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1 PEG’s New Benchmarking Analyses and Studies

PEG delivered its Statistical Cost Research for the Elexicon Energy CIR Plan report dated May 22, 2026
(“PEG Empirical Report”) and on the same date delivered a second report Issues in the Design of the New
Elexicon Energy CIR Framework (“PEG Design Report”) in which PEG describes new analyses and studies it
performed and raises certain other new issues. PEG’s working papers for both reports were provided to
Clearspring on May 24, 2026. PEG provided its accompanying answers to interrogatories on June 19, 2026.
Clearspring could not consider or respond to PEG’s new analyses/studies or issues in our original report
produced in November 2025 since they were disclosed for the first time in PEG’s reports and related
interrogatory responses. In the sections below we respond to PEG’s new analyses/studies and the issues
it has raised.

The following sections will respond to:

e PEG’s productivity trend research and recommendation,

e PEG’s cost benchmarking model and stretch factor recommendation,
e PEG’s G-Factor analysis and recommendation,

e PEG’s IPD analysis and recommendation, and

e PEG’s plan design alternatives to Elexicon’s proposal.

2 PEG’s New Productivity Trend Research

In the PEG Empirical Report, new Ontario distribution productivity trend research and results are
provided. Based on the industry total factor productivity (TFP) trends, PEG recommends a new
Productivity Factor (PF) of 0.15%. The new PF recommendation flows from PEG’s finding that the most
recent eleven-year TFP trend (2014-2024 growth rates) in the Ontario electric distribution industry
equaled +0.15%. The OM&A partial factor productivity (PFP) in this same period was estimated by PEG to
be +0.25% and the capital PFP to be +0.04%.

When conducting our research, Clearspring was not expecting that the TFP or PFP distribution industry
trends and new productivity factors would be re-examined and a new study on this topic put forth in this
application. As a practical matter we do not have time to be able to conduct and put forth our own study
regarding this issue. In all prior Custom IR precedents, the productivity factor has been set at 0.0%,
consistent with the 4GIR productivity factor. Clearspring continues to recommend a 0.0% productivity
factor in this proceeding, consistent with past practice, and is of the view that any re-examination of the
industry productivity factor should be conducted in a forum that would allow all industry stakeholders a
reasonable opportunity to consider this issue and put forth their own studies and properly examine and
respond to the studies of other parties and resulting recommendations.

Notwithstanding the above, in our initial review of PEG’s productivity research we have identified three
primary concerns with PEG’s approach that would need correction regarding PEG’s TFP trend research
and productivity factor. These three required corrections, when fixed, result in PEG’s TFP and PFP industry
trends being below zero, as shown in Table 1 below. PEG’s productivity trend results become negative
after Correction 3a (TFP trend equals -0.20%) or after Correction 3b (TFP trend equals -0.29%).
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Table 1: Ontario Productivity Results with Corrections

Ontario Productivity Results (Modifications of PEG's Working Papers)

Correction

3a

3b

TFP OM&A PFP Capital PFP

PEG's Reported 2014-2024 (11-Year Results) 0.15% 0.25% 0.04%

Move to 10-Year Results with Far Less Smart
Meter Clearance Bias 0.02% 0.09% 0.01%

Exclude Elexicon (10-Year Trend) 0.03% 0.10% 0.01%

Use 10-Year Rolling Peak Demand so Start Year
and End Year Output Definitions are Consistent
(10-Year Trend, Elexicon Excluded) -0.20% -0.13% -0.22%

Use 10-Year Ratchet Peak Demand so Start Year
and End Year Output Definitions are Consistent
(10-Year Trend, Elexicon Excluded) -0.29% -0.22% -0.31%

These three required corrections are discussed below.

1. PEG’s Chosen Start Year Biases Results Upwards Due to Extensive AMI Deferral Account Clearances
in 2013 and the Arbitrary Choice of 11 years.

PEG’s new productivity trends are based on an 11-year growth rate period (2014 to 2024). Clearspring

has two primary issues with PEG’s start year choice. These are:

The 11-year choice is arbitrary and produces a higher productivity trend relative to
choosing the surrounding years as the starting point. Clearspring agrees with PEG that
the productivity period should be after most of the MIFRS accounting transition occurred.
Starting the study after the accounting transition would still leave open a 12-year period
(2013 to 2024) which would produce a 0.04% TFP trend or a 10-year period (2015 to 2024)
which would produce a 0.02% TFP trend, both of which are decreases of 0.11% and 0.13%
relative to PEG’s TFP of 0.15%.! PEG’s choice of the 11-year study period produces the
highest productivity trends of the available choices (the reason for this period showing a
higher productivity trend is because the 11-year period contains a bias due to smart meter
clearances in 2013, which we discuss in the following point). A better and less arbitrary
choice would have been a 10-year study period which would have matched the 10-year

1 A 13-year period (2012 to 2024) results in a -0.30% TFP trend, a 9-year period (2016 to 2024) results in a 0.04%

TFP trend.

C!earspring E_nergg Advisors 2



U.S. period used by PEG to support its productivity factor recommendation in its report
for the last Toronto Hydro CIR application.?

e In the PEG Empirical Report, on page 87, PEG discusses how its analysis now includes
smart meter deferral account expenses, but they are included in years that they are
cleared rather than incurred. PEG states, “The first sample year that was free of these
clearances was 2014.” As this statement indicates that some smart meter clearances
occurred in 2013, Elexicon asked PEG to investigate the extensiveness of the smart meter
clearances in 2013. In response, PEG did not do so and stated, “To figure out the timing
and clearing of the smart meter accounts is a burdensome task... The clearance of
deferred OM&A in 2013 or later years could have an impact. However, as discussed in
part (b), it is difficult to determine how much has been cleared from these accounts into

accounts covered by the PEG study.”?

Clearspring examined the trial balance data of distributors in 2012 and 2013 and
identified 26 distributors that have cleared expenses out of the AMI deferral account 1556
in 2013. This figure is significant and helps offer an explanation for a negative productivity
growth rate in 2013 —the large number of distributors clearing expenses that year has led
to an overstatement of the costs incurred in 2013 (because smart meter costs were not
actually incurred in 2013 but merely cleared to accounts), which in turn causes the 2014
productivity growth rate to be artificially higher.

At first glance, the fact that the smart meter clearances had been mostly finished in 2013
would seem to not impact PEG’s study because its productivity trends begin in 2014.
However, PEG’s productivity sample period is based on the growth rates of productivity.

This means that PEG is measuring the average annual growth rate of productivity from
the base year of 2013 to the end year of 2024. The first 2014 growth rate is the change in
productivity of 2014 compared to 2013.* This substantially impacts PEG’s reported
productivity trends because expenses for numerous utilities in 2013 were artificially
elevated due to smart meter clearances. This is a strong possibility for why the 2014
growth rate has the highest productivity trend of all years except the Covid-influenced
year of 2020.

PEG’s choice of basing its productivity trends on the year 2013 and using 2014 growth
rates as the starting point, produces an upward bias in the results because of the
substantial number of clearances occurring in 2013. The better approach would be to

2 Statistical Cost Research for THESL’s New CIR Plan, May 6 2024 in EB-2023-0195.
3 PEG response in EE-18, part (a).

4 PEG confirms this in EE-3, part (b). PEG states, “The 2014 productivity growth rate pertains to productivity growth
from 2013 to 2014.
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move the starting year to 2014 (2015 growth rates).> This would still be a 10-year study
period, the same period length that PEG used to formulate its productivity factor
recommendation in the Toronto Hydro case. Using PEG’s working papers, the 10-year
(2015 to 2024) period indicates a TFP trend of 0.02%, an OM&A PFP trend of 0.09%, and
a capital PFP trend of 0.01%.

2. Elexicon is Included in the Productivity Sample

PEG includes Elexicon in its productivity research sample.® The productivity factor should be an
external measure and not be influenced by the utility it is being applied to. Given PEG’s averaging
approach, which Clearspring agrees is the appropriate approach, including Elexicon will have a minor
impact on the results, but excluding Elexicon from the sample is the better approach. When adjusting
PEG’s working papers, the 10-year (2015 to 2024) productivity trends after Elexicon is excluded from
the sample show a slightly increased TFP trend of 0.03%, an OM&A PFP trend of 0.10%, and a capital
PFP trend of 0.01%.

3. PEG’s Ratcheted Peak Approach Biases Results Upwards

PEG defines its peak demand variable in each year in its productivity study as the maximum annual
peak demand that has occurred since 2002. This definition incorrectly biases productivity trend results
upwards. PEG’s variable can never decrease over time. Even when annual peak demands are regularly
decreasing for a utility over extended periods of time (in some cases over two decades), PEG’s peak
demand output variable stays constant. This contradicts industry logic, the distribution cost-savings
rationale for CDM, the anticipation of increased infrastructure due to the energy transition, and PEG’s
own total cost model which shows a statistically significant cost elasticity on peak demand (as does
Clearspring’s model).

PEG’s ratcheted peak demand is a flawed approach to productivity trend analysis for the following
reasons.

e The start year output definition needs to match the end year output definition to be a valid
study of the productivity growth during that time. This is not the case in PEG’s analysis. The
base (or start) year is currently 2013 and the end year is 2024. The ratcheted peak demand
variable in 2013 is defined as the maximum of the last 12 years’ worth of annual peak
demands (2002 to 2013). In 2024, the ratcheted peak demand variable is defined as the
maximum of the last 23 years’ worth of annual peak demands (2002 to 2024).7 This is a

5 Some smart meter clearances still occurred in 2014 and afterwards. In 2014, there appear to be 6 distributors
that cleared account 1556. While much lower than the 26 in 2013, this continues to bias the productivity trends
upwards but to a much lesser extent than PEG’s 11-year period.

6 PEG confirmed this in its response to EE-11, part (c).

7 PEG confirms this mismatch in its responses to EE-19, part (c) and (d).
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mismatch in output definitions from the start year relative to the end year. A proper
productivity study would have a consistent output definition for the start year and end year
(and all years in between). This mismatch in the output definition is causing an obvious
upward bias in PEG’s productivity results. It creates a productivity advantage for 2024 relative
to 2013. Thisis not a proper approach in a productivity trend analysis. The start year and end
year should have the same output and input definitions.

2013 Peak Demand = Max(Current Year and Previous 11 Years)
2024 Peak Demand = Max(Current Year and Previous 22 Years)

It is highly problematic to have different output definitions that vary from the start year to
the end year, especially in a study examining trends (or changes over time). As PEG’s output
definition currently stands, 2024 has nearly twice as many years to set a higher peak value
than 2013 does. This clearly biases the measured output upwards in the later years of PEG’s
study, in turn biasing the productivity trends higher.

As an illustrative example, assume a utility has zero growth for the last three decades.
However, despite having zero growth, annual peak demands will still fluctuate significantly
from year-to-year due mainly to local weather variations. Years with extreme weather in the
territory will cause higher annual peak demands relative to normal or mild years, even though
for this zero-growth utility the underlying peak demand forecasts will be constant from year-
to-year. Despite this zero-growth scenario, PEG’s ratcheted peak demand will produce a
higher value in 2024 for this utility than in 2013 in almost half the cases (and 2013 will never
be higher than 2024) only because PEG’s definition gave the end year of 2024 more
opportunities (23 chances) to experience extreme weather than PEG’s definition gave 2013
(only 12 chances).

This imbalance in the output definition between the start year and end year is a large issue in
Ontario during the study period. Over half of the distributors in PEG’s productivity sample set
their maximum ratcheted peak for 2024 before 2011. PEG’s ratcheted peak demand variable
is using observations 14 or more years ago to set the 2024 value for over half of the
distributors. The 2013 value is disadvantaged because it can only look back 12 years. The PEG
2024 peak demand value for over half of the Ontario distributors would be lower if PEG had
a consistent statistical definition of its variable.

e Autility with steadily declining annual peak demands is not planning for a distribution capacity
level based on 2002 peak demands in 2024. Clearspring recognizes that there may be a lagin
a utility being able to save costs due to declining demand, but certainly utilities will find cost
savings of serving lower peak demands at some point in time. PEG’s ratcheted peak definition
does not align with the long-term cost elasticity on peak demands that both Clearspring and
PEG have estimated with a high degree of statistical significance in both consultants’ cost

C!earspring E_nergg Advisors 5



benchmarking models. Utilities, at some point, will find ways to adjust to lower peak demand
expectations on their system.

PEG stated on page 52 in the PEG Empirical Report that PEG considered using a moving average
of recent annual peak demands in its research. If we adjust PEG’s working papers to instead use
a fair and consistent definition such as a 10-year rolling average of the peak demands, the 10-year
productivity trends (2015 to 2024) show a TFP trend of -0.20%, an OM&A PFP trend of -0.13%,
and a capital PFP trend of -0.22%.8 This is labeled as Correction 3a in Table 1 above.

An alternative (which we labeled as Correction 3b in Table 1 above) would be to define the peak
demand variable as a 10-year ratchet peak demand. This means that each year would take the
maximum peak demand in the prior ten years. This would solve the end-year bias of PEG’s
ratcheted peak and address concerns regarding a lag in utilities responding to lower peak
demands. Both the start year and end year output definitions would be consistent, that is, the
maximum of the last ten annual peak demands. This would eliminate the concern that PEG’s
output definition is changing and becoming more advantageous (and thus biased) to higher
productivity as time passes.

If we adjust PEG’s working papers to instead use an unbiased 10-year ratchet peak demand
approach, the 10-year productivity trends (2015 to 2024), show a TFP trend of -0.29%, an OM&A
PFP trend of -0.22%, and a capital PFP trend of -0.31%.

The productivity trends become negative even if PEG’s chosen 11-year period is used. The one
correction of making the output definitions in the start year and end year consistent moves the
productivity trends below zero regardless of the start year decision.

Other Concerns with PEG’s Productivity Research

Clearspring has the following other concerns with PEG’s productivity research and analysis.

e U.S. productivity results are not provided. PEG confirmed that U.S. productivity trends would be
relevant in the context of Elexicon’s productivity factor in its response to interrogatory EE-3, part
(f). In the most recent Toronto Hydro application, PEG based its recommendation on the
productivity factor for Toronto Hydro using a 10-year study period for the U.S. industry, but it
contained two key issues that needed to be corrected. These were that the averaging approach
should be used and that the output quantity index should include a peak demand variable rather
than only use customers. PEG has, correctly, fixed those issues in this application in its Ontario
productivity research, but did not show corresponding U.S. productivity results. In Clearspring’s

8 PEG was requested to produce this result in EE-12, part (b) but refused on the basis it was not feasible in the time
allowed for interrogatory responses.
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Reply Report in the Toronto Hydro application, we showed that with those two changes made,
the 10-year U.S. TFP trend would equal -0.45%.°

This shows that if PEG implemented the same methodology that it is using now in this proceeding,
the U.S. industry would likely show a negative productivity trend. PEG and Clearspring both agree
that U.S. results are relevant to setting a productivity factor for Elexicon.

e Hydro One Network’s IPO in 2015 produced a large productivity boost in that one year. According
to PEG’s working papers, Hydro One’s TFP increased by over 11% in 2015 and its OM&A PFP
increased by over 17% just in that one year. This increases PEG’s average productivity results by
a small amount. However, given the relatively large size of Hydro One, this IPO has a large
influence on the cost-weighted productivity results provided in PEG’s report. After adjusting PEG’s
working papers to exclude Hydro One from the sample, the cost-weighted Ontario TFP trend
becomes negative. The substantial impact of one utility observation undergoing an IPO over ten
years ago illustrates why the cost-weighted productivity results should not be given weight when
considering productivity factors. We agree with PEG regarding its support in this proceeding for
using average-weighting productivity trends to support recommendations.*®

In the above discussion, we have demonstrated (using PEG’s own working papers) that when certain
necessary corrections are made to the PEG analysis, the Ontario TFP and OM&A PFP trends are in fact
negative.

Regardless of the negative productivity trend reality for both TFP and PFP, Clearspring also wishes to
comment on PEG’s suggestion of using OM&A PFP trends in the escalation formula when applied to OM&A
revenue. We advise against this approach for the following reasons:

e Just like with disaggregated cost benchmarking, as OM&A and capital are separated this
creates an unknown error from items such as capitalization differences between utilities and
substitution issues where capital and OM&A investment strategies differ between utilities
and through time. TFP trends mitigate these unknown errors because both capital and OM&A
are combined in the analysis.

e OMA&A PFP trends vary from year to year by a much larger amount than TFP trends. The
increased annual standard deviations of OM&A PFP results decrease the statistical confidence

% Please see Clearspring’s Reply Report in EB-2023-0195, Responses to PEG’s New Analyses and Studies. On page 7
of that report Clearspring discusses how PEG should include both customers and peak demand in its output
definition for its productivity study (which it has correctly done now in its Elexicon study), we state, “If PEG had taken
the correct approach, the TFP trends for the U.S. industry would be lower. PEG’s reported cost-weighted TFP trend
would change from 0.10% to -0.26%. The average-weighted (which is the more appropriate TFP trend for Toronto
Hydro as discussed in the prior point) would change from -0.13% to -0.45%.

10 An additional reason against cost-weighting productivity trends is that since they are highly influenced by a handful
of observations, cost-weighted productivity trends will tend to have much higher annual standard deviations than
the more stable average-weighted results.
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one should put in the results and increase the impacts of choices like the start year. TFP trends
are far more stable and do not fluctuate from year to year to the same extent that OM&A PFP
trends do.

3 PEG’s New Cost Benchmarking Model

PEG’s total cost benchmarking model shows that Elexicon’s 2027 to 2031 costs are 14.0% below PEG’s
benchmarks. This result is virtually the same as Clearspring’s result of a -13.9% benchmark score. Both
results indicate a 0.15% stretch factor is appropriate, and both consultants expressly recommend a 0.15%
stretch factor for Elexicon.

Despite this overall alignment in results and stretch factor recommendation, Clearspring has some
methodological concerns regarding PEG’s new modeling approach and dataset. These include, but are not
necessarily limited to: the inclusion of a quadratic variable on the density variable, changing to a
skyscraper variable instead of the much more thorough percent congested urban variable, using a count
of skyscrapers rather than divided by area or a composite output quantity index like most other business
conditions are treated, including Alberta utilities despite them performing fewer functions than Elexicon
and the U.S. sample, excluding ATCO Utilities despite including the rest of the Alberta utilities on the basis
ATCO’s results look poor,!! using the ratcheted peak demand variable (see the discussion in the prior
section), adjusting for capital gains in the capital service price, and using a different rate of return for each
utility rather than using the same rate of return as Elexicon is given.

4 PEG’s New G Factor Analysis

PEG and Clearspring both agree that the inclusion of a G Factor is supported by, and consistent with, cost
theory and that it should be calculated using an elasticity-weighted scale index. On page 45 of PEG’s
Design Report, PEG states, “Furthermore, in a revenue cap index the inclusion of an escalator for growth
in operating scale is consistent with cost theory and this theory specifically calls for an elasticity-weighted
scale index.”

The one point of disagreement between Clearspring and PEG on the G Factor only arises if the Board
rejects Elexicon’s OM&A cost forecasting approach and favors an indexing approach to Elexicon’s OM&A.
In that hypothetical scenario, the disagreement is regarding which econometric cost model to base the
output weights on in the G Factor calculation. In the PEG Design Report, PEG states on page 45, “Our chief
concern with Clearspring’s G factor calculation is that any Iy + IPDoma — X + G formula is likely to apply only
to OM&A revenue because the panel is likely to reject escalating OM&A revenue based on an OM&A cost
forecast. In that context we have a concern about basing the G factor on econometric total cost rather
than OM&A cost research for two reasons.”

11 please see PEG’s response to EE-8, part (c). PEG states, “ATCO Electric has been excluded from the samples for our
three benchmarking models due to extremely poor scores in total cost and capital cost runs where its data were
included.” In part (d) of this response, PEG declines to provide models and results with ATCO Electric included on
grounds the request is onerous.
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Clearspring used weights which are derived from our total cost model, while PEG suggests using weights
derived from its OM&A cost model in the scenario of the panel rejecting Elexicon’s proposal. Clearspring
does not support the use of OM&A cost models (and PFP trends) in setting parameters within a price or
revenue cap index. Accounting differences in capitalization policies between utilities and substitution
decisions between OM&A and capital will distort these disaggregated models. PEG agrees that accounting
differences do raise accuracy concerns. On page 45 of the PEG Design Report it states, “We acknowledge
that accounting differences raise concerns about the accuracy of OM&A cost models if used for
benchmarking but believe that econometric estimates of OM&A output elasticities are reasonably
accurate.”

Both an OM&A cost model and PFP trends will cause results to have high standard deviations and
variances. These issues are mitigated when using a total cost model approach and TFP trends. For these
reasons, Clearspring continues to recommend that the G Factor use the total cost model cost elasticity
weights, resulting in a 2.48% value for Elexicon, in the scenario of OM&A escalation being based on an
indexing approach.

Further, if an OM&A model were in fact to be used for the G Factor output weights (despite the concerns
we have noted above), the model should not include the ratcheted peak demand definition used by PEG,
for the reasons outlined in Section 2 above. Since PEG’s ratcheted peak variable is never able to decline
and has a definition that is constantly changing based on the year of the observation, PEG’s variable is less
responsive to the costs attributed to peak demand in PEG’s model. These deficiencies result in lower cost
elasticity estimates for peak demand in PEG’s model relative to Clearspring’s model, which has a
consistent variable definition through time and does allow the variable to decrease. The first order peak
demand variable in Clearspring’s total cost model has a higher t-statistic than PEG’s and is more precise.*?
PEG’s lower and less precise cost elasticity estimates on peak demand reduce the weight given to peak
demand growth in the G Factor calculation.

Despite our continued reservations about using an OM&A cost model to determine G Factor output
weights, in examining this issue for this Reply Report and in order to show the impact of the above

deficiency in PEG’s OM&A model, Clearspring modified its total cost model to an OM&A model.?

Using
this modified model, we can ascertain cost elasticities and, thus, weights for the growth in customers and
peak demand to construct anticipated multi-dimensional output growth of Elexicon from 2027 to 2031.
Consistent with PEG’s findings, the elasticity on peak demand decreased relative to the total cost model.
However, given the unbiased and unrestrained peak demand variable definition used by Clearspring, the

decrease in the peak demand coefficient is less pronounced than PEG’s model. Clearspring estimated a

12 The first order term is where only the variable is inserted in the model and not interacted with itself or other
output variables. Its value is the estimated cost elasticity at the mean of the dataset. Clearspring’s peak demand
cost elasticity estimate is more precise than PEG’s at the mean of the dataset. Both consultants use the cost
elasticity at the mean of the dataset to calculate the G Factor.

13 This model was estimated only for the purpose of attaining cost elasticity weights. Clearspring inserted OM&A

expenses in the place of total costs and then only eliminated variables that became statistically insignificant or
switched signs because of this change.
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0.5966 cost elasticity for customers and a 0.3134 cost elasticity for peak demand when estimating the
OM&A model. When using these cost elasticities in the G Factor calculation, we calculate a G Factor of
2.32%. This contrasts with PEG’s G Factor recommendation related only to OM&A growth of 2.16%.

As noted and for clarity, our recommendation remains that the correct G Factor value is 2.48% for reasons
referred to above and in our original report. However, in the event the OEB were to prefer the use of an
OM&A model for these purposes, the applicable G Factor would then be 2.32%.

5 PEG’s New IPD Analysis

PEG and Clearspring agree that the Board’s IPI tends to understate OM&A input price inflation. PEG states
on page 7 of the PEG Design Report, “PEG agrees with Clearspring that the OEB’s | factors tend to
understate OM&A input price inflation.” In PEG’s response to interrogatory EE-20, part (a), PEG
recommends an IPD of 0.17% which is based on the 15-year historical inflation differential between the
Board’s IPI and Elexicon’s OM&A input price index. In addition to the 15-year historical IPD, PEG also
calculates the IPD based on the most recent 10-year period of 2015 to 2024 on page 44, Table 2 of the
PEG Design Report. The reported 10-year historic IPD value of 0.21% is more likely to be reflective of
future economic conditions as the 10-year period tracks inflation forecasts better than the longer time
period.

The key IPD difference between Clearspring and PEG is that PEG bases its IPD calculation using the
historical differences and Clearspring uses 2027 to 2031 inflation forecasts for its IPD calculation. Both
approaches have certain advantages. The advantage of the PEG historical approach is that the IPD value
is set and does not change during the proceeding as new inflation forecasts become available. For
example, in the Clearspring Report, Clearspring’s IPD recommendation is 0.25%. In interrogatory
responses, Clearspring was asked to use the latest forecasts and re-run the IPD calculation. The
recalculated number became 0.36%.%

The advantage of Clearspring’s approach of using inflation forecasts to project the IPD is that the IPD is
calibrated to the particular years of the upcoming CIR period and any historical economic changes that
have occurred would be accounted for in the forecasts. Historic results do not necessarily predict the
future and economic changes have occurred in recent years.

6 PEG’s New Plan Design Alternatives

Clearspring has had limited time to examine PEG’s “straw man” proposal discussed in the PEG Design
Report regarding own-cost trending (“K-Bar”). The K-Bar approach is not an option under the OEB'’s
Renewed Regulatory Framework and is not an approach being proposed by Elexicon. Clearspring’s view is
that this approach is not appropriate for Elexicon and should not be considered in this application for
several main reasons.

14 please see Clearspring’s response to 1-SEC-23, part (g).
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First, a K-Bar approach (using properly constructed calculations to align with economic theory) would in
our view only be a potential option for utilities that are in a “steady state” situation. The approach’s
foundational calculations are based on using historic spending amounts to forecast future spending
amounts. This only potentially works, although would still require appropriate consideration and complex
calculations, when future circumstances will be quite similar to past circumstances. We understand from
Elexicon that this “steady state” situation is not the case in upcoming years. PEG tries to acknowledge
this reality by excluding high growth cost items from the calculations to make the results close to the
Company’s forecasts. This defeats the purpose of pursuing a historical indexing approach in the first place.

Second, evaluating the merits and design of a K-Bar approach is a large undertaking that should be
undertaken carefully and involve multiple stakeholders. A generic proceeding where all stakeholders and
experts can put forth proposals and counterproposals and fully analyze the models of others is the proper
place for this discussion. In our view, a single utility rate application (with a new proposal like this being
put forward partway through the process) is not the appropriate forum.

Third, calibrating and testing any such proposed model to align with economic theory for a K-Bar model
is a highly complex undertaking requiring analysis and consideration of several parameters. Upon
preliminary review, it is clear there are several notable omissions and issues with PEG’s straw man
proposal that require full investigation to consider the merits of a K-bar model—these include an
appropriate asset price inflation adjustment, future growth assumptions, historic base years used in the
calculation, and historic growth escalators.’® All of these entail complex and time-intensive analysis and
evaluation, which cannot in the remaining timeline (and in our view should not in any event) be
undertaken in the context of this single utility rate application.

lllustrative Examples of PEG’s Straw Man K-Bar Deficiencies

We acknowledge that PEG put forth what it described itself as a “straw man” proposal. Given the
preliminary nature of this undertaking, it is unsurprising to identify numerous issues or problems, and
underlying assumptions, that would need to be further considered and addressed. One large problem as
it pertains to Elexicon is apparent in PEG’s K-Bar proposal. PEG escalates capital expenditures in the
historic lookback period (2020 to 2024) and applies them to the CIR period (2028 to 2031) using inflation
and growth assumptions. Both the inflation and growth assumptions are not properly calibrated and
produce escalation factors that are far too low. Specifically, the growth escalation assumption clearly
underestimates Elexicon’s forecasted capital expenditures by a large amount.

Given that Clearspring is merely at this point illustrating how preliminary the “straw man” proposal is, we
will only focus on the large deficiency in the growth escalation assumption in PEG’s model.' PEG’s growth

15In PEG’s strawman proposal in this application, it also adds to this list the complex (if not impossible) task of
deciding what spending should be considered “steady state” and what spending is not.

16 The inflation assumptions used in PEG’s preliminary analysis are also of consequence. For example, on Table 6a

PEG assumes 2025 asset price inflation is equal to 2.41% based on a weighting of the AWE and GDP-IPI. PEG
includes a 2-year lag so the 2025 inflation assumption shows up in 2027. However, the 2025 Handy-Whitman
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escalation of capital expenditures is based on the forecasted growth in outputs using the G Factor
calculation, except using cost elasticity weights from its capital cost model. These calculations are found
on page 62, Table 6¢ in PEG’s Design Report.

In PEG’s Empirical Report on page 15, Equation 8 describes the growth in cost as:
growth cost = growth Input Prices — growth Productivity® + growth Outputs®
In our original report, we showed basically the same equation on page 22, Equation 8:
Growth Cost =1 —TFP trend + G

Both consultants agree that cost increases by the growth rate in a cost-elasticity output quantity index.
However, in the straw man K-Bar proposal, it's not capital costs that are being escalated by the output
quantity index but, instead, capital expenditures. The problem is that economic production theory states
that it is “cost” that is anticipated to grow by the growth in outputs. Capital expenditures, however, are
not the same as capital costs. Capital costs are much larger and are a function of the rate base which is
comprised of historical plant additions and depreciation over several years, annual depreciation, and the
rate of return.

This misapplication is especially problematic in the case of Elexicon because of the Company’s accelerating
growth. As growth accelerates, significantly higher capital expenditures are typically required relative to
previous levels. For example, if customer growth increases from 1.0% per year to 2.0% per year, the
number of new meters needed per year does not increase by 1% or 2% but rather it doubles (a 100%
increase in capital expenditures on new meters). While sometimes uneven and not in a perfect timeline,
other assets will follow this same principle. Accelerating growth will necessitate large increases in capital
expenditures far beyond the actual output quantity growth rate.'’

To further illustrate this point, let’s assume a utility has 100 poles (and no other assets), each pole lasts
25 years, and the utility has zero growth. In this steady state, the utility will need, on average, to replace
4 poles (100 poles/25 years per pole) every year. It’s only expected increases to capital expenditures
would be due to inflation on those 4 poles. However, assume next year the utility is expected to increase
its output growth rate to 1.0%. Next year, it will still need to purchase those 4 poles plus expand its system
by 1%, which equals 1 added pole. The utility will need to, thus, purchase 5 poles next year for
replacement and to meet the output growth. Ignoring inflation, the utility’s capital expenditures will need
to increase by 25% as it is buying 5 poles rather than the 4 it has been purchasing. While PEG’s straw man

indexes have now been released and they show the growth rate in 2025 was 4.99%, over twice the value of PEG's
assumption. PEG’s underestimating of asset price inflation is likely to continue through the 2031 period given the
persistently high asset price inflation over the last 25 years.

17 And to complicate the calculations further, the replacement needs of a Company are not driven by the
contemporary output growth rate but, rather, the historical output growth rate of when assets were placed in
service. If the historical growth rate was higher, more assets the next year will reach the end of their useful lives
and will need replacement.
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K-Bar proposal would increase capital expenditures for this utility by only 1% next year, it clearly will need
far higher capital expenditures to meet this different output growth rate. PEG’s K-Bar calculation would
underestimate capital expenditures by 24% in this example in every year that has this newly elevated
output growth rate.

The situation for Elexicon is even more pronounced than this example and far more complex. Elexicon is
projecting a change in its growth rate from around 1% during the 2020 to 2024 PEG lookback period to
around 2.5% during the CIR period.*® This is an increase of around 1.5%. This will cause PEG’s K-Bar
calculations to underestimate Elexicon’s capital expenditures by a large amount.

PEG states on page 60 of the PEG Design Report, “The inflation-adjusted historical average capex that we
nominate for own-cost trending is less than the Company’s proposed capex by about 21%.” The
magnitude of this one issue of ignoring an accelerating growth rate of around 1.5% is likely causing the K-
Bar calculations to underestimate the Company’s capex by at least 21% in all years of the CIR period.

These illustrative examples support Clearspring’s view that: 1) this approach could only be appropriate
for a utility in a steady state situation, 2) evaluating the merits and design of a K-Bar approach is a large
undertaking that should be undertaken carefully and involve multiple stakeholders, ideally in a generic
proceeding, and 3) calibrating and testing any such proposed model to align with economic theory for a
K-Bar model is a complex undertaking requiring analysis and consideration of several parameters.

PEG, itself recognizing the preliminary nature of any discussion of K-Bar at this point, discusses, on page
8 of the PEG Design Report, two alternatives to reduce Elexicon’s capital cost forecasts assuming the OEB
decides not to pursue further consideration of a K-Bar approach in this proceeding. The first alternative,
PEG says, would be to add an incremental capital stretch factor to the formula and the second would be
to only allow a share of the difference between the growth of the capital index and forecasted capital cost
growth. Clearspring responds to these suggested alternatives with the following considerations:

e Both Clearspring and PEG have found that Elexicon's costs are substantially below industry
benchmarks, demonstrating strong cost performance. This high level of cost efficiency persists
even with full funding for the Company's proposed investment plan. These strong benchmark
results do not justify arbitrary reductions in capital expenditures or the application of additional
capital stretch factors. PEG estimated a capital cost benchmarking model that shows the
Company’s 2027 to 2031 benchmark score as being better than its 2022 to 2024 score by about
2% despite the 2022 to 2024 benchmark score already being a low -26.4%.

e AnXFactorof 0.15%, as proposed by the Company, is already significantly higher than the industry
productivity trend expectations, which are negative after correcting PEG’s working papers. We
discussed these corrections and resulting negative productivity trends in Section 2 above. The fact
that the Company is proposing a productivity factor of 0.0% despite its industry peers
experiencing negative productivity trends already amounts to an implicit supplemental stretch

18 According to Table 6¢c in the PEG Design Report, the average output growth for Elexicon in 2020 to 2024 was
0.94%. Growth during the CIR period based on this table is forecasted at 2.49%.
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factor on top of the proposed stretch factor of 0.15%. On page 53 of the PEG Design Report PEG
states, “When a negative industry productivity trend is ignored, utilities are more likely to choose
the CIR option. Moreover, they can in some cases legitimately complain that there is an “implicit”
stretch factor in the I-X formula. When this is true, it reduces the reasonableness of increasing the
stretch factors in their formulas on other grounds.”

e Electric distribution asset price inflation has exceeded 6% average annual growth rates for the last
twenty years.' This compares to the Board’s IPI calculation which has been less than 3% over that
same period. Given the pressure on commodities and utilities across North America and globally
to increase infrastructure to meet the needs of the future and with this historical track record, it
is likely asset price inflation in the electric distribution industry will be higher than the values
assumed in Elexicon’s capital planning process.2 Managing this continued discrepancy between
actual and forecasted inflation, and the continued misalignment of capital asset inflation within
the I-factor, already places an additional challenge on the utility to find productivity savings to
deliver its capital investment plan program. This is another implicit supplemental stretch factor
on top of both the 0.15% and the productivity factor not reflecting the negative industry
productivity level.

7 Concluding Remarks

The following points provide a high-level summary of Clearspring’s responses to PEG’s new studies and
issues raised:

e PEG has put forth a new base productivity factor recommendation of 0.15% based on its Ontario
TFP trend research. While Clearspring has not had the opportunity to conduct and put forth its
own study on this issue, using PEG’s own research and with the three required corrections
discussed in Section 2 above, PEG’s research shows a negative TFP trend. By using the more
appropriate 10-year period and an output definition that is consistent through the study period,
the productivity trend for Ontario is in fact negative.

While we would support a negative productivity trend being included in the revenue escalation
formula, as the economic theory would dictate, we are not recommending a re-opening of the
productivity factor parameters for purposes of this proceeding, as we do not consider this to be
necessary. The well-established 0.0% base productivity factor should be continued until a more
comprehensive evaluation can be conducted in an appropriate forum. That forum should allow
all parties time to produce their own industry productivity studies and have those studies
considered and vetted appropriately. Clearspring, therefore, continues to recommend the use of
a 0.0% base productivity factor in this application, albeit with recognition that this value of 0.0%
includes an implicit supplemental stretch factor as both the Ontario and U.S. industry TFP trends
show strong indications that they are in fact negative.

19 please see Clearspring’s Report on page 27, Table 5.
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e Although Clearspring has methodological concerns with PEG’s new total cost benchmarking
methodologies in this application (as they are inconsistent in several ways with the established
practices that both Clearspring and PEG supported and followed previously — discussed in Section
3 above), PEG’s cost benchmarking results are virtually the same as Clearspring’s benchmarking
results, and both consultants recommend a 0.15% stretch factor as being appropriate for Elexicon.

e PEG and Clearspring both agree that the inclusion of a G Factor is supported and consistent with
cost theory and that it should be calculated using an elasticity-weighted scale index. The
disagreement between Clearspring and PEG is which econometric cost model to base the output
weights on. For the reasons outlined in Section 4 above, Clearspring continues to recommend
against the use of OM&A cost models (and PFP trends) in setting parameters within a price or
revenue cap index. We continue to recommend a G Factor of 2.48%.

e PEG and Clearspring agree that the Board’s IPI tends to understate OM&A input price inflation.
An IPD would reconcile this difference and allow a proper inflation adjustment for OM&A
expenses during the CIR plan. As discussed in Section 5 above, Clearspring uses Conference Board
of Canada (now called Signal49) inflation projections for upcoming plan years as the basis for the
IPD. PEG suggests using the historic differences in the Board’s IPl and Elexicon’s OM&A input price
inflation. Clearspring recommends using the forecasted approach and based on recent inflation
forecasts, the IPD value is 0.36% for the 2027 to 2031 period.

e PEG’s alternative “straw man” own-cost trending proposal is not appropriate for consideration in
this application for several reasons which are discussed in Section 6 above. Elexicon is not
expecting to be in or even close to a steady state situation which immediately undermines the
applicability of a K-Bar approach. Elexicon’s accelerating growth alone is causing PEG’s preliminary
model to be severely underestimating Elexicon’s capital expenditures. Further, consideration of a
potential K-Bar approach is a large undertaking that should involve all stakeholders beyond one
utility’s application, and the economic theory for a developing even a steady state K-Bar model is
complex and would require careful analysis and consideration.

Regarding PEG’s suggestion of other alternatives, such as adding a supplemental capital stretch
factor or cutting proposed spending outright, discussed in Section 6 above, we provide the
following responses and considerations:

v' The Company is projected to be well below benchmark expectations in both the
Clearspring and PEG models even with full funding for the Company's proposed
investment plan; this finding does not warrant adding a supplemental stretch factor or
reducing the investment plan.

v' There already exists an implicit supplemental stretch factor due to having an X factor of

0.15%, when the industry productivity trend is in fact negative. The size of this implicit
supplemental stretch factor is calculated to be around 0.2% to 0.3%.
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v’ Asset price inflation rates have historically exceeded 6% for the last two decades and do
not appear to be abating, yet Elexicon used lower inflation assumptions in its capital
planning process. This is already effectively an implicit supplemental stretch factor on top
of both the proposed 0.15% and the productivity factor not reflecting the negative
industry productivity level.
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