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One proposal was that the preferable methodology to be used for the billing determinants
for basic use (network) charges should, to the greatest extent practicable, follow the status
quo methodology applied today by Ontario Hydro in its bundled rate setting.  This
methodology effectively classifies load customers into séveral categories, in order to
allocate diversity benefits. The customers within each classification are then assessed
charges on the basis of their non-coincident peak demand after accounting for the diversity

benefits within their respective classes.

It is perceived that an approach similar to the above, including diversity considerations
based on existing customer classes, would result in minimum cost shifting compared to the
transmission costs implied within the current rate structure. Any change from this will
result in cost shifting compared to the present regime. The panel was not able to rank
other alternatives without a cost allocation study and assessment of rate impacts on the

customers.

The panel leaned towards a preference for the existing diversity based methddology on the
basis of discussions around the interests of the various classes of customers, which today
receive certain credits through diversity considerations. These interests could be
appropriately addressed through the use of the status quo rate methodology to give the
market participants some degree of comfort that the unbundled transmission rates would
not be unduly discriminatory. The diversity credits partially reflect the real phenomenon
that common parts of the system are built to meet the coincident peak demand of the load
connected to that part of the system. The coincident peak demand is usually less than (and

can never exceed) the sum of the non-coincident peak demands of the connected loads.

The panel recognized that the unbundling of transmission and commodity (energy) charges
after Open Access will nullify the existing approach. Existing customer classes and
~ associated methodology of allocating diversity benefits will not be relevant in the new
market. A detailed cost of service study would therefore be required to determine how

the new classes of customers will emerge, what will be the resulting diversity groupings,
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and how the diversity benefits would be allocated to these classes. Further, an approach
utilizing the diversity benefit methodology would result in the abandonment of the concept
of a single postage stamp transmission rate for the province; rather, it would result in a

number of specific transmission rates that reflect the variety of customer classes.

The panel agreed that a single postage stamp rate utilizing coincident peak demand
(instead of non-coincident peak) may ’address some of the concerns of the existing
customer classes who receive diversity credits through the different rate structures. The
coincident peak methodology envisaged in this respect would have to measure the peak
over a sufficient number of hours around the actual peak to capture the hours when the
transmission system is under stress and to avoid gaming by customers. (It would be
unacceptable for a customer to be able to avoid a larger part of his transmission charges

by reducing his load for one hour, or a few hours). Some panel discussions with respect

to the coincident peak methodology are summarized below:

e A coincident peak methodology avoids the need to classify customers for allocation
of diversity benefits, a process which can result in arbitrary assignment of diversity
benefits according to the class to which customers are assigned. While a non-
coincident peak methodology would also avoid such a need, some panel members felt
that a coincident peak approach would be more amenable to address the concerns of
the existing customer classes that receive diversity benefits.

e  Some sub-panel members felt that the coincident peak was more closely related to the
loads which drive the need for transmission system investment. OHSC, however,
feels that this may not be the case. It is of the opinion that an aggregate network is
not homogeneous but rather comprises a number of geographically grouped network
facilities (local systems) for most of which the specific requirements are determined
by the local area, non-coincident peak demand.

* Some panel members believe that there is an advantage of the coincident peak
methodology in that otherwise exactly similar customers would attract same

transmission service charges whether they are connected directly to the transmission
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system or via the LDC. OHSC is of the opinion that the opposite may be true, and
that such similar customers may indeed have different end-use charges since the load
pattern of a customer within the LDC is included in the LDC’s aggregate load pattern
for the determination of the LDC’s coincident peak. Further, the LDC may indeed
collect the wires related charges based either on coincident load within the LDC or on
the basis of non-coincident load (and quite possibly the latter).

* The use of coincident peak methodology would (still) introduce cost shifting
compared to the current OH rate structure, and some market participants may
consider this to be unfair.

e  While it was noted that use of the monthly, rather than annual, coincident peak would
be more consistent with a monthly billing cycle, some sub-panel members felt that
annual coincident peak may perhaps be appropriate in view of the fact that the annual
peak often drives the need for new investments. OHSC has a number of reservations

about using annual coincident peak. These include the following:

—  The use of on annual coincident peak may be perceived as being unfair and/or
unfriendly towards customers that have seasonal patterns of usage (winter
peaking customers, for example) or by industries that shut down periodically
(over summer months, for example). These customers may consider themselves
disadvantaged in that the other, mostly 12-month customers, are not paying their
fair share.

—  The annual coincident peak billing may result in free-ridership by some customers
that have their own peak demand in the months other than when the aggregate

. system has peak load (in winter).

There is no disagreement between the sub-panel members regarding the rate determinant
for the connection pool. All members agree that connection pool rate should be based on
the non-coincident peak demand since that best reflects the allocation of costs to
customers in the way they use the connection pool facilities. The disagreement is on the

allocation of costs to the pooled network rate (for the basic use service).
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OHSC recognizes that, compared to the current bundled OH tariffs, there would be a
potential for cost shifting in the network pool by using non-coincident peak demand and a
single tariff rate for assessing charges. It also recognizes that there is a need to address
the issue of abandoning the customer diversity benefits provided in the existing Ontario
Hydro tariff structure. At the same time, it notes that a significantly detailed cost of
service analysis has to be done to determine the heed, appropriateness, and methodology
to allocate diversity benefits, and perhaps to (re)establish new or emerging customer
classes. Therefore, OHSC’s preferred approach is to start of with a relatively simple cost
allocation methodology that has been adopted in many jurisdictions that have deregulated
the electricity industry, nainely the use of non-coincident peak demand and a single,
relatively more predictable and transparent transmission rate for all transmission customers
in the province. The rationale for supporting the use of the kW peak demand as a charge
determinant is that this approach best reflects the fact that transmission systems have
historically been built to meet peak demand. In due course, after more detailed analysis, a
more cost reflective allocation of transmission charges may be adopted, still within the

scope of a pooled transmission rate.

Conclusion of Panel Discussions on Diversity Benefits

It was agreed that the connection service tariff rate should be based on customers’ Non-
Coincident peak demand and a uniform tariff rate across the province. However, the panel
was not able to come to a consensus on the issue of a suitable rate determinant for

network (basic use) charges.

The panel therefore agreed to legve the issue of a charge determinant for network service
charges for resolution by the OEB. In this respect, the sub-panel has identified the
following options for the network tariff, together with the pros and cons for these options
as summarized in the attached Table CC-1, for further consideration by OEB. The
following options could describe an evolution through time. For example, while one

opinion is that the OEB may adopt Option 2A in the short term, another one is that OEB
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may adopt Option 1A to begin with. Cost of service and rate impact studies must be

carried out before one can select any of the following options for more permanent use:

Option 1:

Option 2:

A single, province-wide transmission network charge rate applied to all
wholesale customers connected to the transmission system. The specific rate
design should address the following alternatives for charge determinant to
calculate customer’s charges: |
Opftion 14: Non-Coincident Peak Demand (kW); or
Option IB: Coincident Peak Demand (kW), possibly with the charge
determinant being based on customer peak demand over a
- predefined period of a number of hours when the load is close to
the actual hour of system peak demand.
Allocation of aggregate transmission network charges to different customer
classes, as per their diversity groupings, and a different network charge rate
within each of these customer class. The charge determinant to assess
transmission charges within each class would be Non-Coincident Peak
Demand (kW). The specific rate design should address the Jollowing
alternatives for groupings of customers within various classes:
Option 2A: Utilize the existing customer classes (used by Ontario Hydro) and
‘the methodology of allocating diversity benefits to these; or
Option 2B: Establish new customer classes and develop a new methodology
to allocate diversity benefits, based on a detailed cost allocation

Study.
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APPENDIX T

SUITABLE BILLING CYCLE AND “RATCHET
OR RATE DETERMINING PERIOD

Billing Cycle

The billing cycle defines the frequency of billing and payment for transmission service
charges. Based on the following considerations, it is recommended that a monthly billing

cycle be adopted for transmission service charges:

e The monthly billing cycle is currently used in most electricity industry transactions

at the wholesale level.

e The proposed market rules for electricity industry structure in Ontario are likely to
be based on charges for spot market energy, uplift charges, etc. (to be billed by the
' IMO) having a monthly billing cycle.

e A relatively more frequent billing cycle for transmission charges would likely result

in administration inefficiency at all levels of the electricity industry.

e If an annual coincident peak methodology were to be adopted, a monthly billing
cycle can still be used based on estimated contributions, with a year-end true-up up

when the full year’s data is available.
e A relativeiy longer billing cycle for transmission charges could result in:

— cash flow constraints for the IMO (the transmission rate administrator)

and/or the transmission owners;

—  potential for unfair and/or uneconomic behavior with respect to time value

of money;

— increase the risk exposure associated with default for payments.
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In special circumstances, such as for billing and settlement for customers with low
consumption, an LDC may actually bill and settle for the transmission and other
charges on the basis of a bimonthly or other cycle even though the charges are

calculated on a monthly basis as recommended above.

“Ratchet” Period

The term “Ratchet Period” as used for the purpose of this document essentially defines the

billing duration during which the charge determinant (peak demand) would be measured

or, if applicable, forecast in order to calculate the applicable transmission charges. Typical

options for the “ratchet period” for transmission tariff structure are:

Actual peak demand over the past month (monthly peak kW).

Actual peak demand over the past year (annual peak kW).

Actual annual peak demand or average of annual peak demand over the past three
(3) or five (5) years, sometimes described as rolling peak demand over several
years.

Forecast of annual peak over the next year or next three years.

The following points summarize the key discussion pertaining to the above options for the

“ratchet period”:

*

Most of the jurisdictions in the United States and overseas that have gone through,
or are in the process of, deregulation have adopted peak demand over the past
month as the “ratchet period” for transmission tariff.

Since the deregulation will unbundle the electricity rates substantially, and this has
been the primary driver for the market participants, it may be unnecessary and
confusing to make a “quantum leap” in transmission pricing design at this time.

This sentiment has also been expressed in the MDC’s Interim Report #3.
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¢  There would be a risk of significant variance or “disjoint” if the wholesale level

transmission tariff were based on past usage over a long period or on forecast of

fiture usage and the retail level tariff were based on the usage over the past month.

It would be neither feasible nor practical to use multi-year historical/forecast
basis for charging millions of retail customers, especially with covering several

years.

¢  The rationale for using historic rolling average was identified primarily in the

context of potential for uneconomic transmission service bypass with respect to

embedded generation, conservation or load reduction for any other reason.

The concern about uneconomic embedded generation has been abated
significantly by the Interim Report #3 of MDC, which recommends that the
new embedded generation should be charged for transmission on a “gross”
basis.

Conservation related reduction in load or load reduction for other reasons is
not a significant threat and, in any case, it may be imprudent to discourage
true efficiency improvements.

The regulatory process would likely allow “true up” to mitigate the adverse

impact of the special circumstances.

¢ As per Wholesale Market Design Technical Panel deliberations, IMO will use

monthly billing period for settlements associated with spot market, uplift charges,

ancillary charges, etc.
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APPENDIX U

RETURN ON EQUITY
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4550 Montgomery Avenue, Suite 350N
Bethesda, Maryland 20814
(301) 664-7800 FAX (301) 664-7810

KATHLEEN C. McSHANE

VICE PRESIDENT

December 3, 1998

Mr. Rod Taylor

Executive Vice President - Planning & Development
Ontario Hydro Services Company

700 University Avenue

Toronto, Ontario M5G 1X6

Dear Mr. Taylor:

This letter is in response to YOur request for an initial expert opinion regarding the
reasonableness of Ontario Hydro Services Company’s proposed capital structure and
return on common equity for its regulated businesses. OHSC is proposing to structure its
regulated businesses with a capital structure containing 60% debt and 40% common
equity and is requesting that the Ontario Energy Board approve an equity return of 10%.

In my opinion, OHSC has taken an approach that is consistent with sound economic and
financial principles. The financial structure that is proposed is intended to allow the
company to attract capital on a stand-alone basis, with financial parameters that would
permit an investor-owned utility to achieve a debt rating of single A. A 60% debt ratio is

in the upper third of the 50-65% guideline range established by the Canadian Bond Rating

Service for an A rating for electric and gas distribution utilities and above the average of

55% indicated for an A rating by Standard & Poor’s for global electric
transmission/distribution utilities.

While the data for actual capital structures maintained by transmission/distribution
electrics in North America with similar business risk profiles to the regulated business of

- OHSC are limited — since most electric utilities in North America continue to be

vertically integrated — it is instructive to note that a sample of U.S. electrics that are
divesting their generation assets currently have debt ratios of 46.3% (equity ratios of

48.3%). On average, these utilities are rated A-, one notch below OHSC’s target debt
153
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4550 Montgomery Avenue, Suite 350N
Bethesda, Maryland 20814
(301) 664-7800 FAX (301) 664-7810

KATHLEEN C. McSHANE

VICE PRESIDENT
rating of single A. Value Line’s forecasts of those capital structures anticipates some
strengthening over the next five years, with the debt ratios declining to 43.0%.

The increasingly competitive environment, the regulatory framework proposed and the
financial parameters maintained by other electric utilities with which OHSC will compete

for capital all support the reasonableness of the company’s proposed financial structure.

With respect to the proposed equity return of 10%, I view that as a conservative estimate.
Recent analyses of the fair return that I have performed for generally similar risk Canadian
utilities indicate a return requirement of approximately 11%. This conclusion is based on
the application of the equity risk premium test as well as the comparable earnings test.
The former supports a risk premium of no less than 4.5% at a long Canada bond yield of
5.75%, for a “bare-bones” cost of equity of 10.25%. The comparable earnings test, which
measures the risk-adjusted achievable returns on book equity for non-regulated firms of
comparable investment risk to utilities, indicates a fair return on the equity component of a
utility regulated on an original cost basis in the range of 11.25-11.5%. The proposed
return of 10% is also significantly below the recent level of allowed returns in the U.S. for
both electric and gas utilities: during the first three quarters of 1998 — when long
Treasury yields have averaged 5.7% — the average allowed return granted in the U.S. has
been 11.4%.

On balance, the company’s proposed 10% return is at the lower end of the range of

reasonableness.

Attached is a copy of my professional qualifications.

Sincerely,
Kathleen C. McShane
KCMcS:psg
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KATHLEEN C. McSHANE
VICE PRESIDENT

Qualifications
of

KATHLEEN C. McSHANE

Kathleen McShane is a Vice President and senior consultant with Foster Associates, Inc., where
she has been employed since 1981. She holds an M.B.A. degree in Finance from the University of

Florida, and M.A. and B.A. degrees from the University of Rhode Island. She is also a Chartered
Financial Analyst.

Ms. McShane worked for the University of Florida and its Public Utility Research Center,

functioning as a research and teaching assistant, before joining Foster Associates. She taught

both undergraduate and graduate classes in financial management and assisted in the preparanon
of a financial management textbook.

At Foster Associates, Ms. McShane has worked in the areas of financial analysis, energy
economics and cost allocation. Ms. McShane has presented testimony in 75 proceedings on rate
“of return and capital structure before federal, state, provincial and territorial regulatory boards, on
behalf of U.S. and Canadian telephone companies, gas pipelines and distributors, and electric
utilities. These studies include the assessment of the impact of competition, rate design,
contractual arrangements, and capital structure on return requirements. She has testified before
the National Energy Board on behalf of Gaz Metropolitain and the Government of Québec on
pipeline cost allocation, quantifying the impact on transportation rates of changes in zoning and of
rolled-in versus incremental pricing, has presented evidence on price cap regulation for Maritime
Electric before the Island Regulatory and Appeals Commission of Prince Edward Island, and has
testified before the Ontario Energy Board on economic principles of cost allocation. Ms.
McShane has also provided consulting services for AGT, Ltd., ED TEL, Maritime Electric and
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'VICE PRESIDENT

Northwest Territories Power on financial issues, including financing, dividend policy, corporate
structure, cost of capital and form of regulation.

Ms. McShane was principal author of a study on the applicability of alternative incentive
regulation proposals to Canadian gas pipelines. She was instrumental in the design and
preparation of a study of the profitability of 25 major U.S. gas pipelines, in which she developed
estimates of rate base, capital structure, profit margins, unit costs of providing services, and
various measures of return on investment. In a study prepared for the Canadian Ministry of
Energy, Ms. McShane analyzed Federal regulation of U.S. pipelines, including trends in rate
design and rate structures. Ms. McShane has also co-managed market demand studies, focusing _
on demand for Canadian gas in U.S. markets. Other studies performed by Ms. McShane include a
comparison of municipal and privately owned gas utilities, an analysis of the appropriate
capitalization and financing for a new gas pipeline, risk/return analyses of a proposed water
company and an independent power project, and a study on pricing of a competitive product for
the U.S. Postal Service. She has also conducted seminars on cost of capital for regulated utilities,
with focus on the Canadian regulatory arena.

Publications and Papers

"Marketing Canadian Natural Gas in the U.S.", (co-authored with Dr. William G. Foster),
published by the IAEE in Proceedings: Fifth Annual North American Meeting, 1983.

"Canadian Gas Imports: Impact of Competitive Pricing on Demand", (co-authored with
Dr. William G. Foster), presented to A.G.A.'s Gas Price Elasticity Seminar, March 1986.

"Market-Oriented Sales Rates and Transportation Services of U.S. Natural Gas
Distribution Companies", (co-authored with Dr. William G. Foster), published by the
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IAEE in Papers and Proceedings of the Eighth Annual North American Conference, May
1987.

"Incentive Regulation: An Alternative to Assessing LDC Performance", (co-authored
with Dr. William G. Foster), presented at the Natural Gas Conference, Chicago, Illinois,
sponsored by The Center for Regulatory Studies (May 1993).

“Atlanta Gas Light’s Unbundling Proposal: More Unbundling Required?” presented at the

24™ Annual Rate Symposium, Kansas City, Missouri, sponsored by several Commissions
and Universities (1998)

Expert Testimony/Opinions

on
Rate of Return & Capital Structure
Alberta Natural Gas 1994
Alberta Power 1989, 1991, 1993, 1995, 1998
BC Gas 1992,1993
Bell Canada 1987, 1993
Canadian Western Natural Gas 1989, 1998
Centra Gas B.C. 1992, 1995, 1996
Centra Gas Ontario 1990, 1991, 1993, 1994, 1996
Consumers Gas 1988, 1989, 1991, 1992, 1993, 1994, 1995, 1996, 1997
Dow Pool A Joint Venture 1992
Edmonton Water 1994
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Foothills Pipe Lines
1993
Gaz Metropolitain 1988
Gazifére 1993, 1994, 1995, 1996, 1997, 1998
Laclede Gas Company 1998
Mutlti-Pipeline Cost of Capital Hearing 1994
Natural Resource Gas 1994, 1997

TN

foundland Power 1998
Newfoundland Telephone 1992
Northwestern Utilities 1987, 1990

Northwest Territories Power Corp.

1990, 1992, 1993, 1995

|~

Pacific Northern Gas 1990, 1991, 1993, 1997
St. Lawrence Ggs 1997
Southern Union Gas 1990, 1991, 1993
Stentor 1997
Tecumseh Gas Storage 1989, 1990
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VICE PRESIDENT
TransCanada PipeLines 1988, 1989, 1991 (2 cases), 1992, 1993
TransGas and SaskEnergy LDC 1995
Trans Québec & Maritimes Pipeline 1987

Union Gas 1988, 1989, 1990, 1992, 1994, 1996, 1998
Westcoast Energy 1989, 1990, 1992 (2 cases), 1993
West Kootenay Power 1995
Yukon Electrical Co. Ltd./Yukon Energy 1991, 1993
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Life assessment is the collection of asset condition information and the comparing of the
asset condition and performance with the required reliability, safety, environment, cost and
functional performance of the asset. All major components are systematically assessed
against end-of-life criteria to determine if the station or line as a whole will or will not
meet defined functionality requirerhents and what action(s) are required to allow the

station or line to meet these requirements.

The life assessment process is a common process used in all asset sustainment strategies.
4.1 End of Life Criteria

It has to be emphasized that “end of life” is not a fixed point in the life of a component or

system, but rather depends on a number of criteria. For the purposes of the Transformer -

Component Refurbishment & Replacement program, the end of life is defined as that point

in time when:
o capability is below established requirements
=> original design capabilities and intended functionality no longer match the
actual operating conditions, and/or customer requirements,
= component is damaged as the result of a failure of other components
® on-going maintenance is no longer cost effective
= lack of technical skills and maintenance personnel for old technology,

= end of support from suppliers or manufacturers,

= lack of adequate spare parts for old equipment
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e significant safety and/or environment risks cannot be mitigated cost effectively

= increasing risk of operation
= new legal or regulatory requirements

= structure and/or component failures (wood pole fires/rot)
o thereis a more economic way to meet functionality

= application of new technology at lower cost,

=> loss reduction due to improved designs, new materials, etc..

It is recognized that not all the components are sufficiently critical to the successful,
continuous operation of the station or circuit to warrant detailed consideration in a life
assessment. For example, many items of electrical equipment such as yard lighting and air
conditioning are not directly related to transmission, are redundant, or have negligible

criticality. When these items fail, only minor repair or replacement is required.

Appendix 2 lists some of the specific criteria which are considered in conducting an overall

life assessment.
5.0 Investment Rates

The amount of investment required on component classes will vary considerably since it

will depend on the state of the components, and the overall cost effectiveness of the work.

One aspect that adds to the cost of refurbishment work is the difficulty in obtaining
outages necessary to carry out the work. The refurbishment/replacement can be
accomplished in one long, continuous outage (if possible), or in a series of outages,
coordinated over a period of several years. The approach to be taken will be determined

on a case by case basis.
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