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A.

MEMORANDUM OF AGREEMENT

BETWEEN
Her Majesty the Queen
in Right of the province of Ontario
as Represented by the Minister of Energy
AND
Hydro One Inc. (*HO!")
Purpose:

This document sets out the agreement between Hydro One Inc. ("HOI"), a corporation incorporated under
the Business Corporations Act (Ontario) (the “OBCA") and subject to/governed by the Electricity Act, 1998
{the “EA”) and its sole shareholder, Her Majesty the Queen in Right of the Province of COntario as
represented by the Minister of Energy (the “Shareholder”) on mandate, governance, responsibilities,
performance expectations and executive compensation.

This Memorandum of Agreement is intended to promote a positive and ca-operative working relationship
between HO! and the Shareholder.

8.

1.

Mandate:

HOI's core mandate is the safe, reliable and cost-effective transmission and distribution of electricity
to Ontario electricity users.

HOI will operate as a commercial enterprise with an independent Board of Directors that will, at all
times, exercise its fiduciary responsibility and a duty of care to act in the best interests of HOL

C. Governance:

The governance relationship between HOI and the Shareholder shall be founded on the following
principles:

1.

to

The Board of Directors of HOI Is responsible for oversight of the management of the business and
affairs of the Corporation, including the appointment of executive officers and management and the
formation and operation of key committess essential to its governance structure.

HO! will maintain a high level of accountability and transparency as follows:

(i) As an OBCA company, HO! is subject to all of the governance requirements associated with the
OBCA, and as a reporting issuer of debt securities is subject to the govemnance requirements
under the Securities Act (Ontario} and any other applicable securities regulatory requirements.

(i) HOI is also subject to the Freedom of information and Protection of Privacy Act (Ontario}, the
Public Seclor Salary Disclosure Act (Ontario) and the Auditor General Act (Ontario).

(iii) As a transmitter and distributor of electricity, and as a generator for the purposes of distributing
alectricity to remote areas through its wholly-owned subsidiary Hydro One Remote Communities
Inc., HOI is licensed by and subject to the jurisdiction of the Ontario Energy Board (the OEB)
pursuant to the Ontario Energy Bosard Act, 1998, including all of the OEB’s orders, codes and
other regulatory requirements as are applicable.



The Shareholder may at times direct HOI to undertake special initiatives. Such directives will be
communicated as written declarations by way of an Unanimous Shareholder Agreement or
Declaration in accordance with Section 108 of the OBCA. Hydro One will disclose this direction as
required under securities legislation.

) Responsibilities — Operational:

HO! will operate its transmission and distribution assets as efficiently and cost-effectively as possible,
within the legisiative and regulatory framework of the Province of Ontario. The company will operate
these assets in a manner that appropriately mitigates the Shareholder’s financial and operationat risk.

HO! will continue to operate in full compliance within the legislative and regulatory framework and
using best practices with respect to employee and public safetly.

HO! will prioritize investments in transmission and distribution capacity to support projects necessary
to maintain ongoing grid security and reliability.

HOI wilt operate in Ontario in accordance with the highest corporate standards, including but not
limited 1o the areas of corpurate governance, social responsibility, environmental stewardship and
corporate citizenship.

" Responsibilities - Financial:

HO! will annually prepare a three to five year investment plan for new projects. Once approved by
HOI's Board of Directors, the plan will be submitted to the Minister of Energy and the Minister of
Finance for concurrence.

As an OBCA corporation and reporting issuer with a commercial mandate, HO! will operate on 8
financially sustainable basis and maintain or increase the value of its assets for its Sharehoider.

HO! will abtain the approval of the Minister of Energy and Minister of Finance, in advance, with
respect to

(i) any proposal to issue or transfer shares in the Corporation or any of its subsidiaries;

{ii) any proposed acquisition or divestment of assets, other major transaction, proposal or action
by the Corporation or any of its subsidiaries, where such acquisition or divestment, major
transaction, proposal or action would potentially have a material impact on:

- the cash flow to the Ontario Electricity Financial Corporation
- Ihe financial Inferests of the Province; or
-~ the payments in lieu of taxes by the Corporation and its subsidiaries under the EA.

Responsibilities - Communications & Reporting:

The HOI Board of Directors and the Minister of Energy will meet, as needed, to enhance mutual
understanding of interrelated strategic matters.

HO's Chair, President and Chief Executive Officer and the Minister of Energy will meet on a regular
basis.

HOI's Chair, President and Chief Executive Officer and the Minister of Finance will meet at the
Minister's request.

HO!'s senior management and seniar officials of the Ministry of Energy and the Ministry of Finance
will meet and communicate on a regular and as needed basis to discuss ongoing issues and clarlfy
expectations or to identify and address emergent issues, including but not limited to issues that may
have a material impact on the financial performance of HOI or the Shareholder. Such communication
and reporting from HOI should be on an immediate or, at minimum, an expedited basis where an
urgent material human safety or system reliability matter arises.
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HOI will provide the Minister of Energy and senior officials of the Minlstries of Energy and Finance its
multi-year and annual business planning information, and advise on developments and issues that
may materially impact the business and financial performance of HOI, and/or the financial
performance and interest of the Shareholder, on a timely basis.

HOI will provide the Minister of Energy and senior officials of the Ministries of Energy and Finance
quarterly and monthly financial reports and briefings on operational and financial performance against
plan.

in all other respects, HOl will communicate with government ministries and agencies in a manner
typical for an Ontario corporation of its size and scope.

Performance Expectations:

HOI will seek continuous improvement in the operational performance of its transmission and
distribution assets and internal operations.

HOI will annually establish three to five year performance targets for operating and financial results as
well as major project execution. Key measures are to bs agreed upon with the Minister of Energy
and the Minister of Finance. HO! will benchmark its performance on these measures against the
performance of other utilities, including international utilities where information is available. On these
measures, Hydro One will target performance to be in the top quartile of private and publicly-owned
ulilities in North America,

Once approved by HOI's Board of Directors, HOP's annual performance targets will be submitted to
the Minister of Energy and the Minister of Finance for concurrence.

HO! will provide annual reports on its performance compared to targets to senior officials of the
Ministry of Energy and Ministry of Finance.

Executive Compensation:

HO! will have regard to the recommendations of the Agency Review Panel regarding Executive and
Senior Management Compensation in setting executive compensation policies, procedures and
practices, including internal governance practices and procedures.

Review of this Agreement:

This agreement will be reviewed and updated as required.
This Memorandum of Agreement shall be effective as of the dats hereol:

Dated the ./ 7 day of Q’f az,cz{ , 2008
On behaif of HOL: On behalf of the Shareholder:
Original Signed by: Original Signed by:

’&?‘ P )/t -3/-/'1 VK'Q"-\’)
Rita Burak Her Majesty the Queen in Right of the Province of
Chair, Ontario as represented by the Minister of Energy,
Hydro One Inc. Board of Directors Gerry Phillips
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Case Name.
Canadian Union of Public Employees (Power Workers'
Union), Local 1000 v. Ontario (Energy Board)

Between
Power Workers' Union, Canadian Union of Public Employees,
Local 1000, Appellant, and
The Ontario Energy Board and Hydro One Networks Inc.,
Respondents

[2012] O.J. No. 863
2012 ONSC 1080

Divisional Court File No. 30/11

Ontario Superior Court of Justice
Divisional Court - Toronto, Ontario

C.D. Aitken, K.E. Swinton and A. Hoy JJ.

Heard: October 18 and 19, 2011; supplemental written
submissions, January 16, 2012.
Judgment: February 14, 2012.

(60 paras.)

Natural resources law -- Public utilities -- Electricity -- Generation -- Hydro -- Rates -- Appeal by the
Power Workers' Union ("PWU")from the Ontario Energy Board's decision disallowing a portion of
Hydro One Network Inc.'s ("HONI") forecasted expenses, dismissed -- Reduction was made to HONI's
operations, maintenance and administration expenses, which included compensation costs -- OEB
expressed particular concern about HONI's compensation costs and its inability to control growth in
head count and labour cost increases -- PWU argued the OEB's comments relating to compensation
were unreasonable - OEB's decision was reasonable -- OEB did not suggest that HONI could
unilaterally establish compensation levels -- How reduction was ultimately allocated was left to HONI.

Appeal by the Power Workers' Union ("PWU") from the decision of the Ontario Energy Board ("OEB")
regarding the rate which Hydro One Networks Inc. ("HONI") was permitted to charge for the
transmission of electricity. HONI had sought the OEB's approval of rates for the transmission of
electricity for 2011 and 2012. In its decision, the OEB disallowed three per cent and four percent,
respectively, of HONI's forecasted operations, maintenance and administration (OM&A) expenses for
2011 and 2012. This disallowed expenses amounted to over $31 million. A substantial portion of the
OM&A expenses related to compensation costs. The OEB expressed particular concern about HONI's
compensation costs and its inability to control growth in head count and labour cost increases. It noted
an apparent disconnect between the compensation levels as reflected in union settlements and the
productivity that was achieved. The OEB further stated its expectation that HONI would revisit the

httn://www.lexisnexis.com/ca/le,qal/deliverv/PrintDoc.do?fromCartFullDoc=false&ﬁleSi... 05/09/2014
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proposed increases allocated to compensation. PWU appealed the reasonableness of the OEB's
comments relating to compensation and sought an order setting aside the OEB's determination of

HONI's OM&A revenue requirement, or in the alternative, an order setting aside the decision in its
entirety.

HELD: Appeal dismissed. The majority of the Court found the OEB's decision was reasonable. The
OEB did not suggest that HONI could unilaterally establish compensation levels. It was clear that the
OEB appreciated the nature of the collective bargaining process. The reduction was made to HONI's
OM&A budget, and how that reduction was to be allocated was left to HONI. The OEB simply
suggested how the reductions might be achieved in light of the evidence before it. Both the reasoning
offered by the OEB in support of the outcome and the outcome itself met the reasonableness standard of
review. The OEB's reasons permitted the Court to understand why the OEB made its decision and to
determine that the OEB's conclusion fell within a range of possible, acceptable outcomes. Concurring
reasons were provided by Aitken J.

Statutes, Regulations and Rules Cited:

Canadian Charter of Rights and Freedoms, 1982, R.S.C. 1985, App. I, No. 44, Schedule B, s. 2(d)
Ontario Energy Board Act, 1998, S.0. 1998, c. 15, Sched. B, s. 33(1), s. 33(2), s. 78(3), s. 78(8)
Counsel:

Richard P. Stephenson and Emily Lawrence, for the Appellant.

Michael Millar, for the Respondent, the Ontario Energy Board.

D.H. Rogers, Q.C. and Anita M. Varjacic, for the Respondent, Hydro One Networks Inc.

Robert B. Warren, for the Intervenor, the Consumers Council of Canada.

Paul J.J. Cavalluzzo and Adrienne Telford for the Intervenor, Society of Energy Professionals.

REASONS FOR DECISION

Reasons for judgment were delivered by A. Hoy J., concurred in by K.E. Swinton J. Separate
concurring reasons were delivered by C.D. Aitken J.

A. HOY J.:--
OVERVIEW

1 Power Workers' Union, Canadian Union of Public Employees, Local 1000 ("PWU") appeals from
the decision with reasons ("Decision") of the Ontario Energy Board (the "OEB"), dated December 23,
2010 in OEB proceeding EB-2010-0002 (the "Proceeding") regarding the rates which Hydro One
Networks Inc. ("HONI") is permitted to charge for the transmission of electricity.

2 HONI, which is owned by the government of Ontario, is by far the largest electricity transmitter in

Ontario. It also distributes electricity. In the Proceeding, it sought approval of rates for the transmission
of electricity for 2011 and 2012 pursuant to section 78(3) of the Ontario Energy Board Act, 1998, S.O.

httn://www lexisnexis.com/ca/legal/deliverv/PrintDoc.do?fromCartFullDoc=false&fileSi... 05/09/2014



Page 3 of 12

1998, c. 15, Sched. B (the "Act".)

3 Approximately ninety percent of HONI's workforce is unionized. PWU, which represents the
majority of HONI's unionized employees, was one of twenty-seven intervenors in the Proceeding.

4 The Society of Energy Professionals (the "Society"), which represents the balance of HONI's
unionized employees, also intervened in the Proceeding and supports PWU in this appeal.

5 The OEB regulates the Ontario electricity and gas sectors. Two of its principal statutory obligations
are to "protect the interests of consumers with respect to prices and the adequacy, reliability and quality
of electricity service" and to "promote economic efficiency and cost effectiveness in the ...
transmission ... of electricity and facilitate the maintenance of a financially viable electricity industry".!

6 The OEB sets uniform transmission rates for all transmitters in Ontario. The transmission rate is just
one aspect of a consumer's total electricity bill. Pursuant to section 78(3) of the Act, the OEB is to fix
rates that are "just and reasonable."

7 In fixing the rates, the OEB considers the revenue requirements of the transmitters. Pursuant to
section 78(8) of the Act, in an application for an order fixing transmission rates, the burden of proof is
on the applicant.

8 HONI forecast transmission revenue requirements of $1,466 million for 2011 and $1,547 million for
7012. These forecasts included a 3% increase in compensation in each of 2011 and 2012 for PWU
members, a 2.5% increase for Society members, and 0% increase for management employees. HONI's
collective agreement with PWU expired March 31, 2011; only three months of the 2011-2012 test period
were subject to the existing collective agreement with PWU. HONI's collective agreement with the
Society covers the period from July 1, 2007 to March 31, 2013. The 2.5% increase forecast for Society
members is the rate provided for in the collective agreement with the Society. The 3% forecast increase

for PWU members was the rate of increase provided for by the collective agreement expiring March 31,
2011.

9 In the Decision, the OEB disallowed 3% and 4%, respectively, of HONI's forecast operations,
maintenance and administration ("OM&A") expenses for 2011 and 2012 - an aggregate of $31,089,000 -
for the purpose of fixing transmission rates. OM&A includes compensation costs. Among other things,
the OEB expressed concern about HONI's compensation costs and stated its expectation that HONI
would revisit the proposed increases allocated to compensation.

10 The new transmission rates went into effect on January 1, 2011.

11 An appeal lies to this Court only on a question of law or jurisdiction (Act, s. 33(1) and (2)). PWU
and the Society seek an order setting aside the OEB's determination of HONI's OM&A revenue
requirement, or in the alternative an order setting aside the Decision in its entirety, and remitting that
matter to a differently constituted panel for a new hearing. Their concern is the OEB's comments
relating to compensation.

12 While HUNI disagrees with the decision of the OEB to disallow a portion of its forecasted
expenses, it opposes the relief sought by PWU and the Society; a new hearing, it submits, would impose
an undue burden on it, and any resulting, retroactive change in rates would create administrative
problems and confuse consumers. It asks that if this Court has any concerns, it simply provide guidance
to the OEB for future proceedings.

13 The Consumers Council of Canada ("CCC") intervened in the Proceeding and this appeal and

httn://www.lexisnexis.com/ca/legal/deliverv/PrintDoc.do?fromCartFullDoc=false&ﬁleSi... 05/09/2014



Page 4 of 12

supports the Decision.

14  Atissue are: (1) whether the Decision was unreasonable because it disallowed over $31 million of
OM&A expenses in what the PWU and the Society say is the absence of a finding that any particular
costs were not prudently incurred; and (2) the adequacy of the OEB's reasons for its Decision.

THE DECISION

15 It is no secret that electricity costs are expected to significantly increase in the Province of
Ontario.?

16 At the outset of the Decision - which is 85 pages in length, exclusive of appendices - the OEB
explained that HONT's application was made in the context of cost concerns: Ontario's Minister of
Energy had, by letter dated May 5, 2011, instructed HONI that, in making its application, it should focus
only on those spending proposals necessary to ensure the safe and reliable operation of the system and
the implementation of capital programs specifically identified by the Ontario Power Authority as
required immediately.

17 HONI's forecast OM&A expenses were only one of a number of types of forecast revenue
requirements and other matters considered by the OEB. In addition, the OEB considered matters such as
HONT's forecast load requirements, capital expenditures, capital structure and cost of capital, and
forecast revenues from exporting electricity.

18 HONI divided its forecast OM&A expenses into categories: sustaining (the cost of maintaining
transmissions facilities and satisfying legislative, regulatory, environmental and safety requirements);
research and development; operations; customer care; shared services and other; and tax other than
income tax. HONI did not provide separate forecasts for its compensation costs. For example, its
compensation costs related to "sustaining" are included in the OM&A for sustaining, and its
compensation costs related to research and development are included in the OM&A for research and
development. Compensation costs are generally the most significant component of OM&A.

19 At page 10, the OEB found that HONI'had room for further cost reductions. At pages 10 and 11, it
wrote:

In recent decisions the Board has approved a gross amount, commonly referred to as
the "envelope" to support the Company's OM&A activities. In this way, the Board
provides the Company with the funding it believes has been supported by the
evidence, without specifically directing the Company as to how the funds should be
allocated among the various categories of OM&A spending. It is the Board's view
that within the envelope the Company is far better able to make those kinds of
allocations than the Board. The Board's envelope approach is also appropriate in this
case because it appeared there was an apparent lack of sufficient evidence in several
areas that would make it difficult for the Board to quantify disallowances in specific
categories of spending.

There are exceptions. For example, in this proceeding the Board will make a specific
finding with respect to Compensation. Otherwise the Board's commentary on the
various categories of spending should be regarded as strongly influential to the
Company as it makes it spending decisions, but not directive.

In this case the Board's concern about the proposed spending level relates directly to
the Company's ongoing issues with productivity. The Mercer (Canada) Limited and

http://www.lexisnexis.com/ca/ legal/delivery/PrintDoc.do?fromCartFullDoc=false&ﬁleSi. ... 05/09/2014



Page 5 of 12

Oliver Wyman Study ("Mercer Study") filed in the last transmission rates proceeding
(EB-2008-0272), which is still the only empirical evidence respecting productivity
before the Board, indicates that the Company is lagging behind its peers with respect
to its productivity. Specifically, the Mercer study indicates that the Company is 17%
above the median of its comparator.? It is the Board's view that the spending level
approved within the envelope must reflect the Board's concern about this issue. Some
aspect of this issue can be addressed directly within the Compensation category of
spending. But in other areas as well, the Board is determined to ensure that the
Company improves its overall performance.

Accordingly, the Board will reduce the Company's OM&A envelope by 3% for 2011
and 4% for 2012 for applied-for levels. These reductions are to include the impact of
the reductions in compensation as noted below and are to be calculated after the
changes that the Board has ordered regarding HST impacts.

The Board notes that this will leave the overall OM&A levels substantially above the

minimum levels, and the envelope approach reflects the absence of precision in the
application as filed.

20 The OEB went on to find HONI's approach to sustaining OM&A reasonable. It accepted HONI's
budget for the development category of OM&A, although expressing concern about the lack of project
by project justification and requiring HONI to provide more detail in its next transmission rate
application. In the case of operations OM&A, the OEB noted, at page 15, that HONI had not provided
"any specific reductions in light of the Minister's letter. Hydro One does not appear to have subjected
Operations spending to the same depth of analysis as other areas of spending." With respect to shared
services, it commented, at page 16, that HUNI "has not provided any explanation as to why cost
reductions ought not to be enhanced in this category of spending.” '

21 HONI both transmits and distributes electricity. Its workforce is integrated. As the OEB noted at
page 16 of its Decision, separate workforce and compensation data for the transmission business was not
available; HONI provided forecast payrolls for its transmission and distribution businesses on a
combined basis.

22 In the previous transmission proceeding, the OEB disallowed $4 million in compensation costs,
based on the Mercer study which showed HONI's compensation costs to be approximately 17% above
the median. In the previous distribution proceeding, it identified compensation costs, including head
count, as an area in which HONI must take future action to control expenditure increases.

23  In the Decision, the OEB summarized the submissions of HONI, some of the intervenors and OEB
staff on the subject of compensation. Increases in head counts, salary levels above industry norms based
on the Mercer study and pension costs - including employee contributions less than public sector norms
- were all at issue.

24 The OEB noted, at page 18, that, "Board staff relied mainly on the results of the Mercer study to
advocate for a reduction in compensation costs of $6 million in 2011 and $7 million in 2012. Hydro
One's evidence was that the Mercer study was still valid in this case and indicated compensation
reductions of $6.2 million and $6.9 million for the two test years is comparable to the Mercer-related
reductions ordered by the Board in the previous transmission rates case."

25  On the same page, it calculated as $23 million per year the costs attributable to employees that the

intervenor School Energy Coalition submitted were hired in excess of HONI's reasonable needs.
Another intervenor, Vulnerable Energy Consumers Coalition, suggested that the primary driver of

http://www.lexisnexis.com/ca/ legal/delivery/PrintDoc.do?fromCartFullDoc=false&fileSi... 05/09/2014
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higher 2011/2012 compensation costs is increases in head count.

26 At pages 19-20, the OEB expressed its concern about HONI's ability to control the growth in head
count and labour cost increases, particularly within its collective bargaining environment. It did not
accept that HONI's ability to moderate wage increases was limited in light of wage increases awarded in
other electricity utilities. It was of the view that HONI's compensation levels were pushing up those of
other utilities.

27 It went on to write, at page 20:

The Board also shares intervenors' concerns that Hydro One's compensation costs are
still 17% above the market median and that proposed increases in headcounts are
excessive. Central to this problem is the lack of any measureable increases in
productivity. In its previous decision, the Board indicated that it did not accept that
the productivity portion of the Mercer study could be relied on. The Board still finds
this to be so.

The only reasonable conclusion that can be drawn from the evidence in the current
case is that there appears to be a disconnect between the compensation levels as
reflected in union settlements and the productivity being achieved by the Corporation.
This must change.

The Board directs Hydro One to revisit its compensation cost benchmarking study in
an effort to more appropriately compare compensation costs to those of other
regulated transmission and/or distribution utilities in North America. It is important
that the Company be in a position to provide more robust evidence on initiatives to
achieve a level of costs per employee closer to market value at its next transmission
rate case. The Board will expect compensation increases to be matched with
demonstrated productivity gains. Hydro One will risk not recovering all of its
compensation costs if it fails to tie compensation cost increases to measureable gains
in productivity.

To that end, the Board directs Hydro One to consult with stakeholders about how the
Mercer study should be updated and expanded to produce such analyses.

While the Board has approved an overall OM&A envelope and given Hydro One the
freedom to apply that spending according to its own priorities, the Board expects that
Hydro One will revisit the proposed increases allocated to compensation.

This should provide a signal for upcoming bargaining. With respect to pension
contributions, it is the Board's view that in subsequent applications, Hydro One must
demonstrate measurable progress towards having its pension contributions reflect
those prevailing in the public sector generally. The evidence suggests that an
employee contribution level of 50% is the norm.

28 Despite what PWU and the Society have argued on this appeal, the "directory" aspects of the
compensation-related portion of the Decision are restricted to HONI revisiting its compensation
benchmarking study and consulting with stakeholders regarding expanding and updating the Mercer
study. On the issue of increases in compensation, the OEB has made clear its expectation that HONI will
revisit the subject. As PWU and the Society submit, given the labour-relations framework, the OEB
could not do more than this.

httt)://www.lexisnexis.com/ca/le,qal/delivery/PrintDoc.do?fromCartFullDoc=false&ﬁleSi... 05/09/2014
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29  The OEB directed HONI to recalculate its OM&A category of "taxes other than income taxes" -
essentially HST - in accordance with specific directions.

30 Intervenors argued that HONI's forecast revenue requirements should be further reduced, and its
return on equity temporarily disallowed, to mitigate the expected, significant increases in electricity
costs. HONI argued against arbitrary reductions, not supported by the evidence. At pages 81 and 82, the
OEB rejected the argument that HONI's return on equity should be impacted and noted that it had made

some reductions in the Decision, based on what it heard in evidence and arguments, that would
somewhat reduce the impact on customers.

THE APPLICABLE LEGAL TEST

31 [tis agreed that, applying Dunsmuir v. New Brunswick, [2008] 1 S.C.R. 190, the appropriate
standard of review of the OEB's decision is reasonableness. In considering whether the Decision is
reasonable, the courts must consider whether there is justification, transparency and intelligibility in the
process of articulating the Decision and whether the Decision falls "within a range of possible,
acceptable outcomes which are defensible in respect of the facts and the law." Dunsmuir, para. 47.

32 Following the hearing, the Supreme Court of Canada released its decision in Newfoundland and
Labrador Nurse's Union v. Newfoundland (Treasury Board), 2011 SCC 62. It makes clear that where, as
here, there are reasons, a decision cannot be attacked on the grounds of procedural unfairness. The
adequacy of the reasons is part of the Dunsmuir reasonableness analysis and not a stand-alone basis for
quashing the decision:

Read as a whole, I do not see Dunsmuir as standing for the proposition that the
"adequacy" of reasons is a stand-alone basis for quashing a decision, or as advocating
that a reviewing court undertake two discrete analyses - one for the reasons and a
separate one for the result (Donald J.M. Brown and John M. Evans, Judicial Review
of Administrative Action in Canada (loose-leaf) at s. 12:5530 and 12:5510). Itis a
more organic exercise the reasons must be read together with the outcome and serve
the purpose of showing whether the result falls within a range of possible outcomes.

Reasons may not include all the arguments, statutory provisions, jurisprudence or
other details the reviewing judge would have preferred, but that does not impugn the
validity of either the reasons or the result under a reasonableness analysis. A decision-
maker is not required to make an explicit finding on each constituent element,
however subordinate, leading to its final conclusion (Service Employees' International
Union, Local No. 333 v. Nipawin District Staff Nurses Assn., [1975] 1 S.C.R. 382, at
p. 391). In other words, if the reasons allow the reviewing court to understand why
the tribunal made its decision and permit it to determine whether the conclusion is
within the range of acceptable outcomes, the Dunsmuir criteria are met.
(Newfoundland and Labrador Nurses' Union, paras. 14 and 16)

33 In the result, the issue of the adequacy of the OEB's reasons raised by PWU and the Society is
considered together with their arguments regarding the reasonableness of the outcome.

WAS THE DECISION REASONABLE?

PWU and the Society's position

34 PWU and the Society argue that the Decision fails the reasonableness inquiry mandated by

htto://www.lexisnexis.com/ca/legal/delivery/PrintDoc.do?fromCartFullDoc=false&f11eSi... 05/09/2014
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Dunsmuir.

35 PWU and the Society argue that: the OEB was required to permit HONI to recover its prudently
incurred costs; HONI was entitled to a presumption that its forecast costs were prudent; and the OEB
failed to apply that presumption, to identify any evidence potentially capable of establishing that the
costs requested were not reasonable or prudent, and to quantify the dollar value of costs found not to
meet the standard of reasonableness and prudence.

36 The Society further argues that the OEB erred in failing to: recognize what it describes as the a
priori reasonableness of the collective bargaining process; appreciate that HONI cannot unilaterally
establish compensation levels; and assess the prudence of the compensation levels established in the
collective agreements against the background of the available alternative - a work stoppage that would
be hard for HONI to sustain and the likelihood of directed interest arbitration.’ The Society says the
OEB's decision was unreasonable in the absence of evidence that lower compensation costs were
reasonably achievable. The Society says the unionized employees' rights are significantly undermined
by the OEB's clear signal on compensation costs.

37 PWU and the Society submit that the OEB's reasons are inadequate because they do not refer to
PWU's assertions as to the reasonableness of the compensation forecasts, and do not explain why the
appropriate quantum of disallowance in the circumstances was 3% for 2011 and 4% for 2012 (as
compared to any greater or lesser amount.) PWU submits that shortcomings in the evidence do not
excuse a tribunal from its obligations to adequately explain the basis for its decision.

38 PWU argues that OEB did what the Federal Court of Appeal held in Canadian Assn. of
Broadcasters v. Society of Composers, Authors and Music Publishers of Canada, 2006 FCA 337
("SOCAN") was insufficient, namely to effectively simply say, "We are the experts. Trust us."

Analysis

39 The scope of the "prudence test" is addressed in this Court's decision on the appeals of Ontario
Power Generation, PWU and the Society of the OEB's decision with respect to rates for electricity
generation in Ontario Power Generation Inc. v. Energy Board (Ontario), 2012 ONSC 729 (the "OPG

Decision"), also released today. In this case, PWU and the Society advance many of the same arguments
as in the OPG Decision.

40 "Prudent" means "reasonable". The OEB specifically considered whether categories of OM&A
were reasonable. It found that some, for example sustaining OM&A, were.

41 The dollar value of the costs found not to meet the reasonableness standard were easily calculated,
based on information in the Decision. What the OEB decided was clear.

42 The facts in this case are different from those in the OPG Decision, and even more different from
those in Enbridge Distribution Inc. v. Ontario Energy Board (2005), 75 O.R. (3d) 72 (Div. Ct.); rev'd on
other grounds (2006), 210 O.A.C. 4 (C.A.), which the Society cites. The collective agreements in effect
at the time of the hearing in this Proceeding did not cover most of the employees, for most of the test
period. In the case of the compensation costs relating to PWU members, who constitute most of the
unionized employees, the costs are unquestionably largely forecast costs.

43  As noted in the OPG Decision, an employer's financial position is an economic factor in the
negotiation of collective agreements. It is not static. The OEB did not suggest that HONI could
unilaterally establish compensation levels. It is clear that the OEB appreciates the nature of the
collective bargaining process. As to how the reductions might be achieved, some might be realized by
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HONI changing its high level of new hiring. The OEB has left it to HONI to determine how the
reductions are to be allocated. The evidence of HONI was that if the OEB disallowed some of its
forecast compensation costs, HONI did not believe it would impact on PWU's bargaining requests, and
that PWU would expect HONI to find some other means to deal with it.¢ In my view, the employees'
rights were not significantly undermined by the OEB's statement as to its expectation with respect to
compensation levels and such a statement does not violate the freedom of association guaranteed by

section 2(d) of the Canadian Charter of Rights and Freedoms, Part 1 of the Constitution Act 1982, being
Schedule B to the Canada Act, 1982 (UK.), 1982,c. 117

44 The Minister of Energy had communicated his concerns, generally, with respect to HONI's costs.
Moreover, in prior decisions the OEB had signaled its concern with respect to the prudence of HONI's
compensation costs. Compensation costs have been an issue since HONI was created; it knew going into
the Proceeding that its compensation costs were an issue. Relying on the Mercer study - which HONI
confirmed continued to be valid with respect to compensation - intervenors again challenged HONI's

compensation costs. To the extent that a presumption of prudence applied, it was displaced. The onus to
establish the reasonableness of the forecast costs was on HONI.

45 Asthe OEB noted in its Decision, its "envelope" calculation of the amount of OM&A forecast
revenues denied "reflects the absence of precision in the application as filed" and was used "because it
appeared there was an apparent lack of sufficient evidence in several areas that would make it difficult
for the Board to quantify disallowances in specific categories of spending."

46 The OEB's "envelope" approach was accepted by, among others, PWU in previous cases. The lack
of precision in the Decision of which PWU and the Society complain is attributable to HONI; the OEB
did what it could to discharge its statutory mandate, with the information provided by HONI. The
reductions were its best assessment, based on the evidence that HONI chose to lead.

47 The reasonableness of the Decision must be assessed in light of HONI's onus and the lack of
specificity of the information HONI put before the OEB. In my view, the basis for the OEB's decision
was understandable and there was a line of analysis leading the OEB to the conclusion at which it
arrived. Why the OEB made cuts, and the logic, the "why", of the OEB's approach in doing so, are clear.

48 The OEB's failure to recount PWU's arguments regarding compensation is not a basis for quashing
the Decision. As CCC argues, PWU was an intervenor. Moreover, a tribunal does not need to deal with
every argument made, as long as there is a line of analysis that supports its decision.

49  With respect to the "why 3% and 4% and not some other amount", as indicated above, why the
OEB made cuts, and the "why" of its approach in doing so, are clear. While more precision might have
been preferable, the failure of the OEB to explain "why 3% and 4% and not some other amount" is not

fatal. HONI does not challenge the reasons. The Decision communicates to PWU and the Society what
they need to know.

50 SOCAN predates Newfoundland and Labrador Nurses' Union. In addition, this case is different
than SOCAN. In SOCAN, the Copyright Appeal Board did not explain why it concluded that the
previous royalty rate underestimated by 10% to 15% the value of commercial music to radio stations.
While the Federal Court of Appeal recognized that part of the Board's difficulty stemmed from
inadequacies in the evidence adduced by the Canadian Association of Broadcasters, it nonetheless found
the Board's reasons inadequate, stating that the Board could have asked the parties to provide evidence
of the amount of the undervaluation. The OEB has pressed HONI for more precise information. It, for
example, precipitated the Mercer study, and in the Decision directed HONI to revisit it. The onus was on
HONI to satisfy the OEB as to the reasonableness of its forecast costs. Moreover, the OEB was
grappling with thousands of cost items; the Board's focus was much narrower.
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51  Both the reasoning offered by the OEB in support of the outcome and the outcome itself meet the
reasonableness standard of review. The OEB's reasons have permitted this court to understand why the
OEB made its Decision and to determine that the OEB's conclusion falls within a range of possible,
acceptable outcomes which are defensible in respect of the facts and the law. The Dunsmuir criteria are
met.

DISPOSITION AND COSTS

52 For the foregoing reasons, the appeal is dismissed. As agreed by the parties, no costs will be
awarded.

A.HOY J.
K.E. SWINTON J.

33 C.D. AITKEN J. (concurring):-- Despite my dissent in Ontario Power Generation Inc. v. Energy
Board (Ontario), 2012 ONSC 729, also released today, and despite some similar issues being raised by
the Power Workers' Union ("PWU") and the Society of Energy Professionals ("the Society™) on both
appeals, I agree with my colleagues that this appeal should be dismissed. In my view, the circumstances

underlying this appeal differ significantly from those underlying the appeal in Ontario Power Generation
Inc. :

54  In the Decision under review in Ontario Power Generation Inc. (the "OPG Decision"), the Ontario
Energy Board ("OEB") dealt with nuclear compensation costs as a separate budget item and reduced the
allowance for nuclear compensation costs by $55 million in 2011 and $90 million in 2012. The OEB
identified six factors justifying the reduction, the majority of which arose under OPG's previously-
existing collective agreements with PWU and the Society. The OEB did not conduct a two-stage
prudence review in regard to those collective agreements. There was no explicit finding that the
presumption of prudence had been rebutted in regard to the collective agreements or that the OPG had
acted imprudently or unreasonably in entering those agreements. However, the wording in the OPG
Decision leaves no doubt that the OEB considered the compensation and staffing commitments made in
those agreements to have been unreasonable, and it arrived at that decision through the use of hindsight.
First, the OEB highlighted the significant role played by the collective agreements in leading to
unreasonably high nuclear compensation costs in 2011 and 2012 through rates of compensation and
layoff restrictions contained in the agreements. Second, in concluding that OPG had acted unreasonably
in agreeing to these aspects of the collective agreements, the OEB relied on benchmarking studies and
analyses done after the collective agreements had been entered.

55 Inthe HONI Decision now under review, the OEB provided no direction to the effect that
compensation costs in the proposed budget had to be reduced by a certain amount. In previous
proceedings relating to HONI's OM&A budgets, the OEB had specifically disallowed some
compensation costs. On this application, it chose not to do so. Instead, the OEB reduced HONI's overall
OM&A budget by 3% for 2011 and 4% for 2012. Compensation costs were simply one component of
the OM&A budget, albeit a significant component. The OEB reviewed many of the submissions it heard
regarding HONI's compensation costs. It also noted HONTI's efforts to address compensation concerns
identified by the OEB in earlier proceedings. It went on to express its continued concern about HONI's
ability to control the growth in head count and labour cost increases, particularly within its collective
bargaining environment. After considering some comparative data, the OEB concluded that there was "a
disconnect between the compensation levels as reflected in union settlements and the productivity being
achieved by the Corporation." It advised HONI that this must change. However, instead of disallowing a
portion of HONI's compensation costs, the OEB reduced HONI's overall OM&A budget and left it up to
HONTI to decide how to handle the reduction, simply indicating that it expected HONI to revisit its
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proposed increases to the compensation portion of that budget. It is significant that the OEB's staff
identified 2-3% that could be reduced from HONI's OM&A costs in addition to any compensation-
related reductions. As well, the OEB, in the HONI Decision, identified a number of areas, not
specifically relating to compensation, where reductions could be made. The only direction the OEB gave
to HONI regarding compensation costs per se was that it needed to gather further and better evidence
regarding compensation cost and productivity benchmarking for the purpose of future proceedings.

56 I note several things about the OEB's analysis in the HONI Decision. First, the OEB did not
undertake a formal prudence review in regard to on-going commitments flowing from the collective
agreements with PWU and the Society. In my view, such a review should have been undertaken, just as
it should have been in the OPG Decision. That being said, the wording in the HONI Decision allows it
to be interpreted in a way that does not run afoul of the substance of a prudence review. There is no
explicit or implicit finding in the HONI Decision that it had been unreasonable on HONI's part to have
entered the collective agreements. Furthermore, in the HONI Decision, the OEB did not use hindsight to
assess the reasonableness of the collective agreements when they were entered.

57 Second, the two-year test period being considered in the OPG Decision was such that the terms of
a collective agreement relating to 30% of the work force (members of the Society) were in effect for the
entire period, and the terms of a collective agreement relating to 60% of the work force (member of the
PWU) were in effect for all but nine months of the period, with the prospect of binding arbitration
leading to an extension of terms under the collective agreement for the balance of the test period. With
90% of the work force subject to these collective agreements, both of which were entered prior to the
application and test period, and both of which likely would be in effect throughout the test period, it was
critical that the OEB consider the prudence of OPG entering those agreements when it did so because
they presented serious constraints for OPG in managing its compensation costs during the entire test
period.

58 The two-year test period being considered in the HONI Decision was such that a collective
agreement with PWU relating to the majority of HONI's employees terminated after only three months
of the test period. A collective agreement with the Society was in place throughout the test period;
however, the Society represented a smaller, unspecified, portion of HONI's labour force. Therefore, the
majority of the compensation costs buried in the overall OM&A costs being considered by the OEB
were costs that were being forecast and not costs previously determined through collective agreements.
Thus, at least theoretically, HONI had considerably more leeway that OPG to manage its compensation
costs on a go forward basis. The OEB made no error in measuring those forecast costs against a standard
of reasonableness, considering all available relevant evidence at the time of the hearing.

59 Third, HONI did not appeal the HONI Decision and took no position on the merits of PWU's
appeal. Although it disagreed with the OEB's HONI Decision, it was, for understandable reasons,
opposed to a new hearing as requested by PWU. In its view, the lesser of two evils was to work within
the confines of the HONI Decision rather than to subject HONI, and all other parties and intervenors, to
a costly rehearing of its application which, in all likelihood, would result in the same, or a very similar,
decision - even if the OEB formally referred to and applied a prudence review in regard to the collective
agreements. That is because the OEB did not direct HONI to cut compensation costs by a fixed amount,
and the OEB identified other areas where OM&A costs could be adjusted. In Ontario Power Generation
Inc., OPG was the lead appellant and was struggling with how it would be able to reduce its nuclear
compensation costs to the extent mandated by the OEB in the face of its existing collective agreements.

60 These factors distinguish the HONI Decision from the OPG Decision. I agree with my colleagues
that PWU's appeal, in this case, should be dismissed.

C.D. AITKEN J.

http://www.lexisnexis.com/ca/legal/delivery/PrintDoc.do?fromCartFuliDoc=false&fileSi... 05/09/2014



Page 12 of 12

cp/s/qlacx/qljxr

1 Act, ss. 1(1)

2 The evidence before the OEB was that from August 2010 to July 2015, non-residential
electricity costs would increase at an annual compound rate of 8.0 to 10.4%, and residential rates
would increase at an annual compound rate of 6.7 to 8.0%. See page 76 of the Decision.

3 Based on the record, this 17% reference is in relation to compensation levels, not productivity.
In response to the request of the OEB in EB 2006-0501, Hydro One Inc. retained Mercer (Canada)
Limited and Oliver Wyman to prepare an assessment of the reasonableness of its total
compensation levels, including pension and employer paid health and group benefits relative to
HONTI's productivity. Their study entitled, "Compensation Cost Benchmarking Study", Hydro One
Networks Inc., 23 September 2008, addressed, separately, both HONI's total compensation costs
relative to the market and the productivity of its workforce relative to the market. The objective of
the study was to provide benchmarking information. With respect to compensation, the study
concluded that HONI's compensation costs were approximately 17% above the median, on an
overall weighted average basis. It noted that this positioning appeared to be driven by a
combination of competitive base salaries, especially for the most highly skilled PWU positions,
and legacy collective agreement wages, pension and benefits programs. Oliver Wyman reported
that it experienced challenges in conducting its separate, productivity analysis. As noted by the

OEB at page 20 its Decision, reproduced below, the OEB did not accept the productivity portion
of the Mercer study.

4 HONI's evidence was that it had not updated the Mercer study, had not had any rounds of
collective bargaining since and believed that its compensation costs remained 17% above the
median, and that its staff levels were higher than at the time of last proceeding. See EB-2010-
0002, transcript, vol. 5, p. 153, evidence of Mr. Thompson.

5 Neither collective agreement requires binding arbitration. However, the government ordered the
parties to arbitration following a work-stoppage in 2005.

6 Transcript, Volume 5, September 27, 2010, 120

7 The Society advanced similar labour-focused arguments in the OPG Decision and they are
addressed there. While neither of HONI's collective agreements require binding arbitration, the
discussion in the OPG Decision is generally applicable.
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Structural Opportunities at Hydro One study

February 28, 2013




This document has been prepared and is intended solely for The Ministry of Energy’s internal use
and may not be edited, distributed, published made available or relied on by any other person
without KPMG LLP’s express written permission. KPMG will not assume responsibility or liability
for damages or losses suffered by anyone as a result of circulation, publication, reproduction, or
use of this document contrary to the provision of this disclaimer. The information in this
document is based on the scope of the review and limitations set out herein.

Use of this Information

The Ministry of Energy engaged KPMG to estimate rate payer impact based on KPMG-identified
organizational and structural opportunities for cost savings at Hydro One.

Estimated savings in this report are based on specific assumptions and actions undertaken by
Hydro One. Actual savings achieved for the period covered and the time to achieve these
savings will vary from the information presented and the variations may be material.

Our procedures consisted solely of inquiry, observation, comparison and analysis of Hydro One-
provided information. We relied on the completeness and accuracy of the information provided.
Such work does not constitute an audit. Accordingly, we have expressed no opinion on financial
results, internal controls or other information.

© 2013 KPMG LLP, a Canadian limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG Intemalional
Cooperative ("KPMG Internalional’), a Swiss entity. Al rights reserved



Hydro One Rate Payer Analysis

Introduction

This document illustrates the rate payer impact based on the estimated savings identified

in the KPMG report titled 'The Assessment of Organizational and Structural Opportunities
at Hydro One".

The methodology used to calculate savings is primarily based on guidance provided by

Hydro One. Our analysis shows the rate payer impact for a household consuming 800
KWh per month under three distinct scenarios:

m Scenario one — This scenario reflects a typical 'year one’ where one-time costs are
incurred and savings from OM®&A and Dx capital opportunities are realized. Tx

Capital savings are not included as Tx projects are assumed to require one year of
development prior to being in-service.

m Scenario two — This scenario reflects a typical 'year two' where OM&A and Dx
capital savings are realized as well as the first year of Tx capital savings.

a Scenario three — This scenario reflects the steady state where OM&A, Dx capital
and Tx capital savings are realized.

© 2013 KPMG LLP, a Canadian limited liability partnership and a member firm of the KPMG network of independenl member firms affilialed with KPMG Intemnational
Cooperative ("KPMG International}, a Swiss entily. Al rights reserved



Opportunity Savings

The table below shows the opportunity savings and related one-time costs that were
identified in our Hydro One report. Each opportunity has a base and stretch case which
shows the range of savings that Hydro One can expect to achieve by pursuing these
opportunities. One-time costs include severance and transition costs related to each
opportunity.

Opportunity Savings and One-time Costs Base Case Stretch Case
. . _ Estimated Estimated
Estimated One-time Estimated One-time
Savings Costs Savings Costs
Opportunity #1: Increase EPC § 230 $ 02 $ 770 $§ 04
Opportunity #2: Qutsource Forestry' $§ 150 § 56.9 $ 15.0 $ 571
Opportunity #3: Improve Stations Maintenance $ 5.0 $§ 03 $ 130 $§ 05
Opportunity #4: Offshore Non-business Critical Applications 3 $ 0.8 $ 358 $ 1.2
Opportunity #5: Extend VD! Deployment $ 0.6 $ 0.5 $ 1.6 $ 0.8
Opportunity #86: Switch To An End Point Cost Model $ 0.5 $ $ 0.9 $
Notes:
1 in this analysis, we have used $16m for both the Base and Stretch case. In the Base case, we assume that all necessary changes to the collective bargaining
agreement will be obtained and therefore outsourcing savings can be realized. As noted in our report, further analysis is required to estimate the Stretch Case
savings so we have used the savings estimated for the Base case for both scenarios.

The table below shows how the identified savings and costs are distributed across OM&A
and capital. The distribution for each opportunity was determined based on discussions
with Hydro One and our analysis.

%

Distribution of Opportunity Savings Capital Rationale

Savings are directly related to the Engineering Projects and Delivery
Qpportunity #1: Increase EPC 0% 100% capital spend

Savings are based on operational sfficiencies in the vegsetation
Opportunity #2: Qutsource Forestry 100% 0% management work program

Savings fall under both OM&A and Capital as the group doss work on

Opportunity #3: Improve Stations both. We calculated the distribution based on how many FTE hours

Maintenance 87% 13% was spent on each.
Opportunity #4: Offshore Non-business Savings will impact the operational costs of running IT systems which
Critical Applications 100% 0% falls under OM&A
These savings are related to minor fixed assets which fall under

Opportunity #5: Extend VDI Deployment 100% 0% OM&A
Opportunity #6: Switch To An End Point Savings will impact the operational costs of running IT systems and
Cost Modsl 100% 0% falls under OM&A

© ZOE KPMG_lE. -a Canadian limited Iiab@;a-r-lnersnip and a n;mber firm of the KPMG n-t-a;work of independen; membe;fir;\;s_a_ff@ with KPMG International - _—5

Cooperative ("KPMG International™), a Swiss entity. Al rights reserved



Rate Payer Impacts

The percentage change in Consumer Bills is calculated by allocating the savings and costs
for Tx and Dx based on the standard value/portion that each represents on the average
consumer bill (provided by Hydro One). Capital Savings associated with the opportunities
are not all passed to the rate payer directly, but rather a specific portion (provided by Hydro
One) of the annual savings impact the revenue requirement, and therefore are assumed to
be passed on the rate payer.

The figure below shows how opportunity savings and one-time costs impacts to the rate
payer are calculated.

. ! | A " The average annual
R 84 Capital Savings - i rate base change

e i = impacts the revenue
requirement each

year

Hydro One Savings are distribuled to capital

O ppO(tUnitY and OMg;Qe::’fzd on fhe' specifics
pportunily

Savings

S OMARA Savings e

i
Y fentiite

All OM&A Savings impact the

One time costs

are subtracted

fromannual
savings

e it

A portion of the rate
payer’s bill is
impacted by Tx/Dx
revenue requirement
changes

Hydro One
Opportunity One-
Time Costs

Impact on

Rate Payer’s Bill

Figure 1: Rate Payer Bill Impact

We have provided rate payer impacts under three scenarios. These scenarios isolate the
rate payer impact that could be expected when one-time expenses are incurred, when
capital savings have reached a steady state. The following show the calculation of savings
on consumer bills for each scenario.

© 2013 KPMG LLP, a Canadian limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International
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Scenario One:
Step 1: OM&A and Capital Savings

Calculate the OM&A and Capital impact of each opportunity based on the distribution of
savings in each area. Scenario 1 includes one-time costs.

Distribution of

Savings by OM&A and Capital Savings Base Case Stretch Case
: Net Net Net
e % % Capital Total OM&A Capital Total

Key Assumptions: OM&A | Capital  lmpact Impact Impact’ Impact Impact
Opportunity #1: Increase EPC 0% 100% $ 02 $ (23.0) $ 122.8) $ 04 $ (77.0 $ (76.6)
Opportunity #2: Outsource Forestry 100% 0% $ 419 $ - $ 419 $ 421 $ - $ 424
Opportunity #3: Improve Stations Maintenance 87% 13% $ 40 $ (07 $ 47 $ {10.8) § 07 $ (125
Opportunity #4: Offshore Non-business Critical
Applications 100% 0% $ 08 $ - $§ 08 $ (23 $ - $ (23
Opportunity #5; Extend VDI Deployment 0% 100% $ 05 $ (06 | $§ N § $§ 08 $ (e [ $§ 08
Opportunity #8: Switch To An End Point Cost
Model

Total .:.éavin as

Notes

1.  OM&A Savings include one-time severance and transition costs

Step 2: Tx and Dx Savings

Calculate the Tx and Dx component of OM&A savings and capital savings.

Savings by Tx and Dx Base Case Stretch Case

Net Tx Net Dx Net Dx
Impact | Impact i Impact

Capital Savings' $

(11.4) $ (2.8 3

(24.2) $§ (37.7) $ (426) $ (80.3)

OM&A Savings®® | s 54 $ 335 $ 389 $ (01 $ 295 $ 293

Total Savings $ (60) $ 208 78 (379) '§ (131) $ (51.0)
Notes

1. Regular Capitsl Savings allocation: Tx (47%) and Dx (53 %) - provided by Hydro One

2. Regular OM&A Savings allocation: Tx (57%) and Dx (43%) - provided by Hydro One

3 Opportunity#2 - Outsource Forestry allocation: Tx {17 %) and Dx (83%) — KPMG Analysis

© 2013 KPMG LLP, a Canadian limited llability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG Inlernational 5
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Step 3: Changes to the Revenue Requirement

Calculate the corresponding change to the Revenue Requirement based on the Tx and Dx

impacts. In Scenario one, Tx Capital projects are assumed not in-service and therefore the
related savings are not included.

Capital and OM&A changes to the Revenue

Requirement

Net Tx

Stretch

Net Dx

Impact

Total Impact |

Impact

Total Impact

Percentage of Savings Passed through to the

Rate Base' 0% 50% 0% 50%

Capital Savings (Change to Rate Base) $ - $ (64 $ (6.4 $ - $§ (21 $ (21.3)
Savings Portion that Impacts the Revenue

Requirement? 13% 10% 13% 10%

Capital Changes to Revenue Requirement $ - $ (0.6 $ (0.6) $ - $ (2.1) $ (21)
OMA Savings 3 5.4 $ 335 $ 389 $  (0.1) $ 295 $ 293
OMA Changes to Revenue Reguirement $ 54 $ 335 $ 389 $ (0.) $ 295 $ 293

Notes
1. Based on scenario

2. Ratio provided by Hydro One

Step 4: Impact on Average Monthly Consumer Bill

Based on changes to the Revenue Requirement, calculate the impact to consumer bills.

The table below shows this impact on the average monthly bill for an 800 KWh / month
household.

Changes to the Average Consumer Bill

Stretch
| NetTx Net Dx
Total Impact Impact Impact Total Impact
Average Consumer Bill' $ 144 $ 144 $ 144 $ 144 $ 144 $ 144
Portion of Consumer Bill (%) 7% 32% 39% 7% 32% 39%
Portion of Consumer Bill ($) $ 101 $ 461 $ 56.2 $ 101 § 461 $ 6562
Impact on Portion of Monthly Bill (%)°

Impact on Monthly Biil ($)

Notes

1. Based on 800 KW usage per month for an average residential Hydro One customer

2 Ratio provided by Hydro One

$ 004 $ 126

$ 130

3. Positive values reprasent an increase while nagativa values rapresent a decrease in the monthly bil

$ (0.00)

© 2013 KPMG LLP, a Canadian limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International 6
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Scenario Two:
Step 1: OM&A and Capital Savings

Calculate the OM&A and Capital impact of each opportunity based on the distribution of
savings in each area. Scenario 2 does not include one-time costs.

Distribution of

Savings by OM&A and Capital Savings Base Case Stretch Case
Net Net Net
% % Capital Total OM&A Capital

Key Assumptions: OMZA || Capital Impact | Impact || Impact' | Impact
Opportunity #1: Increase EPC 0% 100% $ - $§ (23.0) $§ (23.0 $ - $ (77.0) $ (77.0
Opportunity #2: Outsource Forestry 100% 0% $ (15.0) $ - $ (15.0 $ (15.0 $ . $ (150
Opportunity #3: Improve Stations Maintenance 87% 13% § (44 $ (07 $ (6.0 $ (113 $ 07 $ (13.0)
Opportunity #4: Offshore Non-business Critical
Applications 100% 0% $ - $ - $ - $ (35) $ - § (35
Opportunity #5: Extend VDI Deployment 0% 100% $ : $ 06 | $ 06 |8 - $ e | 8 (8
Opportunity #6: Switch To An End Point Cost
Mode! - - {0.9)

Total Savings : .. $ (111.0)

Notes

1 OM&A Savings include one-time severance and transition costs

Step 2: Tx and Dx Savings

Calculate the Tx and Dx component of OM&A savings and capital savings.

Savings by Tx and Dx Base Case Stretch Case

Net Dx Total Net Tx Net Dx
Impact Impact ||  Impact Impact

Capital Savings' $ (114 $ (12.8) $ (24.2) $ (37.7 $ 42.6) $ (80.3)

$ (11.5) $ (19.2) $ (30.7)

OMB&A Savings®® $ (5.3 $ (14.5) $ (19.9)

Total Savings $+ (57.4) $ (44.1) $ (49.2) $ (61.7) ${111.0)

$ 16.7)
Notes
1 Regular Capital Savings allocation: Tx (47%) and Dx (63%) - provided by Hydro One

2. Regular OM&A Savings allocation: Tx (657%) and Dx (43%) - provided by Hydro One

3. Opportunity#2 - Outsource Forestry allocation: Tx (17 %) and Dx (83%) - KPMG Analysis

© 2013 KPMG LLP, a Canadian limited llability partnership and a member firm of the KPMG network of Independent member firms affilialed with KPMG International 7
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Step 3: Changes to the Revenue Requirement

Calculate the corresponding change to the Revenue Requirement based on the Tx and Dx

impacts. In Scenario two, Tx Capital projects are assumed in-service and therefore the

related savings are included.

Capital and OM&A changes to the Revenue
Requirement

Net Tx

Stretch

Net Dx

Percentage of Savings Passed through to the
Rate Base'

Total Impact

Impact

Impact

Total Impact

50% 100% 50% 100%
Capital Savings (Change to Rate Base) $ (57 $ (12.8) $ (18.6) $ (19 $ 43 § (614
Savings Portion that Impacts the Revenue
Requirement® 13% 10% 13% 10% -
Capital Changes to Revenue Requirement $ {07) $ (1.3) $ (2.0 $ (25) $ (4.3) $ (67)
OMA Savings $ (63 $ (14.5) $ (9.9 $ (116 $ (9.2 $ (307
OMA Changes to Revenue Reguirement $ (53) $ 114.5) $ (19.9) $ (11.5) $ (19.2) $ (30.7)
D O 4
Notes
1y Based on scenario
2 Ratio provided by Hydro One
Step 4: Impact to Average Monthly Consumer Bill
Based on changes to the Revenue Requirement, calculate the impact to consumer bills.
The table below shows this impact on the average monthly bill for an 800 KWh / month
household.
[) D
Average Consumer Bill* $ 144 $ 144 § 144 $ 144 $ 144 $ 144
Portion of Consumer Bill (%)* 7% 32% 39% 7% 32% 39%
Portion of Consumer Bill §) $ 101 $ 46.1 $ 66.2 $ 101 $  46.1 $ 56.2

impact on Portion of Monthly Bill {%)°

Impact on Monthly Bill ($)

Notes

2. Ratio provided by Hydro One

$ (0.04)

$ (0.81)

1. Based on 800 KW usage per month for an average residential Hydro One customer

$ (0.65)

3. Positive values rapresent an increase while negative values represent a decrease in the monthly bill

$ (0.10)

$ (0,90}

$ (1.00)

© 2013 KPMG LLP, a Canadian limited liability partnership and @ member firm of the KPMG network of independent member firms affiliated with KPMG International 8
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Scenario Three:
Step 1: OM&A and Capital Savings

Calculate the OM&A and Capital impact of each opportunity based on the distribution of
savings in each area.

Distribution of

Savings by OM&A and Capital Savings Base Case Stretch Case
: Net Net Net
._ . % % Capital Total | OM&A Capital Totatl

Key Assumptions: OM&A | Capital | Impact Impact | Impact | Impact Impact
Opportunity #1: Increase EPC 0% 100% $ - $ (2300 | § (23.0) $ - $ (7700 | $ (77.0)
Opportunity #2: Outsource Forestry 100% 0% $ {15.0) $ - $ (15.0) $ (15,0 $ - $ (156.0)
Opportunity #3: Improve Stations Maintenance 87% 13% $ (4.4 $ 07 $ 5.0 $ (11.3) $ (1.7 $ (13.0)
Opportunity #4; Offshore Non-business Critical
Applications 100% 0% 3 - $ - $ - $ (35) $ - $ (3.5
Oppartunity #56: Extend VDI Deployment 0% 100% $ - $ (06 | § (0.6 $ - $ (e | § (8
Opportunity #6: Switch To An End Point Cost
Maodel {0.9)

Total Savings . $ 18.9) $ (24.2) $ (44.0) $ (30.7) $ (80.3) $(111.0)

Step 2: Tx and Dx Savings

Calculate the Tx and Dx component of OM&A savings and capital savings.

Savings by Tx and Dx Base Case Stretch Case

NetDx Net Dx
Impact Impact

Capital Savings' $ 114 $ (12.8) $ (24.2) $ (37.7) $ (42.6) $ (80.3)

OM&A Savings®? $ (6.3 $ (14.5) $ (19.9) $ (115) $ (192 $ (30.7)

Total Savings § (16.7) $ (27.4) $ (61.7) $(111.0)
Notes

1. Regular Capital Savings allocation: Tx (47%) and Dx {§3%) - provided by Hydro One
2 Regular OM&A Savings allocation: Tx {67%) and Dx (43 %) - provided by Hydro One

3. Opportunity#2 - Outsource Forestry allocation; Tx (17 %) and Dx {83%) -~ KPMG Analysis

© 2013 KPMG LLP, a Canadian limited liability partnership and a member firm of the KPMG network of independant member firms affiliated with KPMG International 9
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Step 3: Changes to the Revenue Requirement

Calculate the corresponding change to the Revenue Requirement based on the Tx and Dx
impacts. In Scenario three, Tx Capital projects are assumed in-service and therefore the

related savings are included.

Capital and OM&A changes to the Revenue
Requirement

Stretch

Net Tx Net Tx Net Dx
impact Total Impact Impact Impact Total Impact

Percentage of Savings Passed through to the :
Rate Base' 100% 100% 100% 100%
Capital Savings (Change to Rate Base) $ (114 $ (12.8) $ (242 $ (38 $§ 43 $ (80.3)
Savings Portion that Impacts the Revenue
Requirement? 13% 10% 13% 10%
Capital Changes to Revenue Reguirement $ (1.5) $ (1.3) $ (2.9) $ (49 $ (43) $ (9.2
OMA Savings $ (5.3 $ (145) $ (199 $ (11.5) $ (18.2) $ (30.7)
OMA Changes to Revenue Requirement $ (5.3 $ (14.5) $ (19.9) $ (11.5) $ (19.2) $ (30.7)

1. Based on scenario

2. Ratio provided by Hydro One

Step 4: Impact to Average Monthly Consumer Bill

Based on changes to the Revenue Requirement, calculate the impact to consumer bills.
The table below shows this impact on the average monthly bill for an 800 KWh / month

household.

Changes to the Average Consumer Bill Base Stretch

Net Dx Net Tx Net Dx

o Impact Total Impact Impact Impact | Total Impact

Average Consumer Bill’ $ 144 $ 144 $ 144 $ 144 $ 144 $ 144
Partion of Consumer Bill {%}* 7% 32% 39% 7% 32% 39%
Portion of Consumer Bill §} $ 101 $ 461 $ 56.2 $ 10.1 $ 461 $ 662
Impact on Portion of Monthly Bill {(%)° {0,49%) {1.32%) (1.17%) {1.17%) {1.81%)

{mpact on Monthly Bill ($}

Notes

2 Ratio provided by Hydro One

$ {0.05)

$ (0.81)

1. Based on 800 KW usage per month for an average residential Hydro One customer

$ (0.66)

3, Positive values represent an increase while negative values represent a decrease in the monthly bill

$ (012)

$ (0.90)

$ (1.02)

© 2013 KPMG LLP, a Canadian limited liability parinership and a member firm of the KPMG network of independent membel
Cooperative ("KPMG Inlernational’), a Swiss enlity. All rights reserved.

r firms affiliated with KPMG Intemational 10



Key Assumptions:

The primary assumptions used in this analysis are:

Severance and transition costs are assumed to be paid in year one to affected FTE.
OM&A savings are realized in year that opportunities are implemented
Dx Capital savings are realized in year that opportunities are implemented

Tx Capital savings require two years to be realized i.e. Tx projects are in-service
after year one

© 2013 KPMG LLP, a Canadian limited liability partnership and a member firm of the KPMG network of independent member firms affilialed with KPMG International
Cooperative ("KPMG International”), a Swiss entity. All rights reserved.
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1

Executive Summary

Hydro One Networks Inc. (*Hydro One™) has retained Mercer to prepare an independent,
testable and repeatable market-based assessment of the reasonableness of Hydro One’s total
compensation levels including salary, short-term incentives, long-term incentives, pension and
employer paid health and group benefits relative to a select peer group. This study was
conducted in 2008 and 2011, and repeated, following a similar methodology, in 2013. Year-
over-year trend analysis is provided.

The preliminary results of our analysis were presented at the October 16, 2013 stakeholder
session in Toronto. This document represents the results of our analysis. Specifically:

Compensation Benchmarking

Consistent with the Stakeholder feedback, the compensation benchmarking component of the
study compared Hydro One with the 2011 Transmission, Distribution and Generation market
peer group, supplemented with participants from the Similar Regulatory Environment group.

The study reflected approximately 3,050 Hydro One employees in 32 benchmark positions
representing 57% of Hydro One's employee population (excluding non-full time employees). In
total, our analysis reflected approximately 14,000 incumbents employed in the Canadian energy
and/or adjacent sectors.

On an overall weighted average basis, for the positions we reviewed in 2013, Hydro One is
positioned approximately 10% above the market 50th percentile (“P50"). In comparison to
the 2011 study, Hydro One's overall weighted average positioning has decreased from 13%
above the market total compensation P50.

The shift in Hydro One's competitive position towards the median is notable given that the peer
group, like Hydro One, has worked to reduce labour costs as a response to both the substantial
economic downtum beginning in 2008 and expectations of key stakeholders over the entire
period between the 2008 and 2013 during the compensation cost benchmarking studies.

The overall Hydro One positioning is driven by a combination of competitive base salaries,
especially for the most highly skilled Power Workers' Union ("PWU") positions and
Professionals (“Society”) members, and the high relative value of legacy, pension and benefits
programs (the legacy Management pension and benefit and Professional pension plans are
now closed to new members).

MERGER (CANADA) LIMITED 1
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The table below summarizes the results of the 2013 Compensation Cost Benchmarking Study
compared to the results of the 2011 and 2008 study.

Table 1

Legend
B 2013 Hydro One Position Relative to Market
X 2011 Hydro Cne Position Refative to Market
¢ 2008 Hydro One Position Relative to Market

Multiple of P50 Hydro One PS0 Relative to Market P50
TR ol Hydro : ! '
Hydro OneGroup ; One 213 | 011§ 2008 gs0 | 075 i PsD=1 @ 125 i 150
i ::»m.'r:!x'nr_s‘ i i i i H
Non-Represented 206 X *
49. —
™o
e :
I Professionzls 746 o |
2
o - . =
&
] Power Workers ; : w0
=3
- ——— = = | 3
o I 1
ool =1 B
[ lE i
Below P50 Above P50
Compensation Gompensation
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2

Introduction

Hydro One Networks [nc. ("Hydro One") has retained Mercer to prepare an independent,
testable and repeatable market-based assessment of the reasonableness of Hydro One's total
compensation levels including salary, short-term incentives, long-term incentives, pension and
employer paid health and group benefits relative to a select peer group. This study was
conducted in 2008 and 2011, and repeated, following a similar methodology, in 2013. Year-
over-year trend analysis is provided.

This report is intended to help Hydro One in preparing a two year Cost of Service application for
Transmission rates (2015-2016) and a five year Custom Cost of Service Application for
Distribution (2015-2019). The results of the Compensation Cost Benchmarking study will be
filed as evidence for both rate setting applications.

To provide independent and reliable information on Hydro One’s relative compensation costs,
Mercer has undertaken a customized survey of total compensation costs in the market
(“Compensation Benchmarking”).

The total compensation (i.e., base salary, short-term incentives, long-term incentives, pension
and benefits) benchmarking analyses focused on assessing Hydro One's overall
competitiveness in the marketplace.

MERGCER (CANADA) LIMITED 3
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3

Guiding Principles

Based on our typical benchmarking approach and the benchmarking principles that guided the
compensation benchmarking, as well as how Mercer applied them, these include:

1. Principle objective — to revisit the 2011 and 2008 Mercer Study to reascnably compare
Hydro One compensation costs to those of regulated utilities in Canada.
— The 2011 and 2008 Mercer Studies were revisited following the same general overall
methodology to provide appropriate study-over-study comparisons.

2. Keep it simple to entice survey participants.
— The data collection process was reviewed and streamlined, where possible, fo
encourage survey participants to share data. Additional follow-up was provided by
Mercer to support comparator participation in the study.

3. Be independent, testable, repeatable and market-based.
— The study was conducted in a manner that meets each of the criteria listed.

4. Provide participants with the assurance that their information could not be attributable to
them.
— All participants were assured that data would be held confidentially by Mercer and only
be shared in aggregate form.

5 Be based on the groups surveyed in the 2011 Mercer Study and expanded as deemed
appropriate by the consultant.

— The 2013 study targeted the same benchmark jobs and organizations as the 2011
study. Three (3) organizations were also added to the 2011 invitation list, in addition to
the organizations that were invited to participate in 2011. This resulted in a total of four
(4) new participants in the 2013 study ~ the three (3) new organizations noted above
plus one (1) organization that was invited to participate in 2011 and declined at that
time.

6. Mirror the scoping in the 2011 and 2008 Mercer Studies for peer selection, job classes, etc.
and changes as deemed appropriate by the consultant.

—  The same methodology used in 2011 and 2008 was followed in the 2013 Mercer Study
for both peer company selection and job classes for inclusion. As noted in 5. above,
four (4) additional comparator companies were added to the peer group. The selected
benchmark job classes represented 57% of Hydro One's employee population
(exctuding non-full time employees), an increase over the 2011 study.

7 Enable reasonable comparison to the last Mercer study and provide trending analysis for
Hydro One.
— By including approximately 85% of peers and 94% of jobs from the 2011 Mercer Study,
reasonable comparisons have been made and trending has been assessed.

MERCER (CANADA) LIMITED 4
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8. Compare to market median rather than market average
— The 2013 Mercer Study is based on a comparison of Hydro One median compensation
against market median compensation. Comparison of medians is standard

compensation practice; medians are representative of the middle data pointin a sample
and are less sensitive to outliers than the mean.

—  The 2008 and 2011 studies also compared Hydro One to the median,

— Appendix A provides a comparison of Hydro One’s total compensation median against
market average. On an overall weighted average basis, there is no difference in Hydro
One's median positioning relative to market median and market arithmetic mean,

9, No adjustments to reflect regional costs of living amongst the study participants.

10, Request data about pension as a percentage of total benefits, and benefits as a percentage
of compensation.

— ltis standard benchmarking practice to assess benefits and pension costs as part of the
total compensation value provided to employees; therefore, we have not provided the
details of this analysis showing benefit and pension separately.

11. Rely on the expertise of the selected consultant to recommend appropriate changes in

methodology and assumptions,
— Hydro One relied on Mercer's expertise in conducting the study.

MERCER (CANADA) LIMITED
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#
Y
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Compensation Benchmarking
Peer Groups

Mercer selects peer organizations, for compensation benchmarking purposes, based on a
stable metric that reflects the size and operating complexity of the organization (typically, this is
revenue and/or total assets). Where there is a relatively small sample of relevant comparator
organizations, Mercer establishes limits of 33% to 300% of the scope criteria for the
organization we are analyzing. Some organizations were included in the analysis despite falling
below the 33% of revenue threshold value. These organizations were primarily Ontario based
local distribution companies that are seen as important benchmarks by stakeholders.

As a result, to develop a single peer group for Hydro One, we considered all organizations, with
2011 or 2012 annual revenues or total assets between 33% and 300% of Hydro One's 2012
annual revenue or total assets, from the following areas:

1. Electric utilities, multi-utilities, generators, and gas utilities industries in Canada as classified
by their Global Industry Classification Standard ("GICS")

2. 73 Local Distribution Companies (“LDCs") in Ontario

3. Other comparable regulated businesses (i.e., integrated telecommunication services,
railroads, etc.)

Overall, 24 organizations were invited to participate in the study:
+  All 13 organizations included in the 2011 study were invited
— Of these organizations, 2 declined (Altalink, Canadian Utilities)
«  Three new organizations were invited
— Of these organizations, 2 agreed to participate (Enersource Corporation, Horizon
Utilities Corporation)

Organizations that did not participate in the compensation benchmarking indicated that they
were unable to participate due to either resource constraints or an insufficient number of
relevant benchmark positions.

Following standard industry practice, comparisons were made between Hydro One's
incumbents, at the 50th percentile, to the market peer group 50th percentile on base salary,
total cash compensation and total compensation.

To ensure that no one organization biased the results, we have weighted our analysis by
organization for each job class and not by incumbents to determine Hydro One’s position
relative to the market (i.e., the analysis is "Org Weighted"). To preserve the confidentiality of
compensation data at bath Hydro One and participating organizations, we have aggregated our
results.

MERCER (CANADA) LIMITED )
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Market Sample
Summarized below are the participating organizations in the compensation benchmarking.
Table 2
Revenue’ # of Employees'”
Hydro-Québec $12,228.0 21,000
BC Hydro Power & Autharity $4,898:.0 5,862
Orgtario Power Generation Inc. $4,7320 10,691
EPCOR Utilities Inc.® $4,036.0 4,038
ENMAX Corporation $3,160.1 1,840
Toronto Hydro Electric Systemi Ltd. $2,852.0 1,528
£nbridge Gas Distribution Inc. $2,400.0 2,200
TransAlta Corparation §2,262.0 3,140
Bruce Power LP* 82,1037 4,200
tanitoba Hydro $1,002.¢ 6,637
SaskPower 31,8820 3.000
New Brunswick Power §1,8987.0 2,361
PowerStream Inc. $1,029.0 541
Enersource Corporation” $822.0 374
Horizon Utilties Corparation™ 85706 404

75th %ile : - $3598.1

50th %ile $2,262.0

25th %ile §1,779.5
$3.103.6

b3l TR
' Data as reported by survey participants in CAD (3MM)

2 Representative of fuil-fime employees and equivalents only
* New participants in 2013

MERCER (CANADA) LIMITED 7
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Benchmark Positions

The compensation survey was designed to benchmark compensation levels from a cross-
section of Hydro One's population. To determine the roles to be included in our benchmark

analysis, we reviewed positions that represented all of Hydro One's major business units and at
least 50% of Hydro One's employee population.

To assist with study over study comparisons, it was determined that Hydro One should collect
incumbent data using 33 of the same benchmark roles surveyed in the 2011 study. Due to

limited data in the market from previous years, the following role was not surveyed in 2013:
+  Tree Trimmer - Journeyman (Power Workers)

In total, 33 benchmark paositions were included in the compensation benchmarking study and
we were able to report data on 32 of these job. Due to limited data in the market, the following
role was excluded from the final analysis:

+ Regional Maintainer - Forestry

As a result, the 2013 Compensation Cost Benchmarking Study directly reflected

approximately 3,050 Hydro One employees in 32 benchmark positions representing 57%
of Hydro One’s employee population (excluding non-full time emplo yees).

in the market, we collected approximately 14,000 individual incumbent observations across the

benchmark positions (excluding the 3,050 Hydro One incumbents) employed in the Canadian
energy and/or adjacent sectors.

MERCER (CANADA) LIMITED 8
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Summarized below are the benchmark positions organized by major employee group. The
results in this report are summarized by the following employee groups. Specifically (sorted in
descending total compensation by Group):

Table 3

Hydro One Group : Benchmark Survey Title

1i Fmancial Director

2 |Top Rates and Reguiatory Alfairs Execulive

3 |Senior Legal Chunse
Non-Repressntad ¢+ [nenesit "

$  |Area Superntendent

8 [Muman Resourze Managar/ Cenatiant

7 |[Fleld Ssivics Canrdnator

8 |Administrative Assistani

9 Engineer E

10 |Business Ann‘.;ﬂsi <

11 E.ﬁgin-zar (o]
Profassionals 12 |EngingerC

13 |Enginier B

14 |Business Analyst A

15 |Enginesi A |

16 |System Cperator {Controder)

17 |Regional Maintainer - Lines {Supanisory)

18 |Protection and Control Technician

19  |Area Distribution Engineering Technician

20 |Regional Maintainer - Lines

21 Rl.'g'cnaI_MaianEr - Flectrial

22 |F :. Mechanic

23 |Lineman - Jouineytmsn
Pt Workers 24 _.'_?_n_gi_c_ma! j\jgm:amw - Forestry”

25  |Service Dispalcher

26 |Draferil

27 |Swek Keeper

28 |Dala Entr); Clerk

29 Production Ficid Adminiatrator (I

30 E!ec;rical Apprentce

| Lines Apprantico

32 |Meter Reader

33  |General Labourer/Roustaboul

*Insufficient data to report

“Professionals” refers to Hydro One positions represented by the Society of Energy
Professionals (i.e., “Society”) and “Power Workers" refers to Hydro One positions represented
by the Power Workers’ Union (i.e., “PWU").

See Appendix B for a summary of position descriptions.

MERCER (CANADA) LIMITED 9
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Methodology

As outlined in Appendix B, summarized below is the methodology used to determine
compensation levels. Specifically:

Base Salary/Wage — Annual base salary at July 1, 2013. If an hourly rate was reported, we
annualized the value by multiplying the standard number of work hours per week by 62 weeks
per year. If a weekly rate was reported, we annualized the value by multiplying by 52 weeks per
year.

- Data effective July 1, 2013 captures Hydro One's most recent collective agreement terms.

Total Cash Compensation - Base salary plus most recent short-term incentive or bonus paid
where applicable.
- Hydro One does not provide short-term incentive or bonus programs to Professional or
Power Worker positions.

Benefits and Pensions — To value benefit and pension programs, we applied a relative value
process 10 a set of standard employer paid cost factors, plus actuarial and demographic
assumptions to measure all financially significant features of benefit and pension programs
based on open and closed plans.

Total Compensation — Total cash compensation plus estimated annual value of the most
recent long-term incentive grant (i.e., expected value of stock options or share awards) and
pensions and benefits,

- Hydro One does not provide long-term incentive programs to any positions.

MERCER (CANADA) LIMITED 10
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Findings
Summarized below are the results of our compensation benchmarking analysis.

Overall, on a weighted average basis, Hydro One's total compensation cost is 10% above
market median. Hydro One’s position relative to the market 50th percentile varies by employee
group from a low of 1% below market P50 for the non-represented group and a high of 12%
above the market P50 for the PWU.

In the 2011 study, Hydro One's overall weighted average was 13% above the market total
compensation P50 — a 3% shift towards the market median has occurred since 201 1.

Table 4

Legend
8 2013 Hydro One Pasition Relative 1o tarket
% 2011 Hydro One Position Relative to Market
O 2008 Hydro One Positian Refative 10 Market

Total Remuneration (Current)

Hydro One P50 Relative to Market P50
‘ . #of Hhyro s : 1
Hydro One Group . O osp ¢ 075 4 PE0=1 o2 1 150
| Incuments | ks ! E !
—— S ————————— — —— — _|
. Mon-Represemed 208 X J l
8 Professionals 746 50 | |
‘ ............ —_— — —_—
%Z Power Workers | 2700 BX0
g < e, gt
i 3 ] — i ]
Below P50 Above P8O
Compensation Compensation

The results are driven by a combination of competitive base wages, especially for the most
highly skilled Power Workers' Union ("PWU") positions, and the relatively high value of legacy
collective agreement wages, pension and benefits programs (the legacy non-represented
pension and benefit and Society pension plans are now closed o new members),

We understand that these legacy plans relate to collective agreements negotiated prior to the
formation of Hydro One. All PWU employees continue to be covered by the legacy plans. Even
if all Non-Represented and Professional employees were covered by the new plans, the
difference in overall cost on a weighted average basis appears to be minimal as the high
population Power Worker positions continue 1o be covered by the legacy plans; however, the
use of the “hiring hall” for several of the PWU benchmarks does appear to reduce
compensation costs relative to both other PWU positions and our market data.

MERCER (CANADA) LIMITED 11
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For new employees hired into Non-Represented and Professional job classifications, the value
of pensions and/or benefits, where applicable, have decreased due to recent amendments to
these plans (see “Future” column on the following pages).

We note that, when measured on revenue, Hydro One is the second largest organization in the
sample. Although size has a limited impact on middle management and unionized roles, size
may have an impact on compensation for executive roles, as these roles tend to be larger and
more complex in larger organizations.

As requested by stakeholders in 2011, in addition to comparing Hydro One P50 to market P50,
a comparison was also made of Hydro One median to market average (mean). On a weighted
average basis, Hydro One’s total compensation cost is 10% above market average. Hydro
One’s position relative to market varies by employee group from a low of 3% below market
average for the non-represented group and a high of 13% above the market average for the
PWU. In conclusion, there is relatively little difference between the market median and market
average. See Appendix A for detailed results.

MERCER (CANADA) LIMITED 12
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Non-Represented

Summarized below are our results for the Non-Represented roles that we benchmarked at
Hydro One relative to the market peer group.

In comparison to 2011, the 2013 Total Compensation (Current) results have increased from
17% below market median to 1% below market median.

Table 5

Hydro One P50 Relative to Market P50

' Total Compensation®
— Base Salary | Total Cash’
‘Eofl H | ' 1 2
Hydro One Group s ?wufr?;rgs__i Current® | Fitura®
|
Financlal Director 3 3% 20% | 21% t 21%
e L 5% -5% 1% 3%
i B — . ISP
Senior Legal Counsel 8 7% 0% 12% \ %
-g B L R . . J ﬂ__-f-....._ — — —— -
El Engineer F : 83 40% AT% 156 -19%
& |' ! i e
= |
£ ]
8 Aren Superintendent 16 6% | -3% ! 0% ! 2%
N . ] b
r:’:r:‘uz:‘:m’ Managsr 8 ~30% . -29% “26% | -29%
: i _ |
Fleld Service Coordinator® 76 1% ll 10% 14% ]| 6%
[ i
Administrative Assistant | l
|

=A

Markel results weighite
per position.)
2 pase salary plus short-term incentives granted (l.e., bonus), where applicable.
3 Total cash compensation plus estimated long-term incentives, benefits and pension values,
4 Based on Hydro One's employee population, assuming current pension and benefits program eligibility.
5 Based on Hydro One's employee population, assuming alf incumbents in the new pension and benefils programs.
The results do not reflect a 0.75% employee pension contribution increese effective October 1% 2013,

MERCER (CANADA) LIMITED
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Professionals (“Society”)

Summarized below are our resuits for the Professional roles that we benchmarked at Hydro
One relative to the market peer group.

In comparison to 2011, the 2013 Total Compensation (Current) results have increased from 5%
above market median to 9% above market median.

Table 6

Hydro One P50 Relative to Market P50

e Total Compensation’
“THof Hydre One Bese Salary | Tolal Cash’ -
Hydro One Group Tctbrtinia !
i
Engineer E 132 -2% | -6% -3% -6%
..................... i l_
Business Analyst C 18 26% 32%
Engineer D 258 4% 5%
»
E — = [
! -
e !
fg‘ Engineer C 18 14% : 14%
5 - b
(v
Engineer B 271 10% 12%
Business Analyst A 11 25% 0%
.l = 1
Engineer A 41 18% ' 11% ' 12% 12%

Market results weighted by organization (1.e., for each participating organization, Merce:

per position.)

2 pase salary plus short-term incentives granted (ie., bonus), where applicable.

3 Total cash compensation plus estimated long-term incentives, benefits and pension values.

¢ Based on Hydro One’s empiayes populalion, assuming current pension and benefils program eligibility.

¢ Based cn Hydro One's employee population, assurming all incumbents in the new pension and benefils programs.

MERCER (CANADA) LIMITED 14
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Power Workers

Summarized below are our results for the Power Worker roles that we benchmarked at Hydro

One relative to the market peer group.

In comparison to 2011, the 2013 Total Compensation results have improved from 18% above

market median to 12% above market median.

' Market results weighted by orga

per position.)

2 Base salary plus shori-term incentives granted (i.e., bonus), where applicable.
? ratal cash compensation plus estimated long-term Incentives, benefits and pension values.
4 Based on Hydro Qne’s employee population, assuming current pension and benefits program eligibifity.
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APPENDIX A

Hydro One vs. Market Average

As requested by stakeholders, summarized below are the results of our compensation
benchmarking analysis comparing Hydro One median to market average.

Overall, on a weighted average basis, Hydro One’s total compensation cost is 10% above
the market average (mean). Hydro One's position relative to market varies by employee group
from a low of 3% below the market average for the non-represented group to a high of 13%
above the market average for the PWU.

Table 8

Legend
W 2013 Hydro One Pasition Relative to Market
X 2011 Hydro One Position Relative to Market
O 2008 Hydre One Pasition Relative 1o Market

titiple of Average Hydro One P50 Relative to Market Average
i #OHyOD ! : : i
Hydro OneGroup | &2 2013 ;11 P 2008 020 075 Awrage=1i 125 150
i Incumbents : f j

X [ &
_a N (W (-

Wa"lghmd Avorage

] : L}
Below Above
Average Average
Compensation Compensation
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Non-Represented

Summarized below are our results for the Non-Represented roles that we benchmarked at
Hydro One relative to the market peer group.

Table 8

Hydro One P50 Relative to Market Average'

| Total Compensation”
; Base Salary | Total Cash’ .
# of Hydro One L i | .
Hydro One Group Siiabails | Cumrent® | Fulure
i Financial Director 3 A% 6% L% \ 7%
E—— TR TR T e L
‘ -14% A5% | -1T% .
Affairs Executive 4 14% 'I 15% : 17% ] 18%
N — — v o —— e e —.u..:l___ e e - —— e .
Senlor Legal Coungel 8 6% t 4% | 3% ~2%
3 ‘ e = 8 ]
Wl Engineer F 83 3% | 18t [ A% | -20%
@ ]
L o | JEAre— _l O A2
3 |
né Area Superintendent 16 i -7% ! -8% 8% -9%
¢ —— I ] i |
Human Resource Manager P 328 3% ‘ 32% i .35%
{ Consultant !
-]
|
Field Service Coordinator” 76 1% 10% 14% J 6%
Administrative Assistant 8 7% -8% -8% -8%

ar defermined one average value

per position.)

2 Base safary plus short-term incentives granted (i.e., bonus), where applicable.

3 Total cash compensalion plus estimated long-lerm incentives, benefits and pension values,

¢ Based on Hydro One’s employes populstion, assuming current pension and benefits program eligibhity.

5 Based on Hydro One’s employee population, assuming sl incumbents in the new pension and bensfits programs.
The resulls do not raflect a 0.75% employee pension cantribution increase effective October 1% 2013,
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Professionals (“Society”)

Summarized below are our results for the Professional roles that we benchmarked at Hydro
One relative to the market peer group.

Table 10

Hydro One P50 Relative to Market Average'

| Tatal Compensation”
Bese 2 T A
Hydro One Grou  # ol Hydro One R I. I Cosi l vl £
Yy ] | Incumbents Curtent” | Fulure
I | ]
Engineer E 132 0% -B% —i -1% 1 ~5%%
L | - J
Business Analyst C 15 23% 18% l 31% % 26%
Englneer O 258 6% i -2% 4% 1 3%
| |
—_—r pe—s
Engineer C 18 13% 79% 19% | 14%
o |
Englneer & 27 12% 5% | 14% 14%
Business Analyst A : 11 16% 1 13% 19% i 19%
- B B e
Engineer A 41 12% 6% 15% 15%

| 14

i
; | 0
fupens

Sl B2 ? p I nid el VT DR D
' Marke! resulls weighted by organization (i.e., for €ach participdting wrganization, Mercer aeleimine
per position.)
? Base salary plus shori-ferm incentives granted (i e., bonus), where applicable.
? Tolat cash compensation plus estimated long-term Incentives, benefits and pension values.
¢ Based on Hydro One’s employee population, assuming currenl pension and benefits program eligibility.
5 Based on Hydro One's employee population, assuming all incumbents in the new pension and benefits programs.

d one average value

MERCER (CANADA) LIMITED 18



COMPENSATION COST BENCHMARKING STUDY HYDRO ONE NETWORKS INC.

Power Workers

Summarized below are our results for the Power Worker roles that we benchmarked at Hydro
One relative to the market peer group.

Table 11

Hydro One PED Ralative bo Marked Average’

e Salary okl Gy’
u of Hydro One
|Mru o Group - cimrts |
System Oporator :
(Controlier) 92 17% ¥ 26%
Regional Fuintaionr « Lines , i )
! 4 % 58
tSacardien? 02 14% : Jia% 25%
Protection and Control
Technician 82 w05 16% i 2%
Area Disiribution i | N
Enginearmp Technician 180 n% | P : 2%
. E———| 1 A
fiegional Maintainer - Unes 742 % ! .1 } 9%
. | - |
Regiznal Maintainer « I 3 ! Sty
Elostrical L 234 Fad | % 2%
Fiest Mathanic 88 | 12% 10 I T
Lineman - Journeyman S | | 1% 10% i L
! | | i
Service Cispatcher l 26 { 29% 2% : A
i e R .__‘: SO [ . ===s o o
Deatoer 1 ! k3] %% 0% 5%
Stock Keeper i 4 L 2% 19% 3%
Data Entry Clerk 63 | 6% 5% 10%
Ptoﬁuenm Flulg . . e ! e P
Admintstratar 1t ) a
Elnctrion) Apprentice Coood a0 | 22% 268%
Lines Apprentce f; 265 % 1 1% | 1%
Matnr Reasler j 0 % | +386 5%
Gonorel i
\ntourarifisimiabii 1 13% 4% 2%
=LA T
::-?2:’&'11'-‘:611&'
e L T [

! Markei results weighted by organization (L.e., for sach participaling organization, Mercer determined one average valua
per position.

2 Base salary plus short-term incentives granted (i.e., bonus), where applicable.

3 Total cash compensation plus estimated fong-term incentives, benefits and pension values

4 Based on Hydro One's employee population, assuming current pension and benefits program eligibility.
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APPENDIX B

Position Descriptions

 Benchmark Position

Adminisirative Assistant

Suryey Code

220.108.430

Generic Description

Requires a general knowledge of deparimental procedures, practices and office
routine. Possesses good office and computer skills including word processing,
spreadsheets, graphics software, dictaphone transcription, and filing. May provide
assistance to a more sanlor Adminisirative Assistant in a large department.

Area Distribution
Engineering Technician

999.999.001

Perform Technical support work for the Dislibution Section of the area: such as
monitoring the performance of the distribution system by performing various technical
studies, identifying and recommending solutions to the supervisor, providing field data
and preliminary analysis for engineering studies. Negotiate property settlements an
distribution lines and perform joint use activities. Provide administrative support
related to preparation of estimates and work orders (WO} work schedules, line
layouls, joint use, provision of underground cable and laull location service. Perform
staking activities and prepare design packages for new conneclions, service
upgrades, extensions, betlerments and relocalions,

Area Superintendent

700.792.211

Responsible for providing construction management and suparvision within the
construction group. Administers construction conlracts. 1s accountable for
construction costs, schedules, safety, product quality and environment performance.
Provides input inlo Project Execution Plans and the associated schedules and
estimates. Usual qualifications include 10 to 12 years of experience including
supervisory experience. Requires experience in construclion management and
supervislon of varlous trades.

Business Analyst A

320.392.360

Assists with analyzing internal metrics. Performs responsible and varied business
analytical or administrative functions. Asslsts with preparalion documents, forecast
summaries, status reporis, budget reports, ete. Duties may include interpreting and
processing company contracts, AFEs, and government agreements. Assignmenls are
given in terms of objectives and relative prioritles. Problems may be solved by
adapting standard methods or by practical applications of knowledge. Usual
qualificalions include a university degree.

Business Analyst C

320.392.340

Analyzes internal melrics. Performs respensible and varied business analylical or
administrative funclions. Prepares documents, forecast summaries, stalus reports,
budget reports, ete. Dutles may include interpreting and processing company
contracts, AFEs, and governmenl agreements, Assignments are given in terms of
objectives and relative priorities. Problems may be solved by adapting standard
melhods or by practical applications of knowledge. Usual qualifications include a
university degree with a minimum of 4 years' related experience; lechnical diploma
with 2 minimum of 6 years' related experience.

Data Entry Clerk

999.999.002

Perform dala processing services including inputting, updating, to various
computerized databases and applications of external service providers. Perform
clericalladministrative duties in support of system processes. Work with various
intemal and external contacts and customers In the selup, maintenance, reporting
and follow up of non-eleclricity accounts, customer service orders, materials,
corporate charge cards, time reporting, management reporting, damage claims,
accounts receivable, etc. Parform administrative services for provincial client group
and special projects.

Drafter |

510.656.420

Incumbent works on standard drafting assignments. Methods are defailed and
standard but judgment is required in planning tasks and choice of methods.
Accountable for accuracy and adequacy of work performed. May provide technicai
guidance lo less experienced Drafters. Usual qualifications include a technical school
diploma or equivalent, with a minimum of 5 years' related experiance.

Eleclrical Apprentice

999.999.112

A five year apprenticeship leading to a Construction and Malntenance Electrician

MERCER (CANADA) LIMITED
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Benchmark Position

Engineer A

' Survey Code

510.780.360

Generic Description

Incumbent receives “on-the-ob” ralning in various phases of ofiice, plant of leld
enginearing through assignments of, in some cases, classroom instruction. Tasks
assignad are simple and routine in nature. Assists more senior engineers ih the
preparation of plans, calculations, reports, etc. Few technical decisions are made and
these are routing, with clearly defined procedures and guidelines. Waorks under clese
supervision and work is reviewed for accuracy, adequacy and conformance wilth
prescribed procedures. Usual qualifications include a universily degree in enginearing
with minimal experience.

Engineer B

§10.780.350

Uses a variely of standard problem solving lechniques, May assist more senior
engineers in carrying out technical tasks req ulring computation methods, Dulies are
assigned with detalled oral and cccasionally written instructions. Work is reviewed in
detail with guidance given. May give limited technical guidance to junior professionals
of technicians working on a commaon project. Usual qualifications Include a universily
degree i engineering with a minimum of 2 years’ related experience.

Engineer C

510.780.340

Incurnbent is responsible for varled engineering assignments requiring a broad
knowledge of an engineering specialty and the effect the work has upon other flelds,
Solves problems using a combination of standard or modified procedures.
Participates In planning objectives, Performs Independent studies, and analyzes,
interprets and draws own conclusions; more complex work projects are referred to
imore senior authorities, Not supervised in detail except on more difficull assignments.
May give periadic technicel guidance lo less experienced professionals or lechniclans
assigned to work on a common project. Usual gualifications include a university
degree in engineering with a minimurm of 4 years' relaled experience.

Engineer D

510.780.330

This Is the first level of full engineering specialization and is considered the senior
level position. Alteratively may be the level at which an Indlvidual acts as group
teader or work task force leader of a small group of technical pers onnel. Requires
applicalion of well-developed technical knowledge in planning, conducling and
coordinating difficult assignments. The posilion requires lhe modification of
established guidelines and inilialion of new approaches. Makes independent
decisions In planning, organizing and completing technlcal assignments. Workls
reviewed for soundness of judgment bul accepted technically as accurate and
feasibla, Work is assigned In terms of objectives and priorlties but infermed guidance
is available. Advises on technical problems and supervision, and may plan, schedule
and review work of professional engineers and technicians. May make
racommendations concerning selection, tralning, discipline and remuneration of staff,

Engineer E

510.780.320

May have responsibility for coordinating engineering work assignments and making
recommendations on technical applications developed by other prolessional
personnel or consultants. May involve the direcl supervision of a group of
professionals. Provides guidance and training to less experienced staff. Checks work
for accuracy and completeness. As a specialist, conducts special, complex and
advanced level studies. Work is generally reviewed for results only. Makes
independent decislons within broad guidelines and policies. May make
recommendations concerning selection, training, discipline and remuneration of staff.
May also responsible for construction.

Engineer F

510.780.310

Incumbent is considered an authority in an engineering field of specialization and acts
as a technical consultant to the organization, This level is a dual-sieeam first level
managerial pesifion. Incumbents may be responsible for directing a staft of
professional and support employees or act as a technical specialist. Responsible for
planning and direcling large engineering programs/projecis; sets priorities and
allocates resources; makes necessary decisions on all day-to-day operating matters
within constraints of company policy. Recelves work in lerms of broad ohjeclives.

Field Service
Coordinator

700.793.240

Manage and supervise irade, technical and clerical staff. Develop work programs,
organize schedules, provide instructions, guidance and checks, monilor work to
ensure work quality and accuracy and [0 conformity to govarning regulations. Ensure
{he administration of procedures, applicable legislation and collective agreemenls are
met. Administer and control contract work, Review work methods, ensure appropriate
training. Develops, maintains and enhance customer relationships through direcl
contact both internally and externally. This pesition is non-represented.

Financial Director

210.100.130

Responsible for providing overall direction for 1ax, insurance, budget, credit and
treasury functions for the organization. Provide shorl to medlum term direction for all
corporate financial funclions so that financial Iransactions, policles, and procedures
meel the organization's short and medium-tenm business objectives and are
conducted in accardance with regulations, and standards. Activities may include:
credil contral; cash flow; investment management; lax; insurance, treasury; internal
audit; budgeting and forecasling; and foreign exchange. Lead, direct, evaluate, and
develop a leam of senior managers o ensure that the organization's linancial strategy
is Implemented effeclively, consistently and according 1o established guidelines.
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Benchmark Positlon

Fleet Mechanic

999.999 011

HYDRO ONE NETWORKS INC.

Genoric Dascdp‘tion

Be responsible for the Inspection, repair and maintenance, as well emergency repair
of vehicles (e.g. bucket truck, all-terrain vehicles, go track, digger truck, ladder truck
{orklift, backhoe, manlift, vans/pickup trucks and the hydraulic equipment of the
vehicles e.g. booms, buckets. Maintain inspection schedules and coordinate
schedufing repairs 10 be coniracted oul. Work is performed in a garage or on sile.

General
Labourer/Roustaboul

700.792.431

This is the level at which Individuals with no previous experience enter into the
company. Acts as a general labourer. Works under close supervision within well-
defined procedures, Duties involve general field/plant maintenance or clean-up work.
Minimum qualifications include a high school diploma wilth minimal related
experience.

Human Resource
Manager / Consultant

120.100.220

This position plans, designs, develops, implements and ad ministers policies and
programs through functional supervision in all or some of the following areas:
employee relations, execullve compensation, wage and salary administration, job
evaluation, performance managemenl, recruitment and selection and employment
equity! human rights.

lLineman - Journegyman

820.768.410

Responsible for the installation, maintenance, removal, and Inspection of
tranemission/disiribution power lines. Typically requires 4 years of experience and
certification as a Power Line Technician (or equivalent).

Lines Apprentice

999.999.113

A four year apprenticeship leading to a Power Line Technician position.

Meter Reader

920.680.430

Responsible for reading electric, gas, or water meters and keaping track of their
average use by recording information. Other duties would include inspecting meters
for damages and defects. Entry level position which typically requires a high school
education.

Produgction Field
Administrator 1if

220.778.413

Works independently, Works closely with field operations. Assists in all areas of
production and general accounting duties, clerical and office administration functions.
Provides analysis and Input of operational accounting Informalion and codes and
inputs all payablas and produclion volumes. May assist In preparing special
production reports. Requires broad knowledge of depariment procedures. Orders all
stationery/supplies and runs office. Monitors, troubleshoots and co-ordinates with
head office maintenance of existing compuler syslems. May check work of junior staff
and provide guldance. Working with a Supervisor, assisls in preparing field accruals
and analyzes actual performanca versus budgel. Possesses a solid understanding of
basic accounting principles. Requires advanced PC and dalabase management
knowledge. An accounting background or diploma with 8 years' office experience is
typlcally required.

Protection and Control
Technician

999 999.004

Perform initial inspectinns, conduct trouble-shooting and preventative maintenance,
carry oul madifications and repairs as required, on all types of protaction,
telecommunications, metering and control equipment which comes under Proteclion
and Control (P&C) jurisdiction. Discuss and review results with supervisor, if the:
equipment is highly critical from the standpoint of syslem operation, before putting the
aruipment into service.

Regional Maintainer -
Electrical

999.999.007

Responsible for the general maintenance and repair work on electrical systems and
equipment al various geographical locations. Requires averhauling, maintaining and
inspecling equipment such as conduclors & insulators i.e. balleries, station bus,
cable, compressed air systems, fire prolection equipment switchgear i.e. circuit
breakers, load Interrupters metalelad swilchgear, oil circuit breakers, SF6 breakers,
air blas| breakers, transformers, rolating machines, distribution stations & equipment.
Has the necessary knowledge of the trade theory, operating principles, charts, tables,
testing equipment and other reference works, to test, dismanlle, repair, clean and
assemble station electrical equipment within the required spacifications. Requires
certification as a construction and maintenance electriclan. Also performs mechanical
and protection and control work.
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 Benchmark Position

Regional Maintainer -
Forestry

999 .999.005

| Ganeric Description

HYDRO ONE NETWORKS iNC,

Perform line clearing adjacent to power lines and associaled apparatus. Carries out
all phases of vegetalion management including the application of peslicides.
Understands and operales lools assoclated with the trade, various types of vehigles
and aerlal equipment, hand or power-operaled pesticide applicalion equipment, Must
provide at own expense, any tools listed for Ihis classification if required in his/her
work, in accordance with the attached tool list.

In addition to the above, may have the following skills:

+ Lead Hand Skills (including dacumentation, job planning and knowledge of work
management syslems as required)

« Work Protection Code Skills (including establishing, and holding)

« Contract Monitoring Skills

« Environment Skills (such as PCB management, WHMIS, wasle management, gtc.)

Regional Maintainer -
Lines

999,999,006

GConstruel and maintain transmission and distribution lines and associated apparatus.
Maintain power service to electical customers. Understands and fs able to operata
the tools of hisfher trade, and is familiar with the various instruments, .. volimeters,
ammeters and chmmeters. Must be familiar with hydraulically-operated anticulated or
telescoplc aerial devices. Musl provide al own expense any tools listed for the
classification if required in hisfher work [n accordance with (he allached tool list. This
classification also includes the requirement to hold a Power Line Techniclan
cerlification (or equivalent).

Regional Maintainer -
Lines (Supervisary)

999.999.008

This position is responsible for the safely, quality and quantity of the wark performed
by hisfher crew. They plan work including staffing requirements, assigning work, cc-
ordinale work with other work groups, ensure proper work practices are followed,
repor on work performed and engage in good public retations. He/she performs (he
following physical wark activities. Construct and maintain transmission and
distribution llnes and associated apparatus. Mainlain power service to electrical
cusiomers, Also responsible for contract monitoring and lead hand responsibilities,

Senior Legal Counsel

115.100.340

Responsible for providing management and employees with advice on a broad range
of moderately complex conflicting legal principles. The applicable laws and
regulations are numerous and varied, and present difficult problems of interpretation.
Applies independent judgment in recommending a course of action for a client
department, providing inpul as to the ramifications of a course of action, a legal
decision, or a new plece of legislalion. Usual qualifications include a law degree,
membership in a law sotiety/bar assoclation and/of other relavant jurisdiction with a
minimum of 8 year's related experience.

Service Dispatcher

430.612.340

Responsible for handling incoming consumer calls to schedule and dispalch service
technicians to problem areas (including high voltage switching). Maintains
documentation of crew activities for continuous knowledge of line and substation
work. Key coordinator during pawer failures provides notification 1o Intémal and
external customers regarding restoration of power services.

Stock Keeper

$99.999.009

Receives, receipts, slores, issues and ships materiel used in operations. Manages
materiel, in accordance with established practices and regulations. Is responsible for
materie! under his/her contral. Performs malntenance, not requiring formal trades
qualifications, and asslsls in tasks where unskilled or semi-skilled abllity is required.

System Operator
(Controller)

999.998.010

Monitor and operate the transmission/distribution syslem assets on a 24-hour basis.
Determine condition and recommend on availability of equipment. Carry out Manual
Block and Rolational Load Shedding Schedules procedures, Monitor, approve and
report LV - load transfers. Direct / monitor personnel on a 24 hour basis (i.e. -
swilching agents, field crews) in the operation of the Transmission / Distribution
network system assels. Troubleshoot & seclionalize for low voltage feeder faulls,

Top Rates and
Regulatory Affairs
Executive

110.200.130

Executive with pimary responsibility for preparing, managing, and Jeading company's
testimony in utilitles rate cases before local, regional or federal agencies,
Responsibilities include development of all research associated with regulatory
activities including activity across other regulatory entilies and mainiaining

relations hip with all regulators. Develops cost factors in association with ufilities rate
cases, may or may not, be involved in delivery of lestimony. Typically reports to a Top
Legal Executive, Chief Operations Officer or a Top Utilities Executive.
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APPENDIX C

Detailed Compensation Benchmarking Methodology

Summarized in this appendix is supporting descriptions of how we determined values for each
of the major components of compensation. Spegcifically:

Base Salary — Annual base salary at July 1,2013. if an hourly rate was reported, we
annualized the value by multiplying the standard number of hours per week by 52 weeks per
year. |f a weekly rate was reported, we annualized the value by multiplying by 52 weeks per
year.

Total Cash Compensation - Base salary plus most recent short-term incentive or bonus paid.

Benefits and Pensions — To value benefit and pension programs, we applied a relative value
process to a set of standard employer paid cost factors, plus actuarial and demographic
assumptions to measure all financially significant features of benefit and pension programs
based on open and closed plans. See detailed methodology below.

Total Compensation - Total cash compensation plus estimated annual value of the most
recent long-term incentive grant (i.e., expected value of stock options or share awards) and
pensions and benefits.

Detailed Benefits and Pension Methodology — Total remuneration includes the following values
for benefits and pensions:

. Mercer's relative value process applies a broad set of standard cost factors, plus actuarial
and demographic assumptions to measure all of the financially significant features of benefit
programs on a benefit line basis.

. Effectively, this process isolates the plan design and removes variable factors such as
historical experience, demographics, and utilization trends specific to each participant in the
study. For example, if two survey participants have an identical benefit offering, the values
will be equal regardless of the actual plan costs to each of the employers.

Aligning Values with Hydro One's Actual Costs

+  For the purpose of this Total Compensation Cost Study, we adjusted the manual rates
within our relative value tools so that the results by line of benefit more closely reflect Hydro
One's actual benefit costs and liability figures.
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Participation & Anti-Selection:

Active Flex Benefits:

Participation: We use a standardized set of participation assumptions for all participants that
vary only by the number of options that are offered under the plan. Therefore, two identical
flex programs will produce similar relative Total Values.

Anti-Selection; A unique feature of flex plans is that employees who choose richer oplions
are likely to be higher claimers than those choosing poorer options. This is reflected within
our methodology by increasing the value of the richer options and reducing the value of the

poorer options. The final relative values of the flex plan are a weighted average of the
values of each of the options.

Optional plans that are fully employee-paid (such as optional life) are excluded from the
review.

Low value core plans / catastrophic core plans and spousal top-up plans are excluded from
the valuation.

Projection Methodology for Pension Plans

Defined Benefit Plans

For defined benefit plans, annual service costs were estimated for each company’s plan
design at various earnings levels using a common sample employee demographic (age and
years of service). The annual service costs were converted into company provided values
by deducting any required employee contributions under each plan. The resulting company
provided values were expressed as a percentage of earnings to be applied to the earnings
associated with each benchmark position.

Defined Contribution Plans

For defined contribution benefit plans, the company provided value was set equal to the
company contributions.

Where employees are entitled to choose the level of their contributions, employees were
assumed to contribute at the level that would maximize company contributions,
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Projection Methodology for Post Retirement Non-Pension (PRNP)

Employee-specific factors including earnings and service are projected to each of the assumed
retirement ages at which point the benefit payable is determined, actuarially valued and
discounted with interest to the current age of the employee. The resulting values are split pro-
rata on service into the benefit in respect of past service and the benefit in respect of future

service, and the future service benefit vaiue is converted to a level percentage of future
pensionable earnings.

«  The results are weighted by the assumed retirement rates and combined to produce a
single value of future benefit accruals, as a percentage of future earnings, per member.

. Benefits are projected both before and after retirement based on benefit-specific (e.g.
medical, dental) inflation assumptions.

. Benefits are coordinated with provincial medical and drug plans.

« Lifetime maximums are reflected where applicable.
Flex Premium Cost Sharing & Credit Allocation:
+  Cost sharing is determined using each participant's actual price tag and credit formula.

+  Assumptions are made as to where credits would commonly be used, unless they are
allocated to specific benefits. These assumptions coordinate with the standardized
participation assumptions outlined earlier.

Standard Demographic Assumptions:

+ A common population reflecting the general demographics of a Canadian workforce group
and adjusted to more closely mirror Hydro One's workforce is used in the analysis.
— This population reflects a group of employees with an average age of 45, average
service of 15 years, and average annual earnings of $1 10,000 (average earnings used
for benefit purposes).

«  For Pension and Post Retirement Non-Pension benefits, the above popufation is assumed
to retiree approximately as follows:
— 25% of the group retire at age 55
— 60% of the group retire at age 60
- 15% of the group retire at age 65
— 70% of the active members are assumed to be married over their career while 90% of
members are assumed to be married at the time of their retirement
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Other Actuarial Assumptions:

*

The following assumptions were used in the review:

Discount rate: 4.25% per annum

inflation: 2.00% per annum

Salary Increase: 4.00% per annum

Post Retirement mortality UP 1994 generational mortality (80% male)
Termination rates of 2% each year prior to age 55 (for pension values)
Medical and Dental inflation/utilization increases
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March 18, 2014

Hon. Charles Sousa
Minister of Finance for Ontario

Dear Minister Sousa,

| have the honour to present to you my report on the sustainability of electricity sector pension
plans in Ontario.

While as the Advisor | remain solely responsible for the text of this report and its
recommendations, my work greatly benefited from the information provided by officials of the
Electrical Safety Authority, Hydro One, the Independent Electricity System Operator, Ontario
Power Generation, Ontario Energy Board, Ontario Financing Authority and Ontario Ministry of
Government Services. | also benefited from meetings and discussions with representatives of
these entities as well as representatives of the Power Workers’ Union and the Society of Energy

Professionals. | am also very grateful for the secretariat support provided by the Ministry of
Finance.

| thank the many individuals, agencies and labour unions referred to above for their willingness
to meet and to address frankly, intelligently and constructively the challenging issues of
electricity sector pension sustainability and affordability that fell within my mandate. And | thank
you, Minister for the opportunity to serve as Special Advisor.

| wish you and your officials every success in working with all the affected parties to translate

your government’s commitment to sustainability into a new pension policy framework for the
Ontario electricity sector.

Sincerely

@L&JL

Jim Leech
Special Advisor
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Chapter 1: Introduction

1.1 The Task and Process

The 2013 Budget noted that pensions are a key part of the total compensation of public-sector
workers, and that many public-sector pension plans, like their private-sector counterparts, are
facing sustainability challenges. In that Budget the government committed to engaging with
both employer and labour representatives on the challenges facing electricity sector plans.
Specifically, the government announced its intention to establish a government-led industry
Working Group to address pension issues associated with the single-employer pension plans
at Hydro One (H1), Ontario Power Generation (OPG), the Independent Electricity System
Operator (IESO) and the Electrical Safety Authority (ESA).

This Report is intended to inform and help frame the efforts of this Working Group by setting
out a starting point — beginning with the current status and outlook of the plans — and
providing advice on a roadmap and potential destination that is both affordable and sustainable.

The Terms of Reference for this report tasked the Special Advisor with providing advice to

the government on potential changes to these plans that would result in pension plans that are
affordable for employers and ratepayers, and sustainable for the members who will rely on
them for their retirements. Potential changes to be examined included:

> equal cost-sharing between employers and employees for ongoing contributions;

» joint governance by employers and plan members, with joint responsibility for the
sustainability of plans;

> more affordable pension benefits, such as conditional prospective benefits; and
> the potential for pooling assets of the plans.

The full text of the mandate is included as Appendix A.

The work of the Special Advisor began in January 2014 with a series of meetings and
conversations with the executive leadership as well as members of the Board of Directors

of the four electricity sector agencies, and elected representatives and officials of the two
unions — the Power Workers Union (PWU) and the Society of Energy Professionals (Society).
Both employers and employee representatives came prepared to discuss electricity sector
pension policy, specific challenges facing the four pension plans and potential solutions.

' Other agencies, such as the Ontario Energy Board and Ontario Power Authority do not offer their own pension
plan, but belong to the Public Service Pension Plan. Other employers in the sector, such as local distribution
companies, generally belong to Ontario Municipal Employees Retirement System (OMERS).



Officials of the Ministry of Government Services also provided useful information on sector
collective bargaining and the labour relations context. Finally, the Ontario Energy Board which
is responsible for establishing “just and reasonable rates” that utilities charge ratepayers and,
as part of its process, reviews compensation costs, including pension costs, provided its
helpful perspective.

On behalf of the Special Advisor, the Ministry of Finance requested that OPG, H1, IESO and
ESA provide baseline data on key characteristics and trends for their respective pension plans.
That data helped shape the recommendations in this report. It should be acknowledged that this
process was the first time there has been such a collection of data across all the companies.

In the time available for this Report, it was not possible to produce the level of detailed data

analysis to permit the more extensive modelling and actuarial studies required to complete a
comprehensive review of each plan.

The Report provides background on the pension landscape in Ontario, as well as in the
electricity sector. The structure of the Report is as follows:

Chapter 1 briefly outlines the Special Advisor's mandate and consultation process, and reviews
the current pension policy landscape in Ontario.

Chapter 2 describes the four agencies and provides information on their respective pension
plans. It also identifies the pension cost impact on electricity rates and the Province’s Fiscal
Plan and describes the collective bargaining environment.

Chapter 3 reviews the key findings of the Special Advisor arising from consultations with
affected parties and data analysis.

Chapter 4 sets out conclusions and recommendations regarding movement towards
equal cost-sharing for ongoing contributions, addressing affordability of the pension plans,
institutionalizing joint responsibility for the sustainability of plans through a Funding
Management Policy, the potential for pooling assets of the plans and other issues.

Finally, recognizing the complexity of this undertaking, Chapter 5 outlines a potential
implementation strategy and next steps.

1.2 Pension Policy Context

Employment-based pension plans are usually established voluntarily by employers, as an
employee benefit in the form of deferred wages. They are an integral component of total
compensation packages and are intended to provide an important source of retirement income
for employees, who are plan members, and their families. Accordingly, it is critically important
that any pension plan be sustainable so that the retirement income of retirees and active
members is secure.



From the perspective of employers, employment-based pensions have typically served

two objectives — attracting and retaining talent and managing internal labour succession by,
for example, facilitating retirement of older workers. The cost of the plans must be considered
appropriate in the context of total compensation expense. It is in the interests of employers
and their customers, as well as employees, that plans be affordable.

The Pension Framework in Ontario

Registered pension plans (RPPs) are a specific type of tax-assisted retirement savings
arrangement. RPPs may be sponsored by employers, employer associations, or unions,
to provide retirement income to employees.

Pension plans are broadly characterized as either defined benefit or defined contribution plans.

» In a defined benefit (DB) plan, the pension benefit is determined by a formula, usually
based on years of service and/or earnings (e.g., a percentage of average annual salary
multiplied by years of service). Under the Ontario Pension Benefits Act (PBA), benefits
accrued under defined benefit plans cannot be reduced.

» In a defined contribution (DC) plan, the pension benefit depends on the value of
accumulated contributions made by and/or on behalf of the member, the returns earned
on those funds and interest rates at the time of retirement.

» There are also hybrid plans which offer elements of both defined benefit and defined
contribution plans.

Plans can either be ‘contributory’ (both employees and employers contribute) or
‘non-contributory’ (only employers contribute). Most public sector plans, including those
in the four agencies in the electricity sector, are contributory defined benefit plans.

The Ontario Expert Commission on Pensions in its 2008 Report to the Minister of Finance
observed that it is widely accepted that DB plans deliver better financial outcomes for retirees

than DC plans, though they are likely to cost sponsors more.? In particular, the Report
indicated that:

“Moreover, because workers can predict what a DB pension will yield with relative accuracy,
they can plan for their own retirement with greater certainty that they will not experience a
dramatic decline in their living standards. And because these pensions are sometimes (not
always) linked with other features (more aggressive investment strategies; partial or ad hoc
indexing to mitigate the effects of inflation; additional non-pension benefits, such as extended
health care coverage), DB plans have tended to be especially popular with workers. Finally,
several types of DB plans, such as multi-employer plans and jointly sponsored plans, offer
members and their union or other association a role in plan governance.”

Pension plans in Ontario can be classified either as single-employer or multi-employer.

2 Inherently, a DB plan is the more cost effective pension model as it provides the opportunity to pool investment

and longevity risks. However, employers and employees can underestimate the cost of the benefits promised
which leads to large unforeseen cost increases.



Single-Employer Pension Plans (SEPPs):

SEPPs are composed of members that work for the same employer or group of affiliated
employers. These plans can be defined benefit or defined contribution, or a combination of both.

> While these plans can be either contributory or non-contributory, the employer is typically
the sole sponsor. With respect to DB plans, employers as sole sponsor are responsible
for financing any funding shortfall, as required by the PBA.

> All plans within the four electricity agencies are SEPPs. While employees contribute to

their pension, the employers are responsible for ensuring that the plans are fully funded,
and bear all funding risks.

Multi-Employer Pension Plans (MEPPs):

MEPPs are composed of members that work for any of two or more non-affiliated employers.
These plans can be DB, DC or a combination of both.

» These plans are most commonly established by trade unions, and provide pension

mobility for employees who change employers within the same industry (e.g., in the
construction trades).

» MEPPs may be “target benefit” plans: Where employer contributions are not enough to
cover pension benefits, the PBA allows that accrued benefits as well as future benefits
may be reduced, if the terms of the plan permit.

The 2013 Ontario Budget confirmed that the government will be moving ahead on regulatory
changes to formalize the PBA framework pertaining to target benefits in MEPPs and announced
the intention to develop a framework for single-employer target benefit plans.

MEPPs may have a single-sponsor (a group of employers) or be jointly sponsored.

Jointly Sponsored Pension Plans (JSPPs):

JSPPs are DB plans that may be SEPPs or MEPPs. The governance structure of JSPPs is
fundamentally different from single-sponsor plans:

» Decision making on plan administration is shared and any plan changes must be agreed
by the sponsors jointly.

» Contributions are shared by plan members and their employers, making the plans
“cost-shared”.

» Funding shortfalls are a joint obligation of both employees and employers, making the
plans “risk-shared”.

In addition, these plans allow for the reduction of accrued benefits in the event of the wind-up
of a plan.

Some PWU and Society-represented employees at certain local distribution companies in the

electricity sector are members of Ontario Municipal Employees Retirement System (OMERS),
which is a JSPP.



Funding Issues for Ontarlo’s Public Sector Pension Plans

Both employer sponsored and jointly sponsored public sector pension plans, like their
private-sector counterparts, are facing sustainability and affordability challenges.

The Commission on the Reform of Ontario’s Public Services highlighted the fiscal pressures

arising from public sector pension expense and recommended measures to contain costs and
improve the sustainability of public-sector SEPPs.

The government has responded to these issues by addressing funding pressure in JSPPs
and SEPPs.

Funding Overview

The financial health of a DB pension plan is determined by funding valuations governed by the
PBA. Pension plans are required by the PBA to set aside sufficient funds to finance the benefits
that will be paid out in the future. There are two types of funding valuations for defined benefit
plans used to determine if a pension plan is funded sufficiently: the going concern valuation
and the solvency valuation. These tests compare assets to liabilities:

> The solvency valuation assumes the plan winds up, with deficiencies paid back over
five years.

> Going concern valuation assumes the plan continues indefinitely, with deficiencies paid
back over 15 years.

Investment returns and long-term interest rates are the major drivers of a plan’s funded status.
Persistently low long-term interest rates have created pressure to increase contributions —

lower rates increase the present value of future pension obligations and reduce the funded
status of the plan.

JSPP Plan Changes

Most of Ontario’s largest public-sector plans are JSPPs, four of which are consolidated in
the Province’s financial statements: Colleges of Applied Arts and Technology Pension Plan,
Healthcare of Ontario Pension Plan, Ontario Public Service Employees Union Pension Plan,
and Ontario Teachers’ Pension Plan.

The 2012 Budget noted that contribution rates for many JSPPs had risen significantly as a
result of funding challenges such as market volatility and continued low interest rates. After
extensive engagement, the government reached agreements with the sponsors of the four
consolidated JSPPs to freeze employer contribution rates for a period of five years in order
to provide funding stability. For example, the sponsors of the Teachers’ plan agreed to cap
contributions at a maximum of 13.1 per cent and the sponsors of the Colleges plan agreed
to a cap of 14.8 per cent. With contribution caps in place, should a funding shortfall occur
during the freeze period (December 31, 2012 to December 30, 2017), the plan sponsors
(which includes employees), agreed to reduce future pension benefits, to a limit.



Solvency Funding Relief for Public Sector SEPPs

Since May 2011, the government has made temporary relief from solvency funding
requirements available to eligible public sector SEPPs. In exchange for relief, these SEPPs are

expected to negotiate plan changes with employees that improve sustainability and affordability
over the long term.

The government’s temporary solvency funding relief regime for public-sector SEPPs has

been successful. Since the announcement of the program in 2010, a total of 25 plans have
been accepted for stage 1 relief (19 are in the university sector); this has reduced the solvency
payment requirements of these plans by a total of more than $700 million as of the end of 2013,
thereby protecting jobs and programs. Almost all university pension plans registered in the
program have negotiated increases in member contribution rates and/or reductions in future
benefits: at least 12 are now either at or close to 50/50 cost sharing for ongoing contributions
between employees and employers.

The ESA, IESO and OPG each applied to the government for relief through the public sector
temporary solvency funding relief program. While each of these plans met the eligibility criteria,
the government deferred the decision on their applications, pending the outcome of the Working
Group announced in the 2013 Budget, and the parties’ progress in advancing a sustainable
framework. The appointment of a Special Advisor is an important first step in this change
process; recommendations regarding the public sector temporary solvency funding relief

program and its application to the three electricity sector plans are further discussed later in
this Report.

Removing Barriers to Creating JSPPs in the Electricity Sector

The government took an important step as part of its commitment to addressing challenges
with respect to electricity sector pension through Bill 65, the Prosperous and Fair Ontario Act
(Budget Measures) 2013. The legislation amended the Electricity Act to remove a number of
statutory barriers to the possible future merger of the electricity sector pension plans and to
the creation of JSPPs in the sector. Bill 85 received Royal Assent on June 13" 2013.

The provisions have not yet been proclaimed in force.

The amendments will enable the parties to form a JSPP if they jointly agree to do so.



Chapter 2: Electricity Sector Plans and Context

2.1 Agencies’ Corporate Profiles and Pension Information

The four pension plans that are the subject of this report were initially formed as part of

the former Ontario Hydro pension plan and were constituted as separate plans as of 2000.
Since that time, the successor plans have changed and each now has different contribution
rates and benefits. Examined together, as of 2012, the four successor plans have about
18,000 active members combined and about 19,000 retired and deferred members combined
(See Table 1 in Appendix B for additional demographic details). Overall, this represents

a mature and maturing pension plan; however, there are significant demographic differences
among the individual plans.

Similar to other pension plans, these plans have experienced significant market volatility since
2008. All four plans have had going concern funding deficits recently and have been required
to make substantial special payments toward these deficiencies.

In 2012, total contributions from all sources to the four plans were approximately $585 million.?
Table 2 in Appendix B sets out the various types of payments flowing into the plans. Of the
$585 million, just over $100 million was contributed from employees. The approximately

$480 million in funding from the companies consisted of current pension expense payments

($365 million), and special payments required under the Pension Benefits Act (PBA) for deficits
($115 million).

All elements of the sector pension plans, including employee contribution rates and benefit
levels, are negotiated through collective bargaining. Through this process, relatively generous
pension benefits have been negotiated. The plans’ benefit provisions include:

» unreduced early retirement (as low as factor 82)* with bridge benefits;®
> the maximum survivor benefits permitted under the Income Tax Act; and

> a rich benefit formula based on average salary recognition using an employee’s best
three years plus, in some cases, bonuses up to a certain percentage.

Chart 1 breaks down the costs of the benefits under the OPG pension plan — the other three
plans have a similar cost distribution. It shows the costs for the different pension pian benefits,
as a proportion of pensionable salary but does not include the cost of funding any plan deficit
through special or voluntary payments. The chart clearly demonstrates that ancillary benefits
(indexation, bridge benefits and early retirement subsidy) are a significant portion of the overall

pension cost — in fact the base pension represents less than 52 per cent of the total
pension cost.

Excludes voluntary employer contributions.

The retirement factor for any given pension plan is the total of the plan member's age and years of service.
In this case, when the total is 82 or more, the person is eligible for an unreduced pension.

A bridge benefit provides additional pension income until age 65, when CPP and OAS payments begin.



Breakdown of Total Current Service Cost Chart 1
as of January 1, 2013 by Benefit Component

B indexation
B Postretirement Survivor Pension
M Bridge Benefit

B Early Retirement Subsidies
Without Bridge Benefit

B Basic Pension Benefit
(Formula, Final Average Earnings,
Termination Benefits, Preretirement
Survivor Beneflts, LG5)

Note: Actuarial assumptions provided in document summarizing January 1, 2013 valuation results.
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Table 3 in Appendix B compares these benefits with other public sector plans and other energy
companies. Compared to other public-sector pension plans, the DB plans in the electricity
agencies are generous, expensive and inflexible.® They generally require lower contributions
from employees, while providing substantial benefits. Furthermore, electricity sector employers
are responsible for a larger share of pension contributions compared to most other public-sector
employers. In addition, as single-employer pension plans (SEPPs), the employers bear all risks,
such as investment performance, interest rate changes and increased longevity. These risks

increase both the amount and the volatility of pension costs, which is ultimately borne by
ratepayers, customers and the shareholder.

In addition to the registered pension plans, the four companies provide Supplementary Pension
Plans (SPP), which provide additional benefits to employees whose income exceeds federal
Income Tax Act limits for pension contributions. These plans are non-contributory, and not
pre-funded (i.e., benefits are paid from the individual company’s general revenue, including
regulated revenues). In 2013, the cumulative unfunded SPP liability on the balance sheets of
the four agencies was approximately $490 miliion.

® In recent years, several public sector pension plans have introduced flexibility by adjusting benefits to control
costs. For instance, both the Ontario Teachers’ Pension Plan and the Healthcare of Ontario Pension Plan have
adopted variations of conditional inflation protection for future service.



Individual Agency Summaries
1. The Electrical Safety Authority (ESA)

The ESA began operations in 1999 with the mandate to enhance public electrical safety in
Ontario. It is an administrative authority acting on behalf of the Government of Ontario with
specific responsibilities for electrical safety. The agency operates as a stand-alone, financially
self-sustaining not-for-profit corporation accountable to a Board of Directors and operating as an
Administrative Authority under the Electricity Act 1998 and under an Administrative Agreement
with the Ministry of Consumer Services.

Consistent with its mandate, ESA administers regulation in four areas: the Ontario Electrical
Safety Code; licensing of electrical contractors and master electricians; electricity distribution
system safety; and electrical product safety.

Unlike the other three agencies, ESA costs are not passed on to ratepayers directly. Its costs
are included in fees charged to contractors requiring electrical inspections, or when license fees
are imposed on customers of local distributors or contractors.

Funding for the ESA comes from fees paid for safety oversight, safety services, and licensing.
The ESA has revenues of approximately $100 million. The vast amount of this revenue is
recovered as fees for its services as an inspector and licensing agent.

As a not-for-profit, this revenue must match its expenses. In fiscal year 2013, total accounting
pension expense for the ESA was over 10 per cent of total revenue. Due primarily to the low
interest rate environment and the increasing longevity of its pension beneficiaries, the ESA has

absorbed a 155 per cent increase in annual pension costs into its operating budgets over the
last three years.

Due to the relatively large pension expenses, as a proportion of revenue, small swings in
pension assumptions can have significant effects on the bottom line of the agency. Unlike the
other three companies, this volatility is difficult to manage because there is no ability to reconcile
actual pension expense against expected expenses when billing customers.

The ESA pension assets have a value of approximately $200 million. It has about 450 active
members in the plan and about 260 retirees. The demographic profile of the pension plan is

expected to remain relatively stable in the future. Given the pension plan’s small size, it cannot
achieve efficient asset management.

The PWU represents most ESA employees, including its inspection force. While it offers
generous early retirement options, most employees start work at the ESA later in their careers,
meaning that retirement is often delayed beyond the age of initial eligibility.



2. Hydro One (H1)

H1 is the largest electricity transmission and distribution company in Ontario, with assets

of $21.6 billion. It owns and operates 97 per cent of Ontario's electricity transmission system
as well as many rural and small town distribution systems in Ontario. All electricity ratepayers
contribute to the cost of H1 pension contributions through transmission rates. Its distribution

customers also pay an additional amount representing the cost of H1 pensions attributable to
distribution workers.

H1 is wholly owned by the Province of Ontario, and its transmission and distribution businesses

are regulated by the Ontario Energy Board (OEB). It operates as a commercial enterprise with
an independent Board of Directors.

Its pension plan has approximately $5 billion of assets. H1 has the oldest demographic profile in
the sector: 5,600 active members compared to 7,000 retired members, or 1.25 retirees for every
employee. However, many of H1 retirees were originally retirees of the former Ontario Hydro.

As such, it is expected that the H1 plan will move to a more balanced ratio between active
members and retirees in the future.

Of all the plans, H1 is in the best financial condition. It was able to generate significant returns in
2013. However, it should be noted that it continues to face funding pressure from continued low
interest rates. In addition, due to updated actuarial standards, changes will be required to the
mortality assumptions underlying the plan which will contribute to further funding pressures.

3. The Independent Electricity System Operator (IESO)

IESO balances the supply and demand for electricity in Ontario and then directs its flow across
the province’s transmission lines.

IESO connects all participants — generators that produce electricity, transmitters that send it
across the province, retailers that buy and sell it, industries and businesses that use it in large
quantities and local distribution companies that deliver it to people's homes.

The IESO is a not-for-profit corporate entity established in 1998 by the Electricity Act of Ontario.
It is governed by an independent Board, whose Chair and Directors are appointed by

the Government of Ontario. Its fees are set by the Ontario Energy Board and are passed on

to ratepayers through regulatory charges.

The IESO pension plan has approximately $300 million in assets, with about 440 active '
members and about 290 retirees. It has a relatively stable demographic profile. The majority

of its employees are represented by the Society. As a small plan, it too cannot achieve efficient
asset management.
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4. Ontario Power Generation (OPG)

OPG is an electricity generation company whose principal business is the generation and sale
of electricity in Ontario. Its focus is on the efficient generation and sale of electricity from its
generating assets. OPG was established under the Business Corporations Act (Ontario) and
is wholly owned by the Province of Ontario which appoints its independent Board of Directors.
OPG provides a large portion of base-load electricity generation in Ontario through its nuclear
and large hydroelectric generation assets; the price of electricity generated by those assets is

regulated by the Ontario Energy Board. As such, all ratepayers are responsible for OPG’s
pension contributions.

Its pension plan has approximately $10.3 billion of assets. The pension plan currently has
approximately 11,200 active members and 10,300 retirees.

OPG is a mature company operating mature assets. Over the last decade, its share of the
market has declined as new sources of electricity have been developed. As a result, OPG
has been shrinking its workforce through attrition. According to Ontario's 2013 Long Term
Energy Plan, OPG’s market share will continue to decrease, as the Plan includes the closure
of the Pickering station, and defers the building of any new nuclear generating facilities.

If this continues to be the case, OPG will see further dramatic shifts in its work force and,
consequently, changes to the pension plan.

According to 2013 Annual Report by the Auditor General on Ontario:

“ the number of staff needed to operate, maintain and support its business activities is
expected to drop significantly from 2013 to 2025—by close to 50%. As a result, OPG will
need only about 5,400-7,000 staff by 2025.”

It should also be noted that OPG sets aside and invests funds specifically for discharging its
nuclear waste management liabilities. In accordance with the Ontario Nuclear Funds Agreement
between OPG and the Province, OPG established and jointly oversees the investment
management of two Nuclear Funds with the Province — a Decommissioning Segregated Fund
and a Used Fuel Segregated Fund. Although these Nuclear Funds are not related to the OPG
pension plan and thus not the subject of this Report, if they were pooled with the OPG pension
assets, the total market value of investments under administration would be approximately

$23 billion (based on estimates as of December 31, 2012). This represents a potential
opportunity for greater efficiency of asset management.
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2.2 Penslon Cost Impact

This section describes electricity rate setting process and identifies the impact of pension costs
on electricity rates and Ontario’s Fiscal Plan.

Electricity Rate Setting Process

Rates for transmission, distribution and OPG'’s regulated generation assets are set by the
Ontario Energy Board (OEB).

One of the OEB's principal functions is to set “just and reasonable rates” that utilities may
collect from ratepayers for utility services. The Board sets rates using a quasi-judicial process

that requires utilities to present evidence to justify any proposed rate increases through an
open and transparent public hearing.

The OEB'’s current rate-setting process establishes base rates for each distribution utility
through a comprehensive review of the utility's costs as detailed in its rate application.
This review typically occurs every four years for electricity distributors. In the intervening
years, the Board provides for inflationary increases adjusted by a productivity measure.

For transmission and distribution rates, H1 submits applications to the OEB presenting its
forecast revenue requirements to recover allowable costs, including operating costs, such as
pension expenses, and the cost of capital (depreciation, debt costs, and an allowable return on
equity, based on its deemed capital structure). OPG submits applications presenting its forecast
revenue requirements for costs related to its regulated generation facilities (nuclear, large hydro,
and, prospectively, other smaller hydro facilities).

The OEB assesses the prudence of the submitted costs and makes a determination on costs
(“revenue requirements”) that are allowable for inclusion in transmission and distribution rates
for H1 and in electricity rates for OPG'’s regulated generation facilities.

Based on approved revenue requirements, the OEB sets transmission and distribution rates,
and rates for OPG’s regulated generation such that the revenue requirements are expected to
be collected over the rate-setting period.

Where actual costs differ from forecast costs and are deemed outside the control of the
regulated electricity companies (such as pension costs), the OEB may allow variance accounts
to be established. These accounts track the difference between projected costs in approved
regulated rates and actual costs; these cost differences can be considered for recovery in future
rate hearings. Pension costs can create challenges for the regulator, in situations where the

costs in the variance accounts are approved for recovery at a later date but turn out to be much
higher than predicted.

In the case of the IESO, the OEB approves the annual business plan and converts the revenue

required to operate the IESO to a fixed charge on electricity consumption. The IESO can adjust
any under- or over-recovery of revenue the following year.
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The OEB does not regulate the ESA and is not involved in its pricing.

The OEB will often set out a policy framework to guide applicants and interveners as to

how certain costs will be examined and allocated through the rate-setting process. To date,
the OEB has not established such a policy with respect to the treatment of pension costs.
However, the Board has raised concerns about high compensation levels in general at OPG,
and the impact on rates. In particular, it stated that “The Board remains concerned about
compensation costs, ... and would be assisted by a comprehensive benchmarking

study comparing OPG's total compensation with broadly comparable organizations.”
(EB-2010-0008: Decision with Reasons for OPG Payment Amounts Application, page 88).

Impact of Pension Costs on Electricity Rates

Pension costs are reflected in the price that H1, IESO and OPG charge for their services.

As noted earlier, all transmission grid connected ratepayers in Ontario pay for H1 transmission,
IESO operations and OPG generation. In addition, H1’s 1.25 million distribution customers must
also pay the pension costs for H1 distribution.

Pension costs represent a significant risk to prices. It is difficult to predict pension expense
as market returns shift, low interest rates continue, and mortality assumptions change.
This volatility represents a price risk for customers.

There is also a fiscal risk to the Province to the extent that pension costs are not fully recovered
in rates, or deviate from forecasts without a variance account with an OEB-approved recovery.
Pension costs not recovered through electricity rates would reduce net income and payments-

in-lieu of taxes paid by OPG and H1 to the Ontario Electricity Financial Corporation (OEFC),
which is consolidated in the Province's financial statements.
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2.3 Collective Bargaining Environment

Generally, employees and employers are able to negotiate a compensation package that can
include tradeoffs between current and future compensation, where pensions represent future
payments. In the electricity sector, it is not obvious that such tradeoffs have been realized:
the pensions are generous, in comparison to comparators; and, according to the companies,
current compensation is also at least equivalent to, or better than, other employers.

Bargaining Pensions

As noted earlier, all elements of the pension plans at these companies are determined in
collective bargaining. Notwithstanding the fact that the employers are the plan sponsors and
bear all of the risks, the collective agreements contain language providing that terms can
only be altered with the consent of both parties.

Historically, pensions have been a key subject of negotiations at the bargaining table. Both
the PWU and the Society maintain that over the years they have made concessions on some
elements of current compensation in return for pension plan improvements, and that the total
compensation package must be considered at the negotiating table. They were very clear in
discussions with the Special Advisor that government should respect the collective bargaining
process and that pensions should remain part of the collective bargaining process.

Collective bargaining in this sector is decentralized — it takes place on an employer-by-
employer and union-by-union basis. The four employers do not coordinate their bargaining
activity or mandates. However, outcomes at one table directly influence outcomes at the others.

Collective Bargalning Background

Collective bargaining in the electricity sector is governed by the Labour Relations Act, 1995
(LRA). There is no provincial essential services statute covering employees.

In general, the parties are free to strike or lockout, although the Society has agreed to interest
arbitration in place of the right to strike other than at H1. The Society is covered by voluntary

recognition agreements (VRA) which prohibit a strike/lock-out so long as the VRA remains
in effect.

The PWU has two classes of employees that are covered under an essential services protocol
negotiated by the parties. There is no requirement under the collective agreement to negotiate

such a protocol, but it was done voluntarily when the parties negotiated work conditions specific
to those classes.

The binding interest arbitration framework negotiated by the Society and electricity employers

is a non-statutory regime. The framework is contained in VRAs/collective agreements which
originated with Ontario Hydro and have been modified over subsequent bargaining rounds.
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The binding interest arbitration is conducted by a sole mediator-arbitrator. Monetary issues
must be determined through consideration of criteria:

a) balanced assessment of internal relativities, general economic conditions,
external relativities;

b) employer need to retain, motivate and recruit qualified staff;
c) the cost of changes and their impact on total compensation; and

d) the financial soundness of the employer and its ability to pay.

Pensions are normally considered part of the compensation package by interest arbitrators.
Whether money is given as salary or as an employer pension contribution, it is part of the

total compensation package. A request to shift the pension obligation from the employer to

the employee is likely to be seen by arbitrators as a form of compensation reduction unless it is
offset by an increase in wages. In addition, arbitrators tend to direct parties to resolve significant
pension-related decisions through subsequent rounds of bargaining and have not made
significant changes to pension plan design.

Recent Collective Bargaining Outcomes

As of August 2013, all collective agreements in the sector had been settled either through the
negotiation process or interest arbitration.

In the case of collective bargaining process at H1, modest incremental increases to employee
pension contributions were negotiated with both PWU and the Society. The negotiated changes
would shift the ratio of employer-employee contributions from about 80:20 to 73:27.

In the cases of ESA and IESO, the agencies negotiated modest incremental increases of
employee pension contributions with the Society and PWU respectively.

No changes were made to the employee contribution as a result of collective bargaining or
the interest arbitration process at OPG.
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Electricity Sector Bargaining In Other Jurisdictions

The relatively high value of total compensation generally in the Ontario electricity sector and
these pensions specifically, is demonstrated by comparing their recent agreements to other
companies operating in similar circumstances across Canada.

New Brunswick Power

» Since 2010, negotiations have resulted in zero per cent wage increases in large collective
agreements; in addition, the company instituted a two-year wage freeze on non-union
positions, eliminated 300 full-time positions, eliminated executive bonuses and reduced
the number of vice-president positions.

Hydro-Québec
> Collective bargaining with Canadian Union of Public Employees (CUPE) coalition was
completed in December 2013. These agreements included:
> a wage freeze for 2014 and 2015;
» wage increases of 3 per cent in 2016, 2.75 per cent in 2017 and 2.5 per cent in 2018;
> the establishment of 50/50 pension cost-sharing formula; and

» the elimination of the profit-sharing plan in 2014 and partial integration of bonuses
into wage rates.

> The collective agreement with the engineers’ union previously negotiated reflects
the same terms.
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Chapter 3: Key Findings from Meetings with Stakeholders
and Data Analysis

3.1 Pension Benefits are Generous and Costly

Benefits in these four plans are quite similar and they are very close to the maximum benefits
allowed under the Income Tax Act.

In general, benefits in these plans are richer than most of the Broader Public Service (BPS)
plans and employee contributions are also lower than BPS plans in general. As noted earlier,
features of certain plans include:

maximum benefit accrual rates, at 2 per cent per year of service;

retirement calculation based on best 3 years’ average salary,

early unreduced retirement based on factor 82;

CPP bridging benefit formuia;

fully guaranteed indexing; and

v Vv VY Y Y Y

maximum joint and survivor benefits.

Employee contributions for plan members are generally in the range of 6 to 7 per cent of
salary;’ recently there have been some negotiated increases in employee contributions towards
7.75 per cent. This can be compared to Toronto Hydro and other local distribution companies in
the municipal sector that are part of OMERS, which offers less generous benefits whereas
employee contributions are currently over 14 per cent of salary.®

As a result of generous benefits and larger employer contributions these plans are expensive.
As noted earlier, employers bear the majority of costs. Based on the most recent valuation
reports filed with the pension regulator, the Financial Services Commission of Ontario (FSCO),
the employer current service cost represents approximately 18 per cent of payroll for OPG and
19 per cent of payroll for H1. With special payments, employer contributions represent
approximately 24 per cent and 27 per cent of payroll respectively. They are also close to

24 per cent for both IESO and ESA. (See Table 4 in Appendix B for further details).

3.2 Affordablility and Risks: Analysis of Pension Plan Value by
Benefit Component

As noted, these plans are relatively expensive, and relatively mature. As such, the accrued
benefits of existing retirees combined with those aiready earned by active employees represent
the significant portion of the overall liability for the plans. Only the relatively small future liability
that is accrued each year is subject to change.

Management members of the pension plan pay, on average, more than unionized staff. Rates vary from
7 per cent at OPG to 10.2 per cent at the ESA.

All contribution rates in this paragraph are applicable to earnings above the yearly maximum pensionable
earnings under the CPP.
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The following pie chart demonstrates the value of the past and future benefits in percentage
terms for the four electricity sector pension plans.

Cost Value of Past and Future Service Benefits Chart 2

for the Four Electricity Sector Pension Plans

Per Cent

" value of
Indexation
5%

With
No Indexation Active and Disabled
18% Members
35%

Retirees and
Deferred

41% _ Past Service Benefits

e —————— e

No single change to the plans would make them sustainable over time. Multiple levers are
required: indexation, bridge benefits and early retirement subsidies are each expensive
elements of the plans that need to be addressed. For example, turning inflation indexing “on or
off’ based on the financial health of the plan is an effective and easy way to cushion the impact
of market volatility and low interest rates for all members. Adjusting the early retirement subsidy
and CPP bridge “on or off’ is more difficult to accomplish while maintaining equity across
generations; nevertheless as shown on the next page, the early retirement subsidy and CPP
bridge are costly and set up inequities amongst members.

It is not clear that, in the dynamics of collective bargaining at these agencies, such plan design
changes can be made to affect future benefits. However, for these plans to be sustainable in
the long term, future benefits must be part of negotiated changes. Subsidized early retirement,
CPP bridge and fully guaranteed indexation represent significant costs for these plans.
Without the option to adjust future benefits, plans have little ability to manage future funding.

Flexibility to reduce benefits on a temporary basis in the future, if needed, should be built into
the plans now so that the adverse effects of volatile markets and increased longevity can be

managed. It is important that the parties understand and agree on what could be changed in
those eventualities.
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The cost of a pension is based on the value of its various elements. It is possible to break these
costs out for different employees, using various assumptions, to demonstrate the cost drivers of

the pension plans. It is changing these elements that can change the future service benefits,
and make a plan sustainable.

Chart 3 below is an example of the differing costs of a pension plan, as a percentage of payroll.®
It shows that for an individual who starts employment with an electricity sector company at age
25 and retires at age 54 (factor 82), it will require a contribution rate of almost 30 per cent of
salary for his entire working life to cover all benefits. However, if that same individual works

until 63, the cost will be approximately 20 per cent, due to a lower subsidy for early retirement
and reduced costs for future indexation, partially offset by a larger base pension. As this Chart

clearly illustrates, longer working employees are subsidizing those who choose to retire early
which is inherently unfair.

Electricity Sector Pension Plan Chart 3

Total Equivalent Contribution Required from Hire Age to Termination

Retirement Split Into Components;
Hire Age: 25 Hire Salary: $65,000 Assumptions: 3.5% Net Discount Rate

35.00%

M Survivor Benefits
30.00%
# Indexatlon

)

26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 61 62 63 64 65

Contribution Rate
Required as a Level Percent of Pay from Hire Age

L ———
pe—

Until Retirement/Termination

—

9  The calculations assume a male participant and are based on certain actuarial assumptions outlined below

(which are similar to the assumptions used for the actuarial valuations of the electricity sector pension plans).
The pension plan provisions valued are the legacy provisions that include the pension formula with three-year
average earnings, bridge benefits, unreduced early retirement at 82 points or age 60 and 25 years of service,
66-2/3% survivor pension and 100% of CPI indexation. Actuarial Assumptions:

increase on CPI: 2.00% per year Nominal Interest Rate: 5.50% per year

Increase in YMPE: 2.75% per year Real Interest Rate: 3.50% per year

Increase in Salaries: 3.75% per year Termination Rates: None

Spouse: 4 years young Mortality Rates: CPM-RPP2014 Priv With

CPM-A Improvement Scale

19



3.3 The Plans are Far from Sustainable

As demonstrated by Chart 2, approximately 75 per cent of pension plan benefits’ liabilities have
accrued and cannot be changed under the PBA. With employer contributions already at high
levels, none of the plans have the ability to absorb further market fluctuations, investment
performance significantly below actuarial assumptions or the costs associated with increased
longevity of its members. Should plans go further into deficit, the sponsors, and ultimately
ratepayers, will be required to pay even larger contributions. This exposes the plans to volatility.

Employer contribution rates have been volatile with large increases in special payments in
the period since the 2008 economic downturn. As described earlier, this volatility increases
the potential impact on regulated electricity rates. With stronger 2013 investment returns and
higher long-term interest rates (as reflected in the plans’ discount rate), deficits in all plans are
decreasing. This may create a sense of complacency — “if we just wait, the problem will go
away”. However, the plans are far from sustainable: they have a high total cost,
volatile/unpredictable contribution rates, have yet to incorporate new actuarial mortality
assumptions'® and no flexibility to absorb the effect of future adverse events.

It is critical that the plans build flexibility into their structure so that they are able to
accommodate shocks in the future. Because so much of the pension liability is already accrued,
and changes can only affect future service, benefit changes that provide flexibility must be
adopted sooner rather than later to have a meaningful impact.

3.4 More Pension Data Transparency and Information Sharing
is Needed

Indications are that, in recent years, there has been increased pension information and data
sharing and discussions of pension issues between the companies and unions, companies
and employees, and unions and members. This is a change from past practice of pension
information being withheld by employers, and is a positive development.

There has also been movement to institutionalize or regularize such arrangements through
the collective bargaining process. For example, under the most recent collective agreement
between the IESO and the PWU, parties have agreed to establish a new joint committee to
discuss pension plan sustainability. The Forecasts and Assessments Standing Committee
(FASC) is set to meet annually to discuss plan administration, funding and performance.

Similarly, ESA, H1 and OPG meet regularly with the unions to discuss pension plan information
and data.

10 Eor example, the Canadian Institute of Actuaries (CIA) has recently issued the first-ever mortality tables and
mortality improvement scales that are based on Canadian pensioner mortality experience. In prior years, many
Canadian pension actuaries have used the U.S. standard tables published in 1994 to derive their assumptions.
According to the CIA, the financial impact of adopting the new Canadian tables may vary considerably between
pension plans. Reported pension obligations could increase by as much as 7 per cent or more for some plans but,
more typically, increases may be in the range of 3 to 4 percent. Some larger Canadian pension plans, such as
OPG, have determined mortality assumptions from their own experience.
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Engagement of the plan actuaries in the process has contributed to the agreement of the
parties on the projections and assumptions underlying the plan, and a better understanding

of the challenges associated with the generous level of the current benefits and the plans’
exposure to risk.

It is also important to note that pension issues are high priority items on the respective Boards’
agendas. Board members emphasized in meetings with the Special Advisor an understanding
of the importance of ensuring that the pension plans are both affordable and sustainable, and

are actively devoting time and resources to developing potential solutions.

3.5 Shared Recognition of Pension Challenges

Both employers and unions agree on the need for change. In particular, all parties:

> Support a sustainable and affordable DB pension plan model. Differences arise, however,
around the definition of what comprises “sustainable and affordable”.

> Recognize that current benefits are generous and expensive, and that the public

perceives electricity sector pensions as even more generous compared to other public
sector pensions.

> Recognize that the pension plans’ demographic profiles are mature and in most cases
maturing over the near future.

» Recognize that the status-quo is not an option.

» Share concern that some “solution” could be imposed and have a desire to be architects
of any fundamental changes.

» Are ready to engage in discussions and development of solutions through a
government-led Working Group.

This shared recognition of key pension challenges in the sector provides valuable impetus
for the efforts of a Working Group.

With respect to the collective bargaining context, the position of both unions is clear: existing
pensions are a product of the collective bargaining process and any changes to the plans
should be made through that process. They further argue that the existing agreements are
protected by the Canadian Charter of Rights and Freedoms."

3.6 Perspectives on Potential Solutions
Movement towards equal-cost-sharing:

The companies’ focus has been on achieving improved sustainability and affordability by
moving to 50/50 cost sharing. Unions generally support negotiating over time toward 50/50
cost sharing, with appropriate negotiated offsets, through collective bargaining; unfortunately,
this only exacerbates the pension plan’s funding challenge.

" ltis important to note that the case law in this area is developing.
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Moving to a 50/50 contribution ratio will help to:

» Address the public concern over the impact of the employer contributions to these
generous pension plans on electricity rates.

> Address affordability for ratepayers by increasing the contributions for employees,
without a compensating offset to salaries. However, if the plans are not fully funded,

employers will still be responsible for future special payments. This creates risk
for ratepayers.

» Introduce more incentive for the parties to negotiate lower future benefits if necessary,
as employers and employees are both paying a significant portion of the costs of benefits.

However, movement towards 50/50, while helpful in addressing affordability issues, is not
sufficient to address the sustainability challenges. Changing the ratio of contributions from
employers to employees does not necessarily provide any additional funds to the pension
plans — increasing the total contributions to the pension plans by increasing employee

contributions and holding steady employer rates would push the total funding for pensions
beyond acceptable levels.

The data shows that funding levels of the plans remain unchanged or in some cases are
improving as a result of strong 2013 returns; however, they are still fragile with little room
to absorb further funding pressures due to the high level of employer contributions.

Joint Governance and the Collective Bargaining Process:

The companies respect the collective bargaining process and have tried to use the process
to achieve needed changes to pension plans.

However, the collective bargaining process is not designed for working through complex,
technical pension issues that tend to require both long-term timeframes for their resolution
and short-term flexibility to deal with economic downturns.

This observation is echoed in the report of the Ontario Expert Commission on Pensions led
by Dr. Harry Arthurs which found that:

«_the adversarial, one-minute-to-midnight atmosphere of collective negotiations is
sub-optimal for working through complex, technical pension issues that often require lengthy
horizons for their resolutions. Indeed as some stakeholders reported — pension decisions
taken at the bargaining table are sometimes made with little or no information about the plan.
Moreover, the plan itself is not represented in the negotiations, so there is a risk that pension
concerns may be set aside by the principal parties if seen as impeding the settlement of
more immediate, comprehensible and controversial issues.”

Report of the Expert Commission on Pensions, page 157, 2008.
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The companies favour potential conversion to a JSPP. However, they differ in their
preference for a sector-wide multi-employer JSPP or a single-employer JSPP model.
While joint-sponsorship involving a single union, rather than both unions, would simplify
governance from the union perspective, it is considered to be complex from the
employers’ perspectives.

Unions differ in their preference or readiness to explore the idea of one multi-employer JSPP

or two union-specific JSPPs. Regardless, they still would like to retain collective bargaining as
the vehicle to influence pension plan features.

Both employer and union representatives noted that merging the four plans into a single multi-
employer JSPP would be difficult given the differences between the current plans in terms of:

» demographic profiles of membership;

» the mandates and regulatory frameworks governing the agencies;
> union membership; and

> contribution rates and plan benefits. 2

Questions were also raised regarding responsibility for past and future liabilities, and the
potentially high costs associated with converting from a single sponsor to joint sponsorship.

Clearly, a sector-wide JSPP — about fourteen years after the original Ontario Hydro plans were

divided — would be a difficult and lengthy negotiation. It would also create complexity if further
changes in the structure of the sector are contemplated.

Pooled Asset Management

Further to the 2013 Budget announcement, the government has established a technical working
group with expertise in design, governance and transition issues related to implementing a new
pooled asset management entity for public-sector SEPPs. Officials from OPG and H1, with
expertise in asset management, participate in the working group deliberations. The working

group’s advice will assist the government in determining how to move forward with
implementation in 2014.

This initiative follows up on the 2012 announcement of the government’s intention to introduce
an asset pooling framework for public-sector pension plans; the subsequent report by the
Province’s Pension Investment Advisor, Bill Morneau, which recommended the government
establish a new entity for this purpose; and the Commission on the Reform of Ontario’s Public
Services recommendations to achieve efficiencies for broader public-sector plans.

Among the agencies, there were mixed opinions on the value of pooling assets. The larger
companies do not agree on the value of pooling assets, given the different characteristics and
profiles of the plans, while the two smaller agencies are very supportive of a BPS pooled asset
management entity, and recognize the value of greater efficiencies in asset management.

2 Table 3 in Appendix B sets out the contribution rates by union and by company. In the case of H1, Society
members have different contribution rates and different benefits, depending on their date of hire.
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Chapter 4: Conclusions and Recommendations

This Report’s recommendations reflect many of the experiences and insights shared by the four
agencies and the two unions with the Special Advisor and offers a balanced response to the
many complex issues confronting Ontario’s electricity sector pension plans.

Summary of Key Conclusions:

The purpose of this Report is to create a roadmap so that the sector can achieve sustainable
pension plans at affordable costs. It is not the goal of this Report to set out specific pension
plan terms, or provide a specific cost for those plans. Rather, it is to provide context and
understanding for the government, employers and employees, so that those parties can reach

an agreement that will address the issues faced by the sector’s plans.

The following key conclusions guided the formation of the Report's recommendations:

> Defined benefit pension plan model is preferred over alternatives provided it is affordable,
sustainable and flexible.

> The four pension plans are relatively generous and very costly to employers.
» None of the pension plans are currently stable — nor do they have the ability/flexibility
to handle any adversity as the parties do not share risks and the benefits are fully

guaranteed regardless of the investment performance of plans.

> Exposure of regulators, ratepayers and customers to open-ended and volatile pension
costs needs to be minimized.

> None of the plans have stated strategies on how to handle future surpluses or deficits
should the plans over/under perform actuarial assumptions.

> There is no history or experience of shared governance, risk sharing or cost sharing.

» Historically, limited institutionalized transparency and data sharing suggests that further
employee education may be needed.

» IESO and ESA are too small to have efficient asset management.

» Collective bargaining process, on its own, is not an optimal process to ensure that the
pension plans are sustainable and affordable on an ongoing basis.

4.1 Equal Cost-Sharing for Ongoing Contributions

It is recommended that employer/employee contribution move to the target of 50/50 on an
agreed timeline. The government has suggested five years to reach that target which would
appear to be a reasonable phase in period.
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4.2 Affordability: Contribution Celling

The parties should establish a ceiling on the contribution rate (current service plus special
payments) to be paid by the employer and employees. A suggested appropriate range would
be 9 per cent to 12 per cent." Limiting pension costs to 24 per cent (i.e. 12 per cent for each of
the employer and the employee) of salary would appear to be appropriate; however this should
be determined by the parties. The reduction in employer contribution levels could be phased

in to allow funding of any existing deficits by the agencies. As noted earlier, there are examples
of effective ceilings that have been negotiated in the public sector — in 2012 and 2013 the
government successfully negotiated contribution ceilings with certain consolidated JSPP

pension plans. These ceilings require reductions in future benefits rather than increased
contributions in the event of future deficits.

If the parties are unable to agree on an affordable ceiling then there could be a role for
government in establishing a ceiling on the contribution rate.

4.3 Joint Responsibllity for the Sustainability of Plans

The opportunity to make the necessary plan changes is increased if, for the time being, the
agency plans remain as SEPPs; this approach is the most practical in light of the additional
complexities associated with moving to a MEPP or joint sponsorship.'* However, there are a
number of elements that typically support single-employer jointly-sponsored pension plan
governance that would be very beneficial to the agency plans and would help ensure

their sustainability.

These include:

> Institutionalized pension information and data sharing processes. It is recommended that
the parties institutionalize pension information and data sharing through the plan sponsor
reporting the plan status to a proposed Funding Management Committee (comprising
employer and employee representatives) on a quarterly basis.

» A Funding Management Policy (FMP) that sets out what would happen in the event the
plan is in surplus or deficit going forward. A new funding management policy would guide
the parties in terms of affordability of current and future pension benefits. Its primary
purpose is to ensure sustainability of the plan so that both active and retired members
know their retirement will be secure. A strong FMP requires the pension plan be

managed in the most prudent manner, reducing the reliance on the plan sponsor’s
solvency to fund benefits.

" Nine per cent of salary is the limit outlined in the Income Tax Act as the maximum employee contribution level,
contribution levels above 9 per cent must be approved by the Canada Revenue Agency. There has been
commentary within the actuarial community that due to the prolonged level of low interest rates, 12 per cent may
be a more appropriate upper limit. The parties may wish to canvass their membership to determine contribution
rate appetite.

There are no existing barriers to the parties agreeing to a funding management policy and contribution ceiling
under the SEPP structure. However, the PBA currently does not allow for the conversion of SEPP benefits to a
JSPP. The Province has signalled its intention to develop a legislative framework to facilitate conversion of
existing benefits from a SEPP to a JSPP.

25



Accordingly, it is recommended that the parties immediately engage in a process to implement
formal information and data sharing processes and develop an agreed-upon FMP, contribution
ceiling and 50/50 cost sharing phase in period, as SEPPs. During this process, the parties may

determine it to be in their interests to move to a company-specific JSPP which the government
should facilitate.

Chart 4 sets out a general framework for a FMP. The intent is that the FMP would steer a plan
to sustainability over the long term by making decisions automatic, based on funding status.
An FMP can be designed with specific valuation thresholds that determine what contribution
rates should be, when benefits may require temporary reduction, and when those benefits
may be restored or new benefits offered. The framework provides mechanisms for benefit

and contribution changes in response to pension funding risks. It may be that the parties would

prefer that the FMP form part of a collective agreement but it should operate automatically
outside of the collective bargaining cycle.

Funding Management Policy — Chart 4

Framework Description

Valuation Basis

Zone: P Plan Impi
Machanizm: Improve benefits as agreed

Funding Risk: Plan Is essentlally fully funded at a conservative discount rate. Funding security Is desired to ensure
the Plan can support these benefits continually In the future.

Assets = (100+x)% of Liabllities
valued at interest rates +y,%

Zone: Temporary Plan Impr
Mechanlsm: Improve benefits or lower contrlbutions as negotlated

Funding Risk: Plan Is well funded and can afford changes that temporarlily provide a benefit enhancement {aslong
as It does not create a long term cost ) and/or lower the contrlbutions belng pald into the plan.

Assets = {100+x)% of Liabllities

Mechanlsm: Malntaln Base Benefits and Contributlons

Funding Risk: Plan Is adequately funded to provide base benefits supported by the base contrlbutlons. Glven the

volatility of market factors and the numerous assumptions in the funding valuatlon, “fully funded”
Is consldered a range.

Zone: Additional Support Required From FMP Levers

Mechanlsm: Ralse Contributlon Rates and/or Invoke Beneflt reductlions as agreed

Funding Risk: Plan I not considarad adaquately funded to provide base benefits supported by the base
contributions using a discount rate that reflects long tarm expected return less expenses less a

Assets = Liabllities
valued at interest rates + y;%

. Zone: Fully Funded

provision for ad | An to the contributlon rate (within FMP maximum)
and/or a decreass to the level of banefits being provided are necessary to recoup the deficit.
As the funding positian imp , these plan ch will be reversed.

Where y,% <Y,%<Yy;%
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The JSPP model has many positive attributes, including joint involvement in decision making,
but can also represent a risk for members. For instance, benefits can be reduced on the
wind-up of a JSPP. 1t is possible to design an FMP that can mimic many of the attributes that
the JSPP model can provide with respect to funding decisions, while not converting completely
to that model. The following compares key attributes of a JSPP and the proposed SEPP model
with a FMP and contribution ceiling. The comparative table demonstrates that a SEPP with
FMP and contribution ceiling can allow for:

» increased pension data/information transparency;

» co-governance,

» effective use of collective bargaining process to address complex and long-term pension
plan challenges; and

» pension plan design flexibility.

Attributes of a JSPP Attributes of a SEPP with

Funding Management Policy/Contribution
Constraints

General

Employer and employee jointly responsible Employer remains plan sponsor but financial

for plan; jointly determine plan design and exposure is defined.
what actions must be taken in the event of a
deficit or surplus. Employer and employees jointly determine in

advance what actions must be taken in the
~event of a deficit or surplus.
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Attributes of a JSPP

Attributes of a SEPP with

Funding Management Policy/Contribution
Constraints

Benefits

Sponsors can agree to certain benefits,
as appropriate, to meet agreed contribution
constraints.

Given plan can only reduce future benefits
under current legislation, it would be
important that as many benefits as possible
become conditional as soon as possible (but

not necessarily invoked) to start the “grow in”;

otherwise there is too much risk borne by
young actives.
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Funding Management Policy (FMP) agreed
by employer and union determines in
advance the valuation parameters and what
action is to be taken in the event of either a
deficit or a surplus (i.e. plan is put on auto-
pilot). For example, in the event of a deficit,
once the contribution ceiling is reached,
benefits start to decrease on a temporary
basis. Once the plan is no longer in deficit,
benefit reductions can be restored.
Examples of benefit flexibility include:
inflation protection; early retirement subsidy;
bridge benefit.

Given plan can only reduce future benefits
under current legislation, it would be
important that as many benefits as possible
become conditional as soon as possible
(but not necessarily invoked) to start the
“grow in”; otherwise there is too much risk
borne by young actives.



Attributes of a JSPP Attributes of a SEPP with

Funding Management Policy/Contribution
Constraints

Governance
Removed from formal collective bargaining Does not legally remove from collective
process: full transparency and decisions bargaining process — FMP is collectively
made collaboratively (usually through a | agreed.
Committee comprised of equal
representation from the employer and the ' Parameters are set for long term, beyond
employees) with equal information. the normal collective bargaining cycle.

Plan administrator reports with full

transparency to Funding Management

Committee (comprising agency and union
' representatives) on a quarterly basis.

|
Committee is responsible to ensure plan
decisions made in accordance with FMP.

Default

Regulatory default in case of no agreement FMP defines what happens in the event of

to solve deficit is to raise contributions. a deficit.

Solvency
Only JSPPs named in a regulation under As SEPPs, solvency funding requirements
the PBA are exempted from funding would continue to apply.

solvency deficit.

Process to Convert
It requires enabling legislation to convert No enabling legislation is required provided
existing benefits from a SEPP to a JSPP. employer and employees can agree to FMP

and contribution ceiling.
Process to convert must comply with

collective bargaining parameters; broad
parameters are laid out but employer/union
have flexibility to work within those
parameters
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4.4 Pooled Asset Management

Two of the four pension plans are quite small. Even together, the ESA and IESO are only
managing approximately $600 million. As noted earier, the government has created a technical
working group to make recommendations on the creation of an investment entity. Once
established, the government should facilitate IESO and ESA joining the new pooled asset
management entity for public-sector SEPPs.

Both H1 and OPG are involved in the technical working group. They should consider if joining a

new pooled asset management entity for public sector SEPPs will provide them with anticipated
advantages.

4.5 Other
Supplementary Pension Plans

The four agencies should consider exploring establishment of a cap on pensionable earnings

(e.g., exclude bonuses and/or cap pensionable salary) and/or lower the benefit accrual rate for
the purpose of the supplementary pension plans.
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Chapter 5: Implementation — Next Steps

Consistent with intent of the 2013 Ontario Budget announcement of a Working Group, it is
recommended that the parties establish four separate agency-specific Working Groups for
employer and employee nominated representatives to jointly address the changes in cost

sharing, the introduction of contribution ceilings and the development of a FMP.

Given the recommendation that the plans remain separate, a one-table approach would

add unnecessary complexity to negotiations. Separate tables will allow the parties to develop
tailored solutions for each company. The FMPs need to be negotiated for the long-term so the
plans can operate on “auto-pilot’ but be incorporated in the collective agreements. The four

plans’ respective FMPs will have similar structure but the terms will be unique to each plan,
allowing for customization.

The Working Groups’ activities should be facilitated by an experienced labour mediator with
pension knowledge.

It is recommended that the Working Groups work diligently through 2014, with a view to

completing framework agreements that can inform collective bargaining activities in 2015
and beyond.

This approach offers a window of opportunity to have a discussion regarding pensions.

No collective agreements are subject to negotiation before the end of this year'®. Pension
negotiations will require time, and much more analysis than was available in the production

of this Report. Both employers and employees will require access to information and actuarial
analysis. Nine months seems to be a reasonable timeframe for the Working Groups to arrive
at negotiated solutions broadly consistent with the recommendations of this Report, concluding
prior to the 2015 collective bargaining process.

Public Sector Temporary Solvency Funding Relief Program

It is recommended that, subject to meeting eligibility requirements of the program and achieving
progress in advancing a sustainable framework through the Working Groups, the three

electricity sector agencies that applied to the program in 2013 be reconsidered for admission
to the program at the end of 2014.

' With exception of the agreement between PWU and ESA that expires on March 31, 2014. The parties are already
in negotiations.
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Appendix A

Terms of Reference for Speclal Advisor on the
Sustainability of Electricity Sector Pension Plans
December 16, 2013

Background

There are four government agencies operating in the electricity sector that sponsor pension
plans for its employees. The four agencies are:

Electrical Safety Authority (ESA);

Hydro One;

Independent Electricity System Operator (IESO); and
Ontario Power Generation (OPG).

A o b =

The four agencies and their plans are the subject of the review by the government’s newly-
appointed Special Advisor, Electricity Sector Pension Sustainability. The two government
agencies within the electricity sector that are not part of the review, the Ontario Energy Board
and the Ontario Power Authority, do not sponsor their own pension plans.

Ontarlo Budget 2013

The 2013 Budget re-iterated the government’s commitment to:

» ensuring that single-employer pension plans (SEPPs) move to equal cost-sharing for
ongoing contributions within five years; and

» exploring opportunities to support joint sponsorship as the model for pension plan
governance and funding in Ontario's public sector.

It also specifically addressed the issue of sustainability of electricity sector pensions and
committed to engaging with both employer and labour representatives on the challenges facing

electricity sector plans in order to promote a common understanding of the pension challenges
and move toward a more sustainable framework.

The 2013 Ontario Economic Outlook and Fiscal Review further indicated the government’s

commitment to seeing changes in cost sharing, governance, and other provisions to make
Ontario’s electricity sector pensions more affordable.
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Mandate

The mandate of the Special Advisor is to prepare a report for the Minister of Finance setting out:

>
>

a summary of the funding sources and funding status of the plans;

the nature of funding challenges (including potential electricity price impacts resulting
from funding challenges);

workplace changes in demographics (including planned OPG workforce reductions);
a summary of the treatment of management and executives within the plans;

a list of appropriate comparators and how the provisions and governance of current
electricity sector pension plans compare to them;

advice on how to move forward on initiatives to improve the sustainability and the

affordability of the plans, including the potential benefit of pooled asset management
for the sector; and

an assessment of the implications of such initiatives, which could include, but are not
limited to, moving toward:

1. equal cost sharing between employers and employees for ongoing contributions
within five years;

2. joint governance by employers and plan members, and joint responsibility for funding
shortfalls on a prospective basis through joint sponsorship of plan(s); and

3. more affordable pension benefits, such as conditional prospective benefits.

Any advice on initiatives to address the sustainability and affordability should operate within
the context of collective agreements and existing labour agreements.

The Working Group announced in Budget 2013 will provide a forum, under the leadership of
Ministry of Finance officials for sector-nominated employer and employee representatives to
consider the potential approaches to improving sustainability and affordability of the electricity

sector pension plans. The report of the Special Advisor is intended to inform and help frame
the efforts of the Working Group.
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Special Advisor Consultations

In preparing the report for the Minister, the Special Advisor is expected to consult with

management and union representatives within the sector. This should include representatives of
the following organizations:

Ontario Power Generation;

Hydro One;

the Independent Electricity System Operator,
the Electrical Safety Authority;

the Power Workers Union; and

Y VvV Y Y Y VY

the Society of Energy Professionals.

Key contacts for these organizations are attached in the Appendix.

Deliverables and Timing

The Special Advisor will provide a final report to the Minister of Finance by February 28" 2014,
The proposal will include options and a recommended strategy for improved affordability and
sustainability, including implementation considerations and timelines.

Meetings and Reporting

The schedule of meetings is to be developed by the Special Advisor to meet the above
deliverable.

Resources and Budget

In addition to the costs related to the appointment of the Special Advisor, the Ministry of Finance
will fund outside expertise as required to fulfill the mandate of the Special Advisor.

The Broader Public Sector Pension Branch of the Ministry of Finance will provide secretariat
support in the organization and scheduling of meetings.
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Appendix B

Table 1: Pension Plan Membership Status, Affiliation and Demographics

OPG H1 IESO ESA Total
Membership (#)'

Active 11,238 } 5, 621 439 455 . 17,753
Retired | 10, 282 [ 7,093 291 ' 263 17,929
Deferred | 840 } 309 | 37 23 1209

Affiliation of Active Members (#):*

PWU | 6628 | 3514 50 366 | 10,558
Society | 3,435 | 1,384 329 . 49 . 5,197
Management | 1,175 641 76 40 1,932
Average Age:’

Actve Members | 466 | 442 NA 49 NA
At Retirement . 594 | 8586 | 566 60 NA

' As of December 31, 2012.

2 Ag of December 31, 2012 for OPG and ESA and as of September 30, 2013 for H1 and
December 31, 2013 for IESO.

3 As of December 31, 2012 for OPG, IESO, ESA and as of December 31, 2011 for H1 (most recent valuation).

Table 2: Employer and Employee Contributions?

For 2012

{millions)
Employer Contributions (current . ' f
service costs) ($) 225M 126.2M ™ 6.5M | 364.5M
Employer Contributions (going
concern special payments) ($) _ 65M 36.8M | 6.5M 3.4M 111.7M
Employer Contributions (solvency
special payments) ($) | n/a | 0 | 2.4M 0 | 2.4M
Employee Contributions (Current
Service Costs) | 73M 26.9M | 36M | 28M 106.3
Employer/Employee Contribution . _
Ratio (Current Service Cost) 76%/24% | 81%/19%* 66%/34%  70%/30%

' Represents cash contributions to pension plans other than voluntary employer contributions.
2 Estimated to be 77%/23% in 2013.

3 Additional contributions of $0.6M were made in 2012 in excess of minimum in respect of PWU gain-sharing.
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Table 4: Current service costs as a per cent of pensionable salary.

OPG H1 IESO ESA

Funded i ' '
Status Date January 1, 2013 | December 31,2011 | January 1, 2011 | January 1, 2013
Total Current
Service Cost $310,800 $126,221 | $10,331 $9,650
($000’s) |
As a % of
Valuation 26.5% 24.0% 23.6% 23.8%
Compensation |

- —— — ;
Annual Special |
raasytr;:;':itsALr:::rial $64837 | 359675 $9,021 $3,352

Valuation ($000’s)* |
|

*May be based on funded status using asset smoothing.
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1. Introduction

In 2013 the Ontario Energy Board (“OEB”) issued a report titled “Rate Setting
Parameters and Benchmarking under the Renewed Regulatory Framework for Ontario’s
Electricity Distributors”' (“Board Report™) in which it set forth the framework for setting rate
adjustment formulas for local distribution companies (“LDCs”). According to the Board Report,
rates will be indexed by a formula “which is used to adjust the distribution rates to reflect
expected growth in the distributors” input prices (the inflation factor) less allowance for
appropriate rates of productivity and efficiency gains (the X-factor).” The productivity part of
the X-Factor is the same for all LDCs. The efficiency gains part of the X-Factor is called the
stretch factor and can vary by company. This stretch factor reflects the potential for incremental
productivity gains by a given LDC under incentive regulation which in turn depends on an
individual distributor’s level of cost efficiency.

These stretch factor assignments are based on the results of a statistical cost
benchmarking study designed to make inferences on individual distributors’ cost efficiency. An
econometric model is used to predict the level of cost associated with each distributor’s operating
conditions. Distributors that had actual cost that was lower than that predicted by the model
were assigned lower stretch factors than those that did not. The October 18, 2013 report by
Pacific Economics Group (“PEG”) study titled “Productivity and Benchmarking Research in
Support of Incentive Rate Setting in Ontario” describes the model used to produce the
benchmarking results. The purpose of this project is to update the stretch factors using 2013 data
and the methodology for assigning stretch factors detailed in the Board Report and the PEG
benchmarking study.

Section 2 of this report discusses the methodology used for the 2013 update. Section 3

discusses the data used. Section 4 presents the benchmarking results and updated stretch factors.

1 1ssued on November 21, 2013 and corrected on December 4, 2013.

GGO
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2. Benchmarking Methodology

The model used to determine the cost efficiency of distributors is based on econometrics.
Distributor cost in this model is estimated as a function of business conditions faced by each
distributor. These business conditions include the number of customers served and the price of
inputs such as labor and capital. The parameters of this model establish the relationship between
cach business condition and distributor cost. These parameters were estimated using Ontario
LDC data from 2002-2012.

The model can make a prediction of each distributor’s cost given its business conditions
by multiplying the company’s business condition variables by the model parameters and
summing the results®. The distributor’s actual cost is then compared to that predicted by the
model. The percentage difference between actual and predicted cost is the measure of cost
performance. Companies with larger negative differences between actual and predicted costs
are considered to be better cost performers and therefore eligible for lower stretch factors. A
detailed description of the econometric model including estimation technique and other technical
details are contained in sections 6 and A2.1 of the PEG report.

The econometric model used to obtain the updated stretch factors is identical to the model
described in the PEG report. The Board intentionally decided not to update the parameters of the
econometric model to include 2013 data. The goal was to establish a fixed benchmark that
would allow companies a fair opportunity to demonstrate improved cost performance and earn a
lower stretch factor. The parameters from the previous model were combined with each
company’s data — including 2013 data - to produce 2013 predicted cost. The rationale for this

decision is discussed in the Board Report and in a memorandum by PEG that also makes some

3 The table of parameters published in the PEG report was for the full sample. When making predictions of
cost for each company, the econometric program estimated the model without including the subject of
benchmarking in the sample. Therefore, there exist 73 different sets of parameters which are very similar to each
other. For ease of presentation, the PEG report did not present the parameters specific to each distributor. These

company-specific parameters are necessary for the 2013 calculations and are contained within the working papers

P EC

Pagifle & ics Group R by LLG 3

associated with this report.




corrections to the 2012 results.* The PEG memorandum contains the corrected final results of
the 2010-2012 benchmarking model used in this update.

In order to apply the 2013 values to the model parameters, the data must be transformed to
be consistent with how the data were specified for the estimated econometric model. One
example of a transformation is that many of the explanatory variables were expressed as
logarithms prior to the model being estimated. The PEG report describes the details of the
estimation process in section A2.1. The working papers associated with this report contain an
excel spreadsheet that contains the all the necessary transformations.

The purpose of the benchmarking work is to evaluate the total cost incurred by each
distributor. Table One shows the formulas used to calculate the measure of total cost used in
PEG’s benchmarking analysis. As described in the PEG benchmarking report, adjustments were
undertaken with the purpose of standardizing cost in order to facilitate more accurate cost
comparisons among distributors. These adjustments included the treatment of high voltage and
low voltage costs.

The variables used to explain total cost are the same as in the previous PEG report. They
include outputs such as customers, kWh deliveries, and capacity. Prices for capital and OM&A
along with other business conditions such as customer growth and average length of lines are
also included. A complete discussion of the explanatory variables can be found in section 6 of
the PEG report. The explanatory variables are used to explain the level of cost incurred by each
LDC. Cost that is not explained by the variables is deemed to be due to management

performance.

3. Benchmarking Data

The source of the cost and output data used in the calculations is from the distributors as
reported in RRR filings. The study assumes that the data as reported by the distributors
conforms to guidelines described in the Accounting Procedures Handbook and other instructions

contained within the RRR filing system. It is also assumed that the LDCs have taken ownership

4 Available on the OEB website in the file “PEG _Memorandum_OEB on_corrections_2013 1220.pdf’+
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of the data provided to the Board and significant revisions are not anticipated.”> The source of the
input price data was Statistics Canada. The input price indexes used were the same as those used
in PEG’s original study.

The update was done in the same manner as the original work with a two exceptions.

The first is that the Board has improved the quality of the capital additions data requested from
the distributors. PEG has accordingly relied upon these newly-available capital additions data
instead of inferring these data from changes in gross plant®. The second exception is related to
the treatment of deferred smart meter OM&A expenses. In the previous report, an adjustment
was made for the estimated amount of amortization that was included in the reported OM&A
expenses as a result of clearing amounts from account 1555. Board staff has advised that due to
improved reporting requirements, this adjustment is no longer necessary.

Table One describes the calculation of total cost. Table Two shows each distributor’s
growth in total cost from 2012 to 2013. As can be seen, the majority of distributors had cost
growth or cost reductions in 2013 of 5% or less. All but five showed changes in within 10% of
2012 values. On average, the growth in cost was 2.6%, median cost growth was slightly higher
at 2.9%. OM&A cost grew by an average of 6.0% while capital cost did not grow on average.

The cconometric model estimates LDCs’ costs as a function of distributor output, input
price growth, and other business condition variables beyond management control. It will also

produce a prediction of the level of cost consistent with these business conditions and thus

S The Ontario Energy Board (the “Board”) released the Report of the Board on Scorecard (EB-2010-0379)
on March 5, 2014 (the “Scorecard Report”) states that: ‘While the Board will create consistent Scorecard reports for

distributors, ownership of the data and Scorecard resides with the distributor.’

¢ This improvement in data quality also extends to the collection of smart meter capital additions. The
previous study estimated capital additions for distribution capital exclusive of meters for the period 2006-2012 in
order to be able to isolate the accounting treatment of smart meters. The capital expenditures on smart meters were
gathered for each company via a supplemental data request. These capital expenditures were then used as a proxy
for capital additions and added to the total. Board staff have reviewed the filing requirements and have determined
that the 2013 additions reported by the companies should be suitable for use in benchmarking. Therefore, additional

data collection of smart meter cost is no longer necessary.

Pacific Keonomics Group Research, LLG 6
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“explain” some of the observed cost level. As described in the PEG benchmarking report,
changes not accounted for by these factors are deemed to be due to management performance.
The parameter estimates measure the cost impact of the different business conditions and are
presented on Table 16 of the PEG benchmarking report.

The first of the cost drivers is output quantity. The model uses three measures for the
quantity of distributor output. The first is the number of customers served and the second is kWh
delivered. The third is a proxy for the capacity of the distribution system. The capacity variable
is described in the PEG report and is equal to the largest peak load experienced as of the current
year of data. For example, the 2012 value for the capacity variable is equal to largest reported
system summer or winter kW in all the years 2002-2012. Therefore, for 2013, this capacity

‘variable only increased if the distributor’s kW demand in that year exceeded kW demand in
every year between 2002 and 2012. Of the three output variables, the model estimates that the
number of customers has the largest impact on cost, followed by the system capacity variable.
The kWh delivered was the least important of the output variables. For the average company,
the number of customers was found to be a more important cost driver than the other two
combined. For each 1% change in number of customers, cost was estimated to change by 0.44%.

The second group of cost drivers were input prices for capital and OM&A. For the
average company, the cost impact of changes in the capital price was found to be almost twice as
important as that for OM&A. For every 1% change in capital price, the impact on total cost was
about 0.63%. The corresponding impact for changes in the OM&A price was 0.37%. The
relevant indexes were updated to include 2013 data. For the OM&A price, the growth in average
weekly earnings and that for the GDP price index for final domestic demand (“GDPIPI FDD”)
were calculated. The 2013 growth in the OM&A price index is calculated as 70% times average
weekly earnings growth plus 30% times GDPIPI FDD growth. The 2012 values for the OM&A
price index from the previous report were escalated by the growth that occurred in 2013. The
capital price calculation is based upon an asset price index, an economic depreciation rate, and a
rate of return. The depreciation rate is fixed at 4.59% consistent with the previous work. The
rate of return is a weighted average of the rates for return on equity, long term debt, and short
term debt as per the OEB. Because these values are available for January and May of 2013, a

weighted average was taken of the two values. The weight given to the January value (4/12)
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assumes that the first value was in effect from January 1 to April 30. The weight given to the
May (8/12) assumes that it was in effect starting May 1. The asset price index was the Electric
Utility Construction Price Index as calculated by Statistics Canada. The formula used to update
the capital price index is shown on Table One.

The last group of cost drivers consists of other business condition variables. The first
was the percentage of customers added over the last ten years. The second was the average km
of distribution line. In each case these variables were updated to include 2013 data. For each
1% change in line length, total cost was estimated to increase by 0.29%. The model also
contains a time trend that accounts for changes in cost over time that are not accounted for by the
other cost drivers. This variable estimates that cost should rise by 1.7% per year for reasons not

identified by other variables in the model.

4. Benchmarking Results and Updated Stretch Factors

Table Three presents benchmarking results for each distributor. The first column contains
the three year, 2010-2012 average difference between actual and predicted costs from the
December 2013 PEG Memorandum. The next column presents the same results for the year
2013. Most companies had 2013 benchmarking results within 5% of their average, measured
benchmarking performance in 2010-2012. All but six distributors had cost performance within
10% of their 2010-2012 average results.

The third column presents the 2011-2013 average benchmarking results for all
distributors. All but four distributors had average cost performance that changed by less than
5%. Average 2011-2013 performance deteriorated by 0.7% relative to 2010-2012 levels. This
decline in average performance is due to the exclusion of 2010 from the three year average
because average performance in 2010 was superior to that of 2011-2012.

Updated stretch factors are assigned based on a three-year average of actual less predicted
cost over the 2011-2013 period. As discussed in the Board Report, distributors that averaged
25% or more below cost received the lowest stretch factor of 0%. Those that averaged between
10% and 25% below cost received a stretch factor of 0.15%. Those within 10% of predicted cost
received a stretch factor of 0.30%. Those distributors that had cost in excess of 10% to 25% of

P EC,
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that predicted received a stretch factor of 0.45%. The few distributors that had cost in excess of
25% were assigned the highest stretch factor of 0.60%.

Table Four presents a summary of previous and updated performance and stretch factors.
The stretch factors for most companies were not influenced by the 2013 update. Seven
companies did have different stretch factors and they are highlighted in bold type on the table.
Of those companies that have new stretch factors, six have increased and two have decreased.
Of the seven changes, five had performance changes of 3% or less. Table Five presents the 2013

stretch factor assignments in the format of Appendix D of the Board report.
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Table 5

Stretch Factor Assignments by Group

Group |

Group I!

Group Ili

Group IV

Group V

Stretch Factor = 0%

Streteh Factor = 0,15%

Strateh Factor = 0.30%

Stretch Factor = 0.45%

Stratch Factor = 0.60%

E.LK. Energy Inc.

Halton Hills Hydre Inc.
Hearst Power Distribution
Company Limited

Hydro Hawkesbury Inc.

Northern Ontario Wires inc.

Wasaga Distributlon Inc.

Cooperative Hydro Embrun ine,
Enersource Hydro Misslssauga Inc.
Entegrus Powerllines

Espanola Reglonal Hydro Distribution
Corporation

Essex Powerlines Corporatlon
Grimsby Power incorporated
Haldimand County Hydro Inc.

Kitchener

Lakefront Utilities Inc.

Lakeland Power Dlstribution Ltd.

London Hydro Inc.
Milton Hydro Distribution Inc.
Newmarket

Oshawa PUC Networks Inc.

Welland Hydro-Electric System Corp.

Bluswater Powar Distribution
Corporation
Brantford Power Inc.

Burlington Hydro Inc.

Cambridge And North Dumfries
Hydro Inc.

Centre Wellington Hydro Ltd.

Collus Power Corporation
Erle Thames Powerlines
Cornoration

Fort Frances Power Corporation

Guelph Hydro Electrlc Systems Inc,

Horlzon Utilitles Corporation

Hydro 2000 Inc,

Hydro One Brampton Networks Inc.

Hydro Ottawa Limlted

Innlsfil Hydro Distributlon Systems
Limited

Kenora Hydro Electric Corporation
Ltd.

Kingston Hydro Corporation
Niagara Penlnsula Energy Inc.
Niagara-On-The-Lake Hydro Inc,
Norfolk Power Distribution Inc.

North Bay Hydro Distribution
Limited

Orangevllle Hydro Limited
Orillia Power Distrlbution
Corporatlon

Ottawa River Power Corporation
Parry Sound Power Corporation

Powerstream inc.

Rideau St. Lawrence Distribution
Inc.

Sioux Lookout Hydro Inc.
St. Thomas Energy inc.

Thunder Bay Hydro Electricity
Distribution Inc.

Veridian Connectlons Inc.
Waterloo North Hydro Inc.
Westario Power Inc.

Whitby Hydro Electrlc Corporation

Atikokan Hydro Inc.

Brant County Power Inc,
Canadian Niagara Power
Inc.

Chapleau Publlc Utilities
Corporatlon

Enwin Utillties Ltd.

Festival Hydro Inc.
Greater Sudbury Hydro

inc,

Midland Power Utillty
Corporation

Oakvllle Hydro Electricity
Distribution Inc.

Peterborough Distribution

Incorporated
PUC Distribution Inc.
Renfrew Hydro Inc.

Tillsonburg Hydro Inc.

Wellington North Power
Inc.

Algoma Power Inc.

Hydro One Networks Inc.
Toronto Hydro-Electric System
Limited

West Coast Huron Energy Inc.

Woodstock Hydro Services Inc.
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NAED - Benchmarking

Page 1 of 1

Event Calendar Tell Congress Live Chat eStore  Login
NATIONAL ASSOGIATION OF s - i
ELECTRICAL DISTRIBUTORS Search Site SEARCH
[ IE—
ABOUT MEMBERSHIP EVENTS EDUCATION RESEARCH | RESOURCES MEDIA
ABOUT
a4 =
MEMBERSHIP Benchmarking —
EVENTS
EDUCATION Employee Compensation and Bepefit Report
Hiring and keeping good employes is essentlal to the profitability of your business, especially In today's economyl To
RESEARCH achleve this goal, you must consider your overall employee compensation plan - not just your pay scales, bul your benefits
RESOURCES program as well - In comparison to other distribution firms. That Is why you need benchmarks.
GOVERNMENT GENTER NAED ort™
The NAED PAR Report™ provided members with an up-to-date picture of aclual operations throughout the industry. Each
BENCHMARKING year, industry stalistics are compiied into a report from a confidentlal, financlal performance survey administered by a third-
Employse Compensalion Report parly research provider. Participants also have the option of receiving a personalized report comparing their operation with
NAED PAR Report™ others of simllar size and customer emphasis.
Supply Chain Scerscard

BUSINESS TOOLS
PARTNERS AND ALLIANCES

MEDIA

Supply Chaln Scorecard -
The NAED Supply Chain Scorecard is an industry initlative to creale a sustainable competitive advantage for the electrical
distribution channel. What gets measures, gets donel The use of an industry-wide supply chain scorecard for evalualing

service lavels will help to make processes more efflcient, lower the cost of doing business together, and deliver more value
to customers.

Copyright 2014 NAED. All Rights Reserved.

Home | Contact Us | Privacy Policy | Sile Map

http://www.naed.org/Resources/Benchma.rking/Benchmarking/

Visit our other websites:

TedMag | NAED Leaming Center | NAED Espanol

04/09/2014
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NAED - NAED's Employee Compensation Report Page 1 of 1

Event Calendar Tell Congress Live Chat eStore  Login
NATIONAL ASSOCIATION OF Rp— =
ELECTRICAL DISTRIBUTORS Search Site SEARCH
ABOUT MEMBERSHIP EVENTS EDUCATION RESEARCH RESOURCES MEDIA
|
ABOUT
v é &
MEMBERSHIP NAED's Employee Compensation Report e p
EVENTS
EDUCATION How does your firm's employee compensation package stack up in the industry? To help you evaluate your situation,
= NAED offers the NAED Employee Compensation Study. The 2014 Employee Compensation Reporl analyzes

RESEARCH compensations data from more than 975 U.S. firms for 6,000 locations.
RESOURCES

Firms who purchase the 2014 NAED Employee Compensation Survey will receive a wealth of information on topics such
GOVERNMENT CENTER LSS

BENCHMARKING e Executive and Employee Compensation
Employee Compensation Reporl e Sales Commission Plans
NAED PAR Report™ ¢ Inside/Counter Sales Policies
Supply Chain Scorecard e Benefit Programs - including Health Care, Retirement Income and Paid Time OfffVacation

BUSINESS TOOLS How much does it cost to receive the final NAED Employee Compensation report?

PARTNERS AND ALLIANCES NAED members that complete the survey pay only $9§ (reports for non-par‘{umpants will cost $295 foT members, $395 for
non-members). Order the 2014 Employee Compensation Report by contacting NAED Member Services at 888-791-2512.
MEDIA
What do | get with the final report?
The Employee Compensation Report includes:

e NAED Employee Compensation Report: This report presents the results of analysis of data submilled by all NAED
participants. The document will be provided in a PDF file.

o Cross-Industry Resulls Report: This report presents the resulls of the analysis of data submilted by all participants from
every sponsoring organization. It also features geographic breakdowns so you can compare various metropolitan areas
around the U.S. This report will be provided in a PDF file and in an Excel spreadsheet.

How can the Employee Compensation survey results help my business?
The results of the Employee Compensalion survey will help you run your business better by answering the following
queslions:

Is your employee lumover rate higher than il should be?

What changes have distributors already made in lights of lhe Affordable Care Act?
Does your compensalion plan for salespeople make sense?

is your salary in line with industry slandards?

Is your retirement program overly generous, inadequalte or about right?

What fringe benefits should you receive as an owner?

How does management compensation change as sales increase?

What deduclibles are most firms offering in their health plans?

How much revenue should a beginning salesperson generate?

What is fair compensation for a branch manager?

O W ®NO® ML=

-

Who administers the Employee Compensation survey?
Profit Planning Group specializes in a variety of financial improvement services. They have conduclted numerous surveys
with an unblemished confidentiality record. Profit Planning Group guarantees that your data will be held slrictly confidentlial.

Copyright 2014 NAED. All Rights Reserved. Visit our other websites:

Home | Conlact Us | Privacy Policy | Site Map TedMag | NAED Learning Cenler | NAED Espanol

http://www.naed.org/CompSurvey/ 04/09/2014
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NAED - NAED PAR Report™ Page 1 of 2

Event Calendar Tell Congress Live Chat eStore  Login
NATIONAL ASSOCIATION OF B =
ELECTRICAL DISTRIBUTORS Search Site | SEARCH
ABOUT MEMBERSHIP EVENTS EDUCATION RESEARCH RESOURCES MEDIA
ABOUT
4 =

MEMBERSHIP NAED PAR Report™ S

EVENTS

EDUCATION The NAED PAR Report™ provides members with an up-to-date plcture of actual financial benchmarks throughout the

industry. Induslry statistics are compiled into a report from a confidential, financial performance survey administered by

RESEARCH Industry Insights - an independent third-party research provider. Participants receive a personalized report comparing thelr

RESOURCES financlal sltuations with others of similar size and customer emphasis.

GOVERNMENT CGENTER

BENCHMARKING What is different this year?

) = — - )
Employee Compensation Report Thl.s year's N.A|'ED PAR .Report L} surv.ey process is being administered by a third party r.esearch provider called Industry
YT Report™ Insights. Participants still have the option of submitting thelr data exactly has they have in the past, but wili also have the

S e TSTlSi option of uploading their data to Industry Insights via a secure website. The final resulls will be available via a secure web
R S~ portal where participants can access their results, download reports and raw data for use In their favorite Bl software. This

BUSINESS TOOLS secure web portal will also feature customizable dashboards and reporting functionality. This distributor driven process also

guarantees Improved conslstency in the data and more flexibillty with the final products.
PARTNERS AND ALLIANCES
MEDIA Waitch this short video to find out more about the 2014 enhancements:

How much does it cost?

There is absolutely no cost to participate In the survey. However, if you wish lo receive the final report, the following tools
are available:

e Company Performance Report: Participating companies can recelve this report for $299
o Industry Overview Report: Non-participating companies can receive this report for $299

Results will be made available through Industry Insights secure web portal al NAEDPARReporl.com. Users have access to
downloadahle PDF and XLS results. You will also have access to customizable sorting and dashboard tools through the
securs web portal.

When will | recelve the results of the survey?

The resulls are now available. Participants can choose to receive the final resulis as a secure download in a PDF
download, or as a .CSV format for Imporling to your favorite business intelligence (BI) tool, or they can simply logln to the
online dashboard to view and sort the results using a secure survey portal. All of the data will be archived on the survey
portal so particlpants can have access to data from past years.

Who administers the survey?
Al of the financlal dala inputted into the NAED PAR Report™ survey is handied 100% by an Independent third party
research provider called |ndustry Insights. NAED will never see the individual financial data. For nearly 35 years, Industry

http://www.naed.org/PAR/ 04/09/2014
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Insights has been serving the research needs of irade and professional associations. They process over 100,000 survey
forms every year that are simliar to the NAED PAR Report™ and boast an unbtemished confidentiality record. Industry
Insights guarantees that your data will be held strictly confidential.

Industry Insights was hand selected by a group of NAED distributors serving on the NAED's Performance Analysls
Commitlee with the assistance of consulting firm Brown, Smith and Wallace. Scott A. Hackworlh, CPA, Sr VP, will lead the
Industry Insights survey team for NAED. Mr. Hackworth leads many of Industry Insights' largest and most rigorous research
projects. His responsibilities primarily include designing and implementing research strategies that will provide reliable and
useful Information. Over the past 14 years, his studies have been featured in National Geographic, The Wall Street Joumnal,
USA Today, The New York Times, the Economist, and numerous other national and international news programs and
publications.

Copyright 2014 NAED. All Rights Reserved. Visit our other websltes:

Home | Contact Us | Privacy Policy | Site Map . TedMag | NAED Leaming Center | NAED Espanol

http://www.naed.org/PAR/ 04/09/2014
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ELECTRICAL COUNCIL

Va/ue to the Canadian‘}é!éﬁt}iéaﬁ]Communﬂy.” ELECTRO-FEDERATION CANADA

Discover the Power
of Membership

Why You Should Join:

» Connect to the electrical industry in Canada — with manufacturers,
distributors and manufacturers’ reps — all across Canada.

» Gain data on market share and the size of your industry,
by region and product group — on a timely basis.

» Keep currenton industry news and trends with weekly updates
and.connect to end-customers through online platforms.

Download the membership
application and join today!

For more information, visit us online at
www.electrofed.com or call 1-866-602-8877




The Canadian Electrical Industry: A Shifting Paradigm

The Canadian electrical industry carfinues fo undergo a major shiff as
businesses begin diversifying their strafegies fo gain market competitiveness.
New fechnologies, business practices and customer engagement models
are forcing businesses fo reinvent their product offerings and their sales and

marketing sirategies.

Moreover, because of perceived similarities in standards, language and
business models, some Canadian subsidiaries are becoming relocated to the

U.S., resulting in the redundancy of sales, marketing and fechnicat resources,
While these shifis can pose challenges for electrical manufacturers and
distributors in the Canadian market, there are also opporiunities to be had.
The Electrical Council is instrumental in bringing current issues and
opportunities fo the forefront for members to assess, so they can make more
informed business decisions for market compefitiveness.

=

Keeping You Current on the Top Issues & Opportunifies
Facing the Electrical Industry

E-COMMERCE
Keeping the electrical channel
competitive.
2 Y The Internet is fast

' il becoming the new
#4 store shelf. Personal
purchasing habits
I are rapidly moving

| into business as

- = customers continue to
purchase products online. Customers
are now searching, idenfifying
and locating unique (read: high
margin) itemns fo price compare, find
alternatives, maich requirements,
upgrade products, leam insfallafion
fechniques and identify qualities of
the product (size, weight, packaging).
Manufaciurers who sell through refail
understand how important it is to have
their product displayed; manufacturers
who sell through distributors need
to have their products and product
affributes populated on searchable
Websites. The challenge for businesses
becomes the apporfunifyin ifself:
marketing and selling products
through the fried, fradifional channel
to secure competiveness, while
implementing e-Commerce strategies
to service online customers.

CHEMICAL MANAGEMENT
Ensuring Industry meels government
regulations on banned and controlled
chemicals.

The Govemmen! of Canada confrols
chemical substances to protect human
health and the enviranment using

a variety of tools. The govemment
must determine what, if any,

regulatory confrols are required with
respect fo chemical substances,

Such controls can range from risk
management measures to an all-oul
ban or prohibition of a substance’s
manufacture, import and use in

Canada. ‘ b

ENVIRONMENT -

Maintaining strong ;,
corporate citizenship. = 4
Recycling programs for used lamps
and batteries continue fo be in place

by govemment regulators in British
Columbia, Manitoba, Ontario and
Quebec. Plans for Nova Scofia and
New Brunswick are underway. EFC

and its Electrical Council continue fo
play a key role in putfing govemment-
approved programs in place to support
members’ compliance efforts.

CANADIAN ANTI-SPAM
LEGISLATION

Supporting members’efforts fo meet
this new legislative requirement.

The Canadian Anti-Spam Legistation
(CASL) is now in effect and applies 1o
all commercial electronic messages
(with limited exemptions) sent from
your company. CASL requires your
company o obiain express opt-in
consent, prescribed information to

be included in each message and a
clear unsubscribe mechanism, among
ather things.With fines of up o $10
million per offence, it is important that
your business is awore of the new
legislation and ifs requirements. EFC
and its Electrical Councll hove been
instrumental in lobbying Indusiry
Canada and the CRTC fo ensure

the legislation is fair and not overly
burdensome fo member companies,
while still meeting its stated goal of
combatting spam.

WIRE AND CABLE
RETURNABLE REELS
Developing ¢ program fo reduce
costs and improve our environmental
impact.

In conjunction with the Electrical
Council's Wire and Cable Section,
several comparies are working
fogether fo develop a selution that

will improve reel performance and
increase the effectiveness of the
handling of reels, while reducing costs
and the enviranmental foolprint,

SKILLS SHORTAGE
Encouraging sfudents to pursue
careers in advanced manufacturing
and trades.

Govermment and businesses across

regions and sectors will need fo REGULATION AND
work cooperatively and aggressively SUPPORTING STANDARDS
to address this ubiquitous issue, HARMONIZATION

particularly in two

key areas - technical U.S. and Canada are opening the

doors fo align regulatory objectives

W
e
t- LR
b =

:Ee:g(;)ilrl]::rss ((]Erllzc(t:rE:Tgl} =, and standards fo reduce redundant
and certified frade ~ #&&, cost from red fape.

RCAIER W\
electricians. EFC S ‘}“,\_,“.
continues with ifs ?.so‘. IS e
scholarship initiative to encourage
young people to enter into the
electrical industry.

EXPANSION OF
STATISTICAL SERVICES

Providing value-added statistical
information for forecasting and frend
analysis.

In addition to the 14 market share
statistical programs currently in

place for Electrical Council members,
the statistical feam is continually
expanding the quality and level of
statistical information beyond actual
market share reports, through the
development of high-level summaries
that include import, export, and
shipments for several product sections.

This move intends to reduce
the cost that manufacturers are
required fo pay for un-harmonized
standards and cerfification to
meet regulations by putting a
focus on aligning processes and
requirements.This effort should
start with new standards, but may
eventually include old ones, as
prioritized by the industry. Over
time, this coutd reduce cost-to-
market by 30% ($500M or more)
annually for our sectors. This
harmonization effort involves the
Regulatory Cooperation Council
(RCC), who look af regulatory areas
that can be aligned more efficiently,
and the Standards Council of
Canada (SCC), who work with their
American counterparts fo have
respective Standard Developing
Organizations (SDO0s) become
more bi-nationally efficient af

IMPROVED INDUSTRY harmonization,

FORECASTING

Providing high-leve! industry forecasts.  HARMONICS

With the advent of new opportunities, Who pays o clean up? The product
it's more imperative than ever before praducer or the power provider?

Utilities in Canada would like to
adopt the European method of
requiring all manufacturers o
modify their products fo lower
harmonic current emissions back
onto the power grid. EFC has been
collaborating with a number of
U.S. and Canadian manufacturing
associations, working with
Canadian Utilities and the Electric
Power Research Institute (EPRI)
for two years on a standardization
project suitable for North America.
A standard for residential products
should be ready for publication by
year end, and will target only new
designs of selected high energy
consumption products.

for businesses to understand current
market condifions
and forthcoming
frends.To this

end, the Electrical
Council and Kerrwil
Publications offer
members the
comprehensive
Pathfinder report, which provides

a financial overview of the entire
electrical industry in Canada,
estimating numbers and size of
markets and providing in-depth
insight info specific markets. This
report also includes statistical details
on contractors and growth of the
commercial, refail and utility markets.



Given the changing landscape of the Canadian market, it's now more important than ever before to
become part of a Canadian association that provides one voice for the electrical market.

About the Electrical Council

The Electrical Council (EC) is an industry organization that represents the interests and needs of more
fhan 200 manufacturers, distributors and manufocturers’ representatives in Canada.

Electrical Council members manufacture, distribute, market and sell a wide range of electrical products, including distribution
equipment, industrial confrols, lighting, motors and generators, transformers, wire and cable, wiring supplies and electric heating.
These categories form fhe basis of Electrical Council’s Product Secfions, which offer a strong nucleus for members to discuss issues

and opportunities pertaining ta fheir company’s product focus.

In addition, the Electrical Council maintains a strong focus on elecirical safety, sustainability, advocacy, codes and standards,
and also serves as a hub of networking, education, and industry research.

What Does EC have to do with EFC?

Electro-Federation Canada (EFC) is a national, not-for-profit association with headquarters inToronto, Ontario, that represents member
companies that manufacture, distribute and service electrical and electronics products. The Electrical Council is one of EFC's councils.

Scan here 1o view
members' list.

EFC provides a powerful nucleus around which the Electrical Councll benefits from shared core resources, including government relations, fechnical services, slatistics
and market research, and communications, furthering efforts, on behalf of members, in such key areas as regulatory issues, harmonization of stondards, gathering of
stafistical information on sales and compensation data, The Electrical Council Executive Committee, which comprises member company representatives, derives its

authority from, and is accountable to, the EFC Board of Directors.

Meet the Stoff

Rick McCarten

Vice President, Electrical Council
Electro-Federotion Canada
647-260-3087
rmccarten@electrofed.com

Rick has spent more than 30 years in the electrical market
and has been instrumental in developing training, education,
market research, and national and regional networking
programs for the electrical market in Canada. Prior o this role,
Rick managed the Ontario Elecirical League. He spent eight
years on the Board for the Nafional Association of Wholesaler-
Distribufors (NAW) Research Foundation, during which time
he assisted in the publication of aver 50 books on the fopic of
distribution. Rick currently serves on the Texas A&M University
Distributor Program Advisory Council.

JimTaggart

President & CEQ, Electro-Federation Canada
647-260-3093

jtaggari@slectrofed.com

Jim provides strong strategic direction to Electro-Federation Canada (EFC) and ecch of
its councils, including the Electrical Council, A a Past Chair of EFC, Jim understands the
neads of members in the Canadian electrical markef, and fo this end, he and the EFC
Board hove developed a strategic plan that enhances EFC's value-added benefits by
centralizing core services into a hub -- providing all mermbers with incredsed benefits
and market opportunifies in such areas as electrical safety, sustainability, government
relations and communications. Jim joined EFC in November 2010. Prior fo EFC, he

was Vice President, Vendor Relations at Sonepar Canado, one of the largest electrical
distribution companies in Canada. He also served os President, Legrand Canada, o
leading provider of electrical wiring devices and home systems.

Susan Adler
Member Services

Nathalie Lajoie Kathy Saunders
Events &Training/  Aflantic Region
Education Programs ~ Coordinator

Swati Patel Ivan Roy
Communications Events Quebec Region
Coordinator

Nicole Giardino

> Lt
Blll Bryans John Jefkins Brisette Lucas
Technical Services ~ Markefing & Government Relations
Communications

Anne Harrigan
Market Research

Wayne Edwards
Sustainability &
Electrical Safety

ELECTRO-FEDERATION CANADA



Exclusively Yours:
Membership Benefits

The Electrical Council conducis annual membership surveys fo measure performance
B\ and fo determine next steps. Members continue fo grade networking, communications and
| industry statistics programs with fop marks for value and performance—and as core requirements for

\* e 7 their business.
FLECTRICAL COUNCE The Electrical Council also provides members with a forum for the development of technical codes and
ELECTRO-FEDERATION CANADA standards, advocacy of industry policies on legislafive and regulatory affairs, as well as representation
in and guidance on new and developing technologies related to
electrical safety and sustainability. @

e‘na..l"..ﬁ""“ihips

Annual Electrical Council Conference: As ihe premier conference for the electrical
market in Canada, this annual event draws 500+ senior executives from manufacturing, distribution
and rep agencies—from all across North Americal The conference’s business program offers insight
on trends and markef opporfunities, while social gatherings provide opportunities for networking and
relationship building.

Other National Events: Throughout the year, the Electrical Council hosts national events
for members, including the EFC Federation Cup Golf Tounament, an Annual General Meeting,
Christmas Receptions across Canada, the Economic Forecast Day, and an e-Tech Marketing Forum.

Regionul Events: Connect fo the electrical market in Atiantic Canada, Quebec and Onfario
by way of regional networking events, which include: golf fournaments, reception functions, gala
dinners and more. Other Regions: Let us connect you fo events hosted by the Elecirical Leagues in
Ontario, Manitoba, Saskatchewan, Alberfa and British Columbia!

Industry Channel Summit: Once every wo years, ihe Electrical Council hosts o
gathering of the top executives across Canada to look at key issues facing the Canadian electrical
market. Collectively, we solve the unsolvable. Members are encouraged fo participate in this
important network.

Al member company employees can take advantage of the wide range of professional development and skills-based training programs that are
offered through the Electrical Council's Learning Centre, including:

E » E C Electrical Product Education Course (EPEC)

_ 1 - : The Electrical Council’s unique parinership with the National Association of Electrical Distributors (NAED) allows

' e ! members fo participate in EPEC—the comerstone of sales and product training in the elecirical disfribution incustry.
These courses offer training on individual products, their applications and how they are interrelated with other

M;‘;,;:l *:“"muQ“ products in electrical systems—and include key project modules and a capsfone madule along with supporting
EDUCATION COURSE blueprints and references. Bronze and silver level programs now available in both English and French.

Industrial Distribution Training Programs

As a member, you have direct access to the following professional development programs for Industrial Distribution:
» Industrial Distribution Leadership Certificate Program (IDLCP) with Mohawk College

» University of Industrial Distribution (UID) with Purdue University

» Texas A&M University's Industrial Distribution Program



The Elecirical Council regularly publishes communication pieces that aflow
members fo remain at the forefront of industry news, trends and opporfunities.
Each week, members receive the InfoElectro e-newsletter, featuring
association news, industry announcements and event information.
Member companies are encouraged to submit their 8
corporate announcements for inclusion in the e-newsletter : i —
to gain further exposure in the market.
InfoElectro magozing is also published bi-annually in print
format and showcases the latest innovations in the industry. Free
subscription for members.
The EFC Website (www.electrofed.com) keeps members up
™ L o date through the site’s newsroom, media centre, industry events,
)f%i‘}f; learning centre, sustainability, research, technical services, career, and
= scholarship categories.

EFC's Annual Marketing Awards program recognizes organizations T
demonstrating marketing excellence and innovation within Canadian electrical manufacturing and distribution
and electronics. Visit www,electrofed.com/awards for details.

A Sl —————

NEW! Electrical Council members also receive exclusive access to Kerrwil's electricalindustry.ca — an online portal that provides a
cost-effective way for members to reach a qualified audience of end users across Canada with the right reach and frequency.

This portal features:

» Two online newsletters produced by Kenwil: Electrical Industry Newsweek, a weekly newsletter that reaches those
that specify, buy and install electrical equipment in Canada; and Canadian Electrical Wholesaler, o monthly
newsletter that reaches the entire Canadian Electrical Wholesaling channel;

B Kerrwil's online, mobile-enabled Electrical Industry GoldBook Directory, featuring member company listings; and
» Aresearch platform, providing members with unique database access for data appending and analysis needs.

1Y)

Canadian
Electrical
: Wholesaler

(—

Statistical Programs

Members receive a myriad of Canadian industry data throughout the year, allowing members fo frack frends and develop accurate produgction and
sales forecasts. The Electrical Council currently runs 14 confidential statistical programs for different electrical product groups.These programs
allow members to gauge their share of the market in any given product category, monitor industry frends year over year, and have access fo the
overall market size for their specific industries by region, by month and by specific category.

Market Research

Members have exclusive access to a range of market research reports that address the changing

landscape of the electrical industry in Canada. Most notably, is the Electrical Council’s annua! 7 ANNUAL
Pathfinder report that provides a financial overview of the entire electrical industry in Canada. i/ LBENCE RARK

Complementing the Electrical Council's statistical programs, this report employs triangulation
fechnigues to estimate numbers and size of markets, providing in-depth insight into specific
markets. This report also includes statistical defails on contractors and growth of the commercial,
refail and utility markets.

Other research reports published include: studies on the future of the electrical market, rends
and opportunities in e-Commerce, supply chain frends, profit analysis, compensation studies,
and others.

The Electrical Council’s ChannelVision monthly poll asks fop executives in the market to share their opinion on current issues and frends in such
fopic areas as: unemployment numbers, sales volumes, business confidence and forecasting. These polis provide valuable insight info frends before
they happen.

Company Survey Services
As an added value, the Electrical Council offers members the opporiunify fo conduct surveys for their own companies, such as Customer Satisfaction
Surveys required for IS0 requirements, infernal Employee Satisfaction Surveys, or other general surveys—all at a very competitive rate.
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" ExclusivelyYours:
- Membership Benefits ...

The Electrical Council works actively in the North American and International standards harmonization arenas fo ensure members’ interests are
represented. Electrical Council members and staff reside on many Canadian Standards Association, Underwriters’ Laboratories Inc.and International

Electrotechnical Commission (IEC) fechnical commitiees, and maintain a close relationship with CANENA, working o facilitate the harmonization of
North American electra-fechnical standards.

The Electrical Council represents the inferests of Canadian electrical manufacturers, distributors and reps with all levels
of government, regulatory agencies and electrical inspection authorities.The Electrical Council also provides advocacy
on public policy issues such as: Extended Producer Responsibility, energy efficiency regulations and safely regulations.
Through the Electrical Council, members are able to band together o offer one voice for legislative action and change.

The industry is committed to preventing electrical-related injuries and deaths in Canada through the shared
responsibility of designing, manufacturing, selling and installing of safe products and services.This includes
implementing measures fo prevent counterfeit products from entering into the Canadian market. The Electrical
Council is involved in many electrical safety programs, including:

» Electrical Safety Foundation Infernational Canada, a collective group that provides electrical safety
education to Canadians;

» Canadian Consumer Product Safety Coalition, which supports Health Canada’s Consumer Product Safety
Act and ensures the federal government sufficiently considers the market's inferests and ability to comply.

» Canadion Anti-Counterfeiting Network, a coalition of individuals, businesses and associations that have
united in the fight against product counterfeiting, fraud and copyright piracy in Canada and abroad;

» Canadian Chamber of Commerce’s Canadian Intellectual Property Council;

» National Electrical Manufacturers Association’s Anti-Counterfeiting Coalition;

» Electrical Safety Authority’s Steering Committee for Unsafe Products; and

» British Electrotechnical & Allied Manufacturers Association Anti-Counterfeiting Coalition

i The Electrical Council and its members are dedicated to the environmentally-responsible design, manufacture, packaging
. s and recycling of electrical products in Canada. Members are continually bringing-fo-market innovative, energy-efficient
: ey = products for Canadians. The Electrical Council regularly updates members on any advances in Extended Producer
b4 Responsibility (EPR) regulations, energy efficiency standards and renewable energy options. The Elecirical Council is

" helping members lead the way in electrical sustainability in Canada and has been instrumental in leading the

e following initiatives:

» Working closely with Product Care, a not-for-profit industry association that manages product stewardship programs for household
hazardous and special waste;

» Development of a comprehensive whitepaper on EPR, which outiines what manufacturers and distributors are responsible for;

» Creation of an online portal, which features information and resources on CFLs, and addresses concems related to the low-level of
mercury in these lamps;

» Hosting regular industry seminars and Webinars on timely topics related to energy efficiency, EPR and renewable energy; and

» Maintaining ongoing correspondence with all levels of government and regulatory bodies to ensure members' interests are represented.



Electrical Council Product Sections

Members that manufacture products within the scope below may join one or more of the following product sections.
Section programs are product-specific and services may include:

P Focilitating company participation in the standards development process;

P Representation in a national or provincial legislative or regulatory process;

» Participation in customized market research programs; and

» Participation in industry marketing initiatives, focused on expanding product-specific market opportunities.

Wire & Cable Section

The Wire & Cable Section is comprised of Canadian manufacturers of a wide range

of electrical wiring and cabling products, including communication, coaxial, electronic,
fiber optic and power cables, which includes building wire.

Industrial Control Section

The Industrial Control Section is comprised of Canadian manufacturers of a wide range of automation
control products, including motor controllers, programmable controllers, variable speed devices, relays
and timers, motion contro!, safety products and engineered products.

Transformers Section
The Transformers Section is comprised of Canadian manufacturers of all dry type transformers,

liquid-filled distribution fransformers, power transformers and current or voltage instrument transformers
of various classes. |

Motor & Generator Section
The Motor & Generator Section is comprised of Canadian manufacturers of all mator
and generator products for ali horsepower categories.

Lighting Section
The Lighting Section is comprised of Canadion manufacturers of lamps, luminaires, ballasts and
emergency lighting.

Distribution Equipment Section
The Distribution Equipment Section is comprised of Canadian manufacturers of circuit breakers, panel
boards, load centres, meter centres, safety switches, switch boards, switch gear and fuses.

Wiring Supplies Section
The Wiring Supplies Section is comprised of Canadian manufacturers of wiring devices, hazardous
location products, conduit fittings and outlet boxes, as well os other wiring products.

24-7 Service Providers Section

The 24-7 Service Providers Section encompasses companies that are concerned with the qualification
and certification of field service technicians for industrial electrical apparatus.

Battery Section
The Batfery Section is comprised of the major Canadian battery manufacturers as well as several other

players. Represented as well, are some emergency lighting manufacturers whose products confain
batteries.




ELECTRO-FEDERATION CANADA

Sign me up!

Join the Electrical Council in one of these convenient ways. ..

Download the membership application:
Snap & Send

P

Online: www.electrofed.com/ec/
Call or emdil us. We can help guide you through the process of becoming a member.
1-866-602-8877 / 905-602-8877

info@electrofed.com

Electro-Federation Canada’s Electrical Council (EC) is an industry organization that represents the inferests and needs of
more than 200 manufacturers, distributors and manufacturers’ representatives in Canada. Electrical Council members
manufacture, distribute, market and sell a wide range of electrical produgts, including distribution equipment, industrial

controls, lighting, motors and generators, transformers, wire and cable, wiring supplies and electric heating.These
categories form the basis of Electrical Council's Product Sections, which offer a sfrong nucleus for members to discuss
issues and opportunities pertaining to their company’s product focus.

In addition, the Electrical Council maintains a strong focus on electrical safety, sustainability, advocacy, codes and
standards, and also serves as a hub of networking, education, and industry research.

Electro-Federation Canada Inc., 300 - 180 Attwell Drive, Toronto, ON M9W 6A9
2 905-602-8877 m416-679-9234 & www.electrofed.com & info@electrofed.com

February 2014
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SUMMARY OF HYDRO ONE CUSTOM APPLICATION
FRAMEWORK

1.0 INTRODUCTION

On October 18, 2012, the Ontario Energy Board released its, Renewed Regulatory
Framework for Electricity Distributors: A Performance-Based Approach (“RRFE”). The
Board’s new framework calls for distributors to focus on customer requirements and to
demonstrate that their investment plans support cost-effective planning and operation of
the distribution network. The Board’s new approach consists of three main policies: rate-
setting, planning, and measuring performance; founded on the principles of good asset

management; coordinated long term planning; and measurable performance outcomes.

Hydro One Distribution is applying for a five year Custom Cost of Service application
under the Board’s new Custom Rate-setting method. Hydro One Distribution has
determined that a custom application is most appropriate, given its proposed significant
and necessary multi-year investments with relatively certain timing and levels of
associated expenditures. This approach has been customized to fit Hydro One
Distribution’s specific circumstances to ensure that Hydro One Distribution is capable of
effectively addressing the large capital expenditure requirements needed to manage its
aging infrastructure and plan for future expansion and modernization of the distribution
system. This is required to provide a safe, reliable and secure supply of electricity. This
custom application process also allows Hydro One to propose a rate smoothing
methodology to minimize the initial rate impact to customers resulting from rebasing
after a three year IRM term, details of which, are provided in Exhibit F1, Tab 1, Schedule
7
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The Board expects distributors that apply the custom rate setting method to customize
their application to fit their particular circumstances, and measure their performance to
ensure the Company is delivering on its plan. The specifics of rate recovery and
performance monitoring over the term of the plan, as outlined in the RRFE, will be up to
the individual distributor to determine. As such, Hydro One has developed and

stakeholdered a framework for adjustments and outcome measures.

2.0 HYDRO ONE’S CUSTOM APPLICATION FRAMEWORK

Hydro One Distribution’s proposed custom application framework is consistent with the
Board’s RRFE requirements. Hydro One Distribution’s custom application is a five year
Cost of Service application that provides five years of revenue requirements to
accommodate necessary investments in infrastructure and system integrity work to ensure
continued safe, reliable and secure service. To accurately forecast out over a five year
duration, Hydro One Distribution has undertaken a rigorous planning process, which is
shaped by the customer and asset information it has collected, using the new data and
analytical processes it has invested in over the past several years. (This is described
further in Exhibit A, Tab 17, Schedules 1 and 7, while the customer information is filed
at Exhibit A, Tab 5, Schedule 1.)

Hydro One Distribution recognizes that there are still risks associated with forecasting
over a longer period. Changes in the industry may alter the investment needs or require
changes to rate setting that could result in a significant impact on Hydro One’s capability

to execute its plan.

In order to mitigate the risk of externally driven factors that may be impactive; Hydro
One Distribution is proposing a number of adjustment mechanisms in the design of its

custom application to reflect plan changes outside the normal course of business in order
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for the Company to avoid a regulatory review by the Board during the five year custom
application period. Hydro One Distribution is also proposing a set of outcome measures
to track its performance and delivery of the plan. These mechanisms are summarized in

the following sections.

2.1 Adjustments

Hydro One Distribution is proposing adjustments to provide a safeguard to protect both
the Company and customers against unexpected results in the operation of the plan.
Hydro One Distribution is proposing adjustments only for events that are externally
driven and beyond the control of management. The adjustments have been classified into
three categories: (i) annual adjustments, (ii) adjustments outside of normal course of
business, and (iii) off-ramps. The latter two adjustments will result in either a particular

component or the entire plan being examined and adjusted or even possibly terminated.

Annual Adjustments

Hydro One Distribution is proposing annual adjustments for recurring events that are
mechanical in nature. The adjustment calculation will be derived based on year-end
audited financial statements or parameters issued by the Ontario Energy Board or the
Federal or Provincial Government. Hydro One Distribution’s proposal for annual
adjustments will include such items as:

o changes in the cost of capital and working capital,

e changes in the tax rates,

e changes in other third party pass through charges, and

e disposition of deferral and variance accounts.
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Hydro One Distribution’s intention is to present to the Board annually an update of
adjustments for the upcoming year as part of a draft rate order. Further details on annual

adjustments will be provided in Exhibit A, Tab 4, Schedule 2.

Adjustments Outside of Normal Course of Business

Hydro One Distribution is proposing that adjustments outside the normal course of
business will be sought for unexpected events that are materially impactive to the
operation of the Company and which are outside of the Company’s control. Hydro One
Distribution’s proposal for these adjustments will include such items as:

e new government directives or legislation,

o material changes to codes or standards, or

e material unforeseen weather events.

Hydro One Distribution’s intention is to file an application to the Board for a review of a
particular component of the plan, when a materially impactive event or cumulative events
arises. Hydro One Distribution’s proposal would be to track such adjustments in a
variance account and adjust rates through a rate rider or adder. Further details will be

provided in Exhibit A, Tab 4, Schedule 3.

Off-Ramps

Hydro One Distribution is proposing to apply the Board’s policy in relation to off-ramps
and to add two additional off-ramps in the event of industry restructuring or a major

change to Hydro One’s service territory.
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Under the Renewed Regulatory Framework, the Board expects that a distributor that
applies using the custom rate-setting method will be committed to that method for the
duration of the approved term. However, the Board has recognized a distributor may need
to seek early termination. Therefore the Board has provided a mechanism for a regulatory
review to be initiated if the distributor performs outside of the £300 basis points earnings

dead band or if its performance erodes to unacceptable levels.

Hydro One also submits that industry restructuring of the electricity distribution sector
would create a major change in the costs of the distribution business and would prevent
continuing with the plan. Similarly, a significant change to Hydro One’s licensed service
territory which involved the transfer of a large amount of customers would have a very
significant impact on revenues and costs and would prevent continuing with the plan.
Hydro One proposes that these two items also be approved as off-ramps in this
application. At the technical conferences and executive presentation in this proceeding,
Hydro One was asked to clarify these off-ramps and give examples of what could trigger

these off ramps.

Both off-ramps are designed to address only major events that could be imposed on the
company during the five year plan. They are not designed to deal with LDC acquisitions

as any acquisitions during the test years will not be included in the plan.

Examples of events that could trigger the industry restructuring off-ramp include:

i) a legislated change to the design of the electricity distribution sector in Ontario
such as the introduction of 8 to 12 large regional distributors serving the province
proposed in the Ontario Distribution Sector Review Panel report;

ii) a consolidation of Hydro One with Ontario Power Generation as currently being

considered by some political parties.
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Examples of events that could trigger the significant change to Hydro One’s licensed

service territory include:

i) a significant number of service area amendments in high density areas bordering
LDCs that remove future Hydro One customers that were included in load
forecasts and possibly existing customers in the same area as this could have a
significant impact on the rates of remaining Hydro One customers; or even more
impactive;

i) a new Board policy resulting from the current Service Area Amendments and
MAADS Rate-Making Policy Review (EB-2014-0138) that could allow LDCs to
expand to their municipal boundaries. Typically this would result in the high
density Hydro One customers transferring to other utilities at potentially less than,

market prices.

2.2 Outcome Measures

The Board’s Renewed Regulatory Framework emphasized the need for utilities to
demonstrate results that align with customer preferences, enhance productivity, promote
innovation and provide value for money for its customers. Hydro One is proposing a set
of outcome measures with targets that will track the Company’s performance in meeting
its five year plan as described in this application. The outcome measures will be tracked
annually and the results of this tracking will be reported to the Board. Details regarding
the outcome measures will be provided in Exhibit A, Tab 4, Schedule 4.
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looking at?

MR. AMODEO: Again, I would have to go back and get
that information for you.

MR. THIESSEN: Okay.

MS. LEA: If you are willing to do that, that would be
great, TCJ1.3, information on current spending on cable
locates.

UNDERTAKING NO. TCJl.3: TO PROVIDE INFORMATION ON

CURRENT SPENDING ON CABLE LOCATES.

MS. LEA: We were going to go to a slightly different
area. All right. So Mr. Thiessen, I think, is going to
move back to issue 1.4. This was not one of the -- I don't
think we sent this question, did we?

MR. THIESSEN: No.

MS. LEA: No, we didn't send this question to you,
sSo. ..

MR. THIESSEN: It is generally a policy question, and
it has to do with the earnings sharing mechanism. And it
actually -- I am referencing the Consumers Council of
Canada Interrogatory No. 7, which is Exhibit I, tab 1.04,
schedule 10, CCC 7.

And the question asks about whether an earnings
sharing mechanism is possible. And the response equates
the earnings sharing mechanism with rate smoothing, saying
that you are proposing a rate smoothing and therefore an
earnings sharing mechanism is not appropriate.

Aand I was wondering if you could explain that a bit

more clearly.

#
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MS. FRANK: Good. I was hoping that we would move
down to the part of the response that says you learn from
others,

So that is the part that is on the screen in front of
us now, where we looked at the Enbridge Gas application as
well, and they were using earnings sharing. And we have
actually quoted something from that Enbridge case where
they said:

"Trying to match smoothing of rates and earnings
sharing is incredibly difficult."”

MS. LEA: You are lost somehow.

MS. FRANK: Did you just turn me off?

[Laughter]

MS. FRANK: Don't turn me off, Sam. So the challenge
is when you do earnings -- when you do smoothing, you
under-earn in some years and you over-earn so that
customers have a steady rate change.

Then if you were now to look at a period of earnings
sharing, every time you would over-earn I imagine you would
be looking at giving money back to the customers, and every
time you would under-earn that would be unfortunate for the
company .

That does not work.

So T think you have a choice. You can have smoothing
for customers. And in this case, as we all know, this is
an application after several years of IRM where there was
capital expenditures that were not being reflected in

customers' rates. So there would have been a large rate
#
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increase in the first year.

We thought that would not be something that customers
would see as favourable, to have a large increase in year
1. So we suggested smoothing was more of a mitigant to
customers, and that is why we put that in, rather than
earnings sharing.

MR. THIESSEN: Well, I am not quarrelling with rate
smoothing. Rate smoothing is a good thing and the way you
have done it I think is a good thing.

But it would appear to me that you could still layer
on an earnings sharing mechanism with a little bit of
imagination and a way of maybe using a deferral account of
some sort, sort of an accounting methodology, to populate
an earnings sharing mechanism, on top of your rate
smoothing.

Did you consider that? Or would you consider that?

MS. FRANK: First of all, it is complex to do, and it
would have to be balanced. So it would have to be overs
and unders, both ways, which is not typically what people
talk about when they talk about earnings sharing. They
just talk about the one side, the over.

But if you are going to do something like this -- and
the idea would be over the, I imagine, the five-year
period, and at the end of the day, you would say: Was
there over- or under-earning for the whole five-year

period?

35

I actually think that the Board normally looks at that

when they set future rates and they determine what they're

—_—
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going to allow for the costs. I believe they do look at
history. That's why history is provided.

So to explicitly set up an earnings sharing mechanism
with the balanced over and under, I think, is -- I would
suggest additional effort to try to maintain, and the Board
is already looking at it.

So from the company's perspective, I am not certain
that the added effort adds benefit.

MR. THIESSEN: Thank you.

QUESTIONS BY MS. LEA:

MS. LEA: No other questions there; then I will move
to a few questions that I have.

With respect to force majeure, and these were included
in the issue 2.2, and it relates to your capital spending
as well, and your SAIDI and SAIFI numbers.

So the interrogatory that I am looking at, it is
Exhibit I, tab 2.02, schedule 11, Energy Probe 16. So that
is issue 2.2.

And that interrogatory referred to evidence which we
might want to look at, Exhibit A, tab 6, schedule 1.
Exhibit A, tab 6, schedule 1, page 19.

And on that exhibit, it appears that the yearly SAIDI
performance and SAIFI performance, excluding force majeure
events, are relatively flat.

Have I interpreted that -- those charts correctly?

Perhaps it would be helpful to look at Exhibit A, tab
6, schedule 1, page 19, which has the bar charts on it. My

copy of the evidence doesn't have it in colour, so...

_—_————————————————————————
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