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INTRODUCTION

1. These are the Final submissions of the School Ené&galition ("SEC") in the
application by Hydro One Networks Inc. ("HON") sa&ek changes to the uniform provincial

transmission rates.

2. The focus of SEC's submissions will be on HON'sndp®y plans, particularly in the

areas of OM&A.

3. In this application HON seeks an increase to itssraevenue requirement in the amount
of 15% over two years [E1-1-1]. That increase, éesv, does not tell the whole story, as HON's
OM&A and capital program are increasing at evetefasates. When all of the planned capital
programs come into service the total impact onpaters from HON's current spending plans

will be even higher than 15%.

4, As will be set out in greater detail below, theds®f SEC's submissions will be on the
level of HON's work program and the cost of it. Wht is clear some ramp up of spending is
required to achieve the government policy of shgftirom a nodal generation to a distributed
generation focus in the Ontario electricity grid,SEC's submission that priority cannot justify

the substantial spending increases HON has exdibitether areas.

5. In SEC's submission, the pace of HON's spendingesd®03 is unsustainable. At a time
when residential ratepayers and businesses aregfatagnant or falling wages or business
revenues, ever increasing electricity costs willl ad this province's economic hardship. In

SEC's submission, the damage to Ontario's econoomipetitiveness caused by the increasing



energy cost burden is antithetical to the goverrttmagoal of fostering a green economy as a

means of lifting us out of the current economisisti

Issue 1.1. Has Hydro One responded appropriately to all relevant Board directions from
previous proceedings?

6. See Issue 3.3 below.

Issue 2.2: Are Other Revenue (including export revenue) forecasts appropriate?

7. As noted in Board Staff's submissions, HON's fosts export revenues for 2009 and
2010 ($12 million) are well below the 2006-2008 rage. The justification for the $12 million

figure is a reference in the pre-filed evidencelE®O's business plan. That business plan,
however, shows that IESO's projected 2007 and kadge008 figures were $11.2 and 10.9
million, respectively. That is well below HON'staal export revenues of $14.1 and $24.6
million for the same years [Undertaking J.2]. ted not appear, therefore, that the IESO

business plan is a reliable predictor of HON's expevenues.

8. SEC believes, therefore, that the export revenuesuader-stated. SEC believes a
reasonable approximation for 2009 and 2010 revevudd be the average of the prior three

years, or $17.3 million.

OM&A

Issue 3.1 Arethe proposed spending levelsfor Sustaining and Development OM& A in 2009
and 2010 appropriate, including consideration of factors such as of system reliability and
asset condition?



9. In a recent rate proceeding involving Toronto Hyditee Board said that "except in
compelling circumstances, Utility spending shoutddnbanaged so as to be reasonably level, with
highs and lows lying within a fairly narrow rangéahange. To the extent possible, ratepayers

should not be exposed to volatile changes in theivery rates.” [EB-2007-0680, p. 37.]

10. In the current proceeding, HON's Sustaining, Degwalent and Operations OM&A is
forecast to increase by almost 20% in 2009 oveB206m $244.3 million to $292.8 million. A
further six percent increase is forecast in 20tiging the total increase in the test years of $66

million, or 27%.

11. As staggering as the increases in the test yearsheay come on heels of several years of
spending increases that were well above the rat&flafion. The following graph charts HON's

Sustaining, Development, and Operations ("SDO") OM&m 2003 to 2010:
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Figure 1: data derived from Exhibit K2.1 and Exhibit C2/2/1.
12. In order to provide a comparison to see what HGidtsial/forecast spending would be

when compared to a baseline amount, we have shaweograph what HON's spending would
look like if it increased at a rate of 3% per yam 2003. Assuming 2% inflation [see Exhibit
A, Tab 14, Schedule 2, p. 3] and 0.8% productieigh year [EX. A-16-1, p. 6], the 3% figure

represents, in SEC's submission, a real increaserikaccomplishment of 1.8% per year.

13. As s indicated on the graph, by 2010 the diffeeehetween HON's projected spending
and the spending that would have resulted from3#teannual increase amounts to over $82

million [$310.3 million versus $228.1 million- sé&xhibit K2.1].

! The data used to complete this graph as well@sr€i2 is included as Appendix A to these submissio



14. SEC is not suggesting that HON's OM&A should hamereased by 3% per year.
Nonetheless, the comparison to that baseline figansonstrates the extent to which HON's past
and planned spending has or will exceed reasorny@aleover year increases. What's more, the
trend line in the above graph shows that the gdipcamtinue to grow in coming years. In SEC's

submission, the pace of HON's OM&A spending is stenable.

15. Increased spending of this magnitude may be exgdaby the fact that the system is
growing and that therefore the levels of expendguon a per unit basis, are not growing as fast.
However, HON's benchmark figures show that thaiisthe case. The spending increases have

translated into significant increases in per uoists and consequently to the amounts paid by

ratepayers.
2003 2008 2009 2010
Total SDO OM&A ($ millions) 185.5 244.3 292.8 310.1
Total Transmission Lines (circuit-km)* 28,621 28160 28,682 28,767
Units Transmitted (TWH)* 151.7 148.7 149 145.1
% Change
2010vs. 2010vs.
2003 2008
SDO OM&A per line KM ($/line KM) 6,481 8,541 10,208 10,779 66.3 26.0
SDO OM&A per unit ($/TWH) 1,222,808 1,64,2,905 159801 2,137,147 74.8 30.0

*Sour ce: Exhibit K2.2; Exhibit A/11/1/Att 1: Hydro One In@007 Annual Report, pg 82. 2008 to 2010 dateois
Undertaking J2.2.

16. As can be seen from the above table, by 2010 SD@&M®Mer line KM and per unit
transmitted will have increased 66.3% and 74.8%@etively over 2003. Between 2008 and

2010 alone these figures increase by 26% and 36pectvely.



17.  These figures mirror the change in HON's compeosatnetrics. In Undertaking J4.3,
HON was asked to update the results, for HON, ftbe Mercer-Wyman compensation and
benchmarking study (more on the Mercer study ini@ge@.3 below). The response shows that

all of the compensation benchmarks examined by &teace increasing significantly over the

test years:
Compensation Metrics for Transmission and | 2009 2006 %
Distribution For ecast Exhibit A-16-2 | Change-
Attachment 1 | 2006-
2009
Compensation per MWh $/MWh 2.75 2.14 29%
Compensation per Asset $/$1000 asset 32 31 3.2%
Compensation per Line KM $/KM 4080 3599 13.4%
Compensation Per Service Territary $/Sq. KM 807 670 20%
Compensation Metrics for Customer Service | 2009 2006 %
2009 For ecast Exhibit A-16-2 | Change-
Attachment 1 | 2006-
2009
Compensation per MWh $/MWh 0.32 0.21 52%
Compensation per Asset $/$1000 asset 3.72 3.05 22%
Compensation per Line KM $/KM 472 351 35%
Compensation Per Service Territar/Sq. KM 93 65 43%

Source: Exhibit J4.3

18. What is also evident from Figure 1 above is thaspite the fact that SDO OM&A
actually decreased in 2008 (to $244 million fron®&2nillion in 2007) HON s sticking with its
2009 forecast of $300.8 million. The result is tHa 2009 forecast is $55 million greater, or

23%, higher than 2008. [Exhibit K2.1]

19. The Company's response to this line of criticismitefplanned spending is that the
program spending has been fully justified: "dethileasons and explanations have been given in
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the evidence to show why this level of expenserigdgnt and why it is required.” [HON

Argument in Chief, Transcript V. 7, p. 11]

20. SEC's response is three fold: first, the increadbe test years, as large as they are, come
on top of several years of spending increasesntbeg well above the rate of inflation. The result

is a rate of growth in expenditures that is unsoatae.

21.  Second, with respect to the increases in the &giyin particular, ratepayers have a right
to expect that a regulated utility will be run vatit massive increases in spending in a short
period of time. In SEC's submission a businessamrcommercial principles should seek to

keep overall cost increases to a reasonable rajuofth.

22.  Finally, SEC does not believe that HON's evidenggstifies the large increase in
spending it is seeking. As is discussed in greatetail below, SEC believes that the
explanations provided in many cases simply desdhibancreased work program. They do not

explain the sudden need for large increases implhmork accomplishments.

23.  Any business can justify individual work plans asng necessary or desirable. Most
companies have internal proposals, with legitimsagporting analysis, totaling significantly
more than they can budget or even achieve in angrear. The difference is that businesses in
competitive markets also have to justify the oJeside of their budget, and prioritize spending
to stay within that reasonable level. "Good" wprograms have to be cut, because spending

above a reasonable level is not sustainable.

24. We now turn to some specific areas of HON's OM&Addet in order to challenge

HON's assertion that the level of increase has hdnsubstantiated in the evidence.



25. The areas that are increasing the fastest are:

2008 2009 2010 Increase:
2008-2010
Sustaining OM&A $ %
Stations
Power Equipment 57.9 74.7 82 24.1 42%
Ancillary System Maintenance 12.1 18.2 21. 8.9 73%
Protection, Control, Monitoring  36.4 39.5 416 5.2 14.3%
Metering and Telecommunication
Development OM&A
Research and Development 2.7 6.0 9.2 6.5 240%
Operations OM&A
Operators 29.1 33.1 34 49 17%
Total 49.6
Total SDO OM&A 244.3 292.8 310.. 65.8 27%

26. The above line items represent over 75% of the tateease in Sustaining, Development
and Operations OM&A (49.6/65.8) and almost two dkirof the total increase in OM&A

(49.6/75.9) between 2008 and 2010.

Power Equipment

27.  With respect to Power Equipment, HON's evidendbas the increased expenditures are
due to the fact that an increasing number of poggliipment assets are entering their mid-life

and end of life regions. [Ex. C1-2-2, p. 14]



28.  When asked what new work would be accomplished thighadditional $24.1 million in
OM&A spending on Power Equipment, HON stated thawaould be increasing preventative
maintenance by 34%, holding the line on correctiv@ntenance and increasing transformer

refurbishments by 49% [I-4-10, p. 2]

29. Those kinds of increases would suggest that thepegféde of the assets was increasing
rapidly during the test years. In fact, the eviieshows only a slight increase in the number of
transformers and circuit breakers entering the ehdife region during the test years. The
number of circuit breakers that will be in the esfdiife region in 2010 is 8% higher than in
2008. For power transformers, the figure is 12[Sée Ex. D1-3-2, p. 11 and 21, respectively;

see also Figures 1 and 2 in Ex. C1-2-2, p. 15-16]

30. HON also states, in its Sustainment capital evidetitat the performance of its power
transformers is deteriorating [D1-3-2, p. 22]. r&sponse to an interrogatory from SEC, HON

provided the relevant performance metrics for $eets. They are shown befow

2 The definitions for each metric were also providéreq" represents the number of forced outagentsve
experienced per equipment unit per year. "Unavaiiresents the extent to which the equipment ismeervice
and measured as hours per unit per year.
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Hydro One
2005 2006 2007
Voltage Freq Unavail Freq Unavail Freq Unavalil
115 kV 0.27 358 023 365 0.30 24 3
230 kV 0.23 239 0.20 16.0 0.21 13.0
500 KV 0.82 167.7 073 2385 0.80 86.5

Source: 1-4-32, p. 2.

31. As can be seen from the above table, the data doslhmow a deterioration in

performance. Both the frequency and length of gegaappear to fluctuate during the period.

32. HON was asked about this apparent inconsistencgross-examination. The HON
witnesses referred to the fact that there have keemumber of failures of the 500kV
transformers, and that HON's performance relativ€EA national average as an indication of
deteriorating performance [Tr2:64].  While thereaymundoubtedly be trouble spots, the
performance metrics do not, in SEC's submissiaglae the need for the kind of increases in

this area proposed by HON.

33.  Furthermore, the performance indicators includedha package of slides provided by
HON, which were part of HON's stakeholder meetipgsr to filing this application, also do not

show the significant degree of deterioration ingblie the pre-filed evidence. These slides show
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that HON's circuit breakers and transformers hatreea declining or stable number of forced

outages since 2003. Only the 500kV transformeosvshsignificant increase in forced outages.

34. In addition, the text from the presentation doessumgest a need for a rapid escalation

in work:

[With respect to Equipment Unavailability generglly

Overall Equipment Unavailability is another keydewsy indicator
of Delivery Point Performance ardydro One has managed to
keep it's key equipment available for service naften over the
last five yearghan during the historical period, despite the ggih
the Transmission system.

The overall trend however showsmeconcern.

[With respect to 230kV Transformer Equipment Oujge

Transformers are critical assets which can affeeliviery Point
performance, when Forced outages occuHydro One has
managed to reduce the number of outages causedabgformers
over the last five yearselative to the historic period, on which our
Delivery Point Performance is based.

[With respect to 230kV Breaker Equipment Outages]:

There has been a slight degradation from the Igstor
performance of our 230kV Breakers over the lase fiyears,
however the trend indicates that we have found methods to
improve this performance

% See Exhibit K3.1, Attachment B.
* Exhibit K3.1, slides 7, 8 and 9. Emphasis added.
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35.  Finally, SEC notes that spending for Power Equipnienhe test years is $52.7 million
($30 million in 2009 and $22.7 million in 2010) higr than what HON identified as the
"minimum” level in response to Undertaking J2.7.N®as asked to provide an explanation for
this variance. HON's response, in SEC's submissias simply a re-statement of the pre-filed
evidence: with respect to transformer and breaérrbishments, for example, HON states that
the increase above minimum (total of $32.9 milliorthe test years for transformer and breakers
combined) "is required to address the continuedertetition in transformer [/breaker]
performance detailed in Section 3.3 of Exhibit Tab 2, Schedule 2 and in [I-1-30 and I-6-28]"
[J4.2] Section 3.3 of Ex. C1-2-2, however, maidgscribes the asset demographics which, as

noted above, does not justify a 40% increase imibrlx program.

36.  Of the two interrogatory responses referred td2ii7 Jexhibit I-1-30 provides a table with
only a brief summary of performance issues. In SEQDbmission, that table could describe
performance issues that exist in any given yeardmas$ not, in and of itself, explain the reason
for such a large increase in work in the test yedrse other exhibit mentioned- [-6-28- simply
describes the number of refurbishments that HOBNn$ to carry out in the test years. It does

not, as the answer to J4.2 implies, detail perfoiceassues.

Ancillary Systems

37.  With respect to Ancillary Systems, HON stated ilsatvork program was to increase the
amount of preventative maintenance by 47% and befaments by 31% [I-4-11]. HON

provided an undertaking response breaking downvtir& being done [Exhibit J2.3]. Again, the
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theme is a ratcheting up of planned maintenancesdime cases doubling the number of

maintenance activities by 2010).

38.  With respect to corrective maintenance, HON st#tas the budget has increased from
$2.2 million in 2007 to a projected level of $4.6llion by 2010 [see J2.3, p. 1]. That is a

doubling in projected level of reactive maintenaagpenditures in just three years.

39.  With respect to the "minimum” vs. filed levels fibris program set out in Exhibit J2.7,
we see that HON identified $14.4 million as the rimium" level for 2009 and has applied for
funding in the amount of $18.2 million. Howevewven the identified "minimum” level is

nearly 50% greater than the average spendingsrcttiegory from 2005 to 2007.

40. Interestingly, the $14.4 million identified as thminimum" spend level in Exhibit J2.7 is
identical to the level of spending that was forédas 2007 in the 2007 transmission rate

application [see Exhibit K2.1] The actual amoyperst in that year was $9.6 million. [ibid]

Research and Development

41. Research and Development expenditures more thasiedrom 2007 to 2010. Test year
expenditures are $15.5 million above the "minimuevel set out in Exhibit J2.7. Although
classified as "minimum" these levels would in féd& approximately equal to the level of

expenditures in R&D in the historical period.

® Spending Ancillary System Maintenance was: $9.9M2005, $9.6M in 2006, and $9.9M in 2007. Spending
increased to $12.1 million in 2008 [Exhibit C2-2-2]

14



42.  In addition, although the R&D budget increases @@ by an additional $3.2 million
over 2009 ($6.5 million over 2008) HON does not ge¢n have a list of projects for 2010 [I-4-
14]. HON is therefore forecasting a level of exgiures in 2010 that is 240% greater than the

bridge year even though it does not know wherelitspend the money.

43. While there are undoubtedly benefits from R&D spegd SEC submits that the
increases sought by HON are unreasonable and At lhs not justified such a large increase

in a short period of time.

44. In the following section SEC discusses a key costponent of HON's expenditures, its
compensation costs. SEC believes that the abougs)ain conjunction with the discussion
below regarding HON's compensation levels, disdaseneed for a substantial reduction in

HON's OM&A levels for the test years.

3.3 Arethe compensation levels proposed for 2009 and 2010 appr opriate?

45. The Board has provided direction to HON a numbertiofes with respect to its
compensation costs. These directions have comatéenproceedings pertaining to both HON's

distribution business and its transmission business

46. In the 2007 Transmission application, the Board rmanized the direction given to the

company during the 2006 distribution rate procegdas follows:

* In future rate cases it expects Hydro One to ifemthat steps the company has taken or
will take to reduce labour rates;
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» The contrast between the compensation structurydfo One and some other utilities is
of concern; and

» In future rate cases it expects Hydro One to detnatesthat lower compensation costs
per employee have been achieved or to have conorgigtives in place to bring
compensation costs more in line with other ut#itie

[EB-2006-0501, p. 29]

47. As seen in the chart below, however, HON's averamapensation, particularly for

PWU, continues to grow at unacceptable levels:

HON Total Compensation by Major
Compensation Group
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Figure 2: Source- Exhibit C2-3-1, and Exhibit C2-3-1 from EB-2007-0681.°

® The index for Society is based on 2004 as wall 2004=100), however line for Society appearscated due to
the impact of the 2005 strike, which caused averagal compensation for Society members in 200%h¢o
significantly below average ($69, 201 in 2005 coredato $96,423 in 2004 and $95,524 in 2006). Assalt, it
appears as though there are no values for Somet2d05 and 2006 when in fact those values arefigigntly
below 100 in 2005 and slightly below 100 in 2008l of the values shown for Society, however, ardexed to
16



48. By 2010, total compensation for PWU will be 27%Hhegthan in 2004. PWU wages are
growing at a faster rate than the other compensagimups. This finding is particularly

troubling given the results of the Mercer Wymardgiwdiscussed below.

49. In this proceeding, the company presented a compiensand benchmarking study
prepared by Mercer and Oliver Wyman [Exhibit A-16A%tachment 1] The study confirms that
HON's compensation, in particular that related \t@URaffiliated positions, is above the industry
average. On a weighted average basis, the ditferbetween PWU wages and comparators is
21%. A number of positions, however, exhibited greater disparities between comparator
groups: total compensation for regional maintaner27-29% above the benchmark median;
lines supervisors are 43% above the benchmark mefdercer-Wyman study, Exhibit A-16-2,

Attachment 1, p. 19]

50. In the face of this demonstrated imbalance betwitelPWU wages and that of its

comparators, the company's response in this prouwgedthe same as it has always been:

The common view is that an attempt by Hydro Oneacbieve
significant cost reductions in wages, benefits prdsion would
likely result in a strike. The last PWU strike wasl985 and lasted
12 days. It was handled by placing management aety-
represented staff in key functions to maintain apens/service to
the extent possible. However, as a result of nuosdownsizing
programs, and reorganization of work, there are fewer
management staff available today with the requisiédls and
experience to occupy key PWU positions during akestr
Furthermore, unlike other industries, Hydro Onesdoet have a
product that can be stockpiled. As a result, then@any would be

2004 total compensation. For example, the 2007evfl02%) equals 2007average total compensatio®®8390
divides by 2004 value of $96,423 times 100. Seeefydix A attached for all data used to constructitiegraph.
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unable to continue operations for a sustained gesfdime during
a PWU strike.

Rather than risk jeopardizing the supply of rekablectricity, the
key focus with respect to the PWU has been to aehiecreased
management flexibility to run the operations, apaged to wide
scale reductions in wages, benefits and pensions.

[Pre-filed evidence, Exhibit C1, Tab 3, Schedljl@g. 5, lines 12-24]

51. In addition to the Mercer report, there is anecdetadence that other utilities feel the

level of compensation paid by HON puts upward pressn their compensation levels.

52. In its submissions in its recent cost of servict rapplication, Collus Power Corp.,

responding to submissions regarding its compensadtated as follows:

One of the economic realities of the LDC busindsat t324
COLLUS must carefully consider and make decisidmsuaiis that
a competitive 325 salary must be paid to the skiléoour force it
has or risk losing staff to higher 326 paying posg with a
company like HONIL. It is evident in the electricitystribution 327
service sector that line personnel are a premiumneodity and
this will only get 328 worse. HONI pays a premiurage to their
line personnel and this places pressure on 3290dll's to stay in
tune or lose their experienced staff.

[Exhibit K4.2; original document: Submissions of IGe Power
Corp. in EB-2008-0226, p. 17]

53.  Although the excerpt quoted above merely expre€s#lis Power's opinion regarding
the impact of HON on its compensation, it is amag that is confirmed by the Mercer-Wyman

report.

54. Midland Power also echoed the same sentiments wisard in the Reply submissions in
its recent cost of service rate application. Redpanto criticism that its compensation had

increased:
18



Midland submits a 3% increase year over year inotuthe labour
component is inappropriate and is not a reflectbthe reality of

Midland’s labour compensation .... Midland submitsiacrease
of 3% vyear over year, excluding the labour compbnien
appropriate. In addition, it is clear to Midlanchith/ECC and SEC
do not understand how an LDC conducts its operstimd the
pressures placed on it to be competitive in thedalmarket. If we
are not competitive, we will lose staff to neighbog LDC'’s or

other jurisdictions outside Canada. This has hapgp¢a Midland

and is due to the inequitable wage rates. Consdigudfidland is

taking steps to bring wage rates within those afjm@ouring

LDCs — i.e. market rates.

[EB-2008-0236, Reply Submissions of Midland Powelity Corporation, p. 20]

55.  Although Midland does not mention Hydro One, thdyofneighbouring LDC" to

Midland is Hydro One Distribution.

56. In SEC's submission, the impact of HON's wageshosd of other utilities may indicate

that the difference between HON and its comparatag in fact be under-stated.

57. Due to its size, HON is in a position to influenttee compensation levels of other
similarly situated employers, which means that HObBbmpensation may be causing other
utilities' compensation to be higher than it otheevwould be. This not only affects the
comparisons between utilities, but also meanstti@tHON compensation problem is a bigger
problem than just HON. It is a problem for thetee@s a whole, and thus must be addressed in

a more urgent basis.

58. In SEC's submission, at a time of economic turwiih thousands of people losing their

jobs or being asked for wage and benefit concessioran effort to save their jobs, HON's
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reaction that it can do nothing to correct the destiated imbalance between its wages and that

of its industry comparators is simply inadequate.

59. HON's response, essentially, is that it realized itts PWU wages are economically

unjustifiable, but that its hands are tied becatisannot afford a strike by PWU.

60. As SEC has argued in the past, the Board's job @&t as a proxy for economic pressure
that would be created by a competitive market. HCS submission, in a competitive market,

PWU and HON would have conceded long ago thatagenstructure is unsustainable.

61. In response to an undertaking, HON was asked twigwothe impact on the overall
revenue requirement if HON's compensation was edgiN to the median identified in the

Mercer-Wyman report.

62. In response, HON stated that HON's revenue reqgeineémvould be reduced by
approximately $13 million in each of 2009 and 2@l compensation were at the median level

[Exhibit J3.5]

63. An examination of the undertaking response, howewereals that the $13 million
revenue requirement impact does not completely deimate the extent to which HON's

compensation is above the market median.

64. That is because the $13 million figure is derived thking the total number and
multiplying it by the proportion of total Networksompensation costs that are in the
Transmission OM&A work program (16% in 2009 and 1B22010). The figure assumes that

only compensation costs charged to OM&A impact HONdvenue requirement. That is clearly
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not the case: HON's revenue requirement includggraficant component of capitalized labour

costs.

65. The actual amount by which Networks' compensasoabiove the market median is $82
million in 2009 and $85 million in 2010. The PWUpresented workforce makes up $64 million

($66 million in 2010) of this total. [Exhibit J3.p, 3, column G]

66. In SEC's submission, the latter figures represéet real extent to which Ontario

consumers are over-paying for HON's inflated labmmsts’

67. These costs represent a drag on Ontario's ecorgffrdiency at a time when consumers

and businesses can least afford it.

68. In recent weeks and months we have seen other niaglustrial unions, whose
employers have similarly been reluctant to facetrikkes make significant wage and benefit
concessions as a result of the economic crisisSHR'S submission, these concessions were
necessitated in part because previously negotiaéepk costs were uncompetitive and therefore
unsustainable in the long run. SEC believes thaitan economic regulator, this Board has a
responsibility to impose "market" discipline on &lity whose wage costs are similarly

uncompetitive and unsustainable.
69. SEC therefore believes that a disallowance of agoof HON's labour costs is required.

70. HON has said that it currently has collective agreets in place with its unions whose

terms will continue during the test years. That niey but as the Board said in the 2007

'SEC recognizes that these figures are for Netwaksa whole, however, almost all of Networks' total
compensation, whether capitalized or not, will @y Ontario consumers at some point.
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Transmission decision, the Board's job is to asdesseasonableness of contractual obligations.

While the applicant is certainly bound by its cawctual obligations, the Board is not.

71. It has now been shown that HON's labour costs atereasonable as compared to

comparable employers.

72. In SEC's submission, HON's revenue requirementldhoa reduced by $13 million in

each of 2009 and 2010 to account for the unreasetatour costs.

73. In making this submission, SEC does not suggestthemedian compensation level
represents the reasonable level or that any amalhmie the median should be subject to a
disallowance. However, as stated above, the $1lBmfigure represents only a fraction of the

total cost to HON customers from having its compéing above the median.

Total Reduction- OM&A

74.  SEC believes that, in total, a reduction in OM&Atlie amount of $20 million in each of
2009 and 2010 is warranted. The reduction takes agcount our discussion in section 3.1
above regarding HON's work program as well as tBeudsion in section 3.3 above regarding
HON's compensation structure. SEC points out ¢van with that reduction, HON's OM&A

will grow by 11% in 2009 and a further 3.5% in 2020 15% over the two years.

4. CAPITAL EXPENDITURESand RATE BASE
4.1 Are the proposed 2009 and 2010 Sustaining and Development and Operations capital

expenditures appropriate, including consideration of factors such as system reliability and
asset condition?
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Development Capital

75. HON has put forward a number of Development cagtajects that are related to the
Ontario Power Authority's ("OPA's) Integrated Pov&ystem Plan ("IPSP"). The IPSP was
submitted to the Board for approval in 2007 butrsatier the oral hearing to consider the plan
was commenced it was adjourned as a result ofeztdie from the Minister of Energy to the

OPA.

76. Of the total Development projects in excess of $#lian for which investment

summaries have been provided, 18 are describeded® B8P projects. Of these, eight are either
Category 1 projects (projects, such as the Bruddilimn transmission line, which has already
received Board approval in a previous proceedingfategory 4 projects, which are projects
that will require future Board approval. HON hasdsthat it is not seeking approval of these
projects at this time, however, information on giejects has been provided in the application
so as to inform the Board "of all component thakenap Hydro One's capital expenditures in
the test years." [Exhibit 1-4-33] None of the PRSP category 4 projects, however, have

significant expenditures associated with them entést year8.

77. Although Category 3 projects will generally not @@ming into service during the test

years, HON is requesting approval for those prejéctthis proceeding. [Tr1:120]

78.  SEC's submissions with respect to pre-IPSP Devedopiapital projects, therefore, will
be confined to Category 2 and 3 projects. Thes¢ge@o are listed below, along with their

anticipated expenditures in the test years:

8 There are only two such projects, D31 and D22h wital expenditures in 2009 and 2010 between the$8.6
million- see Exhibit D1-3-3, p. 34, Table 3.
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Cat. Project /S Basisfor Need 2009 2010 Gross
Code Date Total

2 D3 Inter-Area 2009 OPA Recom* 34.2 0 56.5

2 D4 Inter-Area 2010 OPA Recom* 4 1.7 5.8

2 D7 Inter-Area 2010 OPA Recom* 48.5 54.8 108.6

2 D8 Inter-Area 2010 OPA Recom* 34.2 7.2 47.2

2 D9 Inter-Area 2010 OPA Recom.6 5.1 9.7
(pending)

2 D10 Inter-Area 2010 OPA Recor.9 7.4 10.3
(pending)

3 D11 Inter-Area 2011 OPA Recorf.8 20.9 31.9
(pending)

3 D12 Inter-Area 2011 OPA Recom* 0 55 14.6

3 D13 Inter-Area 2011 OPA Recorth5.2 44.4 80
(pending)

3 D14 Inter-Area 2011 OPA Recorh3.1 38.5 69.2
(pending)

Total 157.5 185.5 433.8

*Recommendation letters provided in response toddiatting J1.3, Attachments 1,3 and 4.
Source: Exhibit K1.1 and Exhibit D1-3-3, pp. 33{34bles 2 and 3).

79. As can be seen from the table above, the totalrelpees for these Category 2 and 3

pre-IPSP projects is $343 million in the test yeard $433.8 million in total.

80. SEC has reviewed the recommendations deliveredaN Fbr projects D3, D4, D7, D8,
and D12 [Undertaking J1.3, Attachments 1,3 andSEC's concern with respect to the pre-IPSP
projects generally was that they related to aspedtse IPSP that may be changed in view of the

Minister's directive and the subsequent introductbtheGreen Energy Act

81. However, upon review of the recommendation lethens the OPA, that does not appear
to be the case. The May 20, 2008 letter from thé @P example, which relates to projects D7,

D8 and D12, states that the purpose of the projedts

permit increases in the power transfer capabilitlestween
Sudbury and the GTA (the North-South Tie) and betw&mmins
and Sudbury to meet the near-term need for incatpa new
renewable generation in northern Ontario. Thesgepts are
consistent with and a component of the longer teBnsmission
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development plan to increase the transfer capasilalong these
two power delivery paths to facilitate the devel@mmof the large
renewable generation potentials in northern Ontario

[Undertaking J1.3, Attachment 4]

82. The letter then goes on to list specific hydroegleqgtrojects, totaling S00MW, that will
be serviced by the new transmission capability adl vas other, unidentified, potential

hydroelectric, wind and combined heat and poweegsion totaling 400MW.

83. In SEC's submission, therefore, the need for tipesgcts, from HON's point of view,

has been established.

84. A guestion remains, however, as to how the cosiceffeness of the projects overall is
reviewed. When asked in cross-examination who dbesanalysis to determine whether a
project is cost effective, the HON witness respaohtigat "we would look at the most cost
effective...transmission alternative to achieve thgppse that's been put forward to us, but [the]

overall cost-effectiveness judgment is not oumniske." [Tr2:15]

85. HON was then asked to produce a cost effectivea@sdysis for the transmission

components of Exhibit K1.1 projects. HON's resgonas as follows:

Hydro One Networks did not provide a cost-effeatiess analysis
to the OPA for any of the transmission projectsnidieed in
Exhibit K1.1. The OPA is an independent organizatioat seeks
input from various organizations before arrivinglagir decisions.
The information that Hydro One provides to the ORi#h regard
to transmission projects is the estimated cost rahsimission
alternatives. We understand that the OPA then tiéesnput, as
well as input from other sources, to conduct thewst-
effectiveness analysis.

[Undertaking J2.1]
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86. It appears therefore, that these projects areetlday HON as exogenous variables- that
is, HON's job is to provide the transmission solutio OPA. The ultimate decision, however, is

made by OPA.

87. In SEC's submission, that leads to a legitimatesgoie as to who the ultimate regulator

is with respect to this aspect of HON's spending.

88. If HON's position is that the projects are requibsttause they are done at the behest of
the OPA, then in SEC's submission HON should beaired to provide evidence from the OPA
providing either an economic justification for thmject or a Ministerial order in respect of the
projects. The current situation leaves us witegulatory gap, with this Board asked to approve

projects with very little evidence from the propatseof the projects, the OPA.

Level of Capital Expenditures

89. While SEC accepts that there is a need for sigmtiéncreases in development capital

spending, SEC still has two concerns with the lef¢lON's projected capital expenditures.

90. First, with respect to HON's capital budget gengré&8EC believes there is a serious
concern with respect to whether the company careaelits capital spending program. In 2007,
HON spent $152 million less in capital expenditutteen the Board approved amount [D1-3-1,

p. 4]. In 2008, HON under-spent by $70.2 millidxhibit K1.6].

91. To achieve its projected 2010 capital expendityf&ks1 billion), HON will have to

increase spending by 39% over the 2008 level.

26



92. For this reason, SEC supports Board Staff's prdghatia variance account to track the
difference between actual achievement in capitgleesitures versus forecast. There is
considerable reason to believe that HON will ndtieee its forecast spending given that a.)
spending in the test years is considerably highan tthe historical period and b. ) HON has

experienced considerable under-spending in the past

93. SEC believes, however, that any variance shouldslyenxmetrical and should only track
under-spending. The evidence indicates that rgggpaneed to be protected from the very high
likelihood that HON will not achieve its forecastonversely, ratepayers are not in a position to
control the company's level of spending and showldbe in a position of providing the utility

with an unlimited amount of spending to be recoglenerates.

Non-Development Capital Expenditures

94. Second, SEC believes that when one area of expeasliis increasing substantially, it is
imperative to find reductions in other areas. I@NHs case, that means finding reductions in
non-development capital expenditures to offsetléinge increases in development capital. In
that regard, SEC believes that the concerns exgeabove regarding HON's SDO OM&A
expenditures- namely, SEC's submission that thditon of the assets does not justify the large

increases sought by HON- also apply to HON's prega®n-development capital expenditures.

95. SEC therefore believes that some reduction is redqufor non-development capital

expenditures.
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96. HON's forecasted capital expenditures for 2009 aAd0 are $944.0 and $1,074.1
million respectively, with $553.4 and $658.8 millicategorized as development capital in each

year [D1-3-1, p. 2].

97. Non-development capital expenditures, therefora) %390.6 million and $415.2 million
in 2009 and 2010 respectively. This is an increzs@6% and 44.7%, respectively, over non-

development capital expenditures in 2007

98. SEC believes that non-development capital experaditshould be reduced by 10% in
each of 2009 and 2010, or $39 million and $41.Sionilrespectively. The result is 4% overall
reduction in capital expenditures in each yearmfi$944 million to $905 million in 2009 and
from $1,074.1 million to $1,032.6 million in 2010.In SEC's submission, that is a relatively
minor reduction and well within the range of undpending that HON has exhibited in the past

several years.

4.4 |stheforecast of long term debt for 2008-2010 appropriate?

99. SEC has had a chance to review the submissionsOMALPMA on this issue and
agrees with them that the Board's cost of capaahmeters refer to the deemed long-term debt

rate and not to deemed long term debt.
100. The Board Report on Cost of Capital states asviaio

The Board has determined that for embedded debt rébe
approved in prior Board decisions shall be mairdifor the life

° 2007 capital expenditures totaled $559.5 milliohwhich $272.6 million was Development capital.tdlonon-
development capital expenditures in 2007, therefegeialed $286.9 million, 36% lower than the eglertfigure
for 2009 ($390.6 million) and 44.7% lower than 210 ($415.2 million).
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of each active instrument, unless a new rate istreggd, in which
case it will be treated as new debt.

The Board has determined that the rate for new thelbtis held by

a third party will be the prudently negotiated canted rate. This
would include recognition of premiums and discounts

For new affiliated debt, the Board has determirted the allowed
rate will be the lower of the contracted rate amel deemed long-
term debt rate. This deemed long-term debt ratebailcalculated
as the Long Canada Bond Forecast plus an averagadswith

“A/BBB” rate corporate bond yields.

For all variable-rate debt and for all affiliatebd¢hat is callable on
demand the Board will use the current deemed leng-debt rate.

[Report of the Board on Cost of Capital antf Zeneration
Incentive Regulation for Ontario's Electricity Dibutors, p. 13-
14]

101. The deemed long term rate would only apply to tbdipn of HON's debt that is either
a.) new affiliate debt, if the contracted rate ighter than the deemed rate; or b.) affiliate debt
that is callable on demand. It does not appedrahg of HON's debt meets that criteria and

therefore the contracted rate should apply.

102. It appears that what HON has done is carved outraop of its capital structure and
designated it as "deemed long term debt". Unlikatwiras done for short-term debt, however,
the Board's Report does not designate a specibpoption of utility's capital structure as
"deemed long term debt". Rather, what the Repoesde determine how the cost rate for the
total deemed long-term debt is determined. As meetl, there are only certain limited
circumstances where the deemed long-term debtsatged, and HON's debt does not fit any of

the scenarios set out in the Report.
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103. SEC therefore believes that the cost rate for aHHON's long-term debt should be the
average cost of its long-term debt shown at lireé Exhibit B2-1-1, p.2- i.e. 5.9%. The result is
that the amount characterized as "deemed long debt!' in that exhibit would earn a return of
5.9%, or $12.14 million rather than the $15.68 imllthat would result from using the Board's

deemed long-term debt rate of 7.65%.

5. DEFERRAL/VARIANCE ACCOUNTS

5.3 Aretheproposed new Deferral/Variance Accounts appropriate?

104. The Company is requesting a new deferral accourgdord the cost of pre-engineering

studies it is conducting for IPSP-related projects.

105. In SEC's submission, the company has not demoedteateed for this deferral account

and it should be rejected.

106. In the first place, the Company has not demonsir#tat it is unable to accurately
forecast the amounts to be spent on the projetis.cbmpany witnesses in fact testified that

they were confident in their forecast.

107. Secondly, the Company has also not demonstrateddtibaamounts to be spent are

beyond the company's control.

1 The return on "deemed long-term debt" used inptieefiled evidence is $12.7 million, based on andee long-
term debt rate of 6.2%. However, that has now cbdras a result of the Board's new cost of capaehmpeters
published February 24, 2009.
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108. In fact, the only reason HON has given for the psmul account is that it faces a
compressed timetable to conduct the work "with ssusance that capital assets will in fact

materialize as a result of these expendituresX. #-1-2, p. 2]

109. In SEC's submission, HON has not established tldaferral account is needed for these

expenditures.

110. SEC agrees with AMPCO's submission that these rafadt capital expenditures and

should be treated accordingly.

7. CHARGE DETERMINANTS

7.11stheproposal to continue with the status quo charge deter minants for Network and
Connection service appropriate?

111. The Association of Major Power Consumers of Ont@tAMPCQO") has put forward a

proposal to change the current rate design metbggidbr HON transmission customers.

112. Currently, customers' charge determinants are basethe higher of their monthly
coincident peak (their demand at the hour of thentitlg system peak) or 85% of their non-

coincident peak demand, during the peak hoursaoim/ to 7 p.m. on working week days.

113. AMPCO seeks to change that methodology with a ndigh' 5" rate proposal, whereby
a customer's charge is determined based on thencess demand on the 5 days of highest

demand in the previous year, regardless of whefitbelays occur.
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114. The main difference between the current methodokoyy the AMPCO proposal is the
elimination of a customer's non-coincident peak alednas a factor in determining its charge

determinant.

115. AMPCO believes that doing so will provide a greaterentive for customers to reduce
demand during system peak. AMPCO believes thatuhent system provides a disincentive to
reduce demand during peak times. That is becauskerithe current system a customer can

significantly reduce its demand during peak tim@hout reducing its transmission rates.

116. AMPCO believes that providing an incentive to custos to reduce their demand during
peak times will result in lower peak demand, whigla key policy objective of the province of
Ontario. In addition, lower demand during peakesmwill result in a lower hourly Ontario

electricity price ("HOEP"), which will result in aillary benefits for all customers.

117. SEC believes that demand response is an importahiagd one that should be taken into

account in designing rates. It is not, however,ahky goal.

118. The first goal of rate design is the goal of fullst recovery: that is, rates should be
designed to provide a utility with a reasonable@pmity to recover its revenue requireméht.

The next goal is the fairness principle, and tlsathat revenues should be recovered from
ratepayers on the basis of the costs they causieeasystem. The determination of costs in that
context, however, refers to the utility's averagsts, not the marginal costs that a user may

impose.

1 See, for example, The Staff Discussion Paper in2B67-0031, Rate Design for Recovery of Electricity
Distribution Costs, p. 15.
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119. Taken in tandem, these two goals together mearthbattility should recover all of its
costs, and ratepayers should pay for all of thastsdn accordance with the proportion of costs

they impose on the system.

120. In SEC's submission, AMPCO's proposal is esseytalharginal cost pricing proposal:
that is, the assumption behind the proposal is beatause only demand during peak times
imposes marginal costs on the system as a wholg,tbat demand should be considered in

determining rates.

121. The essence of rate design, however, and of castroice rate making generally, is that
customers share in the average cost of the sysfdmat is because, while in the short run there
are marginal costs from adding capacity as peakaddngrows, in the long run, all of the

system’'s assets will have to be replaced. Theretlaerefore, no true incremental costs in the

long run.

122. AMPCO's proposal would allow customers to redu@arttransmission bills by moving
their demand away from peak times, presumably erb#sis that they are reducing the strain on
the system at the margin. As an extreme examptpmers who completely shift their demand

to have no demand on peak days will have a netaloskge determinant of zero.

123. In SEC's submission, the result is essentially maftgost pricing, which is contrary to

established rate design principles.

124. SEC does believe, however, that demand resporse iiportant policy objective. As

such, AMPCO's evidence has raised some issuesyairtarther consideration, namely:
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€)) to what extent can network charge determinantsigeoan incentive to reduce
demand during peak times that is distinct fromitieentive already provided by
the market energy price? A related issue is to wddent will designing a
network charge determinant to provide an incentiveeduce demand during
peak times reward customers for behavior they whalkk undertaken anyway in
response to the commodity price signal?

(b) if network charge determinants can be an effeadeterminant of peak demand,
how can network charge determinants be structuoedssto remain consistent
with rate design principles?

125. SEC believes, therefore, that the Board shoula¥olip on AMPCO's proposal with a

more in depth analysis into these issues.

Costs

126. SEC participated responsibly in this proceeding endperated extensively with other
parties to reduce the time spent by all concerrfeHC therefore respectfully requests that it be

awarded 100% of its reasonably incurred costs.

All of which is respectfully submitted this $4lay of March, 2009:

John De Vellis
Counsel to the School Energy Coalition
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Appendix A
Data Values used to construct Line Graphs
Figure1:

HON Sustaining, Development and Operations OM&Ariieg
Source: Exhibit K2.1

2003 2004 2005 2006 2007 2008 2009
Total Sustaining, 1855 208.3 211.3 230.0 264.0 2443  292.8
Development, Operations
Index (2003=100) 100.0 112.3 1139 124.0 1423 731.157.8
Total Assuming 3% per year 1855 1911 196.8 202.7 208.8 2150 2215
increase
Index (2003=100) 100.0 103.0 106.1 109.3 1126 915.119.4
Figure 2:

HON Total Compensation
Source: C2, Tab 3, Schedule 1 and same exhibitBn E

2007-0681
PWU Society Manager Band 7
Total Comp. Index Total Comp. Index Total Comp. Index

2004 $98,822.00 100.0 $96,423.00 100.0 $107,813.00 100.0
2005 $102,324.00 103.5 $69,200.00 71.8 $107,938.00 100.1
2006 $111,439.00 112.8 $95,524.00 99.1 $114,332.00 106.0
2007 $114,782.00 116.2 $98,390.00 102.0 $117,762.00 109.2
2008 $118,226.00 119.6 $101,342.00 105.1 $121,295.00 112.5
2009 $121,772.00 123.2 $104,383.00 108.3 $124,985.00 115.9
2010 $125,425.00 126.9 $107,514.00 111.5 $129,825.00 120.4

2010

310.3

167.3

228.1

123.0
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