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O GENERAL COMMENTS

0.1 Introduction

011

0.1.2

0.13

014

On December 18, 2007 Hydro One Networks Inc. filed an application for new
distribution rates commencing May 1, 2008. The application identifies a deficiency of
$104 million, and seeks approval for rates to recover a base revenue requirement of
$1,067 million. It also seeks to take steps to adjust rates for cost allocation and rate
design purposes, including a major rate harmonization proposal, the second time it has
come before this Board for that purpose (the last, in 2006, having been rejected by the
Board). It represents an overall rate increase of about 6.7%, and for some customer
groups, including schools, the rate increase proposed is many times that amount.

Thisisthe Final Argument in this matter on behalf of the School Energy Coalition. In
thisfirst section, we will summarize our positions. We will also include submissions
on confidentiality, as directed by the Board during the proceeding. The sections
following are numbered to be consistent with the Board-approved Issues List, except
for section 9, which contains comments on other matters not included in the Issues
List.

In preparing this Final Argument, we have benefitted fromareview of the Staff
Submission dated August 15, 2008. That was most helpful, and the fact that we had it
before finalizing our own submissions has simplified this argument.

The time available to do final argument in this proceeding allowed a number of parties
to circulate draft submissions for review and comment. This had two beneficial
results. First, each party had input from others, which improved the quality of
submissions and the thoroughness of evidentiary references. Second, it allowed work
to be divided up in anumber of areas, with one party writing detailed submissions on
an issue, and others supporting it or providing only limited additional comments. We
stress that where we have supported the submissions of others, that is not because the
issueislessimportant to SEC. Rather, in the interests of efficiency we have adopted
arguments of others as opposed to duplicating their effort.

0.2 Summary of the Positions of School Enerqgy Coalition

021

022

Revenue Rejuirement. We have had an opportunity to read the general submissions
of CME with respect to the range of revenue requirement that is appropriate in this
case. We agree with the thrust of those submissions.

We also note that in 3 Generation IRM extensive work has been done to find
appropriate numbers for a price cap formulation going forward. It appears clear that,
based on those numbers, the revenue requirement in 2008, based on the last COS
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revenue requirement, would be no more thanabout $990 millionif theincreasein
volumes is taken into account. While it isnot, in our submission, technically correct to
apply an IRM formulain arebasing year, it istrue that, if the proposed revenue
requirement is wildly different from what the econometric studies say is a reasonable
level, the onus on the Company to justify the variance is particularly heavy. We do not
believe the Company has met that onus.

L oad Forecast. We believe that the load forecast should be increased as proposed by
VECC and CCC to refelct a more appropriate CDM adjustment.

OM&A. Wewill submit that the budget for distribution OM& A should be reduced by
atotal of at least $44.8 million. Of that total, @) $30 million should be an overall
reductionin OM& A compensation budget, b) there should be areduction in pension
costs (the distribution component of a $15 million overall reduction), c) there should
be areduction in Asset Management Costs of at least $5 million (less a proportionate
share of the total compensation reduction), and d) there should be areductionin

V egetation Management costs of at |east $27.3 million (again, less a proportionate
amount of the total compensation reduction).

Capital Spending and Rate Base. The Cornerstone Project should be approved, butin
amanner that ensures ratepayers only bear the costs if they get the benefits, and vice
versa. Smart Meters should be treated for regulatory purposes in the same manner as
in the recent Toronto Hydro decision. Capital and rate base should be reduced by the
impact of capital component of the pension cost adjustment.

Deferral and Variance Accounts. All of the proposed new deferral and variance
accounts, including the LRAM proposed by the environmental groups, should be
disallowed.

New Rates and Har monization.Hydro One has provided no evidence that customers
in the acquired LDC areas are undercontributing. A cost allocation study that they say
provides that evidence uses rate classes, and a cost allocation method, that assumes the
undercontribution. Without any undercontribution, without any homework being done
on what are the appropriate rate classes, and what cost drivers should be used to
allocate which costs, this Board has no evidentiary basis on which to approve the
harmonization proposal put forth by Hydro One. The new rate classes for residential
and genera service customers, and the costs purportedly allocated to those classes,
cannot be approved. The harmonization of loss factors aso should not be approved,
for similar reasons.
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0.3

031

032

0.33

034

035

0.36

Hydro One should be directed to do a proper cost responsibility study, and come back
to this Board in a separate application with a harmonization proposal that is based on
empirical evidence and proper analysis.

Effective Date. Although Hydro Onefiled itsfull application in this matter very late,
we believe thisis an appropriate case for an exception, and thus rates should be
calculated asif effective from May 1, 2008. Any deficiency between that date and the
date new rates are implemented should be recovered by way of arate rider, amortized
over the period until December 31, 2009.

Confidentiality Claim by the Applicant

The Applicant seeks to have three documents treated as confidential, and proposes
unusual confidentiality restrictions that are not consistent with the Board's
confidentiality rules. We will deal with each of those pointsin turn.

Exhibit J2.5—The CN Utility Study. The Applicant seeks confidential treatment of
this document because it is the proprietary work product of CN Utility Consulting,

Inc., and Hydro One had to pay to purchaseit. Thethesisisthat, if itisfiled in public
in this proceeding, then the value of the work product to the consultant will be reduced,
and presumably they will be lesswilling to sell their studies to regulated entities.

The difficulty we have with this is that many consultants studies are relevant to the
regulated activities of companies like Hydro One, and if this Board allows confidential
treatment for this study, then at least in theory every study that any regulated entity
obtains or contracts for will include a confidentiality clause, thus denying public
access. ThisBoard' s approach to the regulatory process has been consistent: the
process should be transparent to the public. If consultants' studies are treated as
confidential, a substantial percentage of evidence in Board proceedings will qualify for
confidential treatment, to the detriment of the regulatory process.

We also note that the harm proposed, ie. that Hydro One will have more limited access
to information like thisin the future, isin our view overstated. Consultantslike CN
Utility Consulting Inc. are in the business of selling information to utilities, most of
whom are regulated entities. When you do business with aregulated entity, you know
from the get-go that they are going to have obligations to file material in public
regulatory proceedings. You can't limit access by regulated utilities to your work
product; that is central to your business. Y ou instead just have to accept that some of
your work product will end up on the public record, because you have chosen a
business in which public disclosure is an obligation of your customers.

For these reasons, we believe that J2.5 should not be treated as confidential.

J3.3—Acquisition Financial M odel. Hydro One argues that this represents a
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0.3.12
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proprietary financial model used by them, even today, to assess acquisitions of other
LDCs.

In general, we believe that documents like this should be accorded confidential
treatement. Itisnot fair, in our view, for a utility considering acquisitions to have to
disclose to the target company their analytical tools. It puts them at a competitive
disadvantage.

In this particular case, the material filed is not a very complex spreadsheet, and if there
are any unusual algorithmsin the cells, they have not been disclosed in any case.
Further, it isseveral yearsold, and if it is still being used without significant
refinements for acquisition analysis, Hydro One should be asking itself why.

Those things having been said, Hydro One has advised that thisis their current
acquisition analysistool, and on that basis we agree with their submission that it
should be treated as confidential under the Board' s guidelines.

J3.10 — Quarterly Management ReportsThe Applicant’s position on this set of
documents is that securities laws prohibit them from disclosing this information, which
includes actual results and revised forecasts. With respect, their submission is simply
incorrect, and if this Board were to accept it, the result would be to throw the entire
regulatory process into disarray.

The essence of the disclosure restrictions under the Ontario Securities Act is that
disclosure should be available to all members of the public at the same time, rather
than selective, and it shoud not be untruthful or misleading, given the context in which
it isdisclosed.

In order to assess this, it is submitted that the Board should ask itself why the extensive
public disclosure of past actual data, and future forecasts, that isinherent in the
regulatory process, is OK, while disclosure of these management reportsisnot. In
both cases, the disclosureis public, but in fact only a small handful of people will
know about it and use the information. In both cases, actual information far more
detailed than that seen in financia statements, and often very different than the
financial statement data, is provided, along with detailed narratives that provide much
richer understanding of past results. In both cases, future forecasts are far more
detailed, and more up to date, than anything in securities disclosures (such as quarterly
reports, conference calls, and guidance). But in all of these cases, the regulatory
process goes significantly beyond the information in these management reports.

In our submission, alowing an exception to be made for internal management reports
would be amajor change in how this Board operates, and would result in many
company documents that have been filed — and very useful — in the past now being
treated as confidential. Consider, for example, the regular filing of budget preparation
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documents, and business cases for capital projects, and budget to actual comparisons,
and so many other internal documents that allow this Board to arrive at atrue picture
of the business and operations of an applicant.

It is submitted that these management reports are not distinguishable from many other
internal company documents that include similar, often more detailed, information, and
yet areroutinely filed with this Board on the public record.

For these reasons, it is submitted that Exhibit J3.10 should not be accorded confidentia
treatment.

Nature of Restriction. The Applicant has also proposed, in their Argument in Chief,
that access to documents considered confidential be restricted to members of the Law
Society of Upper Canada. This proposal is not reasonable, and should be rejected by
this Board, for two reasons.

First, as a practical matter many documents proferred as confidential are technical in
nature. The practice before the OEB is not one in which lawyers do everything. In
fact, lawyersrely heavily on nontlawyer professionals to deal with the challenging
technical aspects of regulatory proceedings. Take the vegetation management study,
J2.5. Does Hydro One believe that the lawyers in the room will be able to understand
it aswell asthe nonlawyers, like Mr. Clark, or Mr. Higgin, or Mr. Harper, or Ms.
Girvan?

In our view, the proposal fails to recognize the nature of the process before the OEB.
Just as we are sure Mr. Rogers would not propose to hide these documents from Mr.
Vlahos, who unlike Mr. Kaiser and Mr. Sommervilleis not alawyer, and would not
propose to hide these documents from the non-lawyer members of Board Staff, so too
it makes no sense to hide them from the members of the intervenor teams whose roleis
so often to make sense of complex technical material.

Second, the Hydro One proposal implies that the Board cannot police its own rules,
and requires the additional enforcement powers of the LSUC to protect parties before
the OEB from abuses of confidentiality rules. The Board has in fact shown in the past
that it is perfectly capable of enforcing itsrules, and if Hydro One’ sinference that it
cannot istrue, there is a much bigger problemthan confidentiality. Happily, that is not
the case, and the Board does not need the assistance of the Law Society of Upper
Canadato doitsjob effectively.

For these reasons, it is submitted that any confidentiality restriction should allow all
intervenor representatives — lawyers and non-lawyers — who sign the Board' s
Undertaking to access and use confidential documents, all in accordance with the
Board' s confidentiality rules.
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1 ADMINISTRATION

1.1 Responseto Board Directions

111 Our submissions on Hydro One’ s response to the Board’ s directions on compensation
are set out in Section 3.6 on Human Resources costs.

112  Our submissions on Hydro One’ s response to the Board’ s directions on CDM are set
out in Section 1.2 below.

1.2 CDM Directions

121  We have reviewed the submissions of CCC under Issue 1.5 of their Final Argument,
and we adopt those submissions with respect to the response of Hydro One to CDM
related Board directives.

1.3 Affiliate Service Agreements

Settled I'ssue.

1.4 Economic and Business Planning Assumptions

Settled I'ssue.

1.5 Load Forecast and M ethodolog

151 SEC has had an opportunity to review a draft of the submissions of VECC on the load
forecast, in which an adjustment is proposed to reflect the removal of demand response
and similar programs from the CDM adjustment. We agree with their submissions, for
the reasons they have set forth.

152 We have aso had an opportunity to review adraft of the submissions of CCC related
to thisissue, and we support the constructive suggestions and analysis contained
therein.

1.6 Service Quality

Settled Issue.

1.7 Distribution L ossFactors

171 Thisissue was settled, subject to the Board' s decision with respect to the new rate
classes and the proposed harmonization plan.
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These submissions include extensive analysis of the proposed harmonization plan and
new rate classes, which would dramatically increase the rates to most residential and
genera service customersin the acquired LDC franchise areas. For the reasons set
forth in that analysis, SEC believes that the Applicant has not done the work necessary
to propose a proper plan for harmonization, and that plan should be rejected by this
Board.

The harmonization plan also includes the harmonization of |oss factors throughout the
system. Theresult isarate increase for customersin the acquired LDC areas of $4.9
million [Tr.5:174]. No study or analysis has been done to determine whether loss
factorsin towns are similar to loss factorsin rural areas, and common sense suggests
that in fact they will be different. Yet Hydro Oneis proposing that customersin the
towns —which iswhere most of the customersin the acquired LDC areas live — bear
the same loss factor asrural customers.

Hydro One witnesses were questioned on this proposal [Tr.5:174-176], and their only
justification for this approach was Powerstream used a similar approach to harmonize
its loss factors across three predecessor LDCs[Tr.5:176]. It issubmitted that
Powerstream is not in fact a good precedent in this case. The three predecessor LDCs
in Powerstream have similar systems, similar customer bases, and similar densities, so
there is no reason to believe that the loss factors would be substantially different.
Contrast that with Hydro One legacy and acquired. In that situation, it isintuitive that
loss factors in Brockville or Smiths Falls are likely to be materially different from loss
factorsin low density rural areas with very long low voltage lines serving small
numbers of customers. To propose application of the same loss factor to all, without
doing any analysis or study to determine relative loss factors, is simply not justified,
and this Board should not countenance a proposal that has no evidentiary basis at all.

It is therefore submitted that this Board should reject the proposal to harmonize the
loss factors, just as it should reject the proposal to harmonize general service rates, and
should direct Hydro One to go back to the drawing board, do a proper analysis based
on empirical evidence, and when that is done come back to this Board with a new
proposal that is has a proper factual foundation.
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2 COST OF CAPITAL/DEBT

2.1 Capital Structure and Rate of Return on Equity

Settled Issue.

2.2 Debt Costs

Settled Issue.

10
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3 COST OF SERVICE

3.1 2008 OM&A Budget

311

312

313

314

Overall Budget. In this section, we will go through a number of the components of the
OM&A budget to show why they are overstated, but before doing so it isimportant (as
Mr. Rogers correctly predicted in his Argument-in-Chief) to set the overall OM&A
budget in context.

What is the fair comparison? Should the “ context” be 2007 actuals, or 2006 actuals, or
2005 or 2004? Or, should it be Board-approved figures, of which the last COS figures
are 20067

In our view, when approving an OM&A budget, the Board is trying to answer the
guestion “How much does it reasonably cost to run this utility?’. There are three
sources of information the Board can use to answer that question.

(@ The detailed budgets and explanations from the Applicant, as tested during the
hearing process.

(b) Actual figuresfor prior years, which demonstrate how much the Applicant actually
needed to run the utility in those years.

(o) COSreviewsfor prior years, in which this Board has already reviewed in detail
how much it costs to run this utility.

Each of those sources of information has weaknesses;

(@ The Applicant’s budgets are often more like “wish lists’, because they are
expecting to have only areduced figure approved, and thus some applicants will, as
part of the normal regulatory process, ask for everything they can.

(b) Actual figuresfor prior years are not always representative of typical years. They
have to be adjusted to take account unusual aspects for the prior year. If aprior
year has alot of storms, for example, as with 2006, then the actual spending is
probably higher than anormal year. Similarly, if 2006 had $7 million in CDM,
which is no longer generally a budget item, that should be adjusted. Aswell, this
Board has seen several instances in which the last IRM year before a rebasing
shows spikes of spending.

(c) COSreviews are valuable, but they are in one sense just a previous attempt by the
Board what it istrying to do now. If it turns out that actual spending was much
lower than the Board-approved figure, that may suggest a utility that has a more
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316
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3.1.10

3111

3112

3.1.13

aggressive budget than its ability to spend. Or, it may be evidence of ayear in
which actual events unfolded quite differently from what was expected at the time
of the rate case.

In our submission, each of these sources of information is useful to the Board. But, it
isalso truethat, if all of them deliver indicators that the proposed budget is very high,
the Board has powerful evidence supporting a substantial reduction

It istrue, as explained by Mr. Rogers in Hydro One’s Argument-i n-Chief, that their
2008 OM& A costs are relatively flat as compared to 2007. This may be the result of
pumping up 2007 going into a rebasing year, or it may be an indication that Hydro One
is holding the line on spending in 2008.

Overall spending is up considerably, however, over the longer historic period. That
suggests that 2007 is not a good base year for comparison purposes.

Total OM&A in 2008, at $477.8 million, is 18% higher than 2006. The 2006
application, however, itself contained alarge step up in expenditures. Asaresult,
when compared to 2004, OM& A expenditures have increased at an alarming rate:
OM&A in 2008 is 38% higher than 2004. [C1-2-1, Table 1].

It is valuable to stop for a second and ask why a utility that could be run on OM&A of
$346 million in 2004 would need $478 million for OM&A in 2008. Inflation during
that period of 2% per year would increase the costs by 8.2%, bringing it up to $375
million, before taking into account productivity. Thus assuming there was no
productivity improvement in OM&A during those four years, thereis a $103 million
increase in OM&A to explain.

Of this, the biggest component at $30.5 million is Vegetation Management, up from
$88.9 million in 2004 to $119.4 million in 2008. Inflation would have brought this up
by $7.3 million, so thereisareal increase of $23.2 million that needs explanation. We
will have comments on the V egetation Management budget, below.

The next largest impact is the $25.7 million increase in Lines, up from $92.4 million in
2004 to $118.1 in 2008. The inflation component of that is about $7.6 million, so there
isareal increase of $18.1 million that needs explanation.

The other major area of increase is Shared Services and Other OM&A, which

increased from $9.3 million to $66.9 million. The bulk of this $57.6 million increaseis
the result of pension costs increasing from 2004 to 2008. We will have comments on
pension costs, below.

The balance of these increases arises from increases in excess of inflation in several
other areas, some of which we have identified later in these submissions.
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3.1.14

3.1.15

3.1.16

3.1.17

3.1.18

3.1.19

While the Company has identified some increased work programs, which are discussed
below, to explain some of the increase in expenditures, this increased work does not
explain the large increases in total costs. In addition, while the Company is spending a
great deal of money on capital and OM&A in areas, such as smart meters, that we
would expect would result in lower operating costs, there do not appear to
corresponding savings.

In SEC's submission, the rate of increase in OM& A spending since 2004 is not
sustainable. The increased work programs do not justify the large increase in spending
and in any event Hydro One needs to learn to manage increasing work demands by
keeping overall spending to areasonable level. Thisisan important point that appears
to have been lost during this proceeding. It is not enough to focus on pressures to
increase spending in specific areas. Any well-run business first looks to whether it can
find the money for increased spending in one area through reductions in other aress.
That kind of prioritization is the essence of the skillset for which you pay top
management people high salaries.

Unfortunately, this does not seem to be the case for Hydro One, and cost drivers for
increased spending are not matched by reductions in other areas, even in areas where
one would expect to see reductions given the investments made in new technologies.

Overall OM & A Reduction.We have had the opportunity to review the draft final
argument of CME dealing with overall OM&A levels. We believe that an overall
reduction in the range CME has proposed - $44.8 million or more - is a good
benchmark for the Board to usein ng the reasonableness of the specific OM&A
reductions proposed by ourselves and others. We believe that the specific issues we
raise, below, are between the low and high points of the range of reductions proposed
by CME, which suggests that our specific reductions are reasonable.

The remainder of these submissions on OM&A will deal with the components of the
OM&A budget, and areas in which we believe reductions should be considered.

Sustaining OM & A. Total Sustaining spending is proposed to increase by 10% in 2008
over 2006 actuals, by 35% over 2004 actuals, and by 22% over 2006 Board-approved.
The bulk of the increase is due to increased expenditures on V egetation Management
and Metering:
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2004 2005 2006 2006 2007 2008 2006 2004

Expense Category Actual  Actual Approved Actual Actual Budget to 2008 to 2008
Lines 92.4 105.3 106.1 126.5 1246 118.1 -6.6% 27.8%
Stations 18.4 19.9 215 26.0 25.0 24.9 -4.2% 35.3%
Metering 8.2 10.3 8.8 14.0 15.7 17.6 25.7% 114.6%
Vegetation
Management 88.9 86.4 93.9 89.1 115.0 1194 34.0% 34.3%
Totals 207.9 221.9 230.3 2556  280.3 280.0 9.5% 34.7%

Source: C1/2/2, Table 1,
and H/10/16

3.1.20

3121

3.1.22

3.1.23

3.1.24

3.1.25

Sustaining OM& A makes up the largest proportion of OM&A and the largest
proportion of theincreasein OM&A expenditures. The largest increase in Sustaining
OM&A isin the Vegetation Management program, which is dealt with in Issue 3.2
below.

The budget for Lines shows a decrease over actua 2006 spending, but an 11.1%
increased over the forecasted 2006 spending. 1n 2006, Hydro One experienced an
unusualy high number of storms, so the more accurate comparison is to the 2006
forecast numbers.

A key component of the Lines budget is Trouble Calls. The budget for Trouble Calls,
$58.9 million, is 17% below 2006 actual but 9% higher than the 2006 projected
spending of $54.0 million [EB-2005-0378, Exhibit C1-2-2, pg. 10] The 2006 budget
was based on aforecast of 47,000 trouble calls[ibid., a p. 12], while the 2008 forecast
is based on aforecast of 49,100 trouble calls[C1-2-2, pg. 12] Projected spending is
therefore 9% higher than 2006 but the projected work (# of storm calls) is 4.4% higher.
Asin other categories of spending discussed elsewhere in these submissions, we see
that the forecast of expendituresisincreasing at afaster rate than the forecast of work
accomplishment.

The bulk of the increase in Metering is due to Smart Meter OM& A expenses, which
increase from $4.9 million in 2006 to $6.7 million in 2008.

By the end of 2008, Hydro One projects that 620,400 smart meters will have been
installed, 370,000 of which are being installed in 2008 [H-10-31]. Hydro One projects
afurther 700,000 smart meters to be installed beyond 2008. These expenditures are
part of the Sustainment capital budget.

Despite the fact that almost half of its conventional meters will have been replaced by
the end of 2008, HON is projecting only minimal reductionsin traditional metering
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3.1.26

3.1.27

3.1.28

3.1.29

3.1.30

3131

COsts.

Sustaining OM& A associated with Customer Retail Metersis declining from $8.1
million in 2006 to $6 million in 2008 [C2-2-2, pg. 25] The saving isdueto a
dispensation from Measurement Canada allowing meters coming due for verification
from 2008 through 2010 to remain in place without verification. [C2-2-2, p. 25]

Meter reading costs, which are part of the Customer Care budget, also decline only
dlightly in 2008 despite the new meters. Meter reading costs decline from $22.6
million in 2006 to $19.9 million in 2007 and $19.6 million in 2008. [C1-2-5, pg. 4]
Hydro One has said that customers with smart meters and who have the technology
will begin time of use ratesin 2008.

Customer Care OM & A.Customer Care Base Services are up by 4.9% in 2008 over
2007 [C1-2-5] On aper customer basis, however, customer care costs are up
substantially since 2007, from $82.08 per customer to $86.94 per customer, a 6%
increase.

Within Customer Care Base Services, Customer Care management costs increase from
$4.1 million in 2006, to $6.3 million in 2007 to $7.2 million in 2008. The Hydro One
witnesses said that part of the reason for the increase in Customer Care base services
from 2006 to 2008 is the change in allocation methodology [H-1-66; Tr1:124]. That
explanation, however, would only apply to increasesin 2007 over 2006, since that is
when the allocation changed [H-1-66]. Theincrease in customer care management
costs from 2007 to 2008 ($6.3 million to $7.2 million) represents a one year increase of
14.2%.

Hydro One also said that customer care costs per customer tend to fluctuate from year
to year due to variations in bad debt costs. We therefore looked at customer care costs
per customer excluding bad debt costs. The result is actually worse - an 8% one year
increase in customer care costs per customer, excluding bad debt costs, from $70.67 in
2007 to $76.05in 2008. Thisistrue despite the fact that the introduction of smart
meters and time of use rates will lead to areduction in meter reading costs beginning in
2008.

As mentioned above, meter reading costs decline only dlightly in 2008 despite the large
expenditures on smart meters. Hydro One provided the projected number of meter
reads in 2008 in response to an interrogatory by AMPCO. Hydro One projects the total
number of meter reads in 2008 to be 8.8% less than 2007 (4,510,251 in 2007 compared
t0 4,110,000 in 2008- see H-11-16]. Given the fact that about 20% of Hydro One's
smart meters were installed as of the end of 2007, and a further 28% are being installed
in 2008, SEC believes the number of meter reads in 2008 is high. Nonetheless, even
using Hydro One's estimated number of meter reads, the projected budget of $19.6
million for 2008 means a cost per read of $4.76, 8.2% higher than 2007 ($4.40 per
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read).

3.1.32 Wetherefore believe that the meter reading budget should be lower than that proposed.
However, we are not proposing a specific reduction, because we believe that if the
Board accepts our proposed reduction in total compensation, part of the impact of that
will be to reduce meter reading costs closer to areasonable level.

3.1.33 On the other hand, if the Board determines not to reduce the total compensation level
as proposed, we believe that meter reading costs should be reduced by $1.5 million to
reflect a more reasonable cost per read, and by a further $2 million to reflect a more
reasonabl e estimate of the number of reads required.

3.2 Vegetation Management

321 While SEC does not dispute the need or justification for the plan to increase the level
of accomplishment in the Line Clearing function, SEC questions the budget proposed
to achieve that increase.

322 Hydro One proposed to increase its Vegetation Management substantially in 2008 over
both 2006 and 2004. The following is the historical breakdown:

Vegetation Management
2004 2005 2006 2007 2008 2006 2004

Expense Category Actual Actual Actual Actual Budget to 2008 to 2008
Customer Notification 6.9 6.8 6.8 6.5 7.9 16.2% 14.5%
Line Clearing 55.6 52.9 50.6 74.1 76.8 51.8% 38.1%
Brush Control 19.6 211 25.2 26.9 28.2 11.9% 43.9%
Demand Work 6.2 5.3 6.1 6.9 6.0 -1.6% -3.2%
Asset Condition Assessment 0.5 0.2 0.5 0.5 0.5 0.0% 0.0%
Totals 88.9 86.4 89.1 114.9 119.4 34.0% 34.3%

323 LineClearing. Thelargest driver of theincrease istheincrease in Line Clearing. This
reflects a plan to reduce tree trimming cycle lengths from ten years to eight years, and
increase annual accomplishmentsto 12,500 kilometres. Hydro One explained that the
increased vegetation management expenditures would increase reliability by
decreasing the number of outages caused by tree contact [C1-2-2, pg. 31, 35-36].

324 Hydro One'sinterna Vegetation Management Program Review aso shows that, as
cycle lengths for tree trimming are reduced from the current 10 yearsto the proposed 8
years, the per kilometre cost is expected to drop from $6,144 to $4,246. [H-1-14, Att.
B, pg. 10].

325 The proposed budget for Line Clearing, however, shows that the per kilometre cost is
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increasing substantially in 2008 over 2006:

Line Clearing and Brush Control
2004 2005 2006 2007 2008 2006 2004

Item Actual Actual Actual Actual Budget to 2008 to 2008
Line Clearing Total Cost 55.6 52.9 50.6 74.1 76.8 51.8% 38.1%
Accomplishment (KM) 10,361 8,746 8,889 12,211 12,500 40.6% 20.6%
Cost per KM $5,366 $6,048 $5,692  $6,068  $6,144 7.9% 14.5%
Brush Control Total Cost 19.6 211 25.2 26.9 28.2 11.9% 43.9%
Accomplishment (KM) 10,731 9,076 10,246 10,777 12,500 22.0% 16.5%
Cost per KM $1,826 $2,325 $2459 $2,496  $2,256 -8.3% 23.5%

Source: Budget from C1/2/2, p30; Accomplishment H/1/63; Cost per km. confirmed Tr.2:20

326 The per kilometre cost of Line Clearing is 8% higher in 2008 than in 2006. That per
unit increase reflects the fact that the budget for Line Clearing increases by 52% in
2008 over 2006 but the projected level of accomplishment increases by only 41%.

327 Rather than realizing economies of scale or productivity improvements as the level of
work increases, therefore, Hydro One's costs appear to be increasing.

328 When asked about this increase, the Hydro One witnesses said that the per kilometre
costs fluctuate from year to year depending on tree density [Tr2:20]. The witnesses
also said they use historical costs as a starting point, then look at the particular feeders
they're projected to work on during the 2008 period and determine the projected cost
for that year. [Tr2:21].

329 Nothing in the evidence, however, identifies why the particular kilometers being
trimmed in 2008 are so much more difficult to trim than those trimmed in 2006. Nor is
there any explanation for why there are no economies of scale, or productivity
improvements, factored into the 2008 projections. Nor isthere any explanation for
why abudget for “difficult to trini’ kilometers should be used for a period that, with
IRM, will be four years.

3.2.10 Infact, the table above shows that the cost per kilometre for Brush Control, which
covers most of the same territory as Line Clearing, decreases from 2006 to 2008, from
$2,459 to $2,256 in 2008.

3211 Customer Notification. The same problem is seen in the Customer Notification
budget, which increases by $1.4 million, or 22%, in one year, from $6.5 millionin
2007 to $7.9 million in 2008. Hydro One states that the Customer Notification
increases in lock-step with the Line Clearing accomplishment [C1-2-2, p. 33], yet the
level of accomplishment for Line Clearing isincreasing just 2.4% from 2007 to 2008,
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3.2.12

3.2.13

3.2.14

3.2.15

3.2.16

from 12,211 kilometres to 12,500 kilometres. There is therefore no explanation for
why the budget for Customer Notification isincreasing by 22%.

Number of Employees. To get an understanding of how the V egetation Management
budgets for 2008 were devel oped, SEC asked for a breakdown of what new employees
were being hired for the Vegetation Management program. HON's answer was that, by
the year end 2008, it planned on hiring 520 regular and non-regular staff for the

V egetation Management function alone [J3.5].

In Response to Undertaking J3.6, HON provided a breakdown of how many employees
were assigned to the Vegetation Management program from 2004 to 2008. The
response was as follows:

V egetation Management Program
No. of Employeesat Year End

2004 747
2005 522
2006 498
2007 606
2008 803

There appears to be a discrepancy between J3.5, which shows 520 new employees
assigned to V egetation Management, and J3.6, which shows an additional 197 (803
mi nus 606) staff in Vegetation Management. In either case, however, the projected
hiring and increased complement is far out of proportion with the planned 2.4%
increase in accomplishment in the Vegetation Management functionfrom 2007 to
2008.

Benchmarking. The study by PA Consulting, which was commissioned by Hydro
One and included in the pre-filed evidence, found that Hydro One's tree trimming costs
per kilometre were near the top of the comparator group in 2006. Hydro One's costs at
that time were $4,367 per kilometre [Exhibit A-15-2, Attachment A, p. C-40]. Hydro
One's tree trimming costs for 2008, $6,144, are 41% higher than the 2006 amount
reported by PA Consulting.

PA Consulting states that, notwithstanding the different conditions faced by Hydro
One (tree density, geography, etc.) which may increase its costs relative to other
utilities "there is an opportunity to improve the overall tree trimming costs for Hydro
One." [A-15-2, Att. A, p. 4-21] During cross-examination the Hydro One withesses
acknowledged that thisis an opportunity to make improvements [Tr3:67]. The 2008
forecast, however, appears to show deteriorating performance rather than an
improvement.
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3.2.17

3.2.18

3.2.19

3.2.20

3221

3.2.22

We have aso had occasion to review J2.5, the study by CN Utility Consulting Inc.
Assuming — as appears to be the case — that Utility #12 in that study is Hydro One, one
thing this study shows is that when the annual salary for Hydro One employees at
every level of vegetation management is compared to their peers, the Hydro Oneis
salary is higher, not just than the average, but higher than every single one of their
peers, often by very substantial amounts. The study also shows that utilities that
contract out their vegetation management have on average much lower costs per unit

of work than utilities that use their own employees. Hydro One, of course, relies 100%
on their own employees. Thus, for both of these reasons, it is not surprising that Hydro
One has such high unit costs to do something as basic as vegetation management.

In SEC's submission, the 2008 budgets for Customer Natification and Line Clearing
are over-stated. We have had an opportunity to review the draft submissions of
AMPCO in thisregard, and we agree with them that the appropriate result isto freeze
the budget at the 2006 level, but challenge Hydro One to increase its accomplishment
to the targetted 12,500 km in the test year. Even if that places budgetary pressure on
Hydro One in 2008, the pressure should be relieved during the remaining IRM years,
aswe discuss below. Further, it is consistent with their own internal prediction that
cost per km will go down as the cycleis accelerated.

Impact of IRM. Later in these submissions, we will have comments on the general
issue of whether it is appropriate to approve spending increases in the test year that are
designed to produce savings in the IRM years. We submit there that this perverts the
purpose of IRM, which is to encourage utilities to make productivity investments on
their own account, and reap the benefits of those investments also on their own
account.

The proposed increase in the vegetation management budget is just another example of
that problem. If the Board approves the requested budget, the result would be that the
ratepayers would pay the additional cost (which, as we have noted above, should not
arisein any case) to shorten the tree trimming cycle, but the cost savings (reduced
outages, reduced cost per km for tree trimming, reduced repair and maintenance costs
per km, etc.) would all accrue to the utility and its shareholder. The ratepayers would
share none of it.

In our submission, if the utility believes that additional spending on vegetation
management will reduce costs, then they should spend money during IRM to do so,
and reap the benefits of that additional spending. To ask the ratepayers to make the
investment, but have the shareholder get the return on that investment, is simply the
wrong way to approach it.

Cycle Frequency. Our submissions on this point have proceeded from the premise that
shortening the cycle to eight yearsis an appropriate goal. Board Staff, in their
submissions have asked whether shortening the cycle to six years would be better still.
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3.2.23

3.2.24

Hydro One, in their Argument in Chief [Tr.7:20] have opposed this, preferring to take
astep by step approach.

In general, we agree with Hydro One on this point. That having been said, Hydro One
has alarge franchise area. We believe that it may be possible for Hydro One to
develop apilot project to try out asix year cycle in one or more smaller areas of the
overall franchise, and see what the results are. Not only will thisimprove the tree
trimming cycle in those areas, but it will allow Hydro One to gain valuable information
on the costs and benefits of a potential move to six years. When Hydro One next
comes before this Board, it will have information on which this Board can determine
whether a further step to asix year cycle is appropriate.

We therefore believe that the Board should encourage Hydro One to implement a pilot
project of the type described, to gather information on whether asix year cycleisthe
next appropriate step.

3.3 Shared Services andOther O& M

331

332

333

334

335

Asset Management. Total Asset Management costs increase 13% between 2006 and
2008 [C1-2-6, Table 1]. It is submitted that the Applicant has not provided a suitable
justification for that increase.

In Hydro One's Transmission application [EB-2006-0501], filed in September 2006,
Asset Management costs were projected to be $97.5 million in 2007 and $96.4 million
in 2008. In the current application, filed in August 2007, Asset Management costs are
given as $93.8 millionin 2007, a decrease of $3.7 million from the projected amount
for 2007 from the Transmission evidence, and $118.9 million for 2008, an increase
from the Transmission projection in the amount of $22.5 million. [H-13-21]

In terms of the amount allocated to the Distribution business, the increase between the
two 2008 projections amounts to $7.2 million in Asset Management costs [H-13-20
and Tr1:105].

When asked for an explanation for such alarge increase in 11 months, the Hydro One
witnesses said that the planning cycles for the two applications were more than 11
months apart and that in the intervening time "we gathered new information about the
work environment and certainly we identified much more work that was required in
the system investment and business integration area." [Tr1:106] The System
Investment and Business Integration areas of Asset Management budget make up
$10.3 million and $4.2 million, respectively, of the $22.5 million increase in Asset
Management budget between the two applications [see H-11-19].

However, when asked to produce the underlying plan that would show how those
assumptions changed, and whether they justified the projected increases, the company
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3.36

337

said they would look for it [Tr1:110], but then never produced anything.

The essence of the Company’ s argument on this point appeared to be “We needed
more planners because we had more planning to do, but those new planners didn’t
actually produce any plan that we can show you’ [aloose paraphrasing of Tr.1:109-
111].

We believe that the Company has explained $2 million of the increase in Asset
Management costs as relating to distributed generation [Tr.1:113], and the balance
should not be approved.

3.4 Allocations of Shared Services

34.1

342

343

344

34.5

Hydro One Telecom. The amount that Hydro One pays to Hydro One Telecom for
telecommunications servicesisincreasing by 40% between 2006 and 2008, from $6.4
million in $9 million. Hydro One explained that part of thisincrease is due to labour
escalation and increased pension costs. [H-13-28]

When asked whether Hydro One had ever gone to the market to see whether the
services provided by Hydro One Telecom can be obtained more economically from
another provider, the Hydro One witnesses, after initially referring to the Shpigler
sudy, eventually agreed that they had not. [Tr1:132]

In our submission, Hydro One should be directed to hold an appropriate competition
for the services currently provided to it by Hydro One Telecom, and make an objective
selection of the best provider at the nost cost effective rates.

Rudden Methodology Updating The Hydro One witnesses said that the Rudden
Methodology is updated annually to make sure that the allocations as between
Distribution and Transmission are correct. [Tr1:61] Rudden is also being engaged to
review the methodology for the next Transmission rate proceeding to make sure that it
isstill appropriate to use. [Tr1:61] Large Transmission projects such asthe Bruce to
Milton line and others may aso result in a higher proportion of corporate costs being
allocated to Transmission. That leaves open the possibility that, at the next
Transmission proceeding, changes to the methodology will result in alarger amount
being alocated to Transmission versus Distribution. If the Distribution rates are not
adjusted for several years due to incentive regulation, however, there will be no
opportunity to re-adjust Distribution rates downward to adjust for the increase to
Transmission.

In our submission, this Board should direct that any re-allocation that takes place in the
next Transmission rate case should be treated as a Z factor for distribution rates, and an
appropriate re-allocation to distribution, with resulting rate impacts, should be made.
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3.5 E-Factor Methodology

Settled Issue.

3.6 Human Resources Costs

36.1

3.6.2

3.6.3

General. The Board has been consistent in telling Hydro One that they have to start
taking action to deal with their high compensation costs. In the 2006 distribution case
(EB-2005-0378) and in the 2007 transmission case (EB-2006-0501) the board made
clear that the next time Hydro One appears before them, it should be with aplan. No
plan was filed with the Board in this case.

In the 2007 Transmission application, the Board summarized the direction given to the
company during the 2006 distribution rate proceeding, as follows:

(@ Infuture rate cases it expects Hydro One to identify what steps the Company has
taken or will take to reduce labour rates,

(b) The contrast between the compensation structure of Hydro One and some other
utilitiesis of concern; and

(o) Infuture rate casesit expects Hydro One to demonstrate that lower compensation
costs per employee have been achieved or to have concrete initiatives in place to
bring compensation costs more in line with other utilities. [EB-2006-0501, p. 29]

The Board saw none of that in that case. In fact, the compensation levels at Hydro One
continue to go up at alarming rates.

Hydro One Average Total
Compensation
145.0
o 140.0 |
8 135.0 |
u 130.0
8 125.0
~ 120.0
= 115.0
T 110.0 .
= 105.0 e
100.0 —
2004 2005 2006 2007 2008
——PWU 100.0 103.5 112.8 116.2 119.6
Society 100.0 103.3 109.0 1123 115.7

~-—ManagerBand 7| 100.0 110.6 1313 135.3 139.3

Data sour ce: Exhibit C2-3-1; index prepared by SEC
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3.64

3.65

3.6.6

3.6.7

3.6.8

3.6.9

3.6.10

3.6.11

3.6.12

We also saw evidence in J2.5 that for a number of critical positions, Hydro One’s
salaries are not just above the industry averages, but above every single one of their
peers for not one, but awhole list of positions.

In the face of these serious problems, instead of showing that it had a plan, or even that
it was working on a plan, Hydro One filed a study from the Hay Group apparently
justifying Hydro One's high compensation levels.

Hydro One states that the results of the study prepared by the Hay Group [results of
which werefiled at A-15-2, Attachment B] show that it is at or below average for three
representative utility job functions that represent alarge component of its workforce
[A-15-2, pg. 2].

The Hay Group study suffers from severa limitations. First, it looked at only
minimum and maximum pay for each band, without considering how many employees
were actually at the minimum or maximum.

Most importantly, in looking at Hydro One salaries, the Hay study adjusted those
salaries based on a points system purportedly designed to normalize the skill set of
Hydro One positions with the skills required of employees in the same position at other
utilities.

These adjustments are based on Hay Group's judgment on the relative skills required
for each job. The result of these adjustments are that Hydro One's wage rates are for
the most part adjusted downwards for comparison with other utilities.

Thereality isthat insisting your high costs are fine, after this Board has twice told you
to go do something about it, is simply not acceptable.

And we saw how seriously the Company takes the problem in cross-exami nation on
thefirst day. Asked whether the Company had established any special task force, or
group, or committee, to tackle this serious problem, the Company did not appear to
understand what we were talking about, and certainly has not taken any extraordinary
stepslikethat [Tr.1.129].

It is submitted that this Applicant does not appear to have understood the Board's
message (and the message from its own ratepayers) that its personnel costs are out of
control and have to be treated as a serious problem. In our view, it is past the time
when this Board should again tell them to go away and figure out what to do about it.
It is now time, in our submission, for this Board to reduce the total compensation
budget, so that the Board finally gets Hydro One' s attention, and convinces them to
take some real action to deal with this situation.
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3.6.13

3.6.14

3.6.15

3.6.16

3.6.17

3.6.18

Aging Workforce. This“issue” was highlighted a number of times by the Applicant in
their written and oral evidence. Thisisnot anew issue. All companies have thisissue,
asaresult of aging baby boomersin skilled positions getting closer to the time they
qualify for retirement. It isan economy-wide concern.

Hydro One says that this means they have to hire more people right now, and thus they
use thisto justify massive increases in total compensation and FTEs. But where isthe
plan? Thisisaproblem that, over the next few years, could cost hundreds of millions
of dollars, and affect Hydro One's ability to deliver critical servicesday to day. Yet
Hydro One has produced no plan that analyses what the problem is, and how they plan
to solveit.

It is submitted that, if Hydro One plans to hire hundreds of extra people each year for
the next few yearsto deal with this major problem, it should present to this Board an
analysis that shows, at minimum:

(@) Demographic pressures by position and by year, including both “ retirement
eligibility” and actual retirements forecast.

(b) Employment market information and forecasts.

(c) Projected costs to the system of those retirements as they arise, including costs to
recruit and train new employees, costs and benefits of high priced employees
moving to pension status, changes in wage rates, etc.

(d) Alternative solutions to the problem, including early hiring, reduction in unionized
positions by attrition, outsourcing components of operations, sharing services with
other utilities, use (with or without modification) of existing external training
facilities, sharing training facilities with other utilities, etc. (The sole solution to
problems such as thisis not, inevitably, spend, spend, spend.)

(e The preferred plan for dealing with the issue, its costs and benefits, both totals and
on ayear by year basis.

In our view, if the “aging workforce” issue is not sufficiently serious that such an
analysis should be undertaken, then this Board should not treat it as serious either,
certainly not serious enough to justify substantial compensation and FTE increases
without any analytical basis.

Headcounts. The Applicant proposes substantial increasesin its headcounts, and the
evidence on the reasons for those increases is sparse.

Hydro One plans on hiring an additional 1,186 regular, non-regular, and casual
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3.6.20

3.6.21

3.6.22

3.6.23

3.6.24

employees by the end of 2008 [H-1-31, Att. A]. Theincreased hiring will bring its
total complement to 7,079 employees, up 33.5% over 2006 [Exhibit K3.2].

Asaresult, Hydro One's total compensation by year end 2008 will be $580.7 million,
up 26% over 2006 [Exhibit K3.2].

Notably, total compensation for 2008 is up 14% over projections from the
Transmission application [EB-2006-0501, Decision with Reasons, p. 28] even though
the two applications were filed just 11 months apart. 1n addition, projected 2008
headcount from the Transmission proceeding was 5,803 [Exhibit J.1.40 in EB-2006-
0501], but now is 7,079.

In order to determine whether the projected level of hiring isjustified by the additional
work Hydro One is planning, SEC asked Hydro One to provide a breakdown of where
the new employees would be working.

The response was as follows:

Distribution Work Program
Planned Hires (regular & non-regular staff) by Y ear End 2008

Distributed Generation 10

Smart Meters 34

Vegetation Management 520
Exhibit J3.5

Therefore, out of the 1,186 new hires for Hydro One as awhole, Hydro One was able
to map 564 of them to distribution work programs (although, as we have noted earlier,
the number mapped to vegetation management is inconsistent with other evidence on
that point). The other 622 additional hires would, therefore, either be allocated entirely
to Transmission work programs, or to address "demographic” issues. As mentioned
above, however, to the extent the other 622 employees are allocated to Transmission
operations, it would be a substantial increase from 2008 headcount that Hydro One
projected in its 2007 Transmission application.

What Should the Board Do? Thisisthe Board's last chance for four yearsto get the
distribution component of compensation costs under control. 1n our submission, the
Board should reduce the compensation component of distribution OM&A by $30
million annually, and should order Hydro One to, within eighteen months from the
Board' s decision, file acomprehensive compensation management plan covering both
their distribution and transmission operations, together with an application to adjust
rates during IRM to match that compensation plan. Since the Applicant would be
dealing with a $30 million per year reduction in personnel costs, it can be expected that
they would be diligent in treating their compensation issues seriously.
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3.6.26

3.6.27

3.6.28

3.6.29

3.6.30

We note that the figure of $30 million, while an estimate, is not entirely picked out of
theair. Itisan estimate of the part of the distribution component of the increase in
total compensation since 2006 that is a) in excess of inflation, and b) allocated to
OM&A as opposed to capital. It isalso intended to be sufficient to get Hydro One’s
atention. We have not proposed a reduction in compensation costs allocated to
capital at thistime.

It is submitted that Hydro One has demonstrated through its conduct that it does not
have the will to control its personnel costs but itself. Aswe have said in other cases,
one of the roles of this Board is to be the proxy for the competitive market. The
competitive market does not “ give companies a break” when they are unwilling to deal
with out of control compensation. This Board should not do that either. This Board
must be willing to set limits, and those limits must be sufficiently tough that the
utilities get the message. In thiscase, it is submitted that only a stringent cap on
compensation costs will convince Hydro One to apply its expertise to solving this
problem.

We note that we are not proposing a reduction of distribution compensation allocated
to capital at thistime, although we believe that this should be a matter for
consideration when the Board next considers how Hydro One is handling this problem.
In our view, the best result isif Hydro One gets the message and appliesits
considerable resources, expertise and creativity to finding the best possible solution.
Therefore, what the Board needs to do today is motivate them to achieve that. If this
still does not work, then of course the Board would have to consider further tightening
of budget levels, including reduction in compensation budgets allocated to capital as
well. It would be preferable if that were not necessary.

Pension Costs. The evidence before this Board from the Mercer study is that the
reasonable expected pension cost for 2008 is $95 million, but that the Company
proposes to include $110 million in rates [Ex. C1/3/2/App.A, p.2], because they don’t
actually know that the number is going to be.

With respect, it is of the essence of forward test year ratemaking that a utility does a
forecast on the best information available, it istested in a hearing process, and then the
utility lives with the result. Here, the best information is that the cost will be $95
million. Thisisthe amount that should be included in rates.

Based on the information contained in Exhibit C1, Tab 3, Schedule 2, Appendix A, at
page 2, our best estimate is that a $15 million reduction in 2008 pension costs would
result in a$4.5 million reduction in distribution OM&A, a $3.1 million reduction in
distribution capex, and a$0.5 million reduction in Inergi payments.
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3.7 Depreciation Expense

Settled Issue.

3.8 Capital and Property Taxes

Settled I'ssue.
3.9 Income Taxes
Settled Issue.

3.10 CDM Budget andActivity

3.10.1 We support the submissions of CME on thisissue.

3.11 LossReduction Efforts

Settled Issue.

27
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4 RATEBASE

4.1 RateBase Amounts

411

412

413

414

The Applicant in their Argument in Chief have made a point of saying that $45 million
of their new revenue requirement is the direct result of the $333 million of approved
capital spending in the 2006 [Tr.7:18]. Thisisnot entirely true, of course, and Mr.
Rogers was careful to point out that the $45 million number assumes similar spending
in 2007 was also “approved”. The combined total of the two means $45 million of
additional revenue requirement in 2008. That figure seems to be about right, perhaps
somew hat low. 1t might be useful for the Board if, in their Reply Argument, the
Company produced the calculation that reaches that result.

The other side of that point, though, is the implications for the $566.2 million budget
for which the Applicant is seeking approval in 2008. Since thisis expected to be
followed by three years of IRM, if this Board assumes $556.2 million for each of 2008
through 2011, what is the revenue requirement impact of that in 20127

We are not in aposition to do that calculation as thoroughly as Hydro One. However,
it is possible to estimate the result: approximately a $200 million rate increase in 2012.

When considering the combined impact of the capital budget sought, the already
increased rate base, and the huge increasesin OM&A, al of which result in an increase
in requested revenue requirement this year of more than $100 million, this Board
should be cognizant of the fact that, in 2012, Hydro One will be reminding the Board
that its approval of the large capital program this year resulted in a further $200 million
rate increase at that time.

4.2 2008 Capital Expenditures Budget

421

422

423

Cornerstone Projet. The Cornerstone Project, with atotal cost of $144 million, is
going in service in the second quarter of 2008 [D2-2-2, Ref. IT1].

The Hydro One witnesses said there are no cost savings due to the Cornerstone project
that are reflected in the 2008 revenue requirement [Tr1:149] Hydro One has, however,
projected total cost savings of $200 million from Phase | of the Cornerstone Project for
the 2009-2015 period, $59 million of which are attributed to the distribution business.
[Tr3:86]

However, Hydro One will be under incentive regulation for much of thistime. The
result will be that ratepayers will have to absorb the cost of the project, most of which
will be in 2008 ratebase, but not receive any of the benefits in the form of cost savings.
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424

425

426

It is our submission that, if the Company is alowed to do this, it perverts the intent of
incentive regulation. The essence of incentive regulation is that the Company, using
its shareholder’ s money, invests in productivity improvements and then reaps the
rewards during the IRM period. The ratepayers share none of those benefits until
rebasing, when the lower costs kick in.

What Hydro One is proposing with respect to Cornerstone is that the ratepayers will
put up the initial funds, as part of the approved rate base, and the shareholder will reap
the benefits during IRM. Indeed, the Company did not try to hide this. It admitted that
it was going to use this ratepayer investment to generate benefits during IRM that
would go to meeting its productivity factor [Tr.5:7].

It is submitted that this treatment should not be allowed. Either the benefits should be
used to reduce rates today, as CME and CCC have suggested, or the project should be
excluded from rate base altogether, perhaps, as CCC has suggested, by tracking costs
and benefitsin adeferral account for future disposition.

4.3 Sustaining (Asset Replacement) Capital

No additional submissions.

4.4 Development Capital

No additional submissions.

45 Storm RelatedCapital

No additional submissions.

4.6 Shared Services and OtherCapital

No additional submissions.

4.7 Allocation andWorking Capital

No additional submissions.

4.8 Assa Condition Assessment

Settled I'ssue.

49 System L oss Expenditures

Settled I'ssue.
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S5 REVENUE REQUIREMENT

5.1 RevenueRequirementCalculation

Settled Issue.

5.2 External Revenues

Settled Issue.

5.3 Revenuesfrom OPA Funded CDM

Settled Issue.
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6 REGULATORY ASSETS

6.1 Disposition of Existing Deferral and Variance Account

No submissions.

6.2 New Deferral and Variance Accounts

6.21

6.2.2

6.2.3

6.24

6.25

L ost Revenue Adjustment M echanism.We support the submissions of CME on this
issue.

Pension Costs. We have had a chance to review the detailed submission by CCC on
thisissue, and we support the reasoning and conclusion contained in that submission.

OEB Costs. We have also reviewed the CCC submission on this proposed account,
and support it for the reasons they have provided.

Mitigation Costs. In our submission, the harmonization plan cannot be approved by
this Board, and therefore the need for a mitigation costs deferral account is premature.
When a proper harmonization planis proposed and approved, we agree that an account
similar to the type proposed by Hydro One may in principle be appropriate, depending
on the nature and extent of the mitigation required in a proper plan.

Smart Meters. See Section 8.
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7 COST ALLOCATION AND RATE DESIGN

7.1 New Customer Rate Classes

See our submissions under Issue 7.7, below.

7.2 Cost Allocation

See our submissions under Issue 7.7, below.

7.3 Proposed Rates

See our subnissions under Issue 7.7, below.

7.4 Revenueto Cost Ratios

741

74.2

As noted in our submissions below on harmonization, Hydro One has not in fact done
aproper cost allocation study, in which costs are allocated in an empirically defensible
way to individual rate classes. Therefore, it is submitted that the revenue to cost ratios
Hydro One has put in evidence before this Board have no evidentiary basis, and cannot
be relied on for rate-making purposes.

We have proposed below that the Board order Hydro One to go back and do a proper
analysis of cost causality to determine both the rate classes to be proposed, and the cost
driversto be used to allocate costs between those classes. A subsequent application
should be filed by Hydro One with that information, proposing new rate classes and
cost alocation. That subsequent application should also include detailed analysis of
revenue to cost ratios, and a proposal for moving closer to 1.0 for each class, in line
with the Board’ s long term policies.

7.5 Fixed/VariableSplits

No additional submissions.

7.6 Sentinal Lights Street Lightsand Sub-Transmission

No submissions.

7.7 Harmonization of Rates

771

General. Thisisnot the first time the Board has been asked to approve a
harmonization plan for Hydro One. In EB-2005-0378, the Board was asked to approve
a harmonization plan applying to the Acquired LDCs only, but rejected the proposal.
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772

7.73

774

In rglecting it, the Board noted that there had beenno cost allocation analysis done to
determine the costs caused by the customersin the acquired areas. Hydro One
proposed to do a partial harmonization, but not include the legacy customers. The
Board said, in refusing to approve the plan [p.51-52]:

“ A harmonization plan needs to be supported by evidence that harmonization is necessary
and the rates, which result from harmonization, will be reasonable. While the Board
supports the harmonization of distribution rates in principle, the timing of harmonization
is important. This is particularly true when the applicant is requesting approval for a
harmonization process with significantly high bill impacts extending over a two year
period.

The Board finds that Hydro One's proposed rate harmonization plan for the Acquired
LDCs is premature. There is insufficient evidence to determine that resulting changes to
individual Acquired LDC customers would be fair and reasonable based upon costs.
Obviously rates for all Acquired LDC customers will increase as a result of the
combination of the cost allocation process and harmonization with Hydro One's legacy
customers. For these reasons, the Board has not been convinced that sufficient merit exists
to justify the proposed interim harmonization among Acquired LDCs alone, based on the
yo-yo effect that some customerswill seein their rates.

Harmonization is a utility process aimed at ensuring that all of a utility’s customers share
fairly in the utility distribution costs. This interim harmonization proposal by Hydro One
does not appear to accomplish that objective.”

In principle, the School Energy Coalition also agrees that harmonization of rates and
rate classes throughout the Hydro One system is an appropriate goal. However, it is
submitted that, as the Board determined in the 2006 rate case, a harmonization
proposal should only be approved if

(@) itisfounded on proper cost allocation and rate design principles, and

(b) the resulting rates are expected to be “just and reasonable’ rates based on a
reasonable evidentiary foundation

We believe that the evidence before the Board establishes clearly that neither of these
tests have been met in this case.

Summary of Position.Hydro One' s focus in proposing this harmonization plan ison
their mitigation proposal. A lot of time and effort is spent on that, while very littleis
spent on the guts of the proposal itself. In our submission, when the spotlight is turned
on the rate classes and rates they have actually proposed, the Board must conclude that
the Hydro One proposal does not meet the requirements the Board laid out in 2006.

The paragraphs below lead the Board through the evidence and show that the
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following facts are true:

(@)

(b)

(©

Purpose. Hydro One is proposing harmonization in order to reduce administrative
costs and redress an undercontribution from the acquired customers. No
administrative savings have been demonstrated to the Board, and the Application
contains none. No empirical work has been done to determine whether the
acquired customers are undercontributing, and Hydro One provides no evidencein
support of that proposition except the fact that the rates charged to the acquireds are
high [Tr.5:165]. In fact, the only evidence before the Board on relative ratesis
inconsistent with an undercontribution from the acquireds, and strongly supports
the proposition that on average their rates today are covering the costs they cause,
or more.

Rate Classes. Hydro One has done no empirical work to determi ne if the density
split used to divide residential and general service rate classesis appropriate, and
therefore the Board has no evidentiary foundation on which those new rate classes
could be approved.

Cost Allocation Hydro One is proposing a new method for allocating costs as
between “urban” and non-urban customer groups in the residential and general
service classes. The evidence shows:

(i) Hydro Onedid not in fact seek expressly approval for this new methodology,
did not include a detailed description of it in their evidence (until it was
disclosed through an interrogatory), and consistently implied that its cost
allocation methodology was “ Board-approved”, which is not the case.

(i) Hydro One made no attempt to ensure that urban customers would bear only
the costs they cause. In fact, prior to stakeholdering they planned to charge
urban general service customers on the same basis as their rural customers.

(iii) The new methodology is not based on any empirical study or analysis of cost
causality or cost responsibility as between urban and nonurban customers.

(iv) Hydro Ore did no analysis of the possible methodologies to use, but rather
simply picked one without any rigour and applied it despite the consequences.

(v) Evenacursory analysis of the methodology proposed demonstrates that it does
not — and cannot, because of its design - capture material cost differences
between urban and non-urban customers.

(vi) The only evidence before this Board suggests that the methodology employed
likely over-allocates costs to urban customers, and under-allocates to norn-
urban customers.
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776

7.7.7

778

7.79

7.7.10

7.7.11

(d) Impact The harmonization proposal would, if approved, result in significant rate
and bill increases for many Hydro One customers, without any evidence that those
customers' rates today are not just and reasonable.

(e Mitigation. The proposed mitigation plan isirrelevant to the Board’ s consideration
of whether to approve the harmonization proposal, because it only arisesif the
target rates are just and reasonable. If they are, it is appropriate to determine the
best transition plan. If they are not, no amount of mitigation changes that.

Pur pose of the Har monization Proposal.Although the prefiled evidence in this
proceeding says that the purpose of harmonization is “to reduce the current 281 rate
classes to a more manageable level in order to simplify the rate structures, facilitate
customer understanding, and achieve administrative efficiencies’ [G1/1/1, p. 3], in fact
Mr. Roger agreed that the underlying rationale is about cross-subsidization as between
legacy and acquired customers [Tr.5:155]. No evidence has been filed with respect to
the achievement of either purpose.

With respect to the originally stated purpose, the Applicant admits that it has no
savingsinits Application for the efficiencies associated with harmonization. Those
savings are said to come later. Further, no evidence was led that there was a problem
with customer understanding, or that simplification was necessary to achieve any
benefit to either the Applicant or its ratepayers.

In fact, Hydro One has been operating with hundreds of rate classes for severa years,
yet it led no evidence of problems that had been caused by that fact. Nor, we should
add, was any evidence led showing that any analysis had been done of what benefits
would be achieved, and the Applicant’ s witnesses were unable to quantify any such
benefits.

We accept that, intuitively, asimpler set of ratesis probably a good idea, and we
support the goa of harmonization of Hydro One rates. However, given the problems
with the current proposal, achieving smplicity does not justify going forward. The
Applicant would have achieved simplicity in 2006 if its proposal had been approved.
The Board, quite rightly, said that new rates needed evidentiary backup to be approved,
and ssimplicity did not override getting the answer right.

Thus, the smplicity goal is not a good reason for the Board to approve the proposal of
the Applicant.

The real reason for harmonization is two-fold.

First, as between the acquired customers, there is no apparent rhyme or reason to the
ratesin individual franchise areas. They exhibit a broad range, and it is apparent on
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7.7.15

7.7.16

7.7.17

the face that this broad range is not likely to be justified by cost causality. For this
reason, when Hydro One first proposed harmonization, in EB-2005-0378, the proposal
was to harmonize the rates for the acquired LDCs with each other [G1/2/5 p. 1], but
not with the legacy customers. Thiswould have reduced the number of rate classes,
but would have maintained the distinction between the average rate for the acquireds,
and the overall rates for legacy customers.

As noted above, that proposal was rejected by this Board, essentially for the same
reasons we are urging rejection today, ie. the Applicant had not provided an
evidentiary basis on which to approveit.

Second, as between the legacy and acquired customers, the legacy customers pay alot
more for electricity distribution than the average acquired customer. Mr. Roger agreed
[Tr. 5:155] that in his view this is because the legacy customers are subsidizing the
acquired customers [see also Tr.4:15, Tr.4:109, and numerous other places], and said
that is because there are acquired customers “whose current rates are lower than the
rates that result from the application of the OEB cost-allocation methodology”
[Tr.4:14].

Aswe discussin more detail below, that statement is ssmply not correct. The OEB
cost-allocation methodology does have a method of determining the costs to serve the
acquired LDC customers. However, a cost alocation study using the OEB cost-
allocation methodology to make that determination has never been done [Tr.5:164;
also Tr.5:188 and other places].

The Applicant believes that the rates currently being charged to customersin the
acquired LDCs do not recover al of the costs to serve those customers. Indeed, Mr.
Rogersin Argument in Chief reiterated this belief [Tr.7:35, without citing any
supporting evidence]. However, that belief is not based on any study, analysis, or
other acceptable foundation whatsoever. It issimply their belief. The Applicant has
filed with this Board no evidence to support that belief. Legally speaking, the Board
therefore has no evidence on which to form a belief that the current rates for the
acquired LDC customers are not just and reasonable, and thus has no legal basison
which to restructure those rates.

It is therefore submitted that the Applicant has posited two reasons for harmonization —
administrative efficiencies, and reduction of cross-subsidization — but has led no
evidence to demonstrate that these problems exist and must be corrected.

Proposed New Rate Classes. The Applicant has proposed rate classes for residential,
GS<50 and GS>50 that are similar in structure to the standard rate classes used by
many other LDCs[Tr.4:12], except that in each case there are parallel classes based on
density [Tr.5:159]. Inthe genera service classes, which concern schools, thereisa
general service energy hilled (ie. <50KW) and an urban general service energy billed,
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then a general service demand billed (ie. >550KW) and an urban general service
demand billed. The same tandem structure is proposed for residential.

For all of these pairs, the distinction isatwo-fold test: a) there are at least 3,000
customersin ageographic area, and b) there are at least 60 customers per km. of line
[Tr.5:159]. While thistest appliesto both residential and general service customers, in
fact it isthe residential customer numbers that control whether a given areaqualifies as
urban [Tr.5:160].

There are two problems with this. First, there is no evidence that density isthe
appropriate differentiator of cost responsibility. While it may well be, the proper way
to determine the differentiator is by study and investigation, not by guesswork. No
study or investigation was done, so the Board has no way of knowing whether the
assumption that costs vary based on density (more than they vary based on other
factors) is correct. The purpose of establishing classesisto group like customers
together based on cost responsibility [Tr.5:73-74 and Tr.5:176]. Picking the right
differentiating attribute is the first step in doing that.

Second, even if density is the most important reason that one group of customers has
different costs to serve than another group, some test of how to apply that differentiator
isrequired. There could be any number of ways density could be measured to identify
the proper break point between cost responsibilities.

Hydro One has proposed a 3,000/60 test. The Board has been provided with no
evidence on why thistest is appropriate. The witness thinks it was introduced in 1996,
but provided no details on the basis for thistest, and doesn’t in fact know why the test
isbeing used today. “It is still the same test that has been approved before” [Tr.5:163].
In fact, the Applicant has made clear [Tr.5:159-160] that it has not considered any
other test to distinguish between more dense and less dense customer groups. It leads
no evidence on why thisisagood test, or at least better than any alternatives. In fact,
it doesn't even tell the Board what the alternatives are, because it hasn' t made any
effort to identify them. It relies solely on the fact that this test has been “approved” by
this Board before [Ex. G2/1/1 p.2].

So we looked for adecision of this Board in which thistest was discussed. We have
not been able to find one. 1t would appear to us, based on that review, that this Board
has in fact never put its mind to whether thistest is an appropriate test to distinguish
between one supposedly homogenous group — urban residential and/or general service
customers — and another suposedly homogenous group — non-urban residential and/or
general service customers.

In fact, the timing of the introduction of this test for residential customers, in 1996,
suggests that it was not in fact based on cost responsibility. Thistest wasin fact
introduced at a time when Hydro One was actively resisting attempts by municipalities
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like Ottawa and others to annex suburban areas for their LDC, and one of the selling
points for annexation was lower rates. It isin fact true that the introduction of the
lower residential rates for urban customers co-incided with that time period, and the
3000/60 test covers most suburban areas around cities, and afew larger towns, but
excludes hundreds of smaller towns that would still, common sense suggests, have
much lower costs to serve than rural areas.

It is submitted that the proper way for amajor utility to design rate classes is by doing
its homework. That can involve an analysis of the drivers of costs, to determine
whether there are natural break pointsin those costs. It can involve areview of what
other utilities, in other jurisdictions, have done to deal with the sameissue. It can
involve areview of the extensive literative on rate classification and the design of new
rate classes. And, it caninvolve areview of the many other LDCs in Ontario, who
service customer bases very similar to some or all of the acquired LDCs.

But in this case, none of thiswas done. Hydro One did no analysis of the appropriate
rate classes. It instead assumes density is the appropriate differentiator without any
study, and applied an existing density testit is using for a different rate class—and on
which it has no empirical data to show why it is appropraite - to new rate classes, and
did not consider in any way whether this approach was appropriate, either for the new
rate classes, or even for the rate class to which it aready applied.

We note that customer density may in fact be the best way to distinguish between
urban and nonturban customers. We suspect investigation would bear that out.
Indeed, the 3000 customer and 60 customer per km. dual test may in fact be the best
test for the difference, although we think that is unlikely. The problem isthat this
Board has no way of knowing whether either conclusionistrue or not. No evidence
has been filed to show

(a) that costs are driven in amanner fairly identified by this differentiator or thistest,

(b) that the customersin each of the classes have any reasonable degree of
homogeneity, or

(o) that inter class subsidieswould be increased or decreased by this distinction

It is therefore submitted that Hydro One, having made the initial mistake of failing to
ask the question “Do we really have a cross-subsidy problem between legacy and
acquired at all?’, compounded it by assuming that the problemexisted, and then by
creating new classes without any analysis or study of what new classes would be
appropriate. That lack of analysis meant that they first failed to make a distinction
between urban and non-urban general service customers, and then, when they did, they
did it on a basis that has no evidentiary or analytical foundation
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It is submitted that, as a matter of law, this Board cannot set just and reasonable rates
in the absence of an evidentiary basis. Where an applicant proposes rate classes and
failsto provide evidence supporting the design of those classes, it is submitted that any
rates based on those classes cannot be said to be just and reasonable.

In Argument in Chief, Mr. Rogers once more repeats the mantra of improving cost
responsibility and reducing cross-subsidization, but does not refer to any evidence
backing that up. Inits Reply Argument, we invite Hydro One to take its best shot at
answering the questions on customer classification set out above. We invite them to
show the Board the basis on which density is proved to be the correct differentiator,
and we invite them to show the Board the evidence showing that the 3000/60 test is
based in fact, rather than politics. And when the Board reads that Reply, we will ask
the Board to pay careful attention to sorting the evidence from the rhetoric. We
believe that in doing so the Board must conclude that, if it must decide whether to
approve these new rate classes based on evidence, it is unable to do so because the
evidenceisjust not there.

Cost Allocation— Approvals Sought. How many times during the course of this
proceeding did we hear the Applicant tell this Board that it used the Board-approved
cost allocation methodology to devel op the harmonization plan? How many times did
the Applicant tell this Board that it is the Board-approved methodology that istelling
the Board that the acquired LDC customers are undercontributing? Mr. Rogers does
thisagain in Argument in Chief [Tr.7:33]. Saying “ The Board has already approved
the way we are doing this’ is no substitute for evidence, and that is particularly true
when the statement is wrong on its face.

The method by which Hydro One proposes to allocate costs as between urban and non-
urban classes — the guts of the harmonization impacts - has not been approved by this
Board in any proceeding or process. Hydro One apears to be seeking approval of this
method in this proceeding [Ex. A/2/1 p.5, wherein Hydro One seeks approval of “the
modifications to the OEB cost allocation model as discussed in Exhibit G2, Tab 1,
Schedule 17].

In Exhibit G2, Tab 1, Schedule 1, Hydro One says at page 1 “Hydro One modified the
OEB Cost Allocation model to take into account density aspects...”. However then it
goes on deal with that and other modifications to the OEB Cost Allocation model in
two sections: “Density Weighting Factors” and “Modifications’.

Under the former section, at page 2, the Applicant says:

“ Density factors have been incorporated as weighting factors for Overhead lines and
Transformers, consistent with the customer classes approved by the OEB that are
based on Density definitions. The Density definitions have also been approved by the
OEB.”
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In fact, none of the proposed customer classes has ever been approved by the OEB,
and two of them — UGDemand and UGEnergy — are not similar to any previously
approved class. Urban residential is similar to a previously approved legacy customer
class.

Further, as noted above the definition used for the previous urban residential class has
never been reviewed in detail by this Board. It was approved without review in past
rate cases.

However, then Hydro One goes on to note that allocating the cost of lines based on
density was done by “assigning the total distance of the feeders to the various customer
classes proportionally”.

Thiswould appear to be contrary to the direction in the Board' s Report “Cost
Allocation Informational Filing Guidelines for Electricity Distributors’ dated
November 15, 2006. At page 39 of that document, the Board said “A linear density-to-
cost assumption is not acceptable without a supporting justification.” If the Board
looks at Hydro One'sfiling, what it will find is that no supporting justification is
provided. Itisworse. Hydro Oneisnot in fact using the same density weights today
that it used in itsinformational filing [Tr.5:49]. The Board does not have detailed
information on why this was changed, or even whether it matters. What we know is
that the Applicant still has no justification for using alinear density to cost assumption.

The same proportional allocation was used for Transformers, as set forth later in that
page.

The implication of the Applicant’ s filing G2/1/1 is that the modifications to deal with
density are already Board-approved, and that is consistent with the fact that the next
section, entitled “Modifications’, does not include any reference to density in the
modificationsit discusses. Further, in a subsequent section, beginning at page 5,
entitled “Model Changes’, the term density does not appear anywherein its several

pages.

Thisimplication is aso consistent with the direct evidence of Hydro One on this point,
where they said:

“ Hydro One has used the OEB cost-all ocation methodol ogy which we have modified
to take into account Hydro One's customer classes. For instance, we added
subaccounts and the related cost allocators to accommodate the sub-transmission
system currently referred to as the low voltage systemor LV system.” [Tr.4:13]

Later, during cross-examination, this was repeated, with no reference to density
changes until that was actually put to the witness. In thisinteresting exchange, the
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witness starts with the use of an approved Board cost all ocation methodology, and
ends up admitting that the key item under discussion, ie. alocations based on density,
are to be approved by this Board in this proceeding.

“IMR. SHEPHERD:] And you've said, you said a number of timesthat you're using a
recognized methodology; isthat right? The Board-approved methodol ogy.
MR. ROGER: Correct.
MR. SHEPHERD: Okay. But, in fact, you changed the Board's methodol ogy; right?
MR. ROGER: We modified the methodology to reflect that we have a sub-transmission
system, the LV system, but the intent of the model is being kept: Of trying to track
assets and assign those assets to the customer classes that utilize them.

So the modifications are minor, to reflect our unique circumstances. Therest
of the model is still the same.
MR. SHEPHERD: So the Board's model has a density test?
MR. ROGER: The Board model allows for density tests.
MR. SHEPHERD: Nobody else in the province uses a density test, only Hydro One;
right?
MR. ROGER: Correct.
MR. SHEPHERD: So, in fact, the density test is something that Hydro One devel oped
for Hydro One; isn't that true?
MR. ROGER: And that has been approved by the Board previously. We did not
changeit to this, in thissubmission. Itisstill the same test that has been approved
before.
MR. SHEPHERD: No, sorry. Let'sjust back up a stage. Thetest you are using, 3,000
customers, 60 customers per kilometre, has been approved by the Board. True?
MR. ROGER: True.
MR. SHEPHERD: The cost allocation decisions you have made, about how you
allocate based on density, that has never been approved by the Board, hasiit?
MR. ROGER: The density --
MR. SHEPHERD: Cost allocation now.
MR. ROGER: The density weights that we are applying are presented here asin
evidence, how we devel oped them. And they're used to allocate costs to the various
customer classes.
MR. SHEPHERD: Okay. So the allocation between urban classes and general classes
within your residential or within your general service levels, those all ocations between
urban and non-urban, this Board has never reviewed them. This Board as never
approved them, have they?
MR. ROGER: These would be the proceedings to approve them.
MR. SHEPHERD: Exactly. Soin the context of allocating between those areas, thisis
not a recognized methodology at all, isit? Thisisnew.
MR. ROGER: The old rates that Ontario Hydro have for a retail system also have
density weights to develop the rates for urban residential, R1, and R2 customers.
MR. SHEPHERD: My question is about cost allocation, not about rate class design or
classification. The cost-allocation methodology is not recognized methodology, isit?
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It's new.

MR. ROGER: The cost-allocation methodology is a one established by this Board and
we modified it to take into account the density rates, and the sub-transmission system.
MR. SHEPHERD: Okay. So when | asked you earlier whether you modified it, you
said the only modification you made was the sub-transmission system. That wasn't
true, because, in fact, you also modified it to add density; isn't that right?

MR. ROGER: That'scorrect.” [Tr.5:162-164]

To the best of our knowledge, thisisthe only reference in this proceeding in which
Hydro One directly requests the Board’ s approval of its cost allocation methodology
based on density. In every other place where the Applicant refers to its modifications
to the cost alocation methodology, it is careful to refer to sub-transmission, but not to
density.

It is submitted that this Board should not approve this modification to the cost
allocation methodology currently in use by the Board, for two reasons. First, because
of how it was presented to this Board, this Board has not had an opportunity to review
itinany detail. Second, for the reasons set forth below it islikely to be wrong.

Cost Allocation— Original Proposal. We note that Hydro Ore did not originally plan
to make any distinction between general service customersin the towns and in the rural
areas at al. They are proud of saying, in their direct evidence:

“ Originally we proposed ten customer classes but based on feedback received at the
stakeholder session, we added two more classes, urban general service energy, and
demand billed.” [Tr.4:12]

Indeed, there is no question that Hydro One uses stakehol dering extensively, and
listens during those sessions. They cannot be criticized for that. (We note that they can
be criticized for letting their counsel, at Tr. 7:33, engage in hyperbole by referring to
“its customers who are actively engaged in the development of the new rate classes.”
Would that were true!)

But the other side of thisisthat they originally planned to lump urban general service
customers in with rural, with no thought as to whether that would result in sensible rate
classes or rates based on cost causality. Indeed, Hydro One was fully aware that the
customersin the acquired areas were more urban and less rural than the legacy
customers, so it made little sense to lump them all together, especially while at the
same time breaking residential customers up between urban and rural.

It is submitted that, when this Board is considering whether to give them the benefit of
the doubt on their woefully inadequate cost allocation and rate design proposals for

harmonization, this Board should remember that if it had not been for ratepayer input,
they would have thought it perfectly OK to bill urban general service customers at the
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same rates as rural genera service customers. The lack of fairnessinherent in that
structure simply did not occur to them. In our submission, the current proposal is, for
different reasons, equally unfair, as we set out below, and the sequence of events
demonstrates that Hydro One has not committed itself in this process to the sort of
intellectual discipline that would produce a good plan. Indeed, the fact that it went in a
very short time from a plan that lumped everyone together to a plan that used an
existing and undocumented test to differentiate customer classesis further
demonstration that no serious aralysis was done.

Cost Allocation— Cost Causality. Hydro One agrees that costs should be allocated
based on cost causality [Tr.4:46], and many times during the proceeding they argued
that the harmonization plan was targetted at improved tracking of cost causality
[Tr.4:13, 34, 36]. In Argument in Chief, the Company again emphasized this goal
[Tr.7:34]. Itissubmitted that, while accepting the goal, the Company has made no
serious effort to meet it in the cost allocation proposal it has made to this Board.

The proper way to establish a new rate structure is to investigate how costs are caused
by the customers affected, and select both rate classes and a method of allocating costs
to those classes that fairly tracks the amounts customers pay to the costs they cause.
The key hereisthat rates cannot be set capriciously. They must be set after due
consideration of empirical data on the costs customers cause.

In this case, Hydro One has done no study or analysis of whether the rates being
charged to the acquired LDC customers are covering the costs they cause [Tr.5:164,
Tr.5:188, Tr.4:103, and severa other places].

In fact, it isworse than that. The Applicant modified the Board' s cost allocation
methodology precisely “to better reflect cost causality” [Tr.4:36], but in fact did no
cost alocation study or analysis as to what cost alocation method would best reflect
cost causality.

Despite having not done any analysis or study of the costs caused by the acquired LDC
customers, Hydro One has testified before this Board under oath as follows:

“ That refers to the results of the cost allocation, and when you compar e that versus the
rates, it shows that the acquired LDCs are not paying their fair share of the costs.”
[Tr.4:103]

That is, Hydro One has not done any review of the actual costs being caused by the
customersin the acquired LDC areas, but has instead assumed both class definitions
and cost alocation method without any analysis, and based on those assumptions has
done a cost allocation that shows that acquired customers are undercontributing. The
conclusionis based on afalse premise, one that buildsin the result, ie. it begsthe
guestion in an obvious way. Instead of assuming the result, Hydro One should have
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investigated the facts, and thus found the correct result by analysis and study.

The key to understanding the flaw in Hydro One's reasoning liesin the following
statement by their main witness on this point:

“MR. THOMPSON: So what’s driving the disproportionate increase of costs to
acquired customers?...

MR. ROGER: The explanation isthat their rates are low compared to our legacy
rates. Their ratesare not based on cost of service study. So the rates, to begin with,
are much lower than our legacy rates, but now they' re getting the same service from
us, same customer service, using the same assets, and now we have a cost allocation
study that allocates those costs to the customer classes.” [Tr.4:105] [emphasis added)]

Thisisthe reason why Hydro One thought it was perfectly OK to charge a customer in
Brockville the same as arura customer. Hydro One started from the premise that the
costs to serve both were the same. This, of course, is patently not the case. They do
not in fact use the same assets. They do not in fact get the same customer service, at
least in terms of cost. And Hydro One never investigated what those differences
would be, because they started from an incorrect assumptionthat there were no such
differences.

Then, when it was pointed out to them in stakeholdering that the costs to serve
customers in Brockville are not the same as those to serve arural customer, Hydro One
did not see that as afatal flaw. Instead of investigating what the costs actually are to
serve one group of customers vs. another, they hastily added another two classes
without any analysis whatsoever, and figured that the problem was solved. It was not.

Mr. Thompson raised what is the most telling point on cost causality in cross-
examination. He sought to determine whether the acquired LDCs were recovering
their costs before acquisition. The key exchangeis as follows:

“MR. THOMPSON: Isyour legacy plant newer than this acquired stuff? Isit gold-
plated compared to this acquired stuff?

Is there anything in the costs of legacy versus the net book val ue of acquired
that accounts for thisjump-up in rates? Are you telling me the rates being charged by
utilities you acquired were recovering less than what those utilities were spending to
provide service?

MR. ROGER: Therates of the acquired utilities who are charging their customers
were not based on cost-allocation studies, so | cannot say if they were or were not
recovering all of their costs.

| think your assumption isthat the current rates are based on cost-allocation
studies. They're not. They are a result of the unbundling exercise.

MR. THOMPSON: Well my assumption is that -- you know, it's a zero-sum game. My
assumption isthat acquireds were at least, as a pool, were recovering the costs that
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they were incurring to provide service to their customers.

And so | am speculating that their plant must have, on balance, been older
than what you folks have or they spent less per kilometre or something like that to
account for this jump-up.

MR. ROGER: 1 think the assumption that the rates were recovering the costs may not
be correct for all of them. In some cases, their rates are extremely low, so it isvery
hard to under stand how they could be recovering their costs.” [Tr.4:105-106]

It should be noted that neither legacy nor acquired rates were based on any cost
allocation studies. But that wasn’t Mr. Thompson’s point, in any case. Whether or not
an individual rate structure was correct, the overall revenue requirement for agiven
acquired LDC would in general have had to cover the costs to operate that LDC.

While there were some anomalies, it is unreasonable to assume — without any evidence
or analysis - that, as agroup and consistently across the board, the acquired LDCs were
not earning sufficient revenue to cover their costs of operation. No evidence has been
led to support this, but in fact, unlessit is true, Mr. Thompson’s point isright, ie. itis
more reasonable to assume that they had sufficient revenue requirement to cover their
costs of operation.

Aswe will note later, the best evidence on whether the acquired LDC customers are
covering their costs demonstrates that they are in fact covering their costs. Hydro One
could have done a costing analysis to assess whether that isin fact the case. Inthe
absence of that work, it is submitted that the Board should rely on the best evidence
available, and conclude that the current rates for the acquired customers are just and
reasonable.

Cost Allocation— Options Analysis. Having assumed instead of objectively
determined that the acquired LDC customers were not covering their fair share of
costs, Hydro One then compounded the problem by proceeding with a cost allocation
study without any analysis of the options available to them. The exchangeisas
follows:

“MR. SHEPHERD: At some point, did you do any internal studies or analyses to
determine what is the best way to assign costs between urban and rural customers?
MR. ROGER: Not that | am aware of.

MR. SHEPHERD: How did you come up with this line kilometres as a proxy
approach? Wasit just the first idea you had? Or did you do an analysis of what your
choices were?

MR. ROGER: We thought that best reflected the density differences between different
customers.

MR. SHEPHERD: But you didn't actually look at what costs are driven by density, did
you?

MR. ROGER: Well, we tried to identify the US of A accounts, which is conductors and
transformers to which we are applying the density weights.
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MR. SHEPHERD: | haven't asked my question properly. Let metry it again. You
didn't look at how your costs are actually affected by density, did you? You assumed
that if you use line kilometres, that would be an effective proxy. You didn't study
whether it was or not.

MR. ROGER: Correct.

MR. SHEPHERD: Okay. And the OEB cost allocation process didn't do that either,
didit? Therewas no analysisin that process of what the best way was, to reflect the
effective density on cost. True?

MR. ROGER: Correct.” [Tr.5:173-174]

It is submitted that an Applicant that admits that its proposal is not based on any study
or analysis, by itself or the OEB, should not be able to reasonably anticipate approval
of that proposal by thisBoard. Cost allocation methods should not be “ something
somebody thought up”, but should be based on objective analysis of the best method to
be used. In thiscase, no attempt was made to do that.

Cost Allocation— Deficiencesin the Methodology. The problem with the failure to do
their homework is made far worse by the fact that, on its face, the methodology Hydro
One proposes to use to allocate costs between urban and non-urban customersis
intuitively incorrect in at least two ways. First, it isnot correct that thereis alinear
relationship between line length and cost to serve. Second, Hydro One has assumed
that almost all costs are the same between urban and nonturban, except for a small
Subset.

What isthe likely relationship between line length and costs? Hydro One posits a
relationship in which more kilometers of line means more costs to serve the customers
on that line, in alinear relationship.

It is submitted that, in costs that are directly related to line length, such asline
maintenance, poles, etc., the relationship is likely to be geometric. The reason for this
isthat there are two cost variables at work, and they are multiplicative:

(@ Number of kilometers. It costs more to maintain two kilometers of line than one.
Thisisthe impact that Hydro One has reflected in their methodol ogy.

(b) Cost per kilometer. Each kilometer of linein arura area costs more to maintain
than a kilometer of linein an urban area, because of the extra cost of access,
vegetation control, the extra costs associated with crews travelling to and from the
location to maintain it, and many other factors.

Let us take a ssmple example, vegetation management. Assume that acrew in an
urban area can meet all vegetation management requirements for two kilometers of
linesin asingle 8 hour working day. The daily cost of the crew is $1000. Thus, the
cost per km. is$500. Now contrast the same activity in arural area. Thereis more
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vegetation management to do in that rural area, because it is more overgrown, and it is
not as accessible from the road, so the crew can only do 1.6 km in 8 hours. In addition,
the crew hasto travel one hour from their home base before starting work, so they can
only actually work 6 hoursin an 8 hour day, so the net donein awork day isonly 1.2
km. The actual cost per km. isthus $833. But Hydro One’s cost allocation
methodology assumes that the cost per km. in both casesisthe same. In this example,
the two hypothetical crews deal with 3.2 km. in one day, at a cost of $2000, making the
cost per km. for both urban and rural customers $625.

What Hydro One’s methodology does is adjust for the number of customers on the line
(ie. density). For example, if the urban lines have an average of 100 customers per
km., and the rural lines have anaverage of 20 customers per km., the cost allocated to
urban is $6.25 each, while the cost allocated to rural is $31.25 each. However, asthe
example shows, the correct numbers would be $5.00 each for urban and $34.71 each
for rural.

Of course, thisisonly an example, and in fact Hydro One' s methodology accomplishes
the linear allocation goal in a considerably more complicated manner than the example
shows. But the underlying principle is correct, ie. Hydro One assumes a linear
relationship between kilometers of line and the affected operating costs. That linear
relationship is unlikely to be correct.

In cross-examination, at Tr. 5:170-173, we took the witness through some of these
impacts, and he admitted that there are cost per line differentials for various things
such asrepairs. But although given ample opportunity to show how their linear
density factor accounts for those things, he did not. Instead, he continually referred to
the linear density factor as a“proxy” for al those other costs, which it clearly is not.

But it isnot just a question of positing alinear relationship where the relationship is
not linear. It isalso aquestion of what costs are assumed to vary based on density.
Hydro One proposes that avery limited group of costs [H/12/66] actually vary based
on density, essentially only those related to the building and maintenance of the
physica system.

Of course, there are many other costs that may vary based on density Consider
customer care costs. Isit more expensive to collect from arural customer than an
urban customer, because of the distance that needs to be travelled? Probably. What
about emergency calls? Infact, itis possible to go down the list of USofA accounts
and identify dozens that could vary based on density.

We do not suggest that these, or any other specific costs, vary based on density.
Instead, we subnit that some costs that are not differentially allocated in the Hydro
One proposal probably do vary based on density, but this Board has no way of
knowing because the Applicant did no analysis and has filed no evidence on this.




HYDRO ONE DISTRIBUTION 2008 RATES 48
EB-2007-0681

FINAL ARGUMENT

ScHooL ENERGY COALITION

7.7.71

7.7.72

7.7.73

7.7.74

7.7.75

We note that we have only raised two deficiencies here. In fact, a proper study could
well find many others. This Board cannot determine what additional flawsin the
analysis might be uncovered, because no attempt was made to do any analysis of how
to allocate costs based on density.

Cost Allocation—What Evidencel s There? It is submitted that the only evidence
before this Board that could help the Board assess whether the customersin the
acquired LDC franchise areas are bearing their fair share of costs can be summarized
asfollows:

(@) Historical Reconstruction. The Board can assess whether the current ratesin the
acquireds cover their costs by going back to the last time they did cover their costs,
and working forward.

(b) Comparative Analysis. The Board can look at the current rates of LDCs that have
similar characteristics to the acquired LDC franchise areas, to determine some
rough benchmark costs to serve such customers.

Historical Reconstruction. We have alluded earlier to Mr. Thompson's pursuit of the
guestion of whether the acquired LDCs were covering their costs before they were
acquired. Logicaly, itismorelikely that they were covering their costs than they were
not, because the alternative is that they were losing money and somehow being
subsidized, presumably through municipal tax revenues. While that is possible, there
IS no evidence to suggest that it istrue, and it does seem improbable [see Tr.5:186].

But whether or not that was universally true, what istrueis that Hydro One’s proposal
necessarily implies that the acquired LDCs' collective revenue requirements were
signficantly less than their costs, by a percentage equal to the percentage increasein
distribution revenue Hydro Oneis currently proposing for the acquired LDC customers
today.

Thisistrue because, starting from the revenue from the acquireds at the time of
acquisition, Hydro One has adjusted the rates from those customers each time its own
revenue requirement has been adjusted, by an amount similar to the adjustment to the
legacy customers [Tr.4:109]. Unless there were specific anomalies (and thereis no
evidence in the record of any such anomalies), the mathematical result of increasing
the rates of the acquireds at lock step with the legacy customersiis that the acquired
customers must currently be covering the same percentage of their costs as they were
when acquired, except for changes from:

(@ Changes in numbers of customers or charge determinants between then and now
and are different for legacy vs. acquired. For example, if acquireds have had higher
growth, for example, then it is likely that economies of scale in serving them have
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not been fully reflected in thelir rates, and their revenue to cost ratios have gone up.
There is no evidence of any such affect at Hydro One.

(b) Increasesin the costs to serve acquired customers that are greater than the increases
in the costs to serve legacy customers. No evidence has been led to suggest that
has happened, and it appears to be counter-intuitive in any case.

In the absence of either of these two affects, it is submitted that if the acquired LDCS
overall average revenue to cost ratio prior to acquisition was, say, .99, it islikely to be
still closeto .99 today.

The reason thisis critical information is that the total increase in distribution revenues
being proposed for the acquired LDC customersis very substantial, probably 30% or
more. For thisto result in just and reasonable rates, it would be necessary to conclude
that the overall revenue to cost ratios of the acquired LDCs prior to acquisition was
under by asimilar amount, e.g. an RTC of .70 at that time. That many millions of
dollars of undercontribution by the customers of this many utilities would have been, it
is submitted, amajor problem at that time. Could it have been the case? Yes, itis
possible, but in the absence of any evidence that it was, it is more reasonable for this
Board to conclude that such a massive undercontribution to costs by the customers of,
say, Brockville PUC, did not occur.

However, if the Board concludes that the acquired LDC rates were in general covering
theirs costs then, as logic and the evidence would suggest, the necessary conclusion is
that to increase their rates today by so much would result in their new rates generating
substantially more revenues than the costs they cause.

Comparative Analysis. If it isnot possible to look at what actual costs are caused by
the customers in the acquired LDCs (or by the urban customers, if the division is done
that way), then another way to determine whether the current rates are covering the
costs to serve those customers is through benchmarking.

Aswe have seen in the Board' s recent benchmarking consultation and study,
benchmarking is a complex processin which many factors are at play. We do not
suggest that any formal or disciplined benchmarking has been done in this case.

However, SEC did file Exhibit K5.7, which takes Hydro One figures from Exhibit
H/13/66, Revised, and calculates the impacts of the proposed harmonization plan on 94
schools in the Upper Canada District School Board, with varying levels of actua
demand and energy requirements, and coming from a number of different acquired
LDCs. Asnoted by Hydro One [Tr.5:178], the calculations of annual distribution bills
for the schools involved are based on actual 2006 consumption data from Hydro One's
records, and were calculated by Hydro One, not by SEC. What those figures show isa
reduction in the annual bills for the 40 schools in the legacy areas of 7.6%, an increase
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7.7.84

in the annual bills for the 54 schools in the acquired areas of 81.1%, and an overall
annual bill increase of 31.3%, ie. an increase of about $218,000.

SEC included in the original exhibit comparative annual bills for those same schools
using the rates for three other comparable utilities: Veridian, Chatham Kent, and
Orangeville. Hydro One complained that the rates of those utilities might not reflect
their costs of service, because they had not yet gone through a cost of service rebasing
application[Tr.5:133]. We therefore have attached an update to Exhibit K5.7, which is
unchanged on the Hydro One, Veridian, Orangeville, and Chatham Kent numbers, but
adds afurther 28 LDCs rates for 2008, including both IRM and COS utilities. A full
spreadsheet showing all calculations has been filed with these submissions, and
provided to Hydro One.

Because the full spreadsheet we have provided to the Board and to Hydro One

contains information identifying individual schools by name and usage, we ask

the Board to treat the full spreadsheet as a confidential document, to which the
Board’s Guidelines on Confidential Filingswould apply.

The updated K5.7 shows the following comparison for the sample of GSenergy,
UGenergy, GSdemand, and UGdemand customers that comprises Upper Canada
District School Board:
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7.7.85 What can be seen from this chart, and from the detailed figures in the attachment, is
that none of the 31 comparators, comprising about a third of all Ontario LDCs, have
bills even close to the bills that Hydro One alleges cover the costs that these customers
cause to Hydro One. In fact, the highest of the comparatorsis just slightly less than the
exigting rates applicable to these customers.

7.7.86 The Board can legitimately question whether this information is sufficiently rigorous
to base cost allocation and/or rate design decisions. In our view, it isnot. As noted
earlier, the only appropriate way to determine the costs caused by an identifiable
customer group is by a specific analysis of those costsin adisciplined way. But, that
has not been done.
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Further, we note that it is Hydro One that posits that the acquired LDC customers must

be undercontributing because their rates are so low. Thisisnot SEC' stest. ItisHydro
One'stest, and indeed it is the only evidence they have offered this Board that acquired
LDC customers are not paying their fair share relative to their costs.

It is therefore appropriate, it is submitted, for this Board to take them at their word, and
test whether the proposition “their rates are too low” is correct. Hydro One could have
profferred evidence as to the costs that should be borne by these customers, to
demonstrate that those costs exceed their current rates. They did not do that.

Instead, Hydro One has said that the evidence supporting undercontribution is the fact
that the rates for the acquireds are lower than the rates for the legacy customers. That
is, in fact true, but EVERYONE'S RATES ARE LOWER THAN THE HYDRO ONE
LEGACY RATES. The reason for that isthe rura nature of the legacy customers [see,
eg. Tr.5:190]. That does not apply to most of the customers in the acquired LDC areas.

If the issue is whether the rates for the acquired LDC customers are low, any
comparison that is made must be like to like. Thus, we have compared the acquired
LDC customersto customers in many other small towns around Ontario. The only
reasonabl e conclusion from that comparison is that their rates are NOT too low right
now. They are already higher than anywhere else.

It is therefore submitted that, on the basis of the only justification that Hydro One has
provided, the evidence before this Board is that the rates for the acquireds are currently
just and reasonable, and increasing them substantially in the absence of any cost
increase would by definition make them no longer just and reasonable.

Impact Hydro One admits that 13% of its customers will have substantial rate
increases if its harmonization proposal is approved [Tr4:86], and those high impacts
are on the customersin the acquired areas [Tr.4:14]. Theimpact is particularly painful
for low use customers [ Tr5:33], who have very high percentage increases even though
their dollar increases are low (at least, to Hydro One, who as Hopper Foundry noted in
their submissions, think that many amounts are low that are not as low for others).

Notwithstanding their proposal, Hydro One admitted that they were very concerned
about the impacts [ Tr.4:27], although their solution was not, as we are proposing, to
get the numbers right, but rather to forge ahead and just delay the pain on those
customer classes most heavily affected.

SEC hasfiled evidence [K5.7, and previously in L/13/1] to show the substantial impact
of the proposed harmonization plan on schools. Schools are more likely to be in towns
than in rural areas, as can be seen by the Upper Canada District School Board split.
Thus, asin the UCDSB example, it is expected that half of the schoolsin some of the
acquired LDC areas would have distribution bill increases of more than 100%, some
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approaching 200%.

We further point out that the overall net cost of harmonization to schools in the Hydro
One franchise areais projected to be well over amillion dollars per year, year after
year into the future. Thisisnot an insignificant sum This is money that would
otherwise be spent ensuring that a high school has a music program, and that an
enrichment program for advanced students has specialized equipment, and that an
energy conservation program can be implemented, or hundreds of other priorities
which affect the quality of education in schools.

The Board is aware that the School Energy Coalition’s position on rate levels has been
consistent for years. ‘Calculate the correct rates to reflect the costs we cause, and we
will happily pay that amount.” Schools do not want any specia treatment. On the
other hand, schools do not feel it isfair to have their bills increased on the whim of a
utility, not having done its homework, particularly where the increase would take them
from being only dlightly above the highest rates anywhere else in the province, to very
substantially above the highest rates elsewhere. (Part of representing consumersin
energy mattersis thinking through how to explain Board decisions to them. In this
case, we have no idea how we would explain to school boards that their rates, already
higher than anywhere else, should be doubled or tripled, but there is no study or
analysis or other empirical basisfor that increase. If Hydro One wishesto provide
some suggestions in their Reply Argument, we would be happy to consider them.)

We note that, in addition to the average and across-the-board increases in bills for
acquired customers, which are substantial, there is a separate concern about the highest
impacts. Itis, frankly, shocking that Hydro One did not do any analysis of those
impacts [Tr.4:97,100,102], even though this Board is aware they can be substantial.
The only evidence the Board does have is some distribution charts [Ex. G2/2/1], which
show many customers with very large impacts, and the SEC evidence, which shows
some same general service customers (schools, in this case) with increases of around
200%.

It is submitted that it is not appropriate for this Board to approve substantial rate
increases for many tens of thousands of customers, without evidence of, and aplan to
deal with, the most serious of the rate impacts.

Hopper Foundry. The Board heard specific evidence with respect to the combined
effect of the harmonization proposal, and the removal of TOU rates, on one small
customer in the town of Forest, Ontario, Hopper Foundry. The Chairman, during
guestioning, referred to this as a“ double whammy”, and indeed it is.

7.7.100 The evidence of Hydro One isthat the primary cause of the increase is the removal of

TOU rates. Thisisnot correct. Here are the facts:
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(@ Removal of TOU rates causes the monthly demand to increase from 45 KW to 719
KW [Tr.4:66], which at the current per KW charge of $4.44 is an increase of
$2,992.56 per month, or $35,910.72 per year.

(b) Increase in the per KW charge from $4.44 to $8.48 is an increase of $2,904.76 per
month, or $34,857.12 per year. There isalso an increase in the monthly fixed
charge, which has a small additional impact.

It is submitted that the Applicant’s evidence, which portrays thisasa TOU problem, is
incorrect. Infact, if TOU rates are ended, but the harmonization plan is rejected, as we
propose below, the impact on Hopper Foundry is cut roughly in half.

Mitigation The Applicant relies heavily on their four year mitigation plan to deal with
the many problems in their harmonization proposal. We have two comments on that.

First, and perhaps most obvious, until the Applicant has a plan for mitigating the
impact on those most affected, there is no sensible mitigation plan. A plan that doesn’t
mitigate an increase that will knowingly put a company out of businessis not true
mitigation, in our submission.

Second, and more important, mitigation only arises once the goal is determined to be
correct. Itissubmitted that this Board must first determine, on the evidence, that the
target rates are just and reasonable rates. If it cannot reach that conclusion on the
evidence beforeit —aswe believe it cannot — then the topic of mitigation does not
arise. Thereisnothing to mitigate. Itisonly after the Board determines that the target
rates are just and reasonable, that it then has the duty to ensure that the plan to get to
the right answer isitself just and reasonable.

It is therefore submitted that, in the context of the evidence before the Board in this
case, the subject of mitigation does not arise, because the target rates are not justified
by the evidence.

What Should the Board Order At is therefore submitted that this Board should not
approve the Applicant’ s harmonization plan. Since the fundamental reason for that
nonapprova would be lack of evidence justifying it, the Board is not in a position to
approve amodified version, or to approve a partial solution. Either the Applicant has
filed sufficient evidence on which to approve a harmonization plan or some kind, or
they have not. It is submitted they have not.

That having been said, we continue to support the principle of harmonization, as does
the Board. But the fact that the goal is a good one does not mean that a bad plan
should be approved. If we all agreed, for example, that increased vegetation
management is a good idea, and Hydro One proposed Agent Orange as a quick and
easy solution, it would not be appropriate to approve the plan because “increased
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vegetation management isa good idea’.

7.7.108 We believe that the Board in its decision, in addition to rejecting the plan, should do
two things:

(@) Provide the Applicant with guidance on what the Board would liketo seein a
harmonization application, eg. studies on class design, cost alocation drivers and
methodologies, and impacts. We recognize that the Board attempted to do that in
the 2006 Decision, and ended up with aproposal that is still woefully lacking, but
we believe that if this Board is more specific inits criticisms, in light of the
discussion that has taken place throughout this proceeding, Hydro One will likely
be in a position to present a more sophisticated and acceptable plan to accomplish
the harmonization goal.

(b) Invite the Applicant to apply in 2009, outside of arate case, for harmonization of
its rates as between its various customer groups. Thiswould not only have the
advantage of giving Hydro One time to do the studies and analysis necessary to
ground a proper plan, but it would also allow this Board to consider the
harmonization plan on its own merits, separate from the complications of cost
increases and other rate case distractions

7.7.109 We note that, in proposing denial of approval, we are dealing only with the basic
harmonization plan itself. There are a number of implications of this, including the
following:

(@ The Applicant has proposed a distributed generation rate. Thisis consistent with
Board policy, and is not affected by the harmonization plan.

(b) The Applicant has proposed a sub-transmission rate, and other changes not
affecting the general service classesin the acquired and legacy areas. We have no
specific submissions on whether those changes are appropriate or not, but we see
no reason why those changes must be delayed pending the work that needs to be
done to produce a proper harmonization plan for residential and general service
customers

7.7.110 We anticipate that Hydro One will argue that it is too complicated to revert to anything
closeto its existing rates, ie. it has come too far down the harmonization path, and that
train can no longer be stopped. With respect, thisisnot true. In fact, the revenue
requirement being sought in this proceeding has already been allocated to the old
classes[Tr4:93], and it is not a difficult task to make the smaller number of
adjustments necessary to implement changes that do not affect the residential and
general service customers.

7.7.111 We note that we are not proposing that this be delayed for many years, or scrapped
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entirely. We are, instead, proposing that Hydro One go back, do their homework, and
come to this Board next year with a proposal that has area evidentiary base.
Assuming some form of harmonization is indicated when the empirical work is done, it
can be implemented |less than eighteen months from now.

Conclusion. Insummary, in determining whether to approve the harmonization
proposal, the Board should ask and answer three questions:

1. HasHydro Onefiled evidence on which the Board can determine that the
acquired customers’ ratesaretoo low? It issubmitted that the answer to this
guestion is no, and the necessary implication is that this Board has no basis on which
to order that the rates for the acquired customers be increased. The only evidence that
has been filed to this effect is the cost allocation study, but as noted previously that
study assumes that the problem exists, and thus adopts class definitions and cost
allocation rules that will necessarily produce that result. It iscircular, and thus of no
valueto thisBoard. No study of any type was done of whether the customersin the
acquired communities are covering the current costs to serve them, and the only
evidence this Board has, comparisons with historical revenue requirements, and
comparisons with like utilities, are uniformly consistent with the conclusion that the
current rates for the acquired customers are just and reasonable.

2. HasHydro Onefiled evidence showing that their proposed new customer
classes group like customer stogether based on cost causality? It is submitted that
the answer to this question is also no, as Hydro One has admitted that a) they did no
study or analysis to determine how the cost to serve customers in towns differs from
the cost to serve customers in rural areas, or to determine what an appropriate break
point or test would be if density isin fact the appropriate differentiator, b) their
original proposal would have lumped town GS customersin with rural GS customers,
even though they had already recognized this was inappropriate in the case of
residential customers, and c) their proposed result would allocate to GS customersin
Hydro One towns by far the highest cost to serve of any Ontario LDC, without any
evidence that their cost to serveisin fact higher than towns served by other LDCs.

3. HasHydro Onefiled evidence showing that their proposed method of using
density to allocate costs between customer classesisan appropriate allocator, and
captures all coststhat vary by density? It is submitted that the answer to this
guestion isalso no. Hydro One admits they did no study or analysis of any type to
determine if their proposed density weighting method is correct, and we have provided
simple examplesto show that it is likely not correct, in more than one material way.

It is submitted that, if this Board answers any one of these three questions with a“no”,
then it isinappropriate for this Board to approve the harmonization plan. Since, in our
submission, the answers to all three questions are “no”, approval of this plan would be
contrary to this Board’ s ratemaking principles, and would result in rates to customers
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in the acquired LDC areas that are not just and reasonable, and are therefore contrary
to law.

7.7.114 It is submitted that the Board told Hydro One in 2006 that a harmonization plan should
be prepared, but only based on certain key principles:

“ A harmonization plan needs to be supported by evidence that harmonization is necessary
and the rates, which result from harmonization, will be reasonable. While the Board
supports the harmonization of distribution rates in principle, the timing of harmonization
is important. This is particularly true when the applicant is requesting approval for a
harmonization process with significantly high bill impacts extending over a two year
period.The Board finds that Hydro One's proposed rate harmonization plan for the
Acquired LDCs is premature. There is insufficient evidence to determine that resulting
changes to individual Acquired LDC customers would be fair and reasonable based
upon costs.”

We think that the Board should reiterate that advice, but provide additional guidance
on how Hydro One should follow those principles in producing a viable plan.

7.8 Ratelmpact Mitigation Plan

See our submissions under Issue 7.7 above.

7.9 Retail Transmissiam Service Rates

Settled Issue.

7.10 Proposed Rate Rider #3

No submissions.
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8 SMART METERS

81 AlllIssues8.1through8.5

811 We adopt the submissions of CCC on the recovery of Smart Meter costs and the
continuation of appropriate smart meter deferral accounts.

58
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9 OTHER MATTERS

9.1 Effective Date of Rate Order/ Deficiency Recovsy

911

912

9.13

914

The Board will be aware that the School Energy Coalition generally opposes
retroactive recovery of deficiencies by LDCs unless there is some good reason why
thelr rate order was not timely.

In this case we believe that Hydro One failed to file a compl ete application when they
were directed to do so, August 15, 2007, and it took a further four months for them to
complete their filing. While thiswasin part because they wished to phase their
proceeding, the fact is that they did not comply with the Board’ s direction. If this were
any other year, we would take the position that Hydro One should have new rates set
only from the date of the order, and should not recover any deficiency in the meantime.

However, in light of the complexity of this application, and the extensive
stakeholdering that Hydro One did prior to filing, it is our view that in this case an
exception should be made, and Hydro One should be allowed to recover any deficiency
from May 1, 2008 onward.

We submit that the appropriate way to handle any deficiency or sufficiency for the
period from May 1, 2008 to the date rates are actually changed is to calculate the rates
asif they were being implemented May 1, 2008 (so they are correct on a going forward
basisinto IRM), and determine the difference for the interim period between revenues
at the new rates and revenues at the existing rates. That difference should be collected
through a positive or negative rate rider, to end December 31, 2009. We would
normally propose arider ending April 30", but given that the rider would not likely
start until November or December, we believe that spreading it over the longer period
IS appropriate.

9.2 Codts

921

922

The School Energy Coalition hereby requests that the Board order payment of our
reasonably incurred costs in connection with our participation in this proceeding. Itis
submitted that the School Energy Coalition has participated responsibly in all aspects
of the process, in amanner designed to assist the Board as efficiently as possible.

In the context of the ADR, oral hearing, and final argument, we note that active
cooperation and allocation of responsibility by the intervenors caused the process to be
more efficient than it otherwise might have been, with different intervenors taking the
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lead on different issues, to maximize productivity. While the case ended up being very
complex, the oral hearing was handled with considerable efficiency, and argument has
been done with excellent co-operation between parties.

All of which is respectfully submitted.

Jay Shepherd and John De Véllis, Shibley Righton LLP
Counsel for the School Energy Coalition



