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Tuesday, February 25, 2013

--- On commencing at 9:31 a.m.

MS. CONBOY:  Please be seated, everyone.  Good morning, everyone.  Good morning, panel. 

     Have we got any preliminary matters before we get started today?  Thank you.

Have we got an order for cross-examination?  

     MR. COYNE:  I'm sorry, I did want to respond to a question Ms. Sebalj had asked yesterday.  Could I respond to it now, by virtue of verbal undertaking response?


MS. CONBOY:  Sure.


MR. COYNE:  She asked me for confirmation of a number, and I just wanted to offer that back to her. 

     MS. CONBOY:  Please go ahead, Mr. Coyne. 

     MR. COYNE:  You had asked if Enbridge's capital cost share was 65 percent in 2011; in fact it was 66 percent.  It had ranged between 53, I believe, and 68 over the entire decade, but you were essentially correct in that number. 

     MS. SEBALJ:  Thank you so much for that.

Madam Chair, I am advised that Mr. Thompson is on the way, but I believe Mr. Janigan is starting us off this morning. 

     MS. CONBOY:  Okay.  Great.  Thank you very much.

Mr. Janigan, I think I have you down for three quarters of an hour. 

     MR. JANIGAN:  That's correct.  I don't anticipate that I will be the full three quarters of an hour, Madam Chair. 

     MS. CONBOY:  Thank you.

Before I forget, I did want to advise everybody that today we do have a hard stop at noon, and we will be breaking for an hour and 15 minutes at lunch.

Please go ahead, Mr. Janigan. 

     MR. JANIGAN:  Thank you very much.

I have a couple of items, one compendium of materials which involve documents that I am going to be asking Mr. Coyne to comment on, that's marked as "VECC compendium of materials, panel 1A."

     And perhaps I could have that marked.

     MS. SEBALJ:  Yes.  We are just making sure that the Panel has copies. 

     MS. CONBOY:  We do.  Thank you, Ms. Sebalj. 

     MS. SEBALJ:  Oh, you do already? 

     MS. CONBOY:  Yes. 

     MS. SEBALJ:  That will be K4.1.

EXHIBIT K4.1:  VECC COMPENDIUM OF MATERIALS, PANEL 1A.

     MR. JANIGAN:  And the other document is for Dr. Kaufmann, and it is an excerpt from a study done by Ken Costello of the National Regulatory Research Institute in June of 2010.

I wonder if I could have that excerpt marked. 

     MS. SEBALJ:  K4.2. 

EXHIBIT NO. K4.2:  EXCERPT FROM A STUDY BY KEN COSTELLO OF THE NATIONAL REGULATORY RESEARCH INSTITUTE, JUNE 2010.
     MR. JANIGAN:  Thank you very much. 

     MS. CONBOY:  Thank you.

ENBRIDGE GAS DISTRIBUTION INC. - PANEL 1A, resumed


Lawrence Kaufmann, previously affirmed

Jim Coyne, previously affirmed


Julia Frayer, Previously Affirmed


CROSS-EXAMINATION BY MR. JANIGAN:
     MR. JANIGAN:  Dr. Coyne, first, in dealing with your 

evidence I notice that your executive biography didn't contain the usual list of testimony that I have seen in your cost of capital evidence and in your evidence before Hydro Quebec and Gaz Métro, et cetera. 

     MR. COYNE:  Yes.  It was an abbreviated bio at the back of the report. 

     MR. JANIGAN:  Okay.  And I've retrieved from Hydro Quebec, the filings, the curriculum vitae that you filed in that proceeding, and that is effective April the 19th of 2013; would that be correct?  

     MR. COYNE:  Yes, it would. 

     MR. JANIGAN:  Okay.  Now, as I understand it, you have been qualified as an expert in relation to DSM, or retained as an expert in DSM by this Board?  

     MR. COYNE:  That's true. 

     MR. JANIGAN:  And you have been retained on a number of occasions, both in this Board and elsewhere, as an expert in cost of capital?  

     MR. COYNE:  That's correct. 

     MR. JANIGAN:  And you are testifying in this proceeding as an expert in incentive-based ratemaking and productivity?  

     MR. COYNE:  Correct. 

     MR. JANIGAN:  Normally, we don't see one person being expert in all of these fields.  Can you comment on that fact?

     MR. COYNE:  Perhaps I am unusual.  

     MR. JANIGAN:  Okay. 

     MR. COYNE:  I do cover a breadth of issues in the utility industry.  I have been working at this for some time.  I am an economist that is broadly trained in both power and the gas industries, having worked at it for three decades.  So I do testify on a breadth of issues.  

The common elements are rate policy, ratemaking, quantitative analysis, I think; probably cut across all 

of those. 

     MR. JANIGAN:  Well, in particular in relation to productivity, productivity, as I recall from the initial price cap proceedings both in telecom and energy, is an extremely complex and expert area.  As I understand it, it was one of the main reasons why the FCC decided to get away from oral hearings altogether, because it was impossible to cross-examine. 

     MS. CONBOY:  Mr. Janigan, in the Board's last PO, we did ask parties, if they had concerns about the experts' qualifications, that they notify the Board. 

     Is this -- can you assist me in where you are going with this cross-examination?

     MR. JANIGAN:  Certainly.  It goes to -- I am not contesting Mr. Coyne's status as an expert witness. I am simply -- this goes simply to weight. 

     MS. CONBOY:  Thank you.  And I am not sure if you've got that other microphone on, that is being -- 

     MR. JANIGAN:  Picking up paper rustling? 

     MS. CONBOY:  It is.  I think it is harmful to Teresa's ears.  Thank you.  Please go ahead. 

     MR. JANIGAN:  Thank you.

Back to productivity, this is a fairly complex and expert area.  I mean, would you not agree?

     MR. COYNE:  It is.  It is quantitative mathematics, economics.  My training is in quantitative economics.  

     MR. JANIGAN:  Okay.  And in terms of testimony, can you point out to me on your resume where you have given testimony in relation to incentive ratemaking and productivity?

     MR. COYNE:  Sure.  Prior to this proceeding, I testified in a proceeding as a policy witness for Hydro Quebec, pertaining to both cost of capital and, in terms of rate policy, pertaining to generating efficiency and productivity for the company on a going-forward basis. 

     MR. JANIGAN:  Was that involving some sort of formula-based ratemaking or --

     MR. COYNE:  No.  At this point in time, they're adopting -- they're at an earlier stage of dealing with performance ratemaking in Quebec. 

     They're at a -- they're contemplating, at this point in time, an earnings sharing mechanism and then from there going into a -- perhaps something that would look like a full form performance-based ratemaking plan.

So we are serving as their policy witness in that regard. 

     MR. JANIGAN:  Okay.  

     MR. COYNE:  Prior to that, we worked for Gaz Métro -- I worked for Gaz Métro, analyzing the settlement agreement that the company had reached regarding -- with all of its stakeholders regarding its next generation incentive regulation plan.  

So we submitted an expert report to the company, providing an evaluation of the options that they had established for that next plan. 

     MR. JANIGAN:  I take it that wasn't testimony before the Board?  

     MR. COYNE:  No, it was an expert report to the company, and the settlement agreement was ultimately -- was ultimately not approved by the Board. 

     MR. JANIGAN:  And the other one in Hydro Quebec, was that testimony?  

     MR. COYNE:  Yes, it was. 

     MR. JANIGAN:  Okay. 

     MR. COYNE:  Yes, both oral and written.

And then prior to that, I believe you have the decision -- a decision here pertaining to Vermont.  I worked for Vermont Gas Systems as their policy analyst, and also quantitative analyst in terms of their first generation IR plan that they established and recently rolled over. 

     MR. JANIGAN:  So you presented testimony in that proceeding?  

     MR. COYNE:  I did. 

     MR. JANIGAN:  And it ended up being settled, so it didn't go before the board – well, it went before the board to approve the settlement, I take it. 

     MR. COYNE:  It did, yes. 

     MR. JANIGAN:  As I understand it from reading this decision, which is also appended to this compendium, that the result of that settlement was an I versus X -- why do I always say "versus"?  An I-X formula plan for incentive ratemaking?

     MR. COYNE:  Not exactly.  The Vermont solution was a 

projected revenue cap per customer, and the projected revenue cap per customer was based -- that was based on an I-X derivation.

But there was also an annual true-up in that plan, so that each year the company would file its cost of service, and based on the difference between the actual requirement and that projected under the I-X formula, there was a dead band -- ROE was the measure of those differences and there was a dead band established of 50 basis points, and then earnings were shared between 50 and 200 basis points, both in the downside and the upside.  

Anything over 200 basis points was for the full account to ratepayers.  

     MR. JANIGAN:  And that went to a settlement, and on to the board for approval.  

In Hydro Quebec, that involved a -- you had to set out evidence with respect to productivity, but it wasn't a design, an incentive ratemaking mechanism?

     MR. COYNE:  Yes.  There the evidence that we put out was around incentive ratemaking and policy guidelines associated with these programs.

It is really serving as a precursor to the next stage of the process with Hydro Quebec, where they're in -- they're currently in stakeholder discussions with their constituents, and I believe the next stage of that is going to be something that represents a -- more of a full-blown PBR process. 

     MR. JANIGAN:  Is there any other tribunal or board in which you presented evidence for incentive ratemaking?  

     MR. COYNE:  I believe those are the primary ones.  Those are the ones that I certainly recall. 

     MR. JANIGAN:  So this would be the first proceeding where you have a full-blown incentive ratemaking proposal which you have given an opinion on which will be going before the Board for a decision, without settlement?  

     MR. COYNE:  When you say "full-blown incentive ratemaking" --

     MR. JANIGAN:  Well, as I understand it, your Hydro Quebec testimony was a precursor to the actual ratemaking or design of a mechanism that would be put before the Board for approval.  

     MR. COYNE:  Well, it was to give them a framework for establishing that mechanism, yes. 

     MR. JANIGAN:  Okay.  But this would be the first proceeding where you have a mechanism that's been put before the Board and your testimony is to support it, and the Board will be determining it on the basis of the contested proceeding?  

     MR. COYNE:  I guess I'm trying to understand how you are distinguishing full-blown testimony.  

     MR. JANIGAN:  Well, if the adjective is misleading, then perhaps you can eliminate that and just look at a rate-setting incentive mechanism for the Board to either approve or disapprove in accordance with the evidence on the record.  

     MR. COYNE:  Well, just to back up, in the case of Vermont it was submitted to the board and ultimately went to settlement, and the analysis and recommendations that we had put forward were adopted in the settlement and by the board.

In the case of Hydro Quebec we're still waiting for their decision. 

     MR. JANIGAN:  Okay.  And that's it, in terms of your testimony and experience in relation to this area?  

     MR. COYNE:  Well, I guess I could go back through my resume.  I think those are certainly representative. 

     MR. JANIGAN:  Okay.  Why did you leave out this portion of your report -- this portion of your CV in this particular proceeding?  It seems to have been included in all the rest of your proceedings that you have testified. 

     MR. COYNE:  Our report that was submitted here was submitted as an expert report, so we had -- it was long enough as it was.  That's why we put biographies at the back of the report.  And it's oftentimes as a matter of routine the full resumes are requested.  They just weren't in this case.  

     MR. JANIGAN:  Ms. Frayer, I have a question for you arising from your evidence and your testimony yesterday, and it involves, first of all, the SEIM. 

     And as I understand it, the SEIM is meant to address the incentive for the company to reduce efficiency measures towards the end of the term by taking measures within their operational control; would that be correct?  

     MS. FRAYER:  The SEIM has the ultimate goal of incentivizing sustainable longer-term efficiency incentive -- efficiency gains or productivity initiatives.  From a mechanical perspective, one of the goals, I think, is the same -- if I can restate your question -- is to ensure that there isn't a weakening of incentives towards the end of the term, to seek out those productivity initiatives.

     Another, I think, element of that that is complementary, if you will, is also to ensure that it's not just short-term cost-cutting types of productivity initiatives that are taken on by the company, but also productivity initiatives that have sustainable longer-term benefits for ratepayers.  

     MR. JANIGAN:  The fear that that SEIM addresses is that the company can use its operational control to reduce its efficiency measures towards the end of the term of the rate -- the end of the term of the ratemaking period?  

     MS. FRAYER:  Yes.  There's a, well, I guess a theoretical consideration that as the company approaches the end of the term. it may determine or decide that certain initiatives shouldn't be contemplated and commercialized until the next ratemaking regime, because of course at rebasing any type of cost reductions that the company makes will be -- I want to use the word "recaptured" for the benefit of the ratepayer.

     MR. JANIGAN:  And would you agree there is probably some objective evidence that shows that companies have a tendency to do this under a long-term ratemaking period?  

     MS. FRAYER:  I believe there is what I would call anecdotal evidence that does suggest that there's been some experiences with that.  In fact, I believe in one of the interrogatory responses we filed, we provided an illustration of this having occurred in the UK or having seen that up and down in terms of cost-cutting and productivities occur in the UK, in some of the prior generations of incentive ratemaking. 

     MR. JANIGAN:  Okay.  Now, the earnings sharing mechanism has been promoted as a consumer protection measure.  Yet if the company can and likely will gain the system in the absence of a SEIM, could it also not manage its costs so that its earnings sharing with the customer, that level is never reached?  

     MS. FRAYER:  So I would like to make sure I understand your question.  I think you are asking about the earnings sharing mechanism, the ESM, but I am not following you on the reference back to SEIM in that question. 

     MR. JANIGAN:  Well, if they can control -- if it is conceded that the company can control its operational measures and the efficiencies that it decides to generate within the period of the particular rate measure, can it not do the same thing in relation to earnings sharing by, in fact, controlling its operations so that the level of additional revenue that would mean earnings sharing with the customers is never reached?  

     MS. FRAYER:  I think one of the elements of the ESM that attempts to perhaps overcome any negative con -- unintended consequences of the ESM is that there continues to be sharing 50/50 even once the ESM is triggered. 

     So it isn't -- to the extent that productivity initiatives could be taken on that would produce reductions in -- reductions in costs and therefore improve net income such that the ROE threshold level and the ESM would be triggered, those would benefit 50/50 both ratepayer and shareholders. 

     So I think that is an important element.  If the ESM were hypothetically designed to be different, for example, where all the benefits above a threshold go to consumers, I would then definitely be concerned that there is a change of -- a negative consequence or a change in incentive patterns for the company.  But the ESM has sharing between the company and shareholders.  

     MR. JANIGAN:  But if you can get 100 per cent, why would you settle for 50 if you could manage your operational expenses in a way which smooths out the revenue between -- over the period of the IRM?  

     MS. FRAYER:  Well, let's leave the smoothing issue aside.  I just want to explain again, just to make sure we're on the same page, about why would the company strive to get the additional. 

     It's all about incremental profit.  So if there is an opportunity to get an incremental 50 cents versus not getting any 50 cents, I think the company will be motivated to get that 50 cents.  I'm sorry, I am using the wrong units. 

     But I think the motivation under the ESM isn't to eliminate all incentives for the company to have ROE greater than the threshold.  That's not the core aspect of the ESM as proposed by the company. 

     The smoothing question has a little bit of a different aspect to it.  I think the company has a lot of drivers that, in the industry, have been recognized as controllable and uncontrollable.  It can time certain investments, it can time certain operating programs, but it can't control the entirety of the outcome of its ROE, and therefore I think this idea that the company can smooth out its earnings over -- smooth out its earnings to target a very 

specific and concrete number, I think is perhaps not highly 

likely.  

     MR. JANIGAN:  Dr. Kaufmann, would you like to comment on that?  

     DR. KAUFMANN:  Yes.  You were talking both about the CM and the ESM, and you didn't really essentially -- or you didn't necessarily draw a linkage between the two. 

     But one of the concerns with the ECM, the SEIM, the 

efficiency carryover mechanism, are concerns that companies can defer various programs, various expenditures until the end of the plan. 

     So it's not just -- part of it is the timing of initiatives that they take to cut costs, and it is understood you're going to have weaker incentives in the last year of the plan than the first year of the plan.

But another issue is that companies can defer, say, capital expenditures throughout the term of the plan, and then in year 5 make those capital expenditures, have those be reflected in their rate base, and then there would be a negative consequence for ROE in that year.  But it would form a bigger, a higher rate base going into the next plan. 

     So that's another critical concern about the -- about 

efficiency aids and the ECM, and one of the types of behaviours that an ECM, a well-designed ECM, is designed to prevent. 

     MS. FRAYER:  At the same time, if I can add to this,  I think from the perspective of the SEIM and this type of behaviour, I think it would not be in the company's best interest to take on a productivity initiative in the last year of its rate plan, because the following year it needs to be able to demonstrate benefits.  Otherwise, it won't be awarded a SEIM reward. 

     So if it doesn't demonstrate –- if it has waited for four years and taken on incremental sustainable efficiency 

improvements in the last year, I would reckon that they would have a very hard time proving to stakeholders, like yourselves and the Board, that there are measurable benefits over the long term, because there hasn't been at least some record of the impact of those projects that the Board and yourselves could review. 

     So I think the way we have proposed the SEIM, that it looks at incremental projects every year and looks at the benefits of those projects relative to the net cost and the NPV value of that, provides management with flexibility to take on projects whenever they want within the term of their incentive ratemaking regime. 

     But also, I think, prevents, I think -- because they have to show to the Board a record that shows that benefits exceed the reward amount, that benefits exceed the reward amount prevents them practically from just waiting, or deferring to the last year.  

     DR. KAUFMANN:  If I can, can I comment briefly?  

     MR. JANIGAN:  Certainly. 

     DR. KAUFMANN:  I would have to disagree with that.  I think that is one of the problems with the SEIM, is that it is an average.  It is based on a five-year average, and if you can -- obviously if returns go down in the last year, 

then the companies would -- you know, there would be consequence, a return on consequence from that.  But only one-fifth of that decline in returns from that year would be reflected in the SEIM reward. 

     So essentially the company -- a company that, if it wanted to behave strategically, what they would do is they would look at the one-year impact of that on rates and the impact of the SEIM, and they would compare to the incremental impact on their rate base, and then what 

they could get in terms of rate of return on -- let's say they wanted to defer and then pad -- to use that term somewhat loosely, but pad rate base in the last year of the plan.

They could compare -- they can easily quantify the impact of that stream of returns on their profits, and they can compare the net present value of those incremental returns versus what they lose on the SEIM. 

     So there are two elements there, and it is ultimately an empirical question whether a company would, in fact, undertake that sort of behaviour.  

     MR. JANIGAN:  And -- 

     MS. FRAYER:  If I could add one more thing, we're having a dialogue, I hope. 

     Just to make sure I understood, Dr. Kaufmann, when you 

are talking about that, you're talking about the ROE stage of the SEIM?  

     DR. KAUFMANN:  Correct, correct. 

     MS. FRAYER:  I was talking, just for the record, about the second element of the SEIM, which is where you have to actually demonstrate that there were productivity initiatives undertaken that produce benefits on a net -- an NPV basis greater than the reward. 

     DR. KAUFMANN:  I have comments about that, too, but perhaps we can save those for later, but -- unless you would like me to comment on the NPV?  

     MR. JANIGAN:  Certainly.  Go ahead. 

     DR. KAUFMANN:  Yes.  I do understand that the NPV 

calculation is designed -- pardon me.  Just one second.  

     The NPV calculation is designed to assure the Board that the company's rewards under the SEIM are in fact appropriate, and they reflect productivity initiatives. 

     I believe Mr. Lister said on day one, in response to a question from Ms. Sebalj, that the SEIM was designed to make sure that any rewards under the plan were due to the company's own initiatives, their own productivity initiatives, and not random factors. 

     My understanding of the NPV is that it is designed to -- it's designed to be that test, to make sure that any reward under the SEIM reflects true -- true initiatives being proposed by the company, the impact of those initiatives on their ROE, so that what is reflected in the average ROE, and in turn is reflected in the SEIM reward, reflects real productivity gains and initiatives by the company. 

     But in fact, when you look at – and, if necessary, we can go back to the company's example during the technical conference -- if you look at the example that they actually put forward on how the SEIM might work in practice, what that shows is that the company was in fact making a reward during those years.  So there was a SEIM reward potential based on the difference between actual ROE and allowed ROE over the five years on average. 

     So that would be carried forward in the first two years of next plan, based on a calculation done in 2019, assuming the NPV test is met. 

     But what that example shows is that the SEIM rewards were reducing the company's earnings.  Under that example, the company -- the SEIM only had costs during the five years of the plan that were the basis for their reward.

So what that means is if the company was in fact over-earning, as they were in that example, it could not be due to the SEIM.  It had to be due to factors other than the SEIM, because the SEIM was reducing rewards.  Therefore, what that means is that the reward that takes place in that example does not reflect the benefits of the SEIM.  It could very well reflect random factors beyond the company's control.

And the test that Mr. Lister said had to be satisfied for the SEIM to be appropriate is, in fact, not 

satisfied in that example.  

     MR. JANIGAN:  I have just a further question with respect to the SEIM, particularly in relation to the difficulties in proving that costs were avoided, rather than actual cost reductions were made, and such that the company can get the benefit of the SEIM. 

     Ms. Frayer, do you see any problems with that, from a 

regulatory standpoint, attempting to show avoidable costs with any degree of certainty?  

     MS. FRAYER:  Well, we spent some time -- we did spend some time thinking about it, and I think that the annual productivity reports the company will be filing will need to be of the level and detail required to give comfort to the Board and stakeholders that they can trace the impact of productivity initiatives through, and measure those benefits. 

     I think that it's not an easy task in the context of A plus B, but it is a task that is generally, I think, achievable, and it will need to pass muster with the Board. 

     But the productivity reports that the utility has committed to filing will be a strong foundation for that.  

     MR. JANIGAN:  Do avoidable costs present the kind of problem in relation to showing actual efficiencies in this case?  

     MS. FRAYER:  I think the problems, to tell you the truth, if I could analogize in terms of measurement, are similar to the problems that stakeholders and the Board have seen in other contexts.  For example, in demand-side management programs, you have to go through and make estimates of benefits and costs of those programs and estimate what conservation or energy-efficiency programs -- what would have happened in the world in view of those conservation and energy-efficiency programs. 

     And I think there will be similar types of analyses that need to look at the productivity initiative and what its impact was relative to what would have happened without that initiative.  

     MR. JANIGAN:  Do you have any comment to make on that, Dr. Kaufmann?  No?  Okay. 

     DR. KAUFMANN:  No. 

     MR. JANIGAN:  I wonder if I could move to the second document, and these are the questions for Dr. Kaufmann.  And the second document is an excerpt from the -- a publication of the National Regulatory Research Institute, which, as I understand it, is an institute that is maintained -- it used to be in Ohio State.  I am not sure if it is there any more, but it's maintained through the -- from funds collected from state commissions across the United States, as an independent organization.  

     DR. KAUFMANN:  I believe historically that's been the case, but I think they have reorganized and I don't believe that is necessarily entirely the case now.  

     MR. JANIGAN:  Okay.  In any event, it is independent of stakeholders and the process, apart from the commissions themselves, as I understand it.  

     DR. KAUFMANN:  I am not 100 per cent sure that is true anymore.  I know -- I knew -- the reason I say that is I believe they do undertake some private consulting on their own.  

     MR. JANIGAN:  Okay.  

     DR. KAUFMANN:  But I am not 100 percent sure of that. 

     MR. JANIGAN:  Okay.  And in this report, it sets out in the appendix -- which is located on page 6 of my supplement -- a section called "Price differentials across utilities, the challenge of detecting causes."  And further down the page, it says -- it is identifying the price factors for a natural gas utility.

     Now, I was struck by the conversation yesterday with -- Mr. Brett had with Mr. Coyne in relation to the choice of peer group for the purpose of benchmarking.  

     To what extent are these price factors helpful in relation to identifying an appropriate peer group?  

     DR. KAUFMANN:  The price factors that are mentioned here?  

     MR. JANIGAN:  Yes. 

     DR. KAUFMANN:  Well, this is a little bit different analysis than the sort of analyses that we have been discussing.  This -- and I haven't read this whole paper.  Just based on what I have read in this appendix, this is a price benchmarking analysis rather than a cost benchmarking analysis. 

     And I believe, just based on what's stated here on 29, that this would be a bundled price, so it would include the gas commodity, it would include pipeline storage, all that sort of -- all those sort of costs. 

     So if that is your dependent variable, and that appears to be the dependent variable here, the bundled price of natural gas, then those factors would obviously be important.  

     MR. JANIGAN:  Thank you.


And it indicates nine factors on pages 7 and 8, and then cites a study by your firm, Pacific Economics Group, that collected -- conducted several studies to apply an econometric statistical cost model to explain differences in non-fuel O&M costs and other costs across energy utilities. 

     Do you recall that study, and what utility is that in relation to our task to make sure that we have the right peer group selected?  

     DR. KAUFMANN:  The footnote here goes to two studies that were submitted as testimony, and one paper.

The first study is for Boston Gas.  I was the witness for that study, so that is my study. 

     The second study was for Portland General Electric in Oregon, and Mark Lowry, that was his study.  And my understanding is the Portland General study was bundled power, so that would include generation as well.  It wasn't just network services.

For Boston Gas it was just gas distribution. 

     And then the third is a paper which essentially -- I don't recall the exact details of that paper, but I believe that was a paper that presented an example of a power distribution benchmarking application.  

     MR. JANIGAN:  And in any of these, was weather a significant factor that drove the selection for benchmarking purposes?  

     DR. KAUFMANN:  No, it wasn't.  And for Boston Gas we investigated hundreds of potential cost drivers.  That was a very important proceeding for a lot of reasons, very extensive review.  I answered about 500 interrogatories myself.  I was on the stand for two days.  And so there was a very extensive review of that, because the commission -- the department knew that it would be citing a precedent for all the other utilities in the state.  So we did a very extensive review of all the evidence we presented and all the potential options, really thought it through very carefully, and weather never came in.

But -- and I believe the paper references this -- the percentage of cast iron and bare steel does come in as a significant cost driver. 

     MR. JANIGAN:  And I believe you referenced this on page 39 of your testimony -- 

     DR. KAUFMANN:  The assessment report?  

     MR. JANIGAN:  In your testimony here in this proceeding, concerning plastic versus cast iron mains, pipes. 

     DR. KAUFMANN:  Yes, that is true.  I do mention the importance of cast iron and bare steel. 

     MR. JANIGAN:  And in this case, Enbridge's commitment to the plastic pipes was a significant factor in relation to their ability to -- or the inability to peer-group them with companies which had -- did not have that kind of technology? 

     DR. KAUFMANN:  I believe that is a very significant shortcoming of the study, is that it does look at weather as one of their screens for selecting the peer group, and the -- obviously that is going to select a lot of, you know, almost entirely companies in the upper part of -- the upper half of the US.  And it just so happens -- and it is just coincidence, because the older systems in the US also happen to be in that territory, particularly in the northeast US.  And the older companies are the ones that do have high percentages of cast iron and bare steel. 

     So when you select a peer group that is very intensive in those sort of companies, then those cost conditions are going to be reflected in both the OM&A and capital costs for those particular companies. 

     But what is different about Enbridge, Enbridge is different than pretty much -- well, than most of the northeast US, in two main ways.

One is that Enbridge is still a rapidly growing company, and I believe that evidence was presented on that yesterday.  Figure 14 in the Concentric report shows that Enbridge is the most rapidly growing company in their sample, and nearly all the companies in the northeast are growing at about 40 per cent the rate of Enbridge. 

     So on a rate-of-change basis, that matters in terms of economies of scale and TFP growth.  But in terms of cost levels, when you just look at weather and you say that is your screen, you are going to pick a lot of these companies that have very high OM&A costs associated with having a lot of cast iron and bare steel main, which are very prone to leakage, and those leaks require a lot of costs to find, identify and remediate. 

     So OM&A costs are very heavily influenced by the -- by the nature of the system and the extent to which you have cast iron and bare steel main.  And because Enbridge has replaced nearly all its cast iron and bare steel main, they have avoided those costs. 

     So when you compare companies in the northeast to Enbridge and you don't control for differences in the --differences in materials and the extent to which the system is constructed with cast iron versus plastic, or bare steel versus plastic, then it can lead to a very distorted comparison, because you are not comparing apples to apples; you're comparing a system almost entirely of plastic with a system where cast iron and bare steel continues to account for, you know, 15 percent or more, sometimes 40 percent still of some of these companies. 

     So their OM&A cost profile is going to be very different from Enbridge because of that, because of that factor.  

     MR. JANIGAN:  Thank you.

I think, in fairness, I have to ask you, Mr. Coyne, if you wish to comment.

     MR. COYNE:  Thank you for that fairness.  

     I would like to comment on that a couple of ways.  The Ken Costello study referred to in that paragraph that does cite the PEG work, the second sentence reads:

"These studies show that the services provided, the scale of operations, the price of inputs and other business conditions, explain some of the cost differences across utilities."

     And we have attempted to control for these by choosing -- scale of operations, we have chosen only the largest gas 

distributors in our subgroup.  We have also chosen the fastest growing, to come up with a subgroup that is most like Enbridge. 

     The price of inputs, we have factored across the entire group of utilities, and we have come up with a most aggressive set of TFP from those utilities that we have suggested as the basis for forming our X factor. 

     In terms of this issue of older systems, cast iron, bare steel, et cetera, you are right, Dr. Kaufmann, that these systems are predominantly in the northern part of the United States, and Enbridge is one of the oldest systems in North America.  So we believe it is entirely appropriate to rely on that type of a proxy group. 

     And the fact -- and it is true, I share the understanding that Enbridge has replaced a substantial portion of -- very close to all of its older cast iron and bare steel pipe.  But it has done so at a cost -- 

     DR. KAUFMANN:  Sure. 

     MR. COYNE:  -- and that is in its rate base.  And those costs are reflected in higher capital costs for this company versus those that have not done that. 

     So if you -- you have suggested that as a result of that, they should have lower OM&A costs as a result of that.  And you would note from our analysis that our I-X analysis shows that it is sufficient to recover the O&M costs for Enbridge.  It is only the capital -- the capital cost of the cost equation that causes the problem.

So our analysis is not inconsistent with that. 

     I would -- again, I come back to the -- on the issue of weather, it's entirely appropriate to use objective screens for this type of analysis.  And in our mind, weather, size and rate of growth in these utilities are certainly objective and very valuable screens for performing this analysis. 

     There are some analysts that have said -- that present the entirety of the US as the proxy group for gas distribution companies.  As far as I can tell, PEG's report in BC does that.  We don't.  We have screened, we believe, to a much more appropriate proxy group for this analysis. 

     DR. KAUFMANN:  Can I comment very briefly?

I was in complete agreement with Mr. Coyne up until the point he said our analysis shows that.  He was talking about the trade-off between capital costs and OM&A cost, and that is absolutely a fact that Enbridge has replaced its bare steel main and it has reduced its OM&A cost as a result and it has incurred capital cost as a result.  That is absolutely true, and I believe your analysis bears that out. 

     But -- but what your analysis doesn't do is it doesn't attempt to bring those two elements together, and to come to a comprehensive and holistic assessment of Enbridge's efficiency. 



It focuses -- the fact that you conclude that they're an efficient utility, when they have higher capital costs per customer than the rest of the sample, that is a contradictory piece of evidence.

They have lower OM&A costs, they have higher capital costs; to resolve that contradiction, you have to look at OM&A and capital costs together, and that is not an analysis that you undertook in your study. 

     MR. COYNE:  Well, may I continue with this dialogue? 

     MR. JANIGAN:  Certainly.  Madam Chair -- 

     MS. CONBOY:  Yes, you may. 

     [Laughter] 

     MR. COYNE:  We bring it together with our TFP analysis, and we conducted a TFP analysis for both Enbridge and the proxy group. 

     And in doing so, we suggested -- we could have chosen the TFP for Enbridge from this, but we didn't.  The objective thing to do is take the TFP from the proxy group.

So we have done that and applied that to Enbridge, and that TFP brings together both capital as well as O&M, and sets it up as a target for Enbridge.  So that's where it comes together. 

     We tested the forecast revenue requirement for Enbridge over the five-year period against that I-X, and as we well know, they don't match.  

     And the reason they don't match is that Enbridge has been one of the fastest growing utilities in this group.  They have also spent faster, by way of capital investment over the historic period vis-a-vis this group, and they continue to do so over the forecast period. 

     And that is why there is a mismatch between what I-X can do, what we measure in our TFP analysis, and the revenue requirement projected for Enbridge. 

     So we do bring it together, and that is how we bring it together. 

     DR. KAUFMANN:  Well, just to respond, what you have done -- I believe yesterday's examination showed that the TFP analysis was only on a rate-of-change basis. 

     There are no implications on the TFP analysis for Enbridge's efficiency relative to the peer group.  The TFP index, as constructed, did not provide information on that. 

     So it is true you did do a trend analysis for TFP.  And in an I-X plan, the trend analysis is what you would use to set the productivity factor. 

     What we're talking about here is efficiency analysis, which is relevant for evaluating the stretch factor. 

     So there is -- the TFP, you haven't brought it together in terms of -- in terms of a holistic analysis of the company's costs, and making an inference on the company's efficiency relative to the peer group. 

     A TFP rate of change study does not do that.  

     MS. CONBOY:  Does that TFP also -- you said it would be appropriate for assigning a stretch factor.  Does it also go to the objective confirmation -- I am not sure what words you were using, in terms of -- one of the problems that you had with the proposal is that there's no third-party, objective validation; is that the word that you used?  

     DR. KAUFMANN:  That gets to -– 

     MS. CONBOY:  Objective evidence? 

     DR. KAUFMANN:  -- how TFP was actually applied by Mr. Coyne, and that is -- that gets to the issue.  Not so much about the details of the TFP and whether it is appropriate for a productivity factor versus a stretch factor, but how it is applied to evaluating the company's cost forecast.

MS. CONBOY:  Understood.  But could a TFP be used for -- 

     DR. KAUFMANN:  It could. 

     MS. CONBOY:  -- for that objective analysis? 

     DR. KAUFMANN:  It could, yes. 

     MS. CONBOY:  Okay.  

     DR. KAUFMANN:  Yes.  

     MR. COYNE:  May I respond to that?

     MS. CONBOY:  Yes.  Please go ahead. 

     MR. COYNE:  When you say it could be, you would -- it was done in Ontario using data from 73 electric distributors. 

     And we -- if you were to attempt to do so, you would have to have comparable data to Enbridge from the sample set -- in this case of US utilities -- in order to be able to do that. 

     Maybe this comes back to your suggestion that you could use econometric analysis to do that.  We have contended that that data is not readily available to do so. 

     What I would dispute is what you have done by way of 

reworking our data to add the TFP together as a level, and suggest that this indicates where Enbridge is, from an efficiency standpoint. 

     I don't think that that's good analysis.  I don't think that is a fair representation of Enbridge's efficiency. 

     The TFP analysis is typically used as a trend analysis, in order to set the parameters of an I-X program. 

     DR. KAUFMANN:  Well -- 

     MR. COYNE:  But I don't think that that is a legitimate use of that data.  

     DR. KAUFMANN:  Well --

     MR. COYNE:  You may approach it differently; I understand that.  But to simply add the capital quantity to the labour quantity, to the materials quantity, and then to rank Enbridge accordingly, as you have done in a rework of our data, if you're referring to that, I would not argue as legitimate -- I would argue is not legitimate. 

     DR. KAUFMANN:  Well, Mr. Coyne, with respect, that is not what we did. 

     All we did is we took the capital costs, which come from your model, and we added it to the OM&A cost.  That is not the same thing as adding together the different quantities. 

     The quantities are separate metrics.  They are constructed from those data, but they're separate.  And what we did was just come up with a total cost measure, which is exactly what we did on the electric side, and that is what the Staff -- what the Board asked us to do.  The Board asked us to come up with a total cost measure, and I am not putting that forward -- I'm not putting forward total cost per customer as what I think.

And the fact that Enbridge ranks 21st out of 26 in your sample, based on that metric, I don't believe that is a fair measure of a company's efficiency.  I believe you do have to drill down and do more sophisticated analysis to understand that. 

     But what I do think is that if you're going to look at the company's costs in a single year, as your study did -- you looked at 2011 costs and you pointed to OM&A costs per customer in 2011 as an indicator of the company being efficient -- I am just saying -- and the rationale behind my question when I asked you that question was -- was just that if you're going to take that approach and you're going to concentrate on costs per customer as an indicator of the company's efficiency in a given year, then you do have to look at total cost per customer for exactly the sort of reasons we have been talking about, because there are these trade-offs between OM&A costs and capital costs. 

     And I think they're reflected in the Enbridge data.  They're reflected in the peer group data.  

     MR. COYNE:  One final comment, if I may?

     MS. CONBOY:  Go ahead. 

     MR. COYNE:  This discussion thread may have gone longer than you anticipated. 

     We looked at the benchmarking data for 2009, 2010 and 2011, not a single year, and the -- and as we discussed, I think it was early in the day yesterday, we looked at O&M cost per customer and we also looked at net plant per customer, and we discussed the issues and the challenges associated with breaking down that net plant to an annualized number per customer.

It has to do with how you recover that rate base over time.  You have to make a lot of assumptions to do that in TFP analysis.  You live with those imperfect assumptions for purposes of determining a trend line for the X, but when it starts to taking a piece of that capital and adding it to O&M in a given year, it becomes a stretch, in terms of how reliably you can do that across a different set of utilities. 

     So I would argue that, yes, it does get done, but it is an imperfect process, and I am not sure it would add any additional information that would assist this Board --

     MS. CONBOY:  Thank you. 

     MR. COYNE:  -- given these constraints. 

     MS. CONBOY:  Thank you.


Mr. Janigan?  

     MR. JANIGAN:  Thank you, Madam Chair.  Those are all my questions for this panel. 

     MS. CONBOY:  Thank you.


QUESTIONS BY THE BOARD:  

     MS. CHAPLIN:  Just following on from that discussion you had, Mr. Coyne and Dr. Kaufmann, Dr. Kaufmann, am I correct that you were agreeing that the analysis you did do on the total cost basis wasn't necessarily a reliable indicator of the company's level of efficiency?

     DR. KAUFMANN:  Yes. 

     MS. CHAPLIN:  You're saying it was like a first step, but not sufficient?

     DR. KAUFMANN:  That's correct.  I think the fact that they ranked 21st out of 26 is not -- it's not necessarily a good -- it's not a reliable indicator of where they are. 

     I believe benchmarking is difficult, and to really get at that you have to -- you have to dig down.  You have to do a more sophisticated analysis, in my opinion, to really have confidence in a benchmarking assessment.  

     MS. CHAPLIN:  Okay.  And Mr. Coyne, were you kind of acknowledging the same thing in saying that the analysis you did showed -- ostensibly shows good performance on OM&A but not as good performance on the net plant, and so effectively, I mean, are you guys sort of agreeing that you haven't really shown -- there isn't really strong evidence one way or another in this case as to the absolute level of Enbridge's efficiency?  

     MR. COYNE:  Well, I think there is on the O&M side, because you can measure directly --

     MS. CHAPLIN:  Just a minute.  Didn't you just agree that you need to look at both O&M and CAPEX together to some extent?  You need to consider both?  You can't consider them in one equation, but you need to consider both sides of the house, so to speak?

     MR. COYNE:  Yes, I do agree with that.  And then it becomes a measurement issue.  With O&M, you can measure very well.  Although utilities report their O&M expenses differently, and separating out some costs can be challenging, you generally feel like you have a fairly good measure of what they're spending in a given year. 

     And then when you turn to capital, this is where so much of the I-X analysis breaks down.  Every analyst -- not just before this regulatory body and other regulatory bodies, but economists that do this for the nation -- struggles with capital, because you're taking a large capital stock and you're trying to basically determine from those numbers how much of that capital stock gets used in a given year.

     And think about it practically.  You have utility stock that is good for 30, 35 years or longer, investments that were made 50, 60, 70 or 100 years ago.  You're trying to estimate how much of that capital stock did that utility use this year to serve those customers. 

     You have imperfect measurement techniques that allow you to do that.  Dr. Kaufmann's firm has used a couple of these different methods.  We have used what I believe is the most common one, called the geometric decay method, but I would tell you it is an imperfect method of determining in any given year how much of that slice that company has used.

     Where I feel better about it is that when you develop a trend analysis based on how much they're adding to that capital stock and how much they're depleting, you can begin to get a sense of what the overall trend is for how much capital they're using, adding it to O&M, to develop this TFP analysis. 

     But where I get troubled is if you try to take your imperfect estimate that goes into that trend, add it to an O&M number, which is a pretty reliable number, and say:  Okay.  Now I know what that total spend was in a given year.  That's where I struggle with it, and would -- I guess I would leave it there.


You want to do that, and the TFP analysis allows you to create that trend line, and then you can evaluate the forward spend based on that trend line.  It is just the additive component of it in any given year that is a real challenge. 

     You are able to do this because you could pull data for 73 electric utilities in Ontario with a little bit more confidence than you can when you are pulling from public domain data across 28 utilities.  

     DR. KAUFMANN:  Can I just speak quickly to the data issues?  

     MS. CHAPLIN:  I will give you a chance to do that, but I just wanted to just pursue this for a minute with Mr. Coyne. 

     But you seem to -- forgive me if I am putting words in your mouth, but you seem to sort of be saying, well, we can rely on the O&M measure because we have good data and it shows a good thing for Enbridge, and we can draw a conclusion from that, but you also sort of seem to be acknowledging that, well, but, you know, capital is important. 

     So I guess what I am seeing whether or not you agree to is you can't really draw much of a conclusion from the OM&A measure, because it leaves out this other important component.  Difficult as it may be to incorporate that other component, you really can't draw an efficiency conclusion on the basis of just O&M?  

     MR. COYNE:  Well, you can for that side of the business.  It is an important cost driver for ratepayers as well.  So I think it is very important to monitor and to hold a utility accountable to how they're spending those funds. 

     When it comes to capital, we have measured Enbridge and the other companies in the group according to net plant invested per customer.  So that gives you at least a measure of what that capital stock is invested in that given year.  And we did that for '09, '10 and '11, and when we do that, we find that Enbridge is in the middle of the pack, and so that that suggests to us that they have more capital invested to serve each of their customers than many utilities that are at the upper end of the spectrum in that regard. 

     And when we look at that to try to understand it, we ask ourselves:  Are they an older system?  Yes.  Are they serving an urban, cold area?  Yes.

Well, that would tend to suggest that they might be where they are.  And also, they have a -- they're a company that's been growing very fast, so they spent a lot of capital over the last couple of decades, which means they have new capital in their system compared to some utilities that haven't been growing so fast and haven't had to replace so many of their mains and distribution elements. 

     MS. CHAPLIN:  Thanks.


Dr. Kaufmann?  

     DR. KAUFMANN:  Yes.  Just briefly on the data, I am very familiar with the data for both gas and electric utilities here in Ontario.  As you know, I did the study on -- the electric TFP study for the electricity distributors.  I have evaluated -- I did an assessment report for Enbridge and Union, looked at their data, looked at their capital data.


I have also done a number of studies for the US utilities, and US -- there would be a US comparator group that would be used in any benchmarking econometric study.  I believe Mr. Coyne would have to agree with that -- would agree with that, that if there would be an econometric study, it would have to rely on US companies. 

     And based on that assessment, there is really no doubt in my mind that the gas data are far better than the electric data.  The gas data are -- they're continuous.  There is a wider array of companies operating under a wider array of business conditions.  There is a spectrum of companies throughout the US that you can use to kind of populate the data set.  You don't have the gaps in the data set that you have for the electricity distribution. 

     We went through -- it was a very long and involved data collection and analysis exercise to put together the data that we needed to for electricity distribution, and we wouldn't need to undertake anything like that for a gas distribution study. 

     So based on my detailed understanding and analysis of electricity and gas distribution data sets in both Ontario and the US, there's simply no doubt in my mind that the gas distribution data are far better for benchmarking purposes than the electricity distribution data in Ontario.  

     MS. CHAPLIN:  Thanks.  

     MS. CONBOY:  Thank you very much.


We will take our morning break now, and when we return, Mr. Mondrow, are you up next?  

     MR. MONDROW:  Thank you, Madam Chair.  I don't have any additional questions for this panel, so I will defer my spot.  

     MS. CONBOY:  Thank you.


And then who have we got after that?  Will you be next, Mr. Thompson?  

     MR. THOMPSON:  That's my understanding, yes. 

     MS. CONBOY:  Okay.  Thank you.  So we will come back at 10 to 11:00.  Thank you.  

     --- Recess taken at 10:31 a.m.

--- Upon resuming at 10:53 a.m. 

     MS. CONBOY:  Thank you.  Please be seated, everyone.  

     Mr. Thompson, you are up next and I seem to have -- I've got you down for an hour and a half.  How is your estimate doing?  

     MR. THOMPSON:  I won't release any of that yet, but I am sure I will be less. 

     MS. CONBOY:  Okay.  I am not sure you were here this morning when I mentioned we have a hard stop at noon. 

     MR. THOMPSON:  I wasn't, but Mr. Quinn informed me, so I am aware of that. 

     MS. CONBOY:  Thank you.


CROSS-EXAMINATION BY MR. THOMPSON:
     MR. THOMPSON:  Good morning, witness panel.  Can I start with just a few preliminary questions?  There's been discussion here on the record of Mr. Coyne's costs, and I would like to get from you, Dr. Kaufmann, and you, Ms. Frayer -- perhaps you can do this just by way of undertaking, to provide us with your costs to date and an estimate to complete with respect to this particular mandate.  

Could you do that for me, each of you, please?  

     MS. FRAYER:  Yes, I can take an undertaking.  

     DR. KAUFMANN:  I can do that as well, but just an FYI that this project started with a gas assessment report, so most of those costs will be related to the gas assessment report. But I can provide for all three years, four years. 

     MR. THOMPSON:  Thank you.  Could I have a number for that?

     MS. SEBALJ:  Yes, I think we will do two numbers, since it's two different -- so 4.1 for Ms. Frayer – sorry, J4.1 for Ms. Frayer, and J4.2 for Dr. Kaufmann. 

UNDERTAKING NO. J4.1:  TO PROVIDE COSTS TO DATE AND AN ESTIMATE TO COMPLETE FOR LONDON ECONOMICS INTERNATIONAL.

UNDERTAKING NO. J4.2:  TO PROVIDE COSTS TO DATE AND AN ESTIMATE TO COMPLETE FOR PACIFIC ECONOMICS GROUP.
     MR. THOMPSON:  Thank you.

The second thing I would like to do by way of preliminary is just to go to the RRFE report, and this is probably for you, Mr. Coyne.  

     My understanding is that the company, and you as well, rely on the contents of this report to support the model that's being presented here for a Board approval?  Do I have that straight?  

     MR. COYNE:  In terms of reliance, I have -- I understand it relates to electric distributors, but we have read that report and followed it closely, and tried to interpret the implications it might have for gas distributors. 

     MR. THOMPSON:  Okay. 

     MR. COYNE:  And the -- my understanding is it's the company's position that as it informed by the custom IR option under the RRFE in framing its proposal.

     MR. THOMPSON:  Okay.  Thank you for that.

Now, what I would like to take you to is page -- the Board's conclusions with respect to the various ratemaking options, and they start at page 9 of the report.  Can we have that put up -- oh, it is on the screen there.  Thanks.  

     And this sets out the three methods that are available.  If we could just go to the next page, page 10, and in the paragraph there that is on the screen at the top, the last sentence, it says:

"Rate applications will be supported by a five-year capital plan."

Do we have that, in this case?  

     MR. COYNE:  A five-year capital plan?  

     MR. THOMPSON:  Yes. 

     MR. COYNE:  Yes, the company has submitted one as part of its application. 

     MR. THOMPSON:  So that is the five-year capital budget you are referring to?  

     MR. COYNE:  Yes. 

     MR. THOMPSON:  In which two years, numbers 4 and 5, are simply adopting what was in year 3; is that your understanding?  

     MR. COYNE:  I would defer to the company in terms of the basis for its plan.

I know it has a five-year plan.  I know they did index for the last couple of years.  I am not sure precisely how they did that. 

     MR. THOMPSON:  Do you think we have a five-year capital plan here, Dr. Kaufmann?

     DR. KAUFMANN:  Well, literally there are five years with capital spending, but yes, the original plan was for a three-year capital plan, and then when the company amended its proposal, it did add two years.  But it just -- rather than developing a detailed assessment of its plans for those years, they just adopted the year 3 plans for years 4 and 5. 

     MR. THOMPSON:  In your opinion, is that compatible with this model the Board envisages, the custom IR model?  

     DR. KAUFMANN:  Yeah.  It literally satisfies having a five-year capital plan. 

     It could be a question of weight, how much weight you want to put on the last two years, since there wasn't as much care and detail supporting those years.  

     MR. THOMPSON:  Okay.  Thank you.

Moving on then, down the page, there is a quote from the -- at the bottom of the page, there's a quote from the Board's January 18, 2000 Decision with Reasons, and that is footnoted, I believe, on the next page.  

But the quote says this:

"PBR is not just light-handed cost of service regulation.  For the electricity distribution utilities in Ontario, PBR represents a fundamental shift from the historical cost of service regulation."

     Just stopping there, do you agree with that sentence, Mr. Coyne?  

     MR. COYNE:  It is a quote from the Board.  Are you asking me if I agree with what the Board is stating there?  

     MR. THOMPSON:  No, I am asking:  Do you agree that "PBR represents a fundamental shift from the historical cost of service regulation"?

     MR. COYNE:  Yes, I do.  

     MR. THOMPSON:  Okay.  It then goes on and says:

"It provides the utilities with incentive for behaviour which more closely resembles that of competitive, cost-minimizing, profit-maximizing companies."

     Mr. Coyne, is that the objective of PBR, or an objective of PBR, as far as you are concerned?  

     MR. COYNE:  It is an overriding objective of performance based regulation, yes. 

     MR. THOMPSON:  And do you agree, Dr. Kaufmann?  

     DR. KAUFMANN:  Yes, I do. 

     MR. THOMPSON:  Now, is that objective achieved in PBR 

regimes by having the revenue requirement of utilities set based on external factors, such as inflation, productivity, benchmarking?  

Is that how that objective is to be achieved, Mr. Coyne?  

     MR. COYNE:  Well, you're quoting the Board from January of 2000, and they indicate that this is -- this report is a further development of a process and thinking that began for the Board back in the year 2000, and this is 2012. 

     I guess one of the ways I would interpret what the Board -- one of the interpretations I have of where the Board is going here would be when you get to page 18 in the same report.  If we could turn to page 18, I think it would be instructive.   

     MR. THOMPSON:  Who is running the show here?  Me or you? 

     MR. COYNE:  I am responding to your question. You’re asking me to interpret --

     MR. THOMPSON:  I'm just joking. 

     MR. COYNE:  And at the bottom of the page, the Board states:

"In the custom IR method..."

Which is one of the methods it has indicated appropriate for electric distributors:

"... rates are set based on a five year forecast of a distributor's revenue requirement and sales volumes." 

     So they have indicated this is one of the ways we will be satisfied in implementing incentive regulation on a going-forward basis.  

     So I believe that the Board spent significant time, effort and resources in developing these options, with considerable thought about what would serve the public interest in Ontario, and this is one of the ways it would do so. 

     MR. THOMPSON:  Yes.  Thank you for that.  

     But going back to my question, you do agree that this 

statement in the Board's quote is -- remains a fundamental 

objective of PBR?  That:

"It provides the utilities with incentive for behaviour which more closely resembles that of competitive, cost-minimizing, profit-maximizing companies."

     MR. COYNE:  I do believe so.  

     MR. THOMPSON:  Okay.  Then on the next page, page 11, following the quote at the top of the page, the paragraph talks about PBR decoupling the price from cost.  Do you see that, the second sentence in the first full paragraph? 

     MR. COYNE:  Yes.  

     MR. THOMPSON:  Page 11? 

     MR. COYNE:  I see that, yes. 

     MR. THOMPSON:  The Board says:

"This is deliberate and is designed to incent the behaviours described by the Board in 2000.  This approach provides the opportunity for distributors to earn, and potentially exceed, the allowed rate of return on equity.  It is not necessary, nor would it be appropriate, for ratebase to be re-calibrated annually."

Where we have this kind of model in operation.

     Now, do you agree with that statement, Mr. Coyne?

     MR. COYNE:  Well, to break it down, yes, PBR typically does decouple the price or the rate from cost.  That's a fundamental element of PBR, one of the objectives of it.

I do believe that that is also satisfied by the company's proposal.  Deliberate design to "incent the behaviours described by the Board in 2000," yes, I agree with that. 

     "Approach provides the opportunity for distributors to earn, and potentially exceed, the allowed rate of return on equity," I still see that as being consistent with the Board's ongoing policy and with the company's proposal. 

     "Not necessary, nor would it be appropriate," to recalibrate rate base annually, I think that is an efficiency objective of PBR with this Board and with others.

MR. THOMPSON:  All right.  Thank you.  

     MR. COYNE:  So I am in agreement with those objectives, yes. 

     MR. THOMPSON:  Thank you.


Anything to add, Dr. Kaufmann?  

     DR. KAUFMANN:  I agree with those objectives as well.  And in terms of the company's proposal, there are some new elements of it that, in my opinion -- and I should preface that by saying I have not made a detailed review of the replacement and the relocation variance accounts, but based on what I have heard and what I have seen of those, this does -- those accounts in particular are somewhat incompatible with the last sentence on this paragraph, in terms of not recalibrating rate base annually.

MR. THOMPSON:  Thank you.


And then finally over on page 12, the first full paragraph, there is a discussion about X factor?

     MR. COYNE:  Could I make a comment on that, if I might?

     MR. THOMPSON:  Yes, please do. 

     MR. COYNE:  In prior questioning I was asked about the Vermont plan, and I was thinking about that over the break and it occurs to me that one of the concerns I've heard expressed here by stakeholders and perhaps by the Board is the ability to understand the efficacy of the capital forecast of the company. 

     And in the case of Vermont, that was also a concern, and there, stakeholders, in consultation with the company, decided it would be in their best interest to measure that on an annual basis so that they -- they also wanted to monitor capital spending.


Their objective may have been different.  They were concerned that the company might be under-spending on its infrastructure system, because they were looking to expand gas service throughout the state of Vermont, and that remains an objective there. 

     So what they decided to do is to have an annual filing that would reflect the cost of service for the company and use that as a basis against the projected I-X path for determining the earnings sharing associated with the program. 

     So I understand it is not the objective of this Board typically to have such annual filings, but it is a remedy, and I guess I would just offer that.  Should the Board find -- and stakeholders -- that they want that kind of accountability, one of the ways to attain that accountability is to have annual reporting, and perhaps even earnings sharing off that basis. 

     So I lay that out there as an option that was not proposed by the company, but one that the Board should at least be aware of.  

     MR. THOMPSON:  Thanks.

So that was in the -- the regulator approved that proposal?  Is that the regulator's decision, or the -- 

     MR. COYNE:  They did, and it was after a long consultation between the Department of Public Service, other stakeholders and the company, and ultimately submitted and approved by the board. 

     MR. THOMPSON:  Okay.  And is that the case that is referenced in Mr. Janigan's brief?  It's a Vermont case, as I understand it. 

     MR. COYNE:  It was, and it was referenced in Dr. Janigan's questions to me earlier this morning.

     MR. THOMPSON:  He will be very flattered with the "Dr. Janigan".  We call him many other things, but not Dr. Janigan.

[Laughter]

     MR. THOMPSON:  Okay.  So I don't need to have you undertake to provide that.  Thanks.

So back on page 12, this is the discussion of ensuring benefits from greater efficiency are appropriately shared throughout the rate-setting term between distributor and shareholder and the distributor's customers.  And that is kind of what you were talking about there as well, Mr. Coyne. 

     But in the Board's report, they say in the last part:

"... the expected benefits will be taken into account in establishing the rate adjustment mechanisms applicable to each rate method through the X factor."  

     Now, that suggests to me that in the custom IR plan, as well as the other plans, there's supposed to be some sort of rate adjustment mechanism accomplished through the X factor, which again suggests to me the X factor has to be positive.

     I will start with you, Dr. Coyne -- are you a Dr. Coyne or a Mr. Coyne?

     MR. COYNE:  I'm not, but thank you. 

     MR. THOMPSON:  Okay.  Well, you lured me into that one.  You can call me Dr. Thompson if you wish.

[Laughter] 

     MR. COYNE:  Hopefully it was based on wisdom and not false advertising.  

     MR. THOMPSON:  I interpret that as calling for a positive X factor.  Do you interpret that in the same fashion?  

     MR. COYNE:  Well, I am looking at the next page, page 13, under "Custom IR", and I don't see mention of X factor there.  Under "Productivity" I see X factor under the "4th Generation IR" "Annual IR index," but I don't see it under the "Custom IR," so...

     MR. THOMPSON:  If you look at page 13, just before you leave that, you will see down there in "Sharing of Benefits", across all three plans is a productivity factor.  So that is where I think that positive X is showing up, quite frankly.  

     MR. COYNE:  I don't make that leap. 

     MR. THOMPSON:  Okay.  

     MR. COYNE:  The productivity factor, I think, is the heading for what -- well, comes beneath it, and it says "Case-by-case", in the case of sharing of benefits. 

     So my presumption is because it is custom IR, that that productivity will be established literally on a case-by-case basis, depending upon the case presented by the applicant and the Board deeming it acceptable. 

     MR. THOMPSON:  All right.  So you don't interpret it as calling for positive -- 

     MR. COYNE:  I don't specifically, no. 

     MR. THOMPSON:  Dr. Kaufmann, did you have a comment on this?  

     DR. KAUFMANN:  Yes.  Well, it is clear to me that the productivity factor, that concept is common across all three approaches.

I also believe it is the case, though, that in the RRF report, that it says that a custom IR plan does not have to specifically use an inflation minus X adjustment mechanism. 

     So to reconcile those two positions, I would look to the underlying rationale for having a productivity factor in an I-X plan and say that I think what the Board is getting at here is that rationale also has to be satisfied in a rate adjustment mechanism that is established under a custom IR plan. 

     And that rationale is that -- is that on a rate-of-change basis, the productivity factor that is established is an external benchmark and it is what any efficient company should be expected to perform towards. 

     So on a rate-of-change basis, an efficient company should be able to manage its unit cost growth within the I-X + Y framework. 

     So I guess what I would say, just to reconcile the fact -- the position in the RRF that there doesn't have to be an explicit productivity factor within a custom IR plan, still the rationale and the motivation for the productivity factor has to be embedded within the form of the plan and the rate adjustments under the plan.  

     MR. THOMPSON:  Thank you.  

     MR. COYNE:  Could I respond to that?  And I know that Ms. Frayer would like to respond as well, if permissible. 

     MS. CONBOY:  Go ahead. 

     MR. THOMPSON:  How do you know that?

     MR. COYNE:  I could tell that she was leaning -- 

     MS. FRAYER:  Moving in my chair. 

     MR. COYNE:  -- leaning very closely to the microphone. 

     MR. THOMPSON:  She pokes you, and not Dr. Kaufmann? 

     MS. FRAYER:  Well, if I may, I think I would like to agree with Dr. Kaufmann from a pragmatic perspective.  When I was seeing the evolution of the RRFE and reading this final report, my take on this -- and in part perhaps it is coloured by my experiences elsewhere outside of North America with performance-based ratemaking -- is that the productivity element needs to be embedded, even in a custom IR. 

     It doesn't need to be an X factor per se.  In fact, if you look at building blocks elsewhere, the X isn't the same as the X and I-X.  It is a very different sort of mechanism.  But productivity itself is the heart of incentive ratemaking, performance-based ratemaking, and it needs to be present in the custom IR. 

     And I think -- again, I believe from the evidence that the company has presented, it has imbued productivity in all elements of its proposal under the customized IR plan, and therefore its revenue cap if those allowed revenue amounts are approved by the Board.

MR. THOMPSON:  When you use the word "productivity" in that discussion, I interpret you to mean positive productivity, not negative; am I correct?  

     MS. FRAYER:  Yes.  I think the idea is -- given the 

circumstances you are operating under, you are striving to become more efficient.  

     MR. THOMPSON:  Thank you. 

     MR. COYNE:  But if I might add as well, more efficient doesn't always mean a positive X.  

     So I would not leap to that, more efficient being the most efficient delivery of services to your customers in an industry that may be facing -- in a situation that you are maybe facing significant cost pressures but you are still expected to perform at an efficient level.

It would be a very narrow interpretation 

to suggest that that has to be a positive X.  In fact, we have seen negative Xs in the industry throughout the last five years.  That is not always possible. 

     And I would go a little bit further.  I think the Board –- I am interpreting what I read here only, but I see no mention of X under the custom IR. 

     And on page 19, where the Board is describing interpreting, I believe, what it means by custom IR, it indicates at the top of the page:

"The Custom IR method will be most appropriate for distributors with significantly large multi-year or highly variable investment commitments that exceed historical levels.  The Board expects that a distributor that applies under this method will file robust evidence of its cost and revenue forecasts over a five year horizon, as well as detailed infrastructure investment plans over the same time frame." 

     I mean, it seems to me it is explicitly allowing for the fact that the situation that companies find themselves in -- in this case, electric distributors -- may not be suitable for an I-X program.  Otherwise, I see no reason to have the custom IR option.  

     MS. CHAPLIN:  Mr. Thompson, if I might just interject? 

     MR. THOMPSON:  Yes. 

     MS. CHAPLIN:  Just going back one step to the answers you were each giving previously about the embedding productivity into the profile of the revenue, would it be possible -- there is figure 14 from Mr. Coyne's report, which showed the TFP changes year over year. 

     Do we have the data about the company's –- like, do we have enough pieces of data in the company's plan, in terms of its annual revenue, and at least at this point its forecast volumes, to derive what the implied TFP rate of change is over the course of the proposed period?  

     MR. COYNE:  I think the answer to that is yes.  We have -- are you looking -- are you asking -- could you back-solve for the I-X that would match what -- its projected revenue requirement, if one wanted to interpret it that way?  

     MS. CHAPLIN:  That might be a subsequent area of inquiry, because I hadn't gone quite that far yet. 

     But we have the table that shows what the TFP is for the subgroup and the large group and for Enbridge, and I am just wondering -- you know, we now have their forecast revenue requirement, the forecast, at least at this point, of the volumes, and what they are proposing that they be allowed to recover each year.  

So can we derive what the implied TFP rate of change is for 2014 to 2019?  

     MR. COYNE:  We can. 

     MS. CHAPLIN:  Okay. 

     MR. COYNE:  Yes. 

     MS. CHAPLIN:  All right.  So I would like you to do that.  

     MR. COYNE:  Okay.  

     MS. FRAYER:  I would also -- sorry, Panel Member.  I would also suggest -- I think when we were first looking at Enbridge's customized IR plan, they didn't think of it on a percentage term basis, in terms of kind of overall TFP, because of the grassroots nature of their budgeting. 

     They were actually much more focussed, and I think that was appropriate because I have seen that elsewhere, and thinking almost category by category where there is an opportunity for me to be more efficient and more productive. 

     And they have examples, I know, in their testimony in a number of places, where they talk to -- and I am sure you will be hearing that evidence from the further panels.  But from my recollection they talked about, for example, on OM&A side, their containment of costs with respect to labour costs, and how they thought through FT quantities for purposes of regulatory rate-setting. 

     They talked about, I think also, non-labour OM&A being 

contained to inflation instead of increasing with additional customers, and so on.  

     They talked about customer addition costs being set against a historic number rather than being -- developing kind of a new number that was a historic number that's -- has now actually been exceeded with recent records and recent history. 

     They talked also about taking on the risks of variable -- what they called variable capital. 

     So it may -- from a high level, I am sure we can get to a number on the implied X.  But from a low level they approached it a little bit differently, in that they were doing the building blocks, and building up almost line item by line item where they thought this was opportunities for efficiency that they can take on the risk and commit to undertaking.  

     MS. CHAPLIN:  Okay. 

     DR. KAUFMANN:  Can I -- 

     MS. CHAPLIN:  That's sort of a bottom-up approach, but if we also wanted to see, on a kind of more global basis and top-down, like, what is implied in this pattern of revenues -- which we have already seen in the evidence is a substantially higher profile of revenues than under Union, the comparable Union program?  

     DR. KAUFMANN:  Could I just comment briefly on what's -- I know it is not my undertaking, but just something that might assist in terms of understanding how to undertake that and measure that on a global basis. 

     The indexing logic shows that unit cost growth is equal to input price growth minus TFP growth. 

     So the way -- a very simple way to get at this is just to look at the growth and the cost of Enbridge over the five years of the term, divide that by customer numbers.  Customers is going to be -- it is the output index in Mr. Coyne's study, and I think we agree that is the main cost driver.  

So it would essentially be unit cost per customer, minus measured input price change.  That would have to be projected because we don't know what that is going to be. 

And then you could solve the differential between unit cost 

growth and input price growth, would be equal to TFP growth.  

Now, when you do that, the input price growth has to be consistent, the input price measure used has to be consistent with the input prices that are used for the TFP study. 

     So that would rule out Mr. Coyne's approach for measuring input prices for the inflation factor. 

     But it is straightforward to take the inflation factor used to develop capital quantities, to embed that into the inflation factor and just do that decomposition.

So it is a fairly straightforward exercise, but there would have to be some projections on input prices going forward.  

     MR. COYNE:  Dr. Kaufmann and I disagree on the definition of "straightforward," I believe.

But I would propose to do this using the inflation factor that we have built for these purposes, and 

Dr. Kaufmann could take issue with that on a going-forward basis. 

     But if you are suggesting that we have all of the capital price inputs on a going-forward basis to do that, I would argue that that's -- well, it is complexity I don't think would assist with what I understand the undertaking to be.  But I will fully disclose what the I factor is that is baked into that, so the Board can evaluate its merits on that basis. 

     MS. CHAPLIN:  Thanks.  

     MS. SEBALJ:  It is J4.3. 

UNDERTAKING NO. J4.3:  TO DERIVE THE IMPLIED TFP RATE OF CHANGE FOR 2014 TO 2019.
     MS. CHAPLIN:  And just following on, do we have enough -- I realize it is not on this record, but do we have the data that we would need to do comparable calculation for Union?  Or is that not...

     DR. KAUFMANN:  I don't believe so.  I don't know if you're asking me, but I don't believe so because I don't think Union has put forward a five-year cost forecast.  We could look at it on a historical basis. 

     MS. CHAPLIN:  All right.  Thanks. 

     MR. COYNE:  Thank you for the answer.  I concur.  

     MR. THOMPSON:  Union did put forward, I think, three years of capital -- well, maybe I better just be quiet.

There is something in the record in Union for -- in the settlement record, but that may not be sufficient for this purpose. 

     MS. CHAPLIN:  I am satisfied with just leaving it as 

described.  Thanks.  

     MS. CONBOY:  We have marked it.  Please go ahead. 

     MR. THOMPSON:  Did we get a number?

     MS. CONBOY:  We did.  J4.3. 

     MR. THOMPSON:  Oh, I'm sorry.  All right.  

     Okay.  Well, on Union, is Union one of the most comparable utilities to EGD, Mr. Coyne?  

     MR. COYNE:  It is, in the sense that it operates in a similar environment -- i.e., Ontario -- and it has similar cost drivers.  But the challenge with using Union as a comparator is that the way these studies are typically conducted is you want to look to benchmarks, to proxy group companies, study group companies, that will not unduly influence the result of your study. 

     We don't know, with no -- casting no aspersions, we don't know if Union is an inefficient or an efficient utility.  So to use them as a proxy wouldn't give us an objective measure of efficiency.  That is why we look to another study group that is not operating in this case next door to Enbridge.  And we take more stock in that as being an objective measure of establishing your benchmark target.


That is typically how these studies are done.  That is why you use a regional group, or in some cases a broader group, but not typically a single entity that's operating in the same jurisdiction.  It just wouldn't give you much of a study perspective. 

     MR. THOMPSON:  Well, I asked was one of the most, not necessarily the most.  But you did not include Union in your sample group? 

     MR. COYNE:  We did in the benchmarking study.  We did, yes.  

     MR. THOMPSON:  But not the other one, the productivity study?

     MR. COYNE:  No.  No.  For the reasons I stated, we needed a broader study group than that --

     MR. THOMPSON:  But Union operates in exactly the same inflation environment, labour environment, as Enbridge.

     MR. COYNE:  They -- well, I wouldn't say exactly the same.  Certainly they're within Ontario, but serving the city of Toronto, I think, is its own unique place.  It is an expensive place to operate.  But there are -- I think there are similar cost drivers, and I think there are those that are different.  Certainly I wouldn't expect the capital plans for the companies to be identical.

     MR. THOMPSON:  No, not identical, but...

     Dr. Kaufmann, any comments on the comparability of Union to Enbridge?  

     DR. KAUFMANN:  Yes.  I think obviously if you are going to do a peer group benchmarking approach, then Union is comparable to Enbridge in many ways, so it should be part of that peer group. 

     On a rate-of-change basis, I understand the need to have a broad sample when estimating TFP, but Union could have been included in that sample.  The data do exist for Union.  We collected those data.  We would be happy to make those available. 

     So it would have been possible to do a 2000 through 2011 TFP study to include Union in a sample where you do a 2000 through 2011 TFP study.  

     MR. THOMPSON:  And, Mr. Coyne, you deliberately excluded Union.  Why?  

     MR. COYNE:  Because there -- well, we wanted to find an objective sample of companies to establish what the efficient benchmark should be.  And one other utility in the same jurisdiction would not be used.  It's -- it would be very uncommon to use one other utility as your study group. 

     You could use them -- if we wanted to do a study including Canadian utilities, I think that might have had some value.  But you don't have the data available over the '10 or '11 period or earlier that one would need to conduct an appropriate TFP study.  I would have loved to have done that had we had the data, but it simply is not available. 

     I would note that in Dr. Kaufmann's firm's study presented in Alberta -- excuse me, in British Columbia and Alberta, both studies relied on a large sample of US utilities.  And in fact, in that report, in the BC study, it states that these are the best source of calibrating X factors for these studies.

We agree.  It is based on data availability.  

     MR. THOMPSON:  Thank you.


Now, just in terms, Ms. Frayer, of the building block approach, what are the building blocks?  Are they cost of service-type blocks?  

     MR. COYNE:  I would ask Ms. Frayer if she would -- are you directing this to me?

     MR. THOMPSON:  I addressed it to Ms. Frayer.


MR. COYNE:  Oh, okay.


MR. THOMPSON:  At least I thought I did.  

     MS. FRAYER:  Figure 1, figure 1 in my testimony -- that is Exhibit A2, tab 10, schedule 1, on page 6 of 24 -- has a graphical depiction of the key components of the building blocks.  And it is very similar, I have to say, to what is in the Ofgem handbook for the RIIO regulatory framework that was issued back in the fall of 2010.  And it has the elements that make up the revenue requirement, operating costs, and capital-related costs such as regulated return and depreciation.  

     MR. THOMPSON:  Okay.  So it looks to me like it is the 

traditional cost of service building blocks that are developed on a year-by-year basis; is that a fair description of it?  

     MS. FRAYER:  Well, I think that it is the elements that go into revenue requirement for regulated utilities, so I...

     MR. THOMPSON:  Okay.  And for how many years does the building block process operate?  Do they do it for five years, less than five, more than five?  

     MS. FRAYER:  There is some variability.  For example, I believe in the last price controls set for gas distribution in the UK, it was for eight years, but there is a mid-reset review.

I believe that in Australia it's more typically five years currently for gas distribution.  And there's been a variability around that over time.  

     MR. THOMPSON:  And are the building blocks based on forecasts?  

     MS. FRAYER:  They are, based on submitted, what they call, business plans from the companies.  

     MR. THOMPSON:  So it is company-specific forecasts with no -- well, does it include benchmarking?

In other words, is it like a PBR that has an external factor impacting on the outcome?  

     MS. FRAYER:  As I described in my opening statement, the way that the building blocks usually works is -- in both Australia and the UK is slightly different, or actually more than slightly different, than what we see here at the Board, in the sense that it is a consultative, negotiated process between the regulator and the companies, where business plans are submitted of similar scope and detail as Enbridge's customized IR plan evidence, and reviewed by the regulator and his consultants and advisors.  And proposals are then published by the regulator and the companies respond to those proposals, and it goes through a series of consultations until final determination.


Does that answer your question?  Or perhaps there was a second element to it that I haven't answered yet.

     MR. THOMPSON:  Well, I was trying to see whether there was any external factor that influenced the approved amount, such as -- the I-X obviously doesn't apply in the building block process, but benchmarks.

Do they ratchet claims down because of benchmarks, or is it utility-specific forecasts that are then massaged in this process you described and approved?  

     MS. FRAYER:  Well, I think "ratchet" and "massage" are maybe similar words in the same vocabulary.  There is definitely adjustments up and down in the different back-and-forth consultations and negotiations. 

     And the review undertaken by the regulator does involve -- I think Dr. Kaufmann mentioned it, and I mentioned it as well yesterday -- a review of various analytical techniques and analysis in some form similar to the analysis Concentric has provided in this particular proceeding, that looks at historical growth in productivity, TFP growth, looks at benchmarking, looks at, from an engineering perspective, data on historical unit costs and going-forward costs that are represented in the business plans, looking at customer trends and -- for example, in the UK they look at many other types of elements that they refer to as kind of performance or output metrics as well.  So there is a variety of analyses that are performed.  

     MR. THOMPSON:  Is there a year-end adjustment process of some sort?  

     MS. FRAYER:  What do you mean by "year-end"?  You mean at the term -- at the end of the term of the --


MR. THOMPSON:  No.  Year by year.  

     MS. FRAYER:  So in the UK, under the current set of price controls for gas distribution, there is some indexation year by year -- it's semi-automatic -- of some components of the building blocks. For example, cost of debt is indexed to long-term bonds.  

     Before this price control review, a few price control reviews back they also used to have a smoothing factor that they applied, that was referred to as actually their X in the RP I-X.  That doesn't exist any more.

     In Australia, there is the use still of CPI, consumer price inflation, also to index certain components of the revenue amounts.  But there is no X, as in the same context of an I-X.  They do still sometimes apply an X in the smoothing kind of component, if that is necessary.  

     MR. THOMPSON:  Do they have a mechanism that deals with, on a year-by-year basis, the outcome of inflated forecasts?  

     MS. FRAYER:  Well, I think the best way to think about it is that regulators review the forecasts as part of 

the business plans, and then approve them as part of the review process.  And once those are set, they are set for the period of the review.  

     MR. THOMPSON:  So there's no -- during the term, no year-by-year adjustment process for inflated forecasts, is what I hear you saying.

MS. FRAYER:  There is no year-by-year kind of -- I think what you're referring to is almost like a true-up to cost of service.  I don't think that exists in either the UK or Australia. 

     There are various incentive schemes that are used, that may be looking at some element of actual cost.

As an example, we were mentioning yesterday the efficiency carryover mechanism for OPEX that is used in Australia.  It does use actual cost as part of the incentive scheme calculation process.  

But there is no true-up, if that is what 

you are getting at.  

     MR. THOMPSON:  Anything to add, Dr. Kaufmann, to that 

description?  

     DR. KAUFMANN:  Yes.  It is true the process is different, but benchmarking is central.  Benchmarking is central to the process for both capital and O&M in the UK.

And there's -- this is isn't exhaustive, but we -- in the third generation IRM report, I have an appendix where I have a number of different jurisdictions, and one of those -– I’m talking about the PBR experience in those jurisdictions, and one of those is the UK.  

I do present some evidence on what they have done for both operating expenses and for capital expenses, and how that has evolved over time. 

     For operating expenses, they actually -– and obviously, that only goes through 2008, when that report was written -- and some things have changed under RIIO, but a lot of the basic framework is still in place. 

     Under operating expenses, what they have actually done is they don't rely on the company's forecasts at all anymore. 

     They look at -- they basically do a PFP projection.  So they look at the -- that's essentially right.  It is a little bit more complicated than that, but basically it is industry PFP applied to operating PFP, applied to the company’s -– some base level of OPEX, which is based on a variety of benchmarking assessments. 

     For capital, what they have done since 2005 is -- it is true the company still does submit capital expenditure forecasts going forward, but the regulator then commissions an engineering firm to develop independent benchmarks for each company.  And then the company's forecasts are compared to the benchmark, company by company, and what Ofgem has done is they have developed what they call an information quality incentive mechanism, and I do describe that at a high level in the appendix to the third generation IRM report. 

     And the way that works is that companies are rewarded for keeping their forecasts low relative to the benchmark.  So if you can –- so, for example, they have what they call an allowance rate, an incentive rate and -- what is that other one?  Essentially, it is a sharing rate. 

     And in all three cases, if the company can keep its 

forecast low relative to the benchmark, then the company is 

rewarded.  In fact, if you keep your forecast capital expenditures over the term of the plan at or below what's benchmarked, you get more than you asked for; it is something like 5 percent more.  And then as the 

ratio of actual to capital expenditures goes up, then you get less and less.  I mean, there is an increment.  So let's say you have 40 percent higher capital expenditures relative to the benchmark; I think you get 15 percent of that.  You get 15 percent above the benchmark, as opposed to 40 percent. 

     Now, there also actually is a sharing factor.  Year by year, what they do is look at actual capital expenditures and they compare that to allowed capital expenditures, and they phase out -- they share the difference between shareholders and customers, and that sharing factor also depends on how well the company's forecast is relative to the benchmark. 

     If you have a low forecast relative to the benchmark, then you are allowed to keep more of that difference each year.  

     So what they have done essentially is they have tried to introduce rigour and objectivity into evaluating capital expenditures, while also allowing for distributor diversity and allowing for flexibility while the plan is in effect.  

     So that's the essence of what they do.  And just in terms of benchmarking, it is just absolutely central to the way building blocks have evolved in the UK. 

     Now, in Australia -- I haven't talked about Australia much.  Australia is a different animal in a lot of ways, and the main difference there is that Australia has a relatively new regulatory commission; it only was created in 2009.  It was an amalgamation of all of the state commissions, so it's taken -- there's been a little bit of a teething process to kind of develop the agency.

They have gone through their first round of reviews, but it is very clear -- and this was a report that was issued, I think, in November of 2013, just as I was responding to some of the IRs that asked me about the Australian commission, and they have a benchmarking report and they -- it is very clear that they are going to put a lot more weight on benchmarking going forward than they have in the past.  

     MR. THOMPSON:  Thank you.

I would like to turn to the I-X approach, Mr. Coyne.  

You have discussed this in your prefiled, and you have discussed it with other questioners, and I would like to discuss it in the context of the Union model.  

My first question is -- I see from the CV, your CV, 

that Concentric has certainly been involved over the years with the Spectra group, if that is what it is still called. 

     Were you asked to assist Union in their IR approach?  

     MR. COYNE:  No, we were not.  We were retained by Enbridge, I think prior to them getting too far down this path.  

     MR. THOMPSON:  Okay.  Are you familiar with the outcome of the Union case?  

     MR. COYNE:  I have read the settlement, yes. 

     MR. THOMPSON:  Okay.  So in terms of I, Union accepted GDP IPI as a data source for I?  

     MR. COYNE:  That's my understanding. 

     MR. THOMPSON:  And you say in your evidence GDP IPI is not ideal, or words to that effect? 

     MR. COYNE:  Yes.  We started off with GDP IPI as a default option.  We're aware the Board has used it in its past, and it is wonderfully simple, but even the Board has recognized in its RRFE Decision that it is not ideal, because it doesn't track certain costs well.

And we have illustrated it doesn't track labour well, it doesn't track capital well, so we have recommended something that is just a little bit more complex, but we think is a more accurate reflection of the cost drivers for a gas utility.  

     MR. THOMPSON:  So what should we infer from Union's 

acceptance of it?  Nothing?  

     MR. COYNE:  That in the grand scheme of their settlement option, it was something that they could live with, given what they felt their cost drivers were going to be. 

     MR. THOMPSON:  Okay.  

     MR. COYNE:  The difference between the two we have forecast are I factor, based on a consensus economic forecast, as being about 2.45 percent.  I think GDP IPI is going to be something on the order between 1.7 and 2 percent.  

     And in our research, we think that represents the -- a 

conservative estimate of the cost differential between running a gas distributing company and the overall level of inflation and the economy.  

     MR. THOMPSON:  All right.  So Enbridge accepted that 

information source as appropriate for their first generation IRM, for the five years 2008 to 2012.  What do we read into that, in terms of its appropriateness?  

     MR. COYNE:  In the context of that settlement and their cost anticipation over that planned period, they found it acceptable, I would presume.  

     MR. THOMPSON:  So is that all it means, is that if it works for us, it's -- that we can draw nothing in terms of the appropriateness of this as a measure of inflation from these acceptances of both Enbridge, and in the first -- and Union in the first go-round and Union in the second go-round?

     Has it suddenly become less ideal?  Or were their acceptances meaningless?  

     MR. COYNE:  The Board has said it is less than ideal.  The Board has indicated -- has adopted a two-factor inflation factor in its RRFE.  Our research would corroborate that looking in that direction is appropriate. 

     The Alberta commission did the same thing.  I think it is a learning process for these boards and commissions, as they roll forward one plan to the next and they have the opportunity to see greater evidence around what these cost drivers are. 

     In our evidence, we speak to the trade-off between complexity in the inflation factor and its accuracy, in terms of reflecting the utility's costs.  We were quite cognizant of that in the development of the three-factor model that we presented.

We have seen other much more complex presentations that we think just would overly burden the Board like this, in terms of being able to monitor these.  They need to be available from publicly available sources on a timely basis.  So those were the criteria that we used.

     Again, I would assume that at the time that Union and Enbridge accepted those settlements, they found that the net balance was in their best interest and in the interest of their stakeholders.  

     MR. THOMPSON:  So your number is what?  Is it 2.25 percent?  

     MR. COYNE:  The forecast period, 2.45.  

     MR. THOMPSON:  2.45?  

     MR. COYNE:  And that is a projection.  It would be -- well, depending upon how it was implemented.  If it was an I-X program, then that actually gets calibrated over time to what the actual is, based on the last year's data.  

     MR. THOMPSON:  So comparable to the 1.7, your number is 2.45, 1.7 for -- 

     MR. COYNE:  Well, it depends.  Consensus Economics doesn't predict GDP IPI; they project CPI, and the projection for CPI is 2 percent.  And usually 2 percent is a little bit higher than GDPI.  So I don't have the comparable number, because they don't project it.  

     MR. THOMPSON:  Okay.  Now, you have used three factors in developing that number.

Dr. Kaufmann, I think you said you could accept two of them; is that right?  

     DR. KAUFMANN:  That is correct. 

     MR. THOMPSON:  Okay.  And so what number does that give us, roughly, compared to the 1.7 that Union accepted?

     MR. COYNE:  Are you asking me or Dr. Kaufmann? 

     MR. THOMPSON:  Well, I will ask both of you.  Do you want to go -- go ahead, Mr. Coyne.  You...

     MR. COYNE:  Well, I can tell you. 

     MR. THOMPSON:  Oh, thank you. 

     MR. COYNE:  Let me turn to the evidence.  If you go to the I-factor section of our report, beginning with page 40, on page 45 you can see the basis of that estimate, the table at the bottom of page 45.

Okay.  Page 49 --

     MR. THOMPSON:  49 of 125?  

     MR. COYNE:  Yes.  In the exhibit numbering.  Figure 23 at the bottom, if we could bring that up.  Thank you.  

     MR. THOMPSON:  All right.  

     MR. COYNE:  There we looked at both two-factor and 

three-factor indices, and you can see the basis for them is the forecast on a going-forward basis of Canadian CPI from Consensus Economics. 

     And then we developed a relationship between CPI and the Ontario average hourly wage, Canadian GDP IPI, and the Canadian gas distribution net plant index that we're using to form our three-factor I factor.  We did that using regression analysis. 

     And the -- your question related to the two-component PFP composite index, which is just labour and materials, and that would apply in our estimation to a formula that was only applied to labour and materials. 

     And you can see that that number ranges from 2.18 to 2.24, and if you include the capital piece, using the capital weights for the seven-company subgroup -- which we have used to form the basis of a recommendation -- those range from 2.36 to 2.45. 

     So I think, to answer your question, the two-factor would be the bottom line in that table.  

     MR. THOMPSON:  Okay.  Any comment, Dr. Kaufmann?  

     DR. KAUFMANN:  I am not sure -- what weights did you put on labour versus non-labour?  

     MR. COYNE:  Yes.  If you go back a page to page 43, figures 19 and 20, you can see those weights, and the average of the 2009 through 2011 weights based on our industry sample, and you can see capital is 48 percent, labour is 19, materials 33, and --

     DR. KAUFMANN:  So 38 and 62? 

     MR. COYNE:  And 38 and 62. 

     DR. KAUFMANN:  Yes.  I mean, it looks about right.  I would maybe quibble a bit with the labour versus material weights, but it wouldn't have a substantial impact on that inflation rate.  

     MR. THOMPSON:  Thank you.


Then moving to X, Mr. Coyne, you calculate -- well, you've put that at zero, if I understand your --

     MR. COYNE:  In essence, yes, it is at minus 0.01.

     MR. THOMPSON:  And Union accepted in their proposal 60 percent of I as productivity.  What should we read into that?  Nothing?  

     MR. COYNE:  Apparently they feel as though that works for them on a going-forward basis, based on what they perceive their cost forecasts to be.

     MR. THOMPSON:  Okay.  Well, it certainly is a positive productivity factor that they were prepared to accept.

What about Enbridge?  They accepted in years 2007 to 2012 a positive X that I think on average was 50 percent of I.  Doesn't that suggest that Enbridge can live with a positive productivity factor?  What happened to suddenly shift it to -- from positive to zero?  

     MR. COYNE:  Well, I guess I am not sure exactly what your question is, but the Enbridge -- first relating to Enbridge, that was a settlement.  The X factor that they lived with then, I presume because the company settled on that number, was something that they felt as though they could live with over that period of time. 

     My understanding is what's changed is the capital projection that they have built into this plan versus what their capital expectations were in the prior plan.  I think that is one of the fundamental differences.


And they also face a different interest rate environment in this plan than they did in the latter plan, but I would defer to the company to speak to other changes that may have formed their opinions. 

     Our X factor is -- that was based on industry analysis, as we have discussed at some length, for a seven-company subgroup, and that becomes the basis of our recommended X.

It is to Enbridge to determine and this Board to determine the value of that in forming their plan. 

     MR. THOMPSON:  Dr. Kaufmann, I think you said yesterday you didn't derive any X for Enbridge; is that correct?  

     DR. KAUFMANN:  I have not done any independent TFP analysis in this proceeding.  That's correct.  

     MR. THOMPSON:  Well, in your opinion, should we be reading anything into Union's acceptance of a positive X, in terms of whether Enbridge's X is likely positive?  

     DR. KAUFMANN:  I will note that the number that they get roughly for their X, assuming about a 1.8 percent GDP IPI growth rate, it's -- 60 percent of that is close to 1 percent, just a little bit north of 1 percent, and that's about what we're getting for a TFP trend for the US industry.  

     So based on -- by "we", I mean my partner, my ex-partner, Mark Lowry.  I just want to -- just to emphasize, I am actually not part of PEG.  I am an advisor to PEG and other companies.  So -- but my ex-partner, Mark Lowry, whose work I respect and who has done quite a bit of this work, is showing about a 1 percent trend in TFP for the US gas distribution industry.

So I find that the Union settlement tends to support that estimate.  

     MR. COYNE:  Can I respond to that, if I might?  

     MR. THOMPSON:  Yes.  

     MR. COYNE:  I would add that, referring back to Union, that they -- the X factor in their proposal was zero percent.  You are distinguishing between the proposal and their analysis behind that proposal.  It was zero percent versus their settlement.  

     And to Dr. Kaufmann's reference to the work of Mark Lowry, I would add that that 1 percent was for a sample of 64 gas distributors across the entirety of the US, and I don't believe that represents an appropriate sample to Enbridge.

MS. CONBOY:  Ms. Frayer, you wanted to add something?  

     MS. FRAYER:  Yes, just a second on the point –- and I believe I am not disclosing anything confidential, but my firm worked for Union and our report was appended to the Union settlement, which was then filed with the Board.  

And that's where we discuss the original proposal that Union had before settlement, of an X factor of zero and its reasonableness.  So just as a further basis for that.  

     MR. THOMPSON:  Were you asked if you supported it?  Did you tell Union:  Don't settle?  

     MS. FRAYER:  We were not asked for an opinion for their settlement process. 

     MR. THOMPSON:  All right.  In any event, they took 1 percent by way of X? 

     MS. FRAYER:  They took a package that was different from their original proposal.  

     MR. THOMPSON:  Right.  I see I have five minutes.  I might be able to just get through this piece quickly. 

     Now, Dr. -- Mr. Coyne, sorry, in your evidence you have done some calculations of I-X without anything, I-X plus ICM, and I-X plus special projects. 

     And those come out -- or they're shown, sorry, in figures 30, 32 and 34, as I understand your testimony.  

     MR. COYNE:  That's correct.  We also updated those in an undertaking response following the technical conference, to run them out through 2018, if that is of service.  

     MR. THOMPSON:  Sorry.  What number is that, sorry?  

     MR. COYNE:  I could refer you to them, if you give me just a moment.  

     MR. THOMPSON:  This is a TCU number?  

     MR. COYNE:  TCU2.16.  

     MR. THOMPSON:  2.16?  All right.  Okay. 

     MR. COYNE:  You could look at them in parallel.  The TCU2.16 gives you the two additional years.  

     MR. THOMPSON:  Right.  Thank you.

Now, is that the -- is the model that you are using to produce these numbers the same model that Enbridge has used to produce the 300 and some-odd million in Mr. Shepherd's exhibit?  Or do you know?  

     MR. COYNE:  I do know that Mr. Shepherd consulted with the company in preparation of that table.  So I presume that the company got comfortable with the inputs as representing what was in their plan. 

     But I cannot -- I cannot exactly compare what is here to what is in Mr. Shepherd's table.  In fact, we never did discuss this table. 

     MR. THOMPSON:  All right.  Well, maybe I should put it this way.  Is the method that Enbridge used -- uses and your model, are they the same, one and the same models? 

     MR. COYNE:  Well, it wasn't Enbridge's analysis; it was Mr. Shepherd's analysis.  So I would not think so. 

We did a revenue requirements analysis here. 

     I think the purpose of Mr. Shepherd's math was to show 

differences between various outcomes between I-X, but I don't think he did a requirements analysis, as we did.  

     MR. THOMPSON:  All right.  Have you seen the Enbridge 

exhibit -- sorry, Mr. Shepherd's exhibit that shows, as I understand it -- this is K1.3 -- the difference between the Union model and the Enbridge model, that is something north of $300 million?  

     MR. COYNE:  I have seen that, yes. 

     MR. THOMPSON:  And do you get the same numbers?

     MR. COYNE:  I did not analyze the Union model, to the best of my recollection. 

     We analyzed three scenarios here: an I-X, I-X plus Y 

factors, and an I-X including an ICM mechanism for capital.  So we did not examine the Union model as one of our scenarios, but Enbridge did in an undertaking. 

     MR. THOMPSON:  I thought your Y factor was the major 

projects. 

     MR. COYNE:  It was; it was GTA and Ottawa.  

     MR. THOMPSON:  And I thought that is the same thing that is in K1.3.  

     MR. COYNE:  Well, Union, of course, had a different 

inflation factor, a different X factor, so the assumptions, the parameters going into the Union model, as we just discussed, are different than those in the scenarios that we have run.

They're based on the I that we estimated and the X that we estimated, and Y factors for GTA and Ottawa, as well as the mechanism for the ICM.  

     MR. THOMPSON:  Right.  Just tell me how you calculated the ICM. 

     MR. COYNE:  If you turn -- if you turn to page -- let's go to TCU2.16, where we are.  If we go to page 4 of 8 there -- 

     MR. THOMPSON:  Yes. 

     MR. COYNE:   -- let me see if I have -- no, that is Y factor.  If you turn to page 7 of 8 --  

     MR. THOMPSON:  Right.  

     MR. COYNE:  -- and the threshold calculation is in line -- beneath line 17.  Do you see that?  

     MR. THOMPSON:  Yes. 

     MR. COYNE:  And there you can see that the threshold is calculated as a factor of 1.2, times the depreciation expense at rebasing, plus the rate base at rebasing, accounting for growth in rates and customers.  

That is our understanding of how the ICM model works. 

     MR. THOMPSON:  All right.  Thank you very much.  

I see it is noon, Madam Chair, so I will pick it up after lunch. 

     MS. CONBOY:  Thank you.  We will break until quarter after 1:00. 

     --- Luncheon recess taken at 12:00 p.m.

--- On resuming at 1:18 p.m. 

     MS. CONBOY:  Thank you.  Please be seated.  

     Mr. Thompson, we will continue with you.  Have you got an estimated time?  

     MR. THOMPSON:  I think I've got 30 minutes left, and I should be done within that time. 

     MS. CONBOY:  Thank you very much.  

     MR. THOMPSON:  Mr. Coyne, if I could just circle back to this morning, where you mentioned the Vermont example where an order was made or there's some provision made for annual reporting and perhaps adjustment, I looked at Mr. Janigan's attachment to his compendium.  I don't know that it is addressing the right case, and I was wondering if I could ask you, by way of undertaking, to provide the document that provides the details of that mechanism that you were describing.

     MR. COYNE:  There may be an appendix -- let me just see if it is here -- that does what you are requesting.  I will seek to provide that.  I think it is missing the appendix.  

     MS. SEBALJ:  J4.4. 

UNDERTAKING NO. J4.4:  TO PROVIDE APPENDIX WITH DETAILS OF VERMONT'S MECHANISM FOR ANNUAL REPORTING AND ADJUSTMENT.

     MS. CONBOY:  Thank you. 

     MR. THOMPSON:  Thank you.  Thanks.


Now, moving on, if we might, to some of the, I guess, disincentives that the model that's being presented here has, there's been a lot of discussion about the model's disincentive to have the utility make investments at the end of the plan term to improve productivity.

And the proposal to counteract that disincentive is SEIM; is that a fair statement?  

     MR. COYNE:  Who is the question directed toward?

     MR. THOMPSON:  Well, I will start with you, and let anybody else pipe in, if you wish. 

     MR. COYNE:  I was jotting down your undertaking.  Sorry, would you be kind enough to rephrase it?

     MR. THOMPSON:  Yes.  We heard that the model, this five-year custom model, based on forecasts which are not adjusted, has an incentive towards the end of the term to have the utility not make investments to improve productivity.  And to counteract that incentive to do bad things, the SEIM is proposed to prompt the utility to do good things.  

     Is that a fair paraphrase of the disincentive effect of this model?  

     MR. COYNE:  Could I -- if I could, I would defer to Ms. Frayer, who has looked at the SEIM explicitly and testified -- 

     MR. THOMPSON:  That's fine. 

     MR. COYNE:  -- to it. 

     MS. FRAYER:  What I would like to do as part of my answer, I want to suggest -- 

     MS. CONBOY:  Oh, we've lost your mic. 

     MS. FRAYER:  Sorry.  We have joint on-off buttons.  

     I would suggest that it is not the customized IR plan that has this -- as you referred to it, this disincentive to seek out productivity initiatives.  It is exactly present in any incentive ratemaking regime with a finite term.


But to answer the second aspect of your question, or the actual kind of core, yes, the SEIM has been proposed as a way to overcome this weakness associated with finite IR terms.  

     MR. THOMPSON:  Okay.  Thanks.

And I suggest there is another disincentive effect or incentive effect of the model, and it really applies to any model based on forecasts, but where you have a five-year model based on forecasts that don't change, there is an incentive that prompts inflated forecasts. 

     Do you agree with that, Ms. Frayer?  I think this was Dr. Kaufmann's point in his opening.

     MS. FRAYER:  I agree that due to the -- the symmetries of information, there is a theoretical concern that in any instance where forecast costs are being provided, there may be an incentive to place those forecasts on a preferable -- preferable position to the applicant. 

     But as I discussed in CME 1, in response to CME 1, Mr. Thompson, and I think I discussed this at length also in the technical conference, I think that the -- there are many offsetting considerations to this theoretical concern about inflated forecasts.  

     MR. THOMPSON:  Can you summarize them in 10 words or less?  

     MS. FRAYER:  I think the written response in CME 1 does a good job, but I think I can try, and I will try to be as brief as possible here. 

     I think the relationship in the context of these hearings, in the relationship that is a continuum, if you will, between the regulated utility and the Board and stakeholders like yourselves, is one where there is a lot at stake for Enbridge if it was truly to submit, under its five-year customized IR plan, an inflated forecast.


I think there is consequences for the utility, and those consequences are likely to become quite apparent very quickly and early in the IR term. 

     So I think, if I may suggest, that it is -- it's always important to think of theoretical considerations, pragmatically based in the context of the environment you are in, and I think this environment in some ways is different from other regulatory regimes, but presents some unique considerations for yourself and the Board in this context, in this question.  

     MR. THOMPSON:  All right.  Well, I won't argue with you as to whether -- well, we agree the risk exists.

     MS. FRAYER:  The theoretical risk exists. 

     MR. THOMPSON:  And I took it from Dr. Kaufmann's opening statement that he regards it as a real risk.  It is not simply theoretical.  Did I understand that correctly, Dr. Kaufmann?  

     DR. KAUFMANN:  Yes, you did.  

     MR. THOMPSON:  Okay.  So let's assume, Ms. Frayer, it is a real risk, and assume that it could be significant.  And on those assumptions, what I would like to turn to is what mechanisms could be introduced to guard against that risk.  

     And I suppose the first one is we simply go with an I-X approach.  The Board could consider the differences in view on I, it could consider the differences in view on X.  It could look at the major capital Y factor proposition that applied in Union and simply impose that kind of regime and say to Enbridge:  Live with it.

     Would you agree that is one way that they could address the risk of inflated forecast creeping into this five-year plan?

And that is for all witnesses.  

     MS. FRAYER:  My response, if I can, is that I understand the Board has a lot of flexibility with the Decision it can make in this case, in this proceeding, and I won't second-guess or question that. 

     If I can speak to the customized IR plan, which brings me back to the comfort level of what I have actually evaluated and considered, I think there's a lot of opportunities present right now for stakeholders and for the Board to evaluate those forecasts, to mitigate the risk of over-forecast, one.

     There's also, as I mentioned yesterday, I think, as well, and during the course of the hearing, I believe the earnings sharing mechanism also provides an opportunity to -- from the perspective of the Board and consumers and stakeholders like yourselves, for some safeguard elements or characteristics against over-inflated forecasts. 

     I think, as I suggested in CME 1, there are mechanisms as well that, by virtue of the fact that there is going to be annual reporting required of Enbridge as part of their customized IR plan, that will also mitigate the risks today, because they -- those reporting standards were part of the elements of consideration by Enbridge as it designed its customized IR plan, and it is one where the Board can require certain specific reporting requirements that would help it get comfortable that it could monitor this theoretical risk in real time.  

     MR. THOMPSON:  Mr. Coyne, do you wish to add something?

     MR. COYNE:  I would, thank you.

I would offer that, yes, to answer your question, I-X is one way of dealing with that risk, but I would say it is certainly an imperfect one, because you're taking an I that is developed based on cost inputs for a very broad measure.  The economy or labour indices are still really broad measures that don't necessarily reflect the input cost for that specific utility and the cost pressures that it faces. 

     And it's -- to think that an X that is developed from an industry sample, no matter how carefully chosen and how well that work is done, it's one of those cases where, if you look at how the soup is made, you fall less in love with an I-X as giving you comfort that you would like to have, that the costs on a going-forward basis are well matched to the utility at hand, because you're dealing with a lot of data over a lot of years, covering a lot of utilities, no matter who does it or how it gets done. 

     I take greater stock -- if I put my regulator hat on -- by being able to look at what company-specific cost projections are, and being able to evaluate those as being appropriate for that company. 

     And without interpreting what the Board meant with its 

custom IR, I sense that it, too, felt the same way, that it wanted at least the opportunity for a company to come before it to show that it could provide a solid and robust forecast of its costs as being a legitimate way to regulate that company and still hold it accountable for cost efficiencies over the course of the rate plan. 

     So I would say that, yes, to answer your question, I-X is one way.  But I would certainly say that it is not a superior way in many cases, and that is one of the reasons why we have seen regulators in general -- if you look at the trend, I would have thought 10, 12 years ago, say, that we would have seen all North American utilities regulated under an I-X program. 

     The reason I say that is that it had many attractive 

features of avoiding annual rate cases and the costs associated with those, and also holding utilities accountable against some objective measure. 

     But what we've seen is for those regulators that have 

experimented with the I-X, they found them to be imperfect 

solutions, for the reasons that I have described.  That's why we've seen hybrid models that have been adopted; they're adopting I-X for perhaps a portion of those costs on a going-forward basis, or they relied on what's called a stair step model or a building block model, or some other approach that still builds in incentives, but it doesn't rely on the very broad hammer which is an I-X. 

     So I would say that incentive regulation, in my belief, has grown more sophisticated since its early adaptations.  And I think that that is why I believe it is not a perfect tool, by any means.  

     MR. THOMPSON:  Dr. Kaufmann, your views?  

     DR. KAUFMANN:  Yes.  On your first question on whether I-X would control the risk of forecast cost, I think the answer to that is obviously yes, because an I-X plan doesn't depend on forecast costs. 

     So that particular risk would go away under an I-X plan, and I think it is also important to note that any I-X plan for Enbridge will be I-X+Y.

We already know the GTA and, I believe, the Ottawa projects have been, you know -– the leave-to-construct applications have been approved.  So those will be accommodated through a Y factor and plus Z.  There will be a Z factor as well, and there will be scope in that factor as well to perhaps deal with unexpected contingencies that can arise during the plan. 

     In terms of what my colleague said, I have to disagree with Ms. Frayer about the ability of the ESM to provide protection for forecast risk, and I have a discussion of this in my assessment report, that is Exhibit LT1, schedule 2, page 19.  

     So everyone is free to -- to reread that discussion and see why I believe that the ESM, in fact, can create -- in some ways, it can compound the incentive problem. So I don't agree with that. 

     I do agree, in some respects, with Mr. Coyne.  I do -- it's clear that there has been a greater diversity of approaches to alternative regulation that have evolved over the last 10 or 12 years, and most of those have dealt with appending different types of mechanisms for recovering capital costs for companies that are, you know -- that for whatever reason cannot -- would not be able to live under an I-X plan. 

     And that's also something that we have been very attentive to -- I should say the Board has been very attentive to.  In Ontario, when I was advising the Board in -- Board Staff in third generation incentive regulation for electricity distributors, that was one of the key concerns.  

     And I advised -- it was my advice to adopt an incremental capital module as a way to accommodate that. 

And there are other approaches that have been adopted to deal with that concern as well.  

So I do think, even within an I-X general approach, general framework, there is a fair bit of ability to adapt that to different companies' circumstances, and I think the experience here in Ontario bears that out.  

     MR. THOMPSON:  Thank you.

Let me just turn to the earnings sharing mechanism, because this is a tool that has been mentioned, and I think, speaking for myself, I see it as another tool that can be utilized to guard against this risk.  

     Now, I think both -- or all of you have some views on earnings sharing mechanisms.  

     Would it be fair to say that they are -- they can be 

tailored to meet the needs of any particular case?

You have a dead band feature, you have sharing features.  They can be adjusted as necessary on a case-by-case basis; is that fair?  

     MS. FRAYER:  I think history will show that there's 

different implementations, I guess, of the ESM, as you've suggested, where there are different sharing, there's symmetry and asymmetry, there is different threshold levels that are used, and so on. 

     So yes, I think they are flexible tools, to use your word.  

     MR. THOMPSON:  Anybody else wish to add anything at this point?  

     DR. KAUFMANN:  I agree with that. 

     MR. COYNE:  I concur. 

     MR. THOMPSON:  Okay.  So my suggestion to you is where there is a high risk of inflated forecasts, there should be no dead band.  Would you comment on that, please?

Ms. Frayer, I guess we will start with you.  

     MS. FRAYER:  I think, as with any element of the IR plan as well as with the IR plan in totality, you need to think through changes holistically.  And it is possible to have an earnings sharing mechanism that has no dead band, but I would suggest that because it moves the balance of risks in a different direction, it may also require changes, for example, in symmetry. 

     Right now, I understand that Enbridge is proposing in the customized IR plan, where it takes all the risks of under-earnings and shares in the benefits of over-earnings above the dead band -- to the extent you eliminate the dead band, I think other elements of the ESM need to be re-evaluated as well.  

     MR. THOMPSON:  Anything to add, Mr. Coyne?  

     MR. COYNE:  Completely agree.  

     MR. THOMPSON:  Dr. Kaufmann?  

     DR. KAUFMANN:  I would agree with what I believe your main point was, which is that as a risk mitigation device, yes.  If you eliminate the dead band, that would be -- the ESM would be a more effective device for mitigating the risk of forecasts, over-inflated forecasts.

     MR. THOMPSON:  Depending on the extent of the inflated risk problem, what you could do within that dead band is allocate a larger share to ratepayers.  It might be 75/25, or, if it is a real problem, 90/10, to in effect take the inflated forecast risk out of the equation.  

     MR. COYNE:  If I could begin with a response to that, if you don't mind? 

     MR. THOMPSON:  Yes. 

     MR. COYNE:  One of the concerns I would have with that type of solution is you're beginning to diminish the incentives in incentive regulation if you do that.

     And you will note in the Alberta decision that they didn't include any ESM, for that very concern.  They were afraid that they were going to take the incentive out of the program. 

     So bearing in mind we're looking for incentive regulation, if you don't give the utility sufficient incentive to produce efficiencies in every year of the program and over the course of the program, you are now no longer moving towards the objectives we discussed earlier of incentive regulation, and that is to motivate efficient behaviour on behalf of the utility.  

     MR. THOMPSON:  Anybody -- Dr. Kaufmann, do you wish to add anything to that?  

     DR. KAUFMANN:  I would generally agree with that.  There is a trade-off between creating incentives and managing risk.  And the ESM is only one provision of the overall plan, so I wouldn't put too much weight on it.

     Again, I go back to what I think is a fundamental element, what should be a fundamental element of this proposal, which is the best way to mitigate the risk that the expenditure forecasts are inflated is through independent benchmarking evidence.

     MR. THOMPSON:  Okay.  I think that -- 

     MR. COYNE:  Can I append a comment to Dr. Kaufmann's?

I think there are other ways, and I would underscore that I think this is an unusual process in the sense that it is 10 days of hearings with panels on every aspect of this company's cost forecast. 

     So I would not diminish the value of that, in terms of the opportunity for both stakeholders and for the Board to scrutinize every element of the cost proposal.  And there is also annual reporting that is built into this proposal as well.  

     So I think there are checks and balances to counter any concern that one might have for an over-inflated forecast.  

     MR. THOMPSON:  All right.  

     MS. CONBOY:  Actually, Dr. Kaufmann, I asked you a similar question yesterday with respect to the process that we undergo here, to assist in the mitigation of the incentive to over-inflate capital costs. 

     Would you like to respond to that again in light of what you have just heard Mr. Coyne say?  

     DR. KAUFMANN:  Yes.  I think, again, if you look at -- there is experience with these type of plans.  There's a long history of plans of this type in the UK.  And I think, even though the process is a bit different here, there certainly was a process of review, extensive review, of the company's forecast in two different rate cycles in the UK, at the very least on two different rate cycles for electricity distribution. 

     And Ofgem essentially concluded that that was not sufficient, that that was not a sufficient protection against the company's inherent incentives to inflate their forecasts, and because of that they've gone to a very benchmarking-intensive approach towards mitigating those forecasts. 

     So I think, given that history and understanding, that of course the process is going to be a little bit different here than there, but it still -- I don't think we should conclude from that that they haven't undergone a very thorough review and attempted in their way to get whatever information they could to test those forecasts, that Ofgem has concluded that that approach is not effective on its own for controlling that risk. 

     MS. CONBOY:  And in your submission, there is sufficient data out there to allow for that independent evaluation?  

     DR. KAUFMANN:  Yes, I think there is. 

     MS. CONBOY:  Thank you.  

     MR. THOMPSON:  Thanks.  I will move on to my last topic, which is -- 

     MS. FRAYER:  If I can interject, Mr. Thompson?  

     MR. THOMPSON:  Oh, did I miss you?  

     MS. FRAYER:  I think so.  If you don't mind?

     MR. THOMPSON:  Oh, I apologize.  I thought I started with you.  

     MS. FRAYER:  I would like to take a crack, if I can, to answer your original question about the ESM having no dead band or heavier sharing to ratepayers.

     One of the concerns I would have -- and it doesn't mean that it is not doable or workable, but one of the things one would like to look at -- and I would like to refer back to the RRFE that we discussed before lunchtime.

It does talk about the fact that incentive ratemaking should provide an opportunity for the company to earn the allowed rate of return and potentially even earn more, because it is meant to mimic profit-maximizing behaviour. 

     If you set the ESM too tightly, you may negate that type of opportunity as well, and that is something to think about as you consider options, if you will, in your -- in your process of evaluation.

And perhaps if I could append a little bit more on the last point that Madam Chair had raised with Dr. Kaufmann, I think there is certain data definitely available to do certain levels of benchmarking using US peers.  No doubt Concentric has completed this type of analysis.

     But I want to distinguish with the type of data that is collected in the UK.  The level of information there from more than half a dozen companies being simultaneously reviewed and regulated and having to make submissions is much -- more rich for more detailed, I believe, both econometric analysis and much more rich as well for engineering-style analysis. 

     I think that in part that may have been one of the reasons that, for example, Australia -- as Dr. Kaufmann mentioned earlier, they have just gotten a national regulator in recent years.  Before that, they had state regulators.  And that may have been also one of the reasons why in Australia TFP analysis, for example, even to support benchmarking, hadn't been used for some time until more recently because of the lack of local data to really do that type of robust analysis that is required. 

     And I concur that they are definitely moving in the direction of additional benchmarking, as Dr. Kaufmann mentioned before lunch, but that is because they now feel that they have a much more robust basis for empirical analysis than they had five years ago or a decade ago.  

     MS. CONBOY:  Thank you.  

     MR. COYNE:  At the risk -- can I add just one thing to that?  Because I sense it is important to the Board. 

     MS. CONBOY:  Go ahead. 

     MR. COYNE:  That I am not aware of any North American regulator that has followed the path suggested by Dr. Kaufmann, in terms of additional benchmarking data to determine -- I am not sure if it is a threshold level of performance or target he's suggesting. 

     The only case I am aware of is the case here in Ontario with electric distributors, because of, again, data available for 73 electric distributors.  That's -- I am not aware of any North American regulator that has used that approach for a gas distributor in Canada or the US.

     MS. CONBOY:  Thank you.  

     MR. THOMPSON:  Dr. Kaufmann, do you want the last word?

[Laughter] 

     DR. KAUFMANN:  Well, there certainly are other regulators in North America that are using benchmarking for gas and electric distribution.  You can look at the PEG submissions.  It is happening in a lot of different places. 

     But I think it is also true that there aren't many regulators that are allowing a customized IR, essentially five-year -- a five-year forward-looking forecast of a company's revenue requirements to be a basis for an established form of plan. 

     And again, where the places where that has been employed, particularly the UK -- this is the UK model, essentially; the UK was the one that started this model.  It has been adopted in other places, but in the UK the record is very clear that they have found that it creates inherent incentives for the companies to inflate their forecasts.

And they have responded to that by commissioning third-party objective assessments of the company's forecasts. 


MS. CONBOY:  Thank you.  

     MR. THOMPSON:  Thanks.


My last topic, then, is SEIM.  And Ms. Frayer, I will direct these to you, but others will be free to add comment.

     Now, this proposal is one that culminates with an award in 2019 and 2020; have I got that straight?  

     MS. FRAYER:  Yes, that's correct, if the Board approves the five-year term.  

     MR. THOMPSON:  And so what you are proposing is that an award be determined -- well, the parameters for an award be determined in this case, but the award, the amount of the award, will be determined in another case.

In other words, it is outside the, quote, "test period" in this case, which is five years?  

     MS. FRAYER:  I think the idea is that the mechanism of the award, the construct, if the Board so determines, would be approved in this case, but the company would have to make an application down the road at the end of its -- at the end of this term of incentive ratemaking and at rebasing, to provide justification for the award amount and whether the award should be actually approved, subject to showing that there have been sustainable long-term efficiency benefits that are greater than the award amount.  

     MR. THOMPSON:  My question is:  Why do we need to do that in this case?  Sustainable productivity initiatives during the course of the IRM term is -- it is the goal of IRM, is it not?  

     In other words, the utilities are supposed to do that.  That is what it’s all about.  

     MS. FRAYER:  Well, there are a couple of different reasons why we're proposing it, I think, or at least from my perspective why it is being proposed as part of the customized IR plan. 

     The first reason is because of the theoretical weaknesses of a finite IR term, and this is the same premise on which efficiency carryover mechanisms in other jurisdictions have been deployed by regulators. 

     Separate and distinct from that, I think Enbridge 

proposed the SEIM in response to goals and objectives that they have heard the Board enunciate about sustainable long-term efficiency gains, and I think the context being that they want to be able to have an opportunity to demonstrate that their productivity initiatives are, in fact, long-term and sustainable, in order to combat potential criticisms from stakeholders that they're just doing short-term cost-cutting, short-term cost-cutting to achieve a higher earnings.  

     MR. THOMPSON:  They don't need an award to have that 

opportunity.  All they need to know is that they can ask for an award in the subsequent period, if they demonstrate that they have implemented sustainable productivity gains.

Why do you need anything more than that?  

     MS. FRAYER:  Well, I think right now they're not asking for any specific award amount.  They're asking for Board recognition of the benefits of such an element of their IR plan.  

     MR. THOMPSON:  Okay.  So if the Board said:  If you 

implement a sustainable efficiency initiative during the course of the plan, you can apply for an award in 2019 and rebasing with the amount thereof to be determined -- the parameters thereof and the amount thereof to be determined by the Board hearing that case, isn't that all you need?  

     MS. FRAYER:  Well, I think you might need a little bit more, and this is why we wanted to have a structured element of the IR plan. 

     I have already mentioned in my opening -- I think it was in the opening remarks, but perhaps in the discussions we had yesterday -- the company won't know over the term of its IR plan whether it definitely will get the reward or not.  It is up to the Board to decide upon its application in the future. 

     So it will have to undertake initiatives in order to be able to have a basis for asserting that it should be rewarded in the future.

But knowing that there is a Board recognition and approval of the process, I think, is quite helpful to the company, and helps overcome some of the risks and uncertainties they face in the regulatory processes. 

     It is the idea that you know there is a carrot, and you know that it is 12 inches instead of, you know, a baby carrot you just harvested way too early, to help motivate management to look for those types of unique incremental efficiency initiatives.  

     MR. THOMPSON:  All right.  Well, I won't argue that with you.

But in terms of the prod for the company to do what it is supposed to do under IRM, which is introduce sustainable efficiencies, wouldn't a more effective prod be a penalty if you don't do it, rather than saying now we need an award to prompt you to do it?

     MS. FRAYER:  Well, I think there is a body, a significant body of industrial organization empirical studies and economic literature that talks to the different, if you will, motivations that awards versus penalties create, and the differences in risk allocation it creates. 

     I don't think I want to necessarily get into that right now, but I would like to say that the fact that if the SEIM, for example, is approved, the concept, and in effect the company strives to undertake productivity initiatives and applies for those in a future application and does not get the reward, in my mind that is equivalent to getting a penalty, because it was expecting to get the reward and is not able to sufficiently convince stakeholders and the Board that that is due. 

     So there is perhaps a bit of a distinction between 

penalties and rewards.  But I think ultimately it is a question also of which produces the most efficient outcome and motivation on the company, without inadvertently changing maybe the managerial focus, because the focus, as you pointed out, you want them to seek out, to look for sustainable long-term efficiencies, to -- and then to produce the best evidence and demonstration of 

that. 

     If you decided to penalize the company, the penalty will change management focus, and it may not allow the creativity and the necessary resources, frankly, to accomplish the end goal.  

     MR. THOMPSON:  Anybody else wish to add anything to that?  

     DR. KAUFMANN:  I would just like to say that on the concept of a SEIM or an efficiency carryover mechanism, I am fine with the concept. 

     You are right that incentive regulation is designed to 

create sustained efficiencies throughout the plan term, but it is understood that if there's going to be -- if you are in year 4 and there is a true-up in year 5, then your incentives to continue to pursue efficiencies in year 4 and year 5 are going to be less than they would be in year 1.  



So that is just really a -- an efficiency carryover mechanism is consistent with the idea of incentive regulation, and it is an enhancement to the basic I-X format, which is designed to be tailored towards that very specific problem. 

     So I am fine with the idea.  I am fine with the concept.  But I just believe that this -- actually both of the proposals that the company have put forward are really not well designed, and they don't do what they're intended to do and they don't -- in particular, they don't address that end-of-term problem, and I don't believe they create sustainable incentives for sustainable efficiencies either.  

     MS. FRAYER:  I disagree, but I think I have spoken to that already yesterday, as to how I think they actually do accomplish those goals. 

     MR. COYNE:  I would add one thing.  As I listen to this discussion, I am reminded of how I think utilities really work versus how we think they work when we're in a regulatory context, and I think there is a difference. 

     By that I mean I think a regulator such as this Board can send the appropriate signals to the utility, in terms of the behaviours it would like to motivate. 

     When you look at how a utility or any other large 

organization really works, it works based on the direction of management and the culture that exists within that company. 

     That is really what is driving that organization, day to day, as they make decisions.  And if we're implying that a manager who is considering making an investment runs to the regulatory shop on a Tuesday to say:  What if I do this today, and how will that work with my SEIM, I don't think that is what happens. 

     So I think you are trying to send broad signals to an organization, in terms of the behaviours you are trying to motivate.  But I would not -- I would not assume that a utility organization is run in such a way that it will stop, take stock of where it is in their five-year term:  Are we in a SEIM or out of a SEIM?  

You are looking at -- you are trying to change broad 

cultural behaviours, and this is only one of the tools that a regulator can use. 

     So I just wouldn't assume that the entire company's 

organization is going to stop in year 4 and ask themselves:  Where are we in the SEIM process?  No doubt that they would do an evaluation of projects at the beginning of the project and at the end, and one would hope that that management team will make the right decision, based on the benefits for the company and its stakeholders. 

     So I just don't think we can draw -– that we can connect the dots quite as finely as we are trying to do, implied by that discussion.  

     DR. KAUFMANN:  Mr. Coyne, can I just -- can I actually ask you a question? 

     MR. COYNE:  I don't know. 

     [Laughter] 

     MS. CONBOY:  Go ahead. 

     MR. COYNE:  With permission from the Board. 

     DR. KAUFMANN:  Just in terms of the culture and the sort of process that you outlined, I mean, you wouldn't dispute -- and I agree with most of it.  I agree that it is driven by management, and the institutional environment, the regulatory environment, has an impact on that.

But you wouldn't -- would you deny that if a new opportunity arises in year 4 and the company is under a five-year plan, and they know that their rates are going to be rebased in year 5, when they're looking at the costs and benefits of projects that they might pursue, that it does matter whether that -- whether a new opportunity arises in year 4 and whether they have some regulatory certainty that they're going to sustain the benefits of that beyond the term of the existing IR plan?  Don't you think that is a relevant consideration?  

     MR. COYNE:  I think it is a relevant consideration.  I think it gets factored into the calculus, especially around big decisions, but I think other parts of that decision are:  Where does this fit in terms of our overall management plan?  Where does this fit in terms of -- if it is an IT project, where does this fit in terms of the evolution of our IT process?  Do we have the right people available to us right now that are able to implement this project?

I think it is part of a much more complex operating environment, and it is only one portion of it. 

     MS. CONBOY:  Thank you.  

     MR. THOMPSON:  The last question is:  Does the Australian proposal -- well, their method -- I am referring to tab 17 of Board Staff's compendium, which is I.A10.STAFF.29, which is your exhibit, I believe, Ms. Frayer.  You were talking to Ms. Sebalj about this yesterday.  I am looking at page 5 and 6 of 8, about the Australia benefit.  

     MS. FRAYER:  Can you remind me again what tab is it in the compendium?  

     MR. THOMPSON:  Tab 17. 

     MS. FRAYER:  Tab 17?  Okay.  Yes.  Just because I grabbed that instead of my testimony.  

     MR. THOMPSON:  In subparagraph (e), it is talking about the Australian EBSS -- efficiency benefit sharing scheme -- and then on the next page it is talking about something that has been republished in 2013, and I believe a number of the witnesses have referred to that development in their testimony.  

     But am I correct this is confined to OPEX, operating expenses?  

     MS. FRAYER:  So EBSS is an OPEX-only efficiency carryover, they call it, rollover mechanism. 

     MR. THOMPSON:  Right.  But is that all Australia allows for, is the OPEX measure at this stage?  

     MS. FRAYER:  I think Dr. Kaufmann had cited one case where they have had something similar for CAPEX yesterday.  But more generally, OPEX has been subject to these rollovers historically, and going forward I believe there will be a national program of some sort for CAPEX efficiency carryover mechanisms as well.

And that is discussed in the better regulation final decision that came out, I think in December, actually.  I don't remember -- 

     DR. KAUFMANN:  I think that is right. 

     MS. FRAYER:  Yeah, December of last year.  

     MR. THOMPSON:  Now, at subparagraph (e) on page 5, you tell us that this mechanism awards outperformance in OPEX and penalizes overspends in OPEX.  And I think what you are saying is if -- well, you tell me what the -- how does that play out in its application?  

     MS. FRAYER:  I think a very high-level description of it is that a benchmark is set up under the EBSS for OPEX, and then actual spending for OPEX is compared to the benchmark, and to the extent that there's under- or over-spending, there is certain sharing, if you will, of that with -- between shareholders and ratepayers, to create the reward/penalty element to it.  And it is carried on for a five-year -- rolling five-year period.  

     MR. THOMPSON:  Okay.  So if in the last year they spent $100 on OPEX and the benchmark was 80, then what would they be allowed to recover in year 1 of the new plan?  It would be something less than 100?

     MS. FRAYER:  Well, this is independent of rebasing.  So what it does is it takes the difference, the 100 versus 80, the 20, and then there is a 30/70 percent ratio of sharing between NSP and -- between the -- sorry, the regulated utility -- they call them network system providers, NSPs -- and the consumers.  

     MR. THOMPSON:  But is that sharing in the -- within the plan operation, or is it post-plan?  

     MS. FRAYER:  It continues regardless of -- for five years, regardless of when rebasing actually occurs.  So it is a kind of, if you want, a straddle over the plan itself and the rebasing that may occur and make adjustments to all of the revenue requirement items.

     So it's almost independent of that, and that's one of the goals of it.  

     MR. THOMPSON:  Okay.  And so if we're going to go in this direction, why don't we start small with OPEX rather than having everything bundled up the way the company has done it?

     MS. FRAYER:  Well, my concern is that OPEX plans like this may not really promote the long -- long-term sustainable efficiency initiatives that Enbridge has suggested need -- suggested that need to occur. 

     Again, I believe the customized IR plan, even on OPEX, already has productivity improvements embedded in the plan itself as part of the OM&A forecast, and the SEIM is meant to only apply to incremental, sustainable long-term efficiency gains after that.


I think that in the context of how the Enbridge customized IR plan is being proposed as a whole, I think the SEIM works.  As I described it, I think it is a low-risk element from the consumers' perspective, because much of the burden of demonstration is still on Enbridge.

     MR. THOMPSON:  Okay.  I will leave it there.  Thank you very much, Madam Chair.


QUESTIONS FROM THE BOARD:
     MS. CONBOY:  Thank you.


Before we close the compendium that Board Staff put together, I would like to go back to page 5 of tab 17 on the EBSS, and if I look down into the footnote I see the CESS.  Is that a CAPEX version of the OPEX of the EBSS?

     MS. FRAYER:  That is the CAPEX module, yes. 

     MS. CONBOY:  Okay.  And when you say that it gets rolled forward into the next regulatory period, if there was an OPEX or a CAPEX deviation from the benchmark in year 3, let's say, they're still under their five-year rate plan? 

     MS. FRAYER:  Yes. 

     MS. CONBOY:  Are they gaining or are they losing in year 4 and 5, but it is not until year 6 that those amounts get rolled forward?  How does that -- how does that work?

Because in year 6, or when you are going to the next regulatory period, are they looking back to see the over-spend or the under-spend that was done in year 3?

     MS. FRAYER:  So my understanding is it is tracking basically the regulated asset base and what the regulated asset base is, given actual spend, against the benchmark, so that they can look at it. 

     So it is sharing between consumers and their utility the differentials, and that continues, from my understanding, for a period that is outside of the term of the plan. 

     MS. CONBOY:  So what happens in those -- the last two years of the plan?  

     MS. FRAYER:  So --

     MS. CONBOY:  You've got -- they've got an allowed revenue requirement, if you will, and in year 3 there has been an over-spend or an under-spend.  How is that allocated between shareholders and customers when you are still within that actual plan period?

     MS. FRAYER:  I think within the plan period it is tracked, and then there's a -- if you will, an adjustment.

     MS. CONBOY:  Okay.  That takes into account -- 

     MS. FRAYER:  Yes. 

     MS. CONBOY:  -- year 3 and year 4? 

     MS. FRAYER:  Yes.  I don't think that it is immediate within the term of the plan adjustment for it.  It is meant to carry over, again, some of the benefits, if you will, so that there is neutrality from the perspective of management about when they undertake certain -- 

     MS. CONBOY:  So would it be tracked in almost a variance account type of thing?  

     MS. FRAYER:  I believe it is similar, but I don't know if they would apply it, the concept of a variance account, to this incentive scheme.

So there is a separate set of reporting requirements for this. 

     MS. CONBOY:  Okay.  And the concept of variance accounts brings me into my next question.

We have spent a lot of time hearing how what is proposed in front of us may be similar or different between the UK and Australia.  Unless I have missed it, I haven't heard the degree to which the UK and Australia use Y factors or variance and deferral accounts. 

     Dr. Kaufmann, I think that you were saying that that was one of the concerns you had, was the degree to which they are being used in this plan. 

     Perhaps, Ms. Frayer, you could comment, or I open it to any of you to comment on the degree that they are used in those other two jurisdictions.  

     DR. KAUFMANN:  Just very briefly, in general they don't use Y factors and they don't use variance accounts.  They have a five-year envelope of costs, which is reflected in the allowed cost, and that five-year envelope is built up again through an assessment of the company's forecast of what they need, and the use of benchmarking evidence. 

     So all that is generally built in.  I am not aware of -- I think they may have a few very targeted things for energy efficiency and things like that, you know, like a DSM incentive, but very limited.  You certainly don't see much reference -- any reference in the Ofgem decisions to the use of Y factors and variance accounts.

When I was discussing the information quality 

incentive, there is a type of variance account there when you look at the capital expenditure that is allowed and what the company actually spends.  That is tracked year by year, and they do phase that out and share that between customers and companies, and that's a metric, too.

So it is not just if the companies under-spend, but if they over-spend they will collect part of that, the customers, and the amount depends on their forecast relative to the benchmark.  

So that is a very limited and targeted type of variance account, but it is within the -- it is kind of within the design of a broader incentive mechanism. 

     MS. CONBOY:  Thank you.  

     MS. FRAYER:  I would add to that that I think the 

terminology is not used in the same context it is used here. 

     And the way that I feel that they make adjustments for this, from my work there, is that there is a distinction between what they call controllable and non-controllable costs when there are benchmarking studies done, engineering studies done. 

     And I think, to some degree, non-controllable costs have similar properties in some ways to certain elements –- certain, not all elements -- of kind of variance account concepts.  And I think they treat it within the context of how they approach the build-up of the revenue requirements.  

     MS. CONBOY:  Thank you.  

     MS. CHAPLIN:  I have a couple of areas I would like to 

follow up on.  Of course, we had a -- there's been a lot of 

discussion about the incentives for an inflated capital forecast, as an example. 

     I am curious what your views, each of your views, would be sort of on the opposite scenario, which is that having established a five-year capital forecast, does the company in fact have an incentive to spend the money in any event, because it is assured of recovery?

It is building rate base, it is earning the return on that rate base, and establishing the rate base for the future, for the future period.  

     MR. COYNE:  Maybe I could start.

If I understand your question -- to paraphrase, if I might, to make sure I do understand, are you asking, are they -- because there's a forecast, they will be incented to fully expend that amount regardless of whether or not it were necessary or not?  Is that implicit in the question? 

     MS. CHAPLIN:  Yes.  If we were to accept the hypothetical that the company has lots of good things they think they would like to do, and lots of money could be spent, regardless of whether that is the most efficient 

way to do it or really necessary, but if they make a case for it and it is accepted, do they then, yeah, actually have -- because the recovery is approved, do they have, in fact, the incentive to fully spend?  

     MR. COYNE:  Well, I would think not.  I would think that if they had the opportunity, by virtue of efficiencies that weren't anticipated -- costs came in lower, projects they thought they were going to have to do, they didn’t have to do -- presuming they're not offset in the other direction, by things in the other direction, by things they hadn't anticipated that they did have to do -- but just to play that out, I would think they would be incented to spend less, because that would roll into -- capital rolls slowly into these formulas because it is a cash flow issue.  The earnings impact comes in terms of when that hits rate 

base and how you recover it in depreciation, et cetera, over the years. 

     But I would think that the incentive would still be to spend less, because eventually during the term of the plan it would help them, from an earnings sharing standpoint. 

     So that would assist the company over the course of the rate plan, and then it assists the -- and it assists customers, if they're sharing in that earnings sharing.

And then, of course, that is entirely captured when you rebase.  Unless there's a SEIM applied to it at the end of year 5, that is all captured on the rebasing. 

     So I think the incentive should always be for the utility to spend what it needs to, certainly from a system integrity and safety standpoint.  But if it has the opportunity to under-spend, I think that incentive should be there and it should be relatively strong, within the constraints, again, of safety and reliability.  

     MS. CHAPLIN:  Dr. Kaufmann, do you have anything?  

     DR. KAUFMANN:  Yes.  From a purely theoretical analysis, what you would expect the company to do under a scenario where their rates depend on their capital forecast is, one, to make the capital forecast as high as they can feasibly make them going into the plan.

Two, under-spend while the plan is in effect.

And three, when the plan is updated, again to submit a high capital forecast.  

It would recover any under-spend, any deferred capital spending that you could have made, but didn't make during the plan. 

     Because it's -- it is true that it will be reflected in rate base, but it is not reflected in rate base as booked.  What ultimately matters is what's forecast to be in rate base. 

     So that's kind of the -- if you just think about, 

you know, purely a profit-maximizing company operating under this plan, that is what you would expect them to do.

And in fact, that is what happened in the UK in the 1995 and 2000 reviews -- and I actually heard this from Stephen Littlechild, who is the regulator of those reviews.  He said the companies came in.  They had high capital forecasts going into the plans.  They under-spent, and they said:  Well, we found all of these efficiencies, but we can't do it again.  Now we really do have to make that.

And then it happened again in the -- in 2000, and they were going to the 2005 review, and they were starting to hear the same story again, and that is why they changed. 

     So I think from a purely economic theoretical 

perspective, I think that is what you would expect, and I think the UK experience confirms that theoretical prediction. 

     So that is why I am so wary of an approach that is based entirely on the company's forecasts. 

     MS. CHAPLIN:  Thank you. 

     MR. COYNE:  May I respond, briefly?  

     MS. CHAPLIN:  Sure. 

     MR. COYNE:  In this case, the Board has just heard and set rates for the company for 2013.  So it has had an opportunity to establish a base level of rates for the company.  And it also has access to not only the company's forecast, but the next panel that will be detailing the basis for those forecasts. 

     So I think there have to be checks and balances, you know, that might be theoretically true.  But I think there is ample opportunity to scrutinize that forecast and understand the basis for it, the process that was used to generate that forecast, as well as evaluating the specific projects. 

     So I think there are ample checks and balances that are available to this Board to offset that concern.  

     MS. CHAPLIN:  And another area -- and this is something that has been covered, so I am not really looking for duplication, but I just want to make sure maybe I get the kernel of your differences and views and the discussion –- it’s the discussion around using a broad group versus a smaller group which might be more -- on the individual characteristics, might be more comparable to Enbridge, versus the value of using a broad group which would 

contain a variety of companies. 

     You’ve made the references.  I think it came up in Mr. 

Thompson's cross-examination and the reference to Union's acceptance of an X factor, which, I gather, is roughly comparable to the 1 percent trend that this study of the 64 companies revealed.

     I am assuming that this reference to the 64 is the same one that Mr. Coyne referred to earlier in his testimony, I think even -- maybe yesterday.  And I believe your view, Mr. Coyne, was that that study was not particularly useful or applicable, because it didn't reflect the circumstances of Enbridge. 

     So maybe if I could get you each to just encapsulate your opinions or positions as to the broad group versus a more directly comparable group.  

I will invite you to start, Dr. Kaufmann. 

     DR. KAUFMANN:  Okay.  Well, there are two empirical analyses that we're talking about.  There is the TFP analysis and there is the benchmarking analysis. 

     For the benchmarking analysis, if you want to go the route of doing econometric-based benchmarking, then bigger samples are always better, assuming you have high-quality data.  There is no reason to throw out high-quality data. 

     And I believe, although I've recommended both peer group-based and econometric benchmarking, I do believe econometric benchmarking is a more powerful, sophisticated and refined tool.


Peer groups can be used in conjunction with econometrics, but in terms of benchmarking per se, I think that certainly argues for the use of a broad sample. 

     MS. CHAPLIN:  And is that because you aren't -- you actually are not looking to find companies that are exactly the same?  You're actually --

     DR. KAUFMANN:  Exactly. 

     MS. CHAPLIN:  -- looking for a broader measure? 

     DR. KAUFMANN:  That is exactly right.  If you want to do econometrics, you don't want to have companies that are within plus or minus 5 per cent of each other, I mean, for example, with economies of scale.

If you really wanted to understand the impact of economies of scale on gas distribution costs, you wouldn't want to have a sample of 40 companies that have between 1.5 and 1.8 million customers; you would want to have companies that go down to 5,000 to 5 million customers.  Then you've got a huge range of data, and you can look -- and it is multidimensional, so it is not exactly like plotting, but you can understand how that cost varies across the entire output range. 

     So diversity is a positive in econometric modelling, so, yes, you definitely want to have a diversity of companies. 

     Now, with peer groups that is not the case.  The idea behind a peer group is that you are selecting companies that are similar, but the problem is that companies vary on so many different dimensions that it is hard to narrow down and -- well, first narrow down the characteristics that you are going to use to screen, and, two, the degree of similarity is always an issue. 

     Mr. Coyne looked at weather, and his weather screen was companies that have plus or minus 45 percent of the heating degree days of Enbridge.  Well, that's actually a pretty big band.  If you look at 45 percent less up to 45 percent more, the companies that have 45 percent more have over three times the level of heating degree days than companies on the other end. 

     So, you know, who is to say that all companies within that band operate -- even assuming that weather is a driver, that companies that have three times the heating degree days have the same conditions as companies that have -- you know, the companies at the other end. 

     So the peer group approach doesn't also capture those sort of gradations in the variables that you are using to screen for the... 

     So that is another reason why I think peer groups are less precise a form of benchmarking.  

     MS. CHAPLIN:  Thank you. 

     DR. KAUFMANN:  Just in terms of TFP, TFP, I also believe that the desire is to come up with an estimate for the industry.  And it is true that the definition of the industry sometimes can change.  Sometimes you do.

Like, for example, we have done work and Mr. Coyne has made a reference to some studies that Mark Lowry has done, that used regional definitions of peer groups.  There was a regional definition of a peer group, a northeast peer group for Central Maine Power and a western peer group for -- in British Columbia. 

     Well, that is because British Columbia is -- economic growth and output growth is much higher in the west than it is in the northeast.

Central Maine Power is a low-growing utility in a low-growth area; Fortis is a high-growing utility in a high-growth area. 

     So it does -- it can make sense to do that, but you have to be careful how you do that, and particularly with Enbridge.  You wouldn't want to go just with a northeast peer group to estimate TFP, because Enbridge is different.  It is very different from almost any other gas distributor in the northeast in terms of its growth profile, and that is ultimately what matters. 

     And in fact, you can look back -- if you want to look back to work that PEG has done on this when we advised the Board Staff in the last gas IR for Enbridge, my partner Mark Lowry was advising Staff and he did develop a peer group for Enbridge when he estimated TFP, but it was not a northeast peer group.  In fact, he said that he explicitly selected peers to reflect companies that were -- that were in a position to achieve economies of scale to the same extent that Enbridge was. 

     So again, that was -- that was a peer group that was not based on a regional sort of concern, but fundamentally about the impact of economic growth and output growth, and those have always been the criteria that have driven our regional peer selections. 

     But -- so I do think that you can do that, but unless you have a very good reason to screen for companies in that way, I think the best approach to understanding the industry TFP growth is to take a very broad view of what the industry is.  And that would be a large sample, ideally a national -- and potentially a national sample.  

     MS. CHAPLIN:  Thank you.


Mr. Coyne?  

     MR. COYNE:  There's a lot in there, but let me try to address the thrust of your question, if I might, in terms of our approach. 

     I think you can do better than using a national sample.  We want -- we can do better by way of taking -- looking for companies that have the same kind of operating environment as Enbridge, companies that are fast growing and large, to take advantage of economies of scale. 

     Dr. Kaufmann's suggesting that you can do that econometrically, but I am not aware that PEG did that econometrically in its BC submission.  It used a national proxy group.  I see no evidence that econometrics was used in order to determine where Fortis should fall in that sample. 

     So I don't think that it is better analysis to use a national sample to represent an individual company when you can use logical, objective criteria to explain and present a group of companies that are more representative, and you know they're more representative, to the one that you are trying to target. 

     So it is interesting that in PEG's submissions in this regard, the -- and I will read again from the BC report:

"A third criterion is that the region should be the one in which external business conditions that influence input price and productivity growth are similar to those of utilities that may be subject to the indexing plan."

     I agree with that, and that is precisely what we did by selecting the proxy group that we did.

     So you can look at these criteria, you can look at the companies that we chose and didn't choose for this analysis, and in my estimation it gives you a much more representative sample. 

     Had we run econometrics, and if we were comparing our econometric model to Dr. Kaufmann's econometric model, I would predict for you that we would be into an order of discussion regarding the quality of the estimates and their parameters and their statistical significance, and whether or not they dealt properly with heteroscedasticity and other problems that one gets into with econometrics.

We would become involved in a great level of detail, but I don't think that it would better inform the Board, in terms of the right proxy group for Enbridge in this case. 

     It would be a very interesting econometric analysis that we would both enjoy, but I don't think it would further advance the ball in this regard.  I think a proxy group selected with objective criteria is intuitive and superior in this case.  

     MS. CHAPLIN:  Okay.  And one final area.  Also, you discussed with Mr. Thompson the use of the SEIM as -- and whether or not it addresses some of the -- and the ESM as a way of addressing the theoretical potential to proposing inflated forecasts. 

     And I am curious.  Do any of you have any knowledge of plans where the ESM, either the dead band or the sharing proportions, might change over the period of the plan?  And would that have any capacity to address these end-of-term issues?  

     So in other words, if towards the end of the term either the dead band was higher or the sharing was more heavily weighted towards shareholders, would that accomplish the same type of result?  

     DR. KAUFMANN:  No particular plans come to mind, but I do believe that has happened.  I do believe there are plans where the ESM does change over -- you know, over the term of the plan, and it's -- you can also have different bands of sharing for different levels of earnings.  Obviously that is another way you can structure it, but that could be worth exploring.

I still believe fundamentally -- I don't think the ESM is designed to control for forecast risk, and it will never do it entirely, but that is an interesting suggestion.  

     MS. CHAPLIN:  And if it doesn't necessarily address forecast risk, does it go some way to addressing these end-of-term disincentives to undertaking productivity improvements?  

     DR. KAUFMANN:  I don't believe so, because there again, what really attenuates those incentives are -- is the upcoming cost-based rate review, so that is still there. 

     MS. CHAPLIN:  Thank you.


Ms. Frayer?  

     MS. FRAYER:  I have seen many different ESM plans with different characteristics, for example on sharing and the dead bands themselves, but I cannot think of one off the top of my head that actually had an explicit mechanism to change those over the term of the plan to conditions.

And again, I don't think I would be -- I would be an opponent to that, so long as it is done holistically, so that -- as I mentioned earlier, changing just one feature of an ESM may need to get balanced by analyzing the general scope of the ESM in which you are trying to do the goals and objectives. 

     So I think it is definitely possible.  It is there's no example that I can offer you by share at the time. 

     MR. COYNE:  I cannot think of an example either where it changed over time.  And if I might -- I apologize -- I forgot to address the second part of the answer Dr. Kaufmann gave to you in response to your question, Vice-Chair.

     He indicated that our weather screen resulted in a very broad group, because it was plus or minus 45 percent 90 degree days.  That was indeed the screen, but on the customer-weighted basis, which informs our analysis, it was an 8-percent difference for the total group, and a 7-percent difference for the seven-company group, so much more narrow in the grand scheme of things.  

     MS. CHAPLIN:  Thank you.  

     MS. CONBOY:  Mr. Cass, how long do you think you should be?  I am just trying to time the break, and making sure you have enough time.  

     MR. CASS:  My estimate is an hour, Madam Chair, and I will do my best to stick to that estimate.  

     MS. CONBOY:  Why don't we go ahead, or at least for a half an hour, and then we will see where we are? 

CROSS-EXAMINATION BY MR. CASS:
     MR. CASS:  Thank you, Madam Chair.  

     For the purposes of my examination, a compendium was sent out, I believe it was on Thursday.  So I hope the Board has that.  


Now, there was something that came up in the examination yesterday that I considered was relevant to my questions, so I have an add-on as well.  It’s just some additional pages of transcript from the technical conference that was not in the compendium.  Again, it is because it came out as a subject that came up yesterday, and the compendium was sent out last Thursday. 

     So there should be a compendium, and there should be a small excerpt of pages from the technical conference, starting with page 37 in the top right corner.  

     MS. CONBOY:  We have both of those.  If we could mark them, please? 

     MS. SEBALJ:  Sure.  The compendium is K4.3, and the excerpt is K4.4. 

EXHIBIT NO. K4.3:  EGDI COMPENDIUM OF MATERIALS.

EXHIBIT NO. K4.4:  EXCERPT FROM TECHNICAL CONFERENCE TRANSCRIPT.

     MS. CONBOY:  Thank you.  

     DR. KAUFMANN:  I haven't seen the excerpt.

     MR. CASS:  Dr. Kaufmann, in the course of some of my 

questions as I go through them this afternoon, I am hoping to find areas where we're in agreement.  And actually some of them have been touched on in other questioning already, so that may make it even easier to appreciate where we are 

in agreement. 

     Now, first, I think you have confirmed this during this hearing.  You were not asked by Board Staff to prepare an alternative proposal or a counterproposal to Enbridge's proposal.  And in fact you haven't done that, right?  You haven't put forward an alternative proposal or a counterproposal; am I right?  

     DR. KAUFMANN:  That is correct. 

     MR. KACICNIK:  And as well, as I understand it, you haven't done any econometric work specifically in 

connection with this proceeding, and you haven't made any 

proposals in this proceeding based on econometric work?

     DR. KAUFMANN:  Well, I am not sure what you mean by "this proceeding," because this proceeding actually, I believe, is linked to the gas assessment report.  And if that is the case, I did do a bit of econometric work in that, in my gas assessment report.  

     MR. CASS:  Okay.  Well, I thought I was picking up on 

something you had said at the technical conference, so let me just double-check. 

     If you have the compendium in front of you -- 

     DR. KAUFMANN:  Yes. 

     MR. CASS:  -- it is Exhibit K4.3.  If you would turn to page 15 of the compendium, at line 12:

"I haven't proposed any econometric work in this proceeding. I haven't done any work."

So I thought that was your evidence.  Did I misunderstand that?  

     DR. KAUFMANN:  No.  I am sure what I was referring to was the customized IR plan itself.  And that is correct, I have not done any econometric work in connection with the customized IR plan.  

     MR. CASS:  Right.  And I believe as well we're in agreement that the study that you have done for Board Staff in connection with the Renewed Regulatory Framework for Electricity, regarding electricity distribution total factor productivity, is not relevant to this proceeding.  We're in agreement on that?

     DR. KAUFMANN:  Yes, I agree with that. 

     MR. CASS:  Yes.  In fact, I think, if I understand 

correctly, you have never supported using electricity TFP studies for gas distribution utilities; is that right?  

     DR. KAUFMANN:  I believe that's -- yes, I believe that is right. 

     MR. CASS:  And I think it would be a fair expression of your views that, in your view, gas distribution has different output growth, different cost drivers, different patterns of capital replacement, and in fact many things that are different from electricity distribution that affect TFP; am I right?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  Okay.  Now, one question I had for you, and I believe you confirmed this with Mr. Thompson this morning, which is that you have not done any independent TFP work in this case, I made a note that you confirmed that with Mr. Thompson this morning.  Is that right?  

     DR. KAUFMANN:  Yes, I have not done a gas distribution TFP study in connection with this project.  That's correct. 

     MR. CASS:  Now, just on the subject of benchmarking, you seem to be the one person on this panel who believes 

that you have access to the data you would need to do the sort of econometric benchmarking that you are talking about. 

     Have you told Board Staff that you could do that?  

     DR. KAUFMANN:  Have I told Board Staff that I could do 

econometric benchmarking?  I believe I have, yes. 

     MR. CASS:  But they didn't instruct you to do that in this case? 

     DR. KAUFMANN:  Well, it was -- I told them that in the last two or three weeks. 

     MR. CASS:  I see.  So it was just recently you made them aware that you believe that you can do that?  

     DR. KAUFMANN:  Yes, that's correct. 

     MR. CASS:  Now, your evidence in this proceeding addresses a number of features of Enbridge's proposed plan, such as things like Z factors, the sustainability mechanism and so on. 

     So if I just refer to those as the "elements of the plan," is that terminology that you can work with?  

     DR. KAUFMANN:  I am fine with that. 

     MR. CASS:  And in your critique of Enbridge's proposed plan -- and I think if you look at your report at page 12, you refer to the Board's criteria for an effective ratemaking framework for gas utilities.  I think that is page 15, according to the exhibit numbering, but page 12 of your report?   

     DR. KAUFMANN:  Yes, that's correct. 

     MR. CASS:  Right.  You set out the three criteria there in the middle of page 15 of, I believe it is 60 -- my copy is cut off.

The first is:

"To establish incentives for sustainable efficiency improvements that benefit both customers and shareholders."

Right?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  The second is:

"To ensure appropriate quality of service for customers."

Right?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  And the third is:

"To create an environment that is conducive to investment to the benefit of both customers and shareholders."

Right?  

     DR. KAUFMANN:  Correct. 

     MR. CASS:  So those are the criteria against which you have evaluated Enbridge's plan?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  And I believe those actually come from the 

Natural Gas Forum report, if I recall correctly; am I right in that?  

     DR. KAUFMANN:  That's correct, yes. 

     MR. CASS:  Thank you.  Would you agree with me 

that for a utility to be able to put forward a reasonable 

ratemaking framework for approval by a regulator, it has to work with the criteria that the regulator has made publicly available?  Do you agree with that? 

     DR. KAUFMANN:  Yes. 

     MR. CASS:  So then back to my proposition about the elements of this plan, your report goes through the elements of the plan essentially on a one-by-one basis and critiques them, particularly in light of the questions Mr. Janigan was asking Mr. Coyne about -- Mr. Coyne having given evidence of the nature he has done in this case before. 

     Have you ever, in evidence, done this before, where on an element-by-element basis you critique a proposed plan in evidence?  

     DR. KAUFMANN:  More typically, I'm the one proposing and supporting the plan.  That's the more common approach.  

     So I don't recall that I have ever -- I mean, I have done a lot of critiques of reports and proposals for regulators and for clients. 

     I can't recall how many of them have ever gone to testimony.  Actually, I do know I was hired once by the Michigan Public Service Commission to critique a type of service reliability plan for Detroit Edison, and I submitted a report in that proceeding that was appended to the company's rate case. 

     It was different than this, but it was -- it was a critique, and it was testimony.  

     MR. CASS:  Okay.  Well, within the limits of my ability, I did my best to look for anything like it that you have done in evidence before, and I couldn't find that.  So do you have a specific example of where you have done anything like this before, in evidence in a proceeding?  

     DR. KAUFMANN:  I could provide the Detroit Edison report.  You can judge whether you think that is similar or not. 

     MR. CASS:  All right.  Thank you.  That would be useful. 

     MS. SEBALJ:  That's J4.5. 

     MS. CONBOY:  Thank you. 

UNDERTAKING NO. J4.5:  TO PROVIDE REPORT ON SERVICE RELIABILITY PLAN OF DETROIT EDISON FOR MICHIGAN PUBLIC SERVICE COMMISSION, AND OTHER EXAMPLES OF CRITIQUES OF PROPOSED PLANS.
     MR. CASS:  So I am just trying to envisage how this should work for an applicant for custom IR.

Would you agree with me that it is a considerable amount of work for a custom IR applicant to put together a case with five years of forecasts of costs and revenues?  

     DR. KAUFMANN:  Would I say that is a lot of work?  

     MR. CASS:  Yes. 

     DR. KAUFMANN:  Yes. 

     MR. CASS:  And is it your proposition that after putting together a case that entails that work and effort, using the publicly available criteria that the regulator has issued, that the applicant should then be subject to a critique in any custom IR case of the nature that has occurred in this case?  

     DR. KAUFMANN:  Well, I mean, the company is putting forward a proposal, and I think the company would have to expect that that proposal would meet a certain -- would be critiqued in various ways by various parties.

So even if there is a lot of work involved, I mean, that doesn't mean it is immune from criticism. 

     MR. CASS:  Yes.  Certainly critiqued by intervenors.  You said "various parties" but you are working on behalf of Board Staff, of course? 

     DR. KAUFMANN:  That's correct. 

     MR. CASS:  And again, my proposition to you is that applicants will work with the publicly available Board criteria for a plan. 

     I am trying to understand how an applicant, after going to all of the work of putting together a case that meets the Board's criteria, can anticipate how it is going to meet Dr. Kaufmann's criteria, for example, in a custom IR case.  Can you help me with that?  

     DR. KAUFMANN:  Well, my criteria is not any different than the Board's criteria.  I have stated my criteria here. 

So I did -- I did use what the Board had said for its criteria for effective regulation, going back to the NGF.

And my understanding is, you know, Staff hires advisors for a variety of reasons.  They help them -- they hire them to provide technical advice and to help them think through and assess issues and things that come up where they feel like they could use, you know, a little specialized technical advice. 

     So that is what I was hired to do.  It doesn't seem out of the ordinary for me.  

     MR. CASS:  Well, that is why I asked you, in fact, whether you could provide an example in evidence, where in evidence you have done this element-by-element critique of a proposed plan.

So you are going to give me the best example you've got of that? 

     DR. KAUFMANN:  And I will go through my vitae and if I find anything else, I will let you know.


MR. CASS:  All right.  


DR. KAUFMANN:  I have done, because this -- frankly, this is not an unusual assignment.  I have done many things like this.  I don't know whether they have gone to testimony, but I have done dozens of projects like this. 

     MR. CASS:  Okay.  So it would be useful for an applicant for custom IR, then, to acquaint themselves with your testimony on the expectation that that will become a set of criteria for -- and I am talking about the element-by-element development of an IR plan.  Is that what you're saying, then?

     DR. KAUFMANN:  No.  Let me see what you are asking.

You're saying that Enbridge and other companies would have to do research on my work?  Is that your point?  

     MR. CASS:  Yes, because you have done an element-by-element critique of the plan on the various elements, for example, in ESM, or an efficiency mechanism, to understand what the expectations to be met in an application -- where does an applicant go to look for that, other than trying to anticipate a critique that would come from you?  

     DR. KAUFMANN:  You know, I think the company understands what the Board's criteria for effective regulation are.

They deal with the Board on a variety of issues.  They have an ongoing relationship with the Board -- one of the things that Ms. Frayer has mentioned -- and I think they have a pretty good understanding of what the Board's expectations are.

The Board's advisors, the Board Staff's advisors, I think, is not a particularly relevant concern.  The Board Staff has many advisors on many issues. 

     So I don't think that that would be a productive use of their time or resources, to try and research what the Board Staff advisors have written in the past to try to understand Board policy.  That is not -- 

     MR. CASS:  That's not the intent.

     DR. KAUFMANN:  No.  

     MR. CASS:  Okay.  Thank you.  I will move on.  Thank you. 

     We can agree, I take it, that the custom IR model for electricity distributors is considered to be particularly appropriate for distributors with significantly large multi-year investments or highly variable investments?  Can we agree on that?

     DR. KAUFMANN:  Yes.  Yes, sure. 

     MR. CASS:  And we can agree that under custom IR, the Board can take into account the circumstances of the particular utility?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  And in fact, you would understand that to be part of the Board's rationale for the custom IR approach, would you?

     DR. KAUFMANN:  I do. 

     MR. CASS:  Yes.  And you would agree with me that such a model, a custom IR model, would not have to use an I-X formula?

     DR. KAUFMANN:  I do. 

     MR. CASS:  And under custom IR, in fact, the RRFE report is quite explicit that applicants are supposed to file evidence of costs and revenue forecasts over a five-year horizon?  

     DR. KAUFMANN:  That is correct, and I believe it also says that there should be a benchmarking of cost forecasts. 

     MR. CASS:  Okay.  Can you point me to what you are referring to there?  

     DR. KAUFMANN:  Yes.  I don't have -- I believe it is the RRF report.  That would be page -- it is shortly after the annual adjustment mechanism, where that is discussed, so if we bring that up.

I don't have -- I am looking through the compendium, and on page 22 of your compendium, at the bottom of this page there is a bullet point.  And if we go to the next page -- well, let's just -- we can wait until we get there.  

     So this is a discussion of the annual rate adjustment mechanism, and the sentence here says:

"The allowed rate of change in the rate over the term will be determined by the Board on a case-by-case basis informed by empirical evidence, including..." 

     And then here is the first bullet point.  If we would go to -- and I don't know if this is -- that this is not available on the compendium, but if we go to the RRF report, two bullet points down from here, it says:

"... benchmarking to assess the reasonableness of distributor forecasts." 

     MR. CASS:  Okay.  Understood.  I appreciate what you are referring to. 

     DR. KAUFMANN:  Yes.  Yes. 

     MR. CASS:  And would you agree with me that the incentive within incentive regulation should be aimed at sustainable efficiencies, as opposed to short-term cost-cutting?  

     DR. KAUFMANN:  I do. 

     MR. CASS:  And would you agree with me that the efficiency carryover mechanism in Australia that you've referred to, the EBSS, it is not structured so as to single out sustainable efficiencies over short-term cost-cutting?  

     DR. KAUFMANN:  I do believe it creates incentives to pursue sustainable efficiencies.

Sustainable efficiencies in that context means efficiencies that extend beyond the term of the IR plan, and that is what I mean as well. 

     MR. CASS:  Yes, but I am talking about a mechanism that singles out sustainable efficiencies, as opposed to short-term cost-cutting, and you are saying it does that?

     DR. KAUFMANN:  I am saying it creates incentives for companies to pursue cost-cutting, irrespective of the year of the plan that is in effect. 

     So some of those plans, some of those costs, some of those initiatives might, and in fact are, designed to extend beyond the term of the plan.  That is an example of a sustainable efficiency. 

     MR. CASS:  Yes, but it is my understanding -- again, to focus on my question -- that it does not single out sustainable efficiencies over short-term cost-cutting. 

     If you believe that is wrong, can you provide me with some reference, give me an actual decision or something from the Australian regulator, to indicate that I am wrong in my thinking?

     DR. KAUFMANN:  No.  I would agree that it doesn't make an explicit distinction between sustainable versus short-term.  That's correct.  

     MR. CASS:  Now, the reason I handed -- or I have the addition to the compendium, which is Exhibit K4.4, is during some questions from Ms. Girvan yesterday, you discussed the number of accounts, variance accounts, deferral accounts and Y factors in Enbridge's proposed plan. 

     DR. KAUFMANN:  Correct. 

     MR. CASS:  That is at Volume 3, page 142 of yesterday's transcript.  And I had asked you a number of questions about Y factors during the technical conference.  You will probably recall that, I would think?  

     DR. KAUFMANN:  Yes, I do. 

     MR. CASS:  Yes.  And so that is Exhibit K4.4.  I mean, I would be happy for you or anyone else to read the entirety of what is in Exhibit K4.4, but I don't want to take the time to do all of that. 

     If we could go, for example, to page 39 and I could take you to the question I asked you at that time -– and we had some discussion about this already and I was just trying to be absolutely clear that we were understanding on the proposition.  

So I said to you that's helpful, and just for absolute clarity to be sure we're talking about the same thing, I'll describe two different situations. 

     An applicant has specific capital, large capital projects that it's aware of and it can describe to the Board for purposes of Y factor.  That is the one category. 

     And the other category would be, as we've talked about, more uncertainty about capital projects in the latter years of the term of the plan.  

     And if I understood your answer correctly, a Y factor can be structured to cover each of these categories, and your answer was yes.  

     DR. KAUFMANN:  Yes, potentially that is true. 

     MR. CASS:  Right.  And that is still your thinking?  

     DR. KAUFMANN:  It potentially can, yes.  It can be structured that way. 

     MR. CASS:  So you understand, do you, that the two variance accounts that you have commented on in the hearing here, the one with respect to relocations and the one with respect to replacements, these are for the latter two years of the plan, and the specific intent of them is to capture uncertainty in the latter two years of the plan?  

     DR. KAUFMANN:  I do understand that.  And I should --just to clarify any uncertainty, and this is perhaps a deficiency on my part, but I was not aware at the technical conference that the company had proposed those as variance accounts.  

     MR. CASS:  I see.  Okay.  And then I did give you –- again, I won't carry on and read from this excerpt in Exhibit K4.4, but I did give you a full opportunity to comment on whether you felt that there should be 

limitations on the number of Y factors. 

     And I did not hear you express the concern that you expressed yesterday to Ms. Girvan about the number of -- about a potential number of Y factors.  

     DR. KAUFMANN:  Well, on page 40, I say here -- at page 40, line 5, I talk about:

"I think everyone accepts that a regulation should not be so burdensome for the company or for the commission.  So if you make the Y factors too open-ended and too large, then that could create some potential burdens."

     Then I say that:

"There can be a concern in that respect, but I don't know what the magic number would be."

     So I think I am expressing some potential concerns that if Y factors -- if there are too many Y factors or they become too large, that potentially that could be burdensome. 

     I didn't talk about the incentive issues per se here, but that could also be an issue. 

     MR. CASS:  But the concluding sentence of your response during the technical conference was that:

"There could be a number of different things that qualify under that criteria."

Right?  

     DR. KAUFMANN:  Yes, following from a sentence that says:

"... that doesn't mean there has to be only one or two."

And there, I was thinking of the two big ones such as GTA and Ottawa reinforcement projects.

But yes, I don't dispute that there can't be Y factors beyond that.  

     MR. CASS:  Right.  In your report, you said that you do not oppose Enbridge's average use factor or the use of variance accounts in Enbridge's proposal, didn't you?  

     DR. KAUFMANN:  Yes, and that was before the two -- 

particularly the replacement expenditures variance account.  

     MR. CASS:  And being aware of Enbridge's proposed variance accounts at the time they were -- when your report was written, you also said in the conclusion of your report that Enbridge's IR plan can contain Y factors that recover the costs of large capital projects, right?  

     DR. KAUFMANN:  Correct. 

     MR. CASS:  Okay.  Now, sorry, let me just get back to the compendium, if I may.  

     In the compendium at page 23, I have included an extract from a document from the Commonwealth of Massachusetts, the Department of Public Utilities.  This involves a company called Bay State Gas Company, which I 

understand is a gas distributor in Massachusetts.

Is that right, Dr. Kaufmann?

     DR. KAUFMANN:  That's correct. 

     MR. CASS:  I think it is apparent from this document that we have in the compendium that you were actually a witness for Bay State Gas in this proceeding, right?  

     DR. KAUFMANN:  Yes, I was. 

     MR. CASS:  And in this proceeding, Bay State Gas had 

been under a PBR plan that was based on a price cap index; correct?  

     DR. KAUFMANN:  At the time of this proceeding, it was under that plan, that's correct. 

     MR. CASS:  That's right.  And what happened was the 

department, the regulator terminated Bay Street's -- I'm 

sorry, I'm too used to Toronto -- Bay State's PBR plan?

     DR. KAUFMANN:  They did. 

     MR. CASS:  Yes.  And if I can take you to the compendium at page 56, there are some specific concerns discussed.  

     So looking at the top of the page, it is indicated:

"Moreover, we find that the company's PBR plan is not working as intended."

Then skipping down, it says:

"The company concedes that the PBR plan has failed to provide sufficient revenues to cover a number of things, including capital investment needs."

     DR. KAUFMANN:  Mm-hmm. 

     MR. CASS:  Further down on that page, there is again a 

reference to the reasons for the plan's substandard performance, including issues with capital investment demands. 

     So am I am I right in understanding that the issues with this PBR plan included the fact that it did not provide sufficient revenues to cover capital investment needs?  

     DR. KAUFMANN:  This is a complicated case and I don't want to use up all of your available time by trying to explain this, the Bay State case.  So I will try to do this as quickly as I can, but two things; first, the motivation for the case and why it actually took place, and then after I do that I will get to the specific points that they're talking about.  To do that, I will have to actually go back to the original proposal. 

     Bay State was subject to a PBR plan that was approved in 2005.  At the time, Bay State -- it was an I-X and they proposed a capital tracker, which they did not get approval of.

Bay State had a very significant leak problem with its bare steel infrastructure, and they wanted to replace all of it.  And they did do that; they did because they felt it was a public safety and health hazard. 

     So regardless of whether they got recovery for those 

costs, they did pursue that program, and it pushed their earnings very low.  They were making 4 percent ROE, in a number of years. 

     So that was the plan that they proposed and did not get approval of.

I was not a witness for the steel replacement recovery mechanism, I wasn’t a witness for the PBR plan, but I did speak in general terms about the potential suitability of having a capital tracker. 

     And again -- and in fact, this experience definitely informed my views when I went to work for Board Staff in third generation IR, and one of the reasons I supported an incremental cap module.

Anyway, that was the plan they were under. Then in 2007 going into 2008, the Massachusetts department 

had a generic proceeding on decoupling, where they forced every company in the state, gas and electric utilities, to come forward with decoupling proposals. 

     And they said in that order -- and this was in 2008, and they said in that order that the decoupling proposal would have to begin with a cost-based review of the company's rates.  So there would be a cost of service filing that would take place, and then there would be a decoupling plan to follow from that. 

     Bay State jumped at that opportunity, because they knew that they were forced to change their rates under this plan and they knew that that would show a revenue deficiency, and they were not able to recover that revenue deficiency under their I-X plan. 

     So they did that, and the reason the plan was terminated was because the -- because the company was filing for a rate case, and the commission -- or rate increase, in the middle of the term of the PBR plan.  

And the department had said that:  This is not the way PBR is intended to work.  You should not be coming in and asking for a general change in rates while the plan is in effect.  PBR-based adjustments are really a substitute for cost-based rate adjustments. 

     The company argued, one:  We have to do this.  You're one that -- you know, you have an order asking us to come in for decoupling, and the decoupling has to include a cost of service rate case.  If the cost of service rate case does not show our rates are exactly equal to our where our rates are right now, then we will have to file for a rate increase.  

So that is what the company argued, and at the same time, they said:  Look, we do have a statutory right for this money under Massachusetts law. 

     So that is the full context for that case, and that was why the PBR term was -- the plan was terminated. 

     Now, here they do go and when they say the plan is not 

working as intended, again it is because of -- it all has to do with the bare steel replacement and the fact that that was forcing -- forcing the company to go in front of the board numerous times, forcing it to under-earn, and then leading to this rate change. 

     So given all of that, the board, the department was -- they did conclude that this was not the way they intended this PBR plan to work; it was not working as intended.  But again, this all goes back to the fact that they had a very significant problem, discrete problem, which the board at that time was not willing to give them targeted rate relief for. 

     MR. CASS:  Yes.  And so in line with what you have said, Dr. Kaufmann, if I could take you to page 41 of the compendium and just ask you to look at the very top --

     DR. KAUFMANN:  Yes.  

     MR. CASS:  -- as we can see from the top of that page, it was your client's position in that case that the PBR plan failed to compensate for the timely recovery of incremental capital investment made for safety and reliability purposes, right?  

     DR. KAUFMANN:  Correct. 

     MR. CASS:  Thank you.


Now, would you agree with me that following upon events like the incident in San Bruno, California, there's been renewed attention to codes and standards for gas utilities in North America?

     DR. KAUFMANN:  I do believe that over a number of years, yes, that has become more important. 

     MR. CASS:  So I take it you would agree with me that as a result of these new attitudes to codes and standards, it would be important for any gas utility to be sure that it operates under a regulatory model that is going to accommodate its appropriate spending on safety and reliability?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  Okay.  Thank you.


And you are aware that Enbridge's evidence in this case is that it has a particular need for capital spending to address safety and reliability concerns?  

     DR. KAUFMANN:  I am, and I think that those types of concerns are exactly the sort of concerns that the Z factor is designed to accommodate. 

     MR. CASS:  Well, we will come to the Z factor --


DR. KAUFMANN:  Okay. 


MR. CASS:  -- and that is interesting, and it's helpful.


DR. KAUFMANN:  But --


MR. CASS:  Thank you.  I am glad to hear that, actually, that you --


DR. KAUFMANN:  But, I mean, it's --


MR. CASS:  -- think those will come under the Z factor. 

     DR. KAUFMANN:  Right.  Because, I mean, that is one of the reasons to have Z factors in plans, is if there are public policies or changes in legislation, things of that nature which have a material impact on the company's costs, then a Z factor is, in my opinion, the -- that is the appropriate way to discuss and get recovery for those costs. 

     MR. CASS:  Okay.  Thank you.


Have you reviewed Enbridge's evidence regarding its capital spending needs to address safety and reliability concerns?  

     DR. KAUFMANN:  I did look over the discussion of capital spending, and -- yes, so I did look over that when I first wrote the assessment report. 

     MR. CASS:  So you would have some familiarity, for example, with the amp-fitting replacement program that is proposed?

     DR. KAUFMANN:  Very general, yes. 

     MR. CASS:  What about the compression couplings program?  Are you familiar with that?  

     DR. KAUFMANN:  Again, very general.  I did not focus on the details of the spending plans. 

     MR. CASS:  Compression outlet service Ts, are you familiar with that?  

     DR. KAUFMANN:  My answer to all of these questions will be just in a very general sense. 

     MR. CASS:  All right.  You would agree with me that there was nothing to have stopped Board Staff from retaining an engineer to review this evidence?

     DR. KAUFMANN:  Sure, they could have done that. 

     MR. CASS:  Thank you.


And would you agree with me that a detailed, bottom-up cost forecast is consistent with the words of the Renewed Regulatory Framework for Electricity report that speaks of robust evidence of cost and revenue forecasts?  

     DR. KAUFMANN:  Robust?  Well, I mean, "robust" is a -- that is a term that is subject to interpretation.

     MR. CASS:  Yes.  Would you agree with me that a detailed, bottom-up forecast is consistent with that?  Whether something else might be, I am not concerned about, but -- 

     DR. KAUFMANN:  Yes.  To me "robust" -- and maybe this is just implied as opposed to something explicit, but "robust" means objective, too.

And again, my concern with this from the beginning has just been that Enbridge is an interested party.  You know, even interested parties, even if they're trying to be as objective and as honest as they can, their interest will impact their assessment of their needs.  And so I would say that a robust assessment would be one that was conducted by an outside party. 

     MR. CASS:  Yes.  You have talked about this outside-party review, which is where I am going, in fact. 

     DR. KAUFMANN:  Okay. 

     MR. CASS:  And I was going to confirm with you a proposition, but again, this is something that I believe you confirmed during Mr. Thompson's questions. 

     You have talked about how in the United Kingdom there is expertise retained to do various reviews of a gas utility's proposal.  And you specifically said -- I made a note here during Mr. Thompson's questions -- it is the regulator that retains the engineering expertise.  Isn't it?

     DR. KAUFMANN:  In the UK, yes. 

     MR. CASS:  Yes.  And it is the regulator who retains other expertise as it considers necessary to assess the proposals, right?  

     DR. KAUFMANN:  Yes, but the companies have their experts too.  

     MR. CASS:  Yes, but the outside review that you are talking about, the regulator takes that on?

     DR. KAUFMANN:  That's correct. 

     MR. CASS:  Right.  And this is done as a review of a group of utilities simultaneously, as we've heard. 

     DR. KAUFMANN:  In the UK it is, yes. 

     MR. CASS:  Thank you.


Sorry, Madam Chair, I wasn't sure what you were thinking about a break.  Did you want me to stop at 

about -- 

     MS. CONBOY:  If you are at a good time to stop -- 

     MR. CASS:  Yes. 

     MS. CONBOY:  -- let's take a break for 15 minutes. 

     I would like to canvass the next panel, Mr. Cass, and also you, Mr. Brett, because I believe we have you down for the first cab off the rank on the next panel.

     Are you okay to sit 'til 5:00 o'clock if our court reporter is okay to do that?

     MR. CASS:  Yes, indeed.  Mr. Stevens will be here.  He is with the next panel, and he will be here at the counsel table with the next panel. 

     MS. CONBOY:  Okay.  Mr. Brett?

     MR. BRETT:  Yes, I can stay 'til 5:00.

     MS. CONBOY:  Okay.  Great.  Thank you.  So why don't we take a break for 15 minutes?  We will come back and hopefully let the experts off the hook and start with the next panel.

     --- Recess taken at 3:05 p.m.

--- On resuming at 3:27 p.m.

MS. CONBOY:  Thank you.  Please be seated.

Usually we lose people at the end of the day, Mr. Cass.  

     [Laughter] 

     MS. CONBOY:  Please go ahead. 

     MR. CASS:  Thank you, Madam Chair. 

     DR. KAUFMANN:  Mr. Cass, could I just respond further to one of your questions?  You were talking about and had asked me about testimony I have given where I was critiquing a proposal of some kind.

I have gone through my vitae, and I found four other instances where I was critiquing a proposal, two from Massachusetts and two from New Zealand.  I would be happy to provide those, if you would like. 

     MR. CASS:  Thank you. 

     MS. SEBALJ:  I am trying to recall.  I think J4.5 was --

     MS. CONBOY:  That was the undertaking we're talking about?  

     MS. SEBALJ:  Yes, it was the Detroit Edison critique, so could we lump that into 4.5, to provide the other four in your CV?

     DR. KAUFMANN:  Yes, I will. 

     MS. SEBALJ:  Thank you.  

     MR. CASS:  Now, Dr. Kaufmann, in connection with the issue we have been hearing about regarding the effect of weather on a gas distributor's costs, you answered an undertaking that I have included at -- starting at page 67 of the compendium.  Do you have that with you there?  

     DR. KAUFMANN:  Yes, I do. 

     MR. CASS:  You were good enough in the response to the undertaking to provide a white paper called "Distribution pipeline system integrity threats related to cold weather."

That starts at page -- I think it is 69 of the compendium. Are you with me there?

     DR. KAUFMANN:  Yes, that's correct. 

     MR. CASS:  Sorry? 

     DR. KAUFMANN:  Yes. 

     MR. CASS:  Thank you.  I just wanted to take you to 

page 71 of the compendium, to look at some words in that document, if I may. 

     DR. KAUFMANN:  Okay. 

     MR. CASS:  I am looking at the paragraph headed "Analysis," and then about halfway down, starting at the right-hand side, you will see a reference to:

"Exposure to cold weather, pipeline system can be threatened by a number of circumstances”.

     Then it goes on to say in the concluding sentence:

"Some of these threats include frost heave, loads on pipeline components due to snow and ice accumulation, erosion due to snow and ice melts, thermal stresses due to extreme cold temperatures, and confined expansion of freezing water within components."

     You would agree with me, I take it, these are all things that would tend to affect the gas distributor's costs?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  Yes.  Now, I appreciate that in your response to the undertaking, you did indicate that in your view the consequences are greater for systems with more cast iron and bare steel, and you believe that the white paper bears that out.  

That was your response to the undertaking, right?  

     DR. KAUFMANN:  Yes, correct. 

     MR. CASS:  Could I also take you to page 69 of the compendium, and just confirm with you something at the bottom of page 69?  

     DR. KAUFMANN:  Okay. 

     MR. CASS:  Under the heading "Summary and conclusions," towards the bottom of page 69, it says:

"All types of pipe materials found in distribution service have been affected. However, piping with certain attributes appear to have higher than average susceptibility."  

     So that is the conclusion of the paper, right?  So it is all pipes, with some having a higher than average -- all pipe materials, with some having a higher than average susceptibility, right?

     DR. KAUFMANN:  That's correct.  Later on, they actually quantify the different incidence rates on different types of pipe. 

     MR. CASS:  Okay.  Thank you. 

     Then I want to move to another subject.  This is also, I believe, one of your responses to an undertaking, and for that purpose, if I could ask you to move over to page 90 of the compendium?  

     DR. KAUFMANN:  Okay. 

     MR. CASS:  This is headed: "Board Staff response to TCU 1.11."  I think that this has been referred to.  I think Mr. Brett, if I recall correctly, was the counsel who referred to this, because you indicate in this response, as I understand it, Dr. Kaufmann, that you had asked Concentric to perform a calculation for 2010 and 2011, and that, instead, Concentric provided an average.  So therefore, you did the 2010 and 2011 calculation.  

Is that what your response is saying?  

     DR. KAUFMANN:  Correct.  I asked for -- I asked for some specific information, which was not provided in Mr. Coyne's response. 

     MR. CASS:  Yes, and what you had wanted was capital costs and OM&A costs divided by the sum of total customers, specifically for the 2010 and 2011 years, right?  

     DR. KAUFMANN:  Yes, for Enbridge and for every company in the sample, and then arrayed from lowest to highest.  Correct. 

     MR. CASS:  Right.  So if you look back at page 88, you will see what Enbridge provided -- page 88 of the compendium, it has each year from 2000 to 2011, so includes 2009 to 2011, and it includes an average, right?  

     DR. KAUFMANN:  It does.  But I would say two things.

One, it is not -- it's not arrayed from highest to lowest, as I -- from lowest to highest, as I requested. 

     And the particular data points for those years do not appear anywhere in the part of Mr. Coyne's response that is titled "Response."

     MR. CASS:  But I thought your concern was that there was no calculation for 2010 and 2011, and yet there appears to be on page 88?  

     DR. KAUFMANN:  My concern ultimately was that the question I asked was not answered. 

     MR. CASS:  All right.  So then let's go to your answer, so that is back to page 90, if you don't mind. 

     DR. KAUFMANN:  Mm-hmm? 

     MR. CASS:  So you say in the concluding paragraph of your response:

"It can be seen that Enbridge's..."

First of all, let's go back to the first paragraph.

So what you want is the sum of capital and OM&A 

for each company, including Enbridge, divided by total customers; correct?  

     DR. KAUFMANN:  Correct. 

     MR. CASS:  And so you do this yourself, and in your 

concluding paragraph, you say:

"Enbridge's total cost per customer was 47 cents in 2010, and 53 cents in 2011.”

     DR. KAUFMANN:  Yes. 

     MR. CASS:  I am probably arithmetically challenged, Dr. Kaufmann, but that would suggest to me, if you come out to a total cost per customer of 50 cents, roughly, over the two years, Enbridge has 2 million customers, roughly, so you are working with total costs, OM&A and capital, of about a million dollars?  

     DR. KAUFMANN:  Yes, okay.  Well, that's a good point and good catch.  

     This was expressed in probably -- we should probably multiply each of these by a thousand.  I would have to double-check.  The units are wrong; I will concede that.  

     MR. CASS:  So let's move on, then, to the subject of 

Z factors, that I said I would come back to.  

     DR. KAUFMANN:  Mm-hmm?  

     MR. CASS:  At page 62 of the compendium, what I have tried to do is reproduce the wording from Enbridge's previous incentive regulation plan for Z factors.  I added some pages for context, but it is the settlement agreement from EB-2007-0616, and at page 62 is the Z factor criteria. 

Are you with me there, Dr. Kaufmann? 

     DR. KAUFMANN:  Yes, I am. 

     MR. CASS:  Right.  So there are Z factor criteria set out on this page, with small Roman numerals, (i) to (v).  I am looking particularly at small Roman numeral (ii).  It is 

a two-part test.

The first part is "beyond the control of company's management"; you see that?

     DR. KAUFMANN:  I do. 

     MR. CASS:  There is no issue with that wording here. But I am looking at the rest of the words, so if I can just leave out the "control of company's management," the words are:

"The cost must be not a risk in respect of which a prudent utility would take risk mitigation steps." 

     DR. KAUFMANN:  Mm-hmm. 

     MR. CASS:  And I take it from your report that you actually agree with Enbridge that these words are not clear and can be interpreted in numerous ways; is that right?

     DR. KAUFMANN:  I do agree with that, yes. 

     MR. CASS:  And in fact, you agree that many utility costs are at least partly within management control, but it's the magnitudes of the costs that can be impacted by exogenous events? 

     DR. KAUFMANN:  I do. 

     MR. CASS:  Okay.  Thank you.

I made a note when you were being questioned by Mr. Thompson.  You did indicate that you think that Z factor wording should be scoped to cover -- and the words I noted were "unexpected contingencies." 

     DR. KAUFMANN:  Yes. 

     MR. CASS:  Is that fair?  

     DR. KAUFMANN:  Correct.  Mm-hmm. 

     MR. CASS:  So can you provide some examples of what you think, then, would be captured within appropriate Z factor wording in the nature of unexpected contingencies?

     DR. KAUFMANN:  I believe we have just talked about some of them.

Changes in legislation that would impact the company's reliability spending, safety spending, mandates of various types, anything like that that comes from government that would -- which is something the company has to apply to.

In my opinion, that is clearly exogenous; that is not within the control of the company.  That is coming from the outside environment.  A company has to comply with it, and there are cost consequences associated with it.

So I think those are perfect examples of things that could be considered under the Z factor and something that the company could reflect it as the application -– Z factor application to the Board. 

     MR. CASS:  Okay.  Do you have other examples, other categories, that are different from that one?  

     DR. KAUFMANN:  Tax law changes are always -- always a good candidate for Z factoring.  So that is something that could also be considered.  I don't -- my understanding is the tax environment here is either changing or may be changing, and the company could propose to recover, if its tax costs are increasing, to recover some of those through a Z factor application.  

     MR. CASS:  And on this subject we just -- I just asked you a question about and you agreed with, that there can be utility costs that are partly within management control but they can be impacted by exogenous events, do you have examples of things that would fall in that category?  

     DR. KAUFMANN:  Partly within management control?  Hmm.  Well, I think anytime you're talking about a capital investment, you can even consider about complying with various mandates.  You know, there are a lot of ways to skin a cat, and there are a lot of ways a company could choose to comply with that, some of which -- so there is a degree of control involved in that.

And I think that implies that the cost consequences associated with complying with the mandate are somewhat subject to the company's control.  

     MR. CASS:  But can you offer any specific examples?  

     DR. KAUFMANN:  Not off the top of my head. 

     MR. CASS:  If you had an opportunity to think about it, could you do that?  

     DR. KAUFMANN:  Quite possibly, yes. 

     MR. CASS:  All right.  Would you undertake to do that? 

     DR. KAUFMANN:  I could do that. 

     MR. CASS:  Thank you.  

     MS. SEBALJ:  That is J4.6. 

     MS. CONBOY:  Thank you.  

UNDERTAKING NO. J4.6:  TO PROVIDE SPECIFIC EXAMPLES OF UTILITY COSTS PARTLY WITHIN MANAGEMENT CONTROL BUT THAT CAN BE IMPACTED BY EXOGENOUS EVENTS.

     MR. CASS:  Then just one final area on Z factors, Dr. 

Kaufmann.

It is my understanding that the Z factor language under which the Ontario electricity distributors operate has been used successfully -- I believe that is the case -- but it is also my understanding that there has never been a successful Z factor application in Ontario under the language that the gas distributors have had in the past.

Is that consistent with your understanding?  

     DR. KAUFMANN:  I don't -- I honestly don't know either way, in either of those cases.  

     MR. CASS:  Okay.  Thank you.  

     Now, in response to another undertaking in this proceeding, TCU1.4, you provided your instructions that you were given in this case by Board Staff.  Do you remember that?  

     DR. KAUFMANN:  I do. 

     MR. CASS:  And the instructions indicated that you were to review the Union and Enbridge 2012-2013 applications.  Do you recall that?  

     DR. KAUFMANN:  The cost of service applications?  

     MR. CASS:  Well, I am just going by what was in your 

instructions. 

     DR. KAUFMANN:  Yes.  Yes, that is true, and I did -- I did review those applications. 

     MR. CASS:  Yes.  So I would take it from this that your instructions go back some time.  And I think in fact earlier today you did say something to the effect of having been working for three or four years in this regard.

Did I get that correctly?

     DR. KAUFMANN:  Yes.  This project grew out of the -- it's a continuation of the contract we had for the gas assessment plans, which -- that assessment took place in 2011, and then it was amended to include the reviews of the cost of service applications, and then it was amended again to review Enbridge's customized IR.  

     MR. CASS:  Yes.  So in connection -- you did a review of the previous incentive regulation plans of Enbridge and Union.  And I believe, if I am not mistaken, your revised report was dated April 1st, 2012.  It's at Exhibit L, tab 1 in this proceeding; is that right?

     DR. KAUFMANN:  I believe that is right, yes. 

     MR. CASS:  So you would have had both an earlier and a revised report on that subject in this proceeding?  

     DR. KAUFMANN:  Correct. 

     MR. CASS:  Okay.  And you also worked with Board Staff on a review of Enbridge's customized IR proposal?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  You also worked with Board Staff on the Renewed Regulatory Framework for Electricity; is that right?

DR. KAUFMANN:  Yes. 

     MR. CASS:  And you indicated earlier in your testimony in this hearing you did a TFP study for Board Staff for electricity distributors; is that right?  

     DR. KAUFMANN:  Well, that was part of the RRF.  Correct. 

     MR. CASS:  Yes.  And did you actually work with Board Staff on a review of Union Gas's proposed plan?

     DR. KAUFMANN:  No.  

     MR. CASS:  Did you have any other retainers with Board Staff over this period of time?  

     DR. KAUFMANN:  Over the 2011 to 2014 time?  

     MR. CASS:  Yes. 

     DR. KAUFMANN:  I have been advising Board Staff on service reliability as well.

Let's see.  I also did -- played a small role on the rate mitigation project.  And I believe that is it.  

     MR. CASS:  Okay.  So I think it would be obvious from all of this that you have been working very closely and intensively with Board Staff over this period of time; is that right?  

     DR. KAUFMANN:  I have. 

     MR. CASS:  In fact, I noticed this morning that at one point -- or at some point during this day you used the word "we" and then you made clear that you were actually referring to Board Staff, right?  

     DR. KAUFMANN:  Yes.  That was a slip of the tongue. 

     MR. CASS:  Okay.  Is there a written record of your interaction with Board Staff as you worked with Staff on this proceeding, Enbridge's customized IR plan, over this period of time?  

     DR. KAUFMANN:  I am not sure what you mean by "a written record."

     MR. CASS:  Any sort of written material relating to your interaction with Board Staff.

     DR. KAUFMANN:  There have been some memos, a number of memos that were written.  That's correct. 

     MR. CASS:  I see.  Can they be produced in this proceeding?  

     DR. KAUFMANN:  I would have to defer to counsel or Staff members.  

     MR. CASS:  Okay.  What about your reports, your assessment report, with respect to the previous IR plans for Union and Enbridge and your assessment of the proposed customized IR plan?  Did you prepare draft versions of the reports for Board Staff and get written comments back from Board Staff?  

     DR. KAUFMANN:  For the assessment report, I can't recall.  That was several years ago.  I believe -- there was not much in the way of comments on that. 

     There were -- I did get -- there was an earlier draft of the customized IR review, and I did get some editorial-type comments from Staff.  Nothing substantive. 

     MR. CASS:  Okay.  And at the technical conference in this proceeding, you asked questions on behalf of Board Staff, not just of other experts but actually of Enbridge's company witnesses, right?

     DR. KAUFMANN:  That's correct. 

     MR. CASS:  So obviously you are a very central member of the Board Staff team, if you are the one asking Board Staff's questions?

     DR. KAUFMANN:  You would have to ask them that. 

     MR. CASS:  I would have to ask them that?  All right.


Did you help --

     DR. KAUFMANN:  That's their assessment.  I mean, it is up to them to decide who is and who is not central to their team.  That is not my call.  

     MR. CASS:  Okay.  Is it your perception that you are a central member of the Board Staff team?  

     DR. KAUFMANN:  I feel like I work very closely with them, and I work well with a number of people here on Staff, but I am an advisor.  

     MR. CASS:  And you don't consider that that relationship goes to your independence in any way?  

     DR. KAUFMANN:  Absolutely not.  

     MR. CASS:  All right.  And did you help frame the Board Staff questions during this hearing to this panel that you then became involved in answering?  

     DR. KAUFMANN:  I did provide some sample questions, yes. 

     MR. CASS:  Right.  So you were both framing -- assisting with the framing of questions for Board Staff and the answering of the questions for this panel?

     DR. KAUFMANN:  Well, different questions, yes.  

     MR. CASS:  Thank you.


Now, there has been an undertaking given, I believe, to Mr. Thompson about the amount that PEG has billed to Board Staff over this period of time, right?  

     DR. KAUFMANN:  Yes. 

     MR. CASS:  And that will encompass what?  That will be your work on assessing the previous IR plans and Enbridge's customized IR plan?  Is that what that will encompass?

     DR. KAUFMANN:  It will go back to 2011.  The budget starts in 2011 with the gas assessment reports.  It will include the cost of service reviews and this proceeding.

     MR. CASS:  But I would take it it would be fair to say that given all the other retainers that you have described that you have worked on over that period of time, that PEG's total billings to Board Staff will be considerably in excess of what we'll see in that undertaking response, right?

     DR. KAUFMANN:  Well, yes.  If I am working on more projects then there will be more billings.  That's correct.

     MR. CASS:  Yes.  Considerably more than what we will see, right?

     DR. KAUFMANN:  "Considerably" is subject to interpretation. 

     MR. CASS:  All right.  Well, you know, I am trying not to get into the details of the numbers, but if you -- if you push me to do that, I can just ask you for the number.  

     DR. KAUFMANN:  I have no qualms about releasing those numbers.  Again, I would defer to counsel, though, and Staff, in terms of whether or not that's -- whether that's appropriate. 

     I do question, though, and this is just my opinion, but I do question the relevance of going beyond this proceeding.  I mean, no one is asking for Concentric's billings to -- on other projects.  You know, the focus there was this specific project. 

     MR. CASS:  Okay.  Fair enough.

But again, you don't consider that this goes to the -- your independence in this proceeding at all?  

     DR. KAUFMANN:  Absolutely not, Mr. Cass.  And I work for -- I have worked for both regulators and I've worked for utilities, and I know that when I do that, whoever I am working for, the client on the other side is going to look through what I have done very carefully, as I believe you have, and -- because you found the Bay State proceeding, among other things.

And they inevitably look for contradictions.  They look for any -- any evidence that may sway my opinion one 

way or another for a client.  I can assure you that I am an 

independent advisor.  I work for myself.  I am completely self-employed.  I advise other companies, I advise clients.  But you are free to look through my record for any signs that I -- that I am not independent, in terms of the advice I give to various clients.  I believe the record is clear. 

     MR. CASS:  Okay. 

     MS. CONBOY:  Mr. Cass, can I just interrupt for a minute, please? 

     MS. SEBALJ:  I am troubled by the insinuations that are happening here without questions.  If you are asking for the information, please ask for it and then I can object.  But if you are not, then please, I would ask that you move on. 

     I do object.  I don't think that other retainers related to this Board are relevant to what is happening in this proceeding. 

So we're happy to provide the numbers for this proceeding and we're happy to provide the information related to the retainer for this proceeding, which we did in summary form in TCU1.4.

But if there is a question, I would like to hear it, so that we can address whether or not it is appropriate.  

     MS. CONBOY:  Thank you. 

     MR. CASS:  Yes, Madam Chair.  In fact, I have moved on.  I asked my question, which was to confirm this doesn't affect Dr. Kaufmann's independence, and he confirmed that.  

     MS. CONBOY:  Thank you. 

     MR. CASS:  That is where I was going. 

     Dr. Kaufmann, just one final question.  The things that you said about yourself and your independence, exactly the same things can be said about Mr. Coyne; correct?  

     DR. KAUFMANN:  I'm sorry, what was that -- what exactly is it?

     MR. CASS:  We did have an interruption in between your 

answer and my final question.  But you indicated you worked for other clients, that your work is scrutinized when you appear before a regulator, and people will find if there are things that need to be questioned and so on. 

     I am just suggesting to you that those things that you said about your independence can equally be said about Mr. Coyne; correct?  

     DR. KAUFMANN:  One thing I believe I did say is that I work for both regulators and utilities.  That is a relatively unique career path among many consultants.  Many consultants work for one side or the other -- not always, but it is not unusual. 

     I don't know the case -- whether Mr. Coyne works for both regulators or utilities, or the extent to which he provides the same type of evidence.  And you can check the record to see if he's saying the same things to regulators and utilities. 

     MR. CASS:  Right, so I take it you are not aware of Mr. Coyne's work for regulators, then?  

     DR. KAUFMANN:  I am not. 

     MR. CASS:  Okay.  Thank you.  Those are my questions, Madam Chair. 

     MS. CONBOY:  Thank you very much.  The Panel has no further questions.  The panel is dismissed with thanks from the Board.

Mr. Cass, if you could get your next panel ready -- and quickly, but not too quickly, because I am not sure where Mr. Brett is.  

     MR. MONDROW:  I am going to get him. 

     MS. CONBOY:  Thank you.  

--- Witness panel withdraws at 3:50 p.m.

     MS. CONBOY:  Mr. Stevens, I believe you have four people on the next panel; is that correct?  

     MR. STEVENS:  Yes, that's correct.  

     MS. CONBOY:  Okay.  Do you need more water? 

     MS. SQUIRES:  We're okay, thank you.  

     MS. CONBOY:  Mr. Stevens, are you familiar with our efficient group affirmation process?

     MR. STEVENS:  We are, thank you.  Shall we affirm the group before I introduce them?  

     MS. CONBOY:  Yes, please.  

ENBRIDGE GAS DISTRIBUTION INC. - PANEL 2


Jim Sanders, affirmed

Patricia Squires, affirmed

Lisa Lawler, affirmed

Linda Au, affirmed

     MS. CONBOY:  Please go ahead.


EXAMINATION-IN-CHIEF BY MR. STEVENS:
     MR. STEVENS:  Thank you.  Good afternoon.  Just to introduce our panel, their names and titles are indicated on Exhibit K1.1 as panel No. 2, as I think everybody is aware.  

     Starting from -- the person on the furthest left is Linda Au.  Beside Linda is Patricia Squires, then Jim Sanders, and Lisa Lawler. 

     This panel is here to speak to the pieces of evidence which are described beside their panel on Exhibit K1.1. 

     Mr. Sanders, was the evidence that is listed on this exhibit beside your panel prepared by you, or under your direction?  

     MR. SANDERS:  Yes, it was. 

     MR. STEVENS:  Is it accurate and true, to the best of your knowledge?  

     MR. SANDERS:  To the best of my knowledge, yes. 

     MR. STEVENS:  Do you adopt it on behalf of your panel for the purposes of this proceeding?  

     MR. SANDERS:  Yes, I do. 

     MR. STEVENS:  Thank you.  I understand, Mr. Sanders, that you have an opening statement to describe the evidence of your panel.  

     MR. SANDERS:  Yes, I do. 

     MR. STEVENS:  Please proceed.


OPENING STATEMENT BY WITNESS PANEL: 

     MR. SANDERS:  Okay.  Madam Chair, Panel Members, the 

capital budget requirements for 2014 to 2018 are projected to be significantly higher than what has been historically included in rates.  There are two primary reasons for this.

The first is a fundamental technical regulatory shift that requires the company to assess both potential failures for all operating assets, and to proactively mitigate before these failures occur. 

     The second reason is the need for three major projects 

during the next incentive regulation terms.  These include the GTA project, the work in asset management project, and Ottawa reinforcement project. 

     Recognizing that this overall capital plan represents 

unprecedented capital spending for Enbridge, the company 

undertook a thorough review process with the goal of arriving at the lowest prudent capital plan for the next regulatory term. 

     The capital plan included in this application includes 

significant risk for the company, and embedded productivity 

improvements. 

     Completing the scope of work defined within the plan, while remaining within the constraints of the capital budget, will be a challenge. 

     The 2012 version of the Ontario pipeline regulations now require pipeline operators to introduce and maintain 

pipeline targeting management programs that covers 100 percent of the operating assets.

The last time this type of regulatory change occurred was over a decade ago.  The Ontario pipeline regulations introduced at that time required pipeline operators to proactively assess for potential failures of pipeline systems operating above 30 percent of the specified minimum yield strength, and to mitigate these potential failures. 

     A new pipeline integrity management program was introduced to meet this requirement, which included new and sophisticated condition monitoring programs and a new risk model. 

     This program required significant annual capital investments and sustained resources. 

     The 2002 regulations and the resulting integrity program covered less than 1 percent of the company's operating assets. 

     This application includes the capital requirement to meet the expectations of the 2012 regulations, and integrity management programs for 100 percent of the company's operating assets.

The need for an expanded integrity management program is given in the Technical Standards and Safety Authority's oil and gas pipeline system code adoption document, FS-196-12, section 2, paragraph 15, and reads:

"Operating companies shall establish effective procedures for managing the integrity of pipeline systems with an MOP less than 30% of SMYS (Distribution Systems) so that they are suitable for continued service, in accordance with the applicable requirements of clause 3.2 of CSA Z662-11."


The Canadian Standards Association's oil and gas pipeline code, CSA Z662-11, section 3.2 provides the requirement for an integrity management program.  It states that managing the integrity of a pipeline system must include monitoring for conditions that can lead to failures, mitigating such conditions, and managing the integrity of the related data.

The system's integrity and reliability programs and related capital included in this application are intended to meet the above code and regulation requirement.  The extraordinary capital requirements for the GTA project, the Ottawa reinforcement project and the work in asset management system replacement project are all key drivers to the extraordinary levels of capital spending over the regulatory term.


These projects collectively represent unprecedented capital requirements of approximately $758 million.  These projects alone are more than any one year of the core capital requirements. 

     In addition to the pipeline integrity and major projects capital requirements, the overall capital requested in the application must also meet the needs of the increased externally initiated relocation requirements, continued customer growth, and other base capital requirements.  This includes the capital necessary to sustain the ongoing operations in the areas of facilities, fleet and information technology. 

     When combining all the above requirements it became clear early in the planning process that the next five years would not be typical.  A thorough review would be necessary to ensure that the company developed an overall plan that would be at the lowest prudent capital requirement possible, which included immediate and sustained productivity.

     The company can assure this Panel that each project was reviewed and assessed for the need in the company's efforts to arrive at the lowest cost prudent plan. 

     Enbridge capital requests in this proceeding represent the outcome of a rigorous examination of capital requirements over the 2014 to 2018 period.  This process considered a number of factors, including the starting point of the 2013 Board-approved capital.  These factors are provided in some detail in the company's prefiled evidence, and include the areas already mentioned above, balanced with the overall impact to ratepayers. 

     The goal of the process was to arrive at the lowest possible capital requirement while prudently meeting the varied needs of our customers, ongoing operations, and the operating system's safety and reliability requirements.


Starting with the bottom-up capital requirement as defined by various capital budget owners in the company, and including input from the asset plan process, the first version of the multi-year capital need was created.


Initial iteration yielded annual capital requirements considerably greater than the 2013 Board-approved capital amount.  Senior management committee was established to review the capital plan and tasked with arriving at a final version that met the goal mentioned earlier.


Over a period of several months the capital process completed six reviews to arrive at the final version included in this application. 

     The review process considered a number of criteria in an effort to reach reduced but viable -- reach a reduced but viable capital plan.  These include the overall priority of the projects, the probability of the requirement, reduced pace for long-term programs, considerations for alternatives to the projects as proposed, including further study before proceeding, and finally, the economic implications of the projects, including the potential for enhanced productivity. 

     Over these review cycles, approximately $180 million of capital costs were removed from the projects submitted.  The results of the review process provided in the evidence -- are provided in the evidence of this -- included in this application.  


The Board concedes that the company's core capital has been set between $447 million and $442 million, with 2017 and 2018 now being held at $442 million. 

     Looking back at the actual core capital spends for 2012 and 2013, we can see that these amounts are consistent with the forecasted amounts of $438 million and $442 million respectively. 

     Enbridge will have to incorporate productivity enhancements into its operations to allow the company to complete the identified scope and scale of the capital projects within the constraints of the proposed capital plan. 

     The company will need to find efficiencies in addition to constantly prioritizing the capital over-spend -- overall capital spend, sorry.  These productivity efforts are embedded in numerous areas of the plan. 

     In the area of customer attachments, the company is 

forecasting to hold our capital costs per customer to pre-2012 levels throughout the forecast period, representing a significant and immediate productivity challenge for Enbridge.  This represents at least $30 million for the 2014 to 2016 period.


The company has identified $164 million in uncertain or variable capital costs over the 2014 to 2016 period that we have not included in our capital budget.  This represents 12 percent of the company's core capital budget that we expect to have to cover in some degree over the forecast period, and these are just the items that we know about at this time. 

     There will be other capital challenges that arise through the normal course of business that we have not anticipated, and many of these costs will have to be managed through a combination of productivity improvements and project prioritization over the five-year term. 

     The company's commitment to keep its departmental labour costs relatively flat over the forecast period demonstrates a productivity commitment in the order of $16 million relative to inflationary expectations of 2 percent per year. 

     Despite the higher overall capital demands for the business, the company will manage departmental labour costs in order to monetize the productivity opportunity and help offset capital pressures. 

     The company's commitment to hold its 2017 and 2018 capital to the 2016 level demonstrates our commitment to find productivity opportunities in those years.  In the context of continued growth of customer additions of about 40,000 customers per year and expected inflation rates of about 2 percent per year, productivity enhancements will have to absorb any shortfall in the 2016 capital budget during the latter two years of the IR term.  For just the growth component, this represents at least $20 million.

       The productivity impairment will affect project-specific costs as well throughout the IR term, as the company management raises the bar for EGD employees to plan and complete work in a more efficient fashion.  The company will seek efficiencies related to opportunities identified within the scope of specific projects and combinations of projects.


For example, in the integrity area, the insertion of excess flow valves into service lines could potentially be accomplished at the same time as meter and regulator replacements. 

     Finally, it is clear that the company's capital request in this application represents a departure from past capital plans.  The new and emerging demands for capital projects, the extraordinary major capital or major projects, and the continued growth of the natural gas system underscores the challenge implicit in managing to this capital budget. 

     Despite this challenge, the company believes that the capital plan as presented is prudent, is a prudent balance that meets the needs of the customers, ongoing operations, and ensures that we will continue to store, transmit and distribute natural gas safely and reliably.


Thank you. 

     MS. CONBOY:  Thank you.  

     MR. STEVENS:  Thank you, Mr. Sanders.  I just have one other question for you arising out of some of the discussions over the last couple of days. 

     During some of the exchanges with Mr. Coyne over the last couple of days, there's been discussion of a different operating environment for gas utilities operating in cold weather areas. 

     What is your perspective on how operating in a cold weather environment impacts upon the costs for a natural gas distribution utility?

     MR. SANDERS:  All things being equal, distribution companies operating in cold environments, I believe, would incur a greater cost than companies not operating in a cold environment.  I could see that in a couple of areas specifically.

If you look at construction and maintenance activities in one area and operation activities in another area, in construction activities there's the immediate obvious impact of having frost in the ground and the impact that has on the physical plant that is buried in the ground. 

     There's material standards, is another aspect of construction.  When we design and install facilities, there are different standard requirements for facilities built at significantly lower temperatures.  So in the area of minus 40 to minus 50 degrees Celsius, there is a design standard that has to come to bear. 

     Sizing facilities will be different to meet peak loads 

during winter demand.  Construction and maintenance costs will be increased just from field activity from lost productivity when you are in the field, so snow and ice obviously has an implication in how quickly you can complete work.  Frost in the ground slows and impairs your digging capability. 

     There's some fairly mundane items that would occur as well, where you would -- restoration activity would be impacted, where quite frequently work that's completed in the fall or late fall won't be fully restored until the following spring, so you have to return to sites and do repair at that time. 

     You also have secondary impacts in operation and maintenance because of damages that can occur, water main breaks on streets, and snow removal can damage meters.  These are very simple things that happen all the time in the winter, that companies in warm climates would not recognize. 

     Also on the operation side of the equation, you have other issues of materials and equipment that are required during cold weather operations; again, some fairly mundane things like snow tires, warm clothing for staff that you have to provide.  

The operations itself, you would have own-use gas, so in firing the boiler systems and stations and maintaining 

the buildings themselves, would have additional energy 

requirements. 

     And again, something as simple as snow removal would be required within the operations.  

So those are just some quick points, but I could go on.  There’s many more activities that are impacted by the winter operations.  

     MR. STEVENS:  Thanks very much.  That is the examination-in-chief for this panel.  

     MS. CONBOY:  Thank you, Mr. Stevens.

Mr. Brett?  

     MR. BRETT:  Yes, Madam Chair.  Maybe just before I start, I could get a copy of that document.  I assume it is over here on the table?  

     MR. STEVENS:  We do have copies, if anybody would like a copy of -- a version of the examination-in-chief that Mr. Sanders just presented.  I hadn't intended to enter it as an exhibit, given that it was spoken to.  But if anybody would like a copy, please feel free to come over here and we will provide it to you.  

     MS. CONBOY:  Is it a verbatim -- 

     MR. STEVENS:  But for a few words that were slipped or added, it is verbatim.  It had been provided to all of the intervenors yesterday evening, so that they would have advance warning of what would be said.

     MS. CONBOY:  If you could make sure, before you leave today, to leave one with the court reporter, that would be helpful. 

     MR. STEVENS:  Absolutely. 

     MS. CONBOY:  Thank you.  Please go ahead, Mr. Brett.

CROSS-EXAMINATION BY MR. BRETT:
     MR. BRETT:  Thank you, Madam Chair, Panel.  Good afternoon, panel.  We share the prime spot here, the time 

when people's eyes begin to glass over and they wish they were somewhere else.  But we're in it together, so I am sure you are no less tired than I am. 

     Let me just start by asking Mr. Walker -– you gave a fairly lengthy statement on the relative disadvantages of operating in cold weather environment. 

     Just to follow up on that for a moment, have you done any analysis or calculations of the overall impact of cost, of the cost differential that results in operating in that environment, either in respect of capital cost or operating cost?  Or are these your reflections as an operating executive?  

In other words, have you done any analytical work to back that up?  

     MR. SANDERS:  I presume your question is intended for me.  I am Mr. Sanders. 

     MR. BRETT:  Sanders, sorry. 

     MR. SANDERS:  To answer your question, no, I have not done any analysis.  This is just based on my own experience. 

     MR. BRETT:  Thank you.

Now, I am going to start on a sort of low-key note here, looking at -- making sure that I understand some of these numbers that are in your evidence.  I am not sure you have to turn anything much up, but I am going to give you the references. 

     What I want to get at is the actual amounts that you 

budgeted for system integrity and reliability expenditures in 2014, 2015 and 2016. 

     I, at least, see that stated in four or five different 

places.  The first place I see it is at page 45 of B2, tab 1, schedule 1.  You might want to turn that up as sort of a base reference.  

     That's the last page of your -- I am looking at updated table 13, and I am looking at the fifth line down, where it says "System integrity" -- oh, it’s on the form here --  "System integrity and reliability," and I see numbers for 2014, 2015 and 2016 on there.  

     Are those the -- now, let me just give you a couple of other sets of numbers, because I want to make sure I got the right ones.  

Those numbers seem to be the same as numbers that you provided in your exhibit, your Exhibit B2, tab 5, schedule 1, which is your specific discussion of reliability and integrity spending, and that is at page 8.

You have a table there and those numbers match, 

as far as I can recall; do you agree?  

     MS. LAWLER:  Yes.  

     MR. BRETT:  Okay.  So that is one set of numbers.

Now, on the other hand, if we go to B2, tab 1, schedule 1 -- and this is back to your main piece of evidence -- in paragraph 8, you will see a -- we better turn that up.  You should turn that up.  Let's see.  B1, tab 1.  

     MS. LAWLER:  Are you trying to take us to table 2?  

     MR. BRETT:  No, actually, not right now.  I will, but I am taking you to table 1.

In table 1 -- that is page 3 of 45, right?  Paragraph 6, the third line of that table says "System improvements and upgrades" and it gives you another set of numbers there, 243, 247 and 242.2. 

     Do you see those?  

     MS. LAWLER:  Yes. 

     MR. BRETT:  Now, I want you to turn to one more reference, and that is Exhibit A2, tab 1, schedule 3.  That is yesterday's evidence.  A2, tab 1, schedule 3, page 2 of 9.  There is a nice coloured graph in there which -- and that you will see a graph there.  

Do you have that page reference?  

     MS. LAWLER:  Yes. 

     MR. BRETT:  Okay.  Now, in the coloured version, there is a red section, red part of the bar graph that says "System integrity."  And if you look over to 2014-2015, you will see numbers of 153, 248 and 242. 

     Now, those numbers are the same as the ones I just gave you from table 1 at paragraph 6 of your main piece of evidence; correct? 

     MS. LAWLER:  If I can just correct you, on the 2014 

forecast it is 243; you said 143.  

     MR. BRETT:  Oh, sorry I can't read this thing.  All right, 242.  Actually -- oh, it is.  Right.  

Okay.  Right.  So those two sets of numbers, those last two sets of numbers are the same but they're different than the first set of numbers I gave you by about $100 

million. 

     Bearing in mind that in your table here, this last item of the four that we looked at, you actually call this bar "System integrity," that leaves me a little confused.

My question really is -- what I want to hone in on is:  What are you forecasting is going to be spent for this magic box of system integrity and reliability, which you are going to be talking about a lot over the next few days?  What are those numbers?  Are they 132, 135, 141?  Or are they 243, 247 and 242?  There is a hundred million dollars in difference, and I think it is confusing.  

     MS. LAWLER:  I am going to suggest that at a high level, we're requesting the 243, 248, 242, which is loaded costs, which is -- 

     MR. BRETT:  Sorry, which is what?

     MS. LAWLER:  Loaded costs. 

     MR. BRETT:  Loaded costs as opposed to what?  

     MS. LAWLER:  Direct costs. 

     MR. BRETT:  By "loaded costs" you mean costs that are loaded with what?  Capitalized employment costs?  Give me the number for the amount of -- the differential of what – the $100 million is the loading?

     MS. LAWLER:  Yes.  

     MR. BRETT:  Okay.  Could you just give us the components of that?  

     MS. LAWLER:  If you turn to table 13 at Exhibit B2, tab 1, schedule 1.  

     MR. BRETT:  Table 13, that is on page 45.  

     MS. LAWLER:  Yes, the updated version of table 13 that is on page 45. 

     MR. BRETT:  Yes, I have it.  Yes. 

     MS. LAWLER:  So you can see at the bottom of the table, lines B211, "Departmental labour costs," "Capitalized administrative and general," and "Interest during construction."  

     MR. BRETT:  So that accounts for the difference in the two sets of numbers in each of the years, right?

     MS. LAWLER:  Yes. 

     MR. BRETT:  Okay.  That's helpful.  

     MS. SQUIRES:  Excuse me, could I just add -- 

     MR. BRETT:  Now, the -- 

     MS. SQUIRES:  Mr. Brett, could I just add a point of 

clarification --

     MR. BRETT:  Yes, sure. 

     MS. SQUIRES:  -- to Ms. Lawler's response?  Those three categories of capitalized overheads, they are not exclusively allocated to the "System integrity" line; they are allocated across all the different categories of direct costs.

     MR. BRETT:  What percentage of them is allocated to the "System integrity" line in each case -- in each year?

     MS. SQUIRES:  We don't have that information filed in any exhibits.  We could undertake to provide that to you. 

     MR. BRETT:  That would be helpful, thank you. 

     MS. SEBALJ:  J4.7.

UNDERTAKING NO. J4.7:  TO PROVIDE PERCENTAGE OF EACH CATEGORY OF CAPITALIZED OVERHEADS ALLOCATED TO THE "SYSTEM INTEGRITY" LINE IN EACH YEAR.
     MS. CONBOY:  Thank you.  

     MR. BRETT:  Okay.  Now, I noticed that you have -- if I can turn for a moment to the...

     I wanted to talk a little bit about your 2013 actuals, because we now have those.  And in page -- again, page 45, that same table we were just speaking of, you have actual numbers there.


And am I reading this correctly that the total actual expenditure for 2013 is about $67 million-odd in excess of the budgeted?  That's line B211, "Total capital expenditures," at the bottom.  That is actual versus Board-approved for 2013.

     MS. LAWLER:  It is in excess of 70 million.


MR. BRETT:  Sorry?


MS. LAWLER:  I am trying to do math, and I have been advised not to. 

     MR. BRETT:  I don't need it exact, but I just -- I am just comparing 449 and 517.  

     MS. LAWLER:  Yes.  

     MR. BRETT:  And then the largest item in there, one of the largest items -- there seem to be two large items.  One is customer growth.  So you -- there is a differential in customer-related capital of about 10 million -- no, sorry, of about 15 million, right?  110.7 versus 95?

     MS. SQUIRES:  That's correct. 

     MR. BRETT:  And that -- so you must have had -- can you just quickly say what that is?  What does that -- what sort of expenditure that is?  Is that capitalized overhead?  

     MS. SQUIRES:  The "Customer growth" line?

     MR. BRETT:  Yes. 

     MS. SQUIRES:  No, that is not capitalized overhead.  Those are the capital costs associated with attaching customers, installing services and so on, to attach new customers. 

     MR. BRETT:  So you must have had a larger number of customer attachments than -- actual than forecast.  Do you have that number?  

     MS. SQUIRES:  We don't have the 2013 actual customer additions with us here.  That information hasn't been filed yet. 

     MR. BRETT:  Okay.  Could you undertake to file that, please?  

     MS. SQUIRES:  Yes.  

     MR. BRETT:  Thank you.  

     MS. SEBALJ:  J4.8. 

UNDERTAKING NO. J4.8:  TO PROVIDE ACTUAL 2013 CUSTOMER ADDITIONS.

MS. CONBOY:  Thank you.  
     MR. BRETT:  Okay.  I'm sorry, I was just wanting to clear up that little piece before we got into the main events here, in a way.  

     You also -- okay.  Now, I would like to just talk for a moment about the profile of your expenditures over the three years.  You have said, I think, in your prefiled evidence, and I think you also said it just a moment ago, that you had expenditures over the last three years which were -- or over the forecast three years you're going to have expenditures over 2014, '15 which are substantially in excess of your previous annual expenditures; correct?

I think you just said that, Mr. Sanders; that was part of what you said?

     MR. SANDERS:  Yes.  Mr. Brett, that's correct.  When you look back past the 2012-2013 time frame, what I had talked about in my opening statement was the fact that if you look at 2012 and 2013, in fact, the core capital spend that we are proposing is quite similar to 2012 and 2013.

     MR. BRETT:  Yes.  That's right.  But it is for 2016 as well, isn't it?  It is 2014 and 2015 that have the spike or the bulge in expenditures, and that is because, I presume, of the implementation of the GTA, with a little bit for WAMS and Ottawa; is that not correct? 

     MR. SANDERS:  Yes, that's correct. 

     MR. BRETT:  Okay.  So really, rather than -- what I sort of read from this is rather than a secular increase in overall core capital, what we're dealing with here in particular is a two-year spike that's been -- which has been driven up, you know, very largely -- not entirely, but largely by the GTA, in the sense that the GTA expenditures, as I read them -- and I stand corrected -- but I read them as composing 30 percent, roughly 30 percent of your 2014 capital and 40 percent of your 2015 capital; is that about 

right?  

     MR. SANDERS:  Yes.  Subject to check, I would agree with that. 

     MR. BRETT:  Okay.  Now, just -- okay.  Let me leave that.  I don't want to encumber this too much with too many points, but if I take you just briefly to your asset plan -- that is one of the four documents that you are testifying to.  It's B2-10, tab 10, schedule 1, page 9.  And that's page 9 of your asset plan, and you have a graph there.

Could you turn that up, first of all, and do you have that?  

     MS. LAWLER:  Yes. 

     MR. BRETT:  Okay.  Now, there's a table there, and it shows the -- it shows the total -- it doesn't show the capital.  It doesn't show -- am I right this doesn't show the total capital cost or the core capital cost?  It is a little more narrow than that.  It is total asset plan direct capital, so that's the part of your capital that is directly related to the quality of your assets, right?  

     MS. LAWLER:  Yes.  It's excluding overheads, is what we mean by "direct." 

     MR. BRETT:  Sorry?

     MS. LAWLER:  Excluding -- sorry, excluding overheads is what we mean by "direct capital." 

     MR. BRETT:  Okay.  Thank you.

And that shows that -- well, there were two points I wanted to ask you about.  One is that if you look down in the final -- in the bottom line, "Total, including major reinforcements," it shows the relative size of the major reinforcements, the GTA in 2014-2015, right?  And the graph shows that as well? 

     MS. LAWLER:  Yes. 

     MR. BRETT:  And then -- but it doesn't show any major reinforcements in the next nine years.  That's 2022.  

     Now, I -- so that tells me at least -- am I right in saying that at least for the early parts of that period you are not anticipating any projects of the scale of the GTA?

The GTA is really a sort of a big, big project, even for you? 

     MS. LAWLER:  Yes, that's correct.  

     MR. BRETT:  And the other thing I wanted to note -- and I don't know whether I can turn it up easily, but it is in the asset plan, and just give me a moment here.  I don't know that I need to turn it up.


What you say is, as I read it, is -- and you can correct me if I am wrong -- is that you have assigned -- in doing your asset plan over the 10-year period, you have used an inflation rate of 2 percent; is that right?

     MS. LAWLER:  Yes.

     MR. BRETT:  Okay.  Now, if I could just shift for a moment to a couple of broader questions, as I looked through your plan, your overview document, it is clear that -- I mean, what you have there is a three-year capital plan; correct?  In your detailed material, you've got detailed numbers going out three years?  

     MS. LAWLER:  Yes.  

     MR. BRETT:  It's not a five-year plan.  I mean, you have a five-year legal ribbon wound around this, but in terms of the sort of -- the actual stuff you are talking about, you have detailed it for the three-year period, and basically you -- that's correct?  

     MS. LAWLER:  That's correct.  

     MR. BRETT:  Then you have said in a number of places -- and I won't put words in your mouth, but you basically have said:  We don't really know what it's going to be beyond that; it is too difficult to predict what those costs are going to be in 2017 and 2018.  So we will, as a kind of working hypothesis, stick with our forecast for 2016 on the capital side for 2017 and 2018; is that fair?  

     MS. LAWLER:  Yes, and there's a significant stretch in that because we're not -- we haven't built inflation into those final two years.  

     MR. BRETT:  Okay.  So you built inflation into just the first three years?  

     MS. LAWLER:  Yes. 

     MR. BRETT:  Yes.  All right.  I understand what you're 

saying.  Sorry, it is a little late in the day.  I apologize.  

     Okay.  Now, you started off, as I understand it, with a three-year capital budget.  I mean, literally a three-year capital budget in this plan.  It was a three-year -- I mean it was -- I am changing gears a bit now.  I am talking about the overall length of the plan itself, not just the fact that the first three years, you know -- and you start, as I understand it, with a three-year, which you then extended to five years because of a lot of -- you got a lot of feedback from people, not including my client.  But you got a lot of feedback from people saying a three-year plan is not appropriate, that you need to have a five-year plan; is that fair?  

     MR. SANDERS:  Yes, Mr. Brett.  The initial proposal that we put to the Board was a three-year plan.  And as we explained in our original evidence and I think we included in B, tab 2, 1 as well, this iteration, we believe that the uncertainty that was being created by a number of our programs -- not the least of which was the integrity program going out in year 4 and 5 -- created uncertainty and the level of uncertainty was growing in year 4 and year 5 that we did not believe was appropriate to include in the plan. 

     So subsequently from that feedback, as we modified our 

proposal to include 2017, 2018 -- and as Ms. Lawler has indicated, we have included those two years based on the 2016 capital with no increases from 2016 into 2017 and 2018. 

     MR. BRETT:  Right.  You have said -- you just told me that basically why you have done that is you really don't know what those costs are going to be in those last two years yet.  

     MR. SANDERS:  In a number of critical areas, that's correct. 

     MR. BRETT:  So there is a bit of irony in this, isn't there?

In the sense that here you have a situation where you started off with a three-year plan, where you did have a pretty good handle on the cost because your costs are driven over three years largely by the GTA and Ottawa and WAMS. 

     And then some people said:  Well, you can't do that.  You have to have a five-year plan; even if you don't know what's going to be in years 4 and 5, you have to have a five-year plan. 

     So initially you had this sort of -- the initial idea was –- well, then I guess you said:  Well, we'll have this reset.  Or I guess in your initial proposal, you would have kind of a midterm reset.

But then in response to these question we have 

just discussed, or these comments, you took that out and in its place you put these numbers, these numbers that you used in 2016. 

     So I may be the only one in the room, but I find that a bit odd, a bit ironic, and I was going to ask you this. 

     I mean, if you had your choice -- and I understand that you are not the president of the company or anything, but if you had your choice of doing this, supposing you had a choice between doing it this way, this kind of a five-year plan with these question marks circling around the last two years and coming in and saying:  Well, we'll do a cost of service plan for the first year, and maybe another one for the second year, and maybe another one for the third year, and then once we've done these studies that we posited to do on reliability and security and integrity and we have a real feel for what our expenditures are going to be going down the road, then we'll put in a five-year plan that takes us five years out. 

     Now, I know that is not the plan, but from a purely kind of functional, managerial point of view, would that not have some appeal?  Or let me put it -- well, yes. 

     Would you see something like that as more or less 

risky of what you are dealing with here?  

     MR. SANDERS:  Well, first, Mr. Brett, I am not a 

regulatory expert.

     MR. BRETT:  Right. 

     MR. SANDERS:  So understanding the different models and the implications of the models is a little beyond my realm. 

     MR. BRETT:  Okay. 

     MR. SANDERS:  If, by including cost of service years with cost certainty and reviewed on an annual basis, would it be more precise?  Potentially. 

     It is not going to change the time frame, or the efforts to arrive at those uncertain amounts.  It would certainly offer a different risk profile, but without thinking about it further I can't really comment on the comparison of the two options.  

     MR. BRETT:  Fair enough.  But you see one of the -- the reason I ask, in part, is one of the big issues that you are going to hear a lot about and I guess you have already heard a lot about if you are reading the transcripts in this case, is the issue of over-forecasting, to sort of put it in a word. 

     So in other words, as I understand it, you're forecasting your capital out for five years -- or let's just take the first three years, for that matter, and you are also forecasting your rate base out those three years, and the rates -- and you built that in, the rates that you are requesting for those three years.  

     MR. SANDERS:  Mm-hmm. 

     MR. BRETT:  So as I understand it -- correct me if I'm wrong -- customers are sort of locked in, quote/unquote, to paying those amounts. 

     Now, if in the first year, 2014 -- let's just take that example -- you know, you didn't get approval for your GTA as soon as you would have liked, but you got approval.  There is an estimate in here -- I don't want to mix my 

metaphors here.  But let's just suppose you didn't spend all you forecast; you got an estimate, I think, of 195 million for the GTA in -- or sorry, for the -– yes, I think it is the GTA in 2014 -- correct me if I'm wrong. 

     Let's suppose, in any event, you don't spend that and that -- you spend, say, two-thirds of that amount.  And I don't -- without getting into a big discussion of how exactly that two-thirds enters rate base, because we could spend the rest of the day and evening talking about that, you are going to have a situation where you have over-recovered in rates, hypothetically at least or 

potentially at least. 

     Now, as I understand it, we don't -- there's no true-up of that, eh?  At the end of the first year? 

     In other words, we don't get to -- those rates have been struck on the basis that you will spend what you forecast.  So if you spend less, you have over-collected; is that fair?  

     MR. STEVENS:  If I may, just before the witnesses speak, I think you are aware of this, Mr. Brett, but there is a panel coming up to speak about the GTA project and the related variance account.  So I am not sure what this panel -- they can absolutely speak to your question in the context of other expenditures, but in the context 

of the GTA, there are going to be witnesses speaking specifically to how that process will work.  

     MR. BRETT:  Thank you.  That is fair enough.  I really 

wasn't -- there was no significance to the GTA.  It was really just your capital budget. 

     I mean, if you under-spent your capital budget as forecast, and therefore you had less go into rate base than forecast, and therefore you had more -- and because recovery is based on forecast, not actual amounts in rate base, not assets that are used and useful in rate base, you would have over-recovered in that year, right?  In year 1?

MR. SANDERS:  So Mr. Brett, I understand your hypothetical --


MR. BRETT:  Yeah.


MR. SANDERS:  -- but I would offer, I have -- as I presented in my opening statement, and I believe as is indicated in our evidence, we have taken steps to include a stretch within our budget to not over-forecast.  If anything, at this point in time I am highly uncomfortable that we have under-forecast our capital.


If you look at 2012 and 2013 again, you can see that that trend of moving up to about the $440 million range has actually occurred.  And in the number of the programs we have presented, those cost pressures are only going up, not going down.

     So in fact, in getting out to 2016 and 2017 -- or, sorry, 2017 and 2018 again, and continuing to fix it at the 440 million range, really I think is a minimal risk of under-spending over the five-year term, notwithstanding your hypothetical on the GTA.  

     MR. BRETT:  Fair enough.  But in the event you did under-spend, as far as -- by your lights, at least, I am correct in my -- in the way it plays out, in terms of over-collection?

     MR. SANDERS:  Again, I would offer I am not really the regulatory expert and not here to speak on the models, but as you presented it, I would agree.  

     MR. BRETT:  Okay.  The other question that's -- well, let's -- Madam Chair, I am going to -- I am obviously carrying on until 5:00 o'clock.  I have a few minutes probably over my 45.  Now, yesterday I chopped a fair amount from my -- 

     MS. CONBOY:  Well, that was a different panel, Mr. Brett.  So we've got -- I have you down here as 40 minutes. 

     MR. BRETT:  Yes. 

     MS. CONBOY:  And you started at 10 after.  So by going to 5:00 you are getting a bit over --

     MR. BRETT:  I am already getting 10 minutes. 

     MS. CONBOY:  Yes. 

     MR. BRETT:  Okay.  Fair enough.


All right.  The next question, then, is you have given us a lot of information in your primary piece of evidence, the Exhibit B there, that -- as to the process that you have used in your budget process, and your, you know, your grassroots beginning of the budget -- it's a lovely word, "grassroots."  It is sort of a 1960s word.  But anyway, a grassroots budget.  And then you go through a whole series of reviews of this, and culminating in an executive review, and you've talked a lot about that. 

     My question to you is this:  Can you -- can you assure us -- or how can you assure us as intervenors and customers that the integrity -- that the original budgets that you got from the grassroots were not substantially overstated?

     Now, you have said that -- I think somewhere in here that you -- and I think you have some documents that you filed that in some detail that show that you have taken out a significant amount of money through these six processes.

     But how do I know that that is simply getting you back to -- that the end result is still significantly inflated, because the original paper that you got from your grassroots people was highly inflated.  How do I know that isn't the case?  

     MR. SANDERS:  Well, Mr. Brett, I can offer maybe a couple of comments to that end.

First of all, I was directly involved with that process.  I started in around review 2.  And as I said in my opening statement, the company recognized that we were presenting an extraordinary capital plan. 

     We brought in a team of external regulatory experts.  We brought in a team of external legal experts.  We engaged our senior management within this review.  That process went on for a number of months and a number of iterations, and as you have mentioned, we removed $180 million from that process. 

     So to the extent that anything or any of the projects submitted were inflated, the goal of the exercise was to remove any of that inflation. 

     The second part of that I would look at is back to looking at 2012 and 2013 actuals as a good benchmark, 2013 in particular.  The Board-approved capital level of 387 was the goal, and we recognized in 2013 we were going to overshoot that amount.  We tried very hard to get to that amount and still ended up in the 440 million range, recognizing that we would not be earning on that capital until rebasing. 

      MR. BRETT:  This is in 2013?  

     MR. SANDERS:  2013.  So I appreciate the thought that perhaps the initial kick at the budget was not appropriate, but that's exactly what the exercise and the process was intended to process, get through, and determine what is again a prudent capital spend.

     MR. BRETT:  Just on your numbers that you threw out there -- threw up there, I am looking at that page 45 of 45, and B-2, and I look at budget-approved total capital expenditures, 449 -- well, let's take the unloaded even -- well, no.  Take the total, because loading counts like anything else.  But I am looking at 449 versus 517.  Is that what you are looking at as well --

     MR. SANDERS:  Sorry, Mr. Brett, you are correct.  That is the "Total" line.  I was referring to line (e), which is the -- 

     MS. LAWLER:  Sorry, sorry.  Page 44 of 45.

     MR. BRETT:  Yes, I see.  Okay.  That's the core?  

     MR. SANDERS:  Right. 

     MR. BRETT:  So it is roughly proportional anyway.  Okay.

But you mentioned that you brought in legal experts and regulatory experts, and there's certainly a lot of them around.  But did you bring in any -- any senior outside engineering firms to look at and scrutinize the appropriateness of the capital budget?  I don't mean necessarily just to design one component of it, but to scrutinize the entire budget for reasonableness?  

     You are probably familiar with Mr. -- or you may or may not be familiar with Mr. -- Dr. Kaufmann's analysis about that, which -- but anyway, that's -- did you bring in any senior engineering people to look at the whole thing and say:  Well, this seems to make sense?

Or was that an internal company judgment, purely?  

     MR. SANDERS:  Mr. Brett, I believe we have the internal expertise on an engineering, operation and technical basis to offer that opinion.  We brought in the senior people within the company, with many decades of experience in the gas distribution business, to do that review. 

     I don't believe -- well, the process of bringing in internal experts, first of all, we would have to start with a base education of what the company was, what the operations were all about, get them to a point where they would be comfortable with reviewing the asset plan -- or the asset requirements.  And I am not sure of the value of that in going through the review. 

     I appreciate the perspective of looking for some independence on that review, but again, I would offer that the expertise within the organization was capable of providing that review. 

     MR. BRETT:  What about the -- did you as an organization at any stage do what you might call -- what has been called a benchmarking exercise of this capital budget against other, what you considered to be comparable utilities?  

     I mean, did you look at how others were doing things and compare your costs, unit costs, total costs, different categories of costs, and sort of asset plan approaches?  Did you do any kind of a benchmarking vis-a-vis other utilities, other gas utilities?  

     MR. SANDERS:  No, we did not.  

     MR. BRETT:  Okay.  Now, you had -- you had stated at some point in your evidence here -- I don't think you need to turn this up, but I will give you the reference.  It's paragraph 20 of A-2, T-1, schedule 2.  I guess this was in the overview evidence, or a piece of it. 

     But basically, the -- well, maybe I should turn it up just so I get this straight here, if I can.  

     It is A-2, tab 1, schedule 2.  You want to just turn that up?  I want to make sure we're on the same page on this, that you know exactly what I'm talking about.  Have you got it?  

     MS. SQUIRES:  We do. 

     MR. BRETT:  Okay.  Well, if you look at that paragraph 20, it basically says, the way I read it anyway, it says:  Okay.  We have this process, we followed this capital budget process -- I am interpreting a little bit here -- but over and above that, we were able to build in productivity and efficiency savings in our capital budget by a couple of different methods. 

     And you list them there in (i), (ii) and (iii).  Is that the purpose of that section, to sort of lay out what –- see, the question that arises is where you say you got embedded efficiencies and productivity in that budget.  How did you do that?  

     I think what this 20 is saying is -- am I reading that correctly, that you're saying:  This is how we did it, these are three important ways in how we did it?  

     MR. SANDERS:  Yes, that's correct.  

     MR. BRETT:  Okay.  And with respect to the first one, 

managing direct costs of adding new customers, could you just explain briefly what that is?

That initially sounds to me like -- does that have to do with managing the amount of manpower it takes, whether capitalized or otherwise, to attach new customers?  Or is that some innovation in capital, in techniques for attaching new customers, or what?  

     MR. SANDERS:  So, Mr. Brett, in my opening statement as well, I mentioned in a couple of areas that the customer attachment costs will require efficiencies. 

     First of all, because we've set the customer attachment costs per customer at the pre-2012 level and planned to hold that flat through the regulatory term, I would also offer that there is another panel, a subsequent panel that will be able to talk to those in more detail and how exactly we would be able to achieve those. 

     MR. BRETT:  All right.  

     MR. STEVENS:  Just for the record, that is panel number 3, who is speaking to growth. 

     MR. BRETT:  Thank you.

That may be true of the next question, the next piece you mentioned.  But you say you keep FTE levels flat, and I had some questions around what that really means in terms of personnel. 

     Are those better addressed to another panel?  What I am getting at there is -- I mean, I come from a management background in a different area, but "FTEs" to me means a sort of -- it is a complement measure, not an actual number of "bodies on the ground" measure. 

     And what I am getting at is when you say you keep FTE flat, does that mean that you keep the number of people employed, either as employees, as contract employees, as contracted staff, flat as well?  Or is it -- is that too detailed a question?  

     I don't mind talking to the other panel about it.  And the other corollary to that is there's also a concept of a part-time FTE, and I want to know whether or not, when you say "FTE level flat", how does that relate to part-time FTEs?  

     MS. SQUIRES:  We do have a subsequent panel.  I think it is panel 9, known as the O&M panel.  We have a representative from our HR department, and she could speak to some of the specific HR strategies that might be employed in order to help us meet that productivity goal.  

     MR. BRETT:  Thanks.

Now, the last piece there is the one that I think is more important -– well, I am not sure more important, but I think it is something I want to ask you about, because it is a broader consideration, and it is, I think, more in your wheelhouse. 

     What you have said there is that you are not 

including -- as I understand it, you've –- again, if I were to go back -- I don't know that you have to turn this up, but at A2, tab 1, schedule 2, paragraph 22, you basically say -- and I will paraphrase a little bit here:  We've got these costs.  There's a fair amount of uncertainty associated with costs, especially in the out years, right?  

     And some of these costs -– well, here's what you say, and I am not discouraging you from turning this up. 

     Here's what you say in paragraph 22:

"While the company does not expect that all of the variable costs..."

You develop this concept of variable versus firm costs, right?  I think everybody is aware, more or less, of what that is. 

"While the company does not expect that all of the variable costs to materialize, there is a strong possibility that some of the costs will arise in the 2014-16 term."

     So my question to you is -- you're saying there is a strong possibility that some costs will arise.  You're not saying probable; you're not saying likely.  You're saying a strong possibility. 

     On the strength of that, am I wrong in considering that to count that as an embedded productivity is something of a stretch, because they may never occur?

     MR. SANDERS:  That's correct, Mr. Brett, that some of them may not occur. 

     But as I mentioned, and actually included in Exhibit I.B18.EGD.STAFF.55, it is actually –-

MR. BRETT:  Sorry? 

     MR. SANDERS:  Staff 55. 

     MR. BRETT:  Thanks. 

     MR. SANDERS:  It is actually a pretty helpful table that lists out 164 million in variable costs that we identified through the process. 

     In going through each of those, we can see that in some of them, there may not -- they may not occur, because -- for a number of reasons.  We may choose not to do the projects, for example. 

     But in a number of those categories, and I will use the inline inspection assessment program as the example -- 

     MR. BRETT:  Which line is that, sorry?  

     MR. SANDERS:  That is the line B2, tab 5, schedule 2, I think it is attachment 5, where we see 6.2 million, 6.4 million and 6.3 million -- 

     MR. BRETT:  Yes. 

     MR. SANDERS:  -- for a total of 18.9, or roughly $19 million.  Those costs represent the replacement cost potential resulting from inline inspection of pipelines. 

     And in the IR term, we are likely to run into circumstance that the outcome of doing those pipeline inspections would result in the need for pipeline replacements. 

     In going through this exercise, one of our approaches to minimizing the capital included was to remove uncertain costs, and these were one of them, because we didn't know what the outcomes were going to be from the inline inspection programs at this point in time. 

     Is it likely that some pipeline replacements would occur during that term?  Yes, that is very likely, but to what extent and to what amount, we don't know.  

     MR. BRETT:  Now, you have a variance account around that particular item, so that if -- 

     MR. SANDERS:  That's correct. 

     MR. BRETT:  -- in the out years -- 

     MR. SANDERS:  Yes.  Now, I can also use the example on an area that does not have a variance account, and if we look at the second line from the top –- sorry, I was trying to find the "Amp fitting" line.  

     MS. LAWLER:  It's a couple of lines down.  

     MR. SANDERS:  There we go.  The line that is B2, tab 5, schedule 3, attachment 2, "Amp fitting replacement program," you can see that in years 2015 and 2016, we in fact removed roughly 13 million per year, for a total of roughly $27 million. 

     That program -- and Ms. Lawler can probably speak in more detail about the program, if necessary, but in that program, we were attempting to reduce the amounts there based on not understanding or knowing exactly what the results for the program would be in the early years of replacement. 

     So we would adjust the program going forward, depending upon the results that we see in the early years of the program.  

So taking out a significant amount of the capital replacement requirement in latter years, we believed was appropriate. 

     However, that program may accelerate, and may need to be accelerated in the latter years, but there is no variance account around that particular area. 

     MR. BRETT:  Just on that point, you have, as part of this overall approach, launched a number of studies to assess the needs in particular areas for reliability and integrity spending. 

     Are those –- roughly, when do those studies report back to you?  

     MS. LAWLER:  It will depend on the nature of the study and how much sampling we need to do. 

     In the case of the amp fitting program, we will be assessing the results of the program on an annual basis to ensure that we're keeping in front of the failure curve for those fittings.  

     MR. BRETT:  Okay.  So there are a number of reports and they come -- they come up at different times over the next, what, two years or so?  

     MS. LAWLER:  I believe that there will be a continuing need to do more studies as we evaluate and understand our assets at a greater level of detail going forward.

And this is part of the change in legislation that Mr. Sanders talked about in his opening, in his opening testimony.  

MS. CONBOY:  You've got five minutes, Mr. Brett. 

     MR. BRETT:  Sorry?  

     MS. CONBOY:  Five minutes. 

     MR. BRETT:  Yeah, no, I'm -- thank you.  I am really winding down here a bit.  I...


Those are my questions.  Thanks very much.  

     MS. CONBOY:  Thank you very much.  

     We will break for the day.  And as you know, we are not sitting tomorrow, so we will see everybody again on Thursday morning at 9:30.  Thank you.  


--- Whereupon the hearing adjourned at 4:58 p.m.
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