PAGE  

[image: image1.jpg]) SIC PERMANET

| _rocus | 4
Ontario

VT INCEPIT

2\




ONTARIO

ENERGY

BOARD

	FILE NO.:


	EB-2007-0681

	

	VOLUME:

DATE:

BEFORE:


	Volume 7
July 22, 2008
Gordon Kaiser
Paul Vlahos
Paul Sommerville

	Presiding Member and Vice Chair

Member

Member

	
	
	


EB-2007-0681
THE ONTARIO ENERGY BOARD

IN THE MATTER OF the Ontario Energy Board Act 1998, S.O.1998, c.15, (Schedule B);
AND IN THE MATTER OF an application by Hydro One Networks Inc. for an order approving or fixing just and reasonable rates and other charges for the distribution of electricity.
Hearing held at 2300 Yonge Street,

25th Floor, Toronto, Ontario,

on Tuesday, July 22, 2008,
commencing at 9:43 a.m.
--------------------------------------
Volume 7
---------------------------------------



BEFORE:



GORDON KAISER

Presiding Member and Vice Chair



PAUL VLAHOS

Member



PAUL SOMMERVILLE
Member

LJUBA COCHRANE
Board Counsel

RUDRA MUKHERJI
Board Staff
DONALD ROGERS
Hydro One Networks Inc.

ANITA VARJACIC
ALSO PRESENT:

ALLAN COWAN
Hydro One Networks Inc.

BODHAN DUMKA

1--- Upon commencing at 9:43 a.m.


1Preliminary matters


10Argument by Mr. Rogers


43--- Whereupon the hearing concluded            at 11:00 a.m.




Error! No table of figures entries found.
NO EXHIBITS WERE FILED DURING THIS PROCEEDING
    NO UNDERTAKINGS WERE FILED DURING THIS PROCEEDING
Error! No table of figures entries found.
NO


Tuesday, July 22, 2008

--- Upon commencing at 9:43 a.m.


MR. KAISER:  Please be seated.


Mr. Rogers, I'm sorry there is not a bigger crowd, but...


MR. ROGERS:  This is common when I do public speaking.  I normally try close family members and that's about it.


MR. KAISER:  That's all right.


Please proceed.

Preliminary Matters:


MR. ROGERS:  Thank you very much.  There are three orders of business this morning, sir.


First, can I just advise the Board about the undertaking situation?  The following undertakings were filed on July 22nd, 2008:   J6.1, J6.2, J6.3, J6.4, J6.5, J6.6, J6.7, and J6.8.


Undertaking 5.1 was filed in hard copy on Friday, July 18th, 2008, and was later filed electronically on July 21, 2008.


This leaves only one undertaking, J2.7, outstanding, and I understand we will be able to file that by the end of the week.


MR. KAISER:  By the way, I was just looking at this first interrogatory, this J6.1.  Any progress on the Milton situation?  Any steps in place?


MR. ROGERS:  An effort has been made to contact them to re-open negotiations.


MR. KAISER:  All right.


MR. ROGERS:  But that's all I can report for the time being.


MR. KAISER:  The only other preliminary matter I have, Mr. Rogers, is I was asked to indicate the dates for the remaining arguments.


MR. ROGERS:  Yes.


MR. KAISER:  I think we have settled as I understand it on August 18th for staff and intervenors, and is it the 25th?


MR. MUKHERJI:  28th.


MR. KAISER:  28th -- yes, 28th, for your reply, if that is satisfactory.


MS. COCHRANE:  Just to clarify, Mr. Chair, those are for written arguments by those parties?


MR. KAISER:  Yes.


MS. COCHRANE:  Thank you.


MR. ROGERS:  Yes, I think so.  Yes, yes.


MR. KAISER:  Let us know if there is a problem.


MR. ROGERS:  Yes.  Well, I know, as you say, the march to the sea is relentless, so my client probably likes it sooner rather than later, but I think this is satisfactory.  If not, I will let you know.  


MR. KAISER:  I think there were some vacation concerns on the part of the intervenors.  


MR. ROGERS:  Yes.  Thank you very much. 


Now, the next order of business I would like to deal with is the confidentiality issue, and I think I can deal with this fairly quickly.


MR. KAISER:  Oh, yes.


MR. ROGERS:  The other day, sir, you indicated that you wished to hear from me concerning the confidentiality considerations surrounding the three interrogatory answers on which confidential status was claimed.


There are three of these.  The first, J2.5, was a request to produce a CN utility study, a benchmarking study, and the claim for confidentiality there is based solely upon the proposition that this is a piece of proprietary information that CN generated.  It has it for sale commercially.  I believe my client probably purchased it.  


My client does not object to producing it, but CN has asked that if it is to be filed, that it be done on a confidential basis in order to protect their property rights in the document.


I ask that it be treated confidentially for that reason.


The second item - I am leaving the most important to the last - is J3.3.  This was the 2001 business plan or financial model completed in evaluating the Thessalon acquisition.


Mr. MacIntosh was asking about the capital forecast inherent in that analysis, and my recollection is the witness said he didn't know it offhand, but it would be back -- contained in a document.  You, sir, suggested that it might be simplest just to file the entire evaluation.  


My client is willing to file, on a non-confidential basis, the one page in study which contains the capital projection Mr. MacIntosh was seeking.  That can be filed on a non-confidential basis.


It is the balance of the document that my client is concerned about, because it contains commercially-sensitive material.  The financial evaluation model used for Thessalon is similar to the model being used in Hydro One's current acquisition considerations, and it feels it would be commercially disadvantaged if this were to come into the public domain.


So I would ask, sir, with respect, that the Board order the applicant simply to file the one page with the capital forecast on it, which was the subject of Mr. MacIntosh's question, and not to file the balance of the study, but if it is to be filed, it be on a confidential basis.


Now, the third item, and the one that my client is most concerned about, is J3.10, and this was a request which came from you, Mr. Kaiser, to provide the last three quarterly reports provided to the Hydro One board of directors and senior management, financial reports.


You may recall this came out of a discussion with, I think, Mr. Van Dusen about the budgeting process at Hydro One and the unique character -- somewhat unique character of it, and so on.


You were seeking some, I think, confirmation that there was rigorous scrutiny of these costs and that the corporation took its responsibility to control costs seriously, and asked that these reports be produced, if they could be, to give you some comfort or some idea of the level of scrutiny that the board exercised.


My client is willing to produce these.  I think it is important, and I do believe it will help the Board understand the rigorous scrutiny that the board and senior management exercises on a monthly basis, but I do have very serious concerns about the confidential nature of this information.


Now, the reason for this is as follows.  I am instructed compliance -- those responsible for securities regulation compliance at Hydro One, that because Hydro One has public securities in the way of debt securities, it is subject to extensive regulatory oversight by the Ontario Securities Commission and the securities commissions in each of the provinces of Canada by virtue of the fact that it is a reporting issuer in each of the provinces of Canada, including Ontario.


It is an issuer because it has a number of outstanding debt securities held by public investors.  As a result of its status as a reporting issuer, Hydro One is required to make regular public disclosure of historical financial results, operating performance and various other items, concerning itself and its consolidated subsidiaries mandated by applicable securities law.


These filings impose strict requirements on the type of information that is to be filed with the Securities Commission.


Now, pursuant to applicable securities law, Hydro One is not required to disclose and does not disclose in its securities law filings projections concerning its future performance, including information concerning expected future consolidated net income, consolidated cash flows and other similar performance measures of itself and its subsidiaries.


The information that is contained in these quarterly reports, which we have filed on a confidential basis, contains the very type of information that Hydro One is not required to and does not publicly disclose, pursuant to its obligations to the securities regulators.


It contains forward projections.  It contains year end projections.  It contains net income projections.


I would like to advise the Board that such information, while it is carefully prepared for internal purposes, it is not prepared with the expectation that it will be publicly disclosed or made available to investors in Hydro One's public securities.


Thus, it is not vetted to the same standard that disclosure mandated by securities law requires.


Also, I would like to advise the Board that I am instructed, by those who are better versed in securities law than I, that as a result of amendments to the applicable securities legislation in Ontario made in 2005, now enshrined in part 23.1 - Civil Liability For Secondary Market Disclosure of the Securities Act of Ontario, such information, if publicly disclosed, could subject Hydro One to significant secondary market liability to investors who purchase Hydro One securities following the disclosure of such information, if such information proves to be inaccurate or the projections implied in such information do not materialize.


Hydro One has not made this request frivolously, sir.  It believes that it should be permitted to keep this information non-public and confidential.  And it wishes me to stress that, if made publicly available, this information could subject Hydro One to significant secondary market liability from investors who purchased Hydro One securities in reliance on such information.  

In addition, I ask you to please recognize that this information was not prepared with the expectation that it become available to investors who trade in Hydro One securities.  Accordingly, it contains information that Hydro One would not disclose to investors, and, in particular, these forward-looking projections I spoke about.  Because these forward projections, by their very nature, often influence investors who sometimes place undue reliance upon these projections, which may never -- which may not materialize.  

By making this information available to them, it would subject Hydro One to potential liability, but also allow investors access to information that Hydro One never intended they would see and upon which they may erroneously rely.  

So as a result, it is feared that this information could influence investors' decision and could expose Hydro One to civil liability.  

The other point I would like to make, that in addition, Hydro One, by applicable securities law, is prohibited from informing other than in the ordinary -- I'm sorry, other than in the necessary course of business, to another person or company of a material fact before that material fact is generally disclosed.  This is pursuant to section 76.2 of the Insurance Act.  

Hydro One is concerned that some of the information contained in these submissions may constitute a material fact, within the meaning of the applicable securities legislation, such that if the Energy Board were to mandate public disclosure of this information, Hydro One might be required to generally disclose the information at large thus exposing itself to civil liability.  And in fact, disseminating information which was never intended for public dissemination. 

So for those reasons I ask that the Board order that this information be filed on a confidential basis.  

I have also asked my friend, Board counsel, that those requesting copies of the information -- I don't know who has -- and I am asking the Board to make this order, be restricted to members of the Law Society of Upper Canada.  I say that not because lawyers are inherently more honest than anyone else, but simply because we are officers of the court and this is a superior court of record.  

So I ask that this information, as sensitive as it is, be restricted to counsel who are members of the Law Society and governed by the very strict regulations which govern us all.  

Those are my submissions.  Thank you.  

MR. KAISER:  Have -- Board counsel, have any of these -- Ms. Cochrane, have many of these documents been made available as of yet to counsel or intervenors?  

MS. COCHRANE:  Mr. Millar, my co-counsel, was handling that, and I believe some parties' counsels were provided copies upon signing the confidentiality undertaking.  

I don't know yet which specific parties have them, though.  

MR. KAISER:  Why don't we proceed on this basis.  We will act in accordance with your suggestion, that initially, at least, unless there are some objections which we haven't heard from, distribution will be limited to those that are members of the Law Society of Upper Canada and of course upon executing the necessary confidentiality agreement. 

Will you make sure that Mr. Rogers has copies of any of the confidentiality agreements and list of all of the parties that received these documents?  They were to be marked confidential on a provisional basis depending answer ruling of this Board.  In that regard, I think we agreed we would allow other parties to respond to your arguments today and think will have opportunity to do that on the 18th and ultimately we will make a ruling with respect to the confidentiality.  

MR. ROGERS:  Very good, sir.  My understanding was they were to be here today to make those submissions. 

MR. KAISER:  Yes, I thought that too. 

MR. ROGERS:  I assume that...

MR. KAISER:  I don’t know whether they could respond in writing or not, but we will let them do that. 

MR. ROGERS:  Thank you very much.  I can turn to the third order of business which is the direct argument. 

MR. KAISER:  Yes. 

MR. ROGERS:  I don't anticipate this is going to be very long.  
Argument by Mr Rogers:


MR. ROGERS:  Mr. Chairman, Members of the Board, the purpose of an argument-in-chief is to provide a summary of the applicant's requests and the evidence in support of them.  

I cannot fully anticipate the positions that intervenors or Board Staff will take, although some are predictable and I will try to deal with them today.  

My principal objective today, however, is to lay out for you the relief which my client seeks and the evidence in support of it.  

In doing so, I am mindful of your responsibility to protect ratepayers from unnecessary or wasteful cost increase, while at the same time ensuring that there is a solid, properly financed public utility able to meet its heavy responsibility to reliably deliver electricity to its 1.2 million customers.



Let me list the items for which Hydro One seeks approval from you in this case.  

These are set out in detail at Exhibit A, tab 2, schedule 1, page 1 to 7.  However, the main features are these.  First, approval of the deemed capital structure of 60 percent debt and 40 percent equity and an equity return of 8.64 percent using the May 2007 consensus forecast.  

Hydro One assumes it will be directed to recalculate its 2008 test year equity return using the announced rate-of-return -- or return on equity for 2008 of 8.57 percent.  

This is all in accordance with the Board's direction in its cost of capital decision and is, in fact, a settled issue with the intervenors.  

Second, approval of a revenue requirement of $1,067,000,000 for the 2008 test year, subject to the updates agreed to in the settlement conference respecting ROE deemed short and long-term debt rates, and prevailing capital and income tax rates.  

Third, as part of the revenue requirement, approval of OM&A costs of $478 million for the test year, summarized at Exhibit C1, tab 2, schedule 1.  

Fourth, approval of a distribution rate base of $4,382,000,000 in 2008, summarized in Exhibit D1, tab 1, schedule 1.  

This includes a capital budget for 2008 of $566.2 million as set out in Exhibit D1, tab 3, schedule 1, page 2, table 1.  

Fifth, an order to permit the refunding of regulatory assets as of April 30, 2008 over a four-year period, as summarized in Exhibit F1, tab 1, schedule 1, and F1, tab 2, schedule 1.  

Now, as noted in Undertaking J6.2, just filed this morning, the actual April 30, 2008 balance to be refunded is $65.5 million.  

If the regulatory assets are based on the December 31, 2007 year-end audited numbers, the balance to be returned to customers would be reduced to $42.9 million.  

The applicant's proposal is to return the April 30, 2008 balance, now $65.5 million, to its customers over four years, which would further mitigate customer rate impacts, of course.  

I would like to point out, before going on, that the approval of the required revenue requirement or the applied-for revenue requirement, regulatory assets and the expiration of smart meter interim costs would result in a net distribution rate increase of less than 2.5 percent relative to the approved 2007 distribution rates, and of less than 1 percent on the average customer's total bill.  

In view of the increased amount in the regulatory assets account, the expectation of the company is that if that money were returned, the distribution rate impact would be less than 2 percent.


Sixth, approval is sought of rate schedules for 2008, the most important feature of which is the proposal to harmonize distribution rates over a four-year period.  As the Board has heard, the rates are based on a cost allocation study following the OEB cost allocation model either by direct application, where possible, or in spirit where not.


Part of this proposal is a four-year phase-in by way of a mitigation plan proposed by the applicant, which ensures that the yearly increase is less than 10 percent in -- for the average customer in each class for 2008, 8 percent in 2009, and 7 percent in 2010.


This, again, is the percentage of the total bill for the average customer in each class.


You will note it declines each year, and that is designed to allow for increases under the third generation of IRM, which my client assumes it will moderate or will adjust its revenue requirement as we go forward.


The applicant also seeks treatment of deferral accounts and the approval of three new deferral accounts, as detailed at Exhibit F1, tab 3, schedule 1.


They are, first, an account to track the impact of incremental OEB costs.  You will recall that this was discussed during the hearing.


Second, an account to record the sum of $2.5 million per year of revenue deficiency resulting from the impact mitigation proposals.


As Mr. Vlahos pointed out during the hearing, the amount charged to the mitigation account will be a fixed annual amount based on the Board's decision.  It may not be exactly 2.5 million.  It will depend on your decision, but it will be a fixed, ascertainable amount.  For that reason, the account is probably more accurately as a mitigation deferral account.  It is not really a variance account at all.  


The third deferral account, and the most important one, is a variance account to track variations in pension costs.  These costs are very significant, and they will vary with independent actuarial assessments beyond the applicant's control.


The company requests a variance account to protect the ratepayers and the shareholders from potentially large variations between the forecast and the actuarially-determined pension obligations.


Now, the application also asks for recovery of smart meter costs as though it were part of the core business of the utility, but I would like to deal with that a little more fully later in the argument, if I might.


May I now deal with a few elements in the applicant's proposal, which I submit are of paramount importance in assessing it?  First is the increase in the revenue requirement being sought.


In the lead-up to this case, there was the usual stakeholder consultation effort and, of course, scores and scores of interrogatories.  As a result, a good many issues concerning the revenue requirement were settled.


Moreover, there did not appear to be any major specific challenges mounted to the applicant's evidence in cross-examination on this topic, and you will recall the first three panels went through very quickly.


Intervenors did allude to overall percentage increases and increases in some categories of costs, and I anticipate that this will be the theme of some intervenor arguments.  If so, I will do so when they arise.


But at the very outset, I would ask the Board to be mindful of two defining features of this case when we're dealing with the revenue requirement.  First, the requested OM&A expense for 2008 is actually less than the OM&A expense incurred by the company in 2007.  The company's proposal actually seeks approval of a reduction in OM&A expenses over actual expenditures in 2007.


Second, the capital increase of $90 million in 2008 over actual 2007 levels is almost entirely attributable to smart meter spending.  In fact, the increase in capital spending, excluding smart meters, is only $1.5 million more than actual 2007 expenditures.  I will come back to that a little later in the argument.


I, therefore, ask the Board to look carefully at the actual level of costs incurred by the company in the bridge year 2007.  This was a year in which the revenue requirement was determined by the 2nd generation IRM.  The company's selfish financial interests would have been best served by avoiding or deferring costs in 2007.


When the Board looks at actual costs incurred by the company in 2007, you will see, as I have said, that the OM&A forecast for 2008 in this case is actually less than the actual amounts incurred in 2007.


The requested sum of $477.7 million is about $14.9 million less than the company actually spent in 2007.


I observe that this was not the case in other applications recently reviewed by the Board.


Now, I also ask the Board to note that these costs increased in 2007 for good reasons, and they were, to a significant extent, absorbed by the company and not by the ratepayers.  These costs were necessary to meet the applicant's obligations to provide reliable electricity distribution service to its customers.  They were incurred by the company in 2007 even though they could not be fully recovered from customers.


This company will do what it has to do to meet its obligations to its customers, which in 2007 was, to some extent, at shareholders' expense.


Intervenors will want to talk about the increases between 2006 and 2008, I suspect.  As the Board will have observed, intervenors are fond of seeking percentage comparisons and selected categories of costs would show large increases over a several year period.  This is designed to create the impression that costs are escalating in leaps and bounds.  


Now, of course, percentage increases can be a valuable tool, but care must be taken to look at the underlying causes for the increases, and that is what I will ask you to do.


I do concede that some costs have obviously gone up since 2006, but there are good reasons for this.  And in each case, there is a detailed explanation in the prefiled evidence about why these costs have increased.  


Without going into all of the detail contained in the evidence, I remind the Board that the major causes of increases required in the revenue requirement is set out at Exhibit A, tab 2, schedule 1, page 6.


In addition, there is a convenient breakdown of the components of the change to revenue requirement from approved 2006 levels to the 2008 request filed at Exhibit E1, tab 1, schedule 1, page 4, table 3.


I would like to discuss that with you briefly, and I prepared a copy, which I hope that we have for you, just to follow this through.


[Mr. Mukherji distributes document]


MR. ROGERS:  This is a table found in the evidence which attempts to provide a summary of the components of the change in revenue requirement from the approved 2006 level to the present proposal.


As I have said, while there is a substantial increase, obviously, but there are very good reasons for those increases and I would like to review a few of them with you now.


First, if you look at this - and I will start with the more obvious one - the third one down is the impact of smart meters.  Of the total increase in revenue requirement of $102 million, 22 million is directly attributed to the smart meter program.


The top line is the biggest sum, $63 million, and this results from the impact of an increased rate base.  Let us look at this more closely.  


In 2006, the Board approved $333 million in capital expenditures as part of the 2006 case.  Assuming a similar level of capital spending in 2007, the combined impact on 2008 revenue requirement is about $45 million.  That is taking the return on the increased investment in rate base starting with the approved level in 2006.


So of the $63 million there, about $45 million is directly flowing from the Board's decision in 2006.


Now, we know, in fact, that capital spending in 2006 was higher than Board approved, primarily because of storm damage which contributes another approximate $5 million to the increase.


So, therefore when you look at the return on the approved capital, plus the $5 million or so in increased capital spending largely attributable to storm damage, we have accounted for about $50 million of the $63 million in that top line.  That leaves $13 million.  Of that, several million is due to increased customer connections and the majority of the balance is due to IT initiatives, including Cornerstone, all of which is explained in the evidence.  

Now, table 3 also shows the increase in OM&A expense, line 2.  You will see it is $45 million.  A large sum.  

Most of this is attributable to the planned increase in vegetation management, which the Board heard a good deal of evidence about during oral testimony and is outlined in Exhibit C1, tab 2, schedule 2.  About $26 million of this $45 million increase results directly from that vegetation management proposal.  

The remaining increase in OM&A expense over that period of time is less than escalation on equipment and material such as copper, for example, which has escalated dramatically, as have many of the components of Hydro One's costs in a very, very competitive electricity distribution environment.  There is a lot of competition for resources, as the Board heard during the hearing.  

So the point of this exercise was to hopefully demonstrate to you that the increases from 2006 levels shown on that table and offset by the noted decreases there, as well, fully explain the requested revenue requirement increase.  

I am going to go into more detail from a different perspective, but this I submit is a good overview to look to see what is driving these increased -- this increased revenue requirement.  

Now, we can set that aside for the moment, because I would like to talk for a moment about OM&A expenses.  The increase is, in OM&A expense being sought, is from about $404.1 million in 2006 to $477 million in 2008, a difference of about $73 million over the period.  

Once again, the increase is fully explained by a number of factors outlined in the evidence.  The sustaining budget, the largest component of OM&A costs, accounts for about $25 million of the increase.  As I indicated a moment ago, when looking at it from the perspective of table 3, this is very largely attributed to the significant increase in the vegetation management effort, which was first explained to the Board in 2006, by the way, and was reviewed in great detail during this case.  

In 2006, the company spent $89.1 million on vegetation management.  In 2007, it spent $115 million on vegetation management.  In 2008, it has a budget of $119.4 million, that is found at Exhibit C1, tab 2, schedule 2, page 3.  

So you can see these costs are increasing very dramatically, as was discussed in considerable detail.  

Mr. Juhn explained to the Board the reasons for the increase.  The company has embarked on a more aggressive brush and vegetation program as a result of benchmarking studies and internal analysis.  It believes that a shorter clearing cycle of eight years, which requires clearing of 12,500 kilometres of right-of-way per year, will improve reliability and reduce costs in the long run.  

The Board may recall that while a six-year cycle was given some consideration and was discussed during the hearing, the company believes it is premature to change the vegetation clearing cycle so drastically in one step.  In its considered judgment, the prudence course is to move to an eight-year cycle and monitor the costs and reliability benefits before moving closer to other utility practices which tends to have shorter cycles.  

Transitioning in this way is consistent with good utility practice, I submit, and that is the reason why they're proposing the eight-year cycle.  

Now, also part of OM&A is the 2008 development OM&A budget.  While this is a relatively small component of the total OM&A costs, it has more than doubled from 2006 actual expenditures to $9 million in 2008.  And has increased $1 million over 2007.  So it is going up quite a bit since 2006, although relatively flat from 2007 to 2008.  

Mr. Graham described in detail the increasing development work associated with the externally driven ramp up of distributed generation related studies and standards development.  That accounts for this increase in costs in this category.  

Now, let me turn, briefly, to a discussion of the requested shared services budget, another component of OM&A expense.  

As noted at C1-2-6, Hydro One shared services are comprised of common corporate function and services, common asset management services, information management services and cost of sales to external parties.  

By way of background, I will remind the Board that Hydro One established the shared service model approach in 1999 and the cost allocation model developed by R.J. Rudden Associates has been extensively reviewed in the 2006 distribution rate case and also in the 2007-2008 transmission rate case.  

The shared service model cost effectively delivers common services to Hydro One's various businesses in a manner that benefits its transmission and distribution customers.  As noted by the witnesses, other than updating drivers as needed, Hydro One has not altered or proposed any changes to the allocation methodology previously approved by the Board.  

Let me deal with a few elements of this category of costs.  First, with respect to common corporate functions and services, the business functions which are driving an overall increase of $7 million to the distribution portion in this category include finance, human resources, regulatory affairs and corporate security as noted in table 3, page 6 of C1-2-6.  

Increases in the finance area are primarily driven by the added costs of complying with ongoing Bill 198 requirements and increased work requirements related to the Securities Commission as noted by Mr. Innis in his discussion with Mr. Millar, which can be found at about transcript page 144.  

Mr. Innis went on to explain that corporate security increases were driven by the theft of power program, increases in the human resource area were required to support the often discussed need for additional staffing and related human resource programs, which I will deal with a little more fully later in this argument.  That was at transcript 145.  

The increases in regulatory affairs are related to increased work associated with regulatory compliance, and major OEB proceedings, section 92 applications, and load forecasting and rate design activities as noted at page 29 of C1-2-6.  

Let me turn, briefly, to asset management where the distribution portion of costs has increased $5 million since 2006.  

This increase is largely due to an unprecedented number of proposed new generation connections, the impact of government policy decisions, and the need to address staff demographic issues.  This, as well, was canvassed fairly extensively in the evidence.  And there is a lot of prefiled evidence on it as well. 

May I now deal briefly with capital expenditures.  Capital expenditures are increasing from $392.6 million in 2006 to a forecast of $566.2 million in 2008.  Once again, this is a large increase.  

These increases are primarily driven by smart meter spending, and I would like to refer to another exhibit and I hope we have a copy for the Board.  It is Exhibit J2.2, which clearly demonstrates this.  Do you have that, sir?


If you turn to the second page, page 2 of 2, this is an undertaking answer, I think to a question put by the Board, as a matter of fact, which tended to show the impact of removing the smart meter program from capital spending.  The front page is OM&A, but the back page is capital, which I would like to discuss now.


If you look at this table, the bottom line, you will see the capital program after the smart meter costs are removed.  You will see that the proposed capital expenditures increase from a 2006 level of $378.5 million to $399.9 million in the bridge year, 2007, and then slightly to $401.4 million in the test year.  So we have a 6 percent increase in capital spending over the 2006 to 2008 period, and relatively flat spending between 2007 and 2008.


Once again, while the increase may look dramatic, when you look at the underlying causes, it is, I submit, fully explained.


The remaining capital expenditure increase, after you take smart meters out, is more than accounted for by an increase in the distribution generation connection budget from 1.8 million in 2007 to 8.4 million in 2008.  Once again, this was fully explained in the prefiled and oral evidence.


In accordance with its distribution licence, Hydro One distribution is required to connect new generators that comply with the requirements of the market rules and the applicable codes.  The number of new generators applying for connection has grown immensely in response to the provincial government's initiatives to promote distributed generation.


You may recall this was discussed in some detail by Mr. Graham when he was here.


Before we leave this issue of smart meters, can I remind the Board that the company has adduced evidence to demonstrate that all costs actually incurred in the smart meter program, including minimum functionality and exceed minimum functionality, are, I submit, reasonable and have been prudently incurred.  


It asks that all of these costs be approved for recovery as a regulatory asset up to April 30th, 2008 and be included in its core work program beyond that time for recovery as part of its revenue requirement.


However, my client is mindful of the Toronto Hydro decision, and we talked about that during the hearing.  If the Board chooses to follow the approach which it applied to the Toronto Hydro case, the applicant asks that both minimum and "exceed minimum functionality", in quotes -- functionality costs incurred as of December 31, 2007 be approved for recovery through a rate rider and inclusion of the in-service capital in rate base.


All subsequent smart meter costs would be tracked in a deferral account and the interim smart meter rate rider would continue under this proposal.


While dealing with this question of smart meter costs, I observe that -- or I submit that the evidence demonstrates that the 75 percent of "exceed minimum functionality" expenditures supports the government policy of adopting time-of-use rates and the necessary integration with the IESO systems.


The remaining 25 percent of "exceed minimum functionality" costs support future business benefits and is being delivered at a competitive price.  So I ask that the Board permit recovery of those costs.


I would like to talk for a moment about staffing and wages, because this was, once again, a topic of interest in this hearing and has been in several cases that this company has presented to this Board.


Labour costs are charged to OM&A and the capital work programs, and so are built into the OM&A and capital budgets.  I know and the company knows that the Board has expressed concern previously about the need to control these costs, and you have directed the company to conduct benchmarking studies in order to establish comparables to assist the company and the Board in assessing the reasonableness of Hydro One compensation levels.


Ms. Judith McKellar, director of human resources, testified on the company's behalf in this area. 


The company has filed the Hay study in this case showing a comparison between three job categories at Hydro One, one from the Power Workers' Union, one from the Society and one from management.  This study shows that Hydro One compensation levels are comparable to other utilities and thought, by the authors of the study, to be reasonable.


Ms. McKellar explained to the Board the effort the company has made and is making to control labour costs.  She pointed out that Hydro One inherited a unique problem.  When Hydro One was formed, it inherited legacy collective agreements from Ontario Hydro.  Ms. McKellar explained that company then devised a strategy to contain costs in the face of these inherited collective agreements.


They knew they were not going to be able to roll back wages and benefits for existing employees, so they attempted to contain their costs by increasing flexibility in their work force in order to get more work done for the compensation they must pay.


As Ms. McKellar testified at volume 3, page 187 and 188 of the transcript, this strategy has had some success relative to the other Ontario Hydro companies, legacy companies.  For example, as she explained, the category of mechanical maintainer, still found at OPG and Bruce Power, had the same wage rate as the category of regional maintainer at Hydro One when the companies disaggregated. 


Today compensation for a Hydro One regional maintainer is 17 to 21 percent less than the comparable job at OPG and Bruce Power.  This is an example of the effectiveness -- I don't say it is 100 percent successful, but it shows the progress the company has made in attempting to control these costs.


Hydro One knows that the Board is concerned about its wage rates and compensation levels, and Hydro One has always been quite straightforward with this Board in acknowledging the problem.  And it has set out for the Board many things that it has done and is trying to do to contain these costs.


In the face of increasing competition for skilled labour, the company has sought to increase management flexibility to run operations as opposed to unattainable reductions in wages, benefits and pensions, which are very difficult in the face of collective agreements.


Hydro One has now negotiated a new agreement with the Society, which came into effect on April 1, 2008 and will run for five years. 


Some of the costs -- I'm sorry, cost-containing features of the agreement are set out in the evidence at Exhibit C, tab 3, schedule 2, page 6.  With respect to executive compensation, the company has adopted the recommendations of the Arnett panel and is proceeding on that basis.


Now, I would also observe that Hydro One's work programs - this is both distribution and transmission combined - have grown by about 40 percent between 2006 and 2008.  During that same period, its regular staff numbers - this is both transmission and distribution - have grown by only 23 percent, and the total staff growth, including temporary work force, by about 34 percent, so less than the growth in the work programs, once again, I submit, an indication that the company is getting more work done with less resources.


One important feature of this case - and Ms. McKellar spoke to it - is the fact that by 2012, 40 percent of Hydro One's work force will be eligible for an undiscounted retirement.  Hydro One jobs are technically complex and require years of training to get full -- to get to full competence.


Due to the unique skills required in the electricity, transmission and distribution sector, there is a need to grow qualified staff, as the company cannot hire them fully trained, and this can take a number of years.  Its apprenticeship program provide Hydro One with a cost effective means of training less experienced, less costly workers on tasks where the risks are minimal, because this could be a hazardous occupation as you can understand, while allowing their more qualified higher paid journeypersons to perform the more challenging tasks, working on live systems and the like.  

Examples are the regional maintainer lines which take six years, six years from the hire date until the employee becomes a fully qualified journey person regional maintainer.  

Protection and control engineers take about 10 years from the date of hire until they reach full competency in the role.  Hydro One must continue to hire today to mitigate the risk of upcoming retirements.  The North American Electricity Reliability Council cites the loss of qualified baby boomers as the main risk to reliability that the electricity sector faces today and over the next few years.  

I want to emphasize, Mr. Chairman and members of the Board, that the staff numbers contained in the application are based on a rigorous and highly scrutinized staff build-up and factor in the ongoing use of contingent workforce -- of the contingent workforce, so that labour costs are prudently incurred.  

Hydro One's contingent workforce such as the hiring hall, for example, do not participate in the company's benefits or pension programs and can be laid off without financial penalties to Hydro One.  

Adding to this demographic challenge that I alluded to is the highly competitive labour market which, of late, is enticing some of Hydro One's highly qualified staff away when they reach their retirement eligibility date.  I am tempted to observe that some of them may appear before you as consultants from time to time.  Ms. McKellar estimates that the number of staff hired in 2008, about 60 percent, will be added as a result of the growth in the work programs, much of the work relates to the large transmission capital program -- you may recall I asked her about that and you will be hearing more about that in the late fall when that is filed.  And about 40 percent is attributable to upcoming retirements this year and over the next few years.  

Ms. McKellar pointed out in evidence that as the stewards of the province's transmission electricity system and the largest distribution system, Hydro One takes its obligations seriously to ensure that there will continue to be an adequate supply of competent well-trained workers to carry out this obligation.  It has an obligation to do so, and it is trying very hard to meet that obligation.  

Now, before turning to cost allocation and rate design I would like to very briefly deal with the issue of load forecast and CDM.  

And I anticipate there will be argument about CDM from the intervenors.  Hydro One has used OPA's assumptions with respect to provincial CDM to be achieved in 2008 which is 800 gigawatt hours as shown in table 4 of Exhibit K6.13.  

Hydro One has used its share of the provincial load as the basis for assuming its 126 gigawatt-hour CDM forecast for 2008.  But Mr. But explained, as he explained -- I'm sorry.  As Mr. But explained, this is a reasonable assumption which reflects the fact that while Hydro One has a smaller share of the CDM savings in the Greater Toronto Area, it has a larger share of the CDM savings outside the GT area.  

Further, as confirmed by Mr. But, it is appropriate to include demand response programs as part of the forecast CDM savings.  He was challenged on this I think by Mr. Buonaguro during the cross-examination.  

This treatment is the same as that used by the OPA in its estimates, provided in tables 1 through 4 of Exhibit K6.13, which include demand management savings.  

Hydro One has provided a report as attachment A to interrogatory response H, tab 1, schedule 105 which shows the detailed bottom-up analysis of the CDM savings achieved to the end of 2007.  

As shown on page 2 of that report, Hydro One will have achieved 409 gigawatt hours of CDM savings on a cumulative basis by the end of 2007.  This compares to a total of 437 gigawatt hours forecast to be achieved by the end of 2008.  I anticipate there will be more argument about this when we get the intervenors’ positions.  On the topic of CDM, Hydro One's application requests $1 million in funding to maintain the programs it initiated under the MARR funding, maintain a base level of CDM capability required to participate in industry activities, and to assess resources required to develop future CDM programs and prepare funding applications.  

This includes, where necessary, conducting research such as customer surveys, field test studies, small studies and the like.  You may recall there was some discussion about this.  I don't want to spend a lot of time on it.  And it is to provide for a core capacity within the company to keep abreast of CDM developments and to monitor the remaining MARR and to be positioned to participate, effectively, in CDM initiatives.  

Now, without the requested CDM funds, Hydro One would not be able to keep abreast of evolving CDM trends, develop credible CDM programs, and prepare satisfactory funding applications to the OPA.



I would now like to turn to the cost allocation and rate design and I am probably going to spend less time on that even though it may be the most important feature in this case, than I did on the revenue requirement.  

I don't want to leave you with the impression that revenue requirement is not important.  It is very important to my client.  But the cost allocation and the rate design has implications for all customers now and in the future.  

We anticipate that a great deal of intervenor argument will deal with these issues and that considerable reply argument will be necessary, but I would like to outline briefly the company's position here.  The applicant is financially indifferent to the way the costs are allocated or how the rates are designed.  Whatever the Board decides as being appropriate should result in the applicant recovering its allowed revenue requirement from its customers.  

The company is proposing to adopt 12 new customer classes into which all of its legacy and acquired customers will be mapped.  This will reduce the number of rate classes from the approximately 280 presently in place.  As you have heard the applicant has conducted an extensive stakeholder effort with its customers who are actively engaged in the development of the new rate classes.  

Hydro One conducted a detailed cost allocation study, based on the cost-allocation methodology recommended by the Board in its September 29, 2006 report to allocate the revenue requirement by customer group.  

Hydro One did find it necessary to modify the methodology to deal with its unique circumstances, such as the provision of sub-transmission service to embedded customers, the application of density weights to reflect the primary rural nature of its system, and the large number of customer classes.  

Now, I pause to emphasize that the company has spent a great deal of time and thought, headed by Mr. Roger, to try and develop a proposal which is consistent with the rate model of the Board and which balanced the interests of the customers of this utility and allocates the costs in a way that fairly recovers the revenue requirement from the different customer classes.  

But not surprisingly, the cost allocation and the new proposed rate design were the most contentious issues in the oral part of this hearing.  

As Mr. Roger pointed out, in any cost allocation and rate design, there are winners and there are losers, depending on how the classes are defined and how the costs are allocated.  

He observed that in order to have a perfect rate design where each customer bore its own unique share of the costs, were that possible, it would be necessary to have some 1.2 million separate rates.  This obviously is not possible, and the applicant has tried to devise a rate structure which groups similar customers so that costs are fairly shared by all.  

The main objective was to simplify the structure of Hydro One Distribution's current rate classes to better reflect utilization of assets and services.  Simplify the system, and allocate the costs to the proper classes based on cost allocation principles approved by the Board.  

The simplified rate classes are designed to be more consistent with the number and categorization of rate classes typically used in other Ontario distribution companies.  This should reduce customer confusion and make it easier to manage from an administrative perspective.


Mr. Roger testified at length about the rationale for the cost-allocation study and the rate design.  He attempted to employ the results of the cost-allocation study, which was developed using the Board cost-allocation model, to fairly allocate the costs between the customers of the utility.


Much was said about the effect of the proposals on the acquired utilities, many of whom will experience rate increases.  That is understandable.  Very little was said in the oral part of the hearing about the interests of the legacy customers or about the cross-subsidies that will continue until the cost-based rates are fully implemented.


Now, this is a matter of fairness which the Board will have to resolve, and is uniquely positioned to resolve, as I said in my opening.  The company has made its recommendations based on what it believes is a reasonable outcome, having regard to the application of the Board's cost allocation model and its guidelines concerning rate impacts.


The company understands that it is controversial, and it is quite prepared to make whatever adjustments the Board thinks appropriate.  It does ask that whatever rate design is adopted be sufficient to cover the applicant's revenue requirement, of course.


So the company's proposal has attempted to be an even-handed exercise to allocate costs to the appropriate customer groups, but if the Board feels that modification should be made, it of course is quite willing to make those modifications.


I would like, just closing off this part of the argument, to note, as Mr. Roger explained, we did hear a lot in the evidence about disgruntled customers, and that is understandable and that is appropriate, but recall that 900,000 customers, or about 81 percent, will see decreases or very modest increases as a result of these proposals.


I would like to deal with just a few of the intervenors who were here before you which presented unique situations.  The first, of course, is the Hopper Foundry.


I think the Board heard, after the first initial shock of the rate impact on the Hopper Foundry, that there was a very good reason for what had happened there.  This is a one-off sort of situation, quite unique.


Hydro One is proposing to discontinue the interim time-of-use rate -- or, sorry, its interim time-of-use program and to move the three customers who are on that rate to the corresponding new customer classes, since the funding for this program has now ended.


For Hopper, it was thought that this would mean being moved to the general service demand build class.  Now, as the Board has heard, the reason for the high impact to Hopper - and it is indisputably high - of Hydro One's proposals are due to two factors:  Changing the billing determinant from the maximum demand established in the peak period only to the maximum demand established in the 24-hour clock, and changing of the applicable rates as a result of the proposed harmonization plan.


I think it was observed -- I think someone observed that he was -- in effect, because of time of use, was receiving delivery services for most of his energy for free.  So it's not surprising that when there is a charge being levelled, the percentage increase will be very dramatic.


Hopper was a customer of the Forest-acquired LDC.  Hydro One filed Exhibit K6.8 on Friday, July 18, 2008, and just coincidentally, it corresponded with the question that you asked that day, Mr. Chairman, and we had already prepared this exhibit.


This exhibit explains how it can be estimated what the impact would be for a similar customer as Hopper being charged Forest rates, comparing 2007 approved rates and 2008 and 2011 rates; in other words, assuming we hadn't had this experimental time-of-use program and he had been on the normal rate that would apply to anyone else in the situation in Forest.


A similar customer to Hopper would see an impact of 12 percent between 2008 and 2007 - that is, a 12 percent impact of this proposal - and 15 to 16 percent between 2007 and 2011.


This is the impact of the harmonization proposal viewed alone and assumes billing quantities remain the same.


Now, I would like to advise the Board that work is ongoing on this issue with the Hopper Foundry.  It is obviously a unique situation and quite a dramatic effect on that operation.  The company is meeting with Mr. Vickers this week to discuss this further.


I am instructed that engineering considerations may, in fact, require Hydro One to upgrade their distribution facilities to supply this customer.  This would be determined by code considerations, I understand.  If so, Hopper Foundry will qualify for the lower ST rate.


The estimated rate increase under a move to the ST rate -- and this is compared with his time-of-use rate.  The estimated rate increase under a move to the ST rate would be about 23 percent from his existing time-of-use rate, which is about $900 a month, I am informed.


Now, those discussions are ongoing.  The analysis, there was an engineering analysis taking place as to what is required, and I undertake to report to the Board on the progress of these discussions at the time of my reply argument.


MR. SOMMERVILLE:  Mr. Rogers, that was alluded to, I think, in the course of the oral evidence, and the obstacle that Mr. Vickers expressed in that was that while the upgrade of the Hydro One system would manage, I think, half of the overall capital necessary, it would still leave about $150,000.


Do I understand that that is still the construction of what we're talking about?


MR. ROGERS:  No.  I think -- that was what Mr. Vickers said.


MR. SOMMERVILLE:  Yes.


MR. ROGERS:  That may have been in some of the documentation that Hydro One presented to him.  That's being reviewed, I understand.


MR. SOMMERVILLE:  Okay.


MR. ROGERS:  I can't give you --


MR. SOMMERVILLE:  I understand.


MR. ROGERS:  -- a definite answer, but I think it is fair to say that the belief is that those costs, sir, will be less than that.


MR. SOMMERVILLE:  That's what I wanted to clarify, so that's helpful.  Thank you.


MR. ROGERS:  I will try to give you the best information I can before the argument phase is completed.


I can tell you this, Mr. Sommerville, to answer your question in another way, I am instructed that Hydro One is looking at the least-cost option to put him on the appropriate service and rate, with the ST rate, at the least cost consistent with code requirements.  I will try to give you better information as to what the costs in his plant would be before this process is completed.


MR. SOMMERVILLE:  Thank you


MR. ROGERS:  Let me deal very briefly with Milton Hydro, who also was here.  I have advised the Board that my client has -- I think has contacted or has initiated a reopening of negotiations, which are ongoing, which really led to this issue.


Milton Hydro is proposing that the two feeders out of the Palermo TS being used to supply power to Milton be reclassified from shared feeders to specific feeders.


The Ontario Energy Board has approved two types of rates to be charged to LV feeders, low voltage feeders, being used by Hydro One to supply its low voltage customers, specific feeders that are located within an embedded LDCs' boundaries and shared feeders.  Specific feeders are billed on a per-kilometre basis, while shared feeders are billed based on a per-kilowatt basis.


As Mr. Roger said in his evidence-in-chief, because I asked him specifically about Milton, whenever there is pooling of costs in a customer class, there will be winners and losers.  Customers being served by long feeders with small loads will want to be billed based on a per-kilowatt basis, while customers being served by short feeders that are heavily loaded, like Milton, will want to be billed based on a per-kilometre basis.


As Mr. Roger testified, changing the charge determinants from a per-kilowatt basis to a per-kilometre basis for all customers being served by shared feeders, that currently serve only one customer, would result in Milton Hydro saving about $97,000 a year.  But he gave the example of another LDC that it would see its bill increase by $400,000 per year if the treatment was changed.


As I say, an effort is being made to reopen negotiations with Milton Hydro, but I wish to be forthright with the Board, that the company will be constrained by the fact that agreements have already been reached with Oakville and Burlington on a commercial value basis in very similar circumstances, but my client is reopening these negotiations. 

MR. KAISER:  Did we have evidence of that?  Was there evidence of that in the hearing?  

MR. ROGERS:  I am not certain.  I was instructed that was the case.  I thought Mr. Roger had alluded to that in his evidence-in-chief but I can't be sure, sir.  I can't be sure.  

I can advise the Board, my advice is that all of these negotiations were taking place at more or less the same time over the last two years, and that arrangements have been made with the other two utilities, I don't know what the details of it are but -- and they were approved by the Board. 


MR. KAISER:  This is a situation where the utility, the other utilities you mentioned purchased these assets?  

MR. ROGERS:  Yes.  Excuse me a moment.  

I am instructed that that is right, they purchased those assets on the basis of a commercial evaluation, and the information, I believe, was filed with the Board and the acquisitions approved by the Board.  

MR. KAISER:  Well, if they had been approved by the Board, maybe you could just point us to those decisions. 

MR. ROGERS:  That's what I'm thinking will be the best way to deal with your question.  I will do that.  Because I don't recall -- I just can't -- I am just not confident there was explicit evidence on this in the hearing. 

MR. KAISER:  I don't recall it.  

MR. ROGERS:  Finally, I want to talk very briefly about Rogers Cable, the other intervenor unhappy with the cost allocation.  

Rogers Cable is arguing that unmetered scattered load should be treated as a separate class since their load factor is close to one, and USL would be subsidizing other customers in the general service energy build class.  

In addition, Rogers appears to assume that USL's revenue-to-cost ratio as a separate class is over 2, and exceeds the Board's guidelines that the upper range for revenue-to-cost ratio applicable to USL should be 1.2.  

Hydro One is of the view that a separate rate class for USL is not required.  Hydro One never had a separate class for this type of customer.  And it believes that a properly-determined credit for unmetered scattered load is acceptable and appropriate to deal with this type of customer.  And that of course is what's proposed.  

Hydro One used the Board's cost allocation model to determine the applicable credit for unmetered scattered load.  

Mr. Chairman, those conclude my remarks.  I would like to thank you very much for your attention today and throughout the hearing.  

MR. KAISER:  Thank you.  Anything further, Ms. Cochrane?  

MS. COCHRANE:  There are no submissions from Board Staff at this point.  

MR. KAISER:  Yes, Mr. Vlahos has a question.  

MR. VLAHOS:  Mr. Rogers, I am trying to find the reference.  It was your coverage of the smart meters expenditures and you talked about some of the alternatives and you spoke about the rate rider needing -- had to be continued.  

I wasn't clear as to whether, based on the alternative use that you proposed, that the Board does have a specific value for that rate rider, or one has to be calculated.  

I suspect you probably would want to ask your advisor on this one. 

MR. ROGERS:  Yes, thank you.  I think the idea here was to try -- as the alternative to mirror what the Board has determined in the Toronto Hydro case, and I think the proposal is to continue the existing approved rider.  

MR. VLAHOS:  Okay.  So we don't -- the Board has no need to worry about a recalculated rate rider that may not be in the evidence right now?  

MR. ROGERS:  Correct. 

MR. VLAHOS:  I am just trying to avoid any delays in the rate order.  

MR. ROGERS:  That's correct, sir.  

MR. VLAHOS:  All right.  Thank you for that clarification.  

MR. KAISER:  Thank you.  Mr. Rogers we appreciate your cooperation throughout, as usual, and an expeditious hearing.  Thank you.   

--- Whereupon the hearing concluded at 11:00 a.m.
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