivers that are under the control of management, such as things that were vetted through consultations to date, identified life-cycle replacement, for example, of ageing distribution plant; additions of non-revenue-earning plant to meet growth demands and/or address system impacts due to a customer's choice of location for connection; and perhaps incremental productivity gains achievable, where significant investment is pursued because it is to the net benefit of the distributor and the ratepayers.

Yes, Julie?

MS. GIRVAN:  Lisa, Julie Girvan from the Consumers Council of Canada.

Can you just explain how that would work from a practical perspective?  I'm not completely sure that I understand it.

MS. BRICKENDEN:  Which one?

MS. GIRVAN:  So just the capital adjustment.  So in, say, in the second year of a plan, when the distributor -- well, I'm making up an example -- but the distributor applies for a change in rates subject to the formula, they'll say, 'We have an item that we want treated in this way.'  Can you just explain how that would flow through into rates eventually and what the process would be?

MS. BRICKENDEN:  Yes.  Actually, we do have further information on how that would roll out.

MS. GIRVAN:  Okay.  Just, I got confused when you said that the rate impacts wouldn't be dealt with until the next re-basing.

MS. BRICKENDEN:  Oh, I'm sorry.  No, that is just acknowledging that at re-basing, the actuals would be taken into rate base during the term.  If the Board approves the provision for this incremental capital, then some form of rate-rider treatment would come into play during the term to provide the distributor with the revenue requirement that would have been associated with that capital.

MS. GIRVAN:  Okay.  Thanks.  I think I understand, but...

MS. BRICKENDEN:  Well, I have other experts here that are welcome to pipe up if they'd like to provide more specifics.

I'll keep going.

As outlined in Staff's paper, we are putting forward that there be eligibility criteria that would have to be met in order for these amounts to be considered for recovery.  I won't go into much more detail, other than to say that it's consistent with the criteria that is in Table 6 of Staff's discussion paper, that speaks to causation, in terms of what's driving this need, the materiality, and the prudence.

Stakeholder comments on the materiality threshold level suggested that -- in the paper, sorry, are quite varied.  So we're all over the map with regard to that in parties' comments.

However, as some observed, since CAPEX will be addressed in re-basing prior to IR, and appropriate amounts would be built into the revenue requirement, one suggestion was put forward that the threshold might be established based on the capital budget that's reflected in base rates going in.  And Staff, for the purposes of today's presentation, is proposing that that threshold be set at 25 percent.


Staff maintains the view that the threshold should be met on an individual driver basis, in order to be eligible for potential recovery.  Otherwise it may become problematic to effectively substantiate on the application side and assess on the Board side the full impact of the driver behind the need.  Staff has prepared a summary table of the analysis behind the proposed threshold level and we'll come back to this at the end of this presentation. So there's two handouts.

In essence, this modular approach is proposed to be a flexible and practical means of accommodating spikes in capital needs during the plan, and as noted earlier, distributors with an inordinate capital spending program may best be accommodated through re-basing.

We're almost near the end, folks.  Last slide.

With regard to Z factors, for 2nd generation, these Z factors are limited to events genuinely external to the regulatory regime and beyond the control of management.  Basically, storm costs and tax changes.

One stakeholder has questioned, however, whether Z factors really need to be limited like this.  For 3rd generation, Staff proposes continuation of the current rules, with the exception of the materiality threshold that we consulted on in the paper.  And we are floating today an alternate threshold of 0.5 percent on total revenue requirement.

One stakeholder has suggested that given the variation in capitalization policies across distributors, the merits of having separate thresholds for capital versus labour is somewhat questionable.  They note that it may be more reasonable to establish a threshold based on total revenue requirement.  Staff thought that reasonable and in doing some analysis that you'll see on a handout that I will circulate shortly, it seemed that 0.5 percent of total revenue requirement may be a reasonable start.

That concludes the formal part of this presentation today.  While the tables, the earnings-sharing mechanism and the materiality tables, are being handed out for review, I wondered if there were any questions.

MR. HARPER:  Lisa, just a brief one.  It's Bill Harper with VECC.  It actually had to do with your comment with Z factor with taxes because my recollection was, and maybe my memory is going, was that the original discussion paper talked about there being a separate module for taxes?  If I'm not mistaken?  They would be handled separately outside the thing.  So if there was a separate module for taxes in the overall calculation then any tax changes would be picked up naturally there, it would seem to me.  So I'm just curious whether that sort of part of the original discussion paper was sort of by the way now and taxes weren't going to be handled as a separate module.


MS. BRICKENDEN:  As you know, that is a bit of a live issue before the Board right now, in connection with a macroeconomic deflator to GDP.  With the change in Staff’s proposal from an IPI to GDP-IPI, Staff will have to be guided by the Board in its determination on how it will treat that issue in the case that is before it right now.  So that's why you don't see something explicit in today's presentation.

MR. STEPHENSON:  It's Richard Stephenson.  You're assuming that the tax issue is identical for the LDCs as it would be for the gas LDCs, which may or may not be true.  I don't know what the answer to that is, but I'm not prepared to assume it's the same outcome.

MS. BRICKENDEN:  Well, with the issue being -- as I said, with the issue being a live issue before the Board in another formal proceeding at this point, I think we'd have to be advised by the outcome of that before putting forward anything specific in Staff's proposal for 3rd generation.

Are there any other questions?  Comments?  Yes.

MR. SASSO:  Andrew Sasso -- this light's not showing.

Andrew Sasso, EnWin utilities.  I just wanted to ask a question about the incremental capital and the 25 percent.  And I know we're going to talk about that a bit.  But in terms of the issue of lumping and if my capital budget is generally $10 million and I'm going to need to spend $8 million over these next four years, I can't do $2 million incremental every year, because that's 20 percent over.  So am I incented to lump that into two years or one year?  And maybe this individual driver means you can't do that.  I just was looking for some clarification on whether this is encouraging lumping.

MS. BRICKENDEN:  Allan?  Help.

MR. FOGWILL:  Lumping wouldn't be possible in this case.  What we're looking for is individual large projects that are driving these costs.  So gathering up unspent projects from previous years to add them into one given year wouldn't work.

MS. BRICKENDEN:  Yes, Andy.

MR. PORAY:  It's Andy Poray from Hydro One Networks.  I think we have to be careful here, because if we take for the time being -- remove the consideration of smart meters, which is a huge project that will be faced by most utilities over the next couple of --

MS GIRVAN:  What?  Sorry?

MR. PORAY:  Smart meters.  You can't hear me?

MS. GIRVAN:  I can hear you.

MR. PORAY:  Okay.  Thank you.

The majority of projects that typically LDCs face are perhaps not big in themselves, individually, but taken together they can be quite lumpy or quite sizeable.  So when you talk about -- if we can go back one slide to your -- that's it.

When you talk about 25 percent of capital budget affected in base rates going into IR must be met on an individual driver basis, do you mean that on an individual project basis?  

MS. BRICKENDEN:  No.  In the example that you are speaking to, in terms of the lifecycle, if you happen to be in a certain stage in your lifecycle where the overall plan sees a need, that lumpiness, it contains any number of elements in your infrastructure, right?  The plan itself sees an excessive increase, say in year 3.  I would say that the driver is the overall lifecycle of the distribution capital plan, not the lifecycle of that particular pole.  Do you know what I'm getting at?  Does that help, Andy?  Or not?

MR. PORAY:  I'll let Chris –

MS AMOS:  Chris Amos, Waterloo North Hydro.  Just to follow up, ageing assets.  You won't typically find one specific project that may meet your 25 percent criteria, but you may have a whole section, a whole -- you know, or you have your rebuild plan for the year.

If that driver is ageing assets, does that qualify for the 25 percent?  

MR. FOGWILL:  It would have to be something that's significantly different than what's in your re-basing.  So if there is a project that you have talked about in your cost of service, I would say it would be expected that you have got that build into your plan somehow.  


But what we're really trying to deal with here is surprises, large project surprises.  We've had this discussion amongst the Staff, so it's -- but to clarify, it is individual large project drivers, not a group of projects.  All right.  That's what we've been discussing.

MR. HARPER:  Allan, would an example be -- and I can go all extreme, from a very small utility to a very large utility -- a very small utility that had capital -- I'm talking very small, sort of had a sort of a re-basing capital budget, if they would actually go out and buy -- had to buy, let's say, a new bucket truck for $300,000, that could well be more than 25 percent of their capital spending in a particular year.  That would be something you would be talking about for a small utility, I assume.

You know, if they had to come in and say, 'Look, you know, we have to buy a new truck that wasn't in our -- that we had no major transportation expenditures like that in our original capital plan,' or, you know, or a bigger utility might have to build a transformer, is that sort of like the type of thing you're talking about?

MR. FOGWILL:  Yes.

MR. HARPER:  I'm just trying to get a sense of what --

MR. FOGWILL:  If they've got a new shopping-mall complex that they've got to provide support for that's driving a number of costs, something of that nature.

MS. BRICKENDEN:  Yes, Adonis.

DR. YATCHEW:  Allan, you mentioned the word "surprises".  Let's use the bucket-truck example.  Suppose that the anticipation was that this truck would be purchased, let's say, in the second or third year of IRM, so it would therefore not be reflected in the initial submissions or the re-basing.  Nor would it be a surprise, because the utility had anticipated.  And so how does that get built in, if at all?

MR. FOGWILL:  Well, when I use the term "surprises", I'm looking at it from the point of view of, what's in the capital budget in the re-basing year.  So if it's not reflected in the re-basing year, and it's a significant individual project, that's what we're talking about.

MR. COWAN:  So to be clear -- it's Bill Cowan speaking -- that's to say that the truck that you're talking about would be considered a surprise in relation to the --

MR. FOGWILL:  I mean, "surprise" is -- let's strike that word "surprise" and just say it's not in your original capital budget.

DR. YATCHEW:  So it's an unusual capital expenditure relative to the capital-expenditure submissions at the time of re-basing; is that fair?

MR. FOGWILL:  That's it.

MS. BRICKENDEN:  Andy?  And then Andrew.

MR. PORAY:  And I think therein lies the problem, because the issue, really, is not the initial capital expenditure that's set at the time of re-basing.  The problem is the growth in the rate base as the utility moves forward during the IRM, and because the price-cap mechanism does not allow for adjustment to the rate base, the utility may find itself in a problem area.

So the best example perhaps to give here is, if we are in a steady-state situation, where the utility has its rates re-based in year zero, its capital plan is applied -- is approved at that time, and in essence, its capital expenditures during the four years of IRM match the depreciation costs, then the price-cap mechanism works, because there is no need to change the rate base.  You are getting the increases through the RPI minus X or GDP-IPI minus X, which takes care of that.

The minute your capital expenditures on an annual basis exceed your depreciation costs, there is a net change in your rate base, and therefore you're incurring costs that you are not getting recovery of.

DR. KAUFMANN:  Larry Kaufmann, Pacific Economics Group.

Andy, that's an opinion that was expressed in various submissions, and it's actually not true.  What's reflected in the X factor is, there is a pattern of capital expenditures for the industry, and what matters is not how your capital expenditures compare to depreciation, but the capital expenditures relative to the real capital expenditures that are reflected in the TFP trend, total factor productivity trend.

DR. CRONIN:  But we don't actually have that data -- I'm sorry, Frank Cronin.  Am I on now?

DR. KAUFMANN:  You're always on, Frank.

DR. CRONIN:  Isn't it true that we in fact don't have a long series of that data?

DR. KAUFMANN:  No, we do, because the -- effectively, the TFP trend is based on the U.S. experience, and we do have the capital expenditures for the U.S.

DR. CRONIN:  But we don't have the Ontario experience reflected in the TFP trend.

DR. KAUFMANN:  Not directly.  But what's relevant is the capital expenditures, the real capital expenditures, for the Ontario companies relative to what's reflected in the TFP trend, which we do have data for, which is for the U.S. industry.

So we can make comparisons between the -- between what the capital expenditures might be, what they might be projected to be for the Ontario companies, and what they would be getting implicitly through the indexing mechanism.

MS. BRICKENDEN:  Sorry, Andrew, you had a question?

MR. SASSO:  Andy had raised this.

MS. BRICKENDEN:  Okay.

MR. PORAY:  Let me give you an example.  Let's say, for instance, you have a capital -- your capital plan in the rate-base year is $600-million, and your annual depreciation typically is about 300-million.  And let's say that in the first year of your IRM, your capital plan is again of the order of about 600-million, which means, in effect, the difference between your capital expenditure and your depreciation is 300-million.

Now, 300-million is more than you are going to get through the GDP-IPI minus X adjustment.  I agree that there is some allowance for growth in capital in the GDP-IPI minus X, but it wouldn't be sufficient to cover that difference.

DR. KAUFMANN:  Well, I mean, that is an empirical question, and that's going to vary from company to company.  So, again, what matters, what matters is the change in any given company's investment and its real capital expenditures.  Again, real, not just nominal but real, deflated by inflation, and what's reflected in the X factor.

So that's the comparison.  And I do agree that if, going forward, the history of capital investment is different than the history of what's reflected in the X factor, then there could be an issue.

MR. PORAY:  And I think again we've tried to demonstrate that throughout this whole proceeding, that we are in a different set of circumstances for the utilities in Ontario, that we will be seeing major capital investments that don't necessarily reflect the historical trend.

DR. KAUFMANN:  Mm-hmm.  And I think the capital module is designed to reflect that.  It's designed to pick that up.  To the extent that those can be quantified and there can be a comparison, that's what it's designed to reflect.

MR. PORAY:  Okay.  Let me give you an example where I think the capital module as proposed by Staff would, in fact, not work.

Going back to the simple analogy that if your capital investment during the IR period matches your depreciation, there is no need to invoke the capital-investment module, because essentially you are getting a growth in capital expenditure that's matched by your GDP-IPI minus X.

So under those circumstances, this would still kick in, because you would be looking at 25 percent of your original capital approved in the rate base, where there is no need for this module to kick in.

DR. KAUFMANN:  Again, that's an empirical question, and that's the sort of thing that I think would have to be addressed upon application:  Whether or not there is sufficient reflection in the indexing mechanism to pick up what any given company's capital investment.

MS. BRICKENDEN:  Andy, have you had an opportunity to take a look at the handout, the materiality threshold options handout?  There's two things on this page.

On the right-hand side is the proposed threshold point, 25 percent on the capital expenditures, just on a sampling of distributors, large, medium, and small.  And this shows you what the approximate trigger point would be.


MR. PORAY:  My point, Lisa, is that that's really immaterial.  The fact is that, even under the circumstances where you are in a steady state, where your capital expenditures match your depreciation, your mechanism would be triggered where there is no need for it to be triggered.


MARIKA HARE:  Just to be clear, our mechanism isn't triggered.  It would be triggered on application by an LDC, and that would get a thorough review.  So if, in fact, you know, an LDC would have a choice as to whether or not it asks for this capital module and then would have to make an application to the Board.  And that would be examined.

MS. GIRVAN:  I have a quick question.  I guess part of today is really for some of us to understand other people's views on the Staff proposal, and what I think I'm hearing from Andy is that from his side, and it -- maybe the others can chime in, that this proposal just wouldn't seem to work for them in light of the way they operate their businesses.

So my first question is trying to understand why, and maybe we can have some sort of off-line discussion.  But my second question is, then how would you amend this or try to change it in order to make a capital module workable in the context of a plan like this?

MS. ANDERSON:   I think it's on.  Lynne Anderson, Hydro Ottawa.  I guess my simple understanding of why it doesn't work for us, and obviously there's more complex reasons, but if we look at -- we've had -- our capital expenditures have not gone up significantly other than perhaps smart meters.  They've stayed reasonably constant but they exceed our amortization, as Andy was mentioning.  And our amortization has been growing pretty close to about 10 percent per year.  So, you know, between 3 and 4 million on, you know, less than $40 million amortization.

So our amortization is growing 10 percent per year.  That needs to be funded.  The IPI minus X or GDP-IPI minus X is going to get an increase in the amortization of what, 1 percent, maybe?

So right off the bat, I've got a shortfall in funding my amortization expense, based on keeping my capital expenditures fairly constant.

Yes, there's a need for a module for incremental capital, because we can't keep it constant, there is driving needs to increase.  But I'm sorry I'm saying just in keeping it constant, I'm falling behind millions of dollars every year because I'm not being funded for my amortization.  So I would have to curtail my capital budget hugely.  I'd have to practically, you know, drive it into the ground in order to make my ROE base.  And so this proposal doesn't work for us because it's only about incremental.
Now, it would potentially work if what you were saying is the threshold's 25 percent of the capital budget, but it's for increases in rate base.  So if my rate base is increasing by more than, well, if you see $57 million the 25 percent would be 14 million.  So if my rate base is increasing more than 14 million, then that might work, because that's taking into account capital expenditures less amortization.

DR. KAUFMANN:  I just want to make one more point on this, which is similar, but I just -- I don't think people should be left with the impression that you need -- any time a company's rate base is increasing, you need to have some sort of explicit acknowledgement for capital in the indexing mechanism.  There are companies all over the world that are increasing their rate base and they're operating under indexing mechanisms that don't have that, and they are funding their capital investment.

So it's happening now.  I mean, there are workable plans out there where there aren't these provisions and they're working effectively.  Again, it's an empirical issue, really.  What your investment needs are and what's reflected in the X factor.

It's not a theoretical issue, it's not something that we can say automatically that we have to have this to fund capital investment.

MR. PORAY:  Well, I guess I would just like to raise the point that there's a difference of opinion that you have and the consultant that's advising us.  I have to tender an apology that Julia unfortunately couldn't be here due to personal circumstances, but in fact the advice that we are getting from them is, there is a need to include an adjustment for capital investment because the price cap mechanism would be insufficient.  So we have a difference of opinion.

MS. BRICKENDEN:  Moving on to look at the Z factor analysis on the materiality threshold.

If you take a look at the two columns, what we've tried to do is demonstrate what the threshold might have been under current rules, or net fixed assets, and what we're proposing on total revenue requirement.  And the first observation I made in looking at this, because we were looking for what would be a reasonable cutoff, is the assumptions having changed, have changed a lot of the results.  By doing the threshold on revenue requirement, you are getting threshold decreases for large utilities and threshold increases for small.

But what we were trying to get at, we found the proposal that something set on total revenue requirement seemed to make more sense.  We were looking for a reasonable cutoff, and we started with a discrete dollar value that the two gas companies have actually set their plans on and worked a little bit backwards from there.

And as a result, what you see is the 0.5 percent total revenue requirement perhaps triggering approximately a $2 million event for a rather large entity.

What are your views, or what's your reaction to this?  Because we've all heard that the existing threshold levels are too low.  We would like to simplify.  What's your view?

MS. ANDERSON:  Yes, Lynne Anderson, Hydro Ottawa.  I guess more of a question.  I would be interested if someone could explain what the Z factor threshold is for the gas companies.  We had understood it was around $1.5 million.  So how is that created, because that seems to be a lot lower than the 0.5 percent revenue requirement being proposed so I'm curious of how that got developed?

MARIKA HARE:  Well, it came about through ADR.  There was no magic.  At one point they had 2 million each, and they've not agreed to $1.5 million, a dollar amount.  So it's not based on a percentage.  What we were trying to do, then, was to somehow come up with a percentage of revenue requirement that would make sense for the LDCs, that would be more or less in line with kind of, you know, Enbridge is a bigger company.  They have a million and a half.  How would that equate to a smaller LDC, which is where we came up with this 0.5.  Now when we're looking at the numbers, we're not sure that makes sense to us either.  We actually don't know what would make sense.  But that would be a percentage that we could say applies to all utilities.


So we're really looking for advice on this one.

MS. BRICKENDEN:  Andrew?

MR. SASSO:  I'm just curious in 2007, and 2008, however many 140 or some IRM applications by LDCs, how many Z factor requests were made over, among those?

MS. DUGUAY:  I believe that there were two altogether.

MR. SASSO:  I guess.  So you know, whether it's two or three or five, is it -- I guess my question is, and EnWin is on the record in our submission is as not thinking there needs to be a threshold, because I'm really not sure that there is an issue.

There are such strict criteria around what one can bring a Z factor claim for.  I don't know.  Are we anticipating a rush of Z factor -- of tax changes?  And I think the experience in 2008 was where the federal government did change their tax rate, which was effectively a Z factor matter, it was just rolled out omnibus anyway, which was a very logical way to -- and efficient way to approach it.

So I'm just curious about why we're caught up in there being a materiality figure at all.

MS. BRICKENDEN:  If materiality is one of the criteria, why do you need a threshold, is what you're asking.

MR. SASSO:  Yes.

MS. BRICKENDEN:  Yes.  That's a good point.

MARIKA HARE:  Sorry, I think you do need a threshold to establish what is material, otherwise we can have utilities applying for a Z factor for $5,000 in storm damage, or $10,000 for a sizeable utility.  And that's what we're trying to avoid.

So we're trying to come up with an objective but practical threshold that would give you guidance as to whether or not you should be applying or you could be whether or not you should be applying or you could be applying for a Z factor or not.

MR. SASSO:  If I could just quickly add.  There is a significant cost that's going to go into any application that does anything that is non-traditional, and our utility is as aware of that as probably any other.

And that is the barrier.  I think that's a significant barrier.  You would not get an EnWin or a Waterloo North deviating on a $5,000 or a $10,000.  You would get a Hydro 2,000 or a Hydro Hawkesbury, you know, perhaps engaging.

I think there's inherently a threshold matter, because of the cost.  It's built into any application, particularly any non-traditional application, that would be brought.  And, you know, if we do end up in a situation where there are a lot of storms and we experience this onslaught, you know, maybe a directive will come out.

But I don't know why we are being picky on it.  And the reason I'm questioning it in light of that is, I'm concerned about that which falls just below the threshold.  And I don't know if there's a perception that it's material, in light of a utility's situation in a given year.

I think they ought to bring it.  And the Board ought to be aware of it.  And the Board ought to be the one who evaluates whether it's material enough to deal with.  But anyway, that's just one perspective.

MS. BRICKENDEN:  Thank you, Andrew.

Are there any other factor-related questions?  I wanted to take a brief look at the asymmetric ESM example.  Oh, I'm sorry.  Bill?  You had a question?

MR. HARPER:  Yes.  I wanted you to maybe just briefly go back and sort of explain a bit, and I think it was in response to a question Julie had had about this business about the post -- you know, the pre- versus after-treatment, you were talking of it being something like a rate adder, I think was the word you -- was the word you used.

And I just wanted to clarify, you know -- and that it would go into rate base at the next re-basing, I think was what you had said, Lisa.

So I wanted to understand, you know.  We talked about how we identified the amount and, having gotten beyond that, if we get beyond the points of how we identify what goes in there, how it actually works, in terms of impacting on rates and sort of regulatory review.

And almost what I was taking from you, and -- was almost the interpretation that it be something like a smart-meter adder, if I -- virtually the equivalent of a smart-meter adder.  If you are looking at clarifying the numbers at re-basing and it being a rate adder, I just wondered maybe if you could expand on that a bit.

MS. BRICKENDEN:  I wouldn't say exactly like the smart meter.  Similar to.  My understanding is, what would be put into the formula would be the equivalent of the return of -- return on capital of what you have been approved to invest in.  But the actual spend would be recorded in rate base at the time of re-basing.

That's the way -- that's my understanding of...

MS. GIRVAN:  Would it be the revenue-requirement impact or just the return?  I don't...

MR. COWAN:  Julie, revenue-requirement impact would typically include the return of capital through a depreciation calculation, and return on -- based on the return calculation.  So is there more to say than that, or...?

MS. GIRVAN:  Yes.  I think she gets what I'm asking.

MS. ANDERSON:  Yes, Lynne Anderson, Hydro Ottawa.  I guess our assumption going in was that it was the full revenue-requirement impact, which was the amortization, PILs, and the return, so the return on equity and interest, so the full revenue-requirement impact.

MR. COWAN:  Yes, fair enough.  The only piece missing from my list was the PILs component, which indeed has to be included.

But Julie, does that leave your question answered?

MS. GIRVAN:  No, that's clear, because revenue-requirement impact, in my mind, is different than return on assets.  That's all.

MS. BRICKENDEN:  You okay with that, Bill?

MR. HARPER:  Yes, I think so.  You know --

MS. BRICKENDEN:  You look pensive.

MR. HARPER:  Well, I think it sounds very much like, if you're talking about -- maybe I used a bad characterization, but it sounds very much like -- your rate base, it is -- it's adder on rates, but if you're coming back later on and saying whether --

It sounds very much like the rate adder, if you're talking about coming back in the next re-basing and reviewing the capital spend, because at that point in time, if you review the capital spend, that suggests there's a true-up at the time of the re-basing.  I'm just -- that's what I was trying to understand.

MR. COWAN:  I don't think that this model declares whether there would or would not be a true-up.  Perhaps that's something that's left as a matter for individual application in the circumstances at hand.

MS. GIRVAN:  Also, Bill, can I just clarify, Bill, so you're saying whether it's based on a forecast of the cost versus, at the end of the day, the actual costs of that particular project.  I'm not sure.

MS. BRICKENDEN:  Sorry, what is based?

MS. GIRVAN:  Pardon?

MS. BRICKENDEN:  Sorry, which would be based?

MS. GIRVAN:  Well, I still have to think through this.  I'm not sure I completely understand.  If you do the revenue-requirement impact, is it based on the forecast, or is it based on --

MS. BRICKENDEN:  It would of necessity be based on the forecast, because that is what is proposed, when the distributor applies.

MS. GIRVAN:  Okay.  And then what happens --

MS. BRICKENDEN:  And then the actual is what would be put into rate base at re-basing.

MS. GIRVAN:  Okay.  I guess there's a couple of ways of doing that, that's all.  Thanks.

MS. BRICKENDEN:  On the earnings-sharing example, I didn't point out in my presentation -- no one's picked up on it yet, but I want to clarify that we're not proposing that the net cumulative amount be what is shared at the end of the term.  Once we worked through this example, we realized that was rather misleading.

So a request came in for preparing an example, and we appreciate that request, because it helped solidify what the implications might actually be here.

So what this chart shows is, year over year, and it's all -- the numbers are just made up for illustrative purposes, based upon what is designed into base rates going in, in terms of the return, on an annual basis, the ROE would be recalculated using the Board's approved methodology, and that is what the earnings-sharing would be calculated on.

And this just provides a little bit of an example, with some -- where there are basis points earnings above the -- that dead band.  And it's accumulated -- or, sorry, added up, so at the end of the term comes to just over 

2 million, because it's shared 50/50, so it's not a case where 100 percent is shared.  It would be just the 
50 percent.  And that would have to be grossed up for taxes.  And that's the amount that would be factored back to ratepayers at the time of re-basing.

So that's conceptually how we see this working, rather than dealing with earnings-sharing matters every year.  So instead of an annual review, or an annual hearing.

Adonis?

DR. YATCHEW:  Adonis Yatchew.

As I read the footnote, I wasn't quite sure I understood how it would operate.  So let's say in the first year the utility exceeds its rate of return by 200 basis points -- in fact, by more than 200 basis points, by 

$100 million more than 200 basis points.  And in the following year, it failed to achieve the rate of return plus 200 basis points, and the amount by which it failed to reach that amount was $100 million.

Would those two wash out, and therefore there would be no earnings-sharing?


MS. BRICKENDEN:  No, that's what I was trying to clarify, that in going through this example we are not actually proposing that it be a net tracking of the over/unders over the term of the plan.

DR. YATCHEW:  Mm-hm.

MS. BRICKENDEN:  Only overs.  It is, after all, an asymmetric earnings-sharing mechanism.

DR. YATCHEW:  In more than one way.

MS. BRICKENDEN:  Mm-hm.

DR. YATCHEW:  Because not only a loss is not part of it, but also, there's no banking over the course of the IRM.

MS. BRICKENDEN:  Banking?

DR. YATCHEW:  In the sense that --

DR. KAUFMANN:  Accumulation.

DR. YATCHEW:  Carrying a loss forward, yes.

MS. ANDERSON:  Lynne Anderson, Hydro Ottawa.  Just some clarification that others might be able to help me with in how these calculations are done, particularly on, I guess the actual calculation of ROE.  I'm assuming that in calculating the ROE, it's based on a mid-year equity, so it would be the average of the equity from one year to the next, not the year-end equity that it would be calculated on?  I'm curious -- the devil is in the details with each of these things, so my question is:  How do you calculate ROE, and do we all do it consistently?  Do you take the average year over year equity and take your earnings for the can year on the average equity over the year or is that how the calculation is done, I guess is my question.

MS. BRICKENDEN:  The actual.  How would the distributor calculate its actual.  A good question.

MS. ANDERSON:  As opposed to just taking the earnings over the year-end equity.

MS. BRICKENDEN:  Mm-hm.

MS. ANDERSON:  It's a point of detail I think needs to be considered.

The other question is given that it uses actual equity, I assume, so I guess what I'm trying to understand, because I know that Enbridge has an earnings sharing in their IRM, and someone might be able to help me here.  If you had two identical utilities, the exact same earnings, exact same rate base, one pays dividends to their shareholder regularly, and one does not, then the equity of the one that pays dividends would be lower.  So there would be a appearance that they're over-earning -- they're earning more than their counterpart.  Their ROE would be higher because it would be earnings over equity.  The equity is reduced by dividends, so their ROE appears to be higher.

The other one appears to be -- to have a lower ROE.  So how do you take into account dividends in that scenario, when we have different dividend policies amongst LDCs?

MR. FOGWILL:  All the rates are based on deemed capital structures.

MS. ANDERSON:  So that's my question.  So is it a deemed equity the calculation would be on?

MR. HARPER:  It can't be anything else.

MS. ANDERSON:  Okay.  So it be from your base year, the calculation?

MR. FOGWILL:  The capital structure would be -- well, base year unless it gets adjusted, like is happening right now under 2nd generation, so whatever that deemed adjustment is is not actual.

MS. ANDERSON:  Okay.  Not actual, so it doesn't -- it takes the earnings from the current year, but not the assets from the current year?  I'm trying to understand this.

MR. FOGWILL:  The capital structure is based on whether -- in the simplest situation, it's based on the capital structure that was established in your re-basing year.

MS. ANDERSON:  Okay.  So... I'm just trying to figure out the math.

So you need my actual earnings in order to calculate it.  But then the equity would be from my approved rate base?  So it doesn't change during the period?  Or would it be my assets plus the working capital allowance plus 40 percent, as a deemed calculation for that year?  So is it a calculated in number?

MR. FOGWILL:  Are you asking me if the rate base gets adjusted for the interim years?

MS. ANDERSON:  In the calculation of the ROE here, to come up with my equity.

MR. COWAN:  For what it's worth, and my reaction to this, when we talk actual, we have to be whole and use actual.  The question of dividending then is a management judgment, as to how much -- or the owner's judgment, in combination with management, as to how much they want to withdraw from the equity account in order to fund the dividend.

So, to that extent, if it alters the capital proportions or whatever, it's a reality not to be denied.  So I can't see if -- see if we're talking actual, yes indeed, we'd need to take out whatever dividends occurred.  Any new capital infusions put in for whatever reason.  Capital restructuring, issuing of new shares, all of those things.

It would seem to me to fit into the column of actual.

However, I don't want to be missing something here from your question.

MS. ANDERSON:  Yes, I guess it was just a concern that, well, first of all, when I saw the draft presentation it just said ROE, so I wasn't clear -- I mean, I assumed you meant rate of return on ROE, not ROE which is the actual dollars.  So I wasn't sure whether it was going to be a dollar threshold on, but it appears you're saying it's the actual rate of return on ROE.

And so then I got into thinking, how do you calculate that?  In particular, if you have a very, you know, hefty dividend policy and your equity lowers, then you will have an appearance of having more earnings over, over-earnings, than another LDC that could be exactly the same, getting the exact same net income.

MR. COWAN:  Is it not in fact more than an appearance?  It's a reality.  It's a more highly lived business, a higher risk profile because of greater dependency on debt so in fact the risk profile is different for that entity.

MS. ANDERSON:  It's true, but that entity may be trying to hold to a 60/40, may have a deemed capital structure that's the same but their actual capital structure is different so again, it may be a question set on the details.

MR. FOGWILL:  All rates are set on deemed structure, not actual.  The question we will take back, whether the rate base gets adjusted for the interim years.  Okay.

MS. ANDERSON:  Thank you.  And the follow-up question on this is, again, in determination of earnings.  Because as you know, there are a number of things that we do such as CDM activities that the Board has already decided are to be kept separate from the operations here.  So, while I know you're proposing that it wouldn't be weather-normalized, I think it does have to be normalized for things such as management fees for CDM that are kept separate, that may enter your profits.

MS. GIRVAN:  Do you mean like SSM?  On the gas side those are outside the earnings-sharing mechanism.

MS. ANDERSON:  That's what I wanted to clarify, that the LRAM and SSM or whether it's SSM or OPA, or things that are similar to SSM, it's a slightly different.

MR. FOGWILL:  It could be separate.

MS. ANDERSON:  Okay.  Thank you.

MS. BRICKENDEN:  Are there any other questions?  Did you want to take a ten-minute or so break before we set Larry up to present?  To set him up.  That's right.  Bad choice of words.

--- Recess taken at 11:23 a.m. 

--- On resuming at 11:40 a.m.

MS. BRICKENDEN:  We'd like to get started again, folks.  All right, focus.  We would like to resume.  And we're back on air.

Thank you.  I'd like to turn the mike over to Dr. Kaufmann now.
CALIBRATING THE RATE INDEXING MECHANISM

Presentation by Dr. Kaufmann


DR. KAUFMANN:  Okay, well, thanks for setting me up, Lisa.

I'm sure everybody knows that PEG has made preliminary recommendations in a report in February on the X factors and the two components of the X factor that we made recommendations there were the productivity factor and the consumer dividend.

And those were presented in a report in February.  In today's presentation I'm going to update those recommendations, well, discuss and update to some extent the recommendations in light of the new Staff proposal and the comments from companies and stakeholders.  But before we get there, I think I would be worthwhile stepping back for a second and realizing that there's obviously a difference of opinion on many of these issues.  But I think it would be a mistake to think that there is really significant or serious disagreement.

In my opinion, I think the parties are remarkably close on most issues.  For example, I've recommended a productivity factor of 0.88 percent, and the companies have recommended 0.55 percent.  And that's only 0.33 percent difference.  And I'm not saying that's not material but I've been involved in a number of these proceedings, and I can't think of any other proceedings where, at this stage of the proceeding, parties have been that close on that issue.

So, for example, in New Zealand, which is a case I was involved in, the initial productivity factor proposed was 2.6 percent and the companies came in with something like zero, in some cases negative, productivity factors.

So at a meeting like this, the companies and the Staff were more than 3 percent apart on the productivity factor.

So I think that's just worth keeping in mind, that, you know, we are disagreeing about some parameters, but the range of or disagreement is relatively small.  We're talking about 5 points, in most cases.

So the organization for this presentation, I'm going to start with just a brief overview of the X factor, some of the conceptual background for that.  And then the productivity factor recommendation, the inflation factor and inflation differential, which is a new issue now, now that there has been a change in the Staff proposal T consumer dividend and then the K factor.

Lisa has talked about this but the objectives for IRM3 that are guiding our IRM, there are four main objectives, one is to build a sustainable framework; one is a predictable framework, a framework that's effective, that creates strong incentives, and shares the benefits of efficiency gains between companies and customers.

And finally, for the framework to be practical.  So it's something that could be easily implemented, and where the costs of implementing and administering the regulatory framework don't exceed the benefits that are expected from incentive regulation.

And in our work we really have been guided by these objectives in developing an X factor.  What we've tried to do is put in place data sources and empirical tools that, in our opinion, lead to reasonable X factors in IRM 3, but that can also be expanded and revised so that it can accommodate new information as it becomes available and potentially new tools.

So the intent, really, is to establish an approach that's not set in stone.  It is reasonable for IRM 3, but it can evolve, and it should evolve, as more information becomes available.

The original Staff proposal was to use an IPI, an industry input price index.  And in that case -- we talked about this last time -- there's a link between the appropriate X factor and the inflation factor.  And when an industry price index is used for the inflation factor, the X factor is the sum of two components, which is the trend in total factor productivity for the industry, and a consumer dividend.

The logic is potentially more complicated when an economy-wide inflation factor is used.  In that case, it may also be appropriate for the X factor to include an inflation differential, so to include a third component, which is designed to help the selected inflation factor better track the industry input price trend.

So if you want to think about what's an appropriate value for an inflation differential, the relationship to examine is the relationship between industry input price trends and trends in the selected inflation measure.

So in our original report we developed recommendations for the productivity factor and the consumer dividends, and again, we wanted to recommend values that we thought were reasonable in the current proceeding and that also provided a sustainable but flexible basis for X factors in the future.

In this presentation I'm going to look at our original productivity factor recommendation, consider the need, and, if there's a need, the magnitude of an inflation differential; examine the consumer dividend recommendations -- and those will be updated.  The methodology for establishing consumer dividends has been revised somewhat 
-- and also evaluate the rationale for a proposed K factor, which is broader in scope than what the Staff is proposing, which is the incremental capital module.

So just a brief review on the productivity factor.  Most X factors in North American plans are designed to track the total factor productivity trends of the industry.  And total factor productivity is equal to the ratio of output divided by input.  So TFP growth, then, is equal to changes in output -- and these are both quantity measures, so it's the quantity of output divided by the quantity of input.  So TFP growth is equal to changes in output quantity minus changes in input quantity.

And the typical approach that's used to estimate TFP are various indexing methods.  Indexing is just a way to aggregate different outputs into a comprehensive measure of output and different inputs into a comprehensive measure of input.

And once that's done, the change in total factor productivity is computed as the change in total output quantity minus the change in input quantity.

And in our work we have used indexing methods to come up with a proposed productivity factor, but our analysis was limited by the amount of data that was available, particularly in Ontario.  There were some significant data constraints which led to the approach that we adopted, and the information that we relied on to base the productivity recommendation on.

In our work, output quantity was computed as a weighted average of growth in customer numbers and kilowatt-hour deliveries, and the weights that were applied to these individual outputs were the cost elasticity shares.

So we ran an econometric model, where we related total power distribution costs to various factors, including outputs, including customer numbers and kilowatt-hour deliveries.

And the way our cost function was specified, the coefficients on those variables are equal to elasticities.  So what we did is, we took those as the basis for the impact that a 1 percent change -- it's an estimate of the 1 percent change in each of those outputs on total distribution costs.

So this sort of approach essentially weights outputs depending on what their impact is on distribution costs.  So, for example, about .63 percent -- or about .63 was the weight that was applied to customer numbers.  .37 was the weight applied to kilowatt hours.  So that just means that a 1 percent change in customer numbers has a much bigger impact on distribution costs than a 1 percent increase in kilowatt hours.

MR. PORAY:  Larry, just a clarification here.

Why didn't you use peak demand in the output quantity?  Because it is, in fact, a measure of the output which utilities encounter in serving their customers.

DR. KAUFMANN:  Yes.  There are two answers to that.  In the U.S., the peak demand data aren't good.  So much of the peak demand data in the U.S. is not -- that the companies report, particularly because a lot of companies still are vertically integrated, the peak demand data that are reported reflect peak on the transmission system, which has, you know -- it can be affected by sales to other utilities and what's happening in the marketplace, as opposed to the actual peak demand of the customers of the distributor.

So because of that, the peak demand data in the U.S. aren't a good measure of the output that distributors per se are providing.

In Ontario -- I'll talk about this at a later slide, but we only have four years of data, so we'd be going from 2002 through 2006.  And the peak demand data in both of those end points are distorted by weather.  So -- relative to the long-term trend.

So, for example, this is something that London Economics talked about in their report, although they didn't draw this conclusion.  They said that 2002 was a very hot year and 2006 was a very moderate year.  And if that's true, then peak demand is going to be quite a bit higher in 2002, relative to what would be expected in the long run.  And peak demand in 2006 is going to be quite a bit lower.

So if you kind of draw a line between those two, you're going to see a big decline, but that decline is going to reflect the impact of weather, as opposed to real, fundamental, long-term changes in that output.

On the input side, input quantity was a weighted average of OM&A inputs.  And in the U.S., because we have better data, we computed that separately for labour inputs and non-labour OM&A inputs.  So we have separate terms for each of those in the overall input quantity index, and then capital inputs.  And --

MS. GIRVAN:  Larry, sorry, can I just go back?  A quick question.

Andy, what's your response to what Larry said about not using peak?

MR. PORAY:  Well, our preference -- and in our submission, we did, in fact, include peak demand, because we feel it's an important component of the distributor --

MS. GIRVAN:  And given what he's said about the data, how does that affect your position?

MR. PORAY:  Well, the data is what the data is.  I mean, you can make corrections for it to take out the weather effect.  Perhaps the surprising thing is that we seem to always dismiss the Ontario data because it's either inappropriate or too short, but nevertheless, you know, it's the data that we have.

We've, I think, perhaps even more data, not just to 2002, but perhaps to 2000.  That's when we started collecting that.  So perhaps there is, in fact, a bit more there.  And our view is that we should be using the Ontario data, because that's the best we have at this point in time.

DR. KAUFMANN:  Well, it's certainly our intention to transition to the Ontario data.  And if we would have had a good data series, ten years' worth of data, to compute TFP trends in Ontario, then that's --


To compute TFP trends over a ten-year or so period, then that's what we would have used.  But because there is this discontinuity, really, between the data that were available in IRM 1 and what has been available under the RRR filings, there's a five-year gap between those, and it's difficult.  We found it difficult to close that gap.  

DR. CRONIN:  Can I just interject?  The '98, '99, 2000 and 2001 data were actually collected by the Board under various authorities.  So there is a continuity of data on operating data from 1988 from 1998 to 2006.  That data was consistently defined and the RRR data, I believe, can be traced directly to the PBR data that was originally collected in 2000, the historical data.  So there are filings for all those -- for all what you call the gap years.

MR. COWAN:  I have to speak up to this because, Frank, I'm not sure we agree on this.  You seem to believe that we have something, and I went over this quite extensively at our last session back in March.  And in fact, we do have data up 'til the end of 1998 as you state.  There was some attempt made by the Board to gather data but it's very sporadic, and what is available until 2002 is not particularly helpful.

What is available in 2002 through 2004, we also then provided the distributors an opportunity, when that material was going to be used in setting 2006 rates, an opportunity to adjust any of the data that they felt was incorrect.  In the first year, 2002, there are approximately 43,000 data points of data available for all of the distributors.  16 percent of those were changed by the distributors when we opened up the opportunity for them to adjust, correct, or whatever, to the data that they had provided and reported to the Board under the RRR.

We asked them to sign off and make a representation that this was correct data.  And if -- and indeed, that gave us what we consider to be robust data from 2002 to 2006.

For 2000 and 2001 there was some attempt to gather data, but the quality of that is far lower, in our view, and insufficient to be reliable for purposes of the work that's being considered here.

DR. CRONIN:  Well, I know we've had this exchange a couple of times, and we tried to document, I think, what our understanding was of what had happened.  You know, it might be beneficial for some subset of us to go off-line, at some point, you know, and actually work through --

MR. COWAN:  It might.  One of the things that I did undertake at the last session, which we are nicely into, is to upload the data that was available for the 1988 to 98 period as derived from the RRR filings and support the statistical year books that I carted into the room last time.

That data resides now, as of this minute, on one ancient computer on the Board's premises, and I'm having that migrate or brought across into the Board's data warehouse.  That will take 'til the end of May to complete.  Then, in fact, perhaps we can get some better use out of those earlier years.

The interval period that goes from '98 to 2000, we are doing some experiments on that -- that goes to 2002, excuse me.  I should have said from 1998-2002.  We are doing some experiments on that but when we have uploaded the information to '98, some experiments to see whether there is discontinuity between -- if you were to try to bridge from the period up to '98 to the period from 2002-2006, you can visualize that we could draw a couple of curves over that period, and then draw a bridge across the gap in between and take a look at the data points that have been gathered for 2000 and 2001 in relation to the bridge.

Now, you might well expect some discontinuity because of the industry restructuring that happened around 2000.  And around that, then, if -- and there are statistical means for dealing with discontinuity.

So we believe that it's useful to do some experiments around this.  And my personal objective, although I haven't got a work plan supported by the Board at this point, is to report the results of that type of assessment so that everybody can get a little bit more comfort on what data is good and what isn't.

So whether it's necessary to have more direct dialogue with those who care about this, and how to do that in the process of doing this analysis, is perhaps open for discussion.

DR. CRONIN:  It seems to me that, you know, we appear to be discussing the credibility of four or five years of data gathered through various means.  But I think it's become apparent to almost everybody that a number of the issues that we've been grappling with the past few months, whether it's the Ontario TFP trend or the possible under collection of resources for capital additions which Larry talked about in terms of being reflected by real capital, that those questions could be addressed were this data to be available.

And if we're talking about four or five years of data which is still rather recent, because we're talking about, say, '99 to 2001, you know, maybe the distributors would be, in fact, in a position to recreate that data and fill the gaps that exist.

MR. COWAN:  With all due respect, I believe that's the most troublesome period for the distributors.

DR. KAUFMANN:  Why don't we ask the distributors if they could be in the position to recreate those three years of data.

MS. ANDERSON:  Lynne Anderson, Hydro Ottawa.  Recreating data is always a problem.  What I'm confused about is, I always thought these were reporting requirements throughout the entire period.  I've got data I just pulled up our file right here, that we filed right back to 2000, 1999.  So I thought there were filing requirements in that period.  So we're not recreating it, we're just saying:  Here's what we filed.

MR. COWAN:  Well, I can tell you, I won't name utilities but there is a significant number, and I mean more than at least 15 or 20, that do not have information for the time period that we're just talking about.  There are some for whom it's fortunate that there are -- there is data.  There's no doubt.  And in fact, Frank, I believe, through your own efforts you gathered some data that does cover this time period, but it is not complete and comprehensive.

In addition, one of the major reasons it's not available is that there were changes in personnel in many of these entities, and a complete loss of methodology about what was required in order to do the reporting.

DR. CRONIN:  Right, but see, I think we're narrowing down what the issues are of concern to you and the Board, and I think it's helpful for the stakeholders to understand that.  But, you know, let's say it's 15 or 20 utilities that are a problem in those gap years, or whatever it might be, you know.  Is that a manageable process to recreate their data?

But I think the utilities were under the impression, for those intervening years, that they were filing that data first for unbundling purposes, at the direction of the Board, and then, secondly, based on the 2000 Rate Handbook.

So I guess all I'm suggesting is that -- I think there are a number of issues here from the concern on capital to the TFP for Ontario that are driving the parameters --

MR. COWAN:  Right.

DR. CRONIN:  -- around the future generations of IR, to the extent that we could make a reasonable effort to put together a data set that we could all believe in and then address those issues.  We'd be much further down the road.

MR. COWAN:  Right.  Are you comforted with the outline that I suggested in terms of what we are attempting to do at this point?

DR. CRONIN:  Well, I think anything -- you know, any feedback that we can get from you as to what you think the problems are with the data that you have in hand.  Would be very helpful.  Then we could decide, well, are there ways to remedy that?

But I think -- let me just say, you know, if we're talking about a historical analysis like what is the TFP for Ontario for the past ten years, to address that question, we don't need every last LDC's data.  We just need a representative sample of LDCs' data.  So we're not trying to set rates here for each individual utility for those years.  We're trying to use a sample of data from those filings to answer these questions.

To get to the question that Andy had raised earlier and had the discussion with, with Larry, in terms of this issue of, is there a gap between depreciation and CAPEX, and what kind of materiality threshold.

To answer that for each utility, you would have to have their data.  But, you know, if it's an important enough issue for the utility, I think that they would probably bend over backwards to get the data that you needed to ascertain with them whether or not that was a problem.

To address the issue of TFP, I think, having worked with this data for ten years now, I think you could pull together a sample of filings that would go a long way to improving the analysis that we currently have.

MR. COWAN:  I'm hopeful that's in fact what we're going to end up with in a couple of months.  I think it would be, really, everybody's fond hope that we had something -- boom -- right now, and there you go.

But as a practical reality, we have to wade through this and try to access arcane data files and some other sources to see what we can get.  The concentration of the review that we're doing is on capital additions and on total OM&A.  We are scanning both of those fields, when I'm talking about drawing this bridge, to see what -- to see whether there are credible data points available for the interval years.

DR. CRONIN:  Yes, and that's --

DR. KAUFMANN:  Now, that's an important point too, because the gap years, we do need everything.  But we need everything that -- not everything literally, but we need everything that would go into a TFP calculation.  So we need all the output data, everything that goes into a cost calculation, et cetera.

But ideally, to really compute the most accurate measures of TFP, even for the most recent years, we'd need more data than that.  And what we need are good capital additions data that go back, ideally, about 40 years.

DR. CRONIN:  Well, that data was filed in first generation, okay, and that was the data that we used to complete the TFP analysis for the 48 utilities, at which point we had to end the analysis and go into writing a report and into the proceeding.  But that data was filed, and for those 48 it was coded, so --

DR. KAUFMANN:  No, I understand.

DR. CRONIN:  But, I mean, see, that sample of the 48, plus whatever you can do with filling in the gap years and what you have now, you could pull together a sizeable sample of utilities of various sizes, and I think you would have a robust set of data to look at these issues.

MS. BRICKENDEN:  It sounds to me as if I've heard that we do want to create a more robust Ontario data set.  And I think perhaps we might discuss how for quite some time this morning.

Could I suggest, at this point, that we let Larry continue and, if need be, come back to this later on in the day.  Roger, though, you've been trying very hard.

MR. WHITE:  Roger White, ECMI.

Larry, maybe this question is directly based on a comment that you made that you see a transition to Ontario data as being appropriate.  And I'm wondering whether, in your analysis, whether you looked at the four years of good -- "good data" that you do have for Ontario.

Is there a way econometrically to model that and combine it with, say, the previous six years of American data, with heavier weighting on the more recent years, as was done in PBR 1?

I mean, if we all say that the old data is junk, and we can't get to old data, then can we do something that at least more reflects the Ontario market?  Go ahead.

DR. KAUFMANN:  Well, there are several questions in that question.  And on the issue of the precedents, I'm going to talk about that, and whether it does make sense going forward to place more weight on more recent data, as opposed to earlier trends.  So I'll be talking about that in a second.

But in terms of combining the data sets, I mean, you know, there could be something that could be done there.  But that's not really a matter of econometrics.  Econometrics takes as given the data that you have.

So it's not -- it's not really -- I mean, it really is a data question.  If we want to fill those gaps, we need more information.  It's not the sort of thing that lends itself to kind of more sophisticated tools as a way to overcome the information that we really need.

I should qualify that a little, but, I mean, there are some things you can do, but this process would get a lot more complicated very quickly if we did that.  If we really relied heavily on econometrics to try to project what TFP is, then, you know, the technical complexity of these discussions would increase by quite a bit.

MR. WHITE:  Is there some fundamental difficulty then with blending American data for six years with Canadian data for four years, from your perspective?

DR. KAUFMANN:  Yes, I think there is.  I mean, I think the thing to do is to look at -- I think side-by-side comparisons between the U.S. and Ontario make sense.  But, you know, for example, if you only had four years of the operations of Toyota in North America -- and you wouldn't say, 'Well, let's combine it with six years of GM's operations.'  I mean, you know, that's -- it's just not a sensible way to kind of go at it.

MR. WHITE:  So instead we should use all GM -- well, I'm sorry.  Okay.

DR. KAUFMANN:  Well, we're talking about -- you know, I mean -- I think the trends -- it makes sense to compare trends, but you just can't, you know, kind of link, you know, levels and, you know, things that are very different and just kind of start adding data to that.  It just -- that would be an apples-and-oranges comparison.

MR. GAPIC:  Dan Gapic speaking from Horizon Utilities.  I don't know if we need to concede that the data for Ontario is all bad or junk.  I think Frank is indicating that there's a possibility of getting it together, and more than just a possibility.  If a bit of effort is put into it, that we should be able to build a data set.  And I think to have our own data set for Ontario is a much better starting point than trying to model something after the U.S. data.

DR. KAUFMANN:  Okay.  Well, on the details of the productivity work that we did, the -- on the input quantity, at the same time the input quantity index is computed, an output of that calculation is also a change in input prices, and the reason for that is that the real quantity of inputs is going to be computed as the expenditure on that input minus the change in associated input price index.

So we're essentially deflating changes in these inputs by inflation so that we can get just the real change, the quantity change, as opposed to the price change.

So because of that, we already have input price-inflation information that goes into the calculation, and since we have that information, we computed input price index as well.  And that's relevant for thinking about other issues in IRM 3.

MS. BRICKENDEN:  Could you please check to see if your mics are on?  I think we're getting side conversations coming in through the audio feed.  The Web is listening to your side conversations.  Thank you.

DR. KAUFMANN:  Andy, is your mic on, or...?

--- Off-the-record discussion.

DR. YATCHEW:  Sorry to extend this a little bit more.  I'm just wondering if you could summarize very briefly what your vision would be of trying to merge the three data sets to their maximal benefit; that is, the old reliable Ontario data to new reliable Ontario data, and the interim U.S. data, which is reliable throughout.

DR. KAUFMANN:  What I would like to see is, first, to get the data on the missing years, the gap years, between '97 and 2002.  I think that's where we have to start.  And we have to be very careful that when we're merging these data sets, that we are linking -- that we're controlling for mergers.  We're controlling for a lot of things that are going to -- that could potentially change as we go from one data set, one period, to another.

So I just think we have to be very careful when we build a consistent data series that the observations we're getting for company A really do reflect company A's observations.


And if there are any mergers along the way, we can kind of create a proxy for what company A would have been if they would have, you know, had all those merged companies that they have in, say, 2006, that they would have had in 1998.  So that's a big part of the exercise, is making sure that everything is consistent, get the data, ensure that there's consistency across the subperiods, and right now we have '88 through 2006, with the gap years we would build out the '88 through 2006 TFP series, but we would also extend back in time the capital addition series to the extent that we can, and then we would build up the capital stocks with capital additions data.  And we would make sure that that's done consistently.

So that that was done to some extent in IRM 1 but we also want to make sure that that's also done in all the gap years, and again that's an important part of this, to make sure that we are building up a capital series that's consistent for each company for every year of the data.

DR. YATCHEW:  This is all using just Ontario data?

DR. KAUFMANN:  That's just the Ontario data.  And then we could have good side-by-side comparisons, potentially with the Ontario and the U.S. data.

But I think if we really have confidence in the Ontario data then there is no need for the U.S. data.  The U.S. here is a proxy for what we don't have good consistent information on, which is the Ontario industry experience.

MS. GIRVAN:  But isn't the question today what we are going to use for 3rd generation IRM.

DR. KAUFMANN:  Yes, it is.

MS. GIRVAN:  And I said this last time, and it's great, that we're going to start collecting this data and we're going to have it going forward.  But the point is really, for today's discussion, is what do we use in establishing a TFP for -- when this plan starts?

DR. KAUFMANN:  I mean, every general wishes he had more information before he went into battle.  And I think we all wished that we had better information, but we do have to act.  And this is the information we've got.

MR. PORAY:  Just to comment in terms of the -- I know that for the U.S. utilities you go back to about 1964 and you have a long history.  But given the changes that took place in the Ontario distribution sector, what value is there going back to '88?  Why not just start in '97 and move forward from that?

DR. KAUFMANN:  That could be.  I think that's, again, that's an empirical issue.  We would want to examine that.

If there really are discontinuities in the industry, that should be reflected in the data.

MR. COWAN:  And Andy, that's in fact why we want to see what that bridge looks like between the before and after periods that we're talking about.

MR. PORAY:  Okay.  Thank you.

DR. KAUFMANN:  Okay.  So what information did we use for our recommendation?  There were three sources.  There was the TFP estimation from IRM 1, the recent TFP trends for Ontario and the recent TFP trends for the U.S..

I think this is pretty well known at this point, but in IRM 1 the average TFP growth was estimated to be 0.86 over the '88 to '97 period.  And there were two very different experiences in the first and second half of that period in the first half, '88 to '93, TFP actually declined at about a 0.1 percent annual rate, and TFP increased quite a bit in the in the second half, in the last four years.

And I think this is an important point that we'll come back to in a second.

This shows that it's not the case that TFP is necessarily always declining over time, that we're kind of -- that there is this kind of unambiguous evidence that TFP growth is declining in this industry.  What this shows is that there was TFP growth in the first half of this sample that's very similar to what the industry has experienced and what we estimate the industry has experienced since 2002.

But, going forward, that didn't mean that there was negative or zero TFP growth.  The experience from Ontario shows that companies can have essentially flat TFP growth and then follow that with significant TFP growth in the following four years.  So this is just something to keep in mind and we'll come back to it.

In IRM 2 the X factor was set equal to 1 percent.  And we did consider this.  But really, that was a determination that was based almost entirely on judgment.  An overall view of the evidence.  And there was no real independent analysis that was done, empirical analysis, to support that 1 percent value.

The current TFP measures  we've estimated TFP for the industry here since 2002, using the RRR filings.  The capital stock, though, does use some imputations on capital additions from 1992 through 2002.  So we've done some work to kind of get a pattern of what those capital additions might have been based on observed customer additions, which we do have information on.

So that gives us a little more confidence in the capital quantity measures that we're computing since 2002.

So here are some tables that have appeared in previous conferences and in the report.  The Table 3 shows the output trend, the computed output trend in Ontario.  And I want to point out something that was discussed last time as well.


2006, if you look at this, what stands out on this is a very big decline in output in 2006.  And that is due overwhelming to the fact that there was a big decline in volumes in that year.  And I haven't personally investigated this in any great detail but I'm told that there were losses in significantly large customers, big losses in output in that year.  And it's critical that this is happening in 2006, because when we're estimating TFP growth from 2002 through 2006, what happens in those endpoints has a direct impact on the trend.

So what we're seeing here is an anomalous decline in volumes in 2006, something that you wouldn't expect year over year.  You don't see necessarily big volume losses due to the loss of big customers.  That's an unusual event.  But that's having a big impact on output quantity in the last year of the sample, and therefore having a significant impact on the computed output quantity trend.  Adonis.

DR. YATCHEW:  Would you consider this unusual, this volume loss, if indeed it is linked to reduced demand by large customers when viewed in the context of a rapidly strengthening dollar and loss in manufacturing jobs that is continuing through this day and perhaps going forward?  I'm trying to suggest that this may not be anomalous, that this may be actually part of a trend, though the most recent data would serve to inform us.

DR. KAUFMANN:  It could be.  But I think this does still point to the need for having a longer-term -- having more information.  Because, again, we've only got four years of data here, and to the extent that we have less and less data, what happens in any given year, and particularly the endpoint of the year, is going to have more of an impact on the overall trend.

So this may be something that's ongoing but in terms of the long reason impact of that I think it's going to be magnified by the fact that we've got such a short sample period.

On the input quantity, here the number is there.  You can see input quantity grew at the same rate as output quantity, 1.58 percent over the sample period.  And the next table brings those two together.  And you can see that, you know, essentially output and input are growing at the same rate.  So there's only 0.01 percent TFP growth over the sample period.  And again, it's very clear why the TFP has been depressed in this period.  You can look, there was TFP growth that was positive, at about 1 and a half percent in the first two years in the sample.  It went slightly negative in 2005, but there was a big decline in 2006.  Again, linked entirely to output.  So if you compare the 2005 exchange and the 2006, it's being driven entirely by the fact that there was an almost 3 percent decline in output from the previous year.

MR. SASSO:  If I can just ask, in looking at this slide and looking at the difference between the output and the input each year, so the cumulative effect is 0.01 percent; but in any given year there seems to be a significant difference between output and input, in at least most of the years.

And it leads me to wonder if the TFP is set with sort of that single number, that kind of -- that pot, that everything has been poured into, and where it's all been evened out, is that reflective of the input/output realities that are happening in a given year, when an X factor which is driven by it is being applied to a given utility?

DR. KAUFMANN:  I think what you're saying is that TFP fluctuates from year to year, and that's true.  But if we're going to have a multi-year rate plan, then it makes sense, for the entire industry, then it makes sense to take as a target something that reflects the long run experience of the industry.  It's not going to be possible to design a plan that reflects each company’s input and output experience year on year.  So if that's the standard, that's really, I think, an unrealistic standard.  That's not anything that we could design.

But this is -- but you can still use TFP as a good medium-term multi-year target that the company can kind of, you know, can set the company's rates and the company can compete against, in a sense and try to beat that target.  They're still going to be re-basing and at the re-basing that's when each company's actual inputs and output experience is going to be completely reflected in their rates.

But the mechanism itself has to be something that's generally reasonable for everyone and that reflects long-term trends as opposed to what's going to happen in 2008/2009, et cetera.

MR. SASSO:  So I guess my concern is that, when you have a string of bad years in output, and your inputs are held relatively constant, labour and so on, that the cumulative effect in a three-year span could be significantly adverse and could lead, then, to rate shock or what have you at the next cost-of-service, because now you've got to catch up, if you're allowed to catch up.  Because you're not looking at the historical, you've lost that.  You're looking at your forward test year.

So I'm concerned that it's -- that in our specific situation we are facing a lot of load loss, and I'm expecting our revenue forecast in our upcoming re-basing to be negative.

And so in that kind of a context -- and they call Windsor the canary in the mine shaft in Windsor, because it sort of precedes the rest of the manufacturing decline that happens every now and then.  And so I'm just wondering -- I know what you're saying about the averages, and you're saying you can't develop something in economics to deal with them individually.  But then don't we need some other mechanism or means of dealing with that?

DR. KAUFMANN:  I think there are mechanisms in the overall framework for IRM3.  There's, for example, off-ramps.  Off-ramps are going to be potentially available to any company.

So if you face significant losses in load, in revenues, then the framework would allow you to come before the Board and have an adjustment.  So I think those are the sort of idiosyncrasies that we can't get, we can't fit into a formula.  Those aren't formulaic, but that you can deal with them on a company-by-company base.  And I think the plan allows for that.

Okay.  So this is what we've computed.  And again -- and I'm not saying any of this data is wrong or not representative, but you have to keep in mind that we only have four years of data and this bottom-line result that we're getting here, of flat TFP growth, is overwhelmingly affected, and in fact dominated, by the fact of what's happening in 2006.  This big output decline in 2006.

If we didn't have that, and if we just looked at the TFP growth from 2002 through 2005, then what we would compute for TFP growth in Ontario would be 0.9 percent.  So, again, I'm not saying that this is wrong or we should ignore it, but you have to keep that in mind.  There was a TFP trend, a very short-term trend, of 0.9 percent up until 2006.  There was a big decline in output in 2006 and that's what's driving and really responsible for the fact that there's zero TFP growth over this period.

MR. PORAY:  So the issue is not so much that we only have five years, it's that two of those five years are showing negative numbers that's influencing the outcome?

DR. KAUFMANN:  No, I think the real problem is we only have five years.  We need to have more information to have a better sense that, more confidence, that what we're estimating is the long-term trend.

MR. PORAY:  And I guess if we had 2007 and it showed negative numbers again, would that be a better indication?

DR. KAUFMANN:  That would give me more confidence that what we're seeing in 2006 is going to be sustained.

Marika just reminded me that we are going to update for 2007.

MR. PORAY:  Yes, because that information has just been filed by the utilities.

DR. KAUFMANN:  Yes.

MS. GIRVAN:  And what does it say?

MR. PORAY:  I don't know.  (inaudible)

DR. KAUFMANN:  So that is the TFP trends that we estimated for Ontario, and another factor to keep in mind is that we talk about this in the report, we have less confidence in these TFP trends than we would in most of our TFP work because of the fact that we have data, limited data, on capital additions.  And capital is such a big part of this industry that it's important to get capital right.

We don't have the pattern of capital additions that we would normally feel comfortable with to get the best estimate of TFP trends so that's something to keep in mind.  This is the most accurate trend that we can compute given available data but we think it's less accurate than it should be given data limitations.

MS. GIRVAN:  Larry, I have a question back to 2007, so what does that mean that you're going to recalibrate the numbers based on 20077.

DR. KAUFMANN:  I don't know what the timing is, for a final decision.  We don't have the data yet, and it would take us a while to --

MS. GIRVAN:  Well, I'm just trying to understand the implications are of the fact that the 2007 data is not available.  Is it going to be used or not used, it’s going --

UNKNOWN SPEAKER:  Not completely available.

MR. COWAN:  I can comment on that.  In fact, as you know, the filing date for 2007 data is April 30th.  So we have a vast majority of those utilities have met that due date.

We made a commitment to post by June 30th the results of all of the data that has been used in the benchmarking analysis to make that available by June 30th.

In the course of the conversation right now, it seems that it would be helpful to get a signal as to whether or not at least volumes are going up or down, in relation to 2006, in order to try to get a fix on this trend.  And that is something we could do with a few hours' work, to pick out the big players in the exercise, add up what they've filed and we'd be able to do a comparison, even though we haven't got everything scrubbed right down to being squeaky clean all across the board.

So if we think we could benefit from that, I'm certainly prepared to do that in short order, for purposes of checking out the volume trends.

Otherwise our plan is to be able to publish and post on the Board's website the same data array that we've provided last time by the 30th of June.

MR. WHITE:  Roger White, ECMI.  Bill, when you're doing that, I know that there's a tendency that Toronto thinks it's the centre of the universe and dominates everything, but one of my clients, who is in the north and subject to pulp and paper and those kind of pressures, experienced partway through to 2007 a 15 percent reduction in volumes.  And, you know, even though it's a relatively small distributor, if you have got a dominant trend happening in industry sectors, don't just automatically look at the big guys.

MR. COWAN:  That's good advice, Roger, in fact I'm quite well aware of those worries in that kind of situation that affects more than just one utility.

So, indeed, we will -- we have data, I did a count yesterday, for 82 percent of the distributors.  So that's going to give us a pretty good fix in a very short period of time on the volume question.

DR. KAUFMANN:  Lunch is here, and so why don't we take a half hour break, I presume, until a little after 1.

--- Luncheon recess taken at 12:35 p.m.
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DR. KAUFMANN:  Okay.  I think we're ready to start.  I know there are three more speakers after me, so what I'm going to try to do is, I'm going to try to wrap up my presentation in the next hour, and that's going to be about one minute per slide, so I'm going to see whether or not I can do that.  There's still a lot to go through.

But I'm going to try to pick it up a little bit and see if I can finish this at a little after 2:00, which will give time for the other three people to go and still get out of here at a reasonable hour.

Okay.  So the index-based TFP trends for the U.S., this was the third source of information we looked at.  The methodology, very similar to what we did for Ontario, except we had three inputs, because we could break out OM&A costs between labour and non-labour.

We also had a much better data series for capital additions, and we used what we call a 1964 benchmark value, so what we used were more than 40 years of additions for capital.  We took the capital stock in '64, and we added to that 40 years of additions.

So we built up something that reflects almost the full replacement cycle for distribution assets.  That's reflected in the capital stock.

Here's the sample of distributors we used in the U.S., and then the next several slides go through the results.  The first slide is the output quantity.  The overall -- and again, we used the '88-through-2006 period to be consistent with the Ontario results, but we do have a full and a consistent data series here, so we can look at the full TFP trends over that period and for different sub-periods.

So what this shows is that output quantity grew by 1.75 percent, a little bit more rapid than in Ontario.  Input quantity grew by about 1 percent, and this gives the growth in the various sub-indexes:  Labour -- materials and services are really non-labour O&M inputs, and then capital inputs.

The one reason why you see this decline in labour and the increase in materials and services, part of this is due to outsourcing.  So outsourced services are going to be reflected in materials and services.  So that's one reason why these are moving in different directions.

Input prices.  We'll talk about this in a second, but this gives us the growth in the overall price index for the inputs, the comprehensive inputs that are used by distributors.  You can see that that grew at about 3.6 percent.

Capital prices grew most rapidly, at just over 4 percent, labour at about 3.5 percent.  And the price index that we used for materials and services was the GDP-IPI, which is the equivalent of the GDP-FDD in Canada.  So it's an economy-wide input price measure that we used to deflate non-labour O&M.

And then finally, here are the productivity results for the U.S.  You can see that over the entire sample period TFP grew by just over .7 percent, from 1988 through 2006.

MR. PORAY:  You've skipped through a lot of slides, so I'm going to take one additional minute here.

DR. KAUFMANN:  Okay.

MR. PORAY:  How did you -- or are you confident that you've corrected for all the factors that would perhaps make the utilities different, comparing Ontario utilities to the purely distributors?  Some of these utilities are vertically integrated.  Some have gas businesses.  Some have transmission businesses.  Have you made corrections for those factors?

DR. KAUFMANN:  What we've done is, the sample is chosen so that these -- this is a good sample, we found, that -- where the data seemed to be internally consistent, and consistent with what's reported on the distribution side of the business as being a good measure of distribution.

So we've done a variety of screens on this at the outset to come up with a sample where the U.S. sample is as consistent as we can make it, with kind of a pure distribution business.

Okay.  The next step was to compare the U.S. and Ontario TFP growth experience and the growth trends.  And because we had these gap years or missing years between '97 and 2002, if we're going to do this over the entire '88-through-2006 sample period, then we have to make some assumptions on what TFP growth might have been in Ontario in those years.

And that's what we've done.  We looked at four different scenarios for Ontario.  First column is kind of the worst-case scenario for TFP growth in Ontario.  What we do -- and if you look at, down here, the rows that are underneath the '88-through-'06 average growth rates, this gives the growth rates in TFP for each of the sub-periods.

And you can see that across these columns those growth rates are the same for '88 through '93, '93 to '97, 2002 through 2006, which is what you would expect.  Those are the periods for which we've estimated these data.

The only period that we had to make assumptions was the '97-through-'02 data.  And there, if you look across that row, you can see the differences in the assumptions that were made.

So the worst-case scenario is zero percent TFP growth.  And that's kind of consistent with the lowest observed TFP growth for any of the sub-periods in Ontario.  It was slightly negative in first period, but essentially flat.

So that's a continuation of the worst observed -- for these years we don't know what TFP was, but the worst that -- if it was consistent with the worst observed experience in Ontario, then TFP would have been, over the entire period, would look like what's reflected in column 1.

Column 4 is kind of the best-case scenario.  So there what we've done is we've taken the highest observed TFP growth rate, which was the growth in '93 through '97, and that was just over 2 percent.  And that was the TFP for the preceding four years.

And under this scenario, we're going to assume that that TFP has continued to grow at that rate for the next five years.  But that's the most rapid TFP growth of any of the sub-periods.  So that's kind of the best-case, in terms of maximum productivity growth.

The scenario 2 is -- we do have information on the U.S.  And scenario 2 is that TFP in Ontario grew by the same amount that it grew by in the U.S. during those years.  So you can see there that that's 1.09 percent.  And so that's the assumption that's built in there.

And you can see that when that happens, what we get is a TFP growth for Ontario that's very similar for the '88-through-'06 period, which is very similar to what we're getting for the U.S. over that period.

So what that's telling us is that, for the periods -- if you look at '88 through '97 and 2002 through 2006, and you look at the average growth rate in TFP over those years, that's almost identical to what the average TFP growth was for the U.S. over those years.  So it's very similar.

Scenario 3 is, it's kind of a combination of the Ontario experience and the U.S. experience.  And what the assumption there is that, just like in '93 through '97, TFP grew faster in Ontario than in the U.S.

We're assuming that that same proportional relationship -- so in other words, the extent to which TFP in Ontario exceeded the U.S. on a proportional basis in the '93-through-'97 period -- is going to be sustained in the following five years.

So literally, what this is, is, it's 2.05 divided by 1.33.  Those are the -- that's the ratio of TFP growth in Ontario versus TFP growth in the U.S. in those years, multiplied by -- all right.  That's -- yes.  So that's what it is.

Multiplied, I believe, by -- well, I forget the details of that calculation, but that's -- the bottom line is that it's designed to reflect that proportional growth 
-- that proportional growth rate.

And you can see that when you make that assumption under that scenario, TFP on average for Ontario has grown at about 0.9 percent.  So what we've done here is essentially tried to bind the possible ranges for TFP growth in Ontario over this entire period.  And what that shows, I think, is a very optimistic scenario.  The best case is that TFP has grown by about 1 percent in Ontario.  Worse case, and really unrealistic, is 0.43 percent.


The more realistic scenarios are scenarios 2 and 3.  And in both of those, in scenario 2, Ontario TFP is essentially grown at the same rate as in the U.S.  In scenario 3 it's outpaced the U.S. by a little bit.  


Okay.  So this is a side‑by‑side comparison that's designed to get a sense of how what we do have good data on, which is the U.S., compares to what we really would like to have information and what we're trying to make an inference on, which is Ontario.  And I think what this shows is that the U.S. is a good proxy for the Ontario experience.  

Overall, the TFP has been growing at similar rates to the extent that we've got observed data in Ontario.  TFP in the U.S. is growing at about the same rate.  And if you even look at the subperiods, so you compare what's happening in '88 through '93 in the U.S., and what was computed to ‑‑ for TFP growth in Ontario in that period, they're very close. In the U.S. it was a very small positive number, a positive 0.09 percent.  In Ontario it was a very small negative number.

In the '93 through '97 period, TFP picked up quite a bit in Ontario.  It also picked up in the U.S. but not to the same degree.  So there's an acceleration in TFP in the following four years.  We don't really know what happened in the five years after that in Ontario, but we do know that TFP was much lower in 2002 through 2006 in Ontario, and it also fell in the U.S., but not to the same extent.

So even on the subperiods, and what you might think of as inflection points about whether TFP is accelerating or decelerating, they're broadly similar, between the U.S. and Ontario.

And here's a graph that looks at the U.S. TFP versus the Ontario TFP in scenarios 2 and 3.  Again, scenario 2, it's winding up at pretty much the same place as the U.S.  Scenario 3, it's outpacing the U.S. a little bit.

So, based on that, we concluded that the U.S. TFP growth rate for the U.S. industry was a reasonable proxy for Ontario.  They seemed to be growing at similar rates, they seemed to be growing at similar patterns over the period.

So, since we don't have a good consistent series for Ontario, what we did was we used the U.S. data as the basis for the productivity recommendation.  And then the issue was, how do we select the period?  What's a good estimate of the long run trend?  And we did something called a start date analysis, which is reflected in this table.  And what this is really designed to do, we know that the end period is going to be 2006.  That's the last date that we have data for.  So what we're trying to do is try to find the period, the preceding year that's as close as possible to 2006 in terms of various factors that can lead to distortions in TFP trends.  And what are those factors?  Basically, they're weather and the state of the economy.

So what we did is we looked at heating degree days, cooling degree days and the unemployment rate.  We have a regression that looks at the impact of changes in these variables, on changes in TFP, and based on, and that’s what you see here at the bottom, these coefficients and T statistics, those are the coefficients on heating degree days, cooling degree days and unemployment rate.  And that's what we use to weight each of these three components.  So what it is is, it's a comprehensive look at all the things that can lead to transitory changes in TFP.  We're trying to control for that.

And based on that analysis, we conclude that 1995 is the most similar to 2006, and therefore the best place to start a TFP trend analysis because it's going to be the day ‑‑ it's going to be the year that's the least distorted by these transitory factors, like weather and the state of the economy.  Adonis.

DR. YATCHEW:  Wasn't there also a trend term in this model?

DR. KAUFMANN:  No.  There wasn't.  There may have been a constant.

DR. YATCHEW:  No, a constant and a trend term.  Because the spreadsheet that I has both a constant and a trend term in this model.

DR. KAUFMANN:  That could be.

DR. YATCHEW:  And then, if so why would it have been omitted?

DR. KAUFMANN:  The trend term? Because  the trend isn't going to have any direct bearing on the choice of the year.  That's what we're trying to do.  What we're trying to do is we're trying to look at these transitory impacts and try to control for that.

DR. YATCHEW:  And that would have been just a linear trend term?  If it was there?

DR. KAUFMANN:  Yes, although I believe this was a ‑‑ everything was expressed in terms of logs.

DR. YATCHEW:  Okay.  So log years would have been ‑‑ entered into the model?

DR. KAUFMANN:  Right.

DR. YATCHEW:  And did you consider entering into a non‑linear trend term into this model?

DR. KAUFMANN:  I don't believe so.  Okay.  So based on that, what the TFP trend was, we thought the most representative period for the long run TFP trend would be 1995 through 2006.  That's the period that's going to be the least impacted by transitory factors.  And therefore that's the period that we used as the basis for our recommendation, and TFP grew by 0.88 percent over that period.  So that is the basis for our recommendation.

Now, not everyone embraced this recommendation.  There were several critiques of our work, and I think this is a pretty good summary of the various criticisms.  And I think the first one, the most important one, is that there's not enough weight on the Ontario and/or recent experience in the industry.  A few of these are related to that.  

Point 2, which is obviously related, is that there are increasing cost pressures if Ontario.  Three is that it has been argued that there is an inherent slowdown in TFP growth in, essentially, all industries over this time period.

The fourth are the precedents in Ontario.  We've already mentioned that in IRM 1 the Board chose an X factor based on a weighted factor of TFP trends and they put more weight on recent trends as opposed to more distant trends.  So it has been argued that that precedent should be applied in IRM 3 as well, so that's another way of putting more weight on recent data.

And we've talked about this, this last point already to some extent the choice of outputs, whether ‑‑ we only have kWhs and customer numbers and it was argued that it should have peak demand as well.  And there were points made about kind of the immediate TFP specifications and the right outputs, and a also the longer run, what should we be working towards.

Now, on the first point, that there's not enough weight placed on the Ontario TFP experience.  I think it has to be recognized that what we did and what we tried to do in our report was to try to look at all the evidence that was available.  And we tried to analyze that in the most objective way that we could.  So we weren't trying to disregard or not put out a specific enough weight on any individual period but we wanted to be sensitive to the anomalies and the problems that can arise with using too short a period and having transitory factors impact the measured TFP trend.  So we don't want the measured TFP trend, which is the basis for the X factor, to be distorted by things that aren't going to be ongoing and representative of the long‑term trend.  So we were very ‑‑ that was an important point of part of our analysis.

And we list a number of reasons why we thought an objective review of the 2002‑2006 TFP trends Ontario weren't reasonable for a basis for the productivity factor in IRM 3.  And I just re‑read most of the critiques on the plane ride out, and it is true that most of these concerns weren't really addressed in the submissions by the parties that didn't accept or didn't think that this was an appropriate recommendation.

But in my opinion, they are valid.  So let's just go through what we talked about in the report.  And here are some pages in the report that actually lay out our arguments for why 2002-2006 is not an appropriate basis for -- for Ontario, is not an appropriate basis for the X factor.

One, we've talked about this to some extent.  There are some identifiable downward biases in the evidence that's available from Ontario; for example, the decline in output in Ontario in 2006.  That's something that's having a direct impact on the measured TFP trend.  And it's an anomaly, and general output is going to be increasing in this industry.

We have a very large decline in output in that year.  That's leading to a decline in TFP in that year.  And it's because of that data point that the .9 percent TFP trend in Ontario is transformed into a zero TFP trend when that one year of data is included.

So that's really -- that's probably not representative of the long-term experience of the industry, and it's having a very big impact on the measured TFP.

Second, on IRM 1, with all due respect to Frank, I mean, I think there's a lot of good work that was done there, but the output in that TFP specification was just based on customer numbers.  There were no volumes -- not only was there no peak demand, there were no volumes there.  And volumes typically grow more rapidly than customers.  There's an increase in useage per customer over time.

Now, that may not be --

DR. CRONIN:  The volumes [microphone not activated]

DR. KAUFMANN:  But it wasn't reflected in the final number, correct?

DR. CRONIN:  No, it was not.

DR. KAUFMANN:  Yes.  So the -- but the final number that was there -- and, you know, historically speaking, usage per customer has increased in the electricity industry, and that would be reflected in TFP trends.

Now, whether that's going to continue in the future, that's another issue, but at least historically, if we want to look at the historical evidence, the fact that there's no volume term in the IRM 1 TFP estimate suggests that it is biased, a bit, from what it would be if there was a fuller output specification.

Adonis?

DR. YATCHEW:  What I wonder about a little bit is just, if we step back, a few moments ago we went through an argument that you've delineated in much greater detail in your report, that U.S. and Canadian and Ontario data track each other quite nicely, and therefore U.S. data constitute a good proxy for Canadian data.

But now what you're telling me is that Ontario data, both before the IRM 1 period and now over the last four periods have sufficient defects in them, so that they're not beneficial in trying to calibrate TFP.

But by that same token, how could they have been comparable to the U.S. data over those same periods?

DR. KAUFMANN:  I mean, I think what we have is -- I think the way to think about that is, what we have is a measured TFP trend in Ontario, a measured TFP trend in the U.S.  This is all the data we have available to us from Ontario.  So this is what we have.

And based on what we know, we think the U.S. data does seem to track the Ontario data relatively well.  But we do know that there are -- what we have in Ontario is not as accurate as it should be.  And if the deficiencies in the Ontario data were corrected, it would probably argue for a relatively higher TFP trend in Ontario.

So I think, given all that, that the U.S. -- the U.S. trend is probably a conservative estimate of what's happened in Ontario, historically.  It's probably underestimated the TFP trend in Ontario.

DR. YATCHEW:  Even though, over the last four years, for example, the U.S. trend has been significantly higher, though still below the long-term average?

DR. KAUFMANN:  Yes.

DR. YATCHEW:  Around .4, thereabouts, whereas the Ontario has been about zero.

DR. KAUFMANN:  Yes.

DR. YATCHEW:  Despite that, that Ontario has been substantially below what was already a low U.S. number, you think that our numbers would be substantially higher than the U.S. numbers now?

DR. KAUFMANN:  Yes.  Because I think if the 2006 anomaly was, say, corrected in the -- if we had a better long-term measure, then the 2002-2006 number wouldn't be quite as influenced by that single data point.  And if it was -- and if that data point didn't have as much impact on Ontario, then it would be closer to the .41 in the U.S.

DR. YATCHEW:  And did you do any kind of analysis to determine the other influential observations in the U.S. data, which, if they had been removed, how much that average would have moved?  Because essentially the argument you're advancing is that there is an influential data point here, step 1.  Step 2, it's an outlier, perhaps, for one reason or another.  Step 3, therefore, I downgrade this observation in my data.

If I did the same thing for the U.S. data, there's an awful lot of variation in the U.S. data.  I could probably come up with a lot of outliers that would similarly change my views of what long-term estimates should be, or even intermediate-term estimates.

DR. KAUFMANN:  That's why I think the start-date analysis is really designed to overcome those concerns.  What we've tried to do is tried to pick -- tried to come up with a start date for estimating the TFP trend, where those sort of concerns are -- they're less pronounced than they would be otherwise.

We've tried to pick a start date.  We've got a long time series, and the issue is, what's the best measure of the long-term TFP trend.

If we try to pick end dates that aren't as sensitive to various anomalies, that could lead to -- that could lead to anomalous numbers on either the start or the end date.

DR. YATCHEW:  And the purpose of the start-date analysis is to determine a year that is appropriately calibrated similar to the year that you are in, 2006.

DR. KAUFMANN:  That's right.

DR. YATCHEW:  Okay.  Thank you.

DR. KAUFMANN:  So I think these are -- you know, again --

MR. PORAY:  May I --

DR. KAUFMANN:  -- I know these are the data we have in Ontario, but I think it's just worth keeping in mind that even what we know, there probably are downward biases in what has been estimated for Ontario TFP.

Yes?

MR. PORAY:  Could you look at it another way -- it's on.  Too many shades of green.

Could you look at it another way and interpret the Ontario data as saying, even though it's short, there is a potential there for something that the U.S. data is not showing?  And unfortunately we don't have 2007, though we may have shortly 2007.

But wouldn't that raise some doubts in your mind as to the direct applicability of U.S. data to Ontario data?  In other words, what I'm trying to say is that even though we have a short span of data in Ontario, the trends, the most immediate trend that we are showing, is in fact in the opposite direction to the U.S.

Wouldn't that put some doubt in your mind that perhaps the direct relationship between U.S. and Ontario is something that ought to be questioned and explored further?

DR. KAUFMANN:  Well, again, I think we have to look at -- we have to keep at least a couple things in mind, which are points 1 and 2 on this slide.

One, again, is what's driving and what's really responsible for that decline in TFP in Ontario in 2002-2006.  And it really is -- I mean, it's clear that it's driven by the output observation in 2006.  If -- before 2006, TFP was growing at .9 percent in Ontario.  I think that's probably -- you know, I mean, that's consistent with a lot of information in this analysis.

But, you know, we only have four years, and there was a big output decline, and based on that, TFP went essentially flat.  So I think we have to keep that in mind.  We've got a very short sample period, and it's being impacted by that one data point.

And the second thing is just, the quality of our estimate is -- it's the best we can do, but given the capital additions, the lack of data on capital additions, it's not as accurate as it should be.

MR. GAPIC:  Larry, Dan Gapic, Horizon Utilities.

Question:  Since the 2007 data is available, will it be used in making any adjustment to the X factor calculations, or are you -- are we only going use data to the end of 2006 to establish this for third-generation IRM?

DR. KAUFMANN:  I think we are really running into a timing crunch.  I don't know how much -- we don't have the data.  We haven't been provided the data.  And I understand that 82 percent of the companies have filed, but I don't know that they filed all the information that we would need for a TFP study.


And, you know, we only have a few weeks to try to update the study, and obviously we want to be very careful about how that's done.  So I think that it would be difficult to do that in the time remaining.  I'd be very open to do it but I'm just not sure it will work, given schedule we have.

DR. CRONIN:  It's Frank Cronin.  Couldn't you take a sample of those based on size or location or whatever, and just work up a number based on two dozen companies or whatever a good sample would be?

DR. KAUFMANN:  We could do that.  I mean, we'll run into inconsistencies in what we have for 2002 through 2006, versus 2007.  I mean, that's an issue.  But ‑‑

DR. CRONIN:  It seems to me this is this issue of whether or not there has been a volume decline, for example, is critical in going forward.  When I looked at the impact of recession on some of the LDCs a few years back, I saw declines in volumes that I was surprised at, and if these are precursors to a slow down in the economy  then it could be very severe.

DR. KAUFMANN:  Well, let's go to point 4 on this slide, which is, again, if I had to point to the two factors here that we discussed in the report that are most important, one is number 1, but the second is this fourth point here, which is that, really, I don't think four years is a long enough period to compute a reliable TFP trend.  What we're trying to do is, we want to balance something that reflects current conditions.  But also averages out the fluctuations in TFP.

And no commission has ever approved an X factor based on using only four years' worth of data.  You know, people are aware of this problem, and commissions, because of that, haven't approved TFP trends as the basis for X factors on such a short sample.  Even five years, it's never been approved.

So I just think the data don't suggest that we can have a lot of confidence that five years is going to give us a good estimate of the long run trend.

DR. CRONIN:  I'm just trying to resolve this issue of whether or not volumes are declining on more than a temporary basis.

DR. KAUFMANN:  Yes, I mean, that's something we could address most likely.

DR. CRONIN:  And how this would flow‑through to the TFP factor so people get a feel for what's the relationship between the volume decline. You know, if we have precursors with some of the LDCs who seeming to be the canaries in the cage, what might the implication be?

MR. COWAN:  Frank, my Staff is committed to have this for me by the end of tomorrow.  I wish I could do 2008 and 9 as well, but hopefully ‑‑

DR. CRONIN:  2008 would be helpful too.


[Laughter]


DR. KAUFMANN:  But I think just in terms about thinking whether four or five years a reasonable.  Let's suppose that in 2008 we're doing this same exercise as back in 1995.  So IRM 1 actually started in '95 instead of 2000.  And we only had '88 through '93 data.  And what we would have computed for a TFP trend for '88 to '93 was negative 0.09 percent.  And that would have suggested an extremely low X factor for the industry going forward.


Now, what do we know happened after that point, from '93 to '97 TFP grew by 2 percent.  So I think what that shows is ‑‑ and I'm not saying that TFP is going to grow by 2 percent in the next four years here, but I do think that shows the dangers of relying on too short a sample period.  You're not going to get a good estimate of the long run underlying trend by doing that.  Adonis.

DR. YATCHEW:  I certainly agree that a short period of time like three or four years is not going to capture a good estimate of long‑term TFP trend, or for that matter even a good forecast of where the mid‑term outgoing TFP trend.  But I guess the view I would have is that there are at least two components.  One of them is a long‑term average trend that you would like to try to benchmark, but also knowing where in the cycle you are.


So then the question is whether the first three or four years merits some additional weight as was done by ‑‑ in the previous decision by this Board, because as I understand it, that's an argument that has been discounted in your forecasts of TFP.  You've essentially not provided any additional weight either to the Ontario data, perhaps on the grounds that the Ontario data aren't sufficiently reliable, but nor have you provided any additional weight to the most recent TFP performance in the U.S. data, which have also been relatively low.

DR. KAUFMANN:  Yes.  And I have given that a lot of thought and I've considered doing that.  I've considered putting more weight on say the 0.41 estimate from the U.S. and the 0.88 estimate.  The reason I haven't changed my recommendation to do that is the issue of sustainability.  What I would like to do is put in place a framework that can be used going forward.  And I'm not sure that that is necessarily the best ‑‑ I mean, that is a one‑time decision that the Board did, and it hasn't been done by any other commission anywhere, and in fact the Board hasn't repeated it ‑‑ the Board hasn't repeated that approach in other IR approvals that it's approved.

And I don't think that's as good a basis for selecting an X factor as our start date analysis.

DR. YATCHEW:  So in your view, a long‑term average is a better predictor of three‑year‑ahead TFP growth than some other estimator, some other forecast, based on a combination of long‑term and most recent experience.

DR. KAUFMANN:  Yes, based on what I know and the estimates ‑‑

DR. YATCHEW:  That's the essence of your conclusion?

DR. KAUFMANN:  That's right.

MR. STEPHENSON:  Larry, it's Richard Stephenson.  I mean, on this issue about the other Board precedents about weightings and so forth.  I mean, in your slide you mentioned four examples, and other people here will assist me with respect to the first two.  But the second two that you refer to are IRM 2.  And we know that there was obviously ‑‑ that was a plug number which you've indicated.  It was a, quote, judgment number.  And fair enough.  But the issue of weightings obviously wasn't involved in that at all.

DR. KAUFMANN:  No.  I agree.

MR. STEPHENSON:  With respect to the most recent gas IRM, those were both negotiated numbers.

DR. KAUFMANN:  Yes, that's true.

MR. STEPHENSON:  That were based on a packaged compromise.  And the issue of weightings wasn't mooted one way or another.  So there's no issue about a precedent there.  With respect to is it Enbridge targeted PBR, other people in the room will know how that number came out, I don't remember.  And same with the Union Gas PBR, I don't remember.  But my guess is, the issue of weightings wasn't even an issue in the case.  They may have been negotiated numbers.  I don't know.

DR. KAUFMANN:  They weren't.  They were based on ‑‑ I mean, and particularly in the case of Enbridge, that was hard number.  That was based directly on what the company computed for their partial factor productivity in that case.

Union was based on a judgment on the overall evidence, but again, that gave the Board two opportunities to reiterate that precedent and employ that precedent in those proceedings, and it didn't do that.

I'm not trying to oversell this, but I just think, if you really look at all the precedents, it's ‑‑ you know, they are extremely varied.  Each case is a little different from the others.  But you can't say that IRM 1 has really set the terms for how X factors are determined in energy ‑‑ in PBR for the province.

DR. CRONIN:  In terms of this volume issue, I'm going to see if I can dig up the old results and I'll report those in the next submission to see what the results were for TFP with volumes.

DR. KAUFMANN:  Mm‑hm.

DR. CRONIN:  I don't actually recall.  But it would at least shed some light on what the impact was.

DR. KAUFMANN:  Okay.  Well, I've gone through 13 slides in about 45 minutes, and I really want to give other people a chance to talk.  So I don't know, if there are more questions, if there's ‑‑ but I'd really like to try to wrap this up in the next 20 minutes, if possible, just so that others ‑‑ I'm not the only one that you hear today.

Increasing cost pressures.  It has been claimed that there are ongoing cost pressures in 2002 through 2006, and therefore the TFP estimate going forward to reflect that, to me it's not clear that what's ah happened in 2002 through 2006 is going to be something that's going to be sustained on a rate of change basis, because that's the critical thing here.  It's not that costs went up in 2002‑2006.  It's that they're going to go up at the same rate as they have in the next four years, four or five years.  That's really the critical issue.  And it's not sufficient to say that these cost pressures arose in that period and they're going to be sustained, because the companies are going to re‑base their rates, and the re‑based rates are going to reflect those costs.

MS. GIRVAN:  Larry, just a quick questions.  What about the fact that those smart meter costs are essentially passers, largely?

DR. KAUFMANN:  Well, they're outside it was the mechanism.  That's right.

MS. GIRVAN:  Yes.  Okay.  Well, I just mean, is it some people are saying that smart meters are cost pressures?

DR. KAUFMANN:  They're going beyond that.  They're talking about ageing assets -- and some of these things can be dealt with through other parts of the plan as well, like the ageing assets, the capital module.  I mean, it's -- there are other aspects of the plan that are designed to pick up some of these cost pressures.

So, again, to really make a convincing argument -- and I know it's very difficult to present evidence on just how much these costs are expected to grow in the next four or five years, but you do have to distinguish between what's happened and what's going to be captured in the re-based rates, and what's going to continue to happen on an ongoing rate-of-change basis.  How is it going to affect the rate of change of costs?  Because this is a rate-adjustment mechanism.

And there are a few things that might -- that haven't been mentioned and that could tend to offset some of these pressures, like merger savings.  There have been a lot of mergers.  And typically in mergers, the costs are incurred up front and the savings are realized down the road.

You know, maybe what's happening, in part, is that there have been a lot of costs of these mergers that are reflected in the O&M costs, and there could be savings resulting from that in the next four or five years.

And smart meters, the smart meters.  The costs of the meters are going to be passed through, but at least -- I know there are vendors of smart-meter products that go around telling companies that there are a lot of operational savings, cost savings, that companies can make from implementing smart meters.

Whether that's true or not, I think remains to be seen, but, you know, there are going to be meter-reading costs saved.  Outage management can become more efficient.  There can be costs saved there.

There's going to be a lot more information about the system, which, again, the vendors say can help to optimize replacement and maintenance cycles, things like that.  So I'm not saying that's true, but there are some things that are on the horizon which can tend to offset increasing cost pressures.

We've talked about the precedents.  And then outputs, we've actually -- we talked about this too.

I think I'll skip over this.  This isn't really immediately relevant to this project.

So I guess, overall, I think our report does anticipate and consider most of the critiques that have been lobbied against our productivity-factor recommendation.  And a lot of the submissions that have been presented haven't really addressed our concerns.

And based on that, and given all the available evidence, I still believe that .88 is the most objective and best estimate for a productivity factor going forward.

Okay.  Now, let's talk about the inflation differential.  This wasn't a factor originally because Staff's original proposal was to use an IPI.  There had been concerns expressed over details of the IPI.  So the updated proposal is to use the GDP for final domestic demand as the inflation factor.

And this raises the issue of whether there should be an inflation differential.  And basically, my conclusion is that there shouldn't, because if you look at the evidence, the way to examine whether that's necessary is to look at the relationship between input prices and the selected inflation measure.

So I looked at that both in Ontario and in the U.S.  And in Ontario I looked at two different measures of input prices.  One was what the Staff originally proposed, and the second was an input price measure that was identical to the Staff's proposal, except I substituted the GDP for final domestic demand for what they used for materials price of index.

And what I have on this slide, slide 44, is a comparison of the input price index and -- the input price indexes, the two measures that have been computed, and the GDP for final domestic demand.

And what you can see is that the GDP has been grown by about 2.1 percent, just over 2 percent.  The smooth IPI, which was what was proposed as a basis for an IPI, is growing by either .5 or .6 percent, depending on the IPI measure that's selected.

So this analysis on slide 45 suggests that if we were going to add, based on the Ontario data, if we were going to add an inflation differential to make the GDP for final domestic demand better track input price trends in Ontario, that we should add -- the X factor should include about a 1.3 to 1.4 percent increment, to make the GDP for final domestic demand better track input prices in the industry.

So instead of .88, this analysis would suggest that the X factor should be something like 2.18.  Okay?

Now, I was very surprised by that result, and I'm not sure that it's all that reasonable, so I decided to look at what the U.S. analysis would imply for an input price differential, or an inflation differential.

And let me say that if we were thinking about inflation versus productivity and where I would expect to see more difference between the U.S. and Ontario, I would expect to see more of that on inflation than on productivity, because inflation is more specific.  Wage inflation is obviously specific to local conditions.  So that's going to be very affected by what's happening in Ontario.

And input prices, things like that, could be affected by exchange rates.  All those things can lead to differences, different trends in input prices between the U.S. and Ontario.

So I'm not surprised that there would be some difference between the inflation differential calculated from U.S. and Ontario data, but on this slide, what we have is -- the first column shows the input price index for the U.S., which is 3.64 percent.

And most U.S. plans use the GDP-IPI as the basis for the inflation factor, which is what we actually use to deflate the materials and services component of inputs.  And you can see on this slide that that's grown by 2.38 percent, okay?

So unlike Ontario, where the inflation factor that's being proposed is much higher than input prices, in the U.S. the opposite is true.  Input prices, 3.64 percent, are greater than the inflation factor.

So the U.S. analysis would suggest that, instead of a positive 1.3 percent, there should be something like a negative 1.25 percent.

Now, what does this tell us about the most appropriate -- and here is a comparison of these numbers on a year-by-year basis and an average over various periods and sub-periods.

Well, based on that, I'm not very confident about this evidence, what this suggests for any type of inflation differential.  So I think the most reasonable inflation differential to recommend, given this, is zero.  There's extraordinary empirical uncertainty about this.

And even though an economy-wide inflation measure is not going to track trends in industry input prices, which was the reason the working group was attracted to it, there are still potentially ways for companies to, if they find that they can't live under this rate mechanism because of, say, labour prices or materials prices, something like that, then there is going to be an off-ramp that's part of the overall plan, and companies can propose to re-open the plan under the off-ramp.

So given this uncertainty, I think it's most appropriate not to impose an inflation differential, and if there is any changes in input prices that aren't reflected in the economy-wide inflation factor, that companies can recover that, potentially recover that, through off-ramp filings.

MS. GIRVAN:  Just a quick question.  So what does Board Staff say about that position?

MS. BRICKENDEN:  Staff specifically asked Larry to carry out the analysis to recommend what an appropriate input price differential would be.  And it sounds reasonable, with the analysis that he's done, that if you've got a 1.3 percent positive in Ontario and approximately 1.3 negative in the U.S., in looking at these differentials, then it makes sense not to try to peg down a number.  Pardon me, a pun.

MS. KWIK:  Larry, Judy Kwik for the Power Workers' Union.


You know, you say if it's a problem for the -utilities, then there is the offramp backstop mechanism.  But isn't the likelihood if you get the inflation index incorrect, that in this case it's not just one utility but there are 80 of them.  So that it could be a whole large number of utilities that go on offramp, which is really not a solution in this case.  It might be a solution if it's only, you know, one or two utilities, but in this case, with 80 utilities, it's maybe not as much of a backstop that gives you comfort or that would give the Board comfort.

DR. KAUFMANN:  No, I do think that's a concern.  But the alternative is to go back to the IPI.  I mean, that's what our alternatives are at this point.  Are we going to go with the economy‑measure or are we going to go with the IPI?  So it's a question of how much confidence we have in the IPI.

MS. BRICKENDEN:  Dan.

MR. GAPIC:  A question.  In relation to what you just talked about was the inflation differential, and maybe I missed it, but what was the GDP‑IPI that we were looking at using for 3rd generation IRM?

DR. KAUFMANN:  Yes.  What was the growth on that?

MR. GAPIC:  What was the growth in prices?

DR. KAUFMANN:  That was the far right‑hand column on slide 44.  So it grew by 2.14 percent over the 88 year.  Actually, 07 period in this case.

MR. GAPIC:  Thank you.

DR. KAUFMANN:  Okay.  So that's our inflation differential recommendation.  And now finally, consumer dividends.

Consumer dividends often vary by company.  In practice, they are almost always determined through judgment, and on average, consumer dividends run about 0.5 percent, and they've been in the range of zero in some cases and sometimes as high as 1 percent.  So that's just a brief summary of the precedents.

In some cases, benchmarking is used to inform the judgment.  So benchmarking doesn't directly set the dividends but it's used to give a sense of differences in relative efficiencies and whether some companies should have higher or lower "stretch factors," depending on how efficient they are.  And the basic idea is that if you're relatively less efficient, then you've got more fat to cut, greater scope for incremental TFP gains and therefore a higher consumer dividend and vice versa.

So there's the basic rationale that links a benchmarking assessment to at least some level of a higher or lower consumer dividend.

MR. PORAY:  So by the same token the vice versa would mean that the more efficient companies have lower scope.

DR. KAUFMANN:  That's right.

MR. PORAY:  To cut for incremental TFP gains.  In fact, they may have zero or negative.

DR. KAUFMANN:  Well, zero.  Yes.

MR. PORAY:  Thank you.

DR. KAUFMANN:  So I think the consumer dividend issue is the hardest one.  This is just a hard issue, to try to come up with a reasonable empirical basis for setting consumer dividends.  This has been the more challenging aspect of IRM3 but I think it's important that, again, if we want to establish a sustainable and effective framework, that we really shouldn't turn away from this issue.  We should try to use the best evidence that we have and try to come up with the most reasonable estimates of dividends based on that evidence.

So that's what we tried to do.  And in our original proposal, we proposed five consumer dividends between zero and 0.6 percent.  And those recommendations were tied pretty closely to the OM&A comparative costs analysis that my partner Mark Lowry has done for Staff.

Now, there have been some criticisms of this proposal as well.  This is a summary of those criticisms.  One is that there has been no empirical evidence of differences in efficiency that the group has been presented in the proceeding.  Second is that consumer dividends are valid only immediately after the transition for cost-of-service regulation.

Third is that we based our dividend only on OM&A benchmarking, and it's not appropriate only to benchmark OM&A costs.

And fourth, which is related to that, is that OM&A benchmarking can lead to distorted company incentives.  The idea there is that if you're only basing this dividend on OM&A performance, companies can manage their ‑‑ they can try to get their OM&A costs down by overcapitalizing, by gold plating.  So that's the concern that has been stated and in the long run, that could not be in the benefit of  customers.

And finally, it has been suggested that dividend values should be negative as well as positive, and in fact really shouldn't be described as dividends at all, they should be described as diversity factors.

So let me go through these.  And again, I know this is an important issue.  I don't want to cut too much into anybody's time, but I will go through these criticisms and my response to each.

On the issue of whether there is empirical evidence of differences in efficiency, I think the report presents a lot of evidence of that.  Table 16, 17, and 18, show that there's a wide diversity of efficiency levels among Ontario distributors, and it's true that the companies have been under incentive regulation, but it shouldn't just be assumed that because incentive regulation has been applied, that all companies are going to end up at equal levels of efficiency at the end of an incentive regulation plan.

And I suppose these last bullet points here are maybe a little more controversial, but to me it's not a slam dunk that Ontario has been under incentive regulation through 2000.  I mean, there have been a variety of incentive, different types of plans approved for the companies since 2000.  I think incentive regulation has kind of continued in fits and starts   There was one attempt and then there was a rate freeze and then there were some rate filings and then it was restarted in 2006.

But it hasn't been the long‑term predictable incentive regulation framework that I think the Board really wants, would ideally like to have, and really is necessary for creating the long‑term incentives for companies to pursue initiatives for companies to pursue on a long‑term basis to improve performance.  Andy.

MR. PORAY:  Larry, just a comment.  In the context of setting the 3rd generation IRM being a comprehensive IRM shouldn't we in fact be using all the available data to establish whether it's the TFP or the consumer dividends or diversity factors?  And in this case, the diversity factors are only established on the basis of partial information, that being the OM&A.  So it seems to me that there is some inconsistency between wanting to have a comprehensive 3rd generation IRM but not using a comprehensive set of cost data to analyze  the utilities performance.

DR. KAUFMANN:  I'll talk about that in just a few slides.

These next several slides present the tables that I just mentioned, so here's where the various differences in computed efficiency levels are laid out in the report.

The second concern was that, about the rationale for consumer dividends, and it has been argued that consumer dividends are really only valid immediately after the transition from cost-of-service regulation.  And it's true that the theoretical rationale for dividends is that incentive regulation creates stronger incentives compared with cost of service.  So, since you expect incremental TFP gains it's appropriate to have consumer dividends so that consumers get a share of those gains.

But the theory never says that consumer dividends should only be implemented one time, and then be removed.  I mean, the real issue ‑‑ let me draw one graph.  I always draw one chart at each presentation.  And the way I think of this is ‑‑ yes.  Okay.

The way I think of this is, you got TFP levels and time.  And you've got an industry where TFP's kind of going up like this.  And then at this point something happens.  There's some regime change, something that changes behaviour in a way that leads to an acceleration – 

[microphone not activated]


DR. KAUFMANN:  So something happens in this period that leads to an acceleration of TFP growth, and then the industry kind of settles down into a new TFP experience.

So what's happened?  We know that -- it seems to me that there are two issues that are going on here.  One is the slope of this line.  This is the incremental TFP gain, how much faster TFP is growing after this change, compared to before the change.  That's the consumer dividend.

And the second is, how long does this process take?  And theory doesn't say that this process should end after three or four years.  I mean, these are both empirical questions.  They're not theoretical questions.

And when I was thinking about this, it seems that a good example of an industry that was kind of -- that was potentially competitive, and where you can see this, this sort of effect, are railroads.  U.S. railroads were -- you know, that has been a somewhat competitive industry, but it has been regulated for a long time.  And in the late '70s they were essentially -- they were nearly bankrupted by regulation, so there was deregulation, although certain services remained regulated under kind of soft price gaps.

So about 1980 there was deregulation of the railroads, and you saw the TFP for the railroads just take off.  And this is well-documented, because of the regulation of the services that remained regulated.

And then at some point it started to level off again.  And how long did this take?  I mean, this -- it actually went from about 1980 to the late '90s.

So there were sustained -- there was sustained increases in TFP, and it more -- it kind of looked like this.  It kind of, you know, started to level off slowly.  But it was a process that went on for 15 or so years.

So I think if you look to competitive industries, and what's reasonable to think about this period -- and this is the period that's kind of -- this -- if you kind of take this analogy and you apply it to distributors, this is cost-of-service regulation.  This is incentive regulation (indicating).

And the difference between -- here is the historical TFP trend.  And the difference between this trend and this is the consumer dividend.

So I think if you look at the competitive market experience to the extent that we have good analogies for this, that suggests that there can be very large increments in TFP, and they can persist for a long period of time.

Adonis?

DR. YATCHEW:  You've provided this example.  Can you provide examples of where there have been productivity slowdowns for an extended period of time?

DR. KAUFMANN:  After deregulation?

DR. YATCHEW:  After deregulation, or even without changes in regulation.

DR. KAUFMANN:  Oh, sure,  I mean, there are declining industries.  There are certain industries that do decline.  I don't deny that.

DR. YATCHEW:  And in fact, there was an expected huge consumer dividend resulting from the information revolution back in the '80s that never really materialized very quickly, and there was a mass of economics literature on asking exactly this question:  Why aren't we observing a productivity acceleration?  Or why is there a productivity slowdown?

So I think that it's -- you know, you can pick one example, but if you look at sort of various examples in the productivity literature, it becomes rather difficult to argue that this industry is going to look like railroads, as opposed to some other industry.  And that's why I'm a little bit anxious about picking consumer dividends that are unsubstantiated.

DR. KAUFMANN:  Well, I mean, we have tried to substantiate the basis for these dividends, and I agree that it's an empirical question and there is uncertainty.  I mean, there is uncertainty about how long this will go on.  But I'm just trying to point out the fact -- and we will get to the precedents in a second, but, you know, it's not unreasonable to think that there can be regime changes similar to incentive regulation which create sustained TFP gains.

The theory never says that these things should vanish after three or four years.  It's not a theoretical question, it's an empirical one.

Frank?

DR. CRONIN:  Yes, Frank Cronin.

I love the railroad example, and it's very dear to my heart, having done some work for the railroads.

And it's easy in hindsight to go back and say, 'Well, why did this happen?'  Just to put some context for people, the railroads were going bankrupt, and so the U.S. Congress passed the Staggers Act, which said that they had to basically have rate relief.  So the Interstate Commerce Commission put in a new rate plan that indexed their cost to an IPI, almost exactly like what was done in First Generation here in Ontario.  So they did an IPI for the railroads, but they didn't put on a TFP -- a TFP number for the railroads.

Now, after a while, the shippers caught on, the people using the railroads, and they said, 'Well, wait a minute.  Their profits are exploding.  Shouldn't we adjust the IPI for a TFP?'  And then over the 1980s the ICC actually developed TFP targets for the railroads.

Well, at the same time that their revenues were being swollen by these rates that were unadjusted for productivity, you had a revolution in communications and computers, which the railroads took advantage of, as well as the union-busting activities that went on because they were going bankrupt.

And then finally, you had a revolution in the way that they did business.  Intermodal carriers developed, so that you could go from boats to trucks to railroads.

Now, those all kind of fortuitously happened at the same time, and in fact the railroads really saw a rebirth of productivity and profits.  But, you know, those fortuitous happenings couldn't necessarily have been seen a priori.  I mean, all the Congress knew was that they were going bankrupt and they needed to have relief immediately.

So, I mean, I think it's a great example.  And I'll just again point out that the ICC, which was one of the foremost regulators in North America, if not the world, used an IPI specifically for the railroads.

DR. KAUFMANN:  And they used a TFP index.

DR. CRONIN:  Yes, which --

DR. KAUFFMAN:  They used a TFP index which reflected, and it got up to 5 percent.

DR. CRONIN:  Yes.

DR. KAUFMANN:  So, I mean, there was 5 percent TFP growth, and that was, you know, IPI minus 5 for the regulated -- before it settled down to something like 1.

So, you know -- and that was a competitive market proxy.  And again, there's -- consumer dividends are hard.  Trying to figure out the right consumer dividend, how fast, what that slope is going to be, and how long it's going to persist are difficult.  And I've -- but I don't think it's true that the theory suggests that there should only be a one-time consumer dividend, or even thinking about trying to set up regulation to mimic competitive market behaviour.  I think competitive market behaviour suggests that, you know, things like what happened in the railroad industry are certainly possible.

And in terms of precedents, if you look at the plans that have been approved that have consumer dividends, there are a lot of precedents for companies that have had consumer dividends for 15 years or so:  Boston Gas, Main State Gas.  I mean, in both of these situations I actually testified in support of the consumer dividends for companies that were updating PBR plans, and, you know, I recommended positive consumer dividends when the plans were updated.

So I -- you know, I'm on record as supporting this when I'm working for the companies, that it's reasonable to have consumer dividends for as long as 15 years.

Adonis?

DR. YATCHEW:  I have a little bit of difficulty with relying on precedents without supporting arguments.  And there are very good examples of where people followed a path because of precedent, and ended up in a rather unpleasant situation.

A good example would be the early '70s, when banks, central banks, started printing money.  And because the U.S. was printing money and Canada started printing money, Europe started -- and we ended up with a decade of stagflation, essentially based on precedent.

In my view, precedent is not an argument.  The purpose of the precedent, referring to it, is to actually establish what the argument is that underpins it, and that's the argument that I'm still lacking.

DR. KAUFMANN:  Well, I'm not resting on precedent.  I mean, I just -- you know, I'm resting in part on that, which isn't precedent.  I mean, it's experience.  And it's what's actually happened.

And also, that one thing that PBR and incentive regulation is designed to do is to create long-term initiatives, to promote long-term initiatives that have long-term payoffs.  And if that's in fact going to happen, then the long-term payoffs are going to be observed for many years, not just three, four years.

And in fact, that's the reason underlying these precedents in Massachusetts.  The Massachusetts Commission wants to support long-term thinking and facilitate long-term initiatives.

So it's not just a precedent, it's a precedent that's kind of consistent with their vision of incentive regulation.

But I do agree with that, that it's not sufficient just to rely on precedents.

MS. ANDERSON:  Lynne Anderson, Hydro Ottawa.

In your slide, just getting back to -- you said it's not clear that we've been on IR since 2000.  And I guess I would argue that it's certainly not clear that we've been on cost of service, going back for about 15 years.  I think that we, since 1993, we were in a period of essential rate freezes or rate decreases, brought about by political decisions that were made at the time.  And that really our first opportunity to do a true cost of service was 2006, so a period of 13 years.  So it's not just Bill 210 that froze our rates, there were a lot of other things that happened, and that's now 15 years ago.

I would also even argue was 2006 a true cost of service, except for the few that did a Ford test year, a number filed based on a historic ‑‑ any cost of service that we did back in 2000 or 2001 was a rate unbundling process.  It was not a true cost of service, it was an unadjusted change to our costs.

So you're saying you're looking at a period of about 15 years.  I would say we’re about 15 years when we’ve essentially been almost at a frozen base with the exception of the ability to re‑base in 2006.  So it has been a very large period that we have had to curtail costs and therefore have had productivity improvements, and is that sustainable, I guess is the question.  

It's different than if you've been on a true cost of service, and you're jumping off into incentive regulation.

DR. KAUFMANN:  Okay.  Running short of time, so I'm going to try to speed this up again.  And I know, and we're running into, really, the two ‑‑ I think the two key issues related to the ‑‑ the two key critiques against our consumer dividend recommendation.  And the first, and really the dominant one, I think it's fair to say, is that we're only benchmarking OM&A, and that's not appropriate.  In my opinion, that's really not true.

And I think Adonis would agree that short‑run or restricted or conditional cost functions are well established in the econometrics literature.  This is something that's done.  And therefore it's conceptually appropriate to benchmark OM&A, provided that you have good controls for capital inputs.

So you can't just say that, well, you're only benchmarking OM&A.  I mean, this is ‑‑ it's, you know, economists try to benchmark OM&A and do econometric analyses of OM&A all the time.  But you do have to control for the capital profile and the various dimensions of capitalization for the companies.

And we have done that to some extent.  Again, we have ‑‑ we don't have as much data as we would like, but using just entirely Ontario data, we do have controls for two very important aspects of capitalization, which are undergrounding and system age.  So we have a proxy for system age and we have a direct control for undergrounding in our model.

Now, what we don't have is the capital quantity itself.  And the reason we don't is because we couldn't get cap ‑‑ we couldn't get all three of those variables to be statistically significant at the same time.

And these two had greater T statistics and contributed to greater R‑squareds than the capital quantity.  So there seems to be more statistic I statistical support for including these two variables.

MS. GIRVAN:  Larry, just a quick question.  What about the fact that we've heard through the various consultations about if utilities that capitalize differently?  Like, Ottawa as an example, and how has that impacted the OM&A component?

DR. KAUFMANN:  Well I have to defer to some extent to Mark on that because I'm using my partner Mark Lowry’s study.  I don't know what kind of controls he's made for differences in capitalization.  But to some extent you would expect some differences in labour capitalization.  You wouldn't expect that necessarily to be standardized in terms of where companies are in their investment cycle and things like that.

MR. COWAN:  I think I can help a little bit, and I guess from my point of view, there are fundamental differences in proportions of capitalization just by the way an entity chooses to do its work.  If it outsources the work it may not have a penny of its own costs attached to the capital work, particularly on the labour side.

On the other side, the question of whether there's a pure policy difference between how one corporation and another is capitalizing its costs.  And for the most part we are comforted to know that all of these financial statements that have been provided to the Board are audited by third party auditors that at least keep the capitalization policies within the bounds of generally accepted accounting principles.

Not to say that they are identical.  And in fact, Ottawa's case, I think, at that occurred recently was probably the most notable case on this subject over the last ten years or so, in terms of the degree to which there was an issue associated with this matter.

So I'm concerned that we not consider it to be sort of the forerunning of things to come but that we have adequate confidence that the numbers that we're getting from a policy perspective are within a bound of what is generally accepted accounting principles.

That should give us enough confidence to be able to use the information.

DR. KAUFMANN:  So just overall... I mean, overall, I do think ‑‑ I'm not saying it's an illegitimate issue.  The relationship between capital and OM&A is a legitimate issue, but that doesn't mean that it's impossible to benchmark OM&A costs.  You can still do good OM&A benchmarking provided you've got controls for ‑‑ appropriate controls for capitalization.  So OM&A econometric benchmarking, in my opinion, just shouldn't be ruled out, out of hand just because it's only OM&A.

Yes.  Finally ‑‑ well, what about the issue of OM&A and incentives?  That's really going to, if you think about it, that's not going to have ‑‑ since we're only benchmarking the past and we're relying on benchmark assessments of the past, that if and of itself can't distort incentives.  The only way this sort of benchmarking can distort nephews is if companies can use it to influence their future, consumer dividend.  So I think the correct solution to this is to transition to benchmarking that does consider capital and OM&A trade‑offs more explicitly as opposed to not using the benchmarking results that we have now.

And finally the issue of negative versus positive consumer dividends.  In my opinion, this will generally create the wrong incentives or the potential for inappropriate rewards under incentive regulation.  And the reason I say that is because incentive regulation should be designed to mimic the outcomes of competitive markets.  And in competitive markets, firms that increase their efficiency relative to their rivals will increase their profits.  And if you don't do that then you won't increase their profits.

And it's easy to see that the opposite of this can occur if there are negative consumer dividends.  And, you know, if that's true, then that wouldn't be a reasonable outcome, and it's a reason not to have negative consumer dividends.  So this slide here actually presents an example that shows that.

Let's say we have a company that has a consumer dividend of negative 0.3.  All other consumer dividends in the industry are zero, and otherwise the productivity factor is 0.8.  And in that case what's going to happen is there are going to be real price reductions of 0.5 percent for firm A and 0.8 percent for all other firms in the industry.

So let's say the first year of this indexing plan, firm A decrease its unit costs by 0.6 percent.  So it's decreased its unit costs by more than its prices have gone down.  So its profits have gone up.

And let's say every other firm in the industry has decreased their unit costs by 0.8.  So firm A is the one company that's underperformed relative to the industry.  But in this situation, because the other companies have decreased their unit costs by the same amount as their prices, their profits are unchanged.  The only company whose profits have increased in this example is firm A, which is the firm that's underperformed.

So this is really the crux of the problem, as I see it, is that when you have these negative dividends, you create the potential ‑‑ you create less demanding targets for some companies, and companies can underperform and still, because they have less demanding targets, actually negative relative to the industry, they can actually gain relative to the whole industry, even if they haven't outperformed the industry.  Andy.

MR. PORAY:  But could we, in fact, have a situation where firm A is a very efficient firm but it's now finding that in order to maintain that high level of efficiency, which is above the average, it in fact has to spend more?  So its profit wouldn't necessarily go up?

DR. KAUFMANN:  I'm sorry, could you repeat that?

MR. PORAY:  Well, essentially, in order to maintain that higher level of efficiency, they have to spend more OM&A or capital.

DR. KAUFMANN:  Mm‑hm.

MR. PORAY:  Whereas in fact they could come down to the average, which is what we are setting the TFP as the average for the industry as a whole.  So their profits wouldn't necessarily go up.

DR. KAUFMANN:  Well, I mean, this is one example.  I mean, I'm not saying that there aren't other examples out there, but I'm just saying, things like this can occur when there are negative consumer dividends.

MR. PORAY:  Well, you can get anomalies, irrespective of what type of model you choose.  But I think what -- in the commentary that we provided, what we are saying is, we are trying to set an average TFP for the industry.  We're not looking at -- what's the word I'm looking at.  Frontier.

DR. KAUFMANN:  No, I'm not looking at frontier either.

MR. PORAY:  So therefore, wouldn't one -- if you were setting an average TFP, wouldn't you expect that there would be some firms that are above that and some firms that are below that, and over the longer term they would in fact trend towards toward the average for the industry, in which case having a negative consumer dividend makes sense.

DR. KAUFMANN:  No, it doesn't, because the way -- again, I'm thinking about competitive markets.  Competitive markets, the average for the industry is what all -- everyone in the industry is competing against.  And let's say that there are firms out there that are -- you're the leader.  You're Wal-Mart.  You're incredibly efficient relative to your rivals, so you have much higher profits.  And the only way that you're going to increase your profits relative to your rivals is by continuing to outperform the industry.

But -- now, let's say you're up here and you have high profits, and your rivals are catching up to you.  So you're still -- you might still be increasing your efficiency, but because they're increasing it faster, prices in the industry are declining at a more rapid rate, so your rivals are cutting into your profits.

The only way that you can continue to outperform -- you know, that's the way competitive markets work.  And the only way you can continue to outperform is to -- and earn more profits is to continue to outperform the rivals.

So I think that's the analogy.  Everybody is kind of catching up.  Wal-Mart is still up there.  Their efficiency level is up here.  People are converging to Wal-Mart.  Wal-Mart is still making more profits, but their profit margin is being eroded by the fact that the industry is catching up to them.

DR. YATCHEW:  I'm still having a little bit of difficulty following the incentive effects of having these consumer dividends.

Suppose you have that the average productivity growth in the industry is .8 over a long period of time.  And that is pretty stable, and that you're going to assign that .8 to everybody.  But then you pick somebody, and you're going to assign to them a productivity factor of .5, which is lower.

Why would they have an incentive to produce less profit?  Why wouldn't they have the same incentive to produce the maximum profits that the incentives provide for?  I mean, how is this differential creating an additional incentive?  That's the part that I'm --

DR. KAUFMANN:  I'm not saying that it's creating more incentives.  What I'm saying is that it can create outcomes that aren't consistent with what incentive regulation is designed to create.  And incentive regulation is designed so that companies get rewards only by outperforming the industry.  That's what's -- you know, that's kind of the key competitive market insight that incentive regulation is designed to incorporate in the plan.

And I think whenever you have a less demanding target just for a company because they're good at the outset, then you're frustrating that.  You could have the potential for companies to be rewarded even though they're underperforming.

DR. YATCHEW:  And would you say that was true of the U.K. system, when the RECs went out, the regional electricity companies went out?  And initially, what we observed was actually faster productivity growth than we would have anticipated.

So they were undertargeted, so to speak, and yet they're producing productivity growth at a -- essentially because they were driven by the profit motive.

DR. KAUFMANN:  No, I agree --

DR. YATCHEW:  So that's the part that I'm not seeing.

DR. KAUFMANN:  It's not an incentive issue.  It's not -- I'm not saying that their incentives are going to be lower when they have a lower consumer dividend.  What I'm saying is that companies can be rewarded.  They can increase their profits even though they're not outperforming the industry.  And that is a result that's contrary to what incentive regulation is designed to deliver.

DR. YATCHEW:  And I think that that view somehow presumes that all utilities are at the same, somehow, equal level when the bell rings.  In fact, there are utilities that vary widely.  Some of them are more efficient, some of them are less efficient, at the outset.

DR. KAUFMANN:  Yes, I agree.

DR. YATCHEW:  And so we're not really providing insufficient incentive or rewarding inferior performers.  We're just setting the standard in a way that's consistent with the overall average, average expected performance, and then allowing variation around that to reflect variation in efficiencies.

DR. KAUFMANN:  But, I mean, I think -- I accept the fact that companies are going to differ in terms of their efficiency level at the outset.  And their returns are going to reflect that.  I mean, they are going to -- the fruits of those efficiency gains are going to be reflected in higher profits, as they should be.

And therefore, all I'm saying is that companies shouldn't be rewarded again, the next time out, by having a less demanding standard so it that makes it easier for them to continue to improve their products.

MS. BRICKENDEN:  Perhaps, moving along, the analogy that you provided with Wal-Mart and it striving to continually outperform the market -- Wal-Mart doesn't have, I don't think, access to that negative stretch factor.

And so the negative stretch factor, what's the comparator in that example?  What does Wal-Mart dip into in order to expand its earning potential or its -- so I would say that --

DR. YATCHEW:  It can rest on its laurels.  And companies do.

DR. KAUFMANN:  Okay.  Marika would like me to move to slide 66, which is the recommendation.  And my updated recommendation -- we have updated our recommendations, because the Board would like -- the Staff would like the consumer dividend recommendation to be less complicated.

So we've refined the five recommendation -- five consumer dividends to three.  We've narrowed those.  And I've also made the range of consumer dividend levels more consistent with Ontario precedents.

So what the new recommendation is, is that group 1 -- again, we've got, basically, two types of benchmarking analyses.  We've got an econometric model, and then we have index-based models, unit-cost indexes and productivity indexes.

And our new recommendation is that companies that are significantly superior on the econometric model and in the top quartile on a productivity index ranking will be determined to be significantly superior performers and be in group 1.

Group 3 will be companies that are statistically inferior on the econometric model and in the bottom quartile on a productivity index ranking.  They are group 3.  And group 2 will be all other companies.

So essentially, on this -- I kind of think of this as a tale of two tails.  We're looking at the tails -- what's happening on, you know, on the very high and very low tails on the econometric model, and the very high and the very low performers on the statistical models, and we're looking at the intersection of the two.

And what we're saying is that, if you're good and you're an outlier, in positive terms on both the econometric model and the index-based model, then that supports a low consumer dividend.  And if you're in the other direction, so you're not a good performer on both the econometric model and the indexing model, then you're an outlier in the other direction, and you're assigned the highest possible stretch factor, consumer dividend.  And then everyone else is in the middle.

So this is similar to the kind of bell-shaped analysis that Lisa presented in her presentation.  And I am quoting some of -- I'm drawing on some of Adonis's work to support this.  And I know this wasn't the intended application of this work, and --

MS. BRICKENDEN:  But we do thank you.

DR. KAUFMANN:  But here's a table that Adonis presented in his comments on our comparative cost work, where we've got the companies ranked from bottom to top quartiles on O&M costs -- on an OM&A cost benchmarking model, and on a total cost benchmarking model.

And what we have here is, along this diagonal -- well, let's just look at the top quartile.  In the upper right corner there are 11 companies that are top performers on both the -- in the top quartile on both the total cost and the OM&A cost models.  And that's 11 of 16 that would have been identified as top-quartile performers on either one of these --


DR. YATCHEW:  [Microphone not activated]


DR. KAUFMANN:  Well, there are 11 that are in the top quartile on both, and there's four companies that were in the top quartile on the total cost model, but in the second quartile on the OM&A, and one company that was a top quartile on the total cost and in the third quartile on OM&A.

DR. YATCHEW:  And then there were five that were in the top quartile.

DR. KAUFMANN:  That's right.  So on the OM&A there were 11 that were in the top quartile on both, and then there were five that were in the top quartile on OM&A, but in the second quartile on total cost analysis.

DR. YATCHEW:  Right.

DR. KAUFMANN:  So what this is showing is that about two-thirds -- and you can do the same sort of analysis on the bottom quartile.  So if we look at, on the tails, the extremes of these analyses, what we're finding is that about two-thirds of companies are robust, in the sense that they're identified as being both extreme performers on both the total cost and an OM&A cost analysis.

Where we see a lot of variation is in the middle.  So -- and I know you didn't draw this conclusion, but my interpretation and my conclusion of this graph is that this shows that there's -- we have a fairly good understanding and idea of who the top quartile and bottom quartile -- who is out there on the extremes.  Where we have more difficulty in discriminating relative performance is in the middle.

So our updated consumer dividend recommendation is consistent in spirit with, I think, what this table is showing.

DR. YATCHEW:  Can I comment on this?

DR. KAUFMANN:  Sure.

DR. YATCHEW:  First of all, the purpose of this was to try to identify the degree of misclassification that occurs if you use an OM&A cost model, which is what is being used in Mark Lowry's work.  And mind you, it's also a mis-specified OM&A cost model, because it doesn't include capital on the right-hand side.  It has some proxies, but this is not a conventional restricted or conditional cost function.

So what I did was, I estimated a model of total costs, using the U.S. data, since we have complete capital and OM&A data.  And I estimated an OM&A model analogous to Mark Lowry's model for the same data to see how -- what would be the frequency of misclassification, how frequently would we make errors if we were using the OM&A model to assign "stretch factors".

Well, what this says is the diagonal going from the southwest to the northeast says that there are 31 of the 63 utilities that are classified correctly.  And the red squares are the 32 utilities that are misclassified.  So there would be a misclassification rate of about 50 percent.

Now, as I understand it, what Larry is suggesting is that if we reduce the number of classes, so to speak, to one big class in the middle and then sort of one-sixth the probability mass in the tails, that should reduce the incidence of misclassification.

One can imagine that if we put everybody in one class, there would be no misclassification.  If there was no stretch factor or everybody had the same X factor, there would not be any misclassification.  So reducing the number of classes has the effect of tending to reduce the misclassification rate.

Now, what I did after I saw Larry's slides yesterday is, I did this same exercise, but now allowing for a two-thirds bulky middle and one-sixth tails, one-sixth probability mass in the tails.  And I still got a misclassification rate of around 25 percent in that case.

DR. CRONIN:  Could I talk to this?

DR. YATCHEW:  Can I just finish?  In addition -- and I think this is a very important point -- the rule that is being put forth consists of two components put forth by the Pacific Economics Group.  One element of that rule is to divide utility performance into quartiles.  The second hurdle is to test which utilities are significantly inferior or significantly superior.  And I take that to mean the statistical sense of significance.

After having read the benchmarking report carefully, I've come to realize that that test itself is incorrect.  And I've documented that in my comments last week.  It's a little bit technical, but it can be corrected.

That would also yield somewhat different results than the ones that are being put forth, based on a rule that layers the two together.

DR. KAUFMANN:  So --

DR. CRONIN:  Let me --

DR. KAUFMANN:  No, can I just say one thing, just to briefly follow up on that?  In your comments you talked about the statistical significance of the model, and also the uncertainty associated with the data.  And that's the second source of potential --

DR. YATCHEW:  That's correct.

DR. KAUFMANN:  -- significance and insignificance.  And, I mean, essentially that's true.  I mean, we want -- anytime the data are wrong, you know, if the data are wrong, then that could potentially lead to wrong inferences, anytime, in any statistical analysis.

But wouldn't you agree that that's the case in any econometric paper that's ever been published?  And yet, you know, how many of those quantify that sort of statistics?  I mean, it's -- you can do, I suppose, with some kind of Bayesian technique or something, but that's --

DR. CRONIN:  This is not for a refereed article.  This is to set rates.

DR. KAUFMANN:  I understand that, but we're talking about the point about whether we've gotten the statistical significance wrong, in a sense.  I mean, obviously the data are important.  No one would deny --

DR. CRONIN:  If you do this with -- I've done this with Ontario data, and I'll just speak to the issue of the extremes.  Using Ontario data for first generation and looking at the 48 utilities that we did a complete cost analysis on, including 40 years of capital, if you were to rank the utilities on OM&A cost from low to high, and if you look at the top 12 OM&A cost performers, six of those, or 50 percent, are in the bottom for total cost.

DR. KAUFMANN:  Yes, but Frank, isn't that -- well, go ahead, but --

DR. CRONIN:  Let me just finish.

DR. KAUFMANN:  Go ahead, but I -- isn't that OM&A and total costs per customer?  That's how you're computing that?

DR. CRONIN:  But it's constant for everybody.  If you look at the bottom, and if you say, well, okay, who would come up as the worst OM&A LDCs, if you look at the bottom eight of those, four of those bottom eight would be in the top of total cost performers.

So even if we analyze just the extremes, we're looking at a 50 percent error rate in our conclusion as to who is efficient and who is not efficient.

And I'll just reinforce Adonis's comment.  Mark's short-run cost model is mis-specified.  He does not have capital.  You cannot draw conclusions that you would ordinarily draw in a properly specified short-run cost model.

So they don't have capital.  They don't have it controlled for.  And in the analysis that has been done, there's a 50 percent misclassification for the top performers and the bottom performers, if you believe prior Ontario data.

DR. KAUFMANN:  Well, Frank, with all due respect, can I just say one thing about that?  You haven't controlled for capital either on OM&A, and in fact, you haven't controlled for anything.

DR. CRONIN:  I haven't -- no, but see, at least I'm looking at the right relationships -- okay.

DR. KAUFMANN:  But still, to make --

DR. CRONIN:  But I did control for capital later on in a subsequent analysis.  But if you don't have the correct data, how can you assess as to who is efficient and who is inefficient?

DR. KAUFMANN:  No one's denying the data are unimportant, but --

DR. CRONIN:  But that's all there is, is --

DR. KAUFMANN:  No, no, it goes beyond that.  I 
mean -- 

DR. CRONIN:  If you don't have --

DR. KAUFMANN:  -- when you don't have a benchmark and you have to control for differences -- 

MS. BRICKENDEN: Excuse me.  Let's have one person talking at a time.  And also, speaking of time, I do apologize, Larry, but I would like you to get to the end of your --

DR. KAUFMANN:  I will wrap up.  Okay.  I will leave this for another day.

But let me just say again, the consumer dividend issue is hard.  This is not an easy issue.  There is going to be differences about this.  But I -- what we have tried to do is use the evidence that's out there in the most reasonable way to come up with a conservative consumer dividend recommendation.

And I do think what's going to come out of this -- and we haven't done exactly who is going to be on the tails -- is, about two-thirds of the companies are going to have a consumer dividend of about .25, which is what the consumer dividend was in IRM 1.  There is going to be about one-sixth of the companies that have a customer dividend, and about one-sixth that have .5.

In my opinion, this is something that's informed by good empirical analysis.  It can be improved over time, but it's a reasonable consumer -- empirical analysis now, and it's closely tied to Ontario precedent.


MS. HARE:  Okay.  I just want to speak about the concept, because this concept was not PEG, so I don't want to have to have Larry defend the concept.  The concept was really Staff's, in terms of the work that has been done on benchmarking and trying to look at different utility efficiency, and also what we heard in 2nd generation IRM, when we said that the X would be 1 percent for all utilities.  And overwhelming we heard:  But that's not fair because the utilities aren't starting off at the same place, we're not the same.

And so when we went with the first recommendation of the five, we realized that, well, maybe we don't have the data, and we also didn't want to spend a lot of time listening to whether a utility is actually in group 2, or group three or four or five

So we came up with what we thought preserved the concept of rewarding those utilities that really are the most efficient, and having a larger stretch factor for the least efficient utilities, so that they're encouraged to find efficiencies.

So we came up with this idea, and the analogy was the bell curve, where two‑thirds are in the middle, and get the same stretch factor, but then we look at different measures and identify those that clearly should be rewarded with a lower stretch factor, and those that should be encouraged with a higher "stretch factor."  So that's the concept.

So, you know, I'd like to hear comments as to the concept as opposed to, you know, what the actual data requirements are, because I also can't believe that ‑‑ well, let me use the analogy that we used the other day:  That if you've got a class, you might not be able to tell which is the B, which is the B plus, which is the B minus student, but you pretty readily know the A pluses and you know the ones that are struggling towards the bottom.

So that's what we're trying to do.

And then what we did was, we asked Larry, well, what would the actual numbers be, then, for that concept?  And that's where we got the idea of 0, 0.25, and 0.5.

MS. BRICKENDEN:  Andrew?

MR. SASSO:  I'll speak briefly on the concept.  And I know we want to move things along.

I guess part of my concern in and the analogy is a much better one to talk about, students in a class or water infrastructure, which is probably the one that I'd prefer to use, rather than Wal‑Mart, because we're talking about essential services and products.

And what happens to the quality ‑‑ well, I should be careful because we do water management so I don't want to in any way suggest that this applies to the Windsor service area.

But what happens, and you look at Walkerton.  This is what happens when ‑‑ the assumption that is being made by this stretch factor for this bottom sixth or what have you, is that they can find productivity improvements; that there are productivity improvements to be had.

And I'm not sure that's correct.  It also suggests that they are in that bottom sixth because they are in performance the bottom sixth of performers.  So there are issues about outliers.  Maybe it just doesn't work.  Maybe the comparison just is not all that accurate.  And I think if you look at, from a very practical level, if you look at the list, and, I mean absolutely no disrespect to the LDCs that are at the top of the list, but I find it very hard to believe that utilities that service a thousand customers are achieving the same sorts of efficiencies and productivities.  Hydro 2000, you know, is right up there at the top of the list.

And so what you're saying is, you know, so we should follow the lead of Hydro 2000?  We should desegregate EnWin into 85 different LDCs to be really small?  I mean, it defies logic, right?

But that's the ‑‑ if we're taking ‑‑ if they are the ones setting the way, if they are the ones setting the path, there's something wrong, is I guess what I'm saying.  And if you look at, and why I said Walkerton is. this is what happens.  If we pull out, through this "stretch factor," if you decrease the revenue that's being recovered by these LDCs, where are they going to get their dividend?  And the risk is that they're dipping into capital, and they're not putting money into infrastructure.  We've seen this across the entire continent.  There's an infrastructure deficit exactly for this reason.

So, I mean, that's the serious concern.  I don't think that there is a check on that.  And your only recourse is, well, off‑ramp yourself and incur the additional costs of getting outside the model.

So what we're talking about is, you know, a service area, and maybe they're in the bottom sector for a whole bunch of reasons.  Maybe there are problems with the economy.  Maybe there are problems with the utility.  Is giving the utility less money to fix the problems the way to do it.

And I think that's  what we're talking about by applying the "stretch factor."  And I think ‑‑ and we will get to it, hopefully, in my presentation, to just talk about it.  I think that there's other options.  I think that the Board has the capability and uses the capability in other ways to move LDCs along.  I think when we look at the 2008 cost of service decisions that have been issued, they did that with Hydro 2000.  They did that with Barrie, another top performer who the concern that some of the intervenors brought up was that they had the worst loss factor in the province.

So that was what was ‑‑ I'm just saying that was what was cited by an intervenor in a proceeding.  I'm not saying whether that's true or not.

And so that's, I guess, that's sort of the situation that we're looking at, is are the results going to lead us ‑‑ it's about where are we going to get.  And I'm concerned about where are we going to get.

MS. BRICKENDEN:  Allan.

MR. FOGWILL:  All right.  Thank you for that.  I get from what you've identified that you're not in favour of a stretch factor at all.  Is that correct?

MR. SASSO:  I think that there are ways for the OEB to stretch LDCs.  I don't think the "stretch factor," based on this model ‑‑ and like I said, I'll deal with it in my presentation.

MR. FOGWILL:  Okay.  Can we hear from other LDCs if they like the concept of the groupings for different "stretch factors"?  And actually, of the customer groups as well, but...

MR. PORAY:  I think it's premature go down that road at this point in time.  I don't think we've done the full analysis.  Certainly, based on the data that's available and the incomplete benchmarking study that was done, I think it's too early to go down that path.

MR. FOGWILL:  It seems like with the nodding of the heads, we're getting most of the LDCs that are in agreement with that.  Is there anyone who doesn't agree that it's premature?

MR. WHITE:  I'd like to add something.  I said Roger White from ECMI.  I'd like to add some comments.  I have, according to the analysis, one of the top performers in the province.  And I also have one of the bottom performers in the province, who are clients .

The bottom performer, the one that's in the bottom performer group, has an old system which would be reflected in a capital cost analysis.  It has a high, high penetration of residential.  No industrial.  You know.  The thing is, "stretch factors" are really interesting mechanics.  And if they're applied properly, in the proper context, as I think my friend from EnWin has stated, there may be ways to make things work, but when you're looking at LDCs like the one I described, what you need to be aware of is the alternative that those customers face in terms of prices and rates and service if they, in fact, disappear as a distributor.

So is it premature?  The answer is absolutely it's premature.  And I think it's in some ways ill‑conceived in the context of the Ontario marketplace.

MR. FOGWILL:  Okay.  Thanks.  Can I get some of the customer groups to respond to whether the concept is premature?

MS. BRICKENDEN:  Wayne?

MR. CLARK:  This time it's deliberately on.

MS. BRICKENDEN:  Yes.  Wayne Clark.

MR. CLARK:  Wayne Clark, AMPCO, sorry.  If you're asking for support of the concept in principle, yes.  Is it premature?  I would say if you were going for the granularity I saw in the earlier reports, which was four or five cohorts broken down into little groups, I would say that would be premature.  When you're looking here for three, and I would suggest if you do some cross‑checking to see what the circumstances may be for the outlier groups, and I take Roger's advice quite carefully here, because I know sometimes you can look at numbers and not know what's going on underneath those things.  I've had the experience of looking hard into a utility on behalf of the due-diligence process that purported to be one of the very, very best, and yet, when you looked under the sheets, you didn't quite like what you saw as much.

So I'd be very careful about who sits in the outliers.  So...

But outside of that, no, I don't think it's premature.  I think some caution and care when you've got those one-sixth/one-sixth is appropriate.  But I don't think it's necessarily premature.

These are not huge numbers for stretch...

My clients are large industries that do compete globally.  And if you tell them that a half a percent is a stretch factor, you don't stay in the room with them too long.  So it's -- I understand where everybody's coming from, because I used to work for a utility too, but this is -- we're not talking huge numbers here.  We're also talking about coming out of a situation where there really isn't much in the way of a surrogate for competition at work.

MS. BRICKENDEN:  Thank you, Wayne.

MS. GIRVAN:  Julie Girvan.

My experience with PBR has been that, you know, that "stretch factors" are a common element, regardless of whether there's empirical data to support the actual factor or not, the calculation.

I'm not sure -- I hear lots of conflicting comments about the data and what we're doing in Ontario.  And I guess that is troubling, but we have to move forward with something.

And I heard what Marika said about what Board Staff was trying to do with this.  And it makes some sense to me, in the sense that it's not really fair to slap a common one on all distributors, and it's a way of differentiating.

But, as I said, I'm not entirely sure whether the groupings are appropriate or whether Mark Lowry's analysis is appropriate or not.

But as I said, my experience has been that it has been a common element of plans, as Larry said, and plans that I've certainly been involved with, so...

MR. HARPER:  Marika, I think the issue is, we're debating two different things there.  We're debating, should there be a stretch factor or not.  I think the question there is, yes, you know -- I was on your page, Marika.  I think, responding to the fact everybody was saying, 'We can't all have -- some of us have done everything we can.  We've been very efficient.  We can't do any more.

Well, the bottom line is, if you say the average -- in the proposal, if you say the Staff proposal is an average stretch factor of .25, then you have a choice.  You apply .25 to absolutely everybody, or you try and find some differentiation.

If you're going to apply .25 to everybody, I don't want to hear a single distributor say, 'I can't meet that because I've done too much already,' because that's the alternative.  If somebody is higher, somebody's got to be lower.

And eventually, I think you should get to the principle where somebody is higher if somebody is lower.  If we aren't there yet, then I think as a common ground we have to say, everybody's happy to live where they are at the average.

DR. KAUFMANN:  Can I just say one thing, just in terms of the precedents?  I mean, it's true that consumer dividends are a rule in PBR.  Almost every PBR plan has them.  And I do think that this is a very conservative proposal.  Zero to .5 with an average of something like .3, that's very conservative by international standards.

You know, there have been "stretch goals" of 7, 8 percent in some approved plans.  I don't think that's reasonable either.  I'm not saying that.  But I'm just saying if you look at what, you know, what the experience is, I mean, there are regulators around the world that establish extremely aggressive "stretch goals" for the companies that they're regulating.

And we're not doing that.  We're taking a conservative approach.  But I do think the principle should be respected.  And we've tried to use the evidence that does exist in the best possible way.  It's not to say the evidence can't be improved.  We think it can.  But again, it's what we have right now.

MS. BRICKENDEN:  Okay.  Thank you.  Thank you, Larry.

We skipped over your comment on the K factor, but perhaps, I believe, later on, Adonis, you will be discussing the concept in general of the K factor.

Did you want to take a five- or ten-minute break?  And then I can get things ready for Andrew?  We'll come back at 3:15.

--- Recess taken at 3:04 p.m. 


--- On resuming at 3:16 p.m.


MS. BRICKENDEN:  Hello.  We're ready to resume.  And, Andrew, if you're about ready to start.

Okay, everybody.  Andrew, do you want to go up there or not?

MR. SASSO:  No, I'm all right from here.  I have the little control mechanism.  We've just about got quorum back, so I want to, first of all, start by thanking Board Staff for providing the opportunity for EnWin to participate in the process, both today and for the past year, or however long.  

It probably seems like longer for those who have been on the working group and so on, but we have appreciated the opportunity, and have been trying to participate as much as possible, both through the EDA and directly through the various submission opportunities.

Unfortunately, like many LDCs, not being located in the GTA, attending conferences and sessions such as these is sometimes difficult, but we've tried to follow, either via the webcasts or by reading the entertaining transcripts that come from them.

Today I want to, I guess, begin by saying I don't -- I'm not here to oppose IRM.  I think that's the most important point.

The point here is to talk about, really, what are the data inputs that we want to use for IRM.  

And ultimately, I think what we want, whether we're talking about IRM or cost of service, is to really move rate-making as a whole in three areas, process, cost and output, and we want to move them forward.

It's a very basic concept, and I don't imagine anybody in the room would disagree.  Ideally, we want a fast process.  We want cost as little as possible and we want good outputs.  Of course the main outputs of rate-making is the rates.  That's not rocket science.  But there are other outputs, and this is what I think needs to be considered, and, as we'll see in a future slide, whether it's in 3rd generation IRM or what I anticipate will be fourth generation IRM in a few years, it's about using cost of service.

We heard earlier today that we want an incremental shift or we're working towards an incremental shift, incremental development, from 2nd generation IRM.  The problem is -- and Lynne pointed this out earlier today.  The problem is 2nd generation IRM was not based on cost of service.  

So we have a whole new source of data and process and opportunities that we've never had before when we've done IRM, PBR, whatever you want to call it.

And it becomes important to consider what sort of outputs does cost of service provide us with?  And this is just speaking generically.  Cost of service provides us, of course, with the cost of service test year rates, but there's also the Board orders regarding future years.  And this is, I think, a vital point.  

The Board has clearly indicated in a number of the decisions over the past couple months that they are entirely prepared to make orders that have impact in the IRM years.  Cost allocation has been ordered to be changed for three of the six LDCs that I believe we have decisions for, and they've been ordered to do it during their IRM years.  

So we haven't even looked at - and I don't imagine it was thought of - that in this IRM model, How would we possibly incorporate cost allocation?  I don't know.  You can't do it through an Z factor or an X factor or a K factor, or any other letter factor you can come up with.

Those LDCs, 50 percent who have gotten their decisions, would have to -- I guess under the current proposal, they would have to opt out or off-ramp or bring a full cost of service application.  But the Board has made it very clear.  They've said, Do it in your IRM years.  

They haven't said, Bring a full cost of service.  They've said, Do it in IRM years.

I think we need to take some direction from that.

The second point is that there are non-rate Board orders that come out of cost of service, and some of those are -- you know, just one example was there have been orders to file capital asset plans.  So it's just to say, in cost of service, the Board is making orders that have rate impacts and some of them that are non-rate impact related, or indirectly or distantly rate impact related.

Other outputs that we get from cost of service is scrutinized LDC-specific information, and for those who happened to read through the 12-page submission that EnWin made in response to Staff's latest paper, you will recall that one of the main critiques was that, you know, we're not looking at scrutinized LDC-specific information.  

And I think, as Larry said today, you know, you can't do economics on a company-by-company basis, but the Board does set rates on a company-by-company basis.  Our base rates are based on the LDC.  

And the other thing that comes out of cost of service is, of course, any sort of settlement agreement undertakings.  And, you know, one of the things we haven't talked about is just, you know, the implications of settlement agreements, and sometimes settlement agreements themselves have future year implications in terms of what you do.  And they can't necessarily be readily addressed within a standard model.  

And, I mean, we've particularly seen with some of the bigger LDCs, there's a propensity to have settlement agreements, and I think that's right, because there is a lot of complexity.  We've seen that in natural gas, too.

But what options are limited?  What options are limited, when we sit down for settlement, if everything has to be able to fit inside of a standard model for risk of having to off-ramp and basically create your own type of application, or to bring a full cost of service application year after year after year?

Part of what I'm -- you'll see coming out of this is what I'm hoping to do is to make it so that IRM is more attractive, that we don't get Toronto Hydros or Ottawas, or who knows - maybe it's EnWin next year - so we don't have them presenting non-traditional applications.

There's only an inclination to bring a non-traditional application because you don't believe that the alternative is going to work for you, and that's fair.  And you're entitled to do it and you should do it.

But I think although we make this statement, IRM can't work for everybody all of the time - and that's absolutely true - I think we certainly want to spread the net wide.

So this is some of the data that, you know, maybe we can use from cost of service.  Why don't we do cost of service every year?  This is not rocket science to anybody in this room, or probably anywhere else, but the cost of service process is slow and it's expensive.  But it comes out with really good, scrutinized, LDCs specific, broadly-considered rates.  It's when the LDCs, the intervenors, Board Staff and the Board have a field day and go in and really take a look at, Well, what ought the ratepayers in any given service area be paying for electricity?

In 2nd generation IRM, we had sort of the reverse, and you can see it with the colours in this -- in the fancy one that you can't see in the printout.  But we go from slow and expensive to, of course, fast and cheap.  

Unfortunately, our argument is that you also go from good outputs to bad outputs.  Why are they bad?  Because they're extrapolated, they're province-specific, and they're narrowly considered.

I feel okay calling them "bad outputs", because we've elected to re-open 2nd generation IRM.  If they weren't bad outputs, we'd still be doing 2nd generation IRM.  There would have been no inclination to move away from it, but here we are, after having done 2nd generation IRM for two years, and already we're trying to get out of it.

And I think that augers for -- you know, when we're talking about incremental change, maybe we need to broaden that lens.  And I really liked the message that came out of the scoping session that we had back in September, which really was about, you know, Broadly thinking, what is it that's going to work?  What's going to keep us away from here?

And in that vein, I certainly applaud the Board Staff and the working group for having come up with the criteria they did, sustainability, practicality, and so on.  And we'll get to those in here.  But we certainly don't want to end up where we ended up with 2nd generation IRM.

My concern is that I think that what's being proposed for 3rd generation IRM, yes, I think that there is movement.  I think the outputs are better, will be better than they have been under 2nd generation IRM, but they're still not good.  And that's because they're still extrapolated.  

I say province-specific, although only if you consider the United States our thirteenth -- fourteenth province, or whatever the line was somebody used the other day about Canada pumping up.  But unless the United States is an eleventh province or a fourth territory, you know, it's very generic.

And there's good reasons that we used that.  And I'm not shooting down -- I don't want to give the impression that there isn't a role for that economic data.  I think that the work that PEG has done, I think the work Board Staff done, that the working group has done, is right and it's correct.  

The question is:  How do we use that?

The question is also whether these poor outputs are acceptable, and I think that they're not poor outputs for everybody.  They are okay outputs.  They are good outputs for some LDCs.  They make a lot of sense.  

And, you know, let's be honest here.  When we're talking about off-ramps, there's about 60 LDCs in this province that, no matter what you do, there's no way that they're going to do anything but what you give them.  It's just cost prohibitive to do otherwise.  It's expertise prohibitive to do otherwise.  But that doesn't mean that just because there's only maybe ten, 15, 20 LDCs out there who can afford and have the resources to challenge -- that doesn't mean that we should just be designing, in light of the small few.

So if there are poor outputs for some LDCs, I guess the question is, should these outputs -- and we want to improve the outputs -- do we do that in third-generation IRM or in the next generation?

And I guess what I'm going to submit today is that it may be possible to do it in 3rd generation.  It may need a fourth generation.  But what you'll see as we move forward is that I'm not really proposing a radical departure from third to fourth.  I think we can go from poor outputs to good outputs really easily.  And it's just by substituting data.

We used the same model.  We used the same list of factors that Lisa presented earlier today, X factor, K factor, the whole ambit.  You can keep the exact same thing.  It's just about, what values do you plug into your models.

And so the question becomes, if you don't think that the values that are going in right now are good enough, where do we find inputs that will yield better IRM outputs?

And I think if I had some flashy PowerPoint graphics here, I'd have that from COS from cost of service flashing or something.  So be glad that I'm not that adept.

But this really is -- or alternatively, I guess it has some Indiana Jones theme music or something for the Holy Grail of outputs.  There's a lot of good stuff there, as we saw in the previous slide.  There's a lot of opportunity, and it's LDC-specific, and it's readily available.

So how about cost-of-service outputs as IRM inputs?  Well, I think that it begins, as I said before, with recognizing the Board's willingness and aptitude for creating cost-of-service outputs that have future-year implications.

And that cost-allocation reference, the filing capital asset plan, those are just a couple examples.  I think the Board has said, You know, if it's going to lead to rates that are fair, justified, and reasonable, then we're prepared to make orders that go beyond the test year.

I think we can use those good cost-of-service outputs in the core model.  I'm not proposing we don't have a core model.  I'm proposing that what we plug into that model may not always be what I would call the defaults that are being developed through this process.

I think it's also possible to use those good cost-of-service outputs in other applications.  So if somebody does off-ramp or whatever you want to call it, you know, this is what they're going to rely on anyway.  They're going to go back -- they have to -- you have to go back to your base.  That's the whole point of having a base, is you build off of it.

And I think that in using those cost-of-service outputs, we've got readily available good IRM inputs that will lead to good IRM outputs.

And again, just some examples here of what we can use as outputs.  Like I said, we've heard these referred to earlier today.

You'll see one that I've added in.  Here is the term before the next cost of service.  So an LDC shows up during their cost of service, and they're a mess.

And the Board says, You're coming back in two years. Or they say, The default is four years.  Everything's relatively all right.  Come back in four years.

Or maybe there is a situation where they say, You know what?  You're just flying along.  You're doing all right.  The intervenors are patting you on the back as you walk in and walk out of the hearing room, and they say, You know what?  Take five years, because we just don't need to see you back that soon.  I guess it's kind of like probation.

So here's how I propose that maybe it would work.  A more integrated form of rate-making.  And I think we do need to think of rate-making as integrated.

One of the concerns that I raised in my submission was that I really didn't think that this process got into the notion of integrated rate-making.  How does cost of service plus IRM times four plus cost of service plus IRM times four, how does that all tie in together?  And how does it create a logical progression of rate-making?

So I guess what I've suggested here is that the first step and the first two steps are being done right now.  This is what I think this process has been about, and ought to be about, and should be congratulated for, for doing.

And it's creating the IRM model of choice, the IRM model that will work for most LDCs most of the time, coming up with default factors and values, okay?

And those factors -- I've called them factors.  I'm not -- Lisa used the word earlier today, and I can't recall what it was, but I think she said there was eight of them being proposed.

You know, so those are set; those are in place.  We know there's an X factor.  We know there's a K factor.  We know that there's a term of IRM.

These are things that need to be decided during IRM, and then we also come up with the default values.  And I think it's -- you know, and I won't even pretend to get half of the excellent debates that go on between our experts in the room when they get into the nuance of economics, but, I mean, that's the valuable part.

And I think Larry's comment earlier today, you know, we aren't that far off.  We're debating about .33 for certain factors.  We're debating about .5 or .25 for a stretch factor.  I mean, I agree, I think we're close.  And I think we'll be close enough to come to a good deal that will work for most LDCs at the end of the day.

The issue here is really, how do we make sure that rate-making is going to work for all LDCs and, therefore, for all ratepayers, in the context of a model and factors and default values that have been designed for sort of the majority?  Because everybody is entitled to fair rates, and everybody is -- every LDC is entitled to fair return on those rates.

So I would suggest that what would happen during cost of service -- and I don't think we can implement this for 2009 cost of service, and it may not even be practical to do it in 2010, although I think there's a real possibility.

But possibly even for that next start, once everybody goes back for their second cost of service, or starts going back, take the opportunity during that proceeding to evaluate the default values on an LDC-by-LDC basis.

Now, oh, my gosh, this sounds like it's an incredible amount of work.  We've got 80 LDCs.  We can't look at the X factor for every single one.

That's right, but it's by application.  And as I said before, I think that on a practical level 60 LDCs are not going to challenge the defaults, because they're not going to have the resources to do it.  It's going to be good enough.  And maybe it's even 70 LDCs.  It's good enough.  The default is good enough.

Maybe the X factor default is good enough, but they want a debate over the CAPEX.  Or maybe X factor and CAPEX are fine, but given their circumstances they'd really like an IRM term that only goes for two years.  And maybe the intervenors want to raise particular issues about any one of those factors.

And as I was -- in response -- in a long response to a question earlier about the stretch factor, that's how you work in the stretch factor, in my opinion.

The Board itself and the intervenors and the LDC are looking at the LDC's operation.  And it's an opportunity for the Board to make a ruling or the parties to come to a settlement that the Board hopefully endorses, that says, You know what?  An X factor, the default X factor, just isn't right for this LDC.  Or, It's not right for this LDC in the first year of IRM, but I think they can ramp up to it.  They're implementing a new capital project, you know, they're doing a CIS upgrade, so maybe there should be productivity expectations attached to that.

Already, and in the Board's 2008 cost-of-service decisions, they've said, Look, we're going to give you more capital, but you've got improve those reliability stats, or we're going to give you return to accommodate CIS upgrades, but that's what you've got to go out and do.

And I think that's the opportunity to revisit those issues.  You're already dealing with all of that information.  You're already dealing with the LDC as it is.  

Why not just go that one step further, and, because you've got a set IRM model and because you've got set default factors - you know what the factors are - it basically becomes a form that the Board just has to check through and say, All right, what are we going to plug in for your X factor in IRM year number 1, in IRM year number 2?  And for the most part, it's going to be the default.  

But there are going to be situations; there are going to be the utilities that service areas that are suffering extraordinary circumstances, be it pulp and paper, be it manufacturing, be it things that we can't even think about right now.  We don't even know.  We've got no idea.  

Who knew that the hi-tech opportunities were going to show up in the late nineties, and who knew they were going to implode five years later?

You know, we couldn't predict those things.  And I think that if you're building a sustainable model, you've got to be able to deal with those sorts of extraordinary circumstances, and the way you do it is you deal with it on an LDC-by-LDC basis. 

The beauty here -- I mean, I think there's a number of wonderful things about this, but one is that it also leads -- it leads to what you might call multi-year rate-making, but it does so in a very limited, well-defined way.  

You know you're going to use this model.  It's not about everybody bringing a unique three-year cost of service application.  It's not about everybody bringing a cost of service application that has implications for capital expenditure over multiple years that's different.

Everybody's doing the exact same thing.  They're bringing a cost of service application, and then they've just got to fill in, like a model.  You're filling in your model ahead of time, and what a beautiful thing for productivity.  What a beautiful thing for planning improvements to your capital system to be able to say, You know what?  I know that three years from now I've got to hit an X factor of 0.8, of 1.2, of 5.  

I mean, you know, I'm not suggesting that would ever be appropriate, but, you know, that's the idea, right, is that you know ahead of time, and everybody knows ahead of time.  The intervenors know ahead of time.  Board Staff knows ahead of time.

And if, as you go through that path, everything has been set out in your cost of service and you run into an unexpected circumstance - well, we weren't expecting that Ford was going to close their plant; well, we weren't expecting GM was going to close their plant, though we're not expecting them to not - but, you know, when the unexpected occurs, then you can off-ramp from that.  And I think it would lead a lot fewer off-ramps, and I think it would lead to a lot more buy-in.

So, anyway, getting back to this, you would evaluate those default values by application, as we do everything; by application.  An LDC that wants its eight items on a list, OEB, could you please make an order in respect of these eight items.  In addition to all of those other things they do in cost of service, I think it's very minor.

So then it leads to an order for LDC-specific values, and those orders might be, you will have the default value based on, you know, Board Staff's guidelines, the default value for X factor, the default value for K factor, and then in the IRM years, it's just like we've had in 2nd generation IRM.  You've got your set model, and you've got your factors.  

The benefit, the added benefit, is they're LDC-specific values or they're the defaults, but that's by your own choice as an LDC, or that's by your own choice as intervenor groups that, well, during the cost of service you had your chance to challenge that.  You know what?  EnWin needs to stretch.  EnWin ought to stretch a great deal.  

Well, deal with it in cost of service, and then whatever comes out of the settlement agreement or whatever comes out of the Board order, that's what we all live with, unless an extraordinary event occurs, in which case we off-ramp, and, you know, we're there.

When we get to the next cost of service, we then just re-evaluate those values.  Is this X factor still appropriate?  Now, is waiting for my next cost of service for three years or four years the right time frame?

And, again, this doesn't backtrack on any of the work that has been done.  All of the work that has been done, all of the work that will continue to be done, creates the default factors.  It's just about, Where do we challenge them?  

And I would suggest to you that it's better to deal with it in cost of service than to be challenging it in IRM; better to deal with it in cost of service than dealing with it as an off-ramp, which is much, much less predictable and much less structured.

So here are the advantages that at least I foresee.  And I noticed that in Board Staff's paper, they put "high" for a number of things.  For this one, I was tempted to put "very high" in response, but, you know, everybody can be their own judge of which is more sustainable, predictable, effective, practical, and useful.

I think it really does lead to a higher level of sustainability for the exact same reasons as what's currently being proposed, but for the added benefit that I think it's more flexible, and, ultimately, unfortunately, I don't think the core model right now is -- the flexibility is in off-ramping, and that needs to continue to be a flexibility, but if we deal with LDCs on an LDC-specific basis, I think that's even more sustainable for the sector as a whole, for everybody.

I think, as I mentioned, I already talked about the predictability, because that price trajectory has been set at cost of service, and, at the same time, you've got the set model and the set factors.

In terms of the effectiveness, you know, in terms of mimicking the competitive market, I don't think that this is any less effective than anything else that has been addressed.  In fact, it's a way of going in and saying, You know what?  Yes, Wal-Mart might be the top of the rung, but you know what?  Those low wages that you're paying to workers are unacceptable, so even though you're a top performer, maybe there's still some issues that need to be addressed.

I also think that it links the inputs to the outputs far more clearly.  And a big struggle that we face as LDCs, at least certainly I face it, is explaining to my board and other internal parties and explaining externally to our ratepayers, What does this mean?  Why are rates going up?  Why are rates going down? 

And while I'm tempted to forward them the PEG report and say, You figure it out and tell me when you understand it, and you can explain it to -- and it's not to knock that, of course.  I'm just joking.  But it's about -- I think it ties it closer. 

And so that in a Windsor community, we can say, Well, you know what?  The Board has spoken on this.  They've issued just and reasonable rates, and they've dealt with the issues that we face in Windsor.  So you, as Windsorites, you're getting rates that are just and reasonable not just in your cost of service forward test year, but in all the IRM years that follow.

In terms of the practicality, yes, there would be a slight cost increase for cost of service.  Would it be substantial?  I really don't think so, because all of this information has already been dealt with.  It's just a few more decisions that the OEB would need to make.

And already they're thinking about the future.  They're looking at a capital plan that deals with five, ten, 20 years.  So it's not like they're not being exposed to any information that goes beyond the test year.

And I think that those -- that slight increase is far more than made up by the benefit of having LDC-specific rates.  I appreciate Larry's comment that, you know, economics cannot give us LDC-specific rates, but it's the Board mandate to do so.

In terms of the usefulness -- and here's an opportunity to do it.  Here's an opportunity.  If we didn't have an opportunity, I'd say, Well, you know, you settle for second best.  But I think this is a reasonable and very implementable option.

And in terms of the usefulness, as I mentioned before, I think this will just lead to greater buy-in for the IRM model.  I think LDCs will buy into this.  It will be more reasonable, more just, and LDCs will buy in.

And so I think this is what it leads to, you know.  I think it leads to IRM rate-making that is fast, cheap, and it's got good outputs.  It's not a complicated point that I'm making, but I don't think it needs a complicated solution.

Will it work for this round?  No.  You know, the orders have been made for Toronto -- well, I don't know if they've been made for Toronto.  A bad example.

The orders have been made for some of the cost-of-service -- 2008 cost-of-service applicants.  But, you know -- so it -- you know, we couldn't do it right away.

But that's where I say, you know, I think in terms of fourth -- you know, whether you would even call it fourth generation, I don't know, because it's just talking about changing the values.  It's not talking about changing the model.  It's not about re-evaluating, do we still want an X factor?  Do we still want customer dividend stretch factor?

You know, we don't need to reopen those things.  It's just about substituting generic data with, I think, really good LDC-specific data, where the LDC applies for it.

Otherwise, you use the defaults.  And we update those defaults as however we're planning to do it, you know, as a part of this proposal.

So that's pretty much the long and short of it.  And again, I speak in favour of IRM, as I hope this indicates.  I'm very much in favour of the work that's being done to date.  It's just about, you know, how do we deal with everybody who doesn't fit into the majority.  And I think that in servicing the majority, we don't want to jeopardize either the operations or the level of service, reliability, or safety that's experienced in the minority of jurisdictions.

And that's it.  So I'll return your little...

MS. BRICKENDEN:  Thank you, Andrew.

Marika, I believe you had a question?

MS. HARE:  Well, I think, if I understand your concept, it's actually compatible with what the Board Staff is suggesting, because if I take you back to the slide that Lisa used this morning, slide 5, we talked about the fact that we're developing a plan that would fit most electricity distributors.  However, in the event that other approaches for rate-setting may be appropriate, a distributor may apply to the Board.

And so I think your concept fits entirely within what we had in mind.  And the timing is different than what we thought about, but there's nothing to stop any distributor that's applying for cost of service in 2009 to go in with a cost-of-service -- sorry, with the IRM application at the same time.

I might tell you that that normally isn't the preference of utilities.  They normally like to see the outcome of their cost of service before they put forward an IRM, but, you know, certainly that would work at the same time, if that's your preference.

I just want to caution you on one thing, though.  It would not simply be a matter of saying, 'X of .88 doesn't work for me.  My X should be .6.'  You would, of course, have to file evidence to justify why your number would be different, and that would be open to examination by all parties.

But I think that's entirely the concept that we had in mind here.  We're going to put forward what we were calling previously a core plan default numbers, but any utility that wants to deviate from that is free to file an application and justify why the numbers are different.

MR. SASSO:  Yes, I guess it's just a question of when you do it.  In my understanding -- I guess I didn't understand the core plan particularly well.  But, you know, I think it's during -- during cost of service you're dealing with it, and that's where you're going to want to set it out.  So if that's consistent with the plan, you know, I think that's fantastic.

In terms of the point about, you know, challenging the .88 or what-have-you, it leads to a really important point, which is that the .88 needs to be transparent enough.  It has to be an accessible number.  We have to be able to go into there and say, you know, 'Here's how I -- here's how we differ.'

And I think a really key point is, you know, what is going to be the cost of doing that.  And while, you know, we don't mind going off and hiring Professor Yatchew or someone to do that, there is, you know, a not insignificant cost if every -- and I think there's only so many people as smart as him who can -- who can do that, you know.

But, I mean, you know, practically speaking, you have to be able to get into the .88, and I think that if the .88 -- and it will also be a matter for the Board to consider, that, you know, if -- and I picked on them before, so I should be fair.

But, you know, if a Hydro 2,000 or, you know, a small LDC comes in and they need to challenge it, hopefully the Board's response will be, 'Well, we're going to have certain evidentiary -- you know, we're going to deal with the party that approaches us in a party-specific manner.'

We cannot bring the case that Enbridge or Union bring when they're challenging these numbers.  And so, you know, I think from an EnWin perspective, we would go in and say, 'Well, you know, they've talked about the cost -- you know, this factors into the .88, and here are our costs, which are higher.  And, you know, we're asking for a Board order that's lower.'

But, you know, I think, you know, it's something that we'll work out.  We'll work out.  I'm a big fan of building jurisprudence as you go along.  You build your experience as you experience it.

MS. HARE:  I just want to -- Allan said, don't bother, but just one little point that you made that I just want to correct on the record.

We're not developing 3rd generation because something in second failed.  It was always the plan that after 2nd generation was put in place, we would move to 3rd generation and relook at the elements and tweak some of the elements.  So we're not doing this because something failed in 2nd generation.  It was always the plan.

MR. SASSO:  And while I accept that, and you're stating it for the record, I think that if we found that second-generation IRM was booting along just perfectly, maybe we would question whether we needed to actually get back into third-generation IRM.  So, anyway, that's just the counterpoint, I guess.

MS. BRICKENDEN:  Are there any other questions for Andrew?  Andy?

MR. PORAY:  Yes, I just wanted to confirm something that Marika said, that I wasn't clear from the Board Staff proposal that in fact there is a core plan with default values, but a utility could file a different X factor.

MS. HARE:  Yes, when you file for your IRM plan, you can file whatever you want.  So you can take -- and say that, 'I like the price cap, and I like this concept of GDP, but I think my X factor is different.'  But you would have to go through a full hearing to justify why you are doing that.

MR. PORAY:  No, I realize that.

MS. HARE:  Sure.  That's entirely consistent with what we had in mind.

MR. PORAY:  Oh, okay.  Well, it wasn't clear.

MS. BRICKENDEN:  That's a good question, Andy, because an alternate proposal does not necessarily mean a radically different one.  It could be a modified.  Yes.

MR. PORAY:  Okay.  Thank you.

MR. FOGWILL:  I just can't help myself.

MS. BRICKENDEN:  Uh-oh.

MR. FOGWILL:  However, the small print is, if you file an application that changes one element of the plan, all elements are fair game.  And other parties can say, 'Fine, you can have that X factor.  Here's your other factors that we think should be checked.'

MS. BRICKENDEN:  That's a good point.

MR. COWAN:  A hazard of the sport?

MS. BRICKENDEN:  Are there any other questions for Andrew?  Thank you very much, Andrew.

Bill has a --

MR. COWAN:  Just one brief thing to follow up on the quantity question from earlier.  I took a look at the IESO shipped quantities of energy withdrawn from the grid to get a sense of whether the volumes have continued to decrease or gone up -- we seem to have some feedback from something.  Sorry about that.  No?  Still there?

THE REPORTER:  It's much better, Mr. Cowan.

MR. COWAN:  We're all off except me here.

Okay.  And the numbers for 2000 and -- so these are drawn from the IESO's website, which is pretty reliable, as opposed to being the sum of the utility values:  153 TWhs hours for 2005, 148 for 2006, and 149 for 2007.  So up just over a TWh in '07 compared to '06.  So... 


MR. HARPER:  Bill, I think the important caution to be made on that, you know, is that the IESO-controlled grid has got not only the 90 utilities in it, but it's got a fair chunk of --


MR. COWAN:  Direct.


MR. HARPER:  -- direct industrial customers in it, as well, which, I would suggest, could easily push that number one way or the other.  So that's just a caution in terms of using those numbers.  It would be really nice if maybe the IESO maybe sometime published total sales to all utilities separate from total sales to other people, but maybe that's for another day. 


MR. COWAN:  In effect, Bill, I have not stopped the question I put to my Staff to add up the distributors notwithstanding.  So we'll see if there's anything different, and we'll let you know through communication of some sort, I guess.  I expect the answer to that by the end of tomorrow.


MS. BRICKENDEN:  Thank you very much, Bill.  There has been a small change in plan.  Adonis has some pressing matters that he has to get to, and so Frank and Judy and Richard have agreed to switch presentation slots.  So, Adonis, I pass the --


DR. CRONIN:  He's going to get mine, and I'm going to get his.


MS. BRICKENDEN:  There you go.

ELECTRICITY DISTRIBUTORS' ASSOCIATION

Presentation by Dr. Yatchew:


DR. YATCHEW:  First, I do appreciate the indulgence, and, second, I wanted to thank Andrew for the very kind comments.  The last time I heard anyone make such comments about me was -- I believe it was my grade 1 teacher, and I can't remember whether it was my second year in her class or my third year in her class.


MR. PORAY:  On the same topic?


DR. YATCHEW:  Eventually I got it.  Anyway, we've covered a lot of territory here, not just at this particular session, but at others, and a good portion of the material that is in these slides has been covered already, so I'm hoping that I can condense my presentation.


I'm here presenting on behalf of the Ontario -- the Electricity Distribution Association, and main issues:   productivity factor, stretch factor or diversity factor, which is what I prefer to think of it as, benchmarking capital investment, alternative regulatory rules, inflation indexes and earnings-sharing mechanisms.


Let me begin with the productivity factor.  Pacific Economics Group is recommending an average productivity factor, at least in the February document, of 1.6 percent consists of a 0.88 percent base productivity factor and a weighted average stretch factor of 0.28 percent.


And what I've done here, and this also appears in the report that I submitted, is the blue line essentially tracks the year-to-year productivity factors on the U.S. data, consisting of, I believe, about 63 utilities, at least the subset of the sample that I used.


And what I did here is I fitted a non-linear trend model to the data, which is a well-established class of models in econometrics literature.


Let me begin by making four comments about these data.  The first one is that the average annual productivity growth in the U.S. data is 0.72 percent, a number that we've come to know and love.


The second is that there is no systemic -- there's no statistical evidence of systematic acceleration in productivity growth or systematic deceleration over this sample period.  So there's no secular trend.  If you fit a linear model, you essentially get a flat line.


The third observation is that estimation of a non-linear trend effect - that's the yellow line here - suggests a variation of productivity growth between about 0.4 percent and just over 1 percent over the 1988 to 2006 period.


And the fourth observation is that the most recent years of data suggest a deceleration of productivity growth.  This may be related to recessionary effects in the U.S..  It certainly won't be helped by growing recessionary problems in the U.S..  


And even if Canada can avert a recession or a full-blown recession, there are signs that Ontario is likely to have some difficulties, partly because of the strength of the Canadian dollar, and also as a result of the loss in manufacturing jobs.


I say that to try to make some -- to suggest that this deceleration in productivity growth may not be over yet.


And the next slide simply summarizes the four comments that I've just made.


So in view of this particular model that I've provided, the 1.16 productivity factor recommended by Pacific Economics Group is actually outside the range of the expected productivity growth rates -- I use the word "expected" in the statistical sense, or average productivity growth rates -- observed in the U.S. during the 1988 to 2006 period.


In my view, a reasonable target for the base productivity factor is in the range of about 0.5 percent to 0.6 percent.  First of all, Ontario data for the 2002 to 2006 period have also indicated a slowdown in productivity growth, evidently a stronger slowdown than in the U.S.  


There's an increasing emphasis on conservation and demand management and aging infrastructure are also likely to be contributory factors.


Now, if we go back and look at that graph again, it's also not clear that we've reached the bottom of the graph, at least at 2006.  Hopefully, 2007 data will be more promising and indicate a bottoming out.


And part of the reason that I see the 0.5 to 0.6 range to be a more realistic forecast of the productivity growth rate, a number or range that is below the long-term average of 0.72 percent, is precisely because we are in this apparent downturn at this time, and it takes time to recover from these downturns, at least if a similar scenario plays out to the one that occurred in the early 1990s.  


You can see there was a dip there, and then it took some time before the low of about 0.4 percent productivity growth grew to 1 percent productivity growth around 1999.


Now, this idea of factoring into the long-term average estimated productivity growth, some sort of discount or premium to reflect the more recent patterns of productivity growth, that's already embedded in this model, but it's also consistent with the approach that we've talked about here at first generation IRM.  And if we simply use the formula that the Board used at that time - it used the U.S. average figure of U.S. 0.72 percent in the first line - and the Ontario figure of 0.01 percent, the same weights as was used by the Board - we get about a 0.5 percent productivity growth factor.


If we use U.S. rates for both the long-term, 0.72 percent, and 0.41 percent for the most recent four years, you get a number of about 0.62 percent.


Now, I've used a base productivity factor of 0.72 percent and Larry has put forth a productivity factor of 0.88 percent, and that productivity factor is based on a start date analysis.  Now, the purpose of the start date analysis is to estimate long-term -- long-run TFP trends, as I understand it.  


Let me, if I could, use the flip chart for a moment.  I'd just like to abstract from the problem at hand and give -- and use an alternative example.  

Now, essentially the start-date analysis that was performed does the following.  It takes the last year, which was 2006, the last year for which we have data.  And then it tries to find a year, another year, that is similar to 2006; for example, with respect to weather effects, with respect to unemployment rates.

It also -- that analysis has also imposed an additional requirement that the span of years cannot be too short.  And I'm going to provide an example.  It's a stylized example, but what I want to suggest is why that analyze can actually give you a very misleading answer.

So suppose that there are cyclical effects that are going on.  They could be economic effects, for example.  Not so much weather effects.  Weather effects tend to average out over relatively short periods of time year to year, but economic effects tend to take time to resolve themselves, so they are cyclical effects.

And just to be very simple about it, suppose that in fact these cyclical effects follow a very regular pattern.  I intended this to -- let me try this again.  And sorry for the waste of paper.  

[Drawing diagram]


MR. COWAN:  How long were you in grade one?  The drawing...

DR. YATCHEW:  Well, as you can see, it still took me two times to draw it right.  So I still didn't get it quite right.

Okay.  So for the sake of argument this is the end year, okay?  The start-date analysis that we are interested in is trying to find a previous year that is similar to this year.

And I'm assuming that the data-generating mechanism, what you were observing, follows a nice simple curve like this.  In fact, that's never the case.  There's all kinds of noise around it, so you end up estimating something that might have a curved structure like this.

Well, suppose we take this to be the year 2006, and then we look backwards and ask ourselves which year is similar.  This year looks pretty good.  Okay?  In fact, it's identical to this year.

So in terms of finding another year that is similar to the year 2006, a statistical procedure which has that as its sole objective, there's no problem with that.  But that's not the ultimate purpose of the start-date analysis.

The ultimate purpose of the start-date analysis is to find a span of years so that the average behaviour over that span of years is consistent with long-term trends.  Right?

So it's not that we just want to take a look at two years.  We want to take a look at two years, and then we want to average everything that went on in between.

Well, if we pick this year here, then the average would be somewhere down here.  The true TFP average is this line here.  That's what we've been cycling around.

So if you go to this observation, you won't have gone back far enough.  And if you go to this observation, you'll have gone too far, because you will pick up two troughs and only one peak.

The correct observation, the correct matching observation, is this one, the one with the star.

So I'm suggesting by this that a start-date analysis cannot be limited to simply the rules that -- it's got to be long enough, and behaviour in 2006 has got to be matched by some other year that's far enough back in the past, because even with a very simple cyclical model, you can see that you're going to get the incorrect answer for, well, this will give you an incorrect answer, this one will give you an incorrect answer, and this one will give you another correct answer.

Now, let me return to...

MS. PACHON:  I have a question.

DR. YATCHEW:  Sure.

MS. PACHON:  Following this logic, then why to give more weight to the latest period, because in that case -- if you are so uncertain about the future, then you are -- I mean, by giving it more weight at the last period, you are anyway getting very apart from the long-term trend.

DR. YATCHEW:  The objective of this example, as was the objective of the start-date analysis, was simply to estimate the long-term trend.  We would then need to overlay on top of that any adjustments we would want to make for recent experience.

So you are asking me actually a distinct question now:  How do I use this model to forecast out in the future?  And my answer would be pretty simple.  Look, it's a trigonometric curve.  I'm just going to follow the curve up.  I had a very good forecast. 

I just need to know which part of the curve I'm on.  Is it --

MS. PACHON:  But that's -- and how do you do that?  

DR. YATCHEW:  Well, if this was the model, if this was the reliable model, then my forecast of what's going to happen here would be exactly what happened here.  That's what periodic -- that's what makes periodic functions so nice in engineering, because they keep repeating themselves, as my mother does, and as I do.

So if it really was a periodic function, a nice clean periodic function with very well-defined amplitude and frequency, then the forecast would just be another one of these.  And we've got this point, so it's just going to be that point.

But I don't -- but that's not the intent of this illustration.  The intent of this illustration is to put into sort of more abstract context the idea of picking a start date and how one might pick it appropriately.  And the purpose of the start rate (sic) is to estimate a long-term average.  And the long-term average here is that line.

So --

DR. KAUFMANN:  Can I just -- I was going to save all my questions until the end, but -- and I don't want to take up all your time, but, I mean, what we're literally trying to do is to estimate a period -- we're trying to estimate a trend between two points, and we don't want those points distorted by transitory factors.  That's what we're trying to do.

DR. YATCHEW:  Yes.

DR. KAUFMANN:  And that's a little bit different than what you have there.  What you have is kind of this process that unfolds over time.  And we don't really know what kind of the mean of the process is.

What we know about TFP is that TFP can -- it depends directly on what happens in the start date and the end date.  And we know that that can be distorted by weather and by the economy.

DR. YATCHEW:  Right.

DR. KAUFMANN:  And that's what we've controlled for.

So, you know, if you think very -- and so, I mean, if you think specifically about what we're doing, we're not doing that.  We're not trying to kind of draw -- figure out what the mean is between a periodic -- between some periodic function.

What we're trying to do is, we're trying to take what we know about TFP and know how it can be distorted, and we're trying to control for the factors to make sure that it isn't distorted.

And just a secondary point about that.  If you look specifically at our results, you can see that we don't have these sort of multiple points that you can pick from.  There really is only one best answer.

So, I mean, the sort of thing you're talking about there literally is not present in the results for our start-date analysis.

DR. YATCHEW:  And I would suggest that there are reasons for it, first of all.  You just -- all that you incorporate is a linear trend.  No allowance for non-linearity.  Even the weather effects are in linearly.

The nice thing about a local smoothing estimator, which is the kind that appeared on the only graph in my presentation, is what it does is, you've got -- you have these random data, and whatever is going on underneath, it won't be necessarily a regular cycle, but it's trying to take observations that are more proximate in time, and use those to estimate what is going on at that point.

What that does is it averages out the weather effects, which tend to be more independent year to year, climate change notwithstanding, trend effects in climate change.  But the other thing that it does is, it also tends to average in cyclical effects in business cycles.  So if it takes time to get out of a business cycle, then the adjacent or neighbourhood observations will build that in.

So in effect, a local averaging model like this takes care of virtually all the variables that you have in your model, in a different way.  It takes into account the trend effect by local averaging.  It takes care of the weather effect by averaging it out.  It takes care of business cycle effects by doing, again, local averaging.

DR. KAUFMANN:  But the smoothing procedure has to eventually kind of converge.  Near the end, it's going to have to converge to what the kind of the final trend is in the last four or five years, because you're running out of data to smooth.  

I mean, eventually what you're doing is you're getting to the point where, you know, what you're going to get is the measure trend and it's going to be what is reflected in the sample period, and that's what you're finding.  

And I would think that has to be the case, because you're not smoothing -- you're eventually, you know, kind of getting to the point where what's being smoothed is getting right down to the end of the sample period.  And what you're picking up is -- and that was a period of growth.  2002 through 2006 was not an economic downturn, but still there was a TFP downturn.  And there are other factors for that.

DR. YATCHEW:  Right.

DR. KAUFFMANN:  There's the pension contributions, and we talked about this last time.  There was a changing pattern of pension contributions during the 1990s.  There was an enormous stock market boom.  Companies conserved on their pension contributions.  That ended very abruptly in 2001 and 2002.  The market lost about 30 percent of its value.  

You get in 2002, you started to see companies make very significant pension contributions.  That's reflected directly in the TFP results.  So that's not surprising that you're picking that up, because that's what the data show.  So if you start smoothing something where you don't have that many points to smooth, then you're going to get something that reflects what the measured trend is.

But all that's really reflecting is not a long-run slowdown.  It's reflecting this transitory catch-up, and that's why -- that's the catch-up of the pension contributions.  And that's why I think, particularly on that point, it makes sense to pick a period that's long enough so that you know you're getting a balance of the under-funding in the early years and the over-funding or the catch-up in the later years.

DR. YATCHEW:  All of these variables that you've mentioned are potentially relevant.  The pension variable, for example, is not included in your model, either.

DR. KAUFMANN:  No, it's a cost.

DR. YATCHEW:  But it has an impact on TFP.

DR. KAUFMANN:  Yes.

DR. YATCHEW:  It could potentially be modelled.  I didn't model it either, in terms of its impact on TFP, but, again, it's effect is being reflected in the local smoothing.  And let me emphasize again that my objective right now is not to discuss whether the endpoint in my -- in this estimate, which -- if we could turn back to the slide, my objective isn't to discuss whether the endpoint, which is actually 0.38, is a good estimate of forthcoming productivity growth. It also didn't happen to be the forecast that I'm proposing.

My objective of this exercise is simply to ask:  What is a reasonable way of estimating average long-term TFP, because that's the departure point that you have set?

DR. KAUFMANN:  Yes.

DR. YATCHEW:  You picked 0.88 as your estimate of long-term TFP, and what I'm going to suggest is that, well, if we now take a look at this graph, you can see that there is a bit of a cyclical effect here.  It's not as regular as this, and, in fact, it's a lot smoother.  

But what has, in effect, happened is - I don't know how many people from the back will be able to see this - your start date is 1995, which is somewhere around around here.  And you're averaging the observations from 1995 to 2006.

DR. KAUFMANN:  Yes.

DR. YATCHEW:  Incidentally, as a footnote, it's not clear to me why you averaged the actual data rather than the estimate of the model, because the estimate of the model is actually -- if it's a good model, is your best estimate of what TFP, expected TFP, was in that year.

Setting that aside for the moment, if we take a look at the years 1995 to 2006, essentially, this part of the cycle has been omitted, in much the same way that this part of the cycle was omitted if we pick that point, rather than this point.

And in my estimate, 2006 has another point, back here, which is similar to it, also below 0.5.

And my inclination would be to say that if a cyclical -- some sort of cyclical model is a reasonable approximation, then what one needs to estimate average long-term growth is the average over the full cycle.  1995 to 2006 -- whoops.  19 -- can you see my finger?  1995 to 2006 doesn't capture the whole cycle.

Now, if you then include the -- if you go back to the earlier 1990s and average the estimated values, then you do get numbers that are closer to 0.72, depending on which way you pick.  You might get a number slightly above; you might get a number slightly below.  

But sort of another way that brought me to this was I was having difficulty understanding how it is that you could get a base productivity factor of 0.88 when there were years, recessionary years -- or I'll say really, relatively high unemployment years, because the recession in the early 1990s wasn't so severe, but it was followed by a period of relatively high unemployment.  

And if you look at your own unemployment figures on your own spreadsheet and take a look at the average unemployment rates for the years 1990 to 1995, the years you omitted, that is substantially higher than the unemployment rates over the entire remaining period over which you used to produce the results.

DR. KAUFMANN:  Sure.

DR. YATCHEW:  I think it was 5 percent versus 6-1/2 percent.

So, again, taking the qualitative, intuitive point of view, I would be inclined to argue that there are years of relatively low productivity growth rate, possibly related to high unemployment rates, that are not included in this -- in the 1995 to 2006 window, and, therefore, lead to an overestimate.  

I'm sorry.

MR. FOGWILL:  I'm just trying to follow something here.  That analysis assumes a cyclical nature of the data?

DR. YATCHEW:  There is some sort of a cyclical model here, yes, in it.

MR. FOGWILL:  Is that based on this information?

DR. YATCHEW:  Yes.  Let me suggest that --

MR. FOGWILL:  And there is a cycle in here?

DR. YATCHEW:  Sorry?

MR. FOGWILL:  Is there a cycle here?

DR. YATCHEW:  Well, there's certainly a decline, and then an increase.  And I can fit a much tighter periodic function to this problem that will give you a pretty similar answer.

Now, I'm not going to claim that this cycle is going to repeat itself in the future.  What I'm suggesting is is that this is the best evidence that we have thus far.

So, you know, things like technological change -- I expected, for example, 9/11 to have a bigger impact.  It actually didn't. 

MR. FOGWILL:  Aren't you seeing that show up in 2002?

DR. YATCHEW:  To a degree, but not to the same degree that I would it, especially when I looked at some of the other figures, the more detailed figures, that Larry provided.  I think it was on output levels and so on.

DR. KAUFMANN:  I know this is getting technical.

DR. YATCHEW:  Okay.

DR. KAUFMANN:  And so -- and I know we have limited time.  But there's something about this that's -- I mean, it's certainly unusual and it's a bit odd, in a sense, because, for example, when -- and I say that, because what you're dealing with here are growth rates.  You're kind of looking at the cycle in terms of the growth rate, as opposed to kind of the changes in the variable.

And that's really what we're talking about, and, for example, I'm sure you know that when economists look at recessions, and things like that, or they want to measure business cycles, they look at peak to peak or trough to trough.  But they're not looking at the growth rates there.  What they're looking at is the level, and they're looking for downturns, and then the economy goes up.  That's not what you're capturing here.

What you're doing is you're looking at this trend and you're kind of looking at kind of peaks and troughs and average growth rates around this trend, and it's just very different from the way most discussions that I'm aware of that talk about these sort of things are structured, where what you're looking at when you're trying to -- when you're trying to pick up cyclical effects, what you're looking at kind of the long-run trend and dips around that trend, and accelerations of the trend.

But to really get at that issue, what you're looking at are the levels.  I mean, you're looking at the plot of those levels as opposed to the rates of change.  And that's what you have here.

DR. YATCHEW:  I would be surprised if a level analysis wouldn't confirm a similar sort of -- a similar sort of result.

Macroeconomists very often look at times from peak to peak, trough to trough, but the object of our interest here is the average TFP growth rate over the period.  And perhaps that's not something that's as commonly looked at by macroeconomists.  They're much more concerned about forecasting recessions and how leading indicators will provide insight into what's going to happen in the near future.

So let me make just one or two additional technical comments.  The estimator that I picked is the one that is least susceptible to manipulation by the programmer; i.e., me.  It automatically chooses things like smoothing parameters.  The super-smoother automatically chooses smoothing parameters, using sort of theoretically justified devices.

In addition, I used an alternative estimator, called the low-es (ph), or local polynomial averaging estimator, and basically got similar types of results.

But my main point is that if there is no cyclicity in the data, if there's no systematic underlying regression function in the data, then there's no point to picking start dates and end dates.  The data are just random noise, and you average all the data you can.  It's like a white-noise process.

It's when you have some sort of underlying trend patterns in the data that you need to be able to -- if you want to determine what long-run averages are going to look like, you need to pick windows more auspiciously.

DR. KAUFMANN:  That may be true if you're talking about the sort of estimates that come out of a model like you're talking about.  But if you're just using indexing techniques, it depends.  The results can be very sensitive to what happens at the start date and the end date.

That's the -- that's really what we're doing.  We're using indexing, which is the standard approach, and what happens at the beginning and the end of that period has an enormous impact on the trend you measure.

So, I mean, really, this might be a difference in terms of technique.  I mean, this might be ultimately taking issue with using indexing rather than a smoother sort of approach -- a smoothing sort of approach to come up with trend estimates.

I mean, what we're doing is, we're using index-based results, and our analysis is designed to make sure that the trend that we compute between those two endpoints isn't distorted by transitory factors.

DR. YATCHEW:  And I agree that models like indexing models are not white noise.  And that's why you can't just average.  And that's why start and end effects do play a role in coming up with a reasonable number at the end.

But this very simple example, suppose that your indexing model actually followed a business cycle of a trigonometric curve.  Here's a very good example of how picking the wrong start date, even though it looks identical to the present, is going to give you an underestimate.

DR. KAUFMANN:  So is part of your recommendation that we should abandon indexing, as opposed to a smoothing sort of technique, a smoothing --

DR. YATCHEW:  I haven't abandoned indexing at all.  I'm using the results of the indexing.

DR. KAUFMANN:  But not as the basis for your recommendation.  I mean, you're using that as an input into the smoothing model that you estimate.

DR. YATCHEW:  Well, first of all, I can -- from this smoothing estimator, it builds on a great deal of work that you've done to have produced these TFP numbers.

From here we can begin the debate of, what is the average long-term TFP growth rate.  I would suggest that the long-term TFP growth rate is either .72 or a number something like that.  All I've got to do is to pick a window that captures a full cycle, so to speak.  But it won't be as high as .88, intuitively, for the reason that the .88 figure leaves out the trough, the early 1990s trough.

DR. KAUFMANN:  I just wanted --

DR. YATCHEW:  And I don't expect that the future will fail to hold a recession.  I expect it to hold a recession.

DR. KAUFMANN:  I guess in terms of the bottom-line conclusion on the methodology to use, would you -- it seems to me that you are recommending that we have to use something other than pure indexing, which is just where you construct the index and you measure the trend based on the index values, because you're using the indexing as an input.  I understand that.  But ultimately your recommendation rests on this sort of analysis.

DR. YATCHEW:  And your own recommendation does not rest on pure indexing.  Your own recommendation superimposes a very particular type of start-date 
analysis --

DR. KAUFMANN:  Yes, sure.

DR. YATCHEW:  -- that is not part of the actual indexing computation.

DR. KAUFMANN:  Okay.

DR. YATCHEW:  It is based on a very --

DR. KAUFMANN:  Computation of the trend.  The computation of the trend.  I mean, obviously, the recommendation depends on more than pure indexing, but how the trend is computed.

Are you recommending -- and I'm interested in this.

DR. YATCHEW:  Okay.

DR. KAUFMANN:  I'm honestly, you know, interested in your answer to this, whether you think indexing is sufficient, or whether we need to go beyond that to compute a trend.

DR. YATCHEW:  Whether indexing is sufficient or --

DR. KAUFMANN:  Whether we can just use the index-based values, or whether we have to do some sort of econometric procedure to estimate a reliable trend.

DR. YATCHEW:  Let me put it a little differently.

One way or another, if your technology is going to be used, we need to arrive at an average TFP growth rate.  Simply putting out indexing numbers will not produce an average TFP growth rate.  It will only put in annual TFP growth rates.

What one needs is an additional technology to try to come up with how to average and what to average.  And there are various ways of coming up with that, and I can suggest some others, and I have in the past.

But if the objective is simply to estimate the average long-term TFP growth rate, my suggestion is, this is one of them.  And if this one -- this one actually comes up pretty close to simply the long-run average of .72.

DR. KAUFMANN:  Okay.

DR. YATCHEW:  But in either case we still need some sort of averaging or some sort of technology to apply to the year-to-year TFP estimates.

Where reasonable people can differ is what technology that is, and I'm suggesting a technology that essentially allows you to capture the recessionary effects of the early 1990s, or, shall we say, the lower TFP growth rates in the early 1990s, which the start-date analysis didn't seem to capture.

And we're not in different ballparks, as you've said earlier.  My average is probably somewhere between .69 and .73.  And your start-date analysis comes up with .88.

MS. GIRVAN:  Adonis, a quick question.  Your 1.16 is the .88 plus the --

DR. YATCHEW:  Plus the stretch factor.

MS. GIRVAN:  Okay.

DR. YATCHEW:  But now we've been focusing for an extended period of time only on the base productivity factor, the .88.

DR. KAUFMANN:  Yes.  And just kind of a point of clarification.  You did call that the productivity factor.  And actually, the productivity factor is just .88.

MS. GIRVAN:  Yes.  [Microphone not activated]


MS. BRICKENDEN:  This discussion is important in that, in the Staff's proposal, what we're hoping to assist the Board in deciding is the foundation, the methodology, that is most appropriately used in determining a base productivity factor.

So I know that it's technical, and I know that some of it, I confess myself, I do not understand.  But it is an important discussion to have, because at the end of the day, ideally it would be nice to be able to say that the Board will adopt a methodology that at least everyone understands and can trust will produce a founded number on analysis, rather than...

Roger?

MR. WHITE:  Excuse me.  I'm going to do a little diversion, because you've highlighted on something that I know I don't understand, and I want to ask Larry a question.  And it's, you said you corrected for weather, and I would appreciate -- not in this session, but I would appreciate a written document that talks about the type of weather correction you did and what it was based on, whether it was Ontario market, and how these things were done, so that -- so that we can evaluate whether a 15-year average time period, when normal weatherization is 30 years, and whether the trend correction that statisticians put in weather normalization have been considered, and all of those other stuff associated with weather normalization, because it's a black box to a lot of people.  And if your method relies heavily on that black box of weather normalization for determining the start point, then I'd like to know the basis on which that is derived.

DR. KAUFMANN:  Okay.  I can do that. 

[microphone not activated]


MS. BRICKENDEN:  Adonis.


MR. SASSO:  If I can just ask another, along the same lines, in terms of information relating to this.  In terms of using the U.S. data -- and I know you listed out the various utilities from which you were drawing this - if there is any way to give a sense of the scale, the size of those utilities or just anything else about them?  


I guess one of my concerns is that if they've all got a million customers or 5 million customers or half a million customers, it is sort of -- and maybe that doesn't make any difference.  I just don't know.


But, probably -- and I imagine some people around the table would have some concerns of, if they're all really big utilities, does that have any impact in terms of TFP generally?


DR. KAUFMANN:  Remember, we're talking about trends and not levels.  And the answer is they're not all million-plus utilities.  There's a range.  But there aren't many - in fact, there are none - that are as small as the smallest utilities in Ontario.


So it is extremely diverse, but it doesn't get down to kind of, you know, the tail end of the smallest utilities.


We talked about expanding the sample to include co-ops and unions and things like that.  We didn't have time to do that in the scope of this project, but we've got some data that could be useful for that.  


I don't think it would make much difference on a rate of change basis, on a trend basis.


MS. BRICKENDEN:  Thank you.  Adonis, do you want to go on?


DR. YATCHEW:  Thank you.  Well, we can skip a bunch of slides that we've already been through.


Stretch factors, diversity factors, we've within over this ground a number of times.  I don't think there's anything more that I can say that's new.  So I'd just as soon move on.  I think you're familiar with my views on this.


Let me turn for a moment to the benchmarking analysis.  Larry reproduced this table.  And just to explain, once again, essentially the objective of this was:  How much in the way of error are we going to commit if we use OM&A modelling, and OM&A modelling without the proper capital variable, so it's mis-specified?  


I mean, I agree completely with Larry that correctly specified, restricted OM&A cost functions, or sometimes we call them conditional cost functions, with the right capital variables should give you useful results, but PEG's hands are tide.  They don't have the capital data, and they can't produce the bricks without the straw here, although I think they've done quite a bit of work.


Fortunately, the U.S. data contained both types of sources and data on OM&A costs and on capital costs, and that gives us a sense of the degree of mis-classification.  That was the purpose of this chart, where, if you classify into quartiles, you would end up with about half -- half of the utilities being mis-classified.  


If you reduced the number of categories, I expect there would be a lower rate of mis-classification.  Perhaps I can be more precise about that in the comments that we're to submit in two weeks.


I do have some concerns about the distortionary effects of focussing on OM&A costs; in other words, the distortions in incentives to utilities who will then 

have -- will want to reduce their OM&A costs and may end up overspending on capital costs.


With respect to the benchmarking analysis, I raised a concern about the soundness of the actual hypothesis tests which would cast a utility into the significantly inferior or significantly superior group.  


The technical details of that are in a submission filed with the Board last week.  But the bottom line is, the way I have understood this procedure, it will cause too many utilities to be classified as significantly inferior or significantly superior.


Capital costs could be a hearing unto itself.  Essentially what I've tried to do is evaluate the model that is being put forth by Board Staff with the augmentation of a K factor according to the same criteria that were established, sustainability, predictability, effectiveness, and practicality. 


In my view, properly taking care of capital costs up front leads to a more sustainable framework, in that it can better handle the varied circumstances that are faced by utilities, and, therefore, achieves a greater consistency amongst distributors, and, conversely, helps to address the diversity issue; predictability, conventional price gaps, set price trajectories during the course of the plan.  


However, where you get substantial changes, as we saw, for example, in the UK recently, where you get substantial variation is at re-basing, and a K factor is likely to reduce between-plan variability as forecast capital program plans would be incorporated on an ongoing basis.


I would also expect reduced reliance on within-term capital approval processes, and this should also improve predictability.


Effectiveness, the approach improves incentives for matching actual capital expenditures to the optimal profile, for example, the incentives to delay expenditures until the next rebasing or, for that matter, to front-end load capital expenditures into the rebasing year.  Up front, those incentives are reduced.


Practicality, the degree of complexity does not seem to be inordinately higher than simply evaluating a capital plan to begin with, and, in comparison to the potential gains, it's not obvious to me that it's not worth the cost.  


On alternative regulatory rules, I was pleased to hear reaffirmation that the Board --


MS. GIRVAN:  Adonis, just to go back to the capital.  So just a quick example, a utility could do a four-year capital plan, and then that would just be flowed through in each year?


DR. YATCHEW:  That would be the ideal.  If the utility -- I mean, if a utility has very regular capital expenditures, then it may be quite realistic for it to just put forth its financial plans on the basis of a test year.


But if they are fairly irregular, then I think that would need to be brought to attention of the Board earlier, rather than later, through a separate K module approach.


DR. KAUFMANN:  Adonis, we talked about this at the break, but we did talk extensively about this issue in the working group.  And the key concern with any sort of K factor or multi-year capital plan, and having that reflected in rates, is the whole issue involved in forecast and forecast gaming.  And we talked about the experience in the UK.  


Companies have an inherent incentive to forecast as high as possible.  Even if they're not trying to game the system, if there is uncertainty, if I was in that position, I would forecast high, too.


And then, once the plans are reflected in rates, then they have a chance to be very efficient and to under-spend, and then, when it comes time to set a new K factor, to again forecast high.


And this was the experience in the UK, and after 15 years or so, it led them to adopt these information quality incentives, and things of that nature, which are designed to create more -- elicit more truthful forecasts on the part of utilities.


So the reason the working group as a whole decided against -- at the end of that process, against including that as part of the core plan was the whole issue of forecasting and the problem with forecasting accurately, and, again, drawing on the UK's experience and the complexity of designing something similar to what they did in the UK to overcome the problems.


DR. YATCHEW:  First of all, I wasn't aware that this was a consensus -- that there was a consensus against the K factor.


MR. PORAY:  No, I don't think there was.


MS. ANDERSON:  That's not what I heard.


DR. YATCHEW:  I'm sorry?  In fact -- Ottawa Hydro, for example, submitted a K factor to the Board, and that's, I think, being tabled until further resolution.


DR. KAUFMANN:  As part of the core plan.  There are still -- companies can -- you know, obviously they're free to submit that.  But as part of the core plan, the real difficulty was the forecasting issue.  And it was, our discussions very early on, thought that if we're going to go down this route, then we have to have some type of information quality incentive.  And we knew that that was a very complicated issue, and because of that, we didn't make that part of the core plan.

MR. HARPER:  Actually, I was just trying to clarify, because I come back to sort of in -- I just want to clarify whether the distinction, Larry, in your mind is -- because when we say "core plan", that means everybody gets a capital adjustment factor.  You're making that distinction between what we're talking now -- excuse the language, it's a capital module, which means you only get it if you ask for it, but hopefully maybe not everybody needs it, and so therefore it makes it a little bit simpler than trying to give it to everybody.  Is that your distinction between --

DR. KAUFMANN:  That's one of them.  And the second is, the capital module is not multi-year.  The capital module is year by year.  You would apply for it for one year, based on one year's worth of data.

MR. HARPER:  No, I was just trying in my own mind to clarify the language here a little bit so I understood what was going on.  Thank you.

DR. YATCHEW:  And I agree with you that there are difficulties in forecasting, and that it's more difficult to forecast three years out than it is one year out.  And I think that needs to be counterbalanced against the potential of gaming.  When you know that your expenditures are coming up in Year 3, you need to go through a capital-module process for which there is uncertainty about whether it will be accepted.  Why don't we just pump up our test-year capital expenditures, literally, capital programs and capital expenditures.  And maybe they won't be within the right time frame, but at least, you know, we have a good chance of getting our money now.

So I think that there are sort of legitimate trade-offs here.

MR. WHITE:  Roger White, ECMI.

I think, in fairness, there may be two different kinds of capital that would produce a different response from me if I was wearing a regulatory hat.  And the one is the kind of capital expenditure that's primarily driven by growth, in which case the increased volume sales and the customer charges and the revenue would provide a material offset to change -- some changes in the rate base.

But for the large truck, for the small utility, the unforeseen animal that's coming along, the K factor may be -- or the K plan may be a -- the capital plan may be a necessary quasi-off-ramp to provide for some adjustments for those kinds.

But the kinds that are primarily driven by growth, if there is a corresponding change in revenue, if you apply it as an adder to existing rates, then you get not only the adder to existing rates, but you get the increased volume from the new customers who weren't in the original rate application.

So in fairness, from a regulatory perspective, I think you've got to look at both sides of that equation.  Thank you.

DR. YATCHEW:  Okay.  We'll turn to regulatory rules.

As I have suggested earlier, I'm happy to hear Board Staff reaffirming the view that they would be recommending that utilities be permitted to submit alternative plans, such as revenue cap -- such as revenue caps, as long as, A, it can be justified, and B, I think that a major part of this is the regulatory-burden issue.

The regulator can't be in the business of designing 83 separate regulatory schemes and flavours.  So I think, as you depart -- the further you depart from the core plan, it would seem that there needs to be substantial responsibility on the part of the utility to put a plan together that is, at a minimum, defensible, and preferably acceptable by the regulator, and that the regulator would be open to these possibilities, as the regulator has been before.

Inflation index.  Not much to add here.  Ideally, we would like to have inflation indexes that reflect the industry-specific costs.  And considerable progress was made on this front by Board Staff.

But perhaps the most telling feature for me that we're not quite there yet is that the volatility of those indexes are not reflective of at least my experience of the volatility of year-to-year utility costs, which suggests that a little bit of some additional modelling needs to be done there.  But hopefully, this is a matter that can be resolved in the not-too-distant future.

Earnings-sharing mechanisms.  There's only one basic observation I want to make on this.  While it's true that earnings-sharing mechanisms tend to dilute incentives for utilities, and even in their absence consumers ultimately capture the benefits of efficiency gains upon re-basing, having said that, if an earnings-sharing mechanism is to be introduced, in my view it should be symmetrical.

Now, I appreciate that the gas utilities here have come to a settlement agreement involving asymmetrical earnings-sharing mechanisms, and my sense is that there is at least one additional argument that needs to be considered in the context of distributing the -- the distributing utility sector, which is largely publicly owned, and that is this:  Publicly owned utilities are more susceptible to uncompensated government policy directives than -- which can in turn contribute to lower returns.

Private-sector companies seem to be less susceptible.  Some are completely unsusceptible to government directives.  No matter what happens to gas prices these days, consumers have to tolerate them, and governments can do little about them.

Concluding comments.  The determination of a productivity factor should not be prejudiced by those that have been imposed elsewhere.  We heard repeatedly about the precedent argument, that the precedent -- there are plenty of precedents for stretch factors, for higher productivity factors, and I would, with respect, suggest that what we really want to be looking at is the productivity factors that have actually been observed, not those that have been imposed.

And in relation to the stretch factor issue, as I said earlier, if you build in the stretch factor, you get an average X factor of 1.16.  Given the empirical evidence, I don't see how that meets the criterion of sustainability, which was the first of the criteria that were put forth in this proceeding.

[Cell phone sounds]


DR. YATCHEW:  I'm not here.

And the arguments based on precedents -- and I've already raised this earlier -- the existence of precedents in other jurisdictions does not constitute a justification.  One then has to examine why that precedent exists to begin with and whether the justification was justified there, but, more importantly, whether it's justified here.

Nor does the existence of precedents in Ontario.  For example, there are important differences between the Ontario electricity distribution and natural gas distribution industries.

So a precedent on an X factor or a stretch factor or any other aspect of the regulatory mechanism needs to be thought through carefully, not just in terms of uniformity of treatment, but in terms of differences between or amongst the parties being treated.

If the objective is equity, then equitable treatment of both sectors, and indeed, all sectors regulated by the Ontario Energy Board, neither requires nor implies identicity (sic) of treatment.

Thank you.

MS. BRICKENDEN:  Thank you, Adonis.

Are there any questions for Adonis?  Well, we've come to 5:00.  I will quickly change around -- oh, sorry.  Wayne?  Maybe you can ask your question as I get the computer set up for our next presenter.  How's that?

MR. WHITE:  Okay.  It's a very short one.

You mentioned that there should be a different treatment for publicly versus privately owned utilities.  And I had sort of two questions.  Is there a good definition of that?  Because we have some utilities, such as PowerStream, that have shareholders outside -- they have a mixed shareholder group, is the best way to put it.  You've got shareholders in Newmarket that have a share of Vaughan, I guess.  And I'm not sure which level of government you were referring to with respect to the publicly (sic) ones getting direction that the private ones could supposedly reject.

DR. YATCHEW:  I was referring to the provincial level, primarily, where a provincial government can write a policy, order the utilities to implement it, and in a compensated way.  Perhaps the clearest one was a price freeze, a rate freeze, something that would be much more difficult to do at the gas pump or to natural gas utilities.

MR. WHITE:  Absolutely, but are you suggesting that they could impose something on PowerStream that they could not impose on Fortis?

DR. YATCHEW:  I'd have to look at specific cases.  My point main is that there are differences between --

MS. BRICKENDEN:  Adonis, you're not into the mike.

DR. YATCHEW:  My main point is that there are differences in other dimension beside the private ownership, but there are differences amongst utilities that can justify differential treatment.

MR. TUCCI:  Wayne, he wasn't saying that we are going to treat the public and private differently.  He just says because most of them are mostly public, the province treats them differently and Fortis gets captured in that.

MR. WHITE:  I know where you're coming from.  My perspective is an Ontario business corporations is an Ontario business corporation.  Have a nice day.

MR. TUCCI:  Well, we have said that at times, but it doesn't stop them from thinking they can tell us to do things.

MR. WHITE:  I wasn't speaking to OPG, I just had my... because they have our assets in tow.

MS. BRICKENDEN:  Okay.  Thank you, Adonis.  Run away.

DR. YATCHEW:  Thank you very much for allowing me to go first, and I do appreciate the collegial atmosphere that has been here all along and the willingness of Larry and Pacific Economics Group to share information in a non-litigious type atmosphere.  I think it served the Board's purpose well.

DR. KAUFMANN:  Okay.

DR. YATCHEW:  Thank you.

MS. BRICKENDEN:  Could you pass the mouse down to Frank?
POWER WORKERS' UNION
Presentation by Dr. Cronin:

DR. CRONIN:  Well, I see it's about 5 past 5:00, and the 55-minute -- yes, the 55-minute presentation version probably will put most of you to sleep, so I will probably cut back my intended remarks and I'll point people to the 
-- I think we filed three submissions.  And this is either the third or fourth presentation.  So much of what I will say will refer quickly back to those, and you can pursue those directly.

I want to mention, first of all, that I appreciate the situation that Larry and Mark are in.  Because they are trying to do a very complicated piece of work, they are constrained by the fact that they don't have all the data they need, and they are trying to meet multiple objectives in a very short period of time.  

So I, again, compliment them on the job they've done, and I also compliment Board Staff, who I think, having done this myself with other people in first generation, I think they did a great job in facilitating the views of many people.

And having said that, I will be moving quickly through the presentation.  I will be happy to take as many questions as you want.  I will probably skip liberally across the slides.

Let me just say where I agree with PEG, and that is, of course, their examination of the first generation PBR and what we found in that period.  I also agree in their attempt to use monetary values and not physical counts of capital as a proxy measure for what doesn't exist.  

I think you could characterize some of the remaining problems because of the forced shortcuts which result in problematic applications to capital calculations.

And as we've talked about today in at least three or four instances, having the appropriate capital data is really a prerequisite for an informed discussion about we need to go or what actually has happened.

I will point out that some of these differences relate to the labour capitalization which -- it's my understanding that that has not been controlled for.  And I also think that the issue of reliability, which I'll talk a bit about later on, is a growing problem and could be an even larger problem if certain perverse incentives are not accounted for in the IR.

Where I disagree with PEG, you know, you probably figured out that I'm not a big fan of OM&A benchmarking, at least when money and rates are involved.

It might be okay, you know, as it was done in the past with the MEA, you know, maybe people found it useful to know where they were ranked on an index of OM&A.  But I think with what we're talking about here, and the systemic risk that is involved and the effects that it might have on OM&A, on reliability, on incentives, that it's really something that needs to be rethought.  

I also disagree with the use of the proxy capital measures, and I've talked about that in the report and in prior presentations.  We've looked at seven or eight proxy measures with the first generation data, so I have actual capital costs by utility.  I also have all the proxy measures that were talked about, like gross book value, or depreciation, or four years of capital additions, or five years of capital additions, et cetera.

None of those is an accurate proxy for the actual calculation of capital cost involving decades of capital data.  They just don't work.  And the error that's involved in those is extreme.  So I would caution the Board to be careful when they're dealing with the proxy data.  

And, finally, I'm not a big fan of using the U.S. LDC data.  Now, Larry mentioned a little while ago possibly using the co-op -- I mean, most people don't realize, but there were thousands -- or at least there were.  There were thousands of utilities and co-ops in the U.S.  

In Massachusetts, last time I looked, there were 43, two adjoining my town, and they're on the order of the size of the utilities in Ontario.  The two towns next to me are probably 17,000 to 40,000 population.

So I think there are sources of information that one could go to to get data from the U.S., and they might be quite appropriate.

And I will sort of skip across a number of topics - IR, benchmarking, service quality regulation - because I think they are intricately related, and it's really not -- I don't think it's appropriate to sort of set those aside and not realize what the implications are on those issues from aspects of the IR.

I'm going to skip -- yes.  Let me just go real quickly to recommendations, and then I'm going to talk in more depth about two issues, one of those being the IPI and some problems that I could foresee if one went to something like the GDP price index, and also some aspects of reliability.

So let me just encapsulate the recommendations that we would offer up, and that is that rather than the consumer dividend framework that's being proposed here, I would recommend that the Board revisit the menu -- a menu, like was presented in first generation, where we allow a utility to select its X factor, and associated with that would be varying levels of ROE.

And I base that menu on research that we did on the Ontario LDCs in first generation, looking both at the average across all the utilities and in terms of establishing the higher-end X factor, which was 1.6.  That was established by looking at the LDCs that we classified as being on the efficiency frontier, at the beginning of the period.


It turns out that if you look at '90 -- if you look at '88 to '93, or you look at '93 to '97, the utilities that had the highest TFP over both of those sub-periods were the utilities that we classified as the most efficient going into that ten-year period.

     One of the issues, I think, that would drive me to consider the IPI very strongly is, in fact, that I think that we're entering into a period of a very rapid escalation of interest rates.  And if you look at the historical data, the past ten cycles -- and you say, well, why would I say that?

     Well, if you actually looked at the latest releases, like in the U.S., last month the U.S. reported a .3 percent increase in the PPI.  That's the producer price index.  Well, that data was actually seasonally adjusted downward, and what was it adjusted downward from?  Well, it was actually .9.  The actual increase in U.S. producer prices, last month, was almost 1 percent that month.  That would annualize out to over 12 percent a year.

     At the intermediate level and at the crude level, prices were actually much higher than that.  Price increases were much higher.  And I think the same phenomenon is going to occur in Canada.

     So I think the central banks are ignoring this problem because of the risk of recession, and they're fighting that battle now.  But once they turn to the inflationary problem, which will be very quickly -- in fact, a colleague of ours gave me an article, just by happenstance yesterday, that he pulled off of the -- out of one of the papers, and it was a discussion by one of the bankers in Toronto predicting that the Canadian central bank would start raising rates in the next five or six months, and that they would go up quite dramatically over the next year.

     Well, if you look at the previous ten cycles, from trough rates to peak rates, you see an increase of 400 basis points in 17 months.  Now, I'll just leave that thought, and I'll come back to it.

     Would you want to have a price index which has a very small weight on capital, and in fact bears very little relationship to interest rates during these cycles?

     In fact, I think that there will be a funding gap on ongoing projects, if you put in a general price index like the GDP and the scenario that I just laid out happens.


And a last recommendation on the short-run is that there be a more intensive assessment of the reliability compliance with the 2000 standards that were put in by the Board.

     In terms of the medium run, I would -- and we've talked a lot about this today.  You know, the data that is potentially available, which would solve a lot of these problems, both the operating data, which would help extend Larry's time period, and the capital cost, which are really a prerequisite with whatever time period we have, I would put that as a very high priority.

     And, you know, having resolved those problems which we've talked about today would go a long way to allowing the Board and the stakeholders to undertake a fair and effective benchmarking of the LDCs.

     In the long-term, I recommend that benchmarking be done on total costs with Ontario data, that that approach have within it an integrated service-quality regulation, and that that service-quality regulation have embedded in it the willingness to pay of end-users to avoid interruptions or increased reliability, as they have done in Europe, across a number of jurisdictions, where they have embedded in the LDC planning cycle the value that customers associate with interruptions.

     And they treat that information -- those costs -- exactly the same as they do O&M, line losses, capital, so that the utility is obligated to minimize the totality of those costs to the best it can.

     Well, you know, I think the fundamental issue here in this benchmarking -- and I'm using the benchmarking and the IR, really, synonymously -- is that there is a joint nature of LDC output.  You can't analyze the just and reasonable nature of rates without determining the cost and the service quality associated with that cost.  And the failure to reflect the totality of these costs, including service quality, means that you're seriously biasing the assessment in favour of those utilities which have put less of an emphasis on reliability.


And we know from the Ontario data that the Board's released that there is a very large variance in reliability across the LDCs.


I also believe, based on the data that I've looked at for 15 years, that the reliability has fallen relative to the mid-1990s, and we'll talk about that in a little bit.

     I also think that the second fundamental feature that has to be considered in an IR is the substitution relationship among the LDCs' input.  That is, LDCs operate with very different mixes of O&M and capital, and that they can do that equally effectively, given their circumstances, because there are substitution relationships, and that these substitution relationships need to be acknowledged in the IR, and unless you're looking at total cost or controlling for total cost explicitly, that you're not doing that.

     We've talked -- and I won't repeat.  You know, I feel very strongly that OM&A benchmarking is flawed, and it's flawed because it doesn't reflect the fact that management makes decisions about how to undertake their operations.  It doesn't reflect the fact that there is a very large difference in labour capitalization among the LDCs.


The data that I've looked at, that was filed in 2000, I took 17 LDCs in 2000, and I looked at labour capitalization differences.  Those ranged from zero to 50.  That is, some utilities capitalized 50 percent of the labour and some very little.

     Now, I'm not trying to explain why they did it, but that is the data.  And you're judging the utilities based on those large differences.

     If you controlled for those differences, you would see a 7 to 39 percent shift in reported OM&A.  So some LDCs would have an increase of 39 percent in their OM&A, if you control for the differences in labour capitalization.

     And as I talked about in prior presentations, if you control for the labour capitalization differences, what you see, as in fact in one instance, what you see as a reported 22 percent difference in OM&A turns out to be a .5 percent difference once you control for OM&A.

     So I think the Board has most of this data.  I think it should incorporate it into the analysis.  And I don't believe this would be difficult to do.

     MR. COWAN:  Frank, could you please clarify.  I don't understand why you think that description of the labour situation is inaccurate.

     DR. CRONIN:  Well, no, it's not inaccurate, it's reflecting exactly what they're doing.  But utilities have chosen to capitalize different amounts of labour.  So if we had everyone classify labour in the same way --

     MR. COWAN:  Well, why do you say "chosen?"

     DR. CRONIN:  Because they have different policies.  They also may be on different paths, in terms of life cycle to replacing capital.

     MR. COWAN:  I don't understand where outsourcing fits in your thinking.  If you contract with somebody outside to do all your work, you can have zero capitalized labour.

     DR. CRONIN:  Right.  And then, well, depending on where they report that, you may see it in OM&A.  But here you're seeing what is labour being classified as capital, and you're seeing that happen to very, very different degrees.


MR. COWAN:  Well, I accept that you see it to very differing degrees, but I'm having difficulty buying into the notion that this is something that has to be controlled for, because I see it as legitimate --


DR. CRONIN:  Because LDCs start out with a bucket of labour and materials, and you can assign that to different buckets.  Some people assign it to OM&A, just because that's what they did historically.  Some of them assign a lot more to capital, because that's what they did historically.  


They could also be looking at different projects which might require different capitalizations.  But whatever the case is, the data is very different.  If you take data and you put all of the labour back into OM&A, which utilities could do by their own choice, then you would get very different --


MR. COWAN:  That's where I got unstuck, because it suggests to me that their auditors don't care.


DR. CRONIN:  Well, it's not an auditing question.  It's a management question.


MR. COWAN:  Well, management doesn't have a choice about how much it puts into operations versus capital.


DR. CRONIN:  Sure they do, and they always have.


MR. COWAN:  It's only a question of whether you define a piece of work as repair and maintenance or capital.  Aside from that, you do have some judgment to make about how much overhead you capitalize.


DR. CRONIN:  I did looked at this back in first generation, and there were huge differences by choice in labour capitalization.  There were huge differences in overhead assessments.  And even over time, the utility had different overhead assessments.


MR. COWAN:  Right.  I know there are differences in overhead rates, but I am very concerned about the extent to which you're making this a pivotal argument, that there are radical differences in accounting policy amongst the utilities.


DR. CRONIN:  But it does have that.  It does.


MR. COWAN:  I would like to talk to you privately about how you could prove that case to me, because I'm looking at all the utilities.


DR. CRONIN:  We're almost out of time.


MR. STEPHENSON:  Let me just give you one example.  I was involved in the Z factor case involving storm damage to LDCs.  In that case, there was -- a large amount of what was being captured was pole replacement, because there was huge swaths of poles knocked down.


One of the applicant LDCs claimed all of their costs for pole replacement as capital.  Their capital policy said whenever they were, as a part of a piece of work, replacing two or more poles, it was a capital project.


Another one of the applicants in the same hearing, heard simultaneously, replaced 200 poles as a part of that program, and expensed the whole thing.


MR. COWAN:  Mm-hm.


MR. STEPHENSON:  And that's simply an illustrative example.  There are gigantic differences, which the Board accepts.


MR. COWAN:  I guess the extent of it and the extremeness of your remarks trouble me.  "Gigantic" is a word that I hear you say, and I know there are policy differences.  But I don't think that it's as extreme as we're suggesting in this positioning, but that's for a later debate.  I don't want to derail our --


DR. CRONIN:  Obviously the Board's file data --


MR. COWAN:  But the data does not explain the policies.  It shows a number.


DR. CRONIN:  We don't need to know the policies.  We just need to know the number, and, if it's different, then it means that the rankings based on that data will be flawed.


MR. COWAN:  I don't accept that it would be flawed.  I accept that it's different.


DR. CRONIN:  Well, okay.  Why don't we --


MR. COWAN:  We should discuss later.


DR. CRONIN:  I'd be happy to have a discussion about it, and I can show you the data and the calculations and what I think it means.


MR. COWAN:  That's fine.


DR. CRONIN:  Okay.  Let me just quickly -- I've talked about, you know, the proxies and whatnot.  I don't think any of the proxies work.  And the proxies, as I understand it, Mark looked at a couple proxies in the benchmarking report and including the mini-inventory - that's what his term was - and chose not to use it.  But I believe Larry used that in this analysis.


Now, I bring that up, because Larry reported a 63 percent capital share.  When I looked at the mini-inventory proxy on first generation data, it turned out that 98 percent of the LDCs, when I applied that, had a very large overestimate of capital with the mini-inventory approach.


So I think that that mini-inventory approach is potentially overstating the amount of capital currently among LDCs.


Now, this is not a -- this is not a -- this is not an academic discussion, because, well one, if you did go with the IPI, it would affect the weight on capital, potentially, but, secondly, you know, I'm open to a discussion about whether the capital share is 45 percent, as in first generation, or 63 percent, as Larry has calculated, but I just want to emphasize that it's probably somewhere between 45 and 63.


And, again, I'll come back to, when half of your business is based on capital and you've got to go to the capital markets, and you may be doing that, I don't know, once every other year or once every three years, or whatever, you better be clear that the way that your rates are being indexed is going to appropriately reflect the large amount of capital that you're going to need.


And, you know, Andy and his colleagues have been very articulate the past few months about the amount of capital they think they're going to need, and I believe it's going to be a large amount.  You know, since we don't have the data that we talked about today, we can't say exactly how much it's going to be relative to what's in the historical rates, but it's going to be large, because the share of capital is large.


So let me move on.  Forget about the U.S. data.  I don't think we should use it.


We've talked about the multi-dimensional aspect of the output.  We have done some analysis with the reliability data, and we do find that we can structure statistically a model that relates O&M to reliability and vice versa.


And we think that this is important, because we think that there's been a potential shift in the amount of money that's been spent or devoted to reliability, because if you look at the historical data, there's been a decline in the province in reliability.


Now, this should not be surprising, and I'm going to talk more about it in a minute.  But, you know, we've all talked about the incentives in IR, and the incentives in IR are to maximize your profits.  And in the short run, the bucket of funds that you have most control over is O&M.  


So if you want to maximize your profit or sustain your ROE, as you might in a rate freeze, for example, I mean, you would logically cut back on reliability, especially if that's not being aggressively policed.


And we've seen this around the world.  I mean, the Europeans have gone to a very aggressive incentive system.  In the U.S., they've gone to a very aggressive mandating system.  You know, forget about incentives.  You know, you will do the following.  You know, every two years or every three years you will do the following in terms of capital projects.


So we've seen the effect of ill-incented IR plans.  And I think that the de facto IR plans that we've had in Ontario for a number of years have probably led to this reduction in reliability.  But we have seen statistically that these issues are, in fact, explainable.


Now, we know that reliability varies, and we know that it costs more to have higher reliability.  Unless we're benchmarking with that in mind, then we're going to draw the wrong conclusion about why some utilities may be seen as less efficient -- I mean, it's not that they're less efficient.  It's just that they have an output that's not being counted.


And if we don't consider that, then we will further induce LDCs to do what we might not want them to do, which is to cut O&M and to reduce reliability.


Now, we've done some analysis on this, and we do think that the service quality has declined over the past six years.  We're not certain that the LDCs are compliant with the benchmarks that were established in the 2000 decision.  And the 2000 decision said you needed to be within the range of the prior three years, period.


Now, what was the range of the prior three years, and are we still within that range?  Well, I've looked at some of the early -- at some of the mid-1990 data, and it seems pretty clear to me that there was a degradation in reliability from the mid-1990s until about 2000, and there's been a degradation from 2000 to 2006.

And I would hope that the Board would reflect on this, and the fact that when you go into an IR, the utilities may be further incented to continue down that path.

And it may not be what the customers want.  I mean, you know, if the customers were, in fact, surveyed, they might be willing, you know, as they've done in Europe, the U.K. regulator has actually done analysis on this.  They've quantified the amount of money that people would be willing to pay to avoid outages, and they've built that into penalty schemes.

So if, you know, if you're out for eight hours, you have to pay the residential customer 50 pounds or whatever it is.  Other European regulators have done these willingness-to-pay incorporations into LDC planning budgets.

But I think they've looked at this question, and they've said, in today's world, where electricity is ever more important, you know, we have to have not just compliance with the old standards, but we've got to actually re-examine what kind of standards we need to have now, and they've taken the path.

If you look at the data for them over the past ten years, they have very aggressively increased their level of reliability, and they've reduced the non-convergence, where they have outliers, regions of outliers, they've made it a policy to move those regions into closer compliance or greater convergence.

Okay.  So let me just take five minutes and talk about the IPI, and then I will end my talk.

There has been a lot -- I mean, I'm sure Larry and I could talk at great lengths about the controversies in choosing a price index.  And in early-on, regulators didn't understand that if you went with a macro-price index, you had to make adjustments to it to get it to reflect more appropriately the industry-specific index.

Now, the fact that they did not adjust those indices led in many cases to fairly large profits being accrued by certain industries in certain sectors.  Over time, the regulators became more sophisticated.  They realized they had to have an IPD and a PD to adjust the macro.

The same issues that you face with structuring an IPI, you face with structuring an IPD to correct the GDP price index.  Now, Larry's reported some work that he did on the Ontario IPD and on the U.S. IPD, and he got very different results.

Well, you know, it would trouble me, and I'm sure it does him that, you know, on the one hand you've got whatever, 1.4 versus negative 1.6 or something.  You're talking about an amount of adjustment that is larger than the highest level of productivity factor that's been considered, unless the Board goes out and comes up with something higher.  So you're talking about a fairly large component that may or may not be adjusted for.

Now, if you don't adjust, and one of those two numbers is correct, one party to this agreement will be benefited and one party will be disadvantaged.  So if it goes in the direction of the LDCs, their profits will increase.  If it goes in the direction of the consumer groups, they will have lower rates than they should have had otherwise.

So I would just caution people, you know, not to dismiss the IPI, because there are some, I would view, secondary issues to be sorted out, like what sub-index to use, or what weight.

And there are advantages with the IPI that you can't get with a GDP price index.  For example, if you have an Ontario IPI, it's a yardstick competition among the LDCs, because the better they do, the higher their profits will be.  If they do better than the average, they retain that.  If they do worse, it costs them money.

So it tends to drive performance in the direction that benefits consumers.  You know, LDCs realize they don't affect the GDP price index.  Whatever they do is not going to make that lower or higher.

So you don't have the same competitive effect with the impact on rates.  And it sends the proper signals to the utilities and the customers about what the cost of the access is.

So I think there are a lot of benefits with the IPI.  These things are never trivial to work through.  But the IPI has been used in other jurisdictions.  We've talked about the railroads today.  I mean, their approach to the IPI was, you know, quite straightforward.  'We're going to have labour, we're going to have fuel, we're going to have interest rates.  You know, we're going to put a weight on it, and that's it.'  You know, I don't think they gave one-tenth of the consideration that we probably had given to this when they put that in for the railroads.

I think Larry's talked about the experience in California, with a lot of the utilities in California.  So I think -- to some degree, I think people are overanalyzing the IPI, and they're saying, 'Well, there are some problems with it.'  Well, yeah, it's not perfect.  But you've got potentially much, much bigger problems -- unknown problems -- with the gross domestic price index.

So let me just, again, caution.  If you look at what's happened -- and again, you know, go look at some of the price data at the central banks.  And take a look at the rate of inflation that is not being talked about, but in fact is widespread and quite high, and then think about what they're going to do when they finally admit that -- and, you know, this is just not in North America.  You know, every day you can read an article about inflation in China.  I mean, this is not a localized problem.  That's why it's going to be very difficult for the central banks to control this problem.

But they will aggressively counter it, as they have in the past.  And even if you take -- I looked at ten cycles going back 50 years.  If you throw out the two extremes on each end, the average six cycles is a 390-basis-point increase in interest rates over about an 18-month period.

Now, if that were to happen about the time that we start the next generation, how are the LDCs that go to market going to get the funds to borrow at those rates, assuming that that money, which does not exist now for borrowing, materializes somehow over the next year or two?

Because the GDP is not -- you know, when interest rates in the last cycle rose 425 basis points, the GDP price index was in a range of 1 to 3 percent.  So that index is not going to pick up something as specialized as interest rate increases, because the value of the capital in that index is about 15 percent.  So contrast the 15 percent to the 50 or 60 that is in an LDC cost structure.

So I think this needs to be thought about, and I think you could see, if this scenario played out, you could see LDCs, I think, coming up with deficits in their revenue requirement because of these project financing problems that are fairly large.  And if you compound that over four or five years, you're talking about a fairly sizeable shortfall in revenue.

And that would further exacerbate this issue about, Well, what do we do?  Do we cut back further on O&M or on the capital projects which we're putting in to refurbish and replace the capital?  Do we lower reliability?  

I mean, we certainly do that through that course, but do you take an explicit decision to further lower reliability by postponing things like tree-trimming and whatever else you can do?

So I think this is a critical point, and I think people should analyze what has happened historically.  First of all, look at the latest data on inflation.  Analyze what central banks have done over the previous cycles.  Think about what that would mean going forward and whether or not that would be reflected in the rate adjustment that is being talked about.

I think that is probably a good time to wrap up.

MS. BRICKENDEN:  Thank you, Frank.

DR. CRONIN:  And I'd be happy to spend another hour answering questions.

MS. BRICKENDEN:  Are there any questions?

MR. COWAN:  Well, I do have a question, and that is whether or not, Frank, you are aware that the reliability statistics, the SAIDI, SAIFI and CADI, include loss of supply to the distributor, which is, of course, outside of their purview and, in your remarks, whether you would consider that to be a significant problem?

DR. CRONIN:  Well, the data I was looking at in terms of the mid-1990s was comparably structured.  I think it would be very useful to know -- and I believe the LDCs collect the data on causation, I mean, back historically.  And I think it would be very useful to find out what has the cause been.  Now, historically, I think loss of supply was something like 30 to 40 percent of the interruptions.

MR. COWAN:  It's big, and it does tend to repeat through various distributors as a storm goes through a particular part of the community, so --

DR. CRONIN:  I think that would be a big improvement if we could do that.

MR. COWAN:  Well, I agree, and because of that, I'm a little concerned about how powerful a conclusion you can draw from the existing data, and so --

DR. CRONIN:  Well, I guess my conclusion is that, based on the data that I looked at, that -- I'm not blaming the LDCs, but the customers are suffering.

MR. COWAN:  Oh, there's no doubt.

DR. CRONIN:  And so, you know -- and they probably don't care whether it's the LDC or the transmission.

MR. COWAN:  Yes.

DR. CRONIN:  Or wherever it is.

MR. COWAN:  Sure.

MS. BRICKENDEN:  Wayne?

MR. WHITE:  I think I wanted to echo Bill a little bit, and I'm not a economist, so I can just get confused about all the numbers and listen to the smart people, but I do know a bit about reliability reporting.  

And I can tell you, if you can't trust some of the economic data you've seen, you sure can't trust the reliability data you're seeing, because a lot of it has changed as standards for reporting have changed, as diligence for reporting has changed.  And, frankly -- and I'll just give you one example.

You take a utility that's performing well, and you put in a SCADA system that helps it perform better and more reliably, and I guarantee your reliability will go in the toilet as soon as they put in that system, because it's like doctors getting a diagnostic tool.  They suddenly find the disease a lot more prevalent than it was.

The second thing is that I am trying to understand a little bit of your argument, and I think you seem to be arguing towards some common reliability performance standards as opposed to reporting standards.  And I'm not sure I agree on that, because quality, as Deming put it, is meeting customer expectations, and customers in this province do have different expectations.

DR. CRONIN:  Yeah.  The Norwegians basically say they're not after a never-ending increase in reliability.  They want to find out the socially optimal level.  And I don't know where that is.

MR. WHITE:  Yes.  I actually gave a paper on that about 20 years ago to a group of maintenance people in the States, of all places, and I don't think that thing has been solved yet, because the diagnostics are just so --

DR. CRONIN:  See, if you got that information on what people really do expect and what they're willing to pay for, then that would help drive things like capital project budgets and O&M budgets.

MR. WHITE:  Oh, I fully understand.  I just know how devilishly difficult it is to put a metric on it.  And it's not just the cost of inherent unreliability.  It's the cost of frequency of outages.  It's the cost of knowledge about the outage.

DR. CRONIN:  But right now, we don't have any data.  And if you look at what they've done in Europe, they've collected a lot of data.  Now, again, nothing is perfect, but they're at least tried to reflect some of that in the planning cycle.

MR. WHITE:  My caution here isn't against trying to get better at this and to understand it better.  It's that I wouldn't use today's data to reach any conclusions about how you can reflect this through this exercise.  

I know the OEB is trying to standardize this.  They're trying to start by standardizing the data before they standardize the standards.  Is that a fair characterization, Bill?

DR. KAUFMANN:  Not bad, yes.

MS. KWIK:  I think basically the point is that it needs to be considered as part of the IR.

MR. WHITE:  I just don't know how you do it given, the quality of the data that's there today.  That's my issue.  That's my ...

MS. BRICKENDEN:  Are there any other questions for Frank?

MR. PORAY:  Not for Frank.

DR. CRONIN:  Oh, I'm sorry.  I don't think you've asked me one question.

MS. BRICKENDEN:  Yes, Andy.

MR. PORAY:  Okay.  A couple of questions.  One is:  What are the next steps in terms of, you know, where's the Board going to go with this?  Will there be an opportunity to review the model once the model has been set?  Will there be a trial run to test out the model to make sure that all the components are working?  So that's one aspect.

The other aspect is, in providing information to the Board members and advising them, will there be an opportunity for the Board members to speak to the other experts?  Would they have -- because -- and the concern I have is that there is a diversity of view between the various experts, and will you make that available to the Board members if they want to, you know, find out more about the other opinions?

I just put out that -- out there.

MS. HARE:  I'm not going to speak to the model because -- okay, I was going to speak about the modelling question.  I just want to speak to the question you asked about the information the Board members would get.  They will see the transcripts.  They will see all of the written submissions, which is why it's important to have submissions in by May 16th.  

In terms of access to the -- I think you said consultants or other consultants.  Let me point out that Larry is Staff's consultant.  He has not been to the Board.  That's correct, isn't it?

DR. KAUFMANN:  That is correct.

MARIKA HARE:  Yes.  So he has not had any access to Board members any different than your experts.

So the Board members will be relying on the written submissions, the transcripts.  They'll ask Staff for, you know, recommendations, but they'll look at all of the information.

Having said that, if the Board members feel that they want access to it, they'll tell us, but that would be most unusual.  That normally is not done.

MR. FOGWILL:  In terms of the model, what we'll do is, whatever the Board decides, the Staff will take a shot at putting the model together, and then, as in the past, I think we had some utilities work with us to test it out.

So we will incorporate whatever the policy is that the Board decides upon.

And we identified that we would be looking at trying to get that completed by September, but what we would likely do is for those that would want to help us test it, we would probably get in touch with them in August and just work with that.  

Are you volunteering, by the way?

MR. PORAY:  I would be happy to assist the Board.

MR. FOGWILL:  Okay.

MARIKA HARE:  In terms of next steps, I also wrote down two "to dos" for our consultant.  One was the description of the list of utilities that were used in terms of the number of customers, and I guess whether they're gas and electric would be helpful.

And the other one was a description of the weather normalization that was used.  I think those were the only two, but if there's any more, if you could correct me now.

Okay.  So those two pieces, Larry, do you have a feel for how long that would take you?

DR. KAUFMANN:  Not long.  Probably by the end of next week.

MR. HARPER:  That's the date our responses are due.

DR. KAUFMANN:  Next week.  Okay, end of this week.

MS. BRICKENDEN:  Bill?

MR. HARPER:  If I don't articulate this very well, I apologize, but, you know, I'd say to some extent, you know, we have a Staff proposal here, and without trying to be too unkind, I think it was a high-level architectural drawing, if I could put it that way, as opposed to the detailed plans a builder would use if he was actually going to build a house.  

I think there's a still a lot of debate along exactly how the pieces are going to work.  I guess depending upon the level of detail the Board report comes out at, either the Board is going to have to take a fair jump to get to the point, or the Board report is going to have to come out at a fairly high level, and then the modellers are going to have to take a fair jump in terms of how they interpret the Board report in terms of -- because when the modellers come down at your level, Allan, you have to be able to put the code in, and exactly how is this going to work, you know, bang, bang, bang, if I can put it that way.

So I'm just trying to struggle.  You know, it seems to me either at the next step, you know, which means -- because you're asking for comments from us, which means that on something that's, as I said, a fairly high-level architectural drawing, if I could put it that way, and I guess I'm just expressing a concern how we get to that model at the end, ensuring that -- to be quite blunt about it, you know, I draw a parallel, to some extent.  

We spent an incredible amount of time, some of us here, working on the cost allocation.  There was a fair bit of specificity actually when the Board report came out, and still I would argue there were errors in the model about things that the Board hadn't said that were put in the model wrong at the end of the day, and we've been dealing with that through a number of the 2008 re-basing hearings, actually.

So that, you know, it's just a caution, that somehow I think there has to be some checks and balances in the processes as we go to the end.  That's the only point I want to make.

MR. FOGWILL:  It would really help if, when you're making your comments next week, that you identify as many as possible of those issues, the detailed issues, and then we can assess what level of detail needs actually go into the policy document, to really be of some assistance to us.

MR. WHITE:  I would echo Bill on that one, because on the cost allocation, as you're well aware, we got down to 
-- in the final Staff report, we weren't discussing principles so much as actual numbers.  So it's important that -- I mean, we can comment on what we think the range might be, but that's about as tight as we can get, if we've got the current level of report.

MS. BRICKENDEN:  Any other thoughts?  Final comments?  If not, I'd like to thank you for meeting with us today.  As always, I have found it very informative and productive.  Looking forward to your comments and hope that the transcripts that will be available, as Marika pointed out, and also the materials that were presented and discussed today, will help you in the preparation of your comments.  

And, specifically, I want to thank Andrew for presenting, Adonis and Frank for sharing their particular views, in light of Staff's proposal, and Larry's presentation.  

On that note, call it a day.  Thank you very much.

--- Whereupon the hearing adjourned at 5:54 p.m.
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