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Defining & Measuring Performance of Electricity Transmitters & Distributors

Executive Summary

In its October 27, 2010 letter to stakeholders the Ontario Energy Board (the “Board”)
described the context for a renewed framework for electricity transmitters and
distributors, acknowledging that need for significant investment in the sector and
concerns over bill increases are leading to a sharper focus on the total cost to
consumers. This is discussed in more detail in an attachment to the Board’s cover letter

for this paper.

On December 17, 2010, the Board initiated a coordinated consultation process for a
number of inter-related policy initiatives with respect to network planning, rate mitigation

and network utility performance.

Defining and measuring performance is the subject of this paper. This initiative will
assist the Board’s determination of its policies in relation to performance measures and
the role of such measures in the Board’s setting of rates. This paper describes the
regulatory foundations in place for performance-based regulation, identifies issues for
consideration, and illustrates potential options to refine the use of performance-based

regulation for electricity transmitters and distributors.

Staff has prepared this paper to solicit comment from all interested stakeholders on
alternative ways of setting standards for performance and providing appropriate
incentives to transmitters and distributors. Examples are provided to facilitate

consultations; staff does not make recommendations or express preferences.

This paper has been prepared by staff with the advice of its expert consultant, Dr.
Lawrence Kaufmann and Pacific Economics Group Research (“PEG”). Dr. Kaufmann
has prepared a supporting paper entitled “Defining, Measuring and Evaluating the
Performance of Ontario Electricity Networks: A Concept Paper” which provides a

summary of research and expert advice.
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Executive Summary

This paper includes illustrations from a new regulatory framework being implemented by
The United Kingdom'’s Office of Gas and Electricity Markets (“Ofgem”), known as the
RIIO* Model. In staff's view, Ofgem’s model considers many of the challenging issues
that Ontario faces and illustrates one approach for addressing the issues. Staff believes

that this consultation process could be productively informed by Ofgem’s work.

This paper identifies a number of issues for stakeholder comment in relation to the

following topics:

« What should the Board consider when setting new or refining existing standards for

service and/or cost performance for distributors and transmitters?

- What should the Board consider when developing appropriate incentives to
transmitters and distributors for cost-effective and efficient performance, including

appropriate rewards for exceeding the standards?

« What should the Board consider in relation to when and how it assesses utility

performance?

The paper also describes various approaches to measurement (including
benchmarking), standards setting, and incentives that could be used to assess utility

performance and link consequences to measured performance.

! Revenue using Incentives to deliver Innovation and Outputs
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Defining & Measuring Performance of Electricity Transmitters & Distributors

1 Introduction

In its October 27, 2010 letter to stakeholders (the “October 27" The Board’s
- . “ y . October 27, 2010
Letter”), the Ontario Energy Board (the “Board”) described the letter to

context for a renewed framework for electricity transmitters and stakeholders

distributors, acknowledging that need for significant investment in
the sector and concerns over bill increases is leading to a sharper
focus on the total cost to consumers. This is discussed in more

detail in an attachment to the Board’s cover letter for this paper.

On December 17, 2010, the Board initiated a coordinated
consultation process for a number of inter-related policy initiatives.
One initiative will examine the Board’s existing approach to network
investment planning by distributors (the “Planning Initiative”);
another initiative will review the Board’s rate mitigation policy (the
“Mitigation Initiative”); and another initiative will examine ways to
define and measure performance (the “Performance Initiative”).
While the Planning Initiative focuses on distribution, the latter two
initiatives include transmission. Other related initiatives will

address matters with respect to Smart Grid and Regional Planning.

A stakeholder consultation meeting was held on February 2, 2011 February 2, 2011
at which Board staff (“staff”) made presentations describing the Stak&zglt?neé
context in which policies will be developed, potential guiding

concepts for the work, potential issues to be considered, and an

approach to the upcoming consultations. The purpose of the

meeting was to provide all interested stakeholders with an

opportunity to exchange ideas with staff and each other on the

scope of the Planning, Mitigation, and Performance Initiatives and

to provide greater detail on the planned consultation.
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Introduction

This coordinated consultation process will lead to the issuance of
Board policies in relation to the topics of network planning, rate
mitigation and network utility performance in a renewed regulatory
framework for electricity. Any amendments to Board documents
(e.g., filing requirements) that may be required or desirable to give

effect to the policies would be addressed subsequently.

With respect to the Performance Initiative this coordinated
consultation process will assist the Board’s determination of its
policies in relation to performance measures and the role of such
measures in the Board’s setting of rates whether through a cost of
service review or though a multi-year rate adjustment mechanism

or as part of a specific application.

Performance is an important goal of economic regulation. As the
Board continues its focus on how well the utilities across the
province achieve results, it needs to continue to improve its

approaches to measuring results.

Overview of this Paper

The Performance Initiative is the subject of this paper. Staff has
prepared this paper to solicit comment from all interested
stakeholders on alternative ways of setting standards for
performance and providing appropriate incentives to transmitters
and distributors. Examples are provided to facilitate consultations;
staff does not make recommendations or express preferences.
Staff notes that conventional approaches continue to be
appropriate and are central to the Board’s regulation. The concepts
and ideas set out in this paper, if implemented, would build on the

November 8, 2011 -2-
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Board’s existing regulatory framework. Such an approach ensures

that regulation evolves along with the sector.

This paper has been prepared by staff with the advice of its expert
consultant, Dr. Lawrence Kaufmann and Pacific Economics Group
Research (“PEG”). Dr. Kaufmann will continue to provide advice to
staff throughout this consultation. Dr. Kaufmann’s concept paper
entitled “Defining, Measuring and Evaluating the Performance of
Ontario Electricity Networks: A Concept Paper” (the “Concept
Paper”) provides a summary of research and expert advice on

matters such as:

setting standards for utility service and/or cost performance in

theory and in practice;

- providing appropriate incentives to achieve these standards and

reward performance which exceeds these standards;

« measuring standards and integrating incentives into rate-making
(whether through a cost of service review or though a multi-year

rate adjustment mechanism);

- standards and incentives used in other jurisdictions and

regulated network industries; and

- alternative approaches to reviewing utility performance
(including requirements of information and analyses needed to

support such reviews).

The Concept Paper is available on the Board’s web site.

Staff invites comment from stakeholders in order to provide it and
the Board with a thorough analysis of alternatives and requisite

issues.

Introduction

Dr. Lawrence
Kaufmann and
PEG advising
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Introduction

Organization of this Paper

The paper is organized as follows. The context for this work and
the guiding concepts used by staff to help frame the development
of a renewed regulatory framework for electricity are outlined in the
attachment to the Board’s cover letter for this paper. Chapter 2
summarizes the foundations already in place with respect to
defining and measuring performance of electricity distributors and
transmitters. Chapter 3 proposes a set of working definitions to
assist consultations and discusses specific issues for consideration.
Chapter 4 outlines options for potential refinement to the
foundations in place including options that Dr. Kaufmann highlights
in his Concept Paper. The Discussion Paper identifies a number of
issues for stakeholder comment throughout, and Appendix A

provides a summary list of these issues.

Portions of this paper quote heavily from the United Kingdom’s
Office of Gas and Electricity Markets (“Ofgem”) RPI-X@20 Ofgem’s
Handbook for Implementing the RIIO Model, issued on October 4,
2010 (the “RIIO Handbook”), which set out details in relation to
implementation of a new regulatory framework, known as the RIIO?
Model. In staff's view, Ofgem’s model considers many of the
challenging issues that Ontario faces and illustrates one approach
for addressing the issues. While staff recognizes the need to
ensure that any approaches adapted from other jurisdictions are
suited to the Ontario context, staff believes that this consultation
process could be productively informed by Ofgem’s work. For
convenience, a summary of referenced highlights of the RIIO

Handbook are provided in Appendix B.

2 Revenue using Incentives to deliver Innovation and Outputs
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Defining & Measuring Performance of Electricity Transmitters & Distributors

2 Foundations in Place for Performance-
Based Regulation

In the October 27" Letter, the Board stated that “[i]t is important to
the sector that the Board's regulatory framework sets appropriate
standards for performance and efficiency and rewards distributors

and transmitters that exceed these standards.”

The Board has regulated the Ontario electricity sector since 1999
and is responsible for licensing all participants in Ontario’s
electricity market, including: generators; transmitters; distributors;
wholesalers; retailers; the Independent Electricity System Operator;
the Smart Metering Entity; and the Ontario Power Authority. Under
the Board'’s licensing regime, persons licensed by the Board must
comply with all of the conditions of their licence, including

compliance with any of the codes listed in their licences.

In the past, the Board has changed its approach to regulation on an
incremental basis in response to the evolving electricity sector and
the legislation that governs it. To help establish common
understanding in these consultations of the regulatory context for
electricity transmitters and distributors in Ontario, a brief overview

of the existing regulatory foundation is provided below.

The Board oversees electricity transmission in Ontario with inputs,
where applicable, from other agencies and standards bodies,
including the Ontario Independent Electricity System Operator

(“IESQ"), the North American Electric Reliability Corporation and

Regulatory context
for electricity
transmitters and
distributors in
Ontario
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Foundations in Place for Performance-Based Regulation

the Northeast Power Coordinating Council. A summary® of some of
the governing standards and codes and the Board’s regulatory

guidelines for electricity transmitters is provided in Figure 1.

Summary of Some of the Governing Standards & Codes and Regulatory
Guidelines for Electricity Transmitters

Ontario Energy Board (OEB) Regulatory Guidelines

Filing Requirements for Transmission & Distribution Applications

Filing Requirements for Transmission Filing Requirements & Forms for Mergers,
Project Development Plans Amalgamations, Acquisitions & Divestitures

Governing Standards & Codes and Mandatory Requirements

OEB Reporting & Record Keeping Requirements

OEB Affiliate OEB North American Northeast Independent

Relationships Transmission Electric Power Electricity
Code for System Code Reliability Coordinating System

Distributors & Corporation Council Operator

Transmitters (IESO) Market

Figure 1: Electricity Transmission

A summary of some of the governing standards and codes and the
Board’s regulatory guidelines for electricity distributors is provided

in Figure 2 on the next page.

® Figure 1 and Figure 2 are provided for summary purposes only. The size and
placement of boxes in the figures should not be interpreted as being indicative of the
relative importance of the information in the boxes. In general, mandatory requirements
are in the lower portions of the figures; guidelines are in the upper portions. While the
summaries are not intended to be exhaustive, they provide an overview of the regulatory
contexts for electricity transmitters and distributors in Ontario.
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Foundations in Place for Performance-Based Regulation

Summary of Some of The Governing Standards & Codes and Regulatory
Guidelines for Electricity Distributors

Ontario Energy Board (OEB) Regulatory Guidelines

Filing Requirements for Transmission & Distribution Applications (incl. Filing Requirements
for Distribution Service Area Amendment)

Filing Requirements: Filing Requirements & Electricity Guideline - Smart
Distribution System Plans Forms for Mergers, Distribution Retail Meter Funding
— Filing under Deemed Amalgamations, Transmission and Cost
Conditions of Licence Acquisitions & Divestitures Service Rates Recovery

Accounting Procedures Handbook
Electricity Distribution Rate Handbook

Governing Standards & Codes and Mandatory Requirements

OEB Reporting & Record Keeping Requirements

OEB Affiliate OEB OEB Retail OEB OEB Electrical
Relationships Distribution Settlement Standard Conservation Safety
Code for System Code Code & EBT Supply & Demand Authority

Distributors & Service Code Management (ESA)
Transmitters Code Requirements

d

Figure 2: Electricity Distribution

2.1 Conditions of Licence Set Out Minimum
Requirements

The codes identified in Figure 1 and Figure 2, set out minimum Codes set out
minimum

requirements for licensed electricity transmitters and distributors, as requirements

applicable in relation to various regulated activities and in relation to
interactions with unregulated affiliate companies. Compliance with
the Board’s codes is a condition of license and non-compliance is

subject to a compliance review process.

For the purposes of this paper, staff considers the requirements set Core performance
out in a transmitter’s or distributor’s license, including the standards
requirements set out in the relevant codes, to be the minimum

standards in the context of defining and measuring performance.

As such, for regulatory purposes, these minimum requirements

establish core performance standards for transmission and

distribution businesses.
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Foundations in Place for Performance-Based Regulation

2.2 Service Quality Regulation

The Board has implemented a “standards approach” to service
quality requirements for electricity distributors. Distributors are
currently required to comply with provisions in the Distribution
System Code on the following Customer Service Indicators:

» Connection of New Services;

* Appointment Scheduling;

* Appointments Met;

» Rescheduling a Missed Appointment;

* Telephone Accessibility;

» Telephone Call Abandon Rate;

» Written Response to Enquiries; and

* Emergency Response.

Under the “standards approach”, compliance with the performance
standard is mandatory and can be enforced through the Board’s

compliance process.

The Board has implemented a “monitoring approach” to system
reliability for electricity distributors. Distributors monitor the
following System Reliability Indicators on a monthly basis and
report on them annually and in their rate applications to the Board:
» System Average Interruption Frequency Index (SAIFI);
e System Average Interruption Duration Index (SAIDI); and

» Customer Average Interruption Duration Index (CAIDI).

The Board asks distributors that have the systems capability that
enables them to capture or measure Momentary Average

Interruption Frequency Index (MAIFI) to file that information also.

November 8, 2011 -8-
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Foundations in Place for Performance-Based Regulation

In 2010, the Board initiated a consultation process (EB-2010-0249)
on the further development of regulatory requirements associated
with electricity distribution system reliability. On March 31, 2011,
the Board issued a letter outlining the next stage in the initiative.
With that letter, a Board Staff Report to the Board was released
which documents the consultation to date and sets out Board staff's
recommendations to the Board. In the March 31, 2011 letter, the
Board reiterates its commitment to the codification of system
reliability measures and performance targets. Accepting the
recommendations set out in the Staff Report, the Board concluded
in the March 31, 2011 letter that further consultations are warranted
in relation to: (i) data issues; and (ii) the potential introduction of
new elements recommended by staff (hormalization of data, causes
of outages, customer specific measures and performance targets,

and a “Worst Performing Circuit” measure).

Electricity transmission service quality is generally addressed in
the context of Transmission Revenue Requirement & Rate

Application proceedings.

2.3 Rate Regulation

In the context of rate regulation, the Board’s responsibility is to set
rates that are just and reasonable. The legislative framework
provides the Board the discretion to select the most appropriate
approach to rate-setting. The Board’s statutory objectives are set
out in section 1 of the Ontario Energy Board Act, 1998.

On-going
consultations on
further
development of
electricity
distribution
system reliability
regime

Electricity
transmission
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Foundations in Place for Performance-Based Regulation

The Board rate regulates more than 80 electricity distributors. In
2006, the Board established an electricity distribution rate plan to,
among other matters, divide distributor rate re-basing reviews
beginning in 2008 into three yearly tranches (i.e., ~30 distributors
per year starting in 2008). As any rate-related studies and
methodologies are reviewed and completed (e.g., cost allocation,
cost of capital, depreciation studies, etc), the implementation of
new methodologies occur at the regularly scheduled interval for the
distributors. In between rate re-basing reviews, distributors are

subject to incentive regulation rate reviews.

The Board rate regulates six electricity transmitters. Uniform
transmission rates for the province are set based on the combined
costs underpinning individual transmission company revenue
requirements which have been approved by the Board in cost of

service rate (i.e., rate rebasing) application proceedings.

2.3.1 Rate Rebasing

Rate rebasing reviews for Ontario electricity transmitters and
distributors are carried out upon receipt by the Board of cost of
service rate applications based on the Board’s “Filing Requirements
for Transmission and Distribution Applications”. Applicants are
expected to file for cost of service rate applications based on a

forward test year.

The rates approved by the Board are set to recover the company’s
forecasted costs which it will incur to provide regulated services.
Rate reviews are held periodically in which estimates are made for

the test year costs in relation to capital, labor, and other inputs that

November 8, 2011 -10 -
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Foundations in Place for Performance-Based Regulation

are used to provide regulated services. This becomes the

company’s base rate revenue requirement.”

2.3.2 Incentive Regulation

The Board has employed incentive regulation since it began
regulating the sector. The incentive regulation plan currently in
place for setting rates for Ontario’s electricity distributors is the
Board'’s third plan for distributors and was established in 2008. The
plan contains innovative applications of benchmarking and the use
of an optional incremental capital module that are designed to
promote efficient utility behaviour yet be flexible enough to

accommodate diversity in companies’ investment requirements.

At the core of the plan is an “inflation minus X-factor” price-cap form
of rate adjustment mechanism. The Board determined that the X-
factors for individual distributors would consist of an empirically

derived industry productivity trend (productivity factor) and stretch

factor.

The productivity factor is set based on estimated total-factor Productivity factor
. . based on

productivity (“TFP”) for the distribution sector. Development of an estimated TEP

Ontario-specific TFP trend was hindered by a lack of data covering
a sufficient period of time; thus at present the trend is based on U.S.
data. The Board decided to use the U.S. data as an interim step in
developing the productivity factor for Ontario’s electricity distributors

until such time as Ontario specific data becomes available.

* Excerpt from the June 13, 2006 report prepared for staff by the Pacific
Economics Group entitled “Second Generation Incentive Regulation for Ontario
Power Distributors”
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Foundations in Place for Performance-Based Regulation

Differentiated stretch factors are also a feature of the plan.
Benchmarking provides the architecture for the annual assignment
of stretch factors to distributors. The sector is divided into three
different efficiency cohorts based on OM&A benchmarking studies,
with lower stretch factors for more efficient firms. Efficiency is
determined using two benchmarking models which lead to an
approximate “bell curve” distribution of efficiency rankings. The
Board determined the following stretch factor values for the three

groups:

Table 1: 3" Generation Incentive Regulation Plan Stretch Factor Values

Group Benchmarking Evaluations Stretch
Factor
1 Statistically superior on the econometric 0.2%

benchmarking model and in the top quartile on the
unit cost benchmarking model

2 All other distributors, including those that rank 0.4%
superior or inferior in only one of the evaluations

3 Statistically inferior on the econometric benchmarking 0.6%
model and in the bottom quartile on the unit cost
benchmarking model

The benchmarking models are primarily based on OM&A data (the
most recent three years) due to a lack of capital additions data
covering a sufficient period of time. This approach to tailoring the
X-factor to reflect differences in productive efficiency provides a
foundation for more comprehensive (i.e. total cost) benchmarking in

the future.
The development of the next incentive regulation plan for electricity

distributors will be informed by this initiative (i.e., on defining and

measuring performance).

November 8, 2011 -12 -
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Foundations in Place for Performance-Based Regulation

2.3.2.1 Rate-making Associated with Distributor Consolidation

The Board issued its “Report of the Board on Rate-making
Associated with Distributor Consolidation” on July 23, 2007. That
report sets out the Board’s policy on rate-making issues in the
context of certain transactions in the electricity distribution sector
that may be associated with consolidation. As stated in that report,
the Board’s approach builds on and complements the work of the
Board in relation to incentive regulation, and addresses the issues
in a manner that does not unnecessarily increase the effort of

distributors or other interested parties.

Among other matters, the Board determined that distributors that
apply to the Board for approval of a consolidation transaction may
propose to defer the rate rebasing of the consolidated entity for up
to five years from the date of closing of the transaction. The Board
notes in the report that allowing flexibility on the timing of rebasing
in combination with the Board's existing price cap incentive
regulation gives a consolidated entity time to retain savings to offset
costs while protecting the interests of consumers.

2.3.2.2 The Regulatory Treatment of Infrastructure Investment

The Board issued its “Report of the Board on the Regulatory
Treatment of Infrastructure Investment in connection with the Rate-
regulated Activities of Distributors and Transmitters in Ontario” in
2010.

-13-
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Foundations in Place for Performance-Based Regulation

The alternative cost recovery mechanisms identified in the report

include:

« Accelerated cost recovery mechanisms: construction work in
progress (“CWIP”) and pre-commercial expenses, and adjusting

depreciation; and

- Incentive mechanisms: project-specific return on equity and

project-specific capital structure.

The regulatory framework set out in the report builds on the Board’s
existing framework by augmenting “conventional” cost recovery
mechanisms with a range of “alternative” cost recovery
mechanisms designed to facilitate appropriate infrastructure

investment by distributors and transmitters.

2.4 Empirical Tools

The Board’s regulatory oversight of electricity transmitters and
distributors is supported by regulatory reporting and record-keeping

requirements and benchmarking.

2.4.1 Regulatory Reporting and Record-Keeping

The Electricity Reporting and Record Keeping Requirements
(“RRR”) set the minimum reporting and record keeping
requirements with which a licensee must comply. Other reporting
and record keeping requirements specific to a licensee may also be
contained in codes, individual licences or regulatory instruments

specific to a licensee (for example, in a rate order).

November 8, 2011 -14 -
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Foundations in Place for Performance-Based Regulation

Most of the information filed is placed on the public record and
therefore is available to any person to review. A limited amount of

information is treated in confidence by the Board.

For electricity distributors, RRR data provided regularly to the RRR data provided

Board includes accounting and financial data, service territory regularly

statistics, service quality indicator data, and affiliate transaction

information.

For electricity transmitters, information regularly provided to the

Board includes certain deferral account balances and affiliate

transaction information. The scope of information filed by

transmitters is smaller than electricity distributors. Development of

electricity transmission reporting requirements may be considered

in the future.

Since 2005, the Board has published annual Yearbooks of Yearbooks of

Electricity Distributors and Yearbooks of Natural Gas Distributors Distribilticrtsﬂglntg

which provide interested parties and the general public with Yel\lfgtzcr’glké ;S‘j

financial and operational information collected from distributors. Distributors

Information presented in the Yearbooks is compiled from data

submitted through the RRR.

2.4.2 Benchmarking

Building on electricity distribution sector work that was started in Electricity
Distribution

2005 on the potential use of “comparators and cohorts” analyses
for the purposes of informing rate rebasing proceedings, staff

began a consultation process on the comparison of distributor costs
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Foundations in Place for Performance-Based Regulation

in November, 2006. Board staff retained expert consultants, who
used data provided by staff to stakeholders as the basis of the
benchmarking work. The resultant report released in March 2008,
entitled “Benchmarking the Costs of Ontario Power

Distributors® features benchmarking models that continue to be
used by the Board in setting rates for electricity distributors under

the Board'’s incentive regulation plan discussed in section 2.3.

At the February 2" stakeholder meeting, staff discussed whether Recognition of
- . distributor
the framework for defining and measuring performance would diversity

consider company diversity and variable timeframes on potential

performance options to reflect the varying levels of utility Future plans to
develop an Ontario
TFP and total cost

endeavoured to establish a regulatory framework that features benchmarking

investments, utility size and utility investment plans. The Board has

benchmarking for the electricity distribution sector which accounts
for differences amongst electricity distributors. Staff believes that
developing a renewed framework should appropriately build on this
work. Staff also notes that in its July 14, 2008 Report of the Board
on 3" Generation Incentive Regulation for Ontario’s Electricity
Distributors (EB-2007-0673), the Board anticipated important
refinements by 2012 to empirical work on the electricity distribution
sector, including total cost benchmarking, an Ontario total factor
productivity (“TFP”) study, and input price trend research. In its
January 28, 2009 Addendum Report of the Board on 3" Generation
Incentive Regulation for Ontario’s Electricity Distributors (EB-2007-
0673), the Board advised stakeholders that it expects to begin work
on the development of total cost benchmarking over the course of
the 3" Generation IR, that it will carry out its review in consultation
with stakeholders, and that the review is to include matters already
identified by stakeholders earlier in the EB-2007-0673 consultation

process.
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Benchmarking has also been carried out by the province’s largest Hydro One
. : Networks’
transmitter, Hydro One Networks. In its 2009-2010 Revenue Transmission

Requirement & Rate Application (EB-2008-0272) to the Board,
Hydro One Networks included information on and the results of
benchmarking studies that it had carried out in response to prior
Board direction. In that application, Hydro One reported that it
“commissioned execution of a benchmark study of its transmission
operations, designed to compare performance of large transmission
operators on a range of performance indicators including costs,
reliability and safety. In addition, the study was designed to
investigate the state of the industry with respect to workforce
productivity measurement and ultimately, productivity levels
achieved by the large transmission operators.” Hydro One also
noted that “these benchmarking studies have begun an evolution
toward a more comparative basis for understanding the

performance of Hydro One.”®

The Board used a benchmarking approach in its EB-2009-0326 Benchmarking to

. o , : set a single
proceeding on the determination and implementation of a province-wigde
distribution rate for embedded generators having a nameplate regulated charge

capacity of 10 kW or less. In the Board’s February 23, 2010
Decision and Order (the “Decision”), the Board found that a single,
province-wide fixed monthly charge for all electricity distributors
would be determined, based on the customer weighted average of
nine cost elements determined by the Board to be appropriate for
this purpose. To enable it to determine the level of the province-

wide fixed monthly charge, the Board ordered distributors to

®> EB-2008-0272 Hydro One Networks Inc., 2009-2010 Transmission Revenue
5equirement & Rate Application Exhibit A, Tab 15, Schedule 2, p. 1.
Ibid. p. 2.
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provide the value of each of the cost elements. In the interests of
practicality, the Board decided that the calculated rate would be
acceptable if it were based on input representing at least one third
of the electricity distributors and at least one half of all residential
electricity customers in the province. The Board received cost
element values sufficient to meet this requirement and used the
data to calculate the monthly charge in accordance with the Board’s
Decision. The resultant province-wide fixed monthly charge for all
electricity distributors related to the microFIT Generator rate class
was set and approved by the Board on March 17, 2010 at $5.25 per

month.

2.5 Performance Reviews

The timing and context for potential reviews by the Board of
electricity transmitter or distributor performance is discussed below

in no particular order.

The contexts for reviews include audit, compliance and potentially
enforcement, policy development, and in response to applications

from transmitters and distributors.

2.5.1 Audit Reviews

The Regulatory Audit & Accounting unit monitors the financial
performance of the electricity and gas sectors in Ontario, performs
an annual risk assessment of the regulated entities to inform the
audit planning process, and conducts audits related to the financial

and non-financial performance of regulated entities.
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Monitoring and risk assessment are done in part by analyzing,
assessing and interpreting both financial and other performance
information provided to the Board by regulated entities, consumers
and stakeholders through the Board’'s RRR processes and/or Board

proceedings.

The results of individual audits are shared in draft, for confirmation
of factual accuracy, with the audited entity. The auditor's views are
finalized and, where applicable, the report is provided to the
management of the audited entity for formal response and inclusion
of an action plan developed by the audited entity. The results of
engagements are reported to the Board. Where findings are of a
compliance nature, they are referred to a compliance process.

2.5.2 Compliance and Enforcement Policy and Process

The goal of compliance and enforcement is to ensure adherence to
statutory and regulatory requirements that have been established to
protect the interests of consumers and other market participants.

Compliance Process

As part of its compliance process, the Board: (a) monitors whether Monitoring of

. . _adherence to “core
regulated companies adhere to their core performance standards; performance
(b) works cooperatively with regulated companies to ensure they standards”

understand and meet their core performance standards; (c)
investigates allegations of non-compliance; and (d) undertakes
enforcement action where appropriate. Board staff also strives to:
(a) provide information and guidance to regulated companies about

the core performance standards; (b) identify and report emerging
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policy issues to the Board; and (c) recommend amendments to

regulatory requirements where appropriate.

The Board has also used self-certification processes to ensure Self-certification
compliance (e.qg., Affiliate Relationships Code compliance processes
certification) and to facilitate timely implementation of certain policy

objectives (e.g., Ontario retail electricity market readiness, Green

Energy Act implementation readiness, and monthly reporting

requirements in relation to smart meter deployment and the

application of time-of-use pricing).

Issues brought to the Board’s attention proceed through an initial Compliance
fact-finding, review, and assessment process. Compliance matters reviews
may be resolved through: established processes for handling

consumer complaints; informal resolution involving Board staff; or

assurance of voluntary compliance (as per section 112.7 of the Act).

An issue may also be referred to the Board where it is necessary to

clarify an existing policy or to develop a new policy relating to

applicable regulatory requirements. Where an issue cannot be

resolved, Board staff may recommend enforcement action pursuant

to Part VII.1 of the Act.

Enforcement Process

The objective of the enforcement process is to hold accountable
persons who breach their statutory or regulatory requirements.
Enforcement may be pursued for non-compliance with a statutory
or regulatory requirement that has not been resolved through

means other than enforcement.
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As a result of an enforcement hearing, if the Board is satisfied that ~ Board may make
a person has contravened, or is likely to contravene, an an Order
enforceable provision, the Board may make an order requiring the

person to come into compliance. Where the Board is satisfied that

a person has contravened an enforceable provision, the Board may

make an order suspending or revoking the licence, or make an

order requiring a person to pay an administrative penalty.

Regulation 331/03, made pursuant to the Act, establishes rules for Administrative

. . . enalties
determining the amount of an administrative penalty for a g
contravention of an enforceable provision and provides the

following schedule of ranges of administrative penalties:

Table 2: Ranges of Administrative Penalties

Deviation from the requirements of the enforceable
provision that was contravened

Major Moderate Minor

Potential to .
adversely Major $15,000 - $20,000 | $10,000 - $15,000 @ $5,000 - $10,000
affect
consumers,
persons Moderate $10,000 - $15,000 | $5,000 - $10,000 | $2,000 - $5,000
licensed
under the
Act or other Minor $5,000 - $10,000 @ $2,000 - $5,000 $1,000 - $2,000
persons

In imposing an administrative penalty, the Board is required to
determine whether the contravention was a major, moderate or
minor deviation from the requirements of the enforceable provision,
and whether it had a major, moderate or minor potential to
adversely affect consumers, persons licensed under the Act, or
other persons.
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2.5.3 Regulatory Policy Development

Regulatory policy can take the form of binding instruments and non- Development of &

binding instruments. As discussed in a report entitled, “A Report
with Respect to Decision-Making Processes at the OEB” released
by the Board in September, 2006

« Codes, rules and orders in hearings dictate a binding general

framework for application to specific circumstances.

- Guidelines, statements of Board policy and sometimes reasons
(as distinct from orders) provided by Board panels in hearings
serve to guide determinations made by Board members in
specific circumstances, and to shape applications submitted to
the Board. While non-binding, these forms of regulatory policy

reflect the thinking of the full Board, and thus:

« encourage consistency in the disposition of individual

applications; and

- enhance transparency and predictability for the benefit of

the industry.

Generally the resultant policy sets out requirements on and/or for
all companies in the subject sector. Therefore, the process used to
develop the policy is designed to take into consideration the

potential implications on company performance.

Development or refinement of regulatory policies generally involves

consultation with stakeholders. These consultation processes rely

" This report is available on the Board’s web site: A Report with Respect to
Decision-Making Processes at the OEB.
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heavily on research carried out by staff with the assistance of
experts and by stakeholders. While, for the most part, the topics of
discussion in policy development consultation processes are at
such a level as to apply broadly, consideration of company
performance and capabilities are common to those discussions.

2.5.4 Application-Specific Proceedings

Reviews of performance are generally carried out in hearings held
in response to applications to the Board from utilities for approval
of:

- rates charged by the utility;

« infrastructure facilities; or

- issuance of, or amendment to licences.

In addition to the information filed by an Applicant during a hearing, Hearings informed

. ) ) ) by RRR filings &
staff, intervenors, and the Board may be informed by information on benchmarking
the public record from other sources including the Board's RRR

filings and/or benchmarking studies.

Intervenors and Board staff may use various means to test the
reasonableness of an applicant’s proposed work plans and
associated costs. Generally, intervenors test the application for
consistency of requests, facts, and numbers, and consistency with

Board policies and guidelines, Board decisions, and constituency
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interests. Among other matters, analysis will focus on reviewing
year-over-year changes and comparing resultant trends in utility
spending and performance. In effect, intervenors are carrying out a

form of benchmarking in their review.®

8 Shepherd, Jay and Bill Harper. Review of Applications. SOAR/OEB
Applications Training for Electricity Distributors. June 10, 2010.
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3 Issues for Consideration

Objectives for a Renewed Regulatory Framework

As noted in the attachment to the Board’s cover letter for this paper,
the Board has a set of statutory objectives that are prescribed in the
Act.

As previously noted in the attachment to the Board’s cover letter for
this paper, an overarching objective for a renewed regulatory
framework for electricity is to ensure that network investment is
prioritized on a basis and proceeds at a pace that has regard to the
total bill impact on consumers. In its October 27" Letter, the Board
noted that it “has completed a number of initiatives to integrate the
environmental objectives of the Green Energy Act with the Board’s
more traditional mandate regarding economic efficiency, cost
effectiveness, and consumer protection. It is now time for the Board
to further integrate its objectives into a renewed regulatory
framework which reflects the significant role network investment will

have in the years to come”.

To ensure that the Board’s rate-making policies continue to
facilitate the cost-effective and efficient implementation of Board-
approved plans, and in light of the overarching objective for a
renewed regulatory framework, this section of this paper discusses
various considerations in relation to setting standards for
performance and efficiency, providing appropriate incentives, and

reviewing performance.
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An Outcome-Based Approach

An outcome-based approach will focus on outcomes as well as
outputs. For the purposes of discussion, “outputs” are the goods or
services that companies provide to their customers and “outcomes”
are the end-states experienced by either customers or the
companies themselves once the outputs have been provided®.
Working definitions for these and other the commonly used terms
when talking about defining and measuring performance are

presented in section 3.1.

An outcome-based approach focuses on “results”; not merely An outcome-based
“activities” carried out to achieve the results. Consequently, an approach
outcome-based approach can in the short-term show a regulated
company’s effect on its customers and in the long-term its impact

on the market.

The Board would assess a regulated entity’s performance based on
that company’s achievement of outcomes as well as its production
of “outputs”. The objective, then, of an outcome-based approach
is to link utility efficiency in its production of outputs to the intended
results, reflecting the utility’s effectiveness.

As noted in the Concept Paper, “[a]n outcome-based regulatory
approach is therefore compatible with the desire to be more pro-
active and responsive to consumers’ preferences, as in competitive

markets."*°

° Concept Paper, p. 15.
19 pid., p. 16.
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Criteria for Policy Framework on Defining and Measuring
Performance

Regulation that promotes economic efficiency in the energy sector
ultimately serves the best interests of ratepayers, investors and the
province as a whole. Incentive regulation, benchmarking and
service quality standards are all tools that contribute to the

advancement of that aim.

Building incrementally upon the foundations in place described in
Chapter 2, staff believes that the Board’s statutory responsibility is
best fulfilled, and its statutory objectives in relation to electricity are
best promoted, using an outcome-based approach with multi-year
rate-setting that is designed on the basis of the guiding concepts
already presented in the attachment to the Board’s cover letter for

this paper.

Consistent with this view of an incremental approach, reflected in Four criteria
this paper is staff’s belief that the Board’s approach to defining and

measuring performance should be sustainable, predictable and

effective. Also, it should be practical to the extent possible without

sacrificing the other criteria.

A sustainable framework is flexible and reasonably able to handle
changing and varied circumstances, while ensuring that the
principles underlying the method by which performance is defined

and measured are consistent between transmitters/distributors.

A predictable framework facilitates planning and decision-making

by transmitter/distributors and their customers.
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An effective framework encourages transmitters/distributors to
implement efficiencies and allocates the benefits from greater
efficiency between the transmitter/distributor/shareholder and
ratepayers in an appropriate manner. An effective framework also
provides for prudent capital investment as required to ensure
necessary infrastructure development and to maintain an

appropriate level of reliability and quality of service.

Without sacrificing the other criteria, under a practical framework,
a transmitter’s/distributor’s costs of administration should not

exceed the benefits.

3.1 Working Definitions to Assist Consultations

Defining Performance

What is utility performance and will we know it when we see it?**

To effectively explore this question, staff thinks it is important to first
ask: what is meant by some of the commonly used terms when
talking about defining and measuring performance? In particular,
what is meant by terms such as “outputs” and “outcomes”,
“standards” and “performance”, and “productivity” and “efficiency”?
Terms like these are central to a discussion on performance, are
not specifically defined in legislation or regulation. Given the often
varied usage of some of these terms, as a springboard for

discussion, below is a set of working definitions.

" This question is paraphrased from an essay on regulatory quality published by
the National Regulatory Research Institute (“NRRI"), entitled “Utility Performance:

Will We Know It When We See It?".
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Table 3: Working Definitions to Assist Consultations
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Term

Efficiency

Economic
Efficiency

Allocative
Efficiency

Productive
Efficiency

Effectiveness

Outcomes

Outputs

Working Definition

means getting the most out of the resources used.*?

Also, in general “efficiency” describes the extent to which time
or effort is well used for an intended task or purpose. The term
is also often used to relay the capability of a specific effort to
produce a specific outcome effectively with a minimum amount
of waste, expense, or unnecessary effort. "Efficiency" has
widely varying meanings in different disciplines.

the extent to which a given set of resources is being allocated
across uses or activities in a manner that maximizes whatever
value they are intended to produce, such as output, market
value, or utility. Contrasts with engineering efficiency, which
focuses within a single activity on the output it produces per
unit input.*®

Economists typically distinguish between two types of
efficiency: productive efficiency and allocative efficiency.**

a theoretical measure of the benefit or utility derived from a
proposed or actual selection in the allocation or allotment of
resources. ™

refers to the degree to which a firm produces the maximum
potential output given available technologies.*

in general “effectiveness” refers to the capability of producing
an outcome, and is frequently used in relation to the degree to
which something is capable of producing a specific, desired
outcome.

the end-states experienced by either customers or companies
themselves after outputs have been provided. For example,
“customer satisfaction” (measured by service quality indicators)
experienced by a customer as a result of “delivered electricity”
would be an example of an outcome.*’

the goods or services that firms provide to their customers. For
example, “delivered electricity” (measured in kwh) would be an
example of an output.*®

'2 The Economist, Economics A-Z.

'3 Deardorffs' Glossary of International Economics.

4 Concept Paper, p. 14.

!> Markovits, Richard. Truth or Economics: On the definition, prediction, and
relevance of economic efficiency. New Haven: Yale University Press. 2008.
This definition incorporates both the “supply-side” and “demand-side” aspects of
allocative efficiency discussed in the Concept Paper, pp. 24-25.

'8 Concept Paper, p. 24.

7 Ibid., p. 15.
18 bid.
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Term Working Definition

Performance refers to how efficiently and effectively a company is achieving
the desired goals/outcomes/objectives.®

Productivity measures the transformation of inputs into outputs. *°

Standard a quantitative benchmark that is used to evaluate how
effectively regulatory objectives are being achieved. *

Staff does not intend to reach a final conclusion as to the precise
definition of these terms, but rather to land on broadly acceptable

“working” definitions for use in this consultation.

3.2 Setting & Measuring Standards for Performance

With regard to setting standards for performance, this section of the

paper considers the overall issue of:

« What should the Board consider when setting new or refining
existing standards for service and/or cost performance for

distributors and transmitters?

Measuring standards for performance is also considered.

To examine this question, it may be helpful to briefly review
common dimensions of utility performance. A paper published in
August, 2010 by NRRI is useful for this purpose. Below, is a table
reproduced from “Where Does Your Utility Stand? A Regulator’s
Guide to Defining and Measuring Performance” (the “NRRI Paper”)

that summarizes a view on different dimensions of performance.

9 1pid., p. 22.
2 |pid.
2 |bid.
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Table 4: NRRI Summary of Information on Performance Dimensions#

Performance | Definition Measures Data Sources
Dimension
Reliability Reliability is a e Outage indices o Utilities
system’s ability to | « Power quality e NERC
consistently indices
perform as
intended without
degradation or
failure.
Safety Safety is a state of | e Public safety o Utilities
being certain that measures e OSHA
the utility’s e Employee safety
operations will not measures
harm the public,
employees, or the
environment.
Customer Customer e Customer o Utilities
Satisfaction | satisfaction complaints ¢ J.D. Power and
indicates how e Call center Associates’
content customers performance surveys

are with their
utilities’ services.

e Appointments

¢ Metering and
billing accuracy

e Emergency
response

¢ Results of
customer surveys

Financial The state of the e Liquidity e SEC Form 10-
Health utility’s financial e Equity K
health indicates e Leverage e FERC Form 1
whether a utility's | o variable-rate debt |  RUS Form 12
financial position is | ¢ Return and e RUS Form 7
adequate for it to valuation
fulfill its public « Credit ratings
service obligation.
Costs Costs are the e Utility total costs e FERC Form 1

value of resources
(including labor,
capital, and
materials) that go
into the production
of the utility’s
services.

e Different
categories of
costs

e EIA Form 923
e RUS Form 12
¢ RUS Form 7

22 shumilkina, Evgenia. National Regulatory Research Institute. “Where Does
Your Utility Stand? A Requlator’s Guide to Defining and Measuring

Performance”. August, 2010. p. 4.
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Performance | Definition Measures Data Sources
Dimension
Plant Plant performance | ¢ Equivalent forced | ¢ NERC
Performance | indicates how outage rate on e EIA Form 860
efficiently a utility demand e EIA Form 923
operates its plants. | e Equivalent forced
outage rate on
peak
e Heat rate
e Outage rates
¢ Availability factor
e Capacity factor
e Economic
efficiency
Innovation Introduction of e R&D spending e FERC Form 1
new processes or | e R&D effectiveness
technologies that index
make a utility o Number of patent
operate more applications
efficiently.
Asset The evaluation of e Evaluation of the o Utilities
Management | a utility’s asset whole asset
management management
practices indicates process
how efficiently a e Evaluation of
utility manages its specific aspects of
assets. asset
management

These dimensions are common considerations in application

proceedings. Staff suggests that Table 4 provides a reasonable list

of common dimensions of utility performance.

3.2.1 Current Standards for Performance in Ontario

As stated previously, for the purposes of this paper, the minimum

requirements set out in the Board’s codes, identified in Figure 1 and

Figure 2 on page 6, for licensed electricity transmitters and

distributors in relation to various regulated and unregulated

activities are considered minimum standards in the context of

November 8, 2011
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defining and measuring performance. As such, these minimum
requirements establish core performance standards for
transmission and distribution businesses. Among other matters,
these core performance standards address quality of service to
customers, transmitter or distributor efficacy in delivery of service to
customers, and cycle-times®® experienced by customers in certain

processes.

The Board’s current foundation for electricity distribution service
quality regulation, described in section 2.2 is comprised of
customer-centric “quality” standards for performance common in

regulation of network service providers.

The Board’s codes generally set out minimum conditions that a
transmitter or distributor must meet in carrying out its obligations
under its licence. Unless otherwise stated in the licence or a code,
these conditions apply to all transactions and interactions between
a transmitter or distributor and its customers. Most of those
conditions are specific to the manner in which services are
“delivered” to customers. Some conditions prescribe “cycle-times”
for processes in whole or in part. The tables of contents for the
distribution system code and the transmission system code are

reproduced in Appendix C for information purposes.

In addition to the core performance standards set out in the Board’s
codes, a standard for productivity is a feature in the Board’s current
incentive regulation plan for electricity distributors, described in
section 2.3.2: the X-factor. Generally, the X-factor has two main

components: the productivity factor and the stretch factor.

2 Cycle-time can refer to the amount of time between the start and completion of
a process or between events in the process.
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The productivity component of the X-factor is intended to be the
external benchmark which all firms are expected to achieve. Itis
derived from objective, data-based analysis that is transparent and
replicable. Productivity factors are typically measured using
estimates of the long-run trend in TFP growth for the regulated

industry.

The stretch factor component of the X-factor is intended to reflect
the incremental productivity gains that firms are expected to
achieve under incentive regulation and is a common feature of
incentive regulation plans. These expected productivity gains can
vary by company and depend on the efficiency of a given company
at the outset of the incentive regulation plan. Stretch factors are

generally lower for firms that are relatively more efficient.

At the February 2™ stakeholder meeting staff noted that this
consultation should also be about cost containment and that
therefore performance metrics should consider how effectively
companies manage their costs. Staff suggests that productivity and

cost efficiency benchmarks may serve this purpose.

3.2.2 Potential Considerations When Adopting Standards

Staff believes that a key challenge in developing standards is to
strike a reasonable balance between establishing sufficient
uniformity and direction and to minimize unnecessary effort while
allowing sufficient flexibility such that an individual transmitter or
distributor will be able to make business decisions and

accommodate conditions unique to its service area.
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Chapter 4 of the Concept Paper sets out a number of principles that Concept Paper
should be kept in mind when regulators consider adopting
standards (and/or setting deadbands?*) in utility regulation,

including:

- To the extent possible, standards should endeavor to replicate

the outcomes of markets;

- Standards should be related to aspects of service that
customers value and encourage efficient long-run cost

performance;

- Standards should be as stable as possible over time so that
companies have a reasonable amount of time for the results of

their actions to come to fruition;

« If a benchmark level is set for a standard, it should be set to
ensure that companies have “room to outperform” the standard.
Also, the benchmark should be calculated on the same basis as
the measure of the standard (i.e., indicator); and

- Standards should reflect external business conditions (i.e.,
factors beyond management control) in a utility’s service

territory.

In a paper prepared for CAMPUT (the “CAMPUT Paper”), the CAMPUT Paper
authors summarize selection criteria they used to identify

performance metrics they believe would be most useful and

2 A deadband is a range around a performance standard within which
performance fluctuations are acceptable.
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practical for use in benchmarking utility performance by regulators.

Among other matters, the authors note that?>:

« Metrics should be measureable by each utility, and should help
them in running their business (i.e. they should be tracked and
used internally, as well as for regulatory reporting); and

« Results should be understandable to everyone, (in other words,
not a “black box” model creating an index that is unexplainable

to the average observer).

In the RIIO Handbook, Ofgem sets out the principles it will consider
when setting primary outputs®®. To the extent possible, primary
outputs are to be material, controllable, measurable, comparable,
applicable, compatible with the promotion of competition, and

legally compliant.

The NRRI Paper also identifies a number of factors that regulators
can take into consideration when selecting measures of utility

performance®’. Among other considerations:

« The resultant suite of measures evaluates performance from as
many angles as possible (given the resources available) in

order to obtain a complete picture;?®

% First Quartile Consulting, LLC and Elenchus Research Associates, Inc.
Benchmarking for Regulatory Purposes. April, 2010., p. 42.

% |n RIIO, Ofgem’s use of the term “output” is similar to our use of the term
“outcomes”