EB-2008-0230

IN THE MATTER OF the Ontario Energy Board Act, 1998, S.O. 1998, c. 15, Sch. B, as amended;

AND IN THE MATTER OF an Application by Greater Sudbury Hydro Inc. pursuant to section 78 of the Ontario Energy Board Act for an Order or Orders approving just and reasonable rates for the delivery and distribution of electricity.
FINAL ARGUMENT OF THE CONSUMERS COUNCIL OF CANADA

INTRODUCTION:
1. On December 22, 2008, Greater Sudbury Hydro Inc. ("Sudbury Hydro") filed an Application with the Ontario Energy Board for approval of its distribution rates and other charges to be effective May 1, 2009.  Sudbury Hydro is now comprised of the former West Nipissing Energy Services Ltd.(" WNES") and the former Sudbury Hydro.  Sudbury Hydro obtains all of its services through its affiliate Greater Sudbury Hydro Plus Inc. ("Sudbury Hydro Plus").  Sudbury Hydro and Sudbury Hydro Plus are wholly owned by Greater Sudbury Utilities Inc. which in turn is wholly owned by the Corporation of the City of Greater Sudbury.

2. The specific relief  being sought by Sudbury Hydro as set out in its application is:

· A revenue deficiency of $2,645,783 and a base revenue requirement of $28,818,357;
· An effective date of rates of May1, 2009;
· A capital budget of $10,868,524;
· An operating and maintenance budget of $11,874,546;
· Approval to establish a deferral account to accumulate the interest carrying charges associated with the enhanced capital program and the smart meter program until such assets are incorporated;
· Approval to harmonize the distribution rates of the former WNES with Sudbury Hydro over a two-year period;
· Approval Sudbury Hydro's smart meter program;
· Approval to transfer the regulatory assets of the former WNES to the amalgamated utility's account;
· Approval of the default rates for services provided by Sudbury Hydro and accounted for as revenue offsets;
· Approval of Sudbury Hydro's proposed retail transmission rates;
· Approval of Sudbury Hydro's loss factor; and
· Approval of Sudbury Hydro's Lost Revenue Adjustment Mechanism and Shared Savings Mechanism amounts.

3. This is the final argument of the Consumers Council of Canada ("Council").  The Council does not intend to make submissions on all issues, but will focus on the issues where it does not support the proposals put forward by Sudbury Hydro.

RATE  BASE
4. Sudbury Hydro is seeking approval of a 2009 rate base amount of $77,533, 209.  In its original application Sudbury Hydro was seeking approval of capital expenditures for 2009 of $10.868 million.  This represents an increase of $5,015,482 over the 2008 level (Ex. 2/T3/S1/p. 1).  During the hearing Sudbury Hydro acknowledged that there are a number of projects included in the $10.868 million budget that will not now be in-service by the end of the year .  Sudbury Hydro provided a list of those projects and indicated that the value of that work is $2.162 million (Ex. J1.3).  In addition, several projects that were not completed in 2008 were assumed to be in-service and added to the 2009 opening balance of rate base (Ex. J1.2).

5. Although Sudbury Hydro has acknowledged that five projects originally included in the budget (amounting to $2.162 million) will not be in service in 2009, they have subsequently proposed an alternative set of projects that brings the proposed capital budget back up to a new level of $10.549 million.  Sudbury Hydro has indicated that although project priorities may shift because of unforeseen circumstances it must continue to increase the level of spending on plant renewal in 2009 (Ex. J1.3).  The new proposed capital budget is $10.5 million.

6. Although Sudbury Hydro had applied for approval of the $10.868 million this amount is not consistent with the amounts approved by Sudbury Hydro's Board of Directors.  In October 2008 the Board of Directors approved a capital budget of $8.2 million (Tr. Vol. 1 p. 34).  Sudbury Hydro has argued that the differential is simply the difference between its fiscal year budget and its rate year budget ( Ex. K1.2).  Despite the Board approved amount of $8.2 million, it now requires a budget of $10.5 million (as revised) to operate during the period May 1, 2009 to April 30, 2010.  The Council submits that, consistent with the Board's own filing guidelines, the capital budget of $8.2 million is the appropriate starting point in determining the 2009 rate base.  Rates are consistently set based on calendar year forecasts.  It would not be appropriate for Sudbury Hydro to,  in this case,  diverge from that practice.

7. By accepted regulatory accounting practice, local distribution companies ("LDCs") are not permitted to include assets in the opening balance of rate base that did not go into service in the prior period.  Sudbury Hydro should be required to adjust the calculation of the 2009 rate base to reflect the appropriate regulatory accounting practice.  An adjustment is required to reflect the fact that some projects in 2008 were not completed in that year. In addition, the 2009 projects that are not expected to be completed by the end of the year should be removed.

Depreciation:

8. The Council submits that Sudbury Hydro has calculated its depreciation expense in a way contrary to the methodology set out in the Board's Electricity Distribution Rate Handbook.  In determining the level of depreciation expense for 2009 Sudbury Hydro has assumed that all capital projects are in service for the duration of the year (Tr. Vol. 1, p. 56)  Typically, LDCs employ the "half-year" rule and include an amount for deprecation that assumes on average projects will be in-service for one half of the year.  Sudbury Hydro has calculated the difference between the methodology it used and using a half-year rule approach as $405,558 (Ex. J1.4).  The Council submits that once the Board-approved rate base level is determined Sudbury Hydro should be required to recalculate its depreciation expense based on the half-year rule.  To accept the approach adopted by Sudbury Hydro would be unfair to ratepayers.

Working Capital:

9. Sudbury Hydro calculates its working capital allowance by using 15% of the sum of the cost of power and controllable expenses.  For 2009 the allowance is forecast to be $13,410,886 (Ex. 2/T4/S2)  From Sudbury Hydro's perspective the proposal is appropriate as it is consistent with the methodology set out in the Board's filing requirements for transmission and distribution applications (AIC, p. 8).  The Council notes that in cases where LDCs have actually carried out a lead-lag study in order to determine the appropriate level of working capital required the rates are lower than 15%.  Both Toronto Hydro Electric System Ltd. and Hydro One Networks - Distribution have undertaken lead-lag studies and as a result have reduced their working capital allowance to rates below the 15%.  Sudbury Hydro should be required to undertake such a study and bring the results back to the Board in its next rates proceeding.

REVENUE REQUIREMENT:

Other Distribution Revenue:
10. Sudbury Hydro is seeking approval of $908,542 for its Other Distribution Revenue. This represents an decrease of $162,282 over  the 2008 level.  The decrease is primarily related to interest earned, interest on the RSVA balances and Intercompany interest (Ex. J2.14).  Subject to the submissions made below regarding water billing, the Council supports the 2009 budget of other distribution revenue as reasonable, given the decline is primarily related to interest rate implications.

Load Forecast:

11. The Council submits that Sudbury Hydro's load forecasting methodology is relatively consistent with the methodologies used by many other LDCs.  Accordingly, the Council is not taking issue with the overall approach proposed by Sudbury Hydro.  The Council recognizes, however, given the evidence adduced at the hearing that some adjustments are required.  Those adjustments relate to two issues.

12. The first issue is the fact Sudbury Hydro was not prepared to make any adjustments to it load forecast to reflect the fact that the Gross Domestic Product ("GDP") used in the model was outdated. Sudbury Hydro indicated that it did not make the adjustment because it did not believe that the resulting impact was appropriate. In effect, it was not appropriate to increase the forecast in the context of a declining GDP (TC Tr. p. 7) .  In addition, Sudbury Hydro's witness implied that given the fact that there was an error in the weather data as well, the two corrections were offsetting (Tr. Vol. 2, p. 136-139).

13. The Council has had the opportunity to review the submissions of the Vulnerable Energy Consumers Coalition ("VECC").  The Council supports the recommendation made by VECC that it would be reasonable to increase the purchased load forecast by at least 1% to account for the net effect of these two factors.

14. VECC has also raised a concern with the Conservation and Demand Management ("CDM") adjustment that Sudbury has incorporated into its forecast.  In effect, Sudbury Hydro has overstated the impact of CDM on its load.  The Council supports the adjustment proposed by VECC, namely reducing the CDM impact to 1.557 GWh.

COST OF SERVICE:
Operation, Maintenance and Administration Costs:

15. Sudbury Hydro is requesting OM&A costs of $11,874,546 for 2009.  This represents an increase of 15.3 % over the 2008 level (Tr. Vol. 1, p. 117).  This compares with the number presented to the Board of Directors of Sudbury Hydro and subsequently approved of $10.5 million (Tr. Vol. 1, p. 124).  Sudbury Hydro' s position is that there is a difference in terms of what it presents to its Board of Directors (a calendar year budget) and what is a reflective of the rate year period (May to April).  From the Council's perspective Sudbury Hydro is no different from any other LDC.  They all prepare annual budgets to be applied to a rate year beginning on May 1 of every year.  In fact, the Board's filing guidelines require calendar year forecasts of costs and revenues.

16. The Council submits that the 2009 OM&A level should be no more than what the Board of Directors approved.  Rates are set on the basis of an annual forecast.  The Board of Directors determined that the $10.5 million was an appropriate forecast for the year to operate the utility.  LDCs should not have an opportunity to ramp up spending simply to reflect the timing difference between the calendar year and the test year.

Regulatory Costs:

17. Sudbury Hydro is seeking an amount of $323,000 for 2009 regulatory costs.  The total is comprised of $158,000 for the annual OEB assessment, $100,000 for the rates proceeding and $65,000 for legal costs (BS interrogatory #24)  The Council submits that the amount included for Sudbury Hydro's annual assessment seems reasonable assuming it reflects the levels actually invoiced by the Board.  With respect to rate proceeding and legal costs the Council submits that these costs are excessive.  Under Sudbury Hydro's proposal it would recover approximately $165,000 each year for hearing assessments, incremental internal labour and related expenses relative to future rate applications, costs associated with the Green Energy Act initiative and legal costs for regulatory matters (Ex. J2.8)  This amounts to approximately $660,000 over a four year period.

18. The Board has reviewed all of the 2009 rate applications and made decisions about what is the appropriate level of regulatory costs for each LDC.  The Council submits that the amount ultimately approved by the Board should be consistent with the levels approved by the Board for similar sized LDCs.

Tree Trimming:

19. A significant component of the 2009 budget is for Sudbury Hydro's tree-trimming program.  For 2009 the forecast is $544,000 based on a four year trimming cycle (TC Tr., p. 11)  During the hearing Sudbury Hydro indicated that as part of the current tree trimming service being carried out by contractors there is an additional component related to tree shaping provided by those contractors at the request of the City (Tr. Vol. 2, p.11)  The Council submits that there should be some level of a reduction in the budget to reflect that, although the City of Sudbury requests the enhanced service,  it should not be funded by electricity distribution ratepayers.

Audit Expenses:

20. Within the OM&A budget Sudbury Hydro has included an annual cost of $100,000 for three auditors to review the utility's financial statements and $50,000 for costs related to work being undertaken in response to the new proposed International Financial Reporting Standards ("IFRS") (TC Tr. pp. 11-12).  With respect to the $100,000 it remains unclear as to why Sudbury Hydro has based these costs on the premise that its financial statements must be reviewed by three auditors.  In addition, it is unclear as to what extent those auditors are providing services to the benefit of the other affiliated companies within the complex corporate structure in which Sudbury Hydro operates.  Accordingly, the Council supports the suggestion made by Board Staff that the audit costs be reduced by two thirds.  (Staff Submission, p. 20)

21. With respect to the IFRS costs the Council submits that the amount currently included in the revenue requirement of $50,000 be taken out and that Sudbury Hydro record IFRS costs in a deferral account for a future prudence review and disposition.  This is consistent with the Board's proposed policy as set out in its IFRS Report dated July 28, 2009.

Purchased Services and Shared Services:

22. Sudbury Hydro operates within a corporate model that is both unique, and from the Council's perspective, unduly complex.  The City of Sudbury owns the holding company, Greater Sudbury Utilities Inc.  Greater Sudbury Utilities owns Sudbury Hydro and its affiliated services company Sudbury Hydro Plus. Sudbury Hydro Plus provides Sudbury Hydro with effectively all of its services.  In addition, Sudbury Hydro provides customer care services to the City of Sudbury Water Services Division.  Within the corporate family there is also a telecommunications affiliate and another numbered company that focuses on the rental water heater business (Ex. 1/T1/S13/p. 3)  It is unclear to what extent this corporate structure and the relative interactions among the affiliated companies  are in the best interests of Sudbury Hydro's utility ratepayers.  It is very difficult to assess the extent to which there may be unnecessary cost implications associated with such a structure and whether the distribution customers are cross-subsidizing the other activities.

23. In recent years Sudbury Hydro has been  involved in Affiliate Relationships Code ("ARC") audit process.  It became clear during the hearing that the audit process is still incomplete and that there remain questions regarding the extent to which Sudbury Hydro is incompliance with the ARC (Ex. J1.15).  Although ARC compliance is outside the scope of this proceeding, the issue of corporate cost allocation is relevant to the setting of rates.  The Council submits that Sudbury Hydro should be required to retain an independent consultant, as soon as possible,  to carry out a comprehensive review of its corporate structure, its transfer pricing methodologies, and its intra-company cost allocation.

24. Sudbury Hydro acknowledged that it intended to undertake a study to assess its pricing and allocation methodologies pending the outcome of its ARC compliance audit. (Tr. Vol. 1, p. 114) At the request of Board Staff counsel, Sudbury Hydro has provided a draft terms of reference for the study (J2.6).  The Council submits that Sudbury should work with Board Staff to finalize the terms of reference and move forward with the review as soon as possible.  Given the fact that it remains effectively impossible to determine the extent to which Sudbury Hydro's current corporate policies and allocation methodologies are cost-effective the Council submits that the cost of the study should be borne by the shareholders.  The study should be brought back as soon as possible and Sudbury Hydro be required to rebase on the basis of the study in 2011.

Water Billing:

25. Sudbury Hydro provides billing services to the City of Sudbury Water Services Division . The contract is between the City and the Sudbury Hydro Plus, the services company (Tr. Vol. p. 97).  Currently, the total billing costs for water and electricity are $3,642,204.  Of that total the City will pay Sudbury Hydro Plus $729,678 for it portion of the billing.  The remainder is funded through rates and paid for by the electricity distribution ratepayers.  (Ex. J2.7)

26. The contract is based on a flat fee adjusted for inflation plus directly attributable meter reading costs (Tr. Vol. 1p. 138)  The ten-year fixed price contract was not subject to an RFP process and was negotiated directly between the City and Sudbury Hydro.  The meter reading company Olameter reads the electric meter, the water meter and the gas meter at the same time, but the contract, as originally struck was based on separate meter reading services (Tr. Vol. 1p. 138).

27. There are two issues for the Board to resolve regarding the arrangement between Sudbury Hydro and the City of Greater Sudbury to provide water billing services. The first is the extent to which the current arrangement is appropriate and the City is paying an appropriate amount for the services rendered.  The second is whether the City should be required to bear some of the costs of the new Customer Information System ("CIS") that will be used to provide the services going forward.

28. As noted above, the Council has proposed that Sudbury Hydro be required to undertake an independent study to review its corporate structure, transfer pricing methodologies and its intra-company cost allocation.  The Council believes that in, the absence of  such a study it is effectively impossible to determine whether the fees paid by the City for the water billing services are reflective of the costs to provide the service.  The contract was negotiated between two related entities almost ten years ago and the pricing arrangement has not been adjusted in any way except to reflect inflation.  The meter reading contracts that form part of the arrangement were negotiated in 2002 (Ex. J1.13).  They have not been adjusted to reflect the fact that the meters are read now at the same time.  There has been no evidence provided to justify that the amount paid by the City is either reflective of market based pricing or based on costs.  In the absence of that evidence the Council submits that the overall billing costs should be split equally between the utility and the City.  The $3.642 million included in rates should be reduced to $1.8 million.

29. With respect to the CIS costs the Council submits that they should also be split on a 50:50 basis pending the outcome of the corporate study.

DEFERRAL AND VARIANCE ACCOUNTS:
30. Sudbury Hydro is seeking approval to establish a new deferral account to "accumulate the interest charges associated with the required enhanced capital program and the smart meter program until such assets are incorporated into rate base."  (Ex. 5/T1/S1/p. 1)  From the Council's perspective the establishment of a new account that appears to be similar to an "Allowance for Funds Used During Construction" ("AFUDC") should not be approved.  Sudbury Hydro has not demonstrated why the Board's existing mechanisms like AFUDC are not sufficient in terms of mitigating any financial exposure related to ongoing capital investments.  The Council notes that Sudbury Hydro will have the opportunity in the future to apply for relief, if required, under the Incremental Capital Module which can form part of any 3rd Generation Incentive Generation Mechanism application.

COST OF CAPITAL:

Return on Equity:
31. Sudbury Hydro's initial application was based on the Board's 2008 cost of capital parameters which included a return on equity of 8.75%.  Sudbury Hydro  has agreed to adjust it proposed revenue requirement to reflect the more recent Board-approved parameters for 2009.  This would result in a return on equity of 8.01%.  The Council supports the use of the more recent updated market information as now proposed.

Cost of Debt:

32. With respect to short-term debt Sudbury Hydro has also agreed to use the more recent data provided by the Board in January 2009.  This results in an adjustment to the assumed short-term debt rate of 1.33% rather than the 4.47% included in the initial application. (AIC, p. 23)  The Council supports this adjustment as it is consistent with Board-approved policy.

33. With respect to long-term debt Sudbury Hydro currently has only one debt instrument, a promissory note with its parent company, Greater Sudbury Utilities Inc.  The note is for $48,645,458 at a rate of 7.25%.  Sudbury Hydro has assumed another debt instrument in its application which is a third party loan costed at a rate of 6.1%.  Sudbury is seeking approval of that  rate for debt that it will require to facilitate its smart meter deployment program.  Mr. Pawlowicz confirmed that Sudbury Hydro is seeking approval of the 6.1% rate for the additional debt (Tr. Vol. 2, p. 158-159)  Overall, the requested weighted debt cost is 7.01% (Ex. 6/T1/S3/p.1).

34. The Council accepts the Sudbury Hydro has calculated its cost of debt appropriately.  Having said that, the Council submits that the promissory note with the parent company is clearly not the most cost effective way for Sudbury Hydro obtain financing.  Sudbury Hydro should be encouraged to look to other options such as third-party debt at a lower rate in the future.

COSTS:
35. The Council asks that it be awarded 100% of its reasonably incurred costs for its participation in this proceeding.

[image: image1.wmf]All of which is respectfully submitted.

____________________________________
Robert B. Warren

Counsel to the Consumers Council of Canada
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