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Wednesday, September 12, 2007


--- On commencing  SEQ CHAPTER \h \r 1at 9:32 a.m.

Preliminary Matters:


MR. COWAN:  Good morning folks.  Sound check.  So far so good.  Thank you, Colin.


Welcome, ladies and gentlemen.  A couple of logistical matters first.  One is accompanied by sound and I will demonstrate it right now.


[Chime Demonstration]


I will explain that in a little while, but, in the meantime, can everyone hear the sound?  For your information, this is being webcast at the same time as audio, not video.  You don't have to worry about how you look, but as an audio feed, it is being provided so that those external to the building can pick it up if they wish.  


We understand that those are those listening in London, England and from the Netherlands, as well.


So at this point what I want to do is make sure we understand the logistics of how we're going to proceed.  You will note that the Board's staff consultant, Mark Lowry, has not yet joined us.  His plane landed at a quarter to nine.  So I'm hoping our sequence won't be interrupted as we go, that my remarks will be complete and that we will be able to proceed with the agenda as we have established it.


We have distributed in advance two items.  One is the schedule that we set out with regard to who would appear and what order, what we would do.  It's a proposed schedule.  It deals with Mark Lowry following my remarks, Dr. Yatchew thereafter, Frank Cronin thereafter, with a panel discussion after that.


Now, what I would like to do is just take you through a few overheads that I have prepared and I also distributed, so there are two items I mentioned distributed.  One is the comparison of distributor costs agenda.  The other, then, is a presentation that I am going to do for the first 30 minutes or so in order to set the scene for what I hope we will be able to achieve, and also to give a little background on some of the work that the Board Staff has done in preparation for this.


So let me see if this button works.  There we are.


For those who are presenting, you will be provided with a remote control that should allow you to drive your presentation, which is on this laptop right here with Wade Frost.  So wherever you may be sitting, it should allow you to govern your presentation at the pace that you wish, rather than having to holler out, Next slide, please.


Can someone tell me whether that video monitor is functioning?  It is.  Okay.


So on that basis, let me just start in by explaining - and I will get to those chimes in a minute - the purpose of our work on this subject.


First of all, we regard ourselves as having a portfolio of electricity distributors that have a variety of different characteristics.  We have significant quantities of performance data, as I'm sure you're all aware, very much financial in orientation, volumetric, as well, in terms of numbers of kilowatt-hours shipped by a particular distributor, and some service quality information, as well.


So that data is available to us and we have made most of it publicly available on the Board's website.  We have done that in two vintages, one last November, and then we just did an update last week to provide the 2006 information.


We don't claim to have done a thorough analysis of the implications of including the 2006 information, but it is there, and we anticipate that we will do analysis on that information.


I have stated here that our purpose is to adopt an analytical set of tools that can help illuminate, improve understanding, draw intelligence regarding that portfolio so as to provide better regulation.  That is a broad statement of what it is that we're attempting to do with this whole initiative.


We're hopeful that the science has evolved sufficiently that we can benefit from what it might do, and in a moment I will show you how we have characterized the information challenge that we believe we face.


So I entitled this frame "Background, This Round."


You are aware that the Board undertook and Board Staff arranged a previous round of review of comparative utility analysis.  That was completed some two years ago, I guess, and we then undertook this most recent round.


Board Staff invited a two-stage consultation back in November.  We invited comments on various matters as to what should be included in our assessment, what should the consultant look at when they're doing this work, and we provided the data for 2002 to 2005 at that time.


The report of Pacific Economics Group was provided in April and posted on the Board's website.  In addition, then, there was a comment period and comments were received, the last one received July 4th.  Board Staff then published the 2006 statistical year book that provides a listing of all of the data provided by the various distributors.  That was done a couple of weeks back, August 31st, and here we are with the technical consultation.  


And we have supplied for you a guide for presenters as to subject matter that we felt would be instructive to discuss.  We posted that on the website, and we also invited declarations of interest in presenting so as to be able to get an idea of how many people would wish to speak, so we could decide whether or not to rent a movie theatre or simply use the Board's hearing room.  


We do have a rather full room, and hopefully it won't turn out that we really should have acquired the movie theatre.


We should just comment that the data that we uploaded back on August 31st is incremented to include the 2006 data, as well as capital spending information by year, going back to 2002.


So parties represented the list of participants back in June.  There was an expression of interest from the following group that I have listed here:  five intervenor groups, two consulting groups, 14 distributors, one industry association, an employee union, and one marketer.


Then today at the consultation, we have representation from Board Staff, two of the intervenor groups, eight distributors, one industry association, and one employee union.


Now, that may not be exactly right as of the moment, but it is a pretty good indication of the level of participation.


We proposed an agenda and that is what we have circulated, although I wonder if there is one adjustment to this.  Duncan and Wade, I would ask you if there is anything that we need to adjust on that.  You will see -- good morning, Mark.


MR. FROST:  Chatham-Kent isn't presenting.


MR. COWAN:  Thank you.  Wade informs me that Chatham-Kent has decided not to present this morning, so indeed that is a modification to what we had.


We also understand that Tom Adams is presenting.  Is that right, Tom?


MR. ADAMS:  Yes, but we're not going to...


MR. COWAN:  Tom indicates that he will be presenting, but is likely not going to require the amount of time that is indicated.


I should comment that, in that this is a webcast, we need to hear sound from anyone who is speaking.  That may be a challenge if you find yourself in the room without a microphone, but, indeed, the idea is that this microphone that I am holding now will be available at this dais for when you wish to speak.


For those who are sitting in front of a sound-enabled unit, you need to know that all you have to do is push on the green light and hold it until it comes on, and that should then indicate that your sound is on.  Apparently all of the sound units have been tested, so they're supposedly functioning.


Colin, did you wish to comment?


MR. McLORG:  Thanks, Bill.  Just while we're on the topic of clarifications, I am Colin McLorg with Toronto-Hydro, but in this context really representing CLD, and I just wanted to apologize for not being Wendy Potomski.


I guess we got our wires crossed somehow and Board Staff had the impression that Wendy would be presenting on behalf of CLD, but I regret to let you know that it is actually going to be me.


MR. COWAN:  Well, we will -- we will pay attention in any event, Colin.


MR. McLORG:  Thank you.  Just a correction.


MR. COWAN:  Thank you.  So let me just characterize this agenda a little bit more intimately for a moment as opposed to just leaving it at this point.  


Opening remarks by Bill Cowan:


MR. COWAN:  We have attempted to structure this -- we are mindful that we have a group of, a variety of interests represented, and the challenge we have in the day and a half is how to let that flow without impeding it or slighting anyone inadvertently.  


I should tell you that we are intensely respectful of the contributions that each and every party that has made comment, has made.  We consider each submission to be well considered and valuable.  So to that extent, we want to make sure that we have provided a context in which people can feel free to speak up.  


However, in order to discipline that a little bit, we have sequenced the presentation by bringing together those experts who have supported one of the primary presentations together, at the beginning, and suggested that we hear from them, first.  Mark Lowry from Pacific Economics, the EDA, and then the PWU representations.  And that during that those presentations, rather than engage in intense questions about the appropriateness of the methodology, I am suggesting that the group consider raising questions of clarification only and that they reserve the questions or the thoughts and comments with regard to the appropriateness or theoretical correctness of the individual items until after lunch; that we then engage in substantive discussion of the issues and questions at that point.  


What I am proposing is that we would have the three consultants that I mentioned participate in a panel together so that the questioning can be focussed at any one of the three all in one shot.  


Now, in grouping those three individuals together, Messrs. Lowry, Yatchew and Cronin, I guess I am concerned that we may find that there are others who feel they should be part of that group.  I want to stay open to that possibility and should anyone feel that they, it would be in the best interests of the group to be part of this panel, subject to it becoming a mass run for the panel, I would welcome proposals to that effect and we would consider that and decide how to go rather than leave someone out who felt it was appropriate to participate at that interval on the panel.


That discussion, I am proposing, would be further followed up with presentations from other interest groups and utilities.  Hence, my next bullet on this frame.  


Again, further substantive discussion and a wrap-up by Board Staff.  The proposal or target is to end by Thursday, noon, and that is in order to enable and facilitate moving into Thursday afternoon's discussion of incentive regulation.  


So we want to try to work the clock in such a way that by one o'clock tomorrow, we're able to say, well, we finished this discussion and we've moved to the incentive regulation dimensions of it.  


Now, I realize that topically there is some overlap so it is not going to be a pure split but I think the audience may be a little different when we get to the incentive regulation subject.  So to the extent that some of it needs to be repositioned tomorrow afternoon, so be it.  


So that's the general framework that we set up as to how we thought we would proceed.  And I would just pause for a second to see if there are any comments or concerns with that.  


Okay.  So I have entitled this "Protocol".  There are some miscellaneous administrative matters that we need to take care of.  One is the rather routine unfortunate thing we need to do is a sign-in process.  


We have provided a sign-in sheet with all of the names that we are aware of individuals who are in attendance.  I would invite you, if your name is not on that sheet, to put it on the back side of the sheet.  The purpose of this sheet is rather mundane and it is to support the need to be able to identify who is in the building at any point in time in relation to fire safety and other safety matters.  So we have taken this rather seriously and are circulating the sheet with that in mind.


Are there any specific instructions we need to give to people, Duncan, about what to do if the fire alarm goes?


MR. SKINNER:  The fire warden will come.


MR. COWAN:  The fire warden will come, they say.  In fact that is standard procedure for this room.  If there is a proceeding of any type going on, then indeed, the fire warden comes in and gives us detailed directions at the moment when it is required so hopefully they will be responsive to that.


Food and refreshments.  The time slots have been set out on the revised agenda that we just distributed.  We expect that we should be able to stick with those.  Now, I don't know if anybody else is finding this room warm, but I wonder if, Keith, would you be able to take a second and see if you can figure out how to reduce the temperature in the room?  I hate to nod off just due to atmospheric conditions.


MR. SHEPHERD:  As opposed to other reasons.


MR. COWAN:  The last point under this subject is "Transcription."  We believe that the subject matter, although technically complex and therefore challenging to transcribe, would be beneficial if it was transcribed, because of the amount of interest in this subject and our own need to try to keep track of what the thoughts and comments are.


So we have supported this proceeding with a transcriber.  Thank you very much for joining us.  One of the things that I'm sure you're all aware is that it is most helpful to the court reporting if the person speaking identifies themselves by name in order to help the transcriber make sure that it is properly identified with the right individual.  


The copies of transcript will be supplied to the address provided to the Board on the participant list.  


Time management.  I am hopeful that we can achieve closure on each of the subject areas on a timely basis.  If we find that we've run into a time crunch -- that's where finally I get to answer the question, what I am going to did with gong -- I propose to ring it once just a minute or so before the end of the time slot.  I am hopeful you will be respectful of that.  I don't intend to be a strong-arm governor of this process, but I do want to try to provide some discipline to how it might proceed.  


We all know that we can get enthusiastic about various aspects of this subject.  


At the same time, I do want to be flexible with regard to the time, and in the event that we find ourselves with a lot of material that's running over, we do see that we have a little bit of slack and it is not the kind of slack that you would like to use but it is there, and that is that nominally we have a plan to do what we have called on the schedule a Q and A at 4:25 to 5:00 p.m.  That may or may not be necessary, as stated.  But even if we sacrifice that to the greater good of some other presentation or discussion that we're having, I would invite you to consider whether we might extend the time to 5:30 or even later, if we have to, or potentially starting a little bit earlier tomorrow morning than 9:30.  


We don't need to ask ourselves or answer those questions at this point.  We can -- I simply table that notion for your thoughts at this time and we will come back to it as necessary.  


Topics of interest to Board Staff


MR. COWAN:  Topics of interest to Board Staff.  We have identified these in the material that we provided on the Board's website.  We see that there are three broad areas:  data improvement, the methodologies that one might use, and then the question of what are the uses in rate making associated with comparative analysis.  


As far as data improvement is concerned, we raise the question, "Which improvements are necessary?", and mindful of the question of benefits needing to exceed the cost of gathering the information, any other issues that need to be thought about with regard to the data; and then the phasing of the work.  Is there a time sequence that needs to be kept in mind as one undertakes any data improvement initiatives?


I wish to speak about this a little bit on the next slide, just to inform you of what the Board's view of the data is itself -- Board Staff's view, so you at least see what it is that we understand that we have.  


Methodologies.  Should we use one method or a combination of methods?  And which of those methods are most appropriate, and why?  I suppose that goes without saying, that second thought once you are choosing one or two methods, you then, of course, have a rationale for your choice.  


The uses in rate-making.  I have attempted to characterize some:  screening of various applications that come into the Board; informing interrogatories, developing filing guidelines for rebasing.  Those seem to be sort of basic uses of it.


Establishing costs for setting of revenue requirement.  One of the difficulties a regulator has is digging into the cost base of a large number of utilities in depth.  One can do an activity-based costing assessment, I suppose, as a Board panel when reviewing a case, but if you do, you're headed for a long time.  It is very, very complicated and can be very challenging to achieve.


So one view is that -- and it is the view that has kind of inspired this work, is that by comparing utilities that are reasonably comparable together, one can gain some insight sufficient to help inform their rate-setting process.


And so by looking at utilities amongst their peers, it provides another perspective on what is happening, as opposed to simply a detailed in-depth digging exercise into the cost line items in the utilities' accounts.


So that is where the notion of establishing costs for setting revenue requirement triggers.


Then the question of uses in a rate-making context lead to questions about how robust the data is and how well it might serve in helping set factors in an incentive regulatory environment.  Again, it leaves us with the question or we pose the question:  Is there a staged approach that is appropriate to use in incentive rate-making?


So those were the topics that we expressed interest in, in all of the material we sent.


This material here is new to you and it is a little bit of a summary of what it is that we think we have, in terms of the data that is provided to us.


First of all, you're probably aware that the data that is filed under the Board's reporting and record-keeping system, or triple R as it is affectionately referred to, is, at least in the financial area, subject to tie-back to audited financial statement information provided by each and every reporting entity.


So what we do when we receive the triple R information, which includes a copy of the audited financial statements, is we tie the data that is provided on the Board's website under the triple R system on their trial balance back to the audited financial statements.


So what that does for us is give us a comfort check (a) that the information that has been filed in the triple R is legitimate in relation to what we are otherwise seeing, and that it is affirmed by third-party audit, not necessarily in its detailed line-by-line breakout, but that the key points of reference are verifiable -- OM&A cost, interest costs, depreciation costs, amortization, balance sheet information, et cetera.


So the things that one can typically see on an audited financial statement of a distributor are visible enough from the way the uniform system of accounts is structured for us to be able to tie those together, and we do do that, and we do follow up to make sure that we are satisfied that we have a robust linkage.


So I have put an adjective here with regard to the quality.  We consider that data coming in on the financial statements, naturally, as high quality.


With regard to the mapping to the uniform system of accounts that appears in the trial balance information that we have supplied, we consider that to be high quality, as well, but in aggregate.  My qualifier there, "in aggregate", is explained in the next bullet, grouping of OM&A into sub-categories.  


You are aware that the uniform system of accounts is already structured to provide data broken out by main functions within the distributor, such as maintenance, and the expectation is that labour costs would be identifiable as it relates to maintenance.  External contract costs would be identifiable as in relation to the maintenance, discrete from the labour or contract costs, if you like, that would be otherwise attributable to another function, such as operations.


So the way in which the uniform system of accounts is structured provides those sub-categories already.  However, the quality associated with the breakout by the various distributors to the various sub-categories is spotty, is the adjective I used.  About 50 percent of the distributors take the trouble to do that properly, and that means, then, that there are 50 percent where what you have is one glob as opposed to the breakout into more detail.


The volumetric information and attributes information that we have with regard to the distributors we consider to be high quality, volumetric in the sense of through-put during the year, number of customers, et cetera.


The attributes, length of line, we have a pretty good idea of the geography associated with the utility, et cetera.


Capital additions, the quality of the information that we have we consider to be high.  It, too, ties back to audited financial statements.


We have provided that in this last round of data that we uploaded on August the 31st.  It is at the total level, not at the breakout by category at this point.


Now, in fact, we do not gather this information at a level that would allow you to distinguish new capital for expansion of your system from our sustaining capital.  That is not a categorization that is currently collected.


I have put the word here in terms of thinking about capital additions, and I used it also then under service quality, with regard to quality on the one hand, but relevance on the other.  I am in a sense editorializing here, perhaps a little bit, but I want to bring it on to the table at this point, with regard to concerns with the measure of capital.


I know that that is one of the central subjects that we will be talking about later.  I simply point out that the cycle of impact of capital seems to be very long.


In my experience, which goes back to the early '80s, the interval between cause and effect, if you decide to lay down tools and not maintain your system and when you actually see a fault or problem show up, can be lengthy.  It can be as long almost as the life of the asset itself, or you can get an interval surprise, of course.


I don't want to -- I know we will debate this a little bit further as we go, and I absolutely agree that it is conceptually right that if you don't maintain your asset, it is going to deteriorate.  If you don't change the oil in your car, fine, it is going to blow up on you soon enough, or freeze solid into one lump.


So we have to ask ourselves to what extent that paradigm is applicable in the context of what we're trying to do here and is the cycle and the interval something that we can actually see, benefit from, when we are attempting to bring it into perspective in making judgments about costs or incentive regulation.


I am sure that we will hear many views on that.


Service quality, these are three standard measures, SAIDI, SAIFI and CAIDI, that deal with the duration and frequency of interruptions of service.  We consider the quality of this data that we received to be -- I have used the word "spotty".  That is perhaps not as generous as it should be.  


About 75 of the 85 LDCs have provided data that we consider to be credible.  I wouldn't say it was 100 percent accurate, but it is credible in terms of knowing what is going on within those various entities.  That means that there are about ten where we have some question.


I don't believe this to be too problematic.  I believe that with a group of ten, with a little bit of work, we can bring ourselves to a point where we would be able to say, after another year or so of data-gathering, that we were satisfied with the quality of all of them, but at this point there are a few that the logic escapes us when you look at the numbers they have posted.


Relevance.  Here, a concern with the measure.  This is the same concern that ties back to the capital additions questions.  What is the cycle of the information -- or the impact on causality associated with or alternately too much maintenance.


We have one other concern with these particular measures and that is that they include -- it doesn't make the measure irrelevant, but it makes it, I would submit, insufficient, in that it includes all of the outages that affect a distributor.


If the distributor is embedded, then those outages can be upstream in their host, or if it is a direct connection to the independent, to the IESO, then indeed if the IESO, if the grid goes down, the utility is affected by that.  


So one is not able to, from the basis that we are collecting this information, distinguish those events that are extra-service-area caused, that are caused outside the service area, from those that are inside the service area.  


So to the extent that it might be appropriate to refine these data elements and obtain them in two versions, those that are caused within the service area and those that are caused in aggregate, so that we know all outages, it may be a point to discuss with the industry players to see if they've -- would be willing to provide that finer granularity.  


So that is our concern with that particular measure.  That is not to say that if you have a maintenance program or that if you have an outage that is caused outside your system, that it isn't going to affect the costs within your system.  So it is not that we think this level of information is not relevant in its own, but it may not be sufficient.  


So I see one comment.


MS. KWIK:  Judy Kwik, Power Workers' Union.  


MR. COWAN:  One second, please, we can't hear you.  So I wonder if you could find a microphone or if -- 


MS. KWIK:  It is Judy Kwik, Power Workers' Union.  You don't have listed here the customer service data.  Is that no longer being collected?  


MR. COWAN:  Yes.  I didn't put that here, but we can certainly talk about it.  And perhaps we can leave that until a little later.  It is not clear to me that it is truly distinguishing anything at this point, but certainly we can discuss that.  


MS. KWIK:  Thank you.  


MR. COWAN:  For example, the frequency of calls and the frequency with which they're answered; virtually everyone is answering them 100 percent of the time within the time interval.


So the data isn't discriminating anything particularly helpful, at least from our perspective.


MS. KWIK:  So you have analyzed the data and you have found there aren't really any...


MR. COWAN:  That's our perception on it, yes, indeed.  Maybe we need to be more open and share that news with people. 


MS. KWIK:  Yes. 


MR. COWAN:  But I do suspect there are some other analytical things we have done in drawing conclusions that we haven't even realized we have done.  So I apologize we have done something that hasn't made it on to the public floor.  Maybe now would be a good time to bring it out. 


MS. KWIK:  I just wondered whether you were still collecting it.  


MR. COWAN:  Thanks.  


MS. KWIK:  Thank you.  


MR. COWAN:  I am not going to read through this.  I believe I have used up my own time here, so I should be in fact giving myself one of those. 


But the priority of data upgrades here is as enumerated and summarized in the Pacific Economics report on pages 41 and 42.  This is literally drawn from that, and it touches on most of the elements that we have covered here already.  


Then next steps.  After our conference of today and tomorrow, we anticipate completing an analysis of the 2006 data, in view of the fact we have it now, mindful indeed when we do that of what comments have come from the written responses that we received, as well as from today and tomorrow morning.  


And we're looking to Pacific Economics to help us turn the crank on that one more time.  


We then intend to make recommendations to the Board on uses of comparative analysis by October 31st, and if you have been paying attention to the Board's website, you will see that there is a schedule that has actually identified October 5th as a publication date.  I am not quite clear on how that October 5th date came to be and I am scurrying to figure out what the reconciliation between October 5th and October 31st is going to look like.  


So I apologize for any ambiguity associated with that.  We will be trying to work through that.  


We expect to address topic areas about, well, how are we going to use this in rebasing, incentive regulation and what might the next steps be?  


Then we would await what the Board believes it should do in light of what it is that we recommend to them.  


That's it for me, except that I do have one other piece that I need to share.  Wade, are you able to load that for us, please?  It was the piece that was -- it was one level up from this and it was...


All right.  Let me make an enquiry of the group.  You may not have to get it, Wade.  It is a three-page piece that in the hard copy handout that was just provided.  It has a title page that says:  What is the value proposition?  Then it is supported by a two-page Excel spreadsheet.  Could I have a show of hands of people who have that?  Okay.  So maybe we can just talk to it briefly because the point is easily made.  


It kind of reflects the bracket that I personally and some of my colleagues also have been putting on the initiatives that we're undertaking.  


I guess I believe that it is necessary to have some sort of a reference point as to whether the work that we're doing to explore more scientific ways of assessing the data, whether those, in fact, are adding value for us.  


One way that I felt that we could do that would be to express, in the simplest terms that we could find that was reasonably defensible, the grouping of utilities and on a unitized basis.    


So we have expressed in this table and we have shared on the web, as well, but not with this comparison that we have provided here, we have shared the total OM&A costs divided by the number of customers for each and every utility, for the years 2002 through 2005.  Then taken the four-year average of that.  And then observed as to how different the ranking is compared to the work that Pacific Economics was able to do for us.  


So on this particular table, you will see a column with Xs in it.  What those Xs indicate is where the ranking would be or is significantly different enough to be attention-getting, if you like, from the way in which Pacific Economics sorted the utilities after applying their methodology from the sort that we achieved when we did a unitized per-customer-cost basis.  


I would simply make the observation that the number of Xs is distinct.  It is not as if everything is comparable, but it is not overwhelmingly different.  So at this point, I see the methodologies that we are experimenting with as instructive and helpful to us.  


The question at the end is:  Is the value worth the incremental effort and cost?  


So I felt that this would be one way for us to keep that challenge question in mind before we glibly sign up for what we all know is perhaps theoretically preferable, without testing the value proposition as we go.  I am not proposing that we answer that today but I wanted you to be aware that this is the kind of reference point that we are trying to work from in order to ensure the value is in the work that is being done.  


That concludes what I had to say, and in that I think everyone is here, I wonder, at this point, if time-wise we are okay.  We nominally go until 11 before a break, but I was expecting Mark Lowry to have approximately an hour to cover what he wanted.  So we might, if you are agreeable to this and all said, hold off taking a break until about 11:15 or so, and that way you can do your presentation.  


I am not sure if you were in the room when we were talking about using the stand, or if you are more comfortable right where you are, then all I would do is pass you this fine little instrument and...


MR LOWRY:  That is the thing that changes the slide?


MR. COWAN:  Yes.  


MR. LOWRY:  That is the only reason I would want to be up there.


MR. COWAN:  Can you tell, maybe it's -- yes, that is the one there.  Maybe you can say a few words, and then you can decide whether or not you even need this microphone.  It may be entirely excess.


MR. LOWRY:  Can you hear me in the back?  Can people hear me well enough in the back, or should I go to the microphone?  It's fine?  Okay.


Presentation by Mark Lowry, Pacific Economics Group:


DR. LOWRY:  It is a pleasure, as always, to be here and to see some of the ladies and gentlemen who I would like to think are becoming friends of mine.  I have never admitted this to anyone, but one of the ways in which I privately rank my clients is on the basis of what they serve at meetings.  I was very impressed to come in today and see about ten categories of muffins, including the butterscotch pecan ones, so I thought that was very auspicious.


Okay, a word of apology.  There is something funny about the way that the yellow is coming out on this, so -- the yellow bolding.  It is a little gaudy and it isn't really my choosing to have that sort of a look, but I think we will persevere.


Okay, by way of introduction, the Board, with its jurisdiction over more than 80 distributors here in Ontario, has long been interested in the use of statistics to benchmark their costs, and laudably has developed a uniform system of accounts and has been gathering data on a fairly consistent basis now for several years, since at least 2002.  And already the data set that has resulted from this, while not perfect, is one of the more useful data sets for power distribution costs benchmarking in the entire world.


We have the good fortune to advise Board Staff on how to use this data to benchmark the costs of provincial power distributors.  I just want to start out by emphasizing something, that the arrangement -- in fact, the reason we came to work for the Board is that we have the opportunity to do completely objective research that is in the public interest, and there is no one prodding us to come up with a result that is one way or the other.


That being the case, I want to emphasize that we are more than open to all good suggestions to make benchmarking better and more useful for the province.  I don't think you're going to find too much pride of authorship in what we've done so far.  


Indeed, I am glad that we haven't even -- we haven't gone very far with this update that we're now able to do with the 2006 data, because these meetings give us a chance to hear everyone out and get some of the best ideas and use those to direct the update that will be beginning almost immediately after this meeting.


So the plan for the presentation: talk a little bit about basics and about power distributor costs; about benchmarking methods and applications.  I thought it would be useful to do that to kind of set the stage for discussions that follow, and towards the end, then, I will also be presenting our preliminary results, the results that we have reported on so far using the data through 2005.


Most of you know that benchmarking is a matter of -- a way of evaluating performance by comparing certain key performance indicators to benchmarks that supposedly represent some type of a performance standard.  And the appraisal mechanisms often take the form of a ratio, but then can be kind of boiled down into dollars-and-cents figures, as well, for purposes of regulation.


Statistical benchmarking is just one kind of benchmarking, and it is the kind that uses statistical methods.  Basically anything that uses data, such as cost and output data, could be deemed to be statistics, but also the sort of cutting edge in statistical benchmarking is also to use statistics to make efficiency appraisals, for example, to have statistical tests of efficiency hypotheses.  


This is something that we have long advocated and we have implemented that in our report to the Board.  And I think we would be the first -- the Board, thereby, is the first regulator in the world to actually use these, which I think is a big step in the direction of just and reasonable regulation.


Now, I said before that a benchmark has to accurately represent a performance standard, and to do this, we have very quickly to come to a grappling with what we will call external business conditions, conditions that are beyond the control of the utility, but influence their key performance indicators.


So you have these indicators and, in part, they're going to represent utility performance, but, in part they're also going to represent these external business conditions.  The fact of the matter is that most of the variation in a KPI-like unit cost is actually due to the variation in these external business conditions and not the company performance.


So we want benchmarks that somehow, by a type of a unit cost and peer group method or perhaps with econometrics or another method, are going to control for these business conditions.  And when that is achieved, then the benchmark comparisons can actually isolate performance differences between the companies. 


Now, where do we get these cost drivers?  Well, economic theory helps out a lot.  For example, the total cost of service is known to be a function of input prices and output, where output is a multi-dimensional phenomenon - a very important point to consider - and then also miscellaneous Z -- what we call Z variables, other business conditions, like undergrounding.  Ordinarily one kind of works towards identifying those partly on the basis of their knowledge of the industry, and then aided by statistical tests, as well, to identify the ones that not only seem to matter just based on your intuition, but also there is some statistical report for.


Now, here is a kind of messy formula that is relevant to a lot of the comments of intervenors, that if you have a subset of costs, like O&M expenses or labour expenses or even the finer detail like line maintenance expenses, it must be understood that you are adding an additional variable to this minimum cost function, and that is the quantities of the excluded variables.  This is what sometimes is called a short-run cost function.


These quantities of excluded variables have to be addressed ideally in a first rate benchmarking exercise.  


Why do these matter?  Well, partly, it could be a matter of substitution.


If you are outsourcing a lot of your tasks to third parties, then of course you're going to be able to economize on, say, your labour expenses.


Another issue is arbitrary cost classifications, that sometimes, despite the best efforts to develop a uniform system of accounts, it is just not possible to get all of the companies to report data in the same way.  And so you might find that a company looks really good on one cost category because they have moved some of those costs to another cost category.


So it really becomes quite important to be considering the other inputs that are used when you get down to a micro or granular level of detail.


Now, when it comes to O&M expenses, taken as a totality - and that is what the Board Staff have looked at, what we have looked at, the focus is on - then the big thing that is being excluded from the analysis is the capital cost.  So you would like to have a measure of how much capital is being used as part of the exercise, and, as noted in the report, we have not done that yet, and so other parties have understandably raised this as an issue.  


For example, if you have a highly depreciated system, you're likely to have more O&M expenses as a result of that.


Okay.  Now, also some people have been saying in their commentary that we really should be looking at total cost and not just the O&M expenses.  That is a legitimate point of view, and so for both reasons we get into how you measure capital cost or -- and additionally, perhaps, how you break it down into a capital price and a capital quantity.


I just want to say that there are a number of different ways that that can be done.  A gentlemen can differ on what's the right method, but you do have to settle upon a method for calculating the capital cost and quantity before you can do rigorous work.  


Now, here is just an example of the kind of formula that is used by academic economists to measure the capital quantity.  It involves something called a perpetual inventory equation.  I don't want to go into a lot of the details of why it looks like that, but the main point is that the accuracy of this approach is going to depend upon a certain benchmark year in which you just guess what the capital quantity is by taking a ratio of net plant value to some weighted average of past values of some sort of construction cost index.


That exercise is somewhat difficult to do accurately and so it is better to push that off as far into the past as possible in doing capital cost research.


In the United States, for example, where we do most of our work, we use 1964 as the benchmark year, which would be almost unimaginable here in Ontario, where indeed we don't really have data that go back much earlier than the middle 1990s for most companies.


Now, I believe that a smaller group of companies do have some decent data that go back further in time, because that kind of data would have been required for that power distribution TFP research that was done four our five years ago for the Board.  But that would certainly not be available for a large number of the utilities that are under the Board's jurisdiction.  


Now, supposing at any rate that you're measuring O&M expenses but you just don't have this capital quantity index.  What recourse do you have to somehow bring consideration into the benchmarking exercise of how much capital a company is using?  Well, there is a couple of ways you can go.  One is to use measures of system capacity, such as maybe measures of substation capacity.  Line miles in principle falls into that category although we already use line miles as a measure of system density.  


Plant value data can be used either net or gross.  Net, I suppose, is preferable.  


In some of the models that we have estimated for the Board already, that variable does come in with a kind of sign you might hope to have, in other words, the larger your plant value the lower your O&M expenses.  And I believe it is also the case that in the econometric models that were done for the comparator and cohorts analysis, they also go that variable to come in.



So it is possible that something like that could come in even after this update of the econometric research that is coming in the very near future.  


Still another idea is to come up with one or another measure of system age, and I am guessing there is a number of ways that that could be approached.  The one that we use is not necessarily the best, but it is the one we could concoct from the data that is available in the United States and that is just to kind of calculate the number of customers -- the percentage of customers currently in place that seem to have been added in, say, the last 10 years, the last 15 years or the last 20 years.  That's a decent measure of power distribution.  It wouldn't work for a generation analysis but it does work pretty well and it kind of does come in statistically significant in our United States research.  


You would find, for example, that somebody like, say, Hydro One Brampton has probably added a lot of customers in the last 10 or 15 years so they would have a comparatively young system, I'm guessing, compared to some slower-growing communities in other parts of Ontario.  


Any questions so far?  Okay.  So we get to this comprehensiveness issue.  Is it a good idea to go broader, to do total capital cost, or is it better to look at O&M expenses?  Well, of course, total cost is what really matters in the long run, and in a capital-intensive business like power distribution, the capital cost really does matter.  


It is also the case that some of the cost allocation problems that we'll be talking about later ,like a utility's propensity to capitalize their O&M expenses, is better controlled when you look at the total cost situation.  Of course then, too, if you're working with a total cost analysis you don't have to do this control for these excluded inputs we were just talking about a moment ago. 


On the other hand, the total cost does include old capital decisions that were made by decision makers a long time ago.  It is nice to -- many regulators like to focus on the things that are controllable like O&M expenses and perhaps, also, the capital spending.  


There is a focus on controllable costs therefore by looking at, say, O&M expenses, and also by going to the detail it makes it easier to get to areas of strength and weaknesses.  Sometimes even looking at O&M expenses people are saying, well that's nice apparently this company isn't doing well, but where is the area where they're not doing well.  Understandably there is curiosity about that.  


Before we go away from the general discussion of benchmarking, I want to say something, too, about data volatility.  Data tend to be volatile that we use for the benchmarking.  For example, the expenditures sometimes are made in an intermittent way.  Areas where you would see this particularly is in maintenance expenditures and also in replacement CAPEX.  Bill was just alluding to this a moment ago when he said a company could cut back on their replacement CAPEX.  I think you really meant the replacement, and you might not see service quality affects for a long time.



I think along the way, he was also alluding to the fact that might mean one shouldn't always view as an unmixed blessing a capital expenditure that a company has made.  It is possible to gold-plate your system or to spend too much on capital.   


So the implication of this -- oh, may I say too, then, that sometimes weather, due to weather and local business conditions, that the output variables can also be volatile and so either it would be nice to weather-normalize that data or perhaps just to take an average of benchmarking over a two- or three-year period.  


So in the work we have done for the Board, we take multi-year averages and we generally recommend doing that when looking at historical data.  


That wouldn't be a problem, however, in looking at test year data, and although I don't have the specific slide to mention this, I strongly believe that one of the best and most convenient uses of benchmarking for the Board would be to benchmark proposed test year expenses and not just the past expenses.  Because a company could do great historically and now they're asking for a 20 percent increase.  Well, that is, you know, that is hard to get your arms around and it might -- the variability to do that could undermine the benefits of benchmarking for the ratepayer.  


Now, I will say a few things about power distribution cost drivers.  I am going to go through this fairly quickly because most of the people are pretty familiar with these concepts.  Operating skill is certainly the most important.  Typically if you even throw one decent operating skill variable into a cost function, you're going to find a very high explanatory power, as Dr. Yatchew was referring to, just throw the number of customers in cost mile you get some pretty high R-squareds just from doing that. 


But to find -- the more advanced benchmarking is going to recognize that the output of a power distributor is actually multi-dimensional and the things that probably matter the most are the number of customers served, the peak load, service quality, and some measure of how far the power is carried, and for this purpose typically line length is used even though it seems incongruous that it is an input variable, but it is something readily available and is actually very highly correlated with the extensiveness of a company's system.    


Now unfortunately in Ontario, as well as in the United States, peak load data is not readily available and so we use, as a second best, the delivery volume.  Who knows; maybe delivery volume is an absolutely legitimate variable to go into one of these analyses, but until we have a quality peak load variable to compare it to, we will never really get to the bottom of that issue.



Now, service quality is something that is not currently in our model.  It is something that has been brought up by a number of the intervenors and I think they're right, that it is something that it would be nice to integrate into the analysis.  


In fact, the real cutting edge of benchmarking would be to simultaneously consider the service quality and the cost of obtaining that service quality of the companies.


There are kind of two problems in getting from here to there, and one is the quality of the data.


Now, the data here in Ontario are better, way better, than what is available in the United States.  In the United States there is not even any kind of decent service quality.  Even basic reliability measures are not in the public domain.  You might go and try to turn up numbers that the Florida Public Service Commission has done and compare then to the Kansas Public Service Commission, but, goodness gracious, who knows about how standardized the definitions of those variables are?


Then there are some benchmarking consortia that collect this data, but those data are not in the public domain.  So they can't be used in benchmarking.


In contrast, here we have in Ontario several years of data, and, apparently, for the vast majority of companies, the data is pretty good.  So we have come a long way towards a potential resolution of the quality issues that could permit this simultaneous consideration of both.


Another problem, though, is, in the estimation of an econometric model.  Usually it is an assumption in econometric research that the right-hand side variables, what we're calling the business condition variables, are exogenous and are not simultaneously determined with the costs.  But it is less clear that that is a proper assumption in the case of service quality.  Companies are more likely to choose their service quality levels.


So if we were to actually integrate this, it is going to take a certain amount of thinking about the right estimation procedures and just implementing those procedures.  I have my own thoughts about the specific procedures, but there is no need to get into that now.


Okay.  Now, we're talking about output and this is a good time to mention one dimension of output, which is economies of scale.  Economies of scale are realized if, as your output grows, your cost grows more slowly.  In most industries, there is a sizeable range of output in which these scale economies are realized.


Look at these flat-screen TVs, these monitors.  It is a classic example.  As the demand for these things grows, these companies over in China can have bigger and bigger factories and, before you know it, the price is down where even more people are using them and we have a room full of about 30 of them.  It is a classic example of that.


In power distribution, to me, there is little doubt that this is a very material concern.  What is in doubt is the point at which the economies of scale are exhausted and if there is, indeed, some large size at which there are diseconomies of scale.


We find very different results on this, interestingly, at least for a wonk like me, between the gas distribution industry and the power distribution industry.  In the power distribution industry you see sort of a classic exhaustion of economies of scale, right about a sample mean for the United States.  We even see sizeable diseconomies for great, big companies like Southern California Edison.


In the gas industry, there just isn't that evidence of the flattening out and the exhaustion of the incremental scale economies, and that is an issue in the proceeding right now before the Ontario Energy Board with Enbridge and Union.


Okay.  So to me there is no question this is an issue.


Input prices are predicted by theory to matter, and they do vary a fair bit in the province of Ontario.  A place like Toronto, obviously, has substantially higher input prices, particularly for labour and construction costs, than you're going to find in a rural area.  


I am just surprised, talking to Jay over here, about how you have these -- it sounded like you have budgets for schools in the province of Ontario that aren't adjusted for the intraprovincial differences in input prices.  I was flabbergasted to hear that, but certainly that is something that should be considered in the analysis by one means or another.


Ruralization is a very big issue when you are talking about Ontario.  We're not just benchmarking the urban areas here.  We also have an issue with a whole bunch of very small companies that serve rural areas, not to mention one very large company, Hydro One, serving a highly rural area.


So it is absolutely critical to capture ruralization, because the more extensive your system is, the higher costs are going to be.


Now, forestation is a further complication.  Forestation doesn't matter so much in an urban area, because most urban areas, at least in their suburbs, they have a lot of trees, even in a place like Kansas, where you would otherwise have windswept barren plains.  But when you get out in the country, it matters a lot.  There are some areas in the southwestern part of the province, for example, that have a lot of open country.  They're growing corn, they're growing tomatoes, and so on.  Whereas up north you're going to see mostly forest, and that really magnifies the impact of the ruralization of a service territory. 


So these are absolutely critical things to recognize in an analysis.


Undergrounding.  Now, this is one that could -- this to me is a good example of something that could be swept under the rug in the absence of some sort of econometric research, because the fact of the matter is, if you're looking at O&M expenses, you can save a lot of money by undergrounding your system.  


The more undergrounding you have, the lower your O&M expense is going to be.  An urban distributor would love to sweep that under the rug, and a rural distributor would like to bring this out and emphasize the fact that they have very little undergrounding.


It turns out that there is quite a bit of variation in undergrounding in Ontario, but an interesting thing about it is that some of these distributors under the Board's jurisdiction, they're not in a city, but they're mainly serving a town.  


So you are actually going to find a fair bit of variation, when you get out to these smaller LDCs, between how much undergrounding they really have.  


I think, for example, that if the Board Staff wanted to upgrade their approach to the simpler unit cost approach, maybe a bit of a slicing and dicing of these peer groups on the basis of how much undergrounding there actually is would be another step in the right direction.


System age.  We have already alluded to the fact that the older a system is, the higher the O&M expenses would be.  It would also mean that the older the system, the lower the total cost would be.  So it is nice to somehow incorporate that into the analysis, and I agree with the parties that have made that point in their filings so far.


Customer care cost drivers also are worthy of some mention, because in a comprehensive O&M analysis like we have done thus far, for these distributors it actually is an issue, so things like customer turnover, language diversity, and Ontario retail competition, as well, because at the time the retail competition was implemented, the companies were made to jump through some hoops with regard to their -- basically the quality of their customer services, and not just customer services, but these capabilities to have electronic interaction with marketers.


So my impression is that many of the smaller utilities were not compelled to put as much money into that, and that could surface in a benchmarking analysis.


Ontario data.  Let's talk a little bit about -- the good news is -- to me the good news outweighs the bad.  We have already got, now, five years of data that are generally of good quality.  Jumping ahead a bit, when you're doing econometric work, you want to have a large data set and you would also like it to be varied.


Certainly, goodness gracious, we have that here in Ontario not only with respect to size, but with respect to some of these other conditions, like undergrounding, forestation and what have you.


The models that we have been able to develop are still somewhat limited, because up till now we have only had the four years, but with each additional year it is possible to enrich the models, identify additional business conditions, get a little more flexibility in the functional form.  


So I think, you know, the promise of benchmarking in Ontario is very great and, indeed, one of the best places in the world to roll up one's sleeve and do this type of work.


Contrast this to places like Britain.  They've got, like, 14 distributors there, and you might think, at a minimum, that if they wanted to do econometric benchmarking, that they would collect that data every year, standardize it and, over the course of five to ten years, they would start to get a decent-sized data set.  


Actually, though, for benchmarking purposes, they only do it once every four years, and then they try to -- four or five years, and then they try to do their benchmarking study on a sample of, like, 14 observations.  And that is, you know, just a nonsensical approach.


Data challenges.  Of course, there are a number of places where the data are inadequate, and that needs to guide our methodology.  I don't know where to start, but let's just start with the capitalization of O&M expenses.  This is a problem all over the world.  


Different companies have different propensities to capitalize their O&M expenses. 


You could look good by getting down the amount that you expense compared to capitalize.  In fact, this is a standard trick that utilities do when they're under rate freezes.  I'm not saying they have done it here.  I have no knowledge of that.  But if they're labouring under a rate freeze the more you can capitalize the more you will get partial recovery for when you get to the next rate case.  


Next problem, categorization of O&M expenses.  Here in Ontario we have a nice uniform system of accounts.  It may not be perfect.  If is off to a good start.  But the guidance with regard to some of the categorization isn't what it could be.  So we're finding sort of some sloppy categorization going on, particularly with regard to labour expenses.  Sometimes some utilities have seen fit to park most of their labour expenses in the A&G category, for example.  


As a result of that, it becomes almost impossible to seriously consider things like looking at distribution expenses compared to customer service expenses, much less carving it down even more finally.  So this is definitely an area where -- I mean, definitely the Board should be moving in the direction of an improved reporting.  


They’re -- almost all of these suggestions have been here apparently taken to heart by the Board as evidenced by the slide that Bill presented.  


Service quality, definitely we'll have better use of this data if we can get companies to report that in a more consistent way.  Peak load and -- sorry.  


Deliveries to other distributors.  This has really been a terrible oversight of the data that has been gathered to date.  Apparently, the likes of Hydro One, who have very large volumes of deliveries to embedded LDCs have not been reporting the volumes of these.  So it makes it completely impossible at the moment to benchmark Hydro One.  Apparently some of the other distributors have a certain volume of this, as well.  


So hopefully that will be rectified in the near future and it would be great if we could get people to rectify that on a historical basis as well as a forward-looking basis.  


I mentioned also in the report that the peak load variable is not consistently calculated by the company.  That is really too bad, because we would like to have a competition between peak load and delivery volumes.  Apparently some of the companies only report the peak load for the service classes that have a demand variable.  And that isn't very useful for benchmarking purposes.  For benchmarking purposes, we need to have some sort of an overall peak load variable if it is possible to come up with that.


So it would be great if we could get that going.


Capital costs has already been mentioned.  We have some decent data going back to the early 1990s, I guess, but it would be nice to have a lot more of that data before it is going to be -- before we can really get to highly accurate measures of either capital costs or the capital quantity.


In lieu of that, to get some sort of measures of system age I threw out -- one idea I had is maybe if every company could try its darnedest to try to get the number of customers it had in 1990.  I know it is messy for Hydro One, but even them, maybe they could come up with a decent approximation of that; then we could have the number of customers that have been added since 1990 and we would be on our way to having some kind of a system age variable.  Then maybe other people have even better ideas, but that is what I am suggesting right now.


Okay.  Now we're going to talk a little bit about benchmarking methods.  I am going to try to go over this fairly quickly too, just because people have seen this, they have read the report.  We're going to start with the econometric approach just because I think it is a more useful frame of reference to talk about the others to.  With econometric approach, you're going to posit cost as a function of a number of these business variables, then you're going to go out and estimate parameters like beta 0, beta 1, beta 2 using statistical methods and historical data.  


There is no problem, by the way, theoretically, having multiple output variables or multiple input prices in such an analysis.



So we want to use theory and casual empiricism, but also statistical results.  You don't want to have a variable in the model that isn't statistically significant at a high level of confidence so you are looking at say a beta 2 and you're going to have a test.  Can you reject the hypothesis that beta 2 equals zero?  Then if it passes that, or you reject the hypothesis and say, no, it really is significantly different from zero then the variable gets to stay in the analysis and that is a big step in the direction of keeping the econometric research not being a black box.  


Now I am going to talk a little bit about functional form even though it is boring, because it is material for talking about scale economies particularly.  We consider, in our report, both the double log form and also a translog form.  And the translog form differs in that you have both these -- something called quadratic terms, like the price times the price.  But also interaction terms like the price times the number of customers.  


This is going to permit the elasticities of costs with respect to the business condition variables to vary by where the company is.  So for example, you can capture the fact that maybe a smaller distributor does not have the economies of scale that a large company like Toronto Hydro or Hydro One should have been able to attain.  


How do you use this in benchmarking?  Well, you estimate those parameters.  You stick in the business condition variables, values for that very company and you get this projection of the costs that can be compared to the actual cost.  


Now one of the cool things about the econometric approach is then to take the next step to a statistical test of the efficiency hypothesis.  


Basically the statistical results of the econometric exercise is going to permit you to calculate a confidence interval, and this is the full range of values of the cost, regarding which you can't be sure that it is not to be -- it's not the true cost with a certain confidence level such as 95 percent or 90 percent.  


If the company's actual cost lies within the confidence interval, then at that confidence level, you can't reject the hypothesis that they're an average cost performer.  


Now, if their cost is outside and to the high side you can say that they're significantly inferior [sic] and if it is outside an interval to the low side, you can say they're significantly inferior.  


This, to me, is a valuable step in the direction of just and reasonable regulation.  


One of the nice things about the formulas for the confidence intervals is it tells you something about, well, what makes it broader and kind of gives some insight into what econometric analysis is all about.  For example, it matters a lot how high the explanatory value is of the model.  


If the model has a low R-squared, for example, it is an indicator that not much is well understood about this particular KPI.  And therefore it is going to be hard to draw conclusions that this guy is bad and this guy is good.  


A small sample size is going to broaden the interval and therefore you like to have large sample.  You would also like to have a heterogeneous sample, because that increases the precision econometrics.  


Finally, and this is very important when you're looking at a company like Hydro One, the confidence interval is going to reflect how much of an oddball a company is.  Hydro One likes to talk about the fact that they are different from everyone else and they are really different.  Well, with an econometric approach that is actually taken into account and it is likely to have a considerably larger confidence interval because of its differentness.  


Therefore, I am not -- it's not obvious to me, not completely obvious to me that eventually Hydro One could not be incorporated in an analysis based on Ontario data, or alternatively, that you could use a confidence interval and American data to benchmark Hydro One.  


Okay, now we're going to talk now about econometric results.  Again, to say that these results are relevant not just to sell the idea of using econometric methods, to use direct econometric benchmarking, but also because they can inform the use of simpler peer group methods like, for example, a further refinement of the approach that the Board has already developed.  


So I am going to show you first a few results from the United States, because in the United States we have much larger samples that go back not only because we have as many utilities in Ontario, but we also have the data that can go back, way back in time into the –- well, we could go back into the '80s and '70s if we wanted to.  So we have a lot of these models in the past.  One of these models was published in the Energy Journal where the good Dr. Yatchew was actually my -- the editor.  After a great deal of cajoling and arm-twisting, I finally talked him into accepting this article, and I thank you once again for that.


At any rate, this is a large sample and it permits the development of a model that not only has a lot of flexibility in the functional form, but it also recognizes a lot of business conditions.  


I don't want to drag you through all of the detail of this model, but I do want to show that -- I will just say this, that the model supports the idea that scale economies really do matter in the analysis of power distribution cost.  


It also shows that there are quite a few business conditions that you would like to take into account in a quality benchmarking exercise, and they include some conditions that we have not yet been able to recognize with our smaller Ontario sample because of the lack of data.


For example, there is a variable here called 20-year customer growth, and that is one of the system age variables that I was talking about.  So, yes, they do come in and they're statistically significant if we can get that to work.


Another one would be a measure of your diversification into the transmission business.  Now, Hydro One likes to often talk, for example, about how, Well, we have all of these cost challenges, but they also have an advantage that they own a transmission system.  This model says that there is a certain measurable benefit that is conferred on them in terms of economies of scope, particularly in the sharing -- the spreading of A&G expenses.


Another example.  Various commentators have talked about the inadequacy of the customer mix treatment in the work that has been done to date, and certainly this model also supports that, because there are customer mix variables that are found to be significant and correctly assigned.


Now, here is an example of an average cost curve that illustrates the importance of scale economies based on the US power distribution research.  This isn't the perfect measure.  It is just total distribution cost per customer, but it is apparent that there is a very, a substantially higher unit cost for the smaller companies in our United States sample.


Then at some point, at around one-and-a-half million customers, you actually achieve minimum efficient scale, and then start, at really large levels of output, to have diseconomies of scale.


Now let's talk about the Ontario work, which was done with data from the 2002 to 2005 period.  Here is the sample with which we're all familiar.  I would just like to point out to you, just looking at the number of customers served, though, what a fantastic variation there is in that variable.  And that gives us hope of getting a pretty accurate estimate of the impact of output on cost.


In fact, there is a possibility of deducing from, say, how cost differs between small, medium and large companies, what the costs should be for an even larger company like Hydro One.  


Now, this is not an ideal approach to somehow infer what the scale economies would be for a larger company, but I am not sure what the alternative is.  I know of no company in -- I personally know of no company in the world that is comparable to Hydro One, in terms of being -- having a million customers scattered across a rural area.  There is certainly no company in the United States that comes close to that description.


There are just a few in Canada that are even a quarter the size of Hydro One.  So I think you run into this problem one way or the other, no matter what you do.


I might say something else that one can learn from this figure, and that is that if you are a small company, you don't want to use -- you know, you're going to kind of shy away from unit cost measures.  If you are a large company, like the largest companies, you would like to use unit cost measures, because they will tend to make you look good, but you would like to have a unit cost, and then have a pretty large peer group that doesn't just include large companies.


For example, if Hydro One was to go out and take their cost per customer and compare it to Green Mountain Power in Vermont, which is 1/100th the size of Hydro One, that would be a very unfair comparison; yet that is a rural utility serving a forested area.


All right.  So we get to the econometric models that we have developed.  As you can see, they're a lot simpler, and the biggest part of the reason is that we just don't have enough data yet.  With each round of additional data, you will get more flexibility and you will identify additional business conditions.


We have already been able to recognize quite a bit.  You see we have three output variables, number of customers, the volume and line miles.  They all come in highly significant, correct signs.  


In this model, which doesn't have the flexible form, we have also already identified four important business conditions.  Of those, you will see you have your forestation and you have your undergrounding.  You have the Canadian Shield variable.  


Now, that undergrounding variable, again, that is something that could slip through the cracks, I feel, in the absence of some sort of econometric analysis to inform a unit cost approach.


Now, when you go to the translog model, you have to put in these quadratic and these interaction terms.  With the limited data set that we have, that is going to result, among other things, in not being able to recognize as many additional business conditions.  You see that in this model, only two business conditions have survived, although one of them is the undergrounding variable.


I also -- I'm not so sure about some of these, the quadratic terms in these analyses.  They're very different from the ones we get in the United States.  You see that NN variable and the VV variable.  Those are variables that do matter for assessing scale economies.  Basically, you could not reject the hypothesis that those are zero values.


You do, however, definitely see a positive quadratic term for the MM variable, so -- and that is of interest -- that should be of interest in analyzing a large company like Hydro One.


So we get to the results of the exercise using the direct econometric approach, and that was what I report in table 4.  I am just going to point out a few things that are interesting here.


Look at that column called the P value, because that's the test of -- the statistical test of the efficiency hypothesis, which, as I say, is the first time any regulator in the world, to my knowledge, has ever employed this.


What you find is that using the translog model, I think 17 companies were found to be significantly superior cost performers according to this analysis, only 17 out of some 80 companies.


I will note that there are two large companies, sort of well known companies, that did make the grade, and they are Hydro Ottawa and Hydro One Brampton.


On the low side, you see ten or so, thereabouts, companies that were deemed to be significantly inferior.  These are the guys at the bottom that have a P value of less than 1 -- less than 0.1, I meant to say.  Sorry.  Amongst those unhappily fall Toronto-Hydro and EnWin Powerlines, amongst the larger companies in the province.  So to me, even though this analysis is flawed, I think the fact that Toronto-Hydro is deemed to be significantly inferior in this analysis, should be a matter of concern to intervenors.


Pros and cons of econometrics; I think I am going to pass over that I have said enough about it, sort of implied the benefits of it.  We're going to talk a little bit just about a unit cost index approach.  


With the unit cost index, the point I want to make is that you're controlling for just one condition, and that is output.  You are only doing it in an imperfect way, such that you must additionally group companies by operating scale before you are going to have any semblance of an accurate appraisal.  


The Board Staff have done that.  I mean, size is definitely one of the criteria that they use in creating their peer groups.  Basically, it is a very crude measure, a very crude control for outputs, so you get a bunch of companies of roughly similar size, and then the unit cost is kind of useful at comparisons between those companies.


Everything else that we have talked about, input prices and all of these other business condition variables, have not been controlled for, and so you want to select a peer group that somehow has similarity.  And so we want to have similar input prices.  We want to have similar degrees of undergrounding, similar degrees of ruralness, ideally.


The problem that you run into is that the further you go down the road of getting the proper set of peers, you get down to where you only have four or five peers.  And at that point, the numbers, things could get very sensitive to the particular reported values in a given year.  It is nicer to have a larger peer group for that type of an analysis.


So that is one of my concerns, that possibly by the time you get down to a really accurate peer group, by further slicing and dicing what the Board has already done, you may be down to just three, four or five companies in some cases, and that is a little on the short side for a peer group.  I would still recommend that they take that additional step in any further work.  


I'm not going to talk about productivity indexes, because basically it turns out they don't matter very much after you -- the kind of peer groups that the Board Staff have already come up with do a pretty good job of controlling for that because you have the Toronto area companies in separate categories for the other.  So it turns out that doesn't really matter very much.  


Talk briefly about the Spearman rank correlation coefficients.  This is something that is used to assess the similarity of the rankings that come out of the exercises.  


This result is a little at variance I think with what Bill was presenting before.  Bill was only looking at 

the -- let's actually go back here for a sec.  Bill was only looking at the rankings within the peer groups.  But the next step, after looking at the peer groups, is to figure out the deviations from the sample means for that peer group and then to do an overall ranking of the province.  Because maybe, you know, some guys are like way high or low relative to their peer group.  You need to take additional account of that. 


So that is what we did, by taking the rankings within the peer group and then ranking overall to get the top-to-bottom comparisons.  And we believe that that is what should be compared to what comes out of the econometric analysis.  


It turns out that the Spearman rank correlation coefficients are okay, but one might hope for a little better.  You see for example if you compare the translog and double log cost functions those are very similar to each other.  The rankings are also very similar for the productivity indexes and the unit cost indexes,  But when you compare econometrics to the unit cost and productivity indexes, it doesn't go so high.  The correlation coefficients are substantially lower. 


Now, is this to say, well, for one thing I will ask:  Is this some indication of a deficiency in unit cost approach?  I would say I kind of believe that it is.  I believe that the econometric approach is more the gold standard even though it is more complicated.


However, I will also agree that if econometrics was used further to slice and dice the peer groups, I think you could get the difference between the rankings down quite a bit.  If additionally you use these multi-dimensional output indexes that I recommend in the report, then I think that the unit cost approach is a viable alternative and -- at any rate, I certainly welcome having several methodologies put before the stakeholders to give them confidence. 


I mean to me I have a lot more confidence, I know a lot of people aren't familiar with econometrics.  But if you found that –- econometrics actually does yield similar rankings to a properly econometrically performed unit cost approach, I would feel better about the whole exercise even if I ultimately used the econometric direct approach to do the benchmarking.  So I think we should go forward with both approaches, personally.  


Lastly, we come to the issue of benchmarking Hydro One.  There is no question that there is difficulty in benchmarking the company accurately due to a number of unique circumstances.  It has the largest operating scale in the province.  It does, indeed, serve a very forested rural service territory.  Because of the second that there, therefore they have low input prices.  But their headquarters is in downtown Toronto.  It is down the street here.  And that is going to raise, substantially raise the cost of their O&M expenses because of those A&G personnel living in Toronto.  


They also have the large deliveries to embedded distributors, and it's not just a matter of the delivery volume but evidently they step down voltage within their distribution system to make some of those deliveries.  All of that is not, you know, is not easy to account for without a little bit of enhancement of the available data.  


Finally, and I may be wrong about this because I used to be a consultant to Hydro One and maybe they sold me a bill of goods about this, but they used to say -- it sounds utterly plausible that even though they're a rural distributor they were one of the companies that was expected to jump through hoops in terms of having really good customer services after the transition to retail competition.  It is possible that some of that could be reflected in their cost data as well.  I mean that stuff depreciates pretty rapidly.  I don't know how much of it was expensed, but I did think, in fairness, it was worth mentioning that point.  


So all of this being said, does this mean that it's absolutely impossible to benchmark Hydro One using Ontario data?  I'm not completely convinced of that.  


As noted, get another year or two of additional data and I think you're going to have a better, more flexible model that not only has the translog form but it's going to have a decent roster of additional business conditions that are important to Hydro One:  Canadian Shield, forestation, maybe there is one or two others.  


Again, with a flexibility of the form, perhaps it would be at least of interest to see what sort of a projection about their scale economies that you can get from the data for all of the smaller companies in the province.  


Now, not only does that argument have a fair bit of strength on its own, but in my experience you're going to be opening up a considerable new can of worms if you go trying to benchmark Hydro One using data from somewhere else.  


First of all, let's talk about Canadian data.  Is there some data out there from other Canadian distributors, other provinces that might be useful?  


I'm saying, not really.  First of all, there aren’t really that many peers to Hydro One in Canada, either.  Because there are not a number of decent size companies that serve rural areas.  But like let's say a SaskPower.  But SaskPower is not servicing the heavily forested type of service territory that Hydro One has.  Now, then you could go over and look -- I actually think maybe the best peer in the province might be someone like New Brunswick Power because they don't really serve a large city and it is heavily forested service area.  They're not as large.  I think they're considerably smaller than Hydro One.  Besides, that is just one or two companies that would fall into that.  You might consider someone like Nova Scotia Power, too.


Then there is the question of where you would get data for those companies.  The other provinces of Canada do 

not -- have not developed a uniform system of accounts.  By the way, may I just throw in that Hydro Quebec serves Montreal, so we will cross them off the list.  


So get to the question of:  Other provinces do not have uniform system of accounts.  Alberta is moving in that direction.  I am sure it is not as standardized with what you have in Ontario.  You guys might want to put your head together eventually -- 


MR. COWAN:  We have --


DR. LOWRY:  Maybe eventually other provinces like Quebec would go down this road, too.  But at the moment, the data isn't available.  There is that CEA data but I have worked with that data too and I feel that has a lot of flaws.  Not only that, but if you accessed that data, if you demanded that data if I was the CEA, I would close that whole program down.  This is basically an internal benchmarking program such as the United States –- there are internal benchmarking things that go on in the United States all the time that regulators do not look at.  So I don’t think that’s a good route to go either. 


So gosh, I guess we'll have to go to the United States data.  The problem there is they're not that many peers for Hydro One there either.  There are a number of companies that serve some pretty heavily forested service territories, but most of them are not any where near as large as Hydro One, not to mention the fact there may be other differences between the operating conditions there.  


I mention here a few US/Ontario comparability issues.  Reporting guidelines, the US companies report their data on the FERC form 1, and it is another uniform system of accounts that guides that but it is not like the one here.  


For example, most of the step-down substations from transmission to distribution voltage are deemed to be distribution in the United States.  That's not the way it is done in Canada.  


Input prices.  Believe me, that is a headache.  I have done -- I have benchmarked Enbridge with US data and I couldn't believe the weeks I spent trying to figure out a proper comparison between input prices in the United States and Canada, considering the differences in health care costs and things like that on the labour side, and then on the material side, you know, the materials and services, you know, what are you going to do about that?  


It is fraught with inaccuracy to make a comparison of input prices in the United States and Canada.  


So I think, you know, that you're kind of -- it's going to be tough to benchmark them anyways, and you might as well try to integrate them in an Ontario analysis.


Whilst the company is free to go out and use some US data, or even the Board could get the US data and do that, it's not to be ruled out.


I want to say a couple of final things that I didn't have time to put into this presentation - I have been working a lot on some Enbridge-Union regulation - and then I will -- quickly, two minutes.


One is I haven't talked a lot here about the benchmarking standard that is used.  In the benchmarking that is done in Europe, and that is the place where benchmarking is widely used in regulation today.  They're more likely to use either a frontier standard or something like a top quartile standard.


I was one of the -- I was a party to helping the British distributors get a top quartile standard and compare it to a frontier standard, because I don't think a frontier standard is useful.  There is no way that you can know, when you are looking at a really low cost, if that was, in any sense, sustainable, because we were talking earlier about the periodicity of things like replacement capital spending and maintenance expenses.  


When you get a really low value, it is very easily possible just because the company didn't do a lot of maintenance spending in that year.  And there is no way to control for that.


So I don't think a frontier standard is really realistic.  A top quartile standard might merit some consideration, but we have done the work using the average.  Basically, implicitly, we're using something almost like a top quartile standard, because we're saying something to the effect that you might get a particular break on -- a particular break on your review if you are significantly superior to the average, and that is almost like a top quartile type standard right there.


Finally, I just want to say something about:  Is benchmarking a good idea for regulation?  I was thinking to make a more elaborate sales pitch about how I think that it not only pushes you in the direction of just and reasonable regulation by not unfairly giving extra money to companies that are inefficient, it also gives you a chance to give a higher rate of return to an especially efficient company, which I think is very much in the public interest.


But on top of those benefits is just the fact that the performance incentives of the companies are going to be materially strengthened if they're subject to benchmarking.


So I thought that was going to be a hard sales pitch in that one or another of the companies was going to go out and hire some sort of a sourpuss consultant to say that benchmarking is just a bunch of silly stuff and can't possibly be done accurately, but to my pleasant surprise, most of the intervenors or the companies have not really questioned the merits of doing benchmarking.  They just want to do it more accurately.  


So I like to think we're really on the road here to polishing our methods so that down the road the benchmarking can play a more important role in Ontario power distribution regulation, to the interest of all stakeholders in the province.


MR. COWAN:  Thank you.  I wonder if there are any questions of clarification before we take our break?  Okay.  So let's take 15 minutes and come back at 11:30 for -- there is one question.  Roger?


MR. WHITE:  Could we have some questions after the break, do it that way?


MR. COWAN:  My proposal earlier was that we hear three presentations, and then open it up for full discussion.  And I would prefer to stay with that, if at all possible.  Hopefully you can retain your thoughts until then.  Thanks.


--- Recess taken at 11:20 a.m.


     --- On resuming at 11:30 a.m. 

     MR. COWAN:  I wonder if we could restart, please, folks and if we could invite Dr. Yatchew to share his thoughts with us on behalf of the Electricity Distributors Association, so over to you, Dr. Yatchew.  

Presentation by Adonis Yatchew, Electricity Distributors' Association:

     DR. YATCHEW:  Thank you.  I would like to talk a little bit about the report that was prepared by PEG and by Dr. Mark Lowry and his colleagues.  

To begin with, let me say that I am quite sympathetic to the approach of statistical benchmarking of distributor costs.  This is an idea that I have supported for a number of years and I think that the report that was prepared by PEG constitutes a very important step in this direction.  

     Mark made a comment earlier about having cajoled me to 

publish a paper of his in the Energy Journal a couple of years ago.  I want to reassure him and all of you that the paper was published on its merits and not on his charm.    

For those of you who might still be skeptical about the use of statistical benchmarking, let me suggest that it 

is widely used and, indeed, has been widely used in regulation for many years.  Perhaps the best example would be setting of cost of capital rates of return on equity and in determining appropriate capital structures for regulated utilities.  

     Very sophisticated and perhaps even much more tenuous 

statistical analyses have been done in support of those kinds of regulatory decisions than indeed the work that you are seeing here today.  

     Statistical benchmarking is also used to set productivity factors and inflation factors and price cap formulae for assessing other performance indices such as service quality, reliability and in various other areas.  

     Now, before incentive regulation began to take hold in 

regulatory environments, regulators engaged in cost-of-service regulation that involved a careful analysis of costs, detailed analyses of costs.  One would have thought that incentive regulation should be leading us away from detailed cost analyses by regulators and, in fact, what we're observing here today is a fairly detailed statistical analysis.  

     Now, those who are in favour of cost benchmarking argue that it is useful for rebasing costs from time to time, as Ontario distributors are required to engage in.  It's useful for supplementing incentive regulation when the incentives are not as strong as they could be.  This is a matter that we discussed at a proceeding before this Board last year.  I won't go into detail now.  And it is also useful in informing policy decisions, for example, on industry structure.  Dr. Lowry spoke quite extensively about issues of scale economies and trying to identify what is minimum efficient scale, and the usefulness of 

statistical benchmarking potentially shedding light on that 

issue.  

     We have engaged in that debate here in Ontario for many years.  

     Now, in light of all of this, one would think that we should be, as we move towards incentive regulation, we really should be looking at doing less detailed analysis of costs rather than more detailed analysis of costs.  Experience thus far would suggest that cost-of-service regulation and incentive regulation both have fairly high information requirements.  The net benefit of incentive regulation is that it delivers greater efficiency gains 

than the traditional regulation.  

     There are a number of methodologies for benchmarking costs.  Among these are data and development analysis and stochastic cost frontier estimation, cost and production function estimation and index based approaches.  The PEG report prepared by Dr. Lowry and his colleagues focuses primarily on the third of these and I will be speaking to that a little bit later, and to some degree also on the fourth of these.  

     Let me first discuss the first two.  Data envelopment analysis and stochastic cost frontier approaches are –- may be conveniently thought of as best-practice methodologies.  These are methodologies that seek to identify the most efficient firms.  Data envelopment analysis is a non-statistical version of this approach and stochastic frontier estimation is a statistical version.  And, in my view, in the present setting, these approaches really are of secondary interest.  

     The reason is, because best practices are much more 

difficult to estimate accurately than average performance.  In fact, you would need much more data to implement these approaches successfully than we have at our disposal and that is required by conventional cost function estimation.  

     Just to give a little bit of intuitive sense to this 

proposition, let me suggest the following. 

     Suppose that one is interested in estimating the average height of Canadians.  If we go out and take a random sample of about 25, a truly random sample of 25 Canadians you would get a fairly accurate estimate.  Maybe off by an inch or two.  

     Now suppose you are interested in estimating the height of the tallest Canadians, let's say over 7 feet tall.  You would have to do an awful lot more sampling.  You would have to gather much larger data sets before you would get a similar degree of accuracy in estimating the height of tallest Canadians.

I see hundreds of adult students at the university every year and it is indeed rare that I see one that is over seven feet tall.  

So in my view, these frontier methodologies are best 

reserved as secondary tools in this setting and perhaps we should learn to work with the -- sort of the regression methodologies that have been discussed and get those right and get the data sets right before we consider frontier methodologies.  

     Indeed, estimation of these best practices approaches would seem to be difficult to reconcile with incentive regulation itself.  

     When people first started thinking about incentive 

regulation, one of the reasons was that regulators were having a hard time trying to figure out what costs should be, what minimum costs should be.  So the idea came forth that rather than regulators figuring out what minimum costs should be, where the cost frontier is, create incentives so that firms try to find them on their own.  Let's not worry so much about trying to identifying what minimum costs are from a regulatory point of view.  

     If one is really interested in something similar to frontier estimation, then as Dr. Lowry suggested, a good alternative is estimating best quartile rather than best-practice approaches.  There are standard regression techniques available that are reasonably precise, reasonably accurate and they fall under the general rubric of quantile regression.  

     The PEG report estimates regression models where the 

dependent variable is total OM&A costs, actually the log of total OM&A costs.  There are a number of explanatory variables and cost drivers that appear in these models and that were described in the earlier presentation in detail.  Among them, the number of customers, the price of labour, the volume of retail deliveries, line length, the percentage of forestation, the percent of distribution plant that is underground, as well as dummy or binary variables that distinguish firms that operate in the 

Canadian Shield or have non-contiguous service territories.  

     My first observation is that these models have a very high explanatory power.  They have a very high R-squared. 

Approximately 98 percent of the variation in OM&A costs is 

explained by the variables in this model.  Conversely, this would mean that only about two or three percent of the variation remains unexplained.

     Based on these model estimates, the authors then calculate cost performance scores and these cost performance scores vary widely.  The most efficient firms have costs that are 30 percent or more below the level predicted by the models, and the least efficient firms, according to these models, have costs that are 40 percent above the level predicted by the model.


This high explanatory power would suggest that a great deal is known about distributor costs and that costs can be predicted with a very high degree of accuracy, given a small number of distributor characteristics.  I think that conclusion is erroneous.


In fact, if we take just one explanatory variable, as Dr. Lowry noted earlier, over 95 percent of the variation in total OM&A costs is explained by a single cost driver: the number of customers.


Here we have actually a scatter plot of the log of total OM&A costs and a regression line fitted to these data where there is exactly one explanatory variable, the log of the number of customers.


You can see that most of the points cluster very closely to the line.  This regression model is actually a very good predictor of total OM&A costs.


Now, you might wonder, why is it that if we can predict total costs so accurately, how is it that the actual costs that we observe vary quite substantially in some cases from the predicted costs?


So on the one hand, we can explain costs very well.  On the other hand, some utilities have costs that are, let's say, 30 percent above predicted costs and others have costs that are 30 percent below predicted costs.  How does one reconcile that with this graph?


And the illusion really is in the fact that the variables are in log terms, in logarithmic terms.  So that a relatively small difference in log of total costs going from 14 to 14.2 in log total costs actually implies a difference of about 20 percent in predicted versus actual costs.


On the other hand, if one uses a variable such as OM&A costs per customer as a dependent variable, then the R-squared would be much lower.  In my experience, it would be more closer to the range of 40 to 60 percent.  I think that is more reflective of what we actually understand about OM&A costs.


Moreover, I think differences in OM&A costs per customer are of greater practical interest, because this is what is actually reflected in bills paid by customers.


Let me turn to the capital issue, which was discussed extensively.  In a capital-intensive industry such as electricity distribution, capital costs typically constitute the majority of total costs.  These, essentially, for reasons of data unavailability, have been excluded from the analysis.  And from this point of view, I think that the omission or the lack of these data limits the value and applicability of the empirical results at this time.


There are other variables that could be very usefully included.  Among them are age of distribution plant.  Past analyses have found that aging distribution systems require increased OM&A expenditures.  Service quality has been discussed extensively, such as differences in service offerings, reliability.  These kinds of factors can materially affect costs.


Voltage levels.  Some distributors possess systems with a variety of voltage levels, which also can have a significant impact on OM&A costs.


The mix of customers that a utility serves potentially could affect the costs of a utility.  As a footnote, in analyses that I did a few years ago on older data when I did include customer mix variables, they were relatively less important than variables such as the age of the capital stock.


The report suggests there are -- economies of scale are available over a wide range of output in Ontario.  In my view, this conclusion is premature.  First of all, the actual coefficients, the scale coefficients reported, weren't accompanied by standard errors or confidence intervals.  


So just by looking at those numbers, we can't really tell whether they would be consistent with constant returns to scale, for example.


Moreover, while some of the modelling is relatively more flexible - the translog model, for example - I think that there are more general specifications that can be used to look at the scale effect in these data.  But perhaps most importantly, these -- the models here are estimated on OM&A data.


Even if we find that there are scale economies in OM&A costs, statistically significant scale economies in OM&A costs, I'm not sure what implications that has for policy.


The reason is that what we're really interested in is whether there are scale economies in total costs, including capital costs.  And the presence of scale economies in OM&A costs does not, in and of itself, imply that there are scale economies in the operation as a whole.


So we're not just thinking of merging OM&A operations between entities.  We're thinking of merging whole entities.  So you really need to look at the scale economies in total cost functions.


To the extent that capital-related variables are absent from the analysis, these models do not represent standard practice in economics literature, and something that I think Dr. Lowry has recognized, that there is a lot more data that is necessary in order to either estimate a total cost function which incorporates capital variables, or even, as was suggested, a short run cost function, which would take capital quantities as a conditioning variable on the right-hand side.


So I guess one of the central points that I would want to re-emphasize is that data on capital variables need to be developed and incorporated in the models.


One of my concerns deals with the role that estimation of models which focus on OM&A costs have in the regulatory process.  If distributors will be assessed -- if their performance will be assessed on the basis of their OM&A costs, then they will have a natural incentive to increase other categories of costs, for example, capital costs, in order to make their OM&A costs look better.


The potential impacts, over-capitalization, and over-capitalization has quite a history in the utility business for different reasons in the old days, Averch-Johnson effect; underspending on OM&A; and potentially suboptimal decisions with respect to leasing versus owning, because when you lease equipment, that goes into OM&A costs.  If you end up buying it, then that can be capitalized.


Given that there are a number of variables that we would like to include in these models, it would be useful to get a handle on to what degree the omission of these variables can influence the performance scores of utilities.


It is one thing to say that we can explain much of the variation in costs using these models, in one case, if we used total costs perhaps as much as 98 percent of variation.  But it is another question to ask whether individual utilities are materially affected by the omission of certain variables.


So what I did is I went back to the older data, where we actually did have age of capital stock, and re-ran a model to see whether omission of that variable would materially affect performance scores.  


In some cases there was very little effect, but in other cases the impact on a performance score was in excess of 10 percent.


So if you take Toronto Hydro, for example, which has generally an older system, and if its performance score looks relatively poor right now, the introduction of this variable might actually drive that performance index a good deal towards one, where you would like it to be ideally.


In addition to capital variables, other important cost drivers need to be considered.  I am just reiterating things that Dr. Lowry stated.  Variables such as:  service quality, differing voltage levels.  Load factors.  Customer mix, and so on.  


Let me speak briefly about the wage variable used in the Pacific Economics Group study.  The wage variable that is used on the right-hand side of the equation is essentially a proxy constructed from census data.  Insufficient information was provided in the paper itself to allow me to actually reconstruct that index to see whether I would get similar results.  Moreover, it would seem to me that alternative wage data should be considered.  In earlier work that I had done, we simply conducted a survey of benchmark lineman rates across utilities and used a variable of that kind as the wage variable and that actually was a reasonably good explanatory variable in these models.  


Model validation issues.  The double log and translog specifications that have been estimated have a long and venerable history in the economics literature.  They continue to be used widely.  


However, much progress has been made since their inception.  What I would like to see is additional evidence on the validity of the estimated models.  So one can embed these models in a general testing framework and assess whether these provide sufficient flexibility to model the data accurately.  I would suggest this would be useful both in the single and multiple equation settings that were looked at in the report.


So let me summarize by outlining what, for me, I think, are the key focus areas.


The first of these is incentive issues.  In particular, I am concerned about the impacts on incentives of the focus on OM&A costs, rather than on total, including capital costs.  As I suggested earlier, utilities that, if they're measured, if their performance is measured on the basis of their OM&A costs, then they do have the incentives to increase capital costs and, now, at that point, you need to think carefully about how to rationally create incentives so that that does not happen.  


Second, there are a variety of data issues, most importantly, the capital-related variables.  The wage variables which I think can be looked after relatively easily.  Some of these other variables will involve careful attention or to build them in.  Of course, accounting consistency.  One of the consequences of looking at OM&A rather than total cost data is that now you have to look very carefully at how costs are categorized.  So a firm that leases equipment and appears to have higher OM&A costs is not directly comparable to another firm that owns that same equipment and so capitalizes the associated costs.  


The third area are the modelling issues and I think these are dealt with relatively easily.  Tests of model specification, validation, can be performed.  


The third, and I didn't speak to this in any detail.  Let me pause and speak to it more, the multi-equation modelling.  The report refers to models where there is more than just one equation, more than just a cost function being estimated.  


The other equations in cost function estimation that are helpful are equations that model the factor shares that are received by the various factors of production.  


It turns out that data from those equations can be very helpful in providing better estimates of the cost equation itself.  


Alternatively, if, when you build in these additional equations, you find you are getting perverse results, that may suggest that the basic model itself needs to be looked at more carefully.  So it can be part of a model validation exercise.  


Finally, in addition to the incentive issues that I mentioned earlier, there are other regulatory issues:   transparency and reproducibility of results.  I think that if utilities are going to be assessed, if their performance is going to be assessed using these kinds of models, it would be very helpful if they would be able to individually reproduce these results and to test them themselves.  


Moreover, if the performance scores are going to be used even as a screening mechanism to determine who merits a more onerous regulatory review, I think it would be helpful if there was an efficient mechanism by which a utility, that has unfavourable scores, can address cost issues without excessive regulatory burden.  I have in mind here not just the regulatory burden that is borne by the regulator, but also by all of the utilities themselves.  


Those are my comments.  


MR. COWAN:  Thank you.  I wonder if there are any points of clarification for Dr. Yatchew before we move on?  


I have -- indeed.  


DR. YATCHEW:  May I just add an afterthought to one of the subject matters that was raised earlier and that was the benchmarking of Hydro One.  


Hydro One is a difficult utility to benchmark for a whole variety of reasons, and Dr. Lowry discussed various alternatives, including extra provincial benchmarking.  The potentiality of looking at distributors in Ontario that might have some similar characteristics and extrapolating models in Ontario based on Ontario data.  


Let me suggest one other direction that might be worthy at some point of consideration.  


Hydro One is a very large utility and it operates in many regions of the province.  If there is more than one region of the province that is reasonably similar to another, it may be useful to think about the possibility of benchmarking Hydro One against itself, or more precisely, regions of Hydro One against other regions of Hydro One.  


Now, I haven't investigated whether existing sort of accounting, cost accounting at Hydro One would allow for that, but it would seem to be a natural alternative.  


One might suggest, then, that all of the regions, let's say for the sake of argument there were four regions that Hydro One was divided into and that you would feel comfortable making suitable adjustments to compare them to each other.  Then you could argue that Hydro One has the incentive to make sure everybody walks in the same -- walks in step.  


The way around that is to actually create incentives within Hydro One, so that each of the, let's say, senior executives for each region is rewarded based on his or her performance, performance of his region against those of the other regions.  


Again, I say this is -- as I said this would be a very preliminary idea.  I don't know if accounting methods would allow it, existing accounting would allow it, but it is one other alternative that can be thrown in the ring. 


MR. COWAN:  We will hear remarks later.  Any other points of clarification? 


MR. SHEPHERD:  I have a follow up question to Dr. Yatchew's comment and I guess it relates to Dr. Lowry as well.  


Why can't you compare or benchmark components of Hydro One's...


DR. YATCHEW:  Sorry?


MR. SHEPHERD:  My mike is on.  Can you hear me?  


DR. YATCHEW:  Perhaps I should shut mine off. 


MR. COWAN:  I think it should be able to support it all.  Maybe it was the computer screen it may be blocked by that. 


MR. SHEPHERD:  I will try again.  As a follow up to your comment, why can't you benchmark components of Hydro One's activity to their comparators, like, for example, rural utilities or small-town utilities?  


They have actually sort of a combination system which is some rural, some small towns, some even larger towns.  Why can't you take the components and benchmark or benchmark to a composite?  Is there a reason why that can't be done?  


DR. YATCHEW:  I think, in theory it would be possible but you have to keep in mind that you have this same problem of incentives to move costs out of those cost components that are being benchmarked into other cost components that might not be benchmarked directly to comparables, or as easily.


MR. SHEPHERD:  You wouldn't have -- if you created a composite, you wouldn't have that problem; right?  So if you said what percentage is rural and what percentage is small towns, et cetera, you could create a composite cost comparison that they could then be benchmarked to, couldn't you?  I'm just wondering why that hasn't been considered in your studies.


DR. COWAN:  At the risk of breaking into it, I think I hear what I could construct perhaps as an idea as to how to use the information that may warrant debate and discussion.


MR. SHEPHERD:  Okay.


DR. COWAN:  It does illuminate that idea.  So to that extent, as a clarification.


I wonder if the question I am about to propose is a clarification or not.  Let me try it, and those who don't think it is can let me know.


I guess I am trying to understand, from the work that you have done, Dr. Yatchew, wherein we are hearing from you that capital cost is a determinant in the equation, if one is attempting to monitor operations and maintenance and administration as a current period charge and have to do so as a regulator, the capital cost, in the spirit of total cost assessment, is truly something that should be considered.


Are you able to say, with assurance, that that has been done in other jurisdictions and capital costs has been, in fact, factored in, as opposed to being a theoretical construct that makes obvious sense, but I have yet -- I haven't yet been shown evidence that says, yes, it actually works and here is a case.


Is there such a thing that just happens to be eluding me?


DR. YATCHEW:  Most of the estimates in the published work that I have seen of distributor costs, including 

Dr. Lowry's paper with his colleagues in the Energy Journal, has capital costs in the model.


So certainly economists and econometricians have been estimating cost functions with capital costs for many years.


Whether it has actually been used by regulators, I can't speak to that.


DR. COWAN:  I guess what I'm wondering is, the causal link between it and the actual OM&A costs; is that clearly established?


DR. YATCHEW:  Oh, in other words, are there capital-related variables that affect OM&A costs?


DR. COWAN:  Well, have they been demonstrated to have effect on OM&A costs?


DR. YATCHEW:  The age of capital stock would be a good example.


DR. COWAN:  Okay.  So what I need to do is some more reading to understand the literature that supports the pragmatic proposition that this is, in fact, a legitimate construct.


DR. YATCHEW:  Um...


DR. COWAN:  So I guess I am trying to educate myself here.  You are suggesting that that link is well established in literature, and, therefore, the notion of explanatory effect of capital on OM&A cost is well documented?


DR. YATCHEW:  It gets into certain technical issues about the specific coefficients and, for example, estimation of total cost equations.


But, as I said earlier, certainly a salient example would be the capital cost variable -- capital-related variable like age of capital stock as having a strong impact on OM&A costs and on total costs.


DR. COWAN:  Thank you.  So Dr. Cronin --


DR. CRONIN:  Could I possibly ask a follow-up question to that?


DR. COWAN:  Sure.


DR. CRONIN:  Isn't it clear that in these total cost functions, especially when they're looking at the factor demand share equations, that there are, across the multiple inputs that utilities operate with, that there are various substitute and complementary relationships?


DR. YATCHEW:  Again, these were the kind of coefficients that I was referring to a moment earlier.


DR. CRONIN:  Right.


DR. YATCHEW:  As a general proposition, the answer is yes.


I think the question that was being asked is:  What are the magnitude?  Are they material?  Are these coefficients that link the various inputs?  Are they material from a regulatory point of view?  


But as a general proposition, yes, and we would have to look specifically at coefficients.


DR. COWAN:  Okay.  Are you ready to go, Dr. Cronin?


Could we pass the control switch around and -- so Dr. Cronin on behalf of the Power Workers' Union.


MR. STEPHENSON:  If I might just briefly, by way of introduction, my name is Richard Stephenson.  I am counsel for the Power Workers' Union.


Just very, very briefly by way of introduction of Dr. Cronin, many of you in the room may know him.  Others may not.  We have distributed a copy of his CV and, in addition, a paper copy of his presentation.


I am not going to walk through his experience.  I just did want to make note of one particular aspect of his prior experience.  


A number of you may know that Dr. Cronin, in fact, worked with the Energy Board, Board Staff and a number of stakeholders in the late 1990s in the development of the first generation of incentive regulation of electricity distributors in Ontario.


Part of that function that Dr. Cronin performed at that time was, in fact, a fairly extensive analysis of the question of distributor costs and the ability to measure distributor costs in Ontario.  And that is part of the analysis that he brings here today and part of what he is going to be speaking to.  Dr. Cronin.

Presentation by Frank Cronin, Power Workers' Union:


DR. CRONIN:  Thanks, Richard.  Let me also say it is quite a pleasure to be back here, and I will also comment on the fact that I always found the Board's various spreads at breaks and lunch to be quite good, as well, and my waistline is partly a consequence of that.


I will be happy to be part of the discussion today and tomorrow, and I think it will benefit all of us from our various shared experiences.  I come, as some of you, also, and I see a lot of familiar faces who went through the first generation process and all of the various task forces and data demands and reports that came out.


So I think I and many of you bring that experience to this process and I hope we can add insight as we go forward.


On the one hand - and both of my predecessors have talked about this to varying degrees and various aspects - benchmarking at one level is a very simple concept.  What you are trying to do, in our case, is to value, on the one hand, outputs and, on the other hand, inputs.  And that seems quite straightforward.


All we really have to do is identify what goes in each of those buckets, make sure that it is included, and then measure it properly.


Well, having said that, and we have gotten a flavour for some the issues that arise; you know, it's more difficult going from the cup to the lip, and that's because - and we just touched on this issue about substitution and complementarity - utilities operate on an integrated system; that is, they have multiple inputs - capital, labour, materials, line losses, for example - and they have multiple outputs - peak, delivery volumes, of course service quality, customer service.  All of those affect the costs or have costs affect the output.


Now, on the output side, we have a case of joint output.  The utilities deliver through their connections the retail volumes, but they also deliver reliability and various aspects of that, and then their customer service through their support systems.  Those can't be easily separated out.


One has to have all of those reflected in the benchmarking in order to make sure that you are properly accounting for their impacts.


On the input side, as we just talked about, we have a series of relationships across the capital stock, which goes back, you know, 30, 50 years or more.  Maybe some of the poles go back, who knows, 60, 70.  I had one client in Pennsylvania, a utility -- a telco which had poles back to 1912.  There are probably older poles here.



But we have inputs - capital, labour, material, line losses - which to varying degrees can be substituted or complemented across each other.  


Those relationships have been well documented in the economics literature and they need to be reflected in the manner in which you do benchmarking.  


Some of the issues that we have talked about today already, in terms of doing micro benchmarking - that is, below the level of total cost - when we get down to, say, OM&A, you are faced with issues such as allocations.  


Now, we dealt with some of those issues back during first generation, and when we did the PBR annual filings what we found out is there were wide variations in allocative policies across the LDCs.  


I had thought on first generation based on a small sample that I had done, that there were, say, 15 percent to 30 percent of labour allocated to capital.  


So I felt we were looking at a 15 to 30 percent difference. In fact, based on data filed by the LDCs after first generation was put in place, it turns out that the labour capitalization policies, based on my small sample that I looked at, ranged from zero to 50.  That is some LDCs capitalize no labour.  Some capitalize 50 percent.  


Now, we might think that is a problem.  Only if you want to measure at the level of OM&A or below it.  If you are looking at total costs, in fact, it doesn't matter; we've shown that total costs can be equal with very, very different allocations.  


Similarly, within OM&A.  There are vast differences of how much labour is allocated across those functions.  But again - and that data was collected back after the first generation was put in place - that data indicates that although there are very sizeable differences within the allocation policies of the LDCs in terms of how much they allocate to OM&A, you can find utilities with allocations that are night and day different and have the same cost.  


If the idea behind benchmarking is to find out who is most efficient, aren’t we really concerned about total cost per customer?  And not how the utility decides to get there?  


There are different ways to skin a cat.  The data shows that.  It shows the different ways, and it shows they end up with a skinned cat.  And hopefully through the presentation, which I know is probably overly long and overly complex, the alternative is to read the short version of my report which I think was about 200 pages.  


So there are few nuggets I think and it is easier, with this process, than reading 200 pages.  So if you bear with me, I hope you will get through and find out that it has been worthwhile.  


When talking about some of these high priority data upgrades, I will just give a hint, I think that while some of them may bear being of concern, some of them are of second or third order of magnitude importance.  


Putting in rules to enforce consistency of allocation and prescribing or deeming how a utility is going to allocate its capital has nothing to do with its efficiency.  I honestly don't know why that is a concern when we're dealing with data that is admittedly only 30 percent of total cost. 


Why don't we worry about the other 70 percent?  Not worry about the 30 percent we have, because while we want to go below that 30, let's focus on the bigger source of the problem and make more progress there.  


In any case, that is what we will be covering today.  In the presentation we're going to talk about these labour capitalization issues and allocations and their impact on actual benchmarking.  


Next, we will be talking about partial cost versus total cost benchmarking.  It turns out after first generation was put in place, we actually did do some total cost benchmarking using frontier techniques with the data that had been filed with the Board to establish the parameters of the first generation.  And we looked at a 10-year period.  We looked at how stable the frontier was.  We looked at the implications of only doing, for example, OM&A benchmarking versus total cost benchmarking.  Did it matter?  


So I will talk about that today.  


Thirdly, we are going to talk about service quality, why it has to be included.  Why, from a regulatory perspective, it is required to be included.  What is actually causing the problem with service quality once you go to IR?  What are the causal factors that have led to problems with IRs without service quality requirements or reward penalty schemes?  What's been history in Ontario, starting with first generation. 


Then finally, they made a lot of progress in Europe, over the past five or ten years, of incorporating service quality regulation within benchmarking.  And they have gone to a concept called "Customer energy not supplied", looking at the costs of that and, internalizing those costs in the LDC planning process.  So that when a LDC looks at its distribution of budget to OM&A versus capital, it also simultaneously considers the implications of those on the customers served.


Ones those costs are internalized then hopefully you will lead ultimately to a socially optimal level of reliability and the consequent implication for OM&A expenditures and investment.  


Now, they have actually done that in Europe.  


Then finally, we will talk a bit just wrapping up what the whole presentation means.  


MR. McLORG:  Frank, a quick question, if I may.  What does WTP stand for?


DR. CRONIN:  Oh, willingness to pay.  I will explain that a little bit further on.  


I will skip over the next slide which is basically just a rehash of the upgrades that were talked about in the guide that went out to presenters and also that were in the PEG report, and go to this overview slide.  We have talked a little bit about this.  


One of the high priority upgrades is that labour data should be made public, especially the OM&A and the disaggregated distributions across -- I'm not opposed to that, and a lot of that data was collected.  I helped design the PBR annual filings with Board Staff during the first generation.  And we collected that data, labour data in total and then the distribution across OM&A and capital.  And that can answer a lot of the questions that are being raised here.  


I think it should be made public, but I think, you know, spending a lot of time on that is kind of a distraction from these other issues that really should be the focus of the attention to push the ball much further down the field than what seems to be the result by focussing on prescriptive or deemed standards for some of these decisions and then making the data public.  I mean make it public; okay, fine.  But I don't know that we need a whole conclave of people to adjudicate that issue.  


The bottom line is, what is relevant and truly indispensable is that you have to incorporate the 60 or 70 percent of cost, that is, capital and line losses, which were collected back during first generation and served as the cost benchmarks which were published in first generation and were then the foundation for the TFP analysis.  That data was all collected, capital and line losses, back in first generation.  It was all incorporated within the PBR framework.  It should now be incorporated in this, and that is going to lead to a much better regulatory process than worrying about some of these other high priority upgrades.


Benchmarking on OM&A produces inconsistent, inaccurate and misleading information, and we will demonstrate that later on.


These results would distort the incentives for costs allocations, quality and reliability.  It is quite clear that utilities would respond to the OM&A focus by shifting costs, and, under an IR scheme, one of the ways that they would make money is to cut the costs that they can easily control in the short run and for which they are being judged anyway.


So you would have a consequence on their decisions which probably are not optimal, and on the resulting customer reliability and service, which are clearly not optimal.


Accurate benchmarking requires comprehensive cost.  And if we're doing comprehensive costs and all we really care about is total cost per customer, which is what the customer cares about, they don't care how the utility allocates their labour or whether it goes to capital or how much to OM&A.  They care about what the bottom line is.  We should, too.


Benchmarking on total costs means that all of those allocative decisions, which are really irrelevant, are irrelevant.  It doesn't matter under which of the four or three shells the LDC puts the pea.  If you're looking at all of them, it doesn't matter.  You could put the pea anywhere you want to.  If you're only picking up one, then of course if the pea is in one, the other two or three, it matters.  It is total cost which matters.  And it matters from the customers' perspective and it matters from the shareholders' perspective.


The Board has much of the data already in place to do this.  Any other data should be updated quickly, and the Board should move to a benchmarking process where service quality and costs are jointly analyzed.  They have done it in Europe and it has resulted in much better service for many of the customers, and in some countries, like Norway or Sweden, where they're asking a slightly different question, which is:  How do you know what the right level of reliability is?


Maybe for some utilities it is already high enough, or, you know, maybe it is a little too high.  I don't know.  I mean, it is an empirical question.  You have to collect information from customers.  You have to get the information from the utilities and you have to analyze it.  I mean, continual progress, you know, infinite progress, is not necessarily optimal.  


So those countries are asking the question:  What is the optimal level of reliability?  It is important, but what is the optimal; and then:  What are the consequences for utility operations?


Now, just to briefly touch on the issue of OM&A and cost shares among Ontario LDCs.  I know the PEG report has mentioned that it is of particular concern to regulators.  I mean, I am not quite sure why it should be of particular concern, given all of the problems that are inherent in cost allocations and the accounting, when what you should really be concerned about is correct performance benchmarks.


But you do have to collect that data in order to benchmark, and PEG has used, as they report, a 35 percent share of labour for OM&A based on the US experience.


Now, with that 35 percent for OM&A and OM&A being about 65 percent -- I'm sorry, and capital being, say, 50 percent or 60 percent of total cost, what you end up with, with those two numbers, is an actual labour share of total cost of somewhere between 13 to 17 percent.


So if, in fact, labour is only 13 to 17 percent, I don't know why we're spending anywhere near the time we're spending on it.


By either PEG's measure or by the Board Staff report from 1999, capital is somewhere between two and four times the share of labour.  Somewhere between two and four times.  Shouldn't that be the focus?


I mean, after all, as has been mentioned in one of the prior discussions, over-capitalization has been found to be a much more prevalent problem in regulated utilities, as you would expect, since the way they make their ROE is to increase the rate base and they follow that incentive.


So to the extent there has been a problem in many jurisdictions, it has typically been with capital, not labour.  Now, in fact, when we did the Board Staff report in 1999 - and this was based on a complete analysis of 48 of the largest, medium size and small utilities - the share of labour was found to be 69 percent of OM&A, or 29 percent of total, where total includes line losses.


So if you are looking at labour as a share of total cost, it is 29 percent, at least as was determined in 1999 based on a multi-decade analysis of utility costs across those four dozen utilities.


This slide sort of gives a range.  You can see that there was a range of capital of 33 percent to about 63 percent, and labour of 18 to 44.  So those are the relative orders of magnitude that we're talking about.


So you can see that if we exclude capital and line losses for some utilities, based on Ontario data, it would represent 73 percent of total cost.  So we're benchmarking those utilities on 27 percent of their total cost.


Now, the PEG report and the guide for the conference suggests the possible application of rules and enforcement to encourage consistency of labour allocations.


Well, you know, we know that LDCs allocate varying amounts of labour across these functions of OM&A and capital.  So without information on capital costs and capitalized labour, these varying allocations may well give us the wrong impression about really what benchmarking results look like, when you solely use OM&A to benchmark the LDCs.  


We know they allocate based on different patterns.  The question really is:  How different are the patterns, and does it matter?


Well, as I said, when we did first generation, I went back to a small group of the utilities and I asked them to provide whatever data they could on some of these issues, like allocations.  And based on that very small sample, I had determined that the range of likely allocation differences on capital, anyway, was somewhere between 15 and 30 percent.


Based on that difference, one could see possibly as much as a 20 percent difference on labour or a 12 percent different on OM&A if you didn't control for the difference in allocations.


Now, I will make this clearer in a minute with a table.  So we're looking at, if you have a 15 percent difference in allocation policies, the bottom line difference is 20 percent difference on perceived labour cost and 12 percent difference on OM&A cost per customer.


Well, it turns out that the difference isn't 15 to 30 percent.  It is at least zero to 50 percent, based on filings that the LDCs made after first generation was put in place.


This means that -- and associated with that, if you look at the amount of labour that is in capital, so what share of plant additions is actually labour, does that vary widely?  Well, that varies from under 20 percent to over 80 percent; that is, some utilities have within their capital additions 80 percent labour.  Some have, say, 18.  Now, those are associated with the prior zero to 50 in a very orderly pattern.  So it is all consistent from an accounting perspective.  


So it turns out that the range of allocative differences are really quite large.  Now, if you -- the question is, you know, what would happen if we actually tried to standardize for that?  But first let's look -- this table actually walks through an example based on sort of the averages from the first generation, where we take a utility that has a total cost of $500 per customer per year with the average 29 percent.  Then we look at what would happen from a perception basis, if they had a high allocation policy versus low.  


Here I mean 15 versus 30.  


Well, you can see that the high allocation policy, the labour assigned OM&A would appear to be $102 and for the other $123.  So we would conclude, when we looked at OM&A, that the one had the lower cost of 167 versus 188.  So the 15 percentage-point difference can lead to a 12 or 20 percent difference in labour or OM&A, from a perception basis.  Remember, they both have the same total cost and they both have the same labour cost.  


Well, this graph presents the results of 17 utilities that I had pulled out of one of the first PBR filings and what this shows is that on the X scale we have 17 utilities and I have plotted the resulting share of labour.  As you can see, it ranges from zero to 50 percent.  This is the share of labour capitalized.  


So we can see that at least as of the early 2000s, there was a very wide range of allocations across the LDCs.


DR. LOWRY:  Point of clarification.  This is all very interesting, but can you just -- did you directly ask the utilities about these capitalization percentages?  How do you know this?


DR. CRONIN:  Yes.  They were all part of the annual PBR filing. 


DR. LOWRY:  That sort of question needs to be asked again.  


DR. CRONIN:  Sure.  This graph goes over the associated two prior sets of data that I’ve talked about, that is, the percent of labour capitalized and the percent of capital that is labour.  So you can see there are very wide ranges. 


Now, those that capitalize a lot of labour also end up having the highest amount of labour in capital.  So it is very consistent.  It just turns out to be a very wide range.  This is three times wider than what I thought it was and what the table had been, that I did the calculations on a little bit earlier.  


Now, if we pulled out some of the OM&A data from the PBR filing, say for six of those utilities, and I just picked out six at random and calculated the OM&A costs per customer, we can see that it ranges from 130 up to 206.  


Now, number 5 appears to be the low cost utility, and number 5 appears to be 15 percent less costly than number 6, and 27 percent less costly than number 4.  


Now, "3" at 160 is 22 percent less costly than number 1 at 206.  Now, this is what you would get if you had OM&A data.  Total data.  


Now, if you actually pulled out the -- now, we're only at this point talking about labour data.  We're not talking about capital data.  I think capital data is essential.  But what we can do here is, we can pull out the capitalized labour data and look at how that affects the rankings.  


If we do that, first note that the capitalized labour per customer ranges from $12 to $59.  That is a five to one spread.  What does it mean for the rankings that we just determined in the prior graph?  


Well, now 5, which had been 15 percent less costly than number 6 is only 2 percent less costly.  And 6 -- I'm sorry.  And it had been 27 percent less costly than 4 but now it is only 5 percent less costly than 4.  It had been 27 percent.  Now it is 5.  


We look at number 3.  Now remember, number 3 had been 22 percent less costly than number 1.  Well, now it is one-half a percent less costly.  


I mean, these are essentially identical data, given the error in any of this kind of data.  So you're looking at what you would have thought would have been differences of as much as 27 percent now being reduced to 5, or 22 percent being reduced to one-half of one percent.  


Yet the OM&A data is what we're intending to go forward with as a benchmarking tool.  


MR. COWAN:  Could you identify yourself please?


MR. ALTOMARE:  Carm Altomare.  Was outsourcing included in this analysis? 


MR. COWAN:  We haven't got you yet, I'm afraid.  


MR. ALTOMARE:  Was outsourcing included in this analysis?  


DR. CRONIN:  I would have to go back and check, when we did the original PBR data collection back in 1999, we did ask the utilities to identify outsourcing so we can include that.  


I don't recall offhand -- I mean it would be easy to find out.  I just don't recall, and I shouldn't answer.  But that is another issue.  And maybe, you know, and I think this will -- yes, this will be part of what we're just going to talk about next.  The guide and the PEG report talks about rules of enforcement to encourage consistency of allocations across OM&A.  


Now, we know that report -- labour allocations do vary.  They vary for a whole lot of reasons, and presumably management of each LDC is making the decision that it thinks is optimal for its LDC, and on that basis we end up with reported differences across OM&A like we do between OM&A and capital.  


I am not sure that what we want to do is prescribe behaviour and substitute the regulator or consultant's judgment for management.  I think management should be held accountable for the bottom line, which is:  Are you efficient based on a total and comprehensive measure of cost and service quality?  And if you are not efficient based on that measure, well, you ought to get efficient.  But if we're judging you on how you allocate your labour?  I mean why do we care?  


I mean, as I say again, do customers care?  


Now, what we find out is, if we actually look at how large the differences are in the allocations, they're substantial.  But do they matter?  


This table presents information for four of the utilities that we had looked at previously, and it groups two of the utilities into two groups each.  


Now, you look at the top group, you can see that the allocations are wildly different.  You've got allocations to operations which are 48 percent, and billing and administration which are, zero, zero versus 27, 6 and 15.  


Then down below you can see that operations are 37 percent, versus 19.5.  Et cetera, et cetera.  So they're wildly different.  


Now, would you guess that each of the utilities in the two different groups have equal cost within a couple of percent?  Well, they do.  So we can see wildly different allocations and almost identical cost.  Which do we care about?  The cost or the allocations?  How much is it going to cost society to write the thousand pages of regulations to ensure that they're allocating the proper amount to every subcategory?  


Now, it turns out that a lot of the data that is being sought here was actually collected back in '99 and should be available to be brought forward, and that includes decades of capital data.  I mean, just on the yardstick survey, which asked for dozens of characteristics of each of the utilities as well as other operating statistics, that was, I believe -- I believe we received 285 responses to that.


Now, that was close to almost every LDC that operated in the province in 1999.  I would have to go back and check on the capital and financial data, but there it was a very overwhelming response, as well.  We only processed 48 of those utilities.  


I think Mark would agree that trying to process 48 was enough in itself in five months, and time just ran out and we couldn't get to the rest.


But I am going to talk a little bit about what -- this is an example that was published in the Staff report that goes over all of the capital data that was collected.


We collected for decades.  We collected categories of capital additions, and I know Bill Harper is very familiar with this and how it was collected back then.  It was detailed capital additions data.  We had detailed capital component data on depreciation.  From that, we calculated constant values of stock, and then capital price indices, service price indices and capital expenses.


I am not going to dwell on that.  We can talk about that off-line or we can provide more information, but that data is available for many, many, many of the utilities.  And for the others, it was requested of all of them.  We just couldn't -- we just didn't have enough time to process it.


Now, there was, subsequent to that filing, an analysis, and I will just comment quickly that there has been some discussion about gross book value as a substitute for capital.


When you look at gross book value, and if you look at the slide here, this is an illustrative slide based on some work that we did back on first generation.  If you look at utility number 4, it has a gross book value of 245.  Now, its actual net real capital stock is $95, but on a gross book value basis it would after to have much more capital, say 63 percent, than utility number 1, which has 150 gross book value.  This is millions.


But if you look at net real capital and you can see that utility 4, which would be judged to have 60 percent more capital on gross book value, actually has 17 percent less capital based on the economic concept which Mark actually went over in some detail earlier on.


Now, in terms of partial versus total cost benchmarking, for this I will just point quickly to this slide, which provides some sources for some of the analysis that was done with that data.


There was some total cost benchmarking that was done on a number of the utilities, so this is total cost benchmarking.  We looked at two sets of issues.  One, does it matter on what basis you do the cost benchmarking?  That is, if you only use OM&A, does it matter to a utility's ranking versus what we consider to be a total cost benchmark?


If you look at total cost versus OM&A, we found that over 25 percent of the utilities had errors of anywhere between 10 and 44 percent of their rankings.


So, for example, if you look at utility number 1, 9, 10, 12 or 18, you can see that in some cases the ranking that they would have based on total cost is 10 to 44 percent different than the ranking they had with only OM&A.


So it does matter on what basis you do the benchmark.  Again, this included all of the capital and operating data that we collected during first generation, which included line losses, labour, material and capital.


Secondly, we looked at a series of issues on frontier analysis.  Now, I think frontier analysis - I will be generic and I will say whether it is frontier or slightly different and go, say, to the top quartile - has some advantages in incentive regulation, and there are some issues with it.  Those had been addressed, to some degree, a little bit earlier.


We actually looked at the data for Ontario over a ten-year period, 1988 to 1997, and we looked at an input-based DEA frontier analysis to look at whether or not it made sense and whether or not things like stability were an issue.  Did you get outliers in one year?  That is, some utility which had reported really unrepresentative cost was only an outlier because of that, and then disappeared in subsequent years.


What we found, looking at a ten-year period, '88 to '97, we found that the frontier was quite stable and there were not a lot of firms that were either moving on or off the frontier, and we decomposed the weights that were attributable to the various frontier firms.  So we were actually looking at which firms were influencing the benchmarking for the other firms, and that also was quite stable.


So on that basis -- and, again, I am certainly open to top quartile benchmarking, as well.  I think alternatives should be looked at, because I think if you have several and you can feel comfortable with the results, then you have a better system.


Now, I will be happy to talk more of this stuff off-line, but I do want to cover what is left, and here we're going to talk about reliability.


As PEG points out in the report, electric distribution connects customers to energy deliveries and to other important aspects, like reliability and quality of service and customer service, and they do mention that it is costly to provide those services and reliability.


So there is a cost impact from reliability and customer care.


Now, if you don't have a comprehensive benchmark and all you're looking at is benchmarking on cost, whether it is OM&A or total cost, certainly total cost is better, but benchmarking on cost of any kind without quality constraints and incentives is going to produce perverse results.  It is going to degrade the system.  That is consistent with the incentives that utilities have in incentive regulation, and it has been found to be true in the US, in Europe.  And in those jurisdictions, they have moved to service quality regulation and in some cases they have gone to, I say, looking at socially optimal levels.


Let's talk a little bit about, from a regulatory perspective, regulators, in general, and the Board itself have noted that in order to determine rates to be just and reasonable, you have to factor in the considerations for reliability and quality of service and customer support.  They're hand in hand with deliveries.  So you can't look at one without the other.


Back in first generation, it was intended to have service quality regulation incorporated within the PBR.  It wasn't feasible because of the lack of data for some utilities.


What was put in place was a historic benchmark.  Just do what you're doing for the prior three years.  After the first year, we'll look at the data and see if we can put in standards.  And by second generation - that is, you know, say 2003 - there would be -- as the Distribution Rate Handbook said, there would be financial consequences associated with those reliability standards.


Now, we have talked about firms internalizing cost and they will only optimize what is internal.  If customer interruption costs are external, they won't be included in the decision-making process.  For a lot of reasons that have to do operations of the utility, OM&A would be a favourite target within an IR scheme that did not consider quality, and you would see degradation of service.  


Now, this is not novel.  The Board discussed this in 1999 and they discussed it in the Board Staff consultation process that started in 2003, where the Staff went back and revisited some of these issues and had intended, I guess, at some point in the future, to issue the results of that consultative process.  


Now, that was 2003 and as far as I know, the reliability standards and the minimum customer care standards remain today what they were in 1999 or I should say 2000.  


Now, remember, in 2000 when the Distribution Rate Handbook came out, the standard was:  Do what you were doing if you had data.  So the standards today are consistent with the behaviour that was observed between say 1997 and 1999.  There has been no incentive to do anything beyond that.  


Now, in Europe they believe there has been an increasing demand for higher quality services by electric utilities and many of the regulators have put in place what they call a "continuing continuity improvement program".  They use "continuity" for "reliability".  


So I think the Europeans have decided that possibly not just the status quo is sufficient, and in some countries they’re actually going to a yardstick regulation process to incent utilities or force utilities to improve performance.


So they view the present as being not necessarily sufficient, and are incenting the utilities to act accordingly.


Now in North America there have been some experiences with reliability problems and some of the regulators have responded to those by mandating or tasking what utilities can do.


And that gets down to example of the tree-trimming cycle.  Some regulators are telling utilities because of problems they had after incentive regulation was put in place and the degradation that followed, they came back and said:  Okay.  You've got problems.  Here is how you're going to correct it.  You're going to go on this kind of cycle for tree-trimming.  You are going to go on this kind of budgeting plan for investment.  Some of them have even gone to the extent of saying:  You have to justify the number of crew you have in-house, okay.  You cannot depend on outsourced line crews, because when we have a regional emergency, you can't get access to those crews necessarily as soon as you need to.  So you have to justify what you have internally versus what our expectation is in terms of response. 


Now, I don't think that is necessarily the best way to go, but that is what some of the regulators in the States have done.  The Europeans have taken a somewhat more incentivized approach which I think is much more consistent   with the goals of incentive regulation and they have tried to align the interests of the utility and the customers and the shareholders, and to make those consistent with the IR.  


Now, in Europe, regulators like the Council of European Energy Regulators have documented and encouraged the adoption of service quality regulation.  They have put out three benchmark reports, now including about 19 of their members, to document what has gone on in service quality regulation, how it can be incorporated as part of an incentive regulatory scheme, and how they are using yardstick regulation to enhance the IR and to get higher or more socially optimal responses from the utilities.  


The regulators CEER documents the problems with going to IR - I'm not going to talk about those - but they do mention a sort of an interesting aspect, which is once you start degradation, it could take a long period of time in order to reverse that, and they have experienced a number of degradation issues.  They say it is possible we could have a long period of recovery time.  We want to mitigate that.  One way of doing that is to have multi-term period regulation.


So when they talked about service quality regulation, they're looking at a pattern across the terms of the plan.  So that actions that you undertake in the first term of the plan will have consequences in the second term, say five-year term, if you decide to degrade quality.  You can't escape just because the term ends.


Now, they talk about three aspects of this regulation.  First is measuring reliability correctly.  That is just not measuring utility performance, but it is measuring customer perception and the value that they place on that performance.


They're looking at regulation that will promote continuing improvement and reliability by internalizing these costs within the LDC planning process.


Then thirdly, trying to ensure comprehensive reliability by going to guaranteed payments.  Single customer guarantee payments.  And that is where the willingness to pay comes in.


They have used what economists call contingent valuation methods or willingness-to-pay surveys, say, in the UK.  They have actually used customer surveys of their value of reliability or interruptions to determine how much of a guaranteed payment the REX or LDCs will make to customers who say suffer outages.  In Norway, they have taken it one step further, and Sweden and a few others, where they use that data to actually internalize customer interruption costs within the LDC planning process, because they're interested -- the Norwegians have developed a long-term framework.  It is a comprehensive long-term framework that started about 1989, and they have progressively gone through a system of cost of service to get good data.  Then they put in place a PBR with a LDC variable.  


I will talk about that in a minute.  I am sort of getting ahead of myself.


So it has been used.  These issues that they have raised at CEER have actually been used, they're actually operational now in European countries.  


As I mentioned, Norway started a long-term process and they're now into, I believe, their third or fourth five-year term.  Somewhere in the first term of the plan, they decided that degradation was going to become an issue, so they began to specify this socially optimal network concept from which they would determine the consequences for O&M and investment budgets.


Now, they have actually collected, as I say, this data and this chart displays sort of a summary of their findings.  And what they found was that the customer interruption costs were greater than the LDCs' OM&A and line losses.  And they were about 80 percent of annual investment.


So these are not inconsequential sums we're dealing with.  What the regulator is trying to do is, they're trying to find the minimum total cost across all of those costs and the associated utility configurations or operations that are associated with those lowest total cost.


So if you need to increase reliability to reduce social costs, then you increase reliability and you map out what you need in terms of investment and OM&A.  


If it turns out that you're over the standard, well they're not going to force the utility to lower the standard, but maybe in some cases they have taken it to an extreme that doesn't need to be taken to, but that is really an empirical question.  But that is the way they're approaching it, rather than saying, Well, let's increase reliability or it's good enough, when nobody has any information on what is good or not enough.


I mean, what should it be and on what basis should you determine that?  


Now, the Board Staff did bring up yardstick regulation in 2003, and they said that it was a concept that was possible to apply.


In fact, in fact, as the CEER report documents, this has been widely applied in Europe, and the document describes how regulators in Italy, the UK, Hungary, Norway, Portugal, Spain and Sweden have all incorporated some form of service performance benchmarking or yardstick benchmarking into their regulatory framework.


It is not as though they have all chosen the same exact approach, it varies across the countries; but the goal is, to one degree or another, to have the utilities be accountable for the consequences of their action on the customers and the wider economy, and to ensure that the appropriate level of service quality and reliability are attained.  


And they want to put in place -- for example, in Italy one of the overriding concerns was that some of the districts had exceptionally high quality and reliability.  Others were much lower.


So in the short run, the regulator was quite concerned about that disparity and they fashioned a program.  They wanted to incent all of the utilities to raise their reliability in their case, but they were quite concerned that the worst performers actually regressed more towards the mean.


They have been very successful at that.  Not only have they increased the average level of reliability, there have been notable improvements among the worst performers.  


Now, I'm not saying that that is a direct analogy to Ontario in any way.  I am just saying that all of these regulators have come at the problem from varying perspectives.  The Norwegians are looking more at a socially optimal level.  The Italians thought that they had significant problems on the lower end of the distribution, and they wanted to rectify that problem first. 


But they have all begun to realize that the distribution system doesn't operate in isolation.  It is not all about OM&A and capital within the utility.  It has much wider consequences, and those consequences --


MR. COWAN:  Dr. Cronin, excuse my interruption.  I wonder if we would be able to ask you if you could visualize a way to, within a couple of minutes, bring us to an endpoint.


DR. CRONIN:  I am going to visualize that in, like, the next minute.


MR. COWAN:  Cool.


DR. CRONIN:  Anyway, so all I'm saying is the Europeans have sort of come to a concept on reliability and service quality, that it needs to be addressed.  They have chosen different ways to do that, but the one universal for those - and there are quite a few that have done it - is that they're trying to bring that into the planning process.


Now, the guide asked for some specific recommendations on some of these high priority upgrades and staged approaches and rate-making.


Let me just say that I am fundamentally concerned about the data that is being used or proposed to be used.  I don't think there is any methodology that is going to overcome inherently deficient data.  And it depends upon what the goal of benchmarking is.


I think one of the problems for me, anyway, when I look at benchmarking and IR, I don't quite understand what the Board's objective is.


Now, when I look, say, at the Norwegian case, it is pretty clear they had a long-term concept.  They laid out an approach.  They followed through on three 15-year periods of regulation.  Along the way, there were things that they had to bring in or modify.  But, I mean, at the beginning, it started out using a universal X factor of, like, 1.5 percent that they had gotten from their frontier expectation.  


They expected all firms to continue to improve, as the frontier had, according to their analysis.  They then expected each utility to have a varying X factor which ranged from zero to 3, zero for those who -- on the frontier, and 3 for those who were 20 percent inefficient or more.


But during the first five-year term of that, they only expected the utilities who were inefficient to eliminate, let's say -- I don't remember exactly, but let's say it was 40 percent of their inefficiency.  Then the second five-year term, they re-did the analysis, recalibrated the benchmarking.  Any remaining efficiency they, again, had the zero to 4-1/2 percent X factors. 


They said, Okay, you need to eliminate another, say, 40 percent over that five-year term.  So over a ten-year period, you are looking at maybe 60, 70 percent of the inefficiency being eliminated.  They're now in their third or fourth term.  I lose count.


So it has been a staged approach.  It has been based on some very comprehensive data.  Along the way, they have brought in this internalization aspect to it, because of their concern over degradation.


It was well reasoned.  You know, they didn't have any data that the Board doesn't already have or couldn't get from the utilities.


Anyone who wants to see all of the other particular points, you can go to the presentation or the short version of the report, or I would be happy to talk to you off-line at any time.


Let me just summarize by saying the bottom line is, without comprehensive data and without looking at the joint production aspect of utility operations - so energy plus reliability - none of the regulatory applications should be considered that are discussed in the guide or the PEG report.  


I don't think any regulatory application should be made with data unless it is comprehensive and analyzes a utility's joint and total operations.


Further, I believe that benchmarking or IR built on such a faulty framework, which lacks total cost or reliability, is likely to fail, and it will surely produce unwanted and negative consequences that may take years to reverse.


So that is the bottom line, from my point of view.  You should do it right or you shouldn't do it.  If you're going to do it right, you've got a lot of the data.  This is not rocket science.  You know, the system that has been put in place and has been in place for years produced very high quality data in 1999.  That could all be brought forward, I don't think, without much problem.


I am probably as hungry as everyone else.


MR. COWAN:  Thank you very much.  I wonder if there are any clarifying questions before we do break for lunch?  Bill?  This is Mr. Harper.


MR. HARPER:  This is Bill Harper.  Frank, I would like to flip back to -- it is around slide 11 or so where you were talking about the capitalized labour shares.  I just wanted to clarify in my mind, when you said "percentage of labour capitalized", was that meant to be, in that particular year, what percentage of their labour costs were capitalized?  Like, just as a matter of we have the total labour cost for the company, what percent was capitalized?


DR. CRONIN:  Yes.


MR. HARPER:  Just as an observation, I mean, you could have companies -- you could have, like, 15 utilities with exactly the same capitalization policy, but if one company is doing no capital construction in that year, and the other company is spending half their effort on capital construction, then you're going to have numbers of zero or 50 percent with exactly the same policies and exactly the same directives from the Board.  


So I was struggling a little bit with whether this data that you are showing mere was actually exhibiting a problem in reporting and a problem in standardization or not.


DR. CRONIN:  Yes.  Since there are more than one year of data, you could look at that question.  It could be either of the issues that you raise.  But my point of view is neither of those has to be a problem, whether it is the consequences of operational imperatives - that is, the kind of work they're doing - or just that they're -- that they have different policies.


I mean, the fact is when you observe the data, there are differences.  


MR. COWAN:  Is it not -- I have the same concern as Mr. Harper and as I think our representative from Hydro One raised.  To the extent that you don't know what the reason is, isn't it very risky to rely on the statistic that goes from zero to 50 percent as though it is indicative of something?  


DR. CRONIN:  I don't know.  If it turns out that the 50 percent utility was not only equal to the zero utility, but what if it is one of the most efficient in the province?  


I mean, why do we care how we get there?  Isn't the issue really where they are?  


MR. COWAN:  If you are assuming that total cost is the basis upon which you are going to set their electricity rates, I would agree with you.  


DR. CRONIN:  Don't, don't, don't -- 


MR. COWAN:  I don't think the regulators are setting the rates on total cost.  


DR. CRONIN:  I don't know.  Could you explain how rates are set, then?  


MR. SHEPHERD:  They are now.  


MR. COWAN:  Well, they use -- capital cost is used in determining rate base, which is indirectly included back in the revenue-requirement calculation through a return calculation and depreciation allocation, not as a direct cost on its own.  


DR. CRONIN:  But that is all included in the way capital is fashioned here.  


MR. COWAN:  Except what you're suggesting is by taking the sum of two numbers, operating cost and capital additions, you have something that can be studied up close and personal and get some differentiation between -- 


DR. CRONIN:  That's not capital.  Yes, I guess I am having a confusion between the rate-setting that isn't based on total cost, because, you know, I think -- I think total costs are very consistent with how rates are set.  


MR. COWAN:  I thought I outlined to you how rates are set.  You didn't disagree with what I said.  


DR. CRONIN:  Well, the measure of capital that was done back in the first generation that was calculated for the PBR perspective had taxes, depreciation, retirements and additions built into it.  And it then had an opportunity cost of capital -- 


MR. COWAN:  Do you agree with that this, that the revenue requirement on a conventional cost-of-service proceeding is set by taking cost -- starting with OM&A cost -- adding into it a depreciation component, and adding into it a return component based on the in-service rate base and the taxes, as well; would you agree with that?  


MR. SHEPHERD:  Sorry, isn't that just how you measure the capital component?  


MR. COWAN:  That's how it is injected into the calculation.  But the notion that, in fact, total cost is what you want to look at is what I thought the proposition was. 


MR. SHEPHERD:  Nobody is suggesting you take capital costs for one year and treat them as a measure of that year's performance, are they?  


DR. CRONIN:  No, I'm not.  I'm saying the problems with OM&A, when you simply try to standardize OM&A by bringing back the capitalized labour, the rankings that you get are totally different than what you get only with OM&A.  


MR. COWAN:  Yes.  I think Mr. Harper and I are exploring with you the question of why you have been able to draw a conclusion that there is such variable performance when there are so many other factors that could affect that attribution between zero and 50 percent.  


DR. CRONIN:  I am not ascribing differences to the accounting.  I am simply reporting that there are differences.  


MR. COWAN:  Yes.  


DR. CRONIN:  That's all.  If you looked at one year of data -- 


MR. COWAN:  Fair enough.  Okay.  So on that basis, then, my conclusion is that that doesn't tell me anything except that it is an observed fact.  


DR. CRONIN:  That's right.  


MR. COWAN:  And the fact that it has occurred has many different potential reasons why it could have happened. 


DR. CRONIN:  Absolutely.  


MR. COWAN:  All right.  Fair enough.  Mr. McLorg. 


MR. McLORG:  Thanks.  I don't want to belabour this.  I only wanted to say I certainly did not understand Dr. Cronin to be using the term "total cost" as denoting OM&A plus capital costs literally.  


I understood it to be referring synonymously to revenue requirement.  In other words, the construct that you outlined -- 


MR. COWAN:  Right. 


MR. McLORG:  -- with the inclusion of the revenue requirement consequences of capital investment in a given year.  


MR. COWAN:  Fair enough.  


MR. McLORG:  That, I think, would reflect differences that would appear in the way that utilities allocated their costs as between OPEX and capital.  


But the -- I guess the -- I certainly did not get any indication that there was an idea that somehow we lumped together OM&A with capital literally. 


MR. COWAN:  Fair enough.  That is a distinct clarification, as far as I am concerned.  


Any other points before we break for lunch?  I think our plan was to reconvene at 2 o'clock and being as that is 35 minutes away, perhaps with a little luck we could make it by about ten past two, if that would be agreeable to people.  Thank you very much.  We will see you later.  


--- Luncheon recess taken at 1:22 p.m. 


--- Upon resuming at 2:10 p.m.


MR. COWAN:  Could we reconvene, folks?  Okay, folks, thank you very much for reconvening.


Perhaps we could move into panel discussion.  I don't have any particular structure that I want to suggest for this, other than to say that we know there were points of interest, I suspect, in the presentations that were made this morning.


So I would invite people to simply speak to those.  I wonder if, amongst the three experts that we have heard from, there are any questions that they wish to put to each other as perhaps a start.


MR. SHEPHERD:  Time is up.


Panel Discussion:


MR. COWAN:  I might pose one to Dr. Yatchew, just to start the ball rolling, if I might, and that is whether he -- whether we were hearing it correctly that -- I think there was a comment somewhere you made that benchmarking wasn't actually that necessary in the context of moving forward with incentive regulation, or did I mishear that?


DR. YATCHEW:  The point I was trying to make was that, initially, one of the drivers behind moving away from cost-of-service regulation was not only that there was the potential for greater efficiency gains, but there was the hope that there would be less of a regulatory burden.


MR. COWAN:  Hmm-hmm.


DR. YATCHEW:  And I think, in at least electricity, in the electricity business, that hasn't yet proved to be the case.


The informational requirements of good incentive regulation seem to be actually quite high.  In the old days, 25 years ago, 20 years ago, we were going through Ontario Hydro rate hearings here every year; very huge informational requirements.


It's not clear in hindsight how much those hearings accomplished, per se.  Since that time, we have now begun to think about electricity regulation, and regulation in general, very differently; that is, this incentive regulation element should be reducing the regulatory burden.  


What I'm saying is it doesn't, necessarily; that's not necessarily the case.  I can see real merit in estimating the kinds of models that have been put forth by Dr. Lowry as sort of -- as the first step, particularly in Ontario where you've got a large database.


MR. COWAN:  Right.


DR. YATCHEW:  Very large compared to virtually any other jurisdiction in the world and with data that are -- however we can malign the quality of the data and what has better data, these are still very good data compared to what you observe in other jurisdictions.


MR. COWAN:  I think one of the things the Board is looking to is a lighter burden, in the sense that maybe the information requirements won't reduce. 


It is not clear they will increase in terms of what is expected to be reported, depending on how we work through everything that is being discussed here today, but recognizing that there is an interval that occurs for a number of years during which the incentive program is in force.  It means at least the various distributors don't have to appear before the Board unless there is something that suggests the service quality has deteriorated or something unusual has happened.  


That may be seen by some as a lightening of a burden, but it remains to be seen, of course.


Then, Mr. Shepherd, are you...


MR. SHEPHERD:  I have some questions.  Just as an aside, it is probably not fair to compare to the HR hearings, given that they weren't binding, and that was probably the biggest problem with them.  


My mike is on and I'm not hiding it.  I am just such a soft-spoken guy.


[Laughter]


MR. SHEPHERD:  I have four questions, so probably the easiest thing to do is I will deal with the first one, and then I will get my turn later.


DR. CRONIN:  Can I just interject on the prior question?


MR. SHEPHERD:  Sure.


DR. CRONIN:  I would just like to expand a bit on what Professor Yatchew has commented on.


Back in the '70s especially, you know, some of the rate hearings became quite contentious throughout North America, because of the issue of cost of capital with inflation running as high as 18 percent a year.  You got into a lot of the issues of the nuclear plants everywhere, so those became quite contentious. 


It seemed like regulators were looking for an alternative, and you had a few articles published by Baumol, and some others in the late '70s, which offered what we call now PBR or IR as an alternative.  


There seemed to be hope that rather than fighting about the cost of capital, sort of like how many angels can dance on the head of a pin, we could all agree on the concepts that we would need to do PBR or IR and get on with the process.  But it seems like, at least for the beginning decade or two of incentive regulation, especially, say, in the telcos in the US, there were lengthy fights about how to measure these concepts like productivity, or how you should measure input prices.  So you sort of traded subject matter.  


And in some cases, like at the FCC, the proceedings lasted for years, and by years I mean three or four years.  So you traded subject matter and you argued about the cost of capital and input price indices -- sorry, TFP measures.


Now you look at sort of alternative examples of how IR might work.  On the one hand, you have the UK, which Dr. Lowry has commented on previously, where every three or four or five years they go through these benchmarking exercises and they don't have standard data, and they get down to incredibly micro levels of management and they make all of these decisions about what is best for the utility, as opposed to, say, Norway, where they seem to have put in place something that works a bit more expeditiously; and, after you have done the analysis, seems to take a lot less effort to keep it going year to year, and then when they roll over into a five-year term, they're not really changing the essence of the framework.  They're just updating the parameters.


So I think -- you know, I think there are examples of IR where they've gotten to the point where there was hope a couple of decades ago, but there's continuing examples where, say, in the UK you might almost look at their application of IR as an alternative of cost of capital -- of the cost of service, but there is not much difference between the two in terms of the information that is required by the regulator.  


MR. SHEPHERD:  Can you hear me now?  How about now?  That's better.


My first question is an assumption that everybody appears to be using, which is that utility size - that is, not geographic size, but number of customers or throughput or whatever - is an exogenous variable.


If regulation is to be a proxy for the competitive markets, normally the competitive markets force you to get to an optimal size or you can't compete.


Why do you feel that we should allow utilities to choose to be too small to have economies of scale and require their ratepayers to pay for that?


DR. LOWRY:  I would just start this, that interesting discussion, with the comment that we have these estimates that suggest scale economies, and Dr. Yatchew is less convinced of those.  We can and should have a discussion about that.


But I think that the actual economies of uniting side-by-side distributors has never been ferreted out the way it could.  In other words, sometimes you're looking at, let's say -- let's say one city -- let's say one utility serves London Ontario, another serves Toronto.  That is one thing.  So maybe there's some identifiable scale economies between those two.  But if you're talking about merging London and Windsor, I still think we don't know as much as we would like to about the actual economies in such mergers.  


I, for one, have never done a study that tries to sort of separate those two kinds of potential scale economies, those from side-to-side mergers of systems, and those from serving an inherently bigger area compared to another. 


MR. SHEPHERD:  Even if that is true, I guess the question remains:  How do you justify treating it as an exogenous variable if you haven't determined whether, in fact, it is something that either is or should be within management's control?  


DR. LOWRY:  Well, I would like to hear what Dr. Yatchew has to say about this, but again to me it hasn't been conclusively demonstrated the benefits of such mergers.  


In answer to your question, I suppose it could be said that if you could demonstrate it, then this issue arises.  


I believe that some of the benchmarking in Europe has addressed that and considered that.  


DR. YATCHEW:  My preference would be this:  If there are real economies available out there that would be realized through mergers, rather than trying to impose the solution by trying to estimate what minimum efficient scale is, it would seem to be -- seem to me to make more sense to create an environment or to ensure that an environment is present where utilities can merge those that find it mutually beneficial, and can benefit from those mergers for a sufficient period of time.  


So for example, if a lot of the costs of mergers are borne very early in the merger process -- even prior to the merger process -- and if after the merger within 18 months, the utility needs to go through rebasing, it's going to lose those benefits, then that is not going to create incentives for mergers.  


What I would rather see is that let's say a five-year period is available over which the benefits of the mergers can be realized, and then we will observe the mergers that are beneficial.  


Now, you mentioned the issue of endogenaity or exogenaity of scale as a right-hand side variable.  I'm not sure whether you are actually alluding to the statistical issues arising out of endogenaity versus -- 


MR. SHEPHERD:  No, I don't understand them.  


DR. YATCHEW:  Then I won't address them except to say I would be very surprised even if you used statistical techniques that "corrected for engodenaity," that you would get a different result then you would get treating them as exogenous. 


DR. CRONIN:  Can I respond?  In the first generation of the Norwegian plan, the NEV, the regulator, actually commented about this and said that there had been speculation about potential merger savings and they had at that point way over 200 utilities.  


Their response at least as published in one of their early working papers on the PBR was that they didn't have the data or capacity to sort out mergers that made sense or didn't make sense and they weren't going to try to legislate one way or another.  But they were going to allow the market to sort out those that made sense.  And that seems to have worked reasonably well, there.  


MR. SHEPHERD:  All right.  


DR. LOWRY:  I might just say one more thing.  Certainly longer PBR plans with no provision to suspend the plans in the event of a merger could certainly encourage natural, you know, mergers that seem, to the parties, to be advantageous because they would pocket the merger savings for a period of time.  


I know in the United States, very often even if you are under a plan -- not always -- when you are under a multi-year plan, sometimes, somehow mergers are different and you will suspend the plan and reset and share the merger benefits before you go on.  It does happen sometimes.  


But here, if they didn't do that, I think you might see an acceleration of mergers that the parties thought were desirable.  


MR. COWAN:  I guess I would be interested in clarifying the question a little.  The question that you posed is whether the size is, if it not an exogenous variable, I guess what I'm not clear is, what do you see turning on that that might help us understand -- 


MR. SHEPHERD:  Well, say, for example, you could say to a utility:   If you want to stay small, that's fine.  But you're going to get rates comparable to and allowance for revenue requirement comparable to a larger utility.  If you choose not to get economies of scale, that's your choice.  It is a local political decision.  But your ratepayers shouldn't have to pay for that. 


MR. COWAN:  As one construct, for instance?  


MR. SHEPHERD:  Exactly.  


MR. COWAN:  Mr. Harper. 


MR. HARPER:  Actually I want to go back.  I think all three presenters this morning to a greater or lesser degree had concerns about the fact that capital wasn't included in the current construct all the way from:  Let's not do it unless we can, to sort of, maybe, you know, we acknowledge it is a problem but we maybe have to live with it.  I was wondering maybe particularly for Dr. Yatchew and Dr. Cronin who feel more compelled that it necessarily has to be in.  


If we're looking forward and thinking not the long term but shorter term which is maybe going to be the development of the third generation IRM, is there any practical approaches to try to include capital in the construct that could be, say, implemented over the next six months?  Because I think that is the time frame we're looking at to have some results come out that would actually be useful to help inform our third generation IRM.  


So I think I heard being talks about collecting data over the long term.  I was more struggling with is there anything practically we could do in the short term that would inform it.  Dr. Lowry, you have the observations as well.  I think I would like to hear them because I think this would help any of us who are going to be sitting around the table 24 hours from now and starting to think about the other issue a little bit.  


DR. LOWRY:  I think there are definitely some things that can be done.  Particularly after hearing Mr. Cronin's commentary, I think you left the impression that unless you do -- you either do a total cost function or don't do anything at all.  Maybe even throw in doing service quality simultaneously as well.  


I would dispute that.  For one thing, as I pointed out earlier in my presentation, there exists such a thing as a restricted or short-run cost function that essentially, if done properly, controls for the amount of capital when evaluating O&M, such that a company would not, in principle, benefit from adding a lot of capital to get down their O&M because to the extent that they do that, the benchmark gets harder and harder for them.  


I am not so sure that progress can't be been made there with one variable or another.  As I mentioned this morning, not only in some of our models did we get comparatively crude measures like gross plant additions to come in with the right sign, in other words, a negative – well, a desirable sign, a negative sign.  But so did Cristiansen & Associates when they did the work on comparison and cohorts.  I think with one year of additional data we might routinely get that or better measures to come in. 


Also, I mentioned several times in the course of the presentation this morning that a system-age variables of one sort or another could be added.  That is only one dimension of capital cost.  It doesn't get into more of the gold-plating part of it or something that might pick up a propensity to capitalize O&M expenses, but those things, I think, can work.  


In fact, just to mention another possible idea is just to get everyone to report the percentage of their gross O&M expenses which they're capitalizing on an annual basis could be very helpful.  So that is one way to go. 


I would also like to comment about the idea and the merit of benchmarking the total capital cost or total cost again, because some of the disadvantages of that, perhaps, didn't come through clearly enough.  


For one, again, this is not just benchmarking management on its current activities.  It is holding the company to judge for the many decisions that were made in the past.  That is undesirable.  


Also, the fact that with total cost, there is an issue -- there is a very large issue of system age and the pattern of customer additions to be reckoned with in a power distribution system.


Anybody that thinks that it is really easy to benchmark total cost would be mistaken, because sometimes with a total cost analysis, the utility could really look good because they haven't added a lot of customers in the last ten years compared to someone serving suburban Toronto that is adding a whole heck of a lot of customers.  That is another can of worms to consider.


Also, yet another idea would be to benchmark CAPEX.  We haven't really talked about that.  That is an interesting idea, and it is also appealing because we have utilities in the province that have made the representation that they need to make these major capital expenditures now.  


If you had some capability to do that, you would be in a better position to appraise, you know, whether they really need those large additions.


That said, rigorous benchmarking of CAPEX is very much on the frontier of benchmarking, because it involves considerations of future economic conditions, unlike some of these other -- unlike, say, O&M expenses.  


So I hope I wasn't too confusing with my answer.  I was getting off my chest a number of things related to this.


But I do think, in short, that -- oh, one other thing I will say is that we are being given by the Board this time some of the plant addition data going back how many years, Bill?


MR. COWAN:  It goes back to 2002 through to 2006.  That is posted on the Board's website.


DR. LOWRY:  That is something we will have to play with.  I think we could perhaps ferret out net plant additions if we wanted to, as well.


Then the idea was to alluded to by Frank of possibly, for a smaller sample of utilities, getting the data that he had gathered going back much further in time.  It is really good enough to do pretty -- you know, the kind of kosher work that has been done for the United States.  That's another possibility. 


These things involve more expenditures of effort, but they could be done.


I think, to my way of thinking, one of the things that would be nice to get some consensus on, or at least an airing of view on it, Hey, people have been talking about the service quality.  They have been talking about capital.  What is the consensus really as to what we're going to do about those going forward?


MR. COWAN:  Of course we're hoping that that is kind of the sense we might get as today and tomorrow unfold.  But, Bill, your question was relating whether there were any practical approaches we could take in the next six months.  


Dr. Lowry referred to perhaps some sort of a narrow analysis.  I wonder if he could explain a little more fully as to what that short-run analysis might look like.


DR. LOWRY:  It is my hope, candidly, that with even one more year of data that we have, the 2006 data, that some of the variables that are a little bit on the margin, that maybe came in in some models and haven't come in in others, will now come in to the point where they can be integrated into the analysis not only in direct econometric benchmarking, but, in theory, to the selection of a peer group, as well.


So potentially to get some sort of a rougher or the best-available indicator of the capital size and/or some sort of a system age variable.  


I think there is a decent chance we could get one or both of those to come in with just this new year of data.  That not only could be done within six months, that could be done within one month, potentially.


MR. COWAN:  Mr. McLorg, I think, had a question or comment.


DR. CRONIN:  Could I respond?


MR. COWAN:  Yes, indeed.


DR. CRONIN:  Let me just pick up on what Dr. Lowry was commenting on.


What we're talking about is trying to measure capital and coming up with the most reasonable measure that we can use for benchmarking.


Now, nothing is perfect.  The question is, if you're going to settle on one -- and maybe you don't have to settle on one if there are issues, but some are better than others.


If capital is 70 percent of cost, capital and line losses -- and I think in the PEG report they talk about capital going from 40 -- 45 to 60, and line losses can range above 10 percent, we're talking about 60 to 70 percent of costs which are not reflected in the analysis now.


Now, that is a problem.  You could go down the path of doing a short run cost function, but, as Dr. Lowry had commented before, you still have to control for capital.


Now, they had talked in the PEG report about using gross book value.  The question is:  Does gross book value provide an accurate representation of real capital cost?


What we found back in '99 was it did not, that it distorted the perception of what amount of capital was being used by utilities.


So I don't know that gross book value would be a reasonable alternative.  To know that, you have to have some measure that you think is a reasonable approach, say, like what PEG has done.  What we did in '99 was very similar to what PEG has done on the gas side with the two gas utilities and is what they labelled as the serious approach.


What we're suggesting is to do the approach of what PEG called in their work "serious and scholarly" as opposed to the shortcut that they had employed.


Now, gross book value I don't believe gets you close to what you need.


PEG says in the report that assets last 30 to 50 years.  If you are using plant addition data and you have 50 years of data, that probably is an accurate representation of the amount of capital  I mean, appropriately adjusted for everything - that is probably an accurate representation of capital.  Maybe 40 years is accurate, maybe 30 years, but it is an empirical question:   How many years of data of plant addition -- and I assume retirements, or maybe it is plant additions going forward.


How many years of plant addition data do you need so that when you accumulate it, it's giving you an accurate representation of the amount of capital that the utility has in the system?


I don't know.  I don't think it is five years.  I know at 50 I'm sure it is.  I don't know where in between you get to a good approximation.


Now --


MR. COWAN:  Dr. Cronin, are you saying that -- I'm just trying to clarify what you're saying.  Are you saying that the use of short-run cost function related to capital wouldn't be instructive?


DR. CRONIN:  I'm saying you have to have representation of capital to do that.  So you have to have capital in order to estimate that function, because you're holding capital constant.


MR. COWAN:  I presume the costs that would be injected into the short run cost function would be capital cost, but maybe I misunderstood.


DR. CRONIN:  No, they're variable costs on the left-hand side and quantity of capital on the right-hand side.


MR. COWAN:  Fair enough.


DR. CRONIN:  I mean, that's what PEG lays out in the report.  They talked about estimating the short run cost function.


Now, I'm not saying I completely understand what they did, but it appears as though, in the models that they document in the report, they don't include the capital measure that they say they're going to use to proxy capital.


In fact, I don't think that is a good proxy measure to begin with.  Plant additions might be, if you had it for a really long time.  I don't know how long is enough, okay, if 50 is, 40 is.  I don't know.  I'm pretty sure five isn't.


MR. COWAN:  But that brings me back to the concern I had at the beginning.  If the cycle associated with capital is so long, then how dominant is it in terms of current thinking, in terms of trying to determine current rates?  I'm still confused about that, because on the one hand we're saying, Oh, you can't do it with two or three or four years of data; you have to go to 50 years.


DR. CRONIN:  I am going to comment and I am going to suggest to build on what Dr. Lowry said.  There are legacy issues with capital, but that is true of any corporation or company in the marketplace.


You just can't divest what happened the year before the new CEO took over.  Your plants are where they are.  Your labour contracts are what they are.  That is it.  Now, you can make changes going forward, but you're going to be evaluated in the marketplace and by your board of directors and by shareholders for how you operate in the here and now, given everything that happened that you may not be responsible for.  


At some point, someone has to take responsibility for the way things are.


Now, the number of customers added, you know, I think, again, what we need is an appropriate measure of capital to capture the 70 percent of costs that we know underlies the rates that people pay.


I believe, to get back to Bill's original question, I believe that the data that was collected back in '99 is directly applicable to these applications.  People spent thousands of man-hours across hundreds of representatives on the task force and hundreds of LDCs to put the data together and file it with the OEB.  


I think that data should be brought forward.  It could be easily done for the 48 that we finished which included, I believe, every large utility and a good number of the medium and a sampling of small.  


The other utilities – again, I don't have an exact count on who filed the capital data.  We had 285 filed the yardstick data which asked for dozens of characteristics and other data.  That was 285 I personally counted.  


MR. COWAN:  I wonder if I could speak to the availability of that data, and I know there are a couple of other folks that want to comment.  I noticed Dr. Yatchew and Mr. Adams and then Mr. McLorg as well as Mr. Shepherd.  


One of the things that we have -- you have referred to your favourite study of 1999 many times, which is fair enough.  


DR. CRONIN:  It may not be my favourite but -- 


MR. COWAN:  Fair enough.  But one of the things about that, in terms of the data, is -- 


DR. CRONIN:  Actually, it was a Board study.  


MR. COWAN:  Indeed, but the availability of the data now and then secondly its admissibility on to the public record.  


At this point, I don't have confidence that we can put it on the public record, given what it is, that I understand it to be the trial balance financial information that is, at this point, identified as confidential information under the Board's filing system.  


So I have some -- I have to get through that, if indeed that is what it is and that is what I believe it is.  


Then the second thing is whether or not the data files are still available.  Now, that is in fact my problem, I suppose, in terms of archaeology is doing some digging to find it.  


DR. CRONIN:  Can I just respond?  


MR. COWAN:  Sure, by all means. 


DR. CRONIN:  I'm not an expert in all of the terminology that the Board is using, but the data that we collected in '99 had nothing to do with any of the current Board systems, the trial balance accounts.  It was a totally separate collection of data.  


MR. COWAN:  Gathered independently from the 300-odd utilities?  


DR. CRONIN:  Yes, yes. 


MR. COWAN:  Okay.  So is it your view that that is public data?  


DR. CRONIN:  Well, is it public data?  I think that is a slightly more complex issue.  It should be public data.  There was -- maybe I should ...


MR. COWAN:  Maybe that is just a question of fact.  


DR. CRONIN:  I probably shouldn't be the one to answer that.  


MR. COWAN:  Fine. 


DR. CRONIN:  Let me just explain further.  That data was collected in order to do the kind of analysis that is being asked for now and we did it back then. 


MR. COWAN:  Fair enough.  


DR. CRONIN:  That is what -- then the PBR annual filings were supposed to update that data for exactly that purpose.  


I can't speak to the legality of it.  


MR. COWAN:  Fair enough.  But that is well enough understood to mean that if we can get a hold of it, that it would be beneficial if it is possible to share it.  So we will take that as a suggestion.  


I wonder if we should continue around the loop here.  I'm not quite sure where we are on it.  I wonder if, Dr. Yatchew, with all due respect, Mr. Shepherd, whether we mind if it is your turn, if you are so inclined.  


DR. YATCHEW:  A great deal of ground has been covered in the preceding comments.  


Let me express the following.  First of all, I would be supportive of the idea of using the historic data, if they were available and if they could be made compatible with the data that are presently being used in the modelling exercise.  


If that is the case, it may not be such a long exercise.  Certainly we're not talking about years.  So it may very well be useable -- 


MR. COWAN:  Oh, not coming through. 


DR. YATCHEW:  It may very well be useable in a relatively short period of time.  


The fact that you may not have data on the entire population of utilities at that time and certainly not at this time doesn't bother me.  There are statistical techniques for dealing with that.  Nor would it necessarily worry me that much from an equity point of view, that some utilities may have sort of greater representation in the data.  More information is better than less information.  


The other element I would like to inject really as a question at this point, rather than trying to answer it, is this:  If it is not possible to benchmark all elements of costs, total cost functions, at this point in time, that has implications it would seem to me for the incentive regulation regime that comes into play.  In particular, one way of trying to control capital costs is to actually have the Board review capital plans for an extended -- let's say for the five-year window, rather than determining it on a one-year basis and plugging in a -- 


MR. COWAN:  Hmm-hmm, yes.  


DR. YATCHEW:  So as a first and general observation, without suggesting I have a final view on it, it would seem to me that OM&A modelling would be more compatible with a longer-term view of capital expenditures, rather than sort of a single year view.  


MR. COWAN:  Thank you.  Fair observation.  I understand what you mean.  Mr. Adams, did you...


MR. ADAMS:  I want to -- one specific question to Dr. Cronin and then a general question for all of the presenters this morning.  


Dr. Cronin, one of the points you was making was that line loss should be included in cost estimation models.  


One of the things that troubles me about that is that in the physical operation of utilities, to some extent line loss is an endogenous variable, in some extent it is an exogenous variable.



For example, if a utility service territory, has a change in its load due to, for example, industrial plant coming on or going off, it can change the loads on feeders.  It can change the phase balance.  It can do a lot of things that have impacts on line loss that have nothing to do with the managerial acumen of the management.


So for the purposes of cost modelling, my question is:  How do you separately identify the endogenous and exogenous components of line loss?  


Should I present my other question, and then just stand down or... or let you answer first?  My second question doesn't hang on the first question.  


MR. COWAN:  Why don't we wait then and let's see how we...


MR. ADAMS:  The second question is...


MR. COWAN:  No, I meant -- we will take the answer first.  


DR. CRONIN:  Well, Tom, I think you bring up a good point.  Again, nothing is perfect.  But right now what we're looking at is the fact that, you know, I believe back in the decade that we looked at of data in first generation, and I don't know that this is necessarily what we would find now, but there were utilities that had as much as 15, 18 percent of costs that were line-loss related.  The intention was to basically try to rectify that.  So we wanted to put that within the benchmarking, the PBR. 


Now, right now the line losses and certainly, you know, 10 percent would not be atypical, or not being looked at at all.  There is no incentive.  There is no incentive.  


Now, in the UK they faced this problem and they noticed that they were having an increasing problem with line losses and they started the benchmark on that and reward people for bringing those down.  


I think in the instance where you point out there's been some external factor what has come into play, I think the LDCs should be allowed to notify the Board there maybe something that is going to be different going forward than what you had seen in the past. 


You don't necessarily have to use one year of data or one quarter.  I think the point is that we're trying to figure out a way of bringing more of the cost into the incentive framework, however we do that.  


MR. ADAMS:  Let me just posit a possible solution.  What about a time series for an individual utility based on their historical performance?  If they can improve on it, then they are considered for a credit.  If they can't, then they have an opportunity to explain why maybe something --


DR. CRONIN:  I think, if I thought about that, I think that is what happens in first generation.


MR. ADAMS:  Rather than benchmarking against each other.  You have these rural utilities that have long -- the circuit kilometres per customer are way out there.  Of course they're going to have losses.  They can't be compared with an urban utility.


MR. COWAN:  Should we move to your second?


MR. ADAMS:  Yes, sure.  The second question is:  For practical application of these concepts that we're talking about here for rates purposes -- like, I don't want to let the perfect be the enemy of the possible here.  I want to get to kind of a practical solution.


There were some threads of it coming up in the conversation.  Dr. Yatchew talked about an observation that if you normalize on a cost-per-customer basis, the R-squared might drop to 40 or 60 percent, something like that range.


Is that good enough, or do we have to get to something a little better than that before you can make practical application of this?  I'm just trying to figure out, what is the criteria for minimally acceptable cost modelling here?


DR. YATCHEW:  Well, first of all, I think that if you take a look at the application of financial market analysis to determine returns on capital, for example, or determine the appropriate capital structures, the quality of fit in those models is often worse than 40 to 60 percent.  So people have to make policy decisions, and they do, when they have to.


If goodness of fit measures of 50 percent is what we have to work with, that's what you have to work with.  The question is:  Is the information there informative and how should it be used?


So I don't have a specific criteria, an R-squared value over which I would suggest would qualify a statistical exercise to be justifiably used by a regulator.


MR. COWAN:  I think Ms. Stickwood had something.


MS. STICKWOOD:  I think Colin was first.


MR. COWAN:  Okay, Mr. McLorg.


MR. McLORG:  Ladies first.


MS. STICKWOOD:  Yes.  Go ahead.


[Laughter]


MR. McLORG:  Thanks, Bill and Laurie.  I want to come back to the discussion around capital and how we can deal with that issue.  So it would probably be most helpful if I state my question first, and then I can give you the preamble and the underpinning of the question.


The question is:  For purposes of practical application in the immediate future, do you see problems with incorporating a measure of the capital-related revenue requirement, composed of depreciation, return, taxes, et cetera, into the analysis?


So there is my question.  The underpinning is that I think that there is consensus around the room, among most parties, that the absence of capital in the analysis is a big problem and that it distorts the results in a meaningful way.  And I think there is consensus around the room that we should be guided in a real world setting by what matters to customers.  


I think what matters to customers, most people would agree, would be the service quality that they are provided with and the bill that they have to pay.


So with those kinds of considerations as underpinnings, I really am wondering whether we can't refocus this on something that is more understandable to the customer, is more tangible to all of the utility and other stakeholders in the room and is actually possible to do.  


The side comment I was going to make about the exercise of getting capital data back to 1965, or whatever it is, or, you know, capital additions from 1990 or number of customers added from 1990 is we waited a long time for that.  


Most people are simply not able to do it, and if it were, even within sight, the costs of doing it would be, I think, really, really considerable for most utilities whose regulatory resources are stretched, you know, bare now.


MR. COWAN:  It behooves Board Staff to make the first move, if the utilities are supportive, to try to see if it already is within the data stream that we already have, somewhere within the Board's grasp.  So that might help.  


Otherwise, yes, I can see that you would have a rather onerous task that could drive you crazy.


MR. McLORG:  Well, let's just agree on that point for right now.


[Laughter]


MR. McLORG:  And I will -- I have actually 17 other questions.  I don't know whether I will be able to get through them all, and I will stop after this one, but what I would like to find out from the experts in the room is:  Is there any hope of using something like the capital-related revenue requirement in the analysis, perhaps not as either a dependent variable or an explanatory variable, even, but as a thing that is added to the analysis for purposes of ranking utilities and cost performance and that kind of thing?


DR. LOWRY:  Is your vision of this that it is not based on revenue data, I'm guessing, but it's -- it's based on the gross plant value -- net plant value and depreciation expenses, and maybe if you take the net plant value, you multiply that times a rate of return and you add your depreciation.


MR. McLORG:  It is the revenue requirement.  It is all very straightforward.  It is rate base, which is mostly net fixed assets, and depreciation, return, taxes; all of the capital-related revenue requirement.


DR. LOWRY:  That is something that one could consider.  Again, bear in mind that your benchmarking total cost like that, you know, you potentially are holding the company today accountable for past management decisions, and you also, to some degree, inject an element of risk with regard to the recovery of past capital expenditures that doesn't exist today.


Today, generally speaking, if you made an investment in the past, you are ensured of its future recovery for power distribution; right?


MR. McLORG:  I didn't state my question well, then, because there is no -- I am not implying there is any risk recovery of your approved costs or that there could be a reversal of what has been approved for recovery in the past.


I am just saying, for the purposes of ranking and benchmarking and that kind of thing, could you incorporate a measure of the capital-related revenue requirement into the analysis?


DR. LOWRY:  To do that -- well, suppose that you do that.  Then remember the earlier part of my presentation how I talked about how the benchmark has to control for external business conditions.


Now, once you have done it that way with a cost-of-service approach, a very big thing that you need to be adjusting for is the past -- or, basically, for the weighted average of the historic asset prices or the construction costs going back to the past, because the cost-of-service capital cost is very much sensitive to the past pattern of expenditures.  It is going to be much larger for a company in suburban Toronto than it is for a company in a very slow-growing part of the country.


Not to say that is completely impossible to do that, but you would have -- that's what you would be up against.  That would become a very critical issue, is what type of a price you assign to that type of capital.


Now, a variant on the theme that you suggest, and if I may just kind of get back to some practical things that can be done.  One is what you suggested.  I don't mean to say that isn't practical.  A variant on that theme would just be to get started with what I will call a young kosher capital quantity index.  


We have the data back to 2000.  We have plant additions from 2000 to 2006.  So we have the ability to start computing capital cost in a more rigorous way.  It is just that it is going to be particularly sensitive to this same type of adjustment for the historical pattern of customer additions that you make in that year 2000.


Nonetheless, we can do that.  We create thereby not only a capital cost, but a capital quantity index that could be used in the analysis.  So that is doable now and it is not even a matter of six months to do either what you're saying or this variant that I am suggesting, which is a young capital quantity index.


Now let me just throw out --


DR. CRONIN:  Can you go over one more time how you calculated that?


DR. LOWRY:  In other words, we do have plant addition data now.  It's already been sent to us, back to 2002.  And net plant value data apparently for 2002.  I mean you have to start somewhere and do your benchmark, your adjustment, then you start using the perpetual inventory equation like I show in that formula, so you only have four years in this case.  Far, far less than ideal, but at least we can get started on it.  I am just saying it is a little bit more rigorous variation on what you suggested, even though what you suggested is not unreasonable either.  


Now, let me just kind of enumerate while we're at it some of the other practical things that could be done.  Another thing that has been alluded to is to dig up the basis for the old capital quantity index with the data from the first generation IRM.  That potentially could be done.  Some things to work out.  But it is only available for a certain number of companies without a large amount of effort.  I mean it's only been done in the past for 40 companies presumably including the – well, that's the largest companies; right?  


DR. CRONIN:  It was a large number of medium -- 


DR. LOWRY:  Yes.  Then we get into the situation where we have higher quality benchmarking for one group than we have for everybody else.  Not to rule it out.  But that is another possibility. 


DR. CRONIN:  Just to -- data is there for many others.  So you could start with the 48 that you have a complete data set for and then begin to compile the data on the others.  But you would have all of the large medium.  


DR. LOWRY:  Which is what matters the most to customers in the province.  It would probably cover 80 percent of all of the customers. 


DR. CRONIN:  Yes.  Easily 80 percent.  


DR. LOWRY:  Okay.  Now, getting back to the idea of short-run cost function, what are workable short-run cost functions within the space of a few months? 


Well, one is this young capital quantity index that I just referred to.  That could be done sooner than later.  


Another, I have been thinking about just in the course of our discussions today is to just use the current year's capital spending as an additional right-hand-side variable.  I have never -- I think that might be worth a look.  


Thirdly and fourthly, if we could send out requests now for two new pieces of information, something that would get us to system age, maybe the number of customers you had in 1990 or maybe people have a better idea -- I could see how that would work.  


Then finally, if you could solicit information now about at least the current year of the percentage of gross O&M expenses that are capitalized.  That could be a workable variable, too.  


So that's a fair bit of tools that you have to upgrade over what we have now, which is absolutely no control for the capital side.  


MR. COWAN:  I would like -- those are worth exploring. I would like to clarify what it is we're talking about when we talk about a portion of OM&A expenses that are capitalized on the following lines.  There seems to be a presumption that one has a labour workforce, and there it is and it goes along every year and you remove the costs of some of it and throw it up to capital and the rest falls into OM&A.  


I am quite concerned about that, because it suggests that the total pool isn't managed up and down to respond to whether you've got a lot of capital work going on in one year or another, which I know is done.  Indeed, there are sometimes short-run smoothings that have to be done from one year to the next to try to avoid big lay-offs and all of that.  But -- and one tries to design a capital program that is relatively stable for the very reason of trying to protect the workforce.  


But I think to conceive of the notion that it is a full lock step and all we're doing is relieving some of the O&M cost and throwing it into capital, I find -- I don't think is quite an accurate representation of it.  


The model that I have says:  Well, we have -- if we're a utility and we have a capital program, then we expect our workers to identify the capital projects upon which they work and attribute their time through time sheets or whatever to that very work.  


The policy variability that happens between utilities isn't at that level.  It is at the next level up.  When one says:  Well, what overhead rates should we attribute to burden and overhead, should we attribute to the work that we are capitalizing?  There is variability in that component of the labour that gets capitalized.  We see that from utility to utility.  


But the range -- and this is why I guess I'm a little disturbed at the notion that the, that seems to be in the air -- and it is not an individual image but it is a collective image that we have heard echoed from a number of comments this morning -- that somehow or other there is gaming with the labour that goes to capital.  


I guess that troubles me.  I know there is some range of interpretation around the overheads, but that, I believe is the extent of it.  We do have other factors:  How much is outsourced.  How much is leased versus build on our own.  Then indeed some variability in the overhead policy.  But that is it, as far as I am concerned.  


So I am not sure what we're going to get when we dig into that.  


DR. LOWRY:  Maybe I am wrong about that idea. 


DR. CRONIN:  May I comment?  I totally agree with your comments.  In fact, what I had said in the presentation was that there were a number of reasons that management would have that could explain these differences.  


I was simply reporting the differences and not trying to attribute any kind of -- 


MR. COWAN:  I was relieved when you said that before.  


DR. CRONIN:  In fact, I'm glad you brought the point about the overhead because we did look at that too, and there were significant differences across utilities and even within the utility how much they allocated of overhead to different activities, did vary within the utility.  


I think, there again, I think there are reasons for that, that go back to the circumstances that you point up.  It is just that they do exist.  You have a choice of either trying to prescribe or create a solution from an accounting perspective or create a solution from an IR perspective where they don't affect the results.  


I think that is a good point.  


MR. COWAN:  But then back to your observation or suggestion, I think, which is that we could benefit by look taking a look at the system age in some way, number of customers in 1990, what are they how they evolved, and then looking in some way at the amount of labour that has gone into capital.  So I don't mean to discount those I simply wanted to make sure we were not getting too enthusiastic about gaming in capital land, I think. 


DR. LOWRY:  I think those are all good points.  


MR. COWAN:  Keith Ritchie.


MR. RITCHIE:  Yes.  I just wanted to actually make a bit of a clarification.  Dr. Cronin is referring to the 48 utilities for, that were done back in 1999. 


That was about 48 utilities out of about 325 that we had back then, and that were using the old Ontario Hydro Statistical Yearbook.  


I know, when we start looking at a project a number of years ago, PBR 2 and since then, in fact that 48 utilities, due to mergers and other restructuring within the sector, in fact is now down.  Those would be less than 25 utilities within the sector.  


MR. COWAN:  I thought I heard him say that they had polled approximately 248 utilities in gathering data independently of whatever was filed in the statistical yearbook.  


MR. RITCHIE:  Again, a lot of it was pulled from the Ontario Hydro Statistical Yearbook, but again, it was not complete data and I know there was a lot of work done by Dr. King, or by Dr. Cronin and Mr. King, and by Board Staff and through the working groups.  And particularly to improve the quality so you could do the full TFP study.  


DR. CRONIN:  Right.  Just to quickly elaborate.  There were two surveys that were requested.  One had to do with the yardstick data which covered dozens of characteristics and other measures and there were, I believe, 285 responses to that, that were pretty much complete. 


There was a lesser number that filed on the capital and financial data.  I don't remember exactly how many that was.  


We processed what we thought were the most important, in terms of size and significance in terms of customers served, then took a small sampling of the other sizes.  That was 48.  But the number of customers served by those 48 was way over 80 percent.  I think the top 19 served 80 percent.  


So the customers served was quite large.  


Many other utilities filed the same data.  We just ran out of time. 


MR. COWAN:  Sure.  I think the point stands, that it is pertinent for us to have a look to see if we can benefit and harness some of that information, so unless I am missing the point, I think that is a legitimate suggestion. 


Now, I know that Mr. Shepherd had something that he wanted to comment on, as did Ms. Stickwood, I believe.  Maybe we will let Mr. Shepherd have a go at it.


MR. SHEPHERD:  I wanted to ask sort of a more preliminary question, but I guess maybe it is maybe something to think about, and that is:  Is there a difference between comparing capital costs and comparing capital intensity for the purpose of getting your O&M comparison right?


It sounds to me like your discussion is about comparing capital costs, and I understand that is difficult, but it isn't as difficult, it seems to me, to compare the capital intensity of utilities to determine whether their O&M costs are affected by capital spending in some way.  


I would have thought that is a more tractable problem.  Still not easy, but more tractable; is that right?


DR. LOWRY:  Yes, I think that is more or less right.  I know this conversation is very technical, but when you talk about like a system age variable, or maybe this young capital quantity index, these are attempts to control for what you call capital intensivity in the evaluation of O&M.  


I guess that is the main point on which I seem to disagree with Mr. Cronin, is that I just think he may discount the potential of the short run cost functions, whether eventually boiled down into a unit cost or used as direct econometric modelling, to produce a just and reasonable evaluation of O&M. 


Lest we forget that O&M is the lion's share of controllable costs, so it is naturally a focus of interest for stakeholders, and in most countries of the world where they do benchmarking, that is focus of the benchmarking, is the O&M.


MR. SHEPHERD:  Can I ask, then, what about Colin's suggestion --


DR. LOWRY:  Can 100 million Europeans be wrong?


MR. SHEPHERD:  What about Cronin's suggestion you use how much of your revenue requirement is being driven by capital versus O&M as your way of determining capital intensity?


DR. LOWRY:  I'm sorry, I didn't quite catch that.


MR. SHEPHERD:  Colin has suggested that you look at -- I think he has suggested that you look at how much of your revenue requirement is being driven by capital versus O&M.  It is actually about 56-44 across the province.


DR. LOWRY:  I would have to think about that specific proposal, because, see, the O&M is in that ratio.  So I am not sure of that kind of contaminates it as a variable.  So I have to think about that.


MR. COWAN:  You might unitize it or something.


DR. LOWRY:  There might be something you could do about it, yes.


DR. CRONIN:  I'm not dismissing, for example, the short run cost functions.  I am just saying that you have to control for costs when you estimate those.  That means you have to have a good measure of cost, however you do that.


I think all of these proxies that we have come up with and talked about, like the proxy with gross capital stock, it is an empirical question that needs to be looked at.  The Board has the data to look at any one of these proxies, just like I looked at -- I happened to choose gross fixed assets, because someone had thrown that out as a possibility, and it turned out it wasn't a good proxy at all.  


The components of all these proxies exist at the Board.  They could be compiled.  They could be looked at, at least on the historical basis, and you would at least know, then, if any of these proxies could give you a good measure of capital without having all of the work done that was done on the gas side or that we did in 1999.


So it is really an empirical question how close you can get to the "preferred" by using these other approaches.  We have the data to address that.  I mean, we would all be able to see, you know, is it close enough?


MR. COWAN:  I have -- I propose to use the ten minutes, say, to 3:30 to perfect a couple more parties that are interested in speaking to this particular moment, and then move to taking a break for a few minutes.  And then -- we are a little bit behind, but then allow School Energy Coalition an opportunity to make their remarks, Energy Probe if they wish, and then we may be at a point of sort of wrap-up discussion for the day, or whatever.


So if that works generally, let's see how we do.  I believe there are still a couple of others interested in commenting right at this point.  Ms. Stickwood was...


MS. STICKWOOD:  Thank you.  It is really a question for Dr. Cronin.  On this issue of line losses, I see your table on page 8 of your presentation and that line losses you said here were 5.1 percent as a minimum and 10 percent as a maximum of the annual cost shares.


MR. COWAN:  They can't hear you at the back, I understand.


MS. STICKWOOD:  Can you tell me how that was quantified, the 5 and the 10 percent of line losses?  Was that actually from financial statement data for that time frame?  


DR. CRONIN:  It was provided by the utilities.


MS. STICKWOOD:  But from financial statement data during 1988 to 1997?


DR. CRONIN:  Yes.


MS. STICKWOOD:  That was the period when we were -- before unbundling.  So line losses were actually a part of our cost of service at that time, because we bought the commodity and we sold it, and if we weren't good at distributing it, it was a cost to us?


DR. CRONIN:  Hm-hmm.


MS. STICKWOOD:  I don't think that is relevant in today's marketplace, because now line losses are not part of our distribution expenses, and our ratepayers don't pay for them in our distribution revenue and our distribution charges on the bill.  So I don't know how they're relevant.


MR. COWAN:  They may be very difficult to find, is what it amounts to.


MS. STICKWOOD:  I just wanted to raise it, because it is suddenly a term now that is --


DR. CRONIN:  Who pays for them, then?


MS. STICKWOOD:  They're paid through the commodity charge, and utilities do not -- it is part of the cost of commodity now, so it is not in our rates.  So I don't know how we can be expected to be benchmarked on any kind of performance on line loss or why they would be considered a cost to the distribution company.


In fact, to reduce line losses, it costs us more, actually.  It is kind of -- we invest more heavily in plant and equipment and better plant and equipment to reduce our line losses.  Jay looks puzzled.  Maybe I have the wrong take on it.


MR. HARPER:  Maybe if I could respond.  I think that is precisely the issue I think maybe Dr. Cronin was trying to address, is that if it is not included in the metric at all, then you've got no incentive to invest in reducing line losses.  In fact, you have an incentive not to invest in it, because it is not a cost to you, from a performance benchmarking perspective, and you can save money to reduce your part that is the benchmarked.


To the extent that you can, by spending money, control line losses and what you're spending gets paid for by ratepayers just like the line losses get paid for by ratepayers in the end, and to the extent that one can reduce the line losses through that spending and come up with a proper balance, in the end the bill will be lower.


The only issue I think some parties raised is that the line losses are not always all within your control.  So that there is a little bit of -- but to the extent it is within your control, I guess it is viewed as being a reasonable thing to have included in the overall cost framework.


MS. STICKWOOD:  Then I guess what I was looking at, then, is they're somewhat like an SQI, in that they're a competing interest for us on costs and that they complete the balance scorecard, but they're not really a part of our cost, I guess, is what I am saying.


MR. COWAN:  But could well be part of the incentive regulatory regime that might move forward.  Okay.  


So where are we?  Do we have -- we have Roger White and also Hydro One.  So, Roger?  I may live to regret that, so you will correct me shortly I'm sure.


MR. WHITE:  What, the order?


[Laughter]


MR. WHITE:  There are two items that I would like to comment on.  The first is I think capital has to be recognized.  One of the things that happens when you use balance sheet 1999 capital, you've got all of the pre '99 contributed capital in there, so you've got the underground.


So the asset base captures the underground, and supposedly the cost of capital employed would be, in part, offset by lower OM&A on the basis that it was relatively new underground as opposed to old underground, which gets incredibly expensive.


So there might be an advantage, in terms of capturing the costs of capital, in terms of providing a recognition for the overhead/underground mix and the appropriate interface with the OM&A.  


So from that perspective, it is complimentary.  Whether you use Colin's approach to capturing the value of capital on the basis that, A, that is what the customer pays for, which may indicate what may tie to the willingness to pay aspect or some other aspect, is an interesting question to pursue.  


The other item that I wanted to comment on is that from an LDC perspective, when modelling happens where we don't get full and complete disclosures of the decisions made by the modeller, we are not in a position to respond to whether the results are appropriate or applicable.  


By that, I mean such things as, it is fine when a beta calculation is included, but when a beta calculation is deemed to be not material and excluded for the utilities where that beta that's excluded might be a huge and material cost component or cost driver, they have been disadvantaged by not knowing that that component was, in fact, eliminated in the final comparators and cohorts calculation that was done, regardless of the rigour that is employed in determining the universal equation that we have so one shoe fits all. 


MR. COWAN:  So you are calling for more information behind the analysis?  


MR. WHITE:  Not behind -- the decision-making that occurs often before the analysis was done, or part-way through the analysis, so that things are dropped out or not dropped out, which can be material to individual LDCs.  


Like, if density were dropped out and Hydro One was being considered -- seeing as how they're next -- they might be a little concerned about that if they were part of the C&C group.  


MR. COWAN:  Fair enough.  Dr. Yatchew wants to -- 


DR. YATCHEW:  I just wanted to comment on this.  You are quite right it did occur to me that if eliminate variables it might be relevant for even a small number of utilities, it might materially affect them.  On the other hand, the fact you're getting a very imprecise coefficient estimate might actually work to their disadvantage.  It is basically random.  


Chances are that -- 


MR. WHITE:  Give me a chance to make that decision myself.  


DR. YATCHEW:  Touché.  


MR. COWAN:  Other comments?  


MR. CLARK:  Thank you, Bill.  I retired from Hydro One seven years ago.  I'm sorry, Wayne Clark representing AMPCO.  Hydro One.  Although I will speak to some of Hydro One's issues here. 


I have a couple of comments and I guess a question I want to follow up from Mr. Shepherd's earlier.  The first comment question is true line losses, I think 10 percent is a bit of a reach.  I spent a lot of my career looking at line losses and the actual physical losses are seldom at that magnitude, so if that is what you're going to hold a utility to, it may not be as material as you think it is.  There are a lot of issues that go into the apparent calculation of line losses other than just the physical losses. 


DR. CRONIN:  You have to put the physical losses into dollar terms and then -- 


MR. CLARK:  I completely understand.  But physical losses that are apparently calculated often include a lot of other things such as revenue accruals due to meter-reading schedules and all of that kind of good stuff.  


Ten percent I found to be rare even for Hydro One.  I don't know that they have reached 10 percent yet.  I don't know that.  


It would be good to see some mechanism in there that incented LDCs to manage their losses down to something reasonable for their situation.  


The issue of capitalization having been -- I wouldn't say gaming those things, but certainly they have been susceptible to policy shifts over the years.  I think you've got to get at that issue, but I am not quite sure how to do it.  I have been playing with some of the numbers while I've been listening.  Issues like age, we just went through the Hydro One transmission rate hearing where I think the Board's sent Hydro One back to the drawing board a little bit to improve its age characteristics on transmission.  I can tell you my experience is that distribution assets are less reliably reported, would be gentle.  Simply because the field crews are working are low value assets and they're less disciplined.  


I think you maybe able to get some surrogate of age in a couple different ways, but I suspect it’s harder than it looks.  That would be my comment there. 


I want to get back to the issue of benchmarking Hydro One, because they're about, they serve a quarter of the customers.  I am not quite sure it is as difficult as was stated.  Mr. Shepherd suggested that Hydro One can perhaps be benchmarked by constructing it as a composite of its different components.  I would like to hear further comment on that, because that seems to me to be something that would be quite workable.  


DR. LOWRY:  I would comment that there are some precedents for that that I have heard of.  


I have heard that Électricité de France, that serves the entirety of a very large nation, does that.  I don't know if they report that to the, their regulators but they do that.  I have heard it said that the big gas utility in Britain -- which name is changing every five minutes -- was it caused Transco -- at any rate, they started doing that there where they broke up the distributor into several pieces and then, finally, in their wisdom, decided to force the sell-off of some of the units so that there could be benchmarking; which, by the way, is an alternative for Hydro One.  If you care that much -- they literally do take that into consideration in England.  They also have questioned mergers on the basis of reducing of benchmarking peers.  


At any rate, I guess as an economist, I am uncomfortable with it because what incentive does -- isn't there still, nonetheless, weak incentives for the different divisions to contain their cost with that kind of a scenario?  


MR. CLARK:  Well, I would think if the overall result of putting it together in an agreed upon way -- let's just say you have certain amount of southwestern customers, some urban, some so on.  You put it together and if they're -- at the end of the day, they have some cost pressure placed on them as a result of this process then you have a management problem inside the company.  But it is no longer just something the customer has to live with, because the organization is large and diffuse. 


DR. LOWRY:  Also, I mean, don't you have the same problem with the fact that Hydro One also owns a transmission network?  They got some appreciable A&G savings on that.  Similarly, if you break it up into four pieces and you assign A&G to each of the pieces, there are still these same savings there that other utilities don't have because it actually does serve a million customers.  


MR. CLARK:  Yes.  But you know what those benefits are.  I mean, you know that, you know, they've got some sharing of costs among crews and sites and all of that.


There is some non-benefits from being a combined company, as well.


DR. LOWRY:  Would you care to elaborate?  I find that an interesting comment.


MR. CLARK:  Well, all Hydro's linemen have to be able to work on transmission as well as distribution.  Many of Hydro's vehicles have to be built to handle lines of higher voltage than other LDCs.


DR. LOWRY:  Hmm-hmm.


MR. CLARK:  Those things get their costs spread around both, ultimately.


MR. COWAN:  So the announcement of your retirement is highly overrated.


MR. CLARK:  Sorry?


MR. COWAN:  The announcement of your retirement is highly overrated?


MR. CLARK:  I guess you missed the party.


MR. COWAN:  On that note, I wonder if we could take 10 minutes and be back at quarter to four.  Thank you.


--- Recess taken at 3:34 p.m.


--- Upon resuming at 3:46 p.m.


MR. COWAN:  All right.  Folks, let's resume, if we may.


I did want to start with just a moment -- I believe Dr. Yatchew wanted to make comment of some sort.  Could I have your attention again, please?


In that we have -- Dr. Yatchew has a couple of time constraints.  So just at the break, he asked me if it might be possible for him to take one minute or two to remark on one matter, which was the question of the value proposition associated with the exercise that we're in.


So I want to hand the baton, although he may have it already, to Mr. Shepherd quickly.  But if you, Dr. Yatchew, wanted to take a moment to share the thoughts on that question, then that would put you in a position to feel that you had said what you had in mind.


DR. YATCHEW:  Thank you very much.  It is really a very simple and previously made point, perhaps not here today.  I don't remember exactly how this cost-benefit analysis is going to proceed in terms of valuing this exercise, the exercise of going through a modelling process of cost, of benchmarking costs.


What I wanted to point out is that even if the cost benchmarking models at this point might not be sufficiently perfect to satisfy a lot of people, and perhaps their use -- their use at this point in the regulatory process you might find is fairly marginal perhaps as a screening tool, I still think there is another dimension of value that cannot be ignored, and that is that going through this exercise of comparing utilities to each other actually is part of the process of yardstick competition itself.


There are various ways one can engage in it using all kinds of indices, but I think the more precise mechanism that you have, the more precise tools that you have for comparing costs and the kind of cost functions that we have been looking at estimating, comprise relatively precise methodology.  Sensible methodologies play an important role in generating this kind of discussion amongst utilities, comparisons amongst utilities, why one utility has higher costs, leading to, on the one hand, possibly explication of the reasons for cost differentials, and, on the other hand, improvements, operating improvements within utilities themselves.


MR. COWAN:  At least by bringing attention to the subject matter?


DR. YATCHEW:  Absolutely, but in a precise orderly way.


MR. COWAN:  Fair enough.  Thank you.  Mr. Shepherd.


MR. SHEPHERD:  Utilities do this already, of course, and the fact that we can collectively get better information for them to do this sort of comparison internally can only help the ratepayers, it seems to me.

Presentation by Jay Shepherd, Schools Energy Coalition:


MR. SHEPHERD:  I am not a doctor, so you will have to forgive me for not understanding most of what went on this morning.  However, I represent the Schools and we have been looking at how to compare the electricity LDCs since 2004.


Because the data available to us is different data than Dr. Lowry, for example, had available to him, we took a different approach.  Instead of a bottom-up approach - which is a perfectly valid approach, and I'm not taking anything away from it - we have taken a top-down approach.


What we have identified is the fact that the most reliable information available in the marketplace is the respective rates of the utilities, and that information doesn't have data problems.  It is what it is.  We know what it is, and you can calculate what the bills are of the various ratepayers and compare them.


So what I want to do in this presentation is talk a little bit about the -- how the Schools approach this, the methodology we have been using.  I want to give you some information on the utilities that we have identified as the most expensive and least expensive in the province - which, by the way, is not in a judgmental way; this is just data - and, briefly, the proposals we've made and are making for how this should be used by the Board and by utilities.


I am now all confused, because my screen doesn't work, so I am having to change it on both my computer and the screen up there.


I am not dealing with quality of service issues, and the reason I'm not is because schools, generally speaking, see quality of service issues as binary.  There is a threshold that you have to meet as an LDC to be a well-run LDC.  If you don't meet the threshold, get there.  It's not about getting close.  You should be there.


So we don't see that as a variable in the same sense that other people will talk about.  We see that as something that is simply a requirement.  So the variable is:  How much does it cost you to get there?


We have created -- because we have of course limited resources to deal with looking at LDCs, we have created a measurement called weighted average costs per school, the acronym being WACS.  WACS are the amounts the schools are charged by distributors for distribution services.  The acronym of course is completely accidental.  


What I want to do is take you through how we calculate WACS and what some of the results are that we have to date.


In order to calculate what it costs schools to get electricity distribution, we first have to compare same schools.  So we have gone to empirical data on what schools pay and we have got three model schools, a small, medium and large school, like, an elementary, a middle school and a secondary school, which appear to track the samples across the province.  We actually went to actual bills to look at these, and we calculate the annual bills for each, both as a provincial average and for each LDC.  


Now, of course, each LDC doesn't have these particular schools, but they're models.  So we're trying to compare fairly across the LDCs.


Then we have calculated a mix of schools that represents a fair average of how the small, medium and large schools are distributed around the province.  Again, different LDCs will have different mixes.  But to compare their rates, it is fair to apply the same mix to all of them.


That is just over 50 percent small schools, 30 percent medium and 20 percent large.


So then once we have calculated the average cost that a school has to pay in a given LDC, we can then compare it to the provincial median to see how they perform relative to the other LDCs.


By the way, you mentioned line losses.  We consider line losses to be largely a function of the individual distributor and, therefore, we consider it part of the distributor costs, not part of the commodity costs.  So we back out commodity costs, but we don't back out line losses.


So the most expensive cost per school in the province is about $15,900.  Sorry?  See...


And the least expensive is about $1,600.  The average around the province is $7,600 per school.


Now, the ten most -- the least expensive -- what we have done is we have only compared the ones that have over 20,000 customers, because the small ones have a lot of variables associated with them that make the comparisons unfair.  You will see lots of very wonky numbers, but the numbers aren't really very reliable numbers.  These numbers are relatively reliable numbers.


We can see that the cheapest place to have a school in the province is Kingston.  It used to be Belleville, by the way, but now it is Kingston.  


You can see that there are a number of good-sized utilities of different sizes - they're not all the same size - that have rates for schools that are quite low.


Now, when you have data like that, you then have to look at, well, are there some other pieces of information that will influence how we look at this data?  So one is, ROE.  If some utilities have higher ROEs or lower ROEs, a utility is losing money, then the fact that they have a very good cost per school is, it is really something that needs to be corrected by raising the costs, not by being happy about it.  


So the first thing we do is, we cross-reference this data to ROE, but we don't have ROE data.  So what we have is return on financial equity, which you can get from the yearbook, the OEB yearbook, which the 2006 has just come out.  And ROFE is not the same as ROE.  It is typically 100 to 200 basis points lower because they're calculated differently.  But it is still a relatively good indicator of the financial health of the utility.  


We also do another analysis, which is to compare the school rates or residential rates to see whether the problem, if there is a problem is a problem of cost allocation or is a problem of cost.  So here is the first of those comparisons.  


Here is the return on financial equity for the ten least expensive.  You will see that except for Thunder Bay and London, they're all not bad.  I mean, Welland doesn't charge their schools much at all, but seems to manage to do quite well, thanks very much.  


Thunder Bay is a special case, because Thunder Bay, in fact, made a decision several years ago not to claim ROE.  This, we think, is affecting how much they're making today.  


London, I don't know the explanation for why their return on financial equity is so low.  In fact on my list of things to do is to call them and ask them.  


Certainly one of the things we want to know is whether there's some connection between the pieces of information.  


Then we compare it to residential bills and, again, taking the -- the number we use is the residential bill calculation that the Board uses, which is 1000 kilowatt-hours -- oops.  Sorry.  Which is a 1000 kilowatt-hours a month.  


Then we calculated the provincial median for that, and then we compare percentage of median.  


You can see that in fact with one exception every single one of the LDCs that has the lowest cost per school also has below the median in residential rates.  Remember, these are all ones that did fine on ROE.  


So in fact that may tell us that Oakville, which is the only one that is the other way around, once they get their cost allocation improved, may not be one of the best performers when it comes to school rates, but -- and so that adjustment may have to be made at some point once the cost allocation and rate design processes have gone on.  


But for the rest of them, it doesn't appear that the reason why schools are charged so little is because of a cost-allocation problem, unless it is in the large users of course; that could be there.  


Then we went to the ten most expensive, at the other end of the spectrum because, of course, they're the ones we're probably going to concentrate on in rate cases and things like that.  You will see, by the way, this list has only nine on it, and there is a reason for that.  


The reason is that there is one very big outlier, Hydro One core.  This by the way, the rates we're using are an average of the three different density rates for Hydro One core rates.  We didn't think it was fair to use one or the other.  The best of the three is about, I think it is 188 percent of the provincial median.  And the worst, I think, is like 275 percent of the provincial median.  


What we can see is these, again, don't have a pattern.  It is not all the big ones, it is not all the small ones.  They're all over the place.  


Then we do the same sorts of calculations, the same sorts of comparisons on those.  Return on equity or return on financial equity.  You see, for example, Newmarket charges a lot to schools, but it is not doing too badly on its return on financial equity, as well.  


By the way, I should say as an aside there is an asterisk beside that because that does no not include the acquisition of Tay.  Tay lost money so it may well be their return on financial equity is going to be back in the pack if they're taken into account.  I haven't been able to calculate the exact amount.  


But you see, for example, Sault Ste. Marie is losing money.  That is PUC Distribution is losing money but still charging schools a fair bit.  I will come to them in a second.  


Ottawa, though, Ottawa had an 18 percent return on financial equity.  So Ottawa school board is going to say, Whoa, hang on a second.  You're above the provincial median in the rates you charge to us.  And you're making 18 percent.  We should be fixing that.


Then of course same comparison to residential bills.  You will see a couple of interesting things.  You will see some residential bills that are below the median and where schools are being charged above the median.  That suggests a cost allocation problem.  It suggests that when the cost allocation process is moved forward or the rate design process is moved forward, those things will be corrected.


MR. McLORG:  Jay, I have a question.  The residential bills, these aren't annual or monthly.


MR. SHEPHERD:  They're annual.  Annual distribution.  


MR. McLORG:  Annual distribution, all right.  


MR. SHEPHERD:  I can show you the data, if you want.  Yes.  


MS. STICKWOOD:  ROFE, is that a single year or what is this? 


MR. SHEPHERD:  I just used 2006.  We don't have the resources to do the number of years that we wish we could.  


MR. COWAN:  Because you're doing it yourself, Jay?  


MR. SHEPHERD:  I'm not doing it.  A person in my office is, but there is only one person.  


All right.  So let me get to the nub of this.  We have talked about a number of things that you can do with this sort of information.  And whether it is top-down information or bottom-up information, I think they're both valid.  I think they both tell you things.  


There are a number of things you can do, as Dr. Yatchew just said.  Utilities can be using them to compare themselves to each other operationally, to figure out how they can improve themselves.  Board Staff can use them for screening.  They can be an aspect of the X-factor calculation.  


We think that until -- that all of these are too prescriptive and that the appropriate way to use this information is to say to the utilities:  Until you come to be rebased, we're going to adjust your X-factor relative to your benchmarking.  It's not going to have a lot of impact, but it is sending a message.  


But on the rebasing, we're asking that each utility be required to come in with a plan to get to frontier pricing.  That is not average pricing.  That is best practices.  


Now, their plan might be a 20-year plan.  It might take a long time to get to best practices.  But it should be a reasonable plan that looks at how that utility can improve, not how utilities generally can.  


So when Roger, for example, is talking about things that apply to certain utilities and not to others, if something is specific to your utility, it is something you need to address, that is how you deal with it, by putting it in your plan.  Some utilities will find that by improving their capital additions programs, they will, over time, be able to reduce their rates.  


Others will find that they have union problems and they have to deal with the -- I don't mean that in a unions-are-a-problem sense, but rather their union contracts are a legacy that they are limiting their ability to reduce their rates.  They should have a plan in place for dealing with that going forward, so that everybody eventually can get to a best-practices type of rate.  Which is not necessarily, by the way, the lowest rate in the province.  Not everybody can get to the rates that Horizon and Welland have right now.


But it is the lowest sustainable rate that is reasonable for your particular utility.  There should be a plan in place that the Board sees, that your ratepayers get to talk about, that says how you are going to get there for your particular utility.


Then the next time around you come for rebasing, your performance should be assessed against that plan.  How well did you do against that plan?


This is, by the way, exactly how it is done in the private sector, so we're not inventing anything.  We're just trying to put what the private sector does every day into the same -- into the regulatory context.


That's all I have to say.


MR. COWAN:  Thank you.  Perhaps we move to Energy Probe, and then some questions.  Unless there are any clarifications for Mr. Shepherd?  I tend to have these clarification questions.


You have referred to weighted average cost per school.  How have you dealt with volumetric differences between schools?


MR. SHEPHERD:  Well, you have to have a standard model to make the comparisons fair.  The actual bill to the schools in a given LDC won't be the same as the standard model, but if you try to compare those actual bills, then what you're going to have is a lot of other factors, such as where are the bigger schools, that are not reasonable to relate to individual LDCs.


What we're trying to compare is how rates end up being in the bills.


MR. COWAN:  Yes.  The minute you use the word "rate", I think of a value or a number, a price, if you like, per something, kilowatt-hour or whatever.


Hence, to compare one entity to another or one school to another, I would expect that in your models you would have the same volume assumptions for -- across the models.


MR. SHEPHERD:  We do.


MR. COWAN:  Okay, that's fine.


MR. SHEPHERD:  We have three separate schools, because -- one of the schools is in the GS under 50 and two are in the GS over 50, and because of the fixed variable split, there will be different rate impacts associated with the three sites.


MR. COWAN:  But you have made a constant volume assumption in each of the three different elements?


MR. SHEPHERD:  That's right, that's right.


MR. COWAN:  Thank you.  Okay, so on that note, does Energy Probe have something they wish to share with us?


MR. ADAMS:  We have a few brief remarks.  I don't know if we've got the capacity to put another slide -- I have a slide on the screen here.  Can I plug it into your machine over there?


MR. FROST:  Sure.


MR. COWAN:  I should just check from Mr. Shepherd as to whether what he was scrolling through for us is what we have uploaded on the web.  Okay.  So in Mr. Adams' case, I gather there will be one additional frame.


MR. SHEPHERD:  While you are doing that, can I add another thing since --


MR. COWAN:  Since you're on a roll.


MR. SHEPHERD:  It is just right there.  What can I do?  We have a number of other diagnostics we use.


So we have, for example, a capital intensity number much like what Colin was suggesting, in which we take revenue, deduct O&M, to get all of the rest of the costs which are all driven by capital.


We look at that to determine whether it is likely that the -- any issues associated with the rates for a given utility are driven more by capital or more by O&M.  There is a bunch of other things like that, because the whole process here is a diagnostic process.


You see whether there is an issue, and then you try to drill down to see what the reason for it is.


MR. COWAN:  A tax adjusted...


MR. SHEPHERD:  Well, you don't actually have to do the individual calculation.  You take the revenue, deduct the OM&A.  What's left is all capital.


MR. COWAN:  The tax expenditure --


MR. SHEPHERD:  Tax is capital that is driven by ROE, and ROE is built on rate base.


MR. COWAN:  Okay.

Presentation by Tom Adams, Energy Probe Research Foundation:


MR. ADAMS:  I have two different streams of thought that I am going to try and present here.


One is commentary arising from the questions that the Board Staff presented, and then, if we can get it mounted up, a slide that I tried to produce kind of what I thought would be a common-sense kind of cross-check against the ranking that the results of the PEG study have produced, the conclusion being that -- well, I am not just sure to interpret the results, but, anyhow, I will get a chance to present.


In response to the questions that Board Staff circulated, we were largely in agreement with much of what was presented before, and we're tending to see the modelling approach as the way to go for developing these cost models.


So we accepted the econometric approach, but we also saw the comments of several of the other players with regard to this question of normalization.


MR. COWAN:  Can we just take a one-second time out.  Is it possible to transfer the file on a memory stick 

into --


MR. FROST:  I just tried that.


MR. ADAMS:  Yes, computer problem.


MR. COWAN:  Okay.


MR. ADAMS:  Dr. Yatchew made the point about normalizing the costs on a cost-per-customer basis.  We would love to see the results of that for the model that Dr. Lowry has produced.


In terms of the data upgrades, we didn't see anything on the list that we disagreed with.  The areas that we think are likely to yield most useful results for most of the utilities would relate to labour cost, and there we would like to see the labour cost normalized on an FTE basis so we could compare them.


And the question of pension costs arose in the PEG study.  We have seen this pension costs question arise other places, as well.  There was recently the executive compensation review, and they left pension costs out of it completely.


Anyway, because pension costs are such an important cost factor for the entire sector, we think that it is worthwhile to make the effort to get pension costs included.


Another point that was raised in the PEG study was this question of what to do about embeddeds and how to remove the volumes associated with embeddeds from the through-puts of the host utilities.


I would like to hear comments from the distributors that are in this position, but I can't understand why that is so hard.  There's got to be a reasonable solution for that, because we know what the receipts are of the utilities, both the embeddeds and the hosts.


So if you subtract one from the other, why doesn't that -- why can't we take the receipts of the embeddeds out of the receipts of the hosts and come up with a net host usage?


Anyway, there may be a reason for that, why that is hard, but I can't understand it.


MR. McLORG:  A quick comment, Tom, is it does vary by utility, and there are some utilities that are embedded to one or more host utilities and some utilities that aren't embedded at all.


So it is almost like a totalization table exercise you have to go through.


MR. ADAMS:  Yes, I appreciate that.


MR. McLORG:  I agree with you in principle.  It is just number crunching.  It should be doable.


MR. ADAMS:  Am I right that there are some LDCs that are embedded within more than one host?


MR. McLORG:  I believe so.


MR. ADAMS:  That have feeders from...


MR. McLORG:  I believe so.


MR. ADAMS:  Anyway...


MR. COWAN:  That is true.


MR. ADAMS:  But it sounds like a kind of an accounting exercise.


MR. COWAN:  We don't see this going forward as a significant stumbling block.  We believe it is going to be possible to acquire the necessary information to resolve that, notwithstanding it is, in fact, a weakness that we have now.


MR. ADAMS:  Okay, okay.


MR. WHITE:  Tom, one thing I would like to add on that is that not everybody -- not all of the host LDCs have a billing system that does accruals.  Okay.  


MR. COWAN:  What that means, Roger, is that the accuracy of the cut-off is challenging.  But it is challenging for those utilities under any paradigm.  


MR. WHITE:  I understand that.  


MR. COWAN:  It is still possible that --


MR. WHITE:  That's the only thing I could think of that would be an issue for anybody. 


MR. COWAN:  -- that is still possible, to get the information that we need to do this.  


MR. ADAMS:  In your written remarks we made a number of comments about an efficiency frontier.  


After understanding better the limitations of this efficiency frontier concept in the context of what we've got available to us, I am much less maybe bullish on that concept.  


If we can get a good idea of what median costs are out of this exercise, that is a first place to start.  So the flavour of what I want to leave with you is a walk before we run kind of thing.  If the efficiency frontier cannot be defined in a way that we have a lot of confidence with, well let's not get hung up on that.  At least get a good feeling about the median.  


In terms of places to put the upgrades, our instinct is that SUIs should be introduced and this question of vintage needs to get introduced.  Those are likely to be significant factors.  


Customer mix might be -- you would think that customer mix would be a factor, but then you look at a utility like Horizon, for example, that has a very heavy industrial component and yet they have very attractive rates in their non-industrial categories.  It suggests that customer mix 

-- well, in their case, is not a huge factor.  


So like it's not clear the extent to which a customer mix is -- should be a hang-up for us here.  


The last comment we've got here is actually very -- it was a comment that arose earlier this morning and that is how to deal with this question of capital cost.  


What we have suggested a couple of times but Dr. Yatchew has suggested in his comments this morning was, there may be a way to take a forward-looking view of capital costs.  We've got a lot of LDCs --


Dr. Cronin made the remark this morning about the risk of gold-plating.  The experience we are having now with the applications coming forward from a number of LDCs is that they're complaining that their capital base has eroded over the years.  They haven't made the investments necessary.  They have big increases in their annual rate of contribution for capital, expenditure for capital, capital program boosts.  


So the forward-looking view of the cost outlook for some of these prominent large utilities with big customer bases is not well modelled by historical experience.  That might be an occasion to bring in some forward-looking view, we think.  And we have identified a couple of specific areas in the written comments that we filed where something non-econometric might be suitable that relate to line loss control and those kinds of things where a more engineering perspective would be perhaps more useful.  


Anyway, that is all we were able to come up with.  


I don't know if there is a method of circulating material after this meeting. 


MR. FROST:  If you send it to me, I will have it uploaded to the web.  


MR. ADAMS:  Okay.  Well, I will just introduce some numbers that we tried to put together.  The point of the analysis was to try and look at the ranking that is generated by the operating-cost-per-customer analysis of the Board using the PEG approach and then comparing that result with some normalized indicators of cost.  


We looked at distribution costs per customer.  Distribution revenue.  Distribution revenue per kilowatt-hour sold.  Per peak hour or peak load.  Per kilometre of line.  And we tried to produce a composite variable that looked at these as well.


We have only studied it for the large LDC segment, but what we found was that when you got the ranking of most costly to least costly LDCs in terms of operating cost per customer, produces a particular ranking.  But then when you look at these other indicators of output cost ranking, in terms of distribution revenues versus these types of outputs, we can't come up with any category of output that matches the ranking of the operating cost per customer.  


So I don't know, it just... it would be, we would feel a lot more comfortable about the results of the econometric analysis if we were coming up with other kind of intuitive measures that identified the same cost orders.  


The rates of the utilities that appear to be in the high cost-per-customer ranking on operating cost don't appear to be high-cost utilities, from a rates perspective.  So there is -- I don't know, there seems to me there is more work to be done here.


MR. COWAN:  I wonder if, the way I understand -- and Dr. Lowry can help me with this, the manner in which the likes of per-customer analysis versus a per-kilowatt-hour, versus a per-kilometre-of-line diviser, if you like, using each of those three, play out is that the weight of correlation favours the per-customer analysis significantly.  To the extent then that if one looks for patterning by using other denominators in the unitization, you wouldn't expect to find it.  Or at least I didn't.  


Yet it seems that you are expecting to see it.  But I am wondering if you are aware that it is seen through the PEG analysis that those other parameters are less dominant and perhaps therefore not as easily related to the total cost.


MR. ADAMS:  One example that jumps out at me is Veridian.  There is an example of a utility that shows relatively unfavourably in the rank of operating cost per customer, whereas when you look at their distribution revenue per customer, they turn out to be the best of the large LDCs.  


DR. LOWRY:  Can I just address that?  I wanted to have comments about -– to both of you, but just addressing that.  I mean we have already established that capital cost is upwards to 60 percent of the total, so doesn't that make a big difference?  


Where does Veridian serve?  What kinds of...


MS. STICKWOOD:  We service -- 


MR. ADAMS:  Numerous suburbs.  


MS. STICKWOOD:  Not necessarily.  We service -- we have a non-contiguous service area. 


DR. LOWRY:  Yes.  


MS. STICKWOOD:  Pickering and Ajax are contiguous, then we have several pockets of in-town service area. 


DR. LOWRY:  A lot of it is in Toronto?  


MS. STICKWOOD:  GTA.  Ajax-Pickering would be considered GTA, then after that it is further east, Clarington, which is Bowmanville, Newcastle, then further Port Hope, Belleville, then to the north Gravenhurst.  


MR. McLORG:  Wilderness.  


MS. STICKWOOD:  Gravenhurst is actually -- is comparable to Hydro One territory.  So we're a very diverse service area. 


DR. LOWRY:  On the whole, for example, it is not rapid growth areas of the province.  It could definitely lower the total cost that would make their rates look good. 


MS. STICKWOOD:  Ajax-Pickering is very high growth. 


DR. LOWRY:  Okay, but what percentage of your customers is that?  


MS. STICKWOOD:  75 percent.  


DR. LOWRY:  Okay, well...


MR. COWAN:  I suspect we will see interesting things when dealing with the revenue side of the equation, as Mr. Shepherd has also illustrated, I guess.


Questions of clarification?  Dr. Yatchew.


DR. YATCHEW:  I apologize for injecting myself here, I have to leave momentarily.  I did want to respond to one point that you had raised, and that was the question of what happens to Dr. Lowry's models when you do it on a per-customer basis.


In fact, the coefficients for that particular class of models might change, but the rankings and the predictions of the performance indices don't.


More generally, if you are estimating a more non-linear class of models, that might not hold true.  But the main point of looking at the R-squared and per customer models was to highlight the fact that we really don't know that much about costs.


MR. COWAN:  Is Dr. Lowry comfortable with your observation on this?


DR. LOWRY:  Well, yes.  I mean, in our study we never made a big deal about the R-squared, and I absolutely agree about -- and I would say that I had the other hat on when Dr. Camfield -- not Dr. Camfield -- Mr. Camfield was doing his work for the OEB, that high R-squared does not mean it is necessarily a good model.


MR. COWAN:  Hmm-hmm.


DR. LOWRY:  Yes, if you put -- if you made it dollars per customer, you would appreciably lower the R-squared.  I don't doubt that.  


Now, is it fair game if you do that to put the number of customers as a right-hand side variable, by the way, because otherwise you know you're not really capturing the relationship -- you're not capturing what you already know to be the relationship between cost and customers.  If you just have dollars per customer, and you can't have customers on the right-hand side.  Is that fair to say?


DR. YATCHEW:  But the fact that you are dividing by customers on the left-hand side doesn't mean you can't have customers on the right-hand side.


DR. LOWRY:  As I say, as long as you're allowing for that.


DR. YATCHEW:  Yes.  


DR. LOWRY:  R-squared would be more the 40 to 60 range.


MR. COWAN:  Mr. Adams and Dr. Cronin are both planning to leave.  I wonder if there are any last questions for Mr. Adams on his presentation.


DR. LOWRY:  Well, I have a couple.


MR. ADAMS:  I can be back in 15 minutes, but I really have to go.  I'm sorry.


MR. COWAN:  Okay, thank you.  We may actually vaporize ourselves by then, but we will see.


--- Mr. Adams and Dr. Yatchew withdraw.


MR. COWAN:  Thank you very much.  Questions, discussion?


We are relatively close to a point where we could stop, so  -- but let's see if there are a few thoughts that people want to share at this point.


Mr. McLorg?


MR. McLORG:  Thanks, Bill.  A question for Jay, just with respect to your proposal about the approach of utilities to frontier performance and that kind of thing.


Would the frontier be determined by the Board and would the frontier intrinsically account for differences in cost driver variables or business environment conditions, and that kind of thing, that I think has been part of the object of this exercise, or would it be literally a numerical absolute figure across the province?


MR. SHEPHERD:  No, what I'm suggesting is that you do what is done in the private sector, and that is you look at where you want to get to, and where you want to get to is prices that are comparable to other utilities.


Then you determine how close can you get to that with the things that are within your control.  There may be things that are not within your control.


That's what the bottom-up analysis does.  It separates out those exogenous variables and creates different, in effect, targets for different utilities.  The other way to do it is to say everybody gets the same target, but not everybody can get there.


And you have to look yourself, as Roger said, you look yourself at, What are the things that prevent us from getting all the way there?  We can't get to where Horizon is or Welland is, but we can get to there.


MR. McLORG:  A supplementary.  I won't drag this on.


The reason that I am asking is because the concept of doing statistical benchmarking, where you take a bunch of data on the performance and the cost levels of different utilities with different business conditions, and then fit a model to that, gives you a fitted value for each individual utility, given the set of explanatory variables it has; right?


And that value is inherently -- it's not exactly an average, but it is a measure of central tendency, conditioned on the value of all of those explanatory variables; right?


It is inherently not a frontier type of number.  So I am really trying to find out from you, when you say with respect to prices, for example, or rates, that you determine where you want to be, and then you figure out how close you can get to that, how does one -- how would you recommend that we go about figuring out where we want to be?  Because I don't see anything in between the statistical benchmarking approach and the literal cohort-driven, you know, data-envelope analysis or stochastic frontier analysis or some extreme value analysis.


MR. SHEPHERD:  Both of those approaches beg the question.  They say if we assume that we have to use a bottom-up methodology, these are the only ways we can do it.


The marketplace doesn't use that.  The marketplace, in fact, sets a price.


You're not in control of the price.  The marketplace sets it.  Then you, as a manager of a business, have to get there.  That's a completely different model.  It doesn't follow the same assumption.


Now, I understand that you can't use that model helter skelter in this situation, because you can't change the geographic location of your utility to make it cheaper to produce your service.  I get that.


But there are a whole lot of things you can change, and you can identify a market by looking at the guy next door who is doing the same thing you're doing in very similar circumstances and doing it a lot cheaper.  I don't mean you particularly.  I mean, you know, the guy next door to Welland, say.  I don't know.  It doesn't matter.  I don't even know who is next door to them. 


But the point is that, yes, you are right that the econometric approach is a well understood approach, but we also see it has a lot of problems associated with it, data problems.  There are always going to be exceptions.  So somebody is going to get nailed for those exceptions, because you can't have an econometric model that applies well to everybody.  It can apply well to most people.


So what I am suggesting is you can augment that by using a top-down approach in which what you try to do is what you should be doing anyway; right?  I mean, this is not something that utilities shouldn't be considering.


All utilities should be trying to get their rates as low as is reasonably possible.  You should have a plan in place for that, and any utility in the room that doesn't, you have to ask yourself, why not?


So all we're suggesting is that those plans should be done in a more rigorous way and should be scrutinized by the Board to determine how you are planning to get to best practices.  That's all.


MR. COWAN:  I wonder if I could just add a thought to this.  You may have seen that in the material the Board Staff has put out, we have attempted to use a phrase - and it doesn't necessarily always fly - and that is comparative utility analysis as opposed to benchmarking.


Now, I guess I see that as germane to what you are just talking about here in the sense that, indeed, comparative utility analysis brings us from the data set.  So we're inherently limited by that which we have already got in the data set.


It doesn't allow you to necessarily think more broadly or outside of that box, so to speak, if that is what you are going to use.  But that is where the notion of benchmarking, I think, begins to have bite, in that if an entity or a distributor, in particular, sees itself in a particular zone, perhaps below the median or whatever, in its peer group, and realizes that there may be something better to aspire to, if they don't know what that is, it then puts them in a position to look to benchmark their practices.


So I see benchmarking as having another set of words attached to it, benchmarking so as to identify and achieve best practices.  It becomes a continuous-improvement kind of mentality and paradigm.  And it does, then, lead to the possibility of stepping outside the box.  


So I believe that what we're doing here is fundamentally comparative analysis, but that it might evolve at some point into a bit more sophisticated benchmarking methodology that is intent on discovering best practices and moving to those.  


So I am not sure that that is directly helpful to what you just raised, but it seems to me that is a vision of what's possible from that which we're beginning to do now.  


MR. McLORG:  Thank you.  


DR. LOWRY:  I have a few questions.  I think this gentleman was next.  


MR. COWAN:  Yes, indeed.  Bill.  


MR. HARPER:  Actually, Bill, I would like to make a comment and return to a question you posed at the very, very beginning of the day and then sort of ask a little bit of a follow up question to that.  


You had a question about this value proposition and whether or not going to all of the additional effort on the econometrics was worth it as opposed to just creating a table of OM&A costs per customer.  I have been sitting here through the day and listening to various people.  


I guess the simple -- if I was to give you my answer at this stage in the process, I think the answer would be yes, and I think the reason for that is that intrinsic in the approach Staff has taken is creating a number of peer groups.  


Now, it seems to me peer groups mean you are trying to group people together who are similar in terms of their external factors, if I understand things correctly. 


What the econometric analysis is going to tell you is what are the external factors that are important to look at when you are trying to come up with those peer groups. Otherwise you can be grouping people around factors that really have no really important bearing on costs.  So I think even to do the sort of simple analysis that you are trying to do from Staff's point of view, if you are trying to put the people together in peer groups, you have to have some analytical support for what are the factors you are using to group them on.  The type of work that either Dr. Lowry or Dr. Cronin has been talking about will help you do that by identifying through that statistical analysis what are the important cost drivers.


Having said that, I think one of the comments we made back in our commentary on the original PEG report is, and actually seeing the most recent analysis you have produced just bears it out to me in spades, we're not clear at all in terms of what were the external business factors that were used to create either by Staff or by Dr. Lowry in terms of create the peer groups that you've got there.  Just as an example, I would have thought because we're looking at different external factors different peer groups on average, you expect to have -- the average cost for each peer group you would expect to be quite a bit different, because you're grouping them around people that have different external factors that are therefore going to lead to different costs. 


Your small northern LDCs and your large northern LDCs respectively have average costs of $281 and $280 per customer.   


So in my mind, that is like immaterial in terms of difference.  So I guess I think as you move forward, I think it would be important if you can give us a lot more information in terms of how you have established those peer groupings and what's been driving them.  


DR. LOWRY:  Could I respond to that. 


MR. FROST:  Quick question:  Is that a weighted average or straight average?  


MR. HARPER:  I simply took your Excel spreadsheet in the limited time I had between when it was posted and I came here today I took the simple average of the nine utilities, 15 utilities. 


MR. COWAN:  I noted the same statistic.  I think it is correct in that way.


DR. LOWRY:  I think I discuss in my report the fact that these group averages are actually remarkably consistent with the econometric findings, and that I thought that the econometric research supported, broadly supported the selection of the peer groups that the Staff had made.


I mean if you look at these averages, okay, let's take small and northern -- who has -- look, for example, at table 5 of the report.  Maybe you don't have it with you.  But the two highest group averages for unit cost, using my somewhat fancier unit cost indexes -- are small northern and large northern.  That makes sense.  


Now, then, to get lower unit costs you fall appreciably when you get to south-western small town.  You fall a little bit more to get to south-western midsize due to the scale economies.  You fall a lot more to get to large city southern LDCs.  I mean I think all of that makes perfect sense.  


What I will say, though, supporting you and said before, is that a little more slicing and dicing is probably necessary because some of these groups are encompassing companies that really serve rural areas and have very little undergrounding.  Then there are some that really are serving towns, some of which -- those small, mid-size towns do have a decent amount of underground.  So I think once you make one more refinement on the peer groups, you know, you are really not in such bad shape.  


MR. HARPER:  I would have thought from a statistical perspective that the averages for each of the groups might have been statistically different from each other. 


DR. LOWRY:  I think they are. 


MR. HARPER:  I don't know how 280 can be significantly different from 281. 


DR. LOWRY:  You mean in terms of small northern and large northern?  


MR. HARPER:  That's right. 


DR. LOWRY:  There again, there is only like six companies in that large northern group.  Like I say, we haven't quite, it is -- I think to me it is much more powerful that the two northern groups are the highest unit costs and that is what the model would say based on their ruralization and forestation. 


You know large northern doesn't mean large, lest we forget.  I agree there is no statistically significant difference between those two.  But most of those averages really do make a lot of sense to me.  


MR. COWAN:  One of the things you may have noted, Bill, is that we did move the utilities, or some of them, into the different groups as suggested in the PEG analysis on the first round, because -- because of the -- we saw that value-added coming out of the first round.  


We may need to look at the averaging effect a little bit more up close.  


Hydro One?  Yes.  


MR. BUCKSTAFF:  Ken Buckstaff.  It's not coming through?  


We have spent a lot of time today talking about costs, and rightfully so.  In some of the papers that were submitted asking questions and critiques and such, there was a lot of commentary around service-quality levels.


Mr. Shepherd, you mentioned that at the start of your presentation, there is sort of a minimum level that is acceptable and that is just it, sort of black and white.  Dr. Lowry in your view, you have mentioned that service quality is a variable that becomes a driver once you set whatever level it will be.  I would like to get a little bit of commentary from each of you about that, from Mr. Shepherd, in particular.  


What is the minimum level that is acceptable and how do you decide what it is?  Because it may be that some people are well above that already and maybe they could dial back and others could go forward.  


MR. SHEPHERD:  I think there is already a separate process in place for dealing with SQIs and I think that process has to work.  I wouldn't want to prejudge that particular process.  


I am sorry if I gave you the impression it was black and white.  Of course, it can't be black and white.  It but it can be treated as a threshold issue instead of a variable.  I think that is a better way for a utility to look at it rather than, well, should we spend some money to do a better job?  


There should be a minimum that you just treat -- from your own point of view, that you should be treating as less than this isn't good enough.  


DR. LOWRY:  I would just comment, and I think we were talking about this a little bit at the break, that I think it is a really good thing for the Board to be considering what are the really appropriate levels for various types of utilities.  


I think that Europe has been in the lead of North America, in terms of really going back to basics on that.  To me, it is a good example of the kinds of issues that regulatory commissions could be freed up to address if they can use things like PBR and benchmarking to take -- to reduce the regulatory cost of the more routine adjustments, because it is a complicated issue and a lot of people, you know, should be heard out, in terms of what they think about that.  


There is certain amount of research that goes into what is really attainable for the rural versus suburban utility, and an urban one, so on and so forth.  


MR. COWAN:  Is that responsive? 


MR. BUCKSTAFF:  Generally, yes. 


The point you raise about a difference in service by different kinds of companies.  I have looked at research around customer satisfaction and what customers expect, and that tends to vary based on where they are.


As an example, if you live in Manhattan, New York, people there won't tolerate waiting on the telephone for somebody to answer the phone for more than five seconds and they won't tolerate having outages very frequently; where, if you go to a rural area of New York, same state, you end up in a circumstance where people are perfectly willing to accept the 24-hour outage on their farm, because they understand that is how it works.  


The regulator in the state of New York is faced with, How do I set targets for the performance for the utilities in that area?  Are they the same for everybody?  Are they different, and how do you determine them?  


And I don't think in any of the stuff we have talked about today we have set any kind of mechanism for determining what is reasonable for each of the utilities, which is why, Mr. Shepherd, I asked you that question kind of point blank, How do you set a target?


But it really does make a difference, in terms of the costs of operation, if you set a target at a different level for different circumstances of utility.


MR. COWAN:  Isn't one of the challenges and perhaps opportunities, when developing a statistic, is to be reticent to set the target in the first instance until you see what the behaviour is, and then try to learn from what you see and use that to inform your selection of what the threshold ought to be?


So if we are starting to walk by gathering the data, maybe we will be able to run after we've had enough confidence in a few years' worth of data to be able to set those thresholds.  Maybe that is a way to evolve it over a period of time.


We do have two other thoughts.  One more from Hydro One, perhaps.


MR. MATTHEWS:  Can you hear me?  Okay.


MR. COWAN:  Yes, but I'm not sure about the court reporter.  I think it would be wise, if you don't mind, using the mike.


MR. ALTAMORE:   Carm Altamore from Hydro One.  Just a few observations.


MR. RITCHIE:  It's not on, Carm.  


MR. ALTAMORE:  Low battery.  Can you hear me now?


MR. COWAN:  We can, but I'm not sure about the court reporter.  Microphone.


MR. ALTAMORE:  Thank you.  Again, Carm Altamore, Hydro One.  Just a few observations just to follow up with what Ken has said.


From Hydro One's perspective, we need to look at performance.  We need to look at all areas, not just OM&A.


There was a point made that, you know, bringing in capital, you're bringing in previous management decisions.  If you look at OM&A, a lot of our OM&A costs are driven by old management decisions.  


I will give you an example.  Our vegetation.  We are suffering on trying to come up to its cycle, where we should be at.  That is 30, 40 percent of our OM&A.


Similarly, trouble calls; 35,000 trouble calls a year.  That is a considerable part of OM&A, and that is also based on previous management decisions.


So the previous management decisions covers all areas.  So we need to keep that in context.


The other thing is the service quality.  We are very committed to meeting customers' expectations, and there are several areas, not just reliability, but how we respond to customers' requests.  We have a call centre that constitutes a high cost.  It is in OM&A, as well.  


Similarly, appointments.  Appointments in rural are a different cost than appointments in urban.  Meter reading costs in rural are different than in urban.


So when you look at the data - and I don't have the spreadsheets in front of me that were touched on - looking at the data, we have improved.  I'm still not -- I still haven't bought into another year of data is going to be more accurate.  


I think there is work for us to do, and I would like to compliment the OEB when you were doing the audits, going out and looking at the service quality measures, how they were being collected, because if you look at the data that we have in those spreadsheets, more on the service quality, there are still some gaps.  There is still some misunderstanding on how the indices are calculated; for example, reliability.


Your point about earlier, the loss of supply.  The loss of supply isn't captured religiously or consistently across the province.  I think there is an opportunity there, in that it will smarten up the supplier, but it will also make the distributor, who has to respond to those customers that they provide service to, to become more accountable as opposed to sloughing it off to someone else.


So the data is not, in my mind, totally consistent, accurate, rigorous that you would use in a benchmarking exercise.  But we need to start.  We support the initiative that you have on the table and we appreciate being invited here to take part, because we are very committed to benchmarking in the regulatory arena.


It can't be done overnight.  I mean, there has been points raised about overseas, Britain, Europe.  You know, they've learned from mistakes, and I think we need to learn what those mistakes were so that we don't repeat it, because my understanding, just looking around the table, the LDCs are very seriously concerned about moving forward here.


We do have 84, 85 LDCs out there.  It's not that many, but you do have the mix of a rural versus an urban, versus a mix of rural and urban.  It becomes very challenging.


MR. COWAN:  Thank you.


MR. ALTAMORE:   Thank you.


MR. COWAN:  I think, Dr. Lowry, did you have --


DR. LOWRY:  Well, in the interest of wrapping up, I will pass, but I will talk to Jay directly.


MR. COWAN:  I would propose we reconvene tomorrow morning at 9:30.  It is possible, the way we're going, that we will not necessarily be that long.  I know some of you are anticipating being here for the session in the afternoon on incentive regulation, which I think should flow in some logical way -- or be connected in some way, let's not say "flow", but be connected in some way to the very things we have been talking about today.


So if tomorrow looks as though it might have an hour or two of time available in the middle for you, I hope that will be agreeable.  We won't be able to advance the start time, I believe, for the incentive regulatory discussion, partly because there are others who are interested and are coming specifically at that time.


So thank you for today.  Are there any concerns around process at this point that we should hear?


Mr. White.


MR. WHITE:  If you have reason to believe that there is an hour and a half of slack, can we commit to starting at ten o'clock and going through lunch, if required, to wrap it up?


MR. COWAN:  Well...


MR. WHITE:  Is that an option, is what I'm saying?


MR. COWAN:  As I understand it, Board -- although you were complimentary about the muffins, and particularly the upper decile muffins that had pecans on them, or whatever, I don't believe the Board Staff is proposing to provide lunch tomorrow.  Whether that affects your suggestion or not --


MR. WHITE:  Not at all.


MR. COWAN:  -- I'm not sure, but I -- and there is always the risk, by saying "yes" to that, that we will have actually removed the slack or left a very strange amount of slack time in the middle.


Is there any sort of general feeling about a 9:30 versus a 10 o'clock start?  Maybe if I had a show of hands for 9:30 and a show of hands for 10:00?


It is becoming almost a tie ballgame, but -- I think, Mr. Harper, did you have a comment?


MR. HARPER:  The only thing is I think the room is a little bit emptier now than it was when we started.  There may be people who had to leave but are expecting to come back at 9:30 tomorrow morning and start a process.


MR. WHITE:  No problem.  9:30 is fine.


MR. COWAN:  Any other matters?


MR. SHEPHERD:  I just wanted to comment that some of us have to be in another proceeding tomorrow morning at ten o'clock in the other room, so we won't be here.  No disrespect to the presenters; we just can't.


MR. McLORG:  Sure.


MR. COWAN:  All right.  So we will go for 9:30.  Thank you very much for today.


--- Whereupon the hearing adjourned at 4:55 p.m.



















PAGE  

