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Tuesday, October 26, 2010


--- On commencing at 9:09 a.m.


MS. CHAPLIN:  Please be seated.  Good morning, everyone.  I believe we are beginning panel 8 today, Mr. Smith.


MR. SMITH:  We are.


MS. CHAPLIN:  Are there any other preliminary matters before you call your panel?

Preliminary Matters:


MR. SMITH:  Just by way of update, Members of the Panel, I know that OPG was going to report back to you with respect to the question of the various scenarios that were put on the record.  I can tell you that the undertaking with respect to depreciation is under way.  It is fair to say that further enquiries are going to need to be made with respect to the scenarios to provide you with better information, Members of the Panel, about timing, and I expect to be in possession of that on Thursday.


MS. CHAPLIN:  Okay, thank you.


MR. SMITH:  Members of the Panel, I would like to introduce from my left Mr. John Mauti, Mr. John Lee, Mr. Randy Pugh and Ms. Kathy McShane to be sworn as the next panel.

ONTARIO POWER GENERATION - PANEL 8


John Lee, Sworn


John Mauti, Sworn


Kathleen McShane, Sworn


Randy Pugh, Sworn

Examination-In-Chief by Mr. Smith:


MR. SMITH:  Mr. Mauti, I understand you are the director of nuclear reporting?


MR. MAUTI:  That's correct.


MR. SMITH:  And as the director, you are responsible for, among other things, maintaining all financial reporting for OPG's nuclear business and management of costing systems that generate cost reporting across that business?


MR. MAUTI:  Correct.


MR. SMITH:  And that you manage the nuclear accounting staff?


MR. MAUTI:  Yes.


MR. SMITH:  And maintain the nuclear financial policies?


MR. MAUTI:  Yes.


MR. SMITH:  And I understand you have been in your current position since 2006?


MR. MAUTI:  Correct.


MR. SMITH:  And in 2009, you were also the acting chief financial officer of the nuclear waste management organization?


MR. MAUTI:  Correct.


MR. SMITH:  You have been employed by OPG or Ontario Hydro since 1991?


MR. MAUTI:  Yes.


MR. SMITH:  And prior to that, you worked for the auditor General of Ontario?


MR. MAUTI:  Yes.


MR. SMITH:  And you have an honours business degree from Wilfrid Laurier?


MR. MAUTI:  Yes.


MR. SMITH:  You are a member of the Ontario Institute of Chartered Accountants?


MR. MAUTI:  Correct.


MR. SMITH:  Mr. Lee, I understand that you are the assistant treasurer of OPG?


MR. LEE:  Yes.


MR. SMITH:  And you are responsible for corporate debt and project financing?


MR. LEE:  That's correct.


MR. SMITH:  As well as interest rate and foreign exchange risk management?


MR. LEE:  Yes.


MR. SMITH:  As well as maintaining OPG's capital market relationships?


MR. LEE:  That's correct.


MR. SMITH:  And you have been in your current position since 2008?


MR. LEE:  Yes.


MR. SMITH:  And you have been employed by OPG or Ontario Hydro since 1988?


MR. LEE:  Yes.


MR. SMITH:  And you are a certified -- I'm sorry, a chartered financial analyst?


MR. LEE:  That's correct.


MR. SMITH:  As well as a certified management accountant?


MR. LEE:  Yes.


MR. SMITH:  And you have an MBA from York University and a chemical engineering degree from the University of Toronto?


MR. LEE:  That's correct.


MR. SMITH:  And were you responsible or did you assist in the preparation of OPG's prefiled evidence in respect of the cost of short-term and long-term debt at C1, tab 1, schedule 2?


MR. LEE:  Yes.


MR. SMITH:  Do you adopt that evidence?


MR. LEE:  Yes.


MR. SMITH:  And do you adopt the responses to interrogatories prepared in respect of that evidence?


MR. LEE:  Yes.


MR. SMITH:  Now, Mr. Mauti, I neglected to ask you whether or not you were responsible for the preparation of OPG's prefiled evidence in respect of nuclear waste management.


MR. MAUTI:  Yes, I am.


MR. SMITH:  And do you adopt that evidence?


MR. MAUTI:  Yes, I do.


MR. SMITH:  Were you responsible for the preparation of responses to interrogatories asked in respect of that evidence?


MR. MAUTI:  Yes, I was.


MR. SMITH:  And do you adopt that evidence?


MR. MAUTI:  Yes, I do.


MR. SMITH:  Now, Mr. Pugh, I understand that you are the director of Ontario regulatory accounting and finance?


MR. PUGH:  I am.


MR. SMITH:  And as the director, your responsibilities include the preparation of evidence to this Board in respect of financial matters?


MR. PUGH:  They do.


MR. SMITH:  And you have been employed by OPG since 2004?


MR. PUGH:  I have.


MR. SMITH:  Always with responsibility for regulatory accounting?


MR. PUGH:  Correct.


MR. SMITH:  And prior to that, you were employed by the Ontario Energy Board from 1991 to 2004; is that correct?


MR. PUGH:  I was.


MR. SMITH:  And you have an MBA from the University of Western Ontario in finance and accounting?


MR. PUGH:  I do.


MR. SMITH:  And a bachelor's degree from Western, as well?


MR. PUGH:  I do.


MR. SMITH:  And you are a member of the associations or Society of Certified General Accountants and Management Accountants of Ontario?


MR. PUGH:  Correct.


MR. SMITH:  And were you responsible for the preparation of OPG's prefiled evidence in respect of capital structure and return on equity as set out in C1, tab 1, schedule 1 and 2 and related schedules?


MR. PUGH:  Correct.


MR. SMITH:  And do you adopt that evidence for the purposes of testifying today?


MR. PUGH:  I do.


MR. SMITH:  And, equally, with respect to the responses to interrogatories asked in respect of that evidence, do you adopt that for the purposes of this proceeding?


MR. PUGH:  I do.


MR. SMITH:  Now, Ms. McShane, I understand that you are the president of Foster Associates, Inc. and a senior consultant with that entity?


MS. McSHANE:  I am.


MR. SMITH:  Among your areas of specialization is utility finance?


MS. McSHANE:  Correct.


MR. SMITH:  And you have been employed by Foster Associates since 1981?


MS. McSHANE:  I have.


MR. SMITH:  And you have an MBA in finance from the University of Florida?


MS. McSHANE:  Yes.


MR. SMITH:  A master's degree and a bachelor's degree from the University of Rhode Island?


MS. McSHANE:  I do.


MR. SMITH:  You are a chartered financial analyst?


MS. McSHANE:  Yes.


MR. SMITH:  And you obtained that designation in approximately 1989?


MS. McSHANE:  Yes.


MR. SMITH:  You have taught both undergraduate and graduate courses in financial management?


MS. McSHANE:  Yes, I have.


MR. SMITH:  And am I correct that you have testified or presented testimony in more than 200 regulatory proceedings on the issue of rates of return and capital structure?


MS. McSHANE:  And related subjects, yes.


MR. SMITH:  And you have testified before regulatory boards across North America, including this board?


MS. McSHANE:  I have, yes.


MR. SMITH:  And am I correct that recently you testified at OPG's last payments amount application?


MS. McSHANE:  I did.


MR. SMITH:  In respect of rates of return and capital structure?


MS. McSHANE:  That's correct.


MR. SMITH:  And you testified, as well, or gave evidence in connection with the Board's recent cost-of-capital proceeding?


MS. McSHANE:  I made a submission to the Board, yes.


MR. SMITH:  Members of the Panel, Ms. McShane has been qualified as an expert in the Ontario in the area of utility cost of capital and capital structure many times, and I would ask that she be qualified again in this area.


MS. CHAPLIN:  Do any other counsel have concerns with that?


We will accept that.


MR. SMITH:  Now, Ms. McShane, you prepared the report that can be found at Exhibit C1, tab 1, schedule 1 entitled "Report to Ontario Power Generation - Technology-Specific Capital Structures: An Assessment"?


MS. McSHANE:  I did.


MR. SMITH:  And do you adopt that report for the purposes of this proceeding?


MS. McSHANE:  I do.


MR. SMITH:  And did you assist or were you responsible for the preparation of responses to interrogatories asked in respect of that evidence?


MS. McSHANE:  Yes, I was.


MR. SMITH:  And do you adopt those responses for the purposes of testifying today?


MS. McSHANE:  Yes, I do.


MR. SMITH:  Members of the Panel, with your indulgence, I do have a few questions that I would ask Ms. McShane in examination-in-chief.


MS. CHAPLIN:  Please go ahead.


MR. SMITH:  Ms. McShane, can you please describe your assignment in this case?


MS. McSHANE:  What I was asked to do was to undertake an analysis of separate costs of capital for OPG's prescribed nuclear and hydroelectric assets and determine whether differences between the cost of capital for the two technologies could be quantified with a sufficient degree of rigour for the Board to rely on the results for purposes of different capital structures in the establishment of regulated payments.


MR. SMITH:  And how did you go about carrying out that assignment?


MS. McSHANE:  Well, first of all, what I did was I took, as a point of departure, the Board's conclusion in OPG's last decision that the evidence on technology-specific cost of capital was not sufficiently robust to set different cost-of-capital parameters for the two technologies.


So what I did was undertake to develop incremental analysis with the objective of estimating technology-specific cost of capital with a sufficient degree of rigour to provide a robust basis for setting different parameters.


I identified five different quantitative approaches that were possible avenues for estimating differences in the cost of capital between the two technologies.


These approaches, their pros and cons, both methodological and pragmatic, are fully described in my report, and I would point you to pages 60 to 61 of that report for a summary of the results of those studies.


MR. SMITH:  Without going to those pages, maybe you can just briefly advise the Board of the results of your investigation.


MS. McSHANE:  In sum, what I found was that none of these five quantitative approaches provided satisfactory or robust results.


I point out also that I did look at it -- at a sixth approach, which took as a point of departure trying to identify, if not companies in the same business as the two different technologies, at least companies that would have a comparable level of risk.


And what I found was that I was unable to identify samples of large enough size to undertake a reliable analysis.


So in total, I applied six different tests, and found that none of the results were sufficiently -- I will use the term robust -- that's the term the Board used -- so that I felt comfortable recommending to the Board different capital structures for the prescribed nuclear and hydroelectric assets.


MR. SMITH:  Prior to testifying here today, did you have an opportunity to review the report prepared by Professors Kryzanowski and Roberts in this matter?


MS. McSHANE:  Yes, I did.


MR. SMITH:  And they reach various conclusions.  Do you agree with the conclusions that they reach?


MS. McSHANE:  No, I don't agree with the conclusions.


I guess my first comment in this regard would be that what I took the Board to be looking for in this proceeding was an analysis incremental to what had been provided in the last case, because the Board did conclude that the evidence in that proceeding was not adequate, not robust enough to set different capital structures for the two technologies.


And what I see when I read Doctors Kryzanowski and Roberts' evidence is that essentially it is the same evidence that they put before the Board in the last proceeding.  I mean, there is no incremental analysis, as far as I could tell.


But the approach that they took entailed essentially assigning numerical numbers or numerical rankings to a number of different business risk categories, giving weights to those categories and then developing relative risk assessments.


The categories themselves that were identified, the weights that were given to each category -- which in their case was equal weight to each category -- and where utilities fit on the risk spectrum were all the judgments of Doctors Kryzanowski and Roberts.


And it did not, in my mind, provide a basis for assessing the robustness of the methodology, because it was impossible to see how the rankings mapped to different capital structures.


One thing that I found problematic was that within the risk spectrum, over half of the risk spectrum, which was intended to apply only to utilities, was unpopulated.  There was no utility that even reached the midpoint or an average risk positioning.


And so effectively there was no benchmark to test the reasonableness of the proposed capital structure for the prescribed nuclear assets.


I also found that the Canadian utility benchmark capital structures that Doctors Kryzanowski and Roberts used, to my mind, were incomplete.  And that is to say that what they did was they looked at the capital structures in isolation, and failed to look and see if there was any incremental risk compensation provided through additional return on equity.


As you know, in this jurisdiction, the Board has decided that business risk should be compensated for through -- or differences in business risks should be compensated through in capital structure.


That is not the case in all jurisdictions.  So just looking at capital structure without determining whether there is a risk premium in addition would effectively misrepresent what the total risk compensation is for different --


MR. SMITH:  Just so the record is clear on that point, Ms. McShane, when you are looking, when you are talking about the additional risk premium, if it is not in the capital structure, where would that be reflected?


MS. McSHANE:  It would be reflected in the return on equity.


Another concern that I had with their report was that they appeared to reject their own benchmarks, specifically as regards the regulated hydroelectric assets, since they assigned a 40 percent equity ratio to hydroelectric when their relative risk analysis pointed to a higher than 40 percent common equity ratio.


Further, the differential that they recommended as between hydroelectric and nuclear did not have any quantitative support.  It seemed to be simply a statement that nuclear should be five to 10 percentage points higher than hydroelectric.


Finally, I have a real disagreement with the way they reconcile their proposed capital structures to the overall capital structure that the Board adopted for OPG in the last proceeding.


What Doctors Kryzanowski and Roberts did was they took their individual recommendations, weighted them by the production from each of the different technologies.


I would view that as totally incorrect.  Utilities don't finance production.  They finance their assets.


So regulators, when they allocate capital, they allocate capital on that basis.  They allocate capital on rate base, as this Board did in OPG's last proceeding, and as it does with gas utilities such as Enbridge Gas, where it allocates capital to the different functions of the gas distribution business.


The bottom line, though, is that by -- by weighting the capital structures by production, what the outcome is, is a lower common equity ratio for OPG than the Board approved in the last proceeding.


And indeed, in response to an interrogatory, Doctors Kryzanowski and Roberts illustrated that their recommendations would only produce a 44 percent common equity ratio, when the Board had previously adopted 47 percent and had concluded that, you know, even if technology-specific capital structures were adopted, that it wouldn't change OPG's overall cost of capital.


Now, it is possible, based on responses to interrogatories, that Doctors Kryzanowski and Roberts' position on the 40 and 50 has changed as a result of the fact that their recommendations wouldn't get to the capital structure that the Board adopted, but it wasn't clear to me, from reading their IR responses, whether they indeed have changed.


MR. SMITH:  Thank you.  I don't have any further questions in examination in-chief.  So I would make the panel available for cross-examination.


MS. CHAPLIN:  Thank you, Mr. Smith.


Mr. Alexander, I believe you are the first in our order.


MR. ALEXANDER:  Yes.  Thank you, Madam Chair.


MS. CHAPLIN:  Go ahead.


MR. ALEXANDER:  And before I begin, the Board should have a copy of the Pollution Probe cross-examination reference book for OPG panel 8.  I believe Staff has your copies.  This was distributed electronically last night, and I have given bound copies to my friends, as well as OPG, and there are a few extra copies off to the side if people would like them.


Just for reference, this material only contains material that is on the record, as well as a couple of short excerpts from the previous proceeding.


MR. MILLAR:  Madam Chair, we will call that Exhibit K11.1, the Pollution Probe compendium.

EXHIBIT NO. K11.1:  POLLUTION PROBE COMPENDIUM OF DOCUMENTS.

Cross-Examination by Mr. Alexander:


MR. ALEXANDER:  Good morning, panel.  My name is Basil Alexander, and I am counsel for Pollution Probe on who -- I will be asking a few questions this morning.


I suspect that most of my questions will be directed to Ms. McShane for obvious reasons, but there will be some that I will be directing to the entirety of the panel, as well.


And to start with, I am actually going to start -- I think this set of questions will be directed to the panel, and there will be a couple that will be directed to Ms. McShane.  And it is some follow-up from my cross-examination of panel number 6.


And just for the Board's reference, at tab number 1 of Exhibit K11.1, I have included an excerpt from the transcript of this proceeding, October 18th, 2010, volume 6.


Panel, if you can turn to page 5 of the document book, which is page 172 of the transcript?


MR. PUGH:  We have that.


MR. ALEXANDER:  If you look at line 13, I marked a question where I started with -- and the question was:

"Would the market perceive your project, the Darlington project, as lower risk or higher risk relative to the Bruce A restart?"


MR. PUGH:  We do.


MR. ALEXANDER:  I have included the other pages before for context so you understand where it comes from.  Mr. Reiner's response at that time was:

"Now, that question may be one of the things I should say it may be there may be a future panel, corporate finance panel, that could probably address that."


Do you see that?


MR. PUGH:  We do.


MR. ALEXANDER:  And in discussions with OPG subsequent to this cross-examination, I was advised that this panel is actually the panel that I should be directing my follow-up questions to, so you are the folks who get stuck with it, okay?  Thank you.


So, let's go -- so I am going to just take you through it so you have some idea of the background of this.  If I can get you to turn to tab 2 of the document book that has been marked as Exhibit K11.1?  Do you have that?


MR. PUGH:  We do.


MR. ALEXANDER:  You should have an excerpt from the Ontario Clean Air Alliance Research Inc. report entitled "Darlington Rebuild Consumer Protection Plan".


For the Board's reference, the full copy of this report was included at tab 1 of Exhibit K6.3.


Do you have that?


MR. PUGH:  We do.


MR. ALEXANDER:  And if I can take you to page 8 of the document book or page 2 of the document; do you have that?


MR. PUGH:  We do.


MR. ALEXANDER:  On the left side, there is a numbered paragraph, number 3.


MR. PUGH:  That's correct.


MR. ALEXANDER:  And just reading the underlined portion:

"According to CIBC World Markets, only to 20 to 40 percent of Bruce Power's Bruce A units 1 and 2 restart project could be debt financed and its required return on equity could be up to 18 percent."


Correct?


MR. PUGH:  That's what it says.


MR. ALEXANDER:  Panel 6 did not have any reason to dispute that information.  Do you have any reason to dispute that information?


MS. McSHANE:  Maybe this is a question for me.  When you asked the question, "Do you have any reason to dispute that", I would say that I don't have any reason to dispute that the CIBC report set out its view of what the cost of capital, in their mind, was for the refurbishment of the Bruce nuclear facilities.


MR. ALEXANDER:  That's fair enough.  I think you can see where I am going to go with this, so I will just take it step by step as I go.


And if I can go to the sentence right before the marked sentence, it appears from this - and I think this is also from the evidence in this proceeding - OPG assumes that for the Darlington refurbishment, the project can be 53 percent debt financed and its required rate of return on equity would only be 9.85 percent; correct?


MS. McSHANE:  I believe that those numbers are generally consistent with the discount rate that it uses, but I would let Mr. Pugh speak more specifically to what OPG's views are on this.


MR. PUGH:  Well, when we have the discount rate that we use, we have a long-term discount rate, and these numbers, the 53 percent capital structure, is a long-term capital structure.  The Board in its report of the Board indicated that the capital structures that have been set through regulatory proceedings are, in fact, those structures.  There has to be a major change in risk associated with those in order to change those.


The ROE that is given there, the 9.85, we considered a long-term rate.  And the long-term debt that we have assumed, I believe it was in answer to your Pollution Probe question 2, is 5.94.


The long-term tax rate is 25 percent, and that is based on recent changes in tax.  So that is the long-term tax rate going forward.


And I believe the long-term discount rate, when you determine the after-tax weighted average cost of capital of those, is close to 7 percent.  That is what we're using in our analysis of the Darlington refurb project


MR. ALEXANDER:  I think you have given a far more comprehensive answer of what I was looking for.  I think all I was looking to do was to verify that these numbers are what is used by OPG.  If I look at the end notes at page 19, footnote 15 actually has a reference to Exhibit L, tab 6, schedule 2, and tab 10, schedule 2.


So what I am basically trying to do is just confirm that those are the correct numbers for these particular purposes.


MR. PUGH:  That's correct.


MR. ALEXANDER:  And these values, as well as the numbers you have also talked about, are all used in calculating the LUEC for Darlington; correct?


MR. PUGH:  These numbers, being the 53 percent debt rate and the 8.95 that is built into our 7 percent discount rate?


MR. ALEXANDER:  Well, the return on equity, the capital structure and the cost of capital are going to be all part of components that are included in the LUEC, correct, the calculation of the LUEC?


MR. PUGH:  In the calculation of LUEC?  So you're not talking about the discount rate, then?


MR. ALEXANDER:  I will be talking about the discount rate later.  I think what I am talking about is just that these numbers feed into the calculation of the LUEC.


[Witness panel confers]


MR. PUGH:  Yes.


MR. ALEXANDER:  And I think this question would be directed to Ms. McShane, given her expertise.


Would the market perceive the proposed Darlington rebuild project to be more risky than the Bruce project?


MS. McSHANE:  No.


MR. ALEXANDER:  Why not?


MS. McSHANE:  Well, I would -- I would say that the major reason that it wouldn't view it to be more risky than the Bruce project is because the Bruce project is not a regulated project.


If the Darlington project is a regulated project, then regulation brings to the project a degree of protection that a merchant plant doesn't have.  And I think the Board well recognized in the last case that merchant generation is a higher risk animal than regulated generation.


I would point you -- perhaps this might be informative in this regard.


If you look at the response to -- it's GEC's response to Energy -- no, sorry.


It is GEC's response to Staff Interrogatory No. 001.  And in that interrogatory, Board Staff asked Mr. Chernick to file a copy of a report.  The report was entitled, "The Economics of U.S. Nuclear Power: Natural Gas Prices and Loan Guarantees Are Key to Viability".


And the thing that I found interesting in that report, and it is -- I don't know if you want -- if anybody wants to pull it up and look at it, but there was a table 1 in this report which had a comparison of -- it was a comparison of a nuclear plant versus a gas plant.  To be sure, not necessarily nuclear versus hydroelectric.


But the interesting thing was that when it looked at the capital structure and cost of equity and cost of debt for a nuclear plant, it gave two different scenarios, if you will.


And capital structure, debt equity in the first was 80/20, and then 50/50 was the second and the cost of equity was 15 or 10.


And the difference between the two was that in the scenario with the higher cost of equity and the lower debt ratio, the assumption was that the plant was unregulated, and in the other scenario the assumption was that the plant was regulated.


And so the costs of debt and equity in that regulated scenario were lower than the merchant plant.


MR. ALEXANDER:  So would you characterize -- would the market perceive the Darlington rebuild project to be the same risk or less risk, in your opinion?


MS. McSHANE:  Than Bruce?


MR. ALEXANDER:  Than Bruce, in your view.


MS. McSHANE:  I would say that in my view, it would be of less risk than Bruce.


MR. ALEXANDER:  And that's for the reasons that you just stated?


MS. McSHANE:  Because of the regulatory framework that would exist around Darlington.


MR. ALEXANDER:  My understanding is that with respect to the Bruce -– sorry, with respect to the Darlington refurbishment, the return on equity and the capital structure that is proposed are not project-specific, is not project-specific analysis or numbers; correct?  Same with the discount rate; is that fair?


MS. McSHANE:  Sorry, could you repeat that, please?


MR. ALEXANDER:  It is my understanding that the -- that for the Darlington refurbishment project, OPG is not using project-specific capital structure or return on equity, or discount rate.  It is using the standard numbers that it uses across OPG as an institution; is that fair?


I think Mr. Pugh might be able to answer that one.


MR. PUGH:  That is correct.


MR. ALEXANDER:  Okay.  And Ms. McShane, I presume your view remains the same, even though there is a significant additional cost associated with the Darlington refurbishment, and that there is a significant greater scope of work associated with the Darlington refurbishment compared to the Bruce plant, the Bruce refurb; is that fair?


MS. McSHANE:  I haven't studied the scope.  I mean, my view is based on the risk, the risk mitigation that is afforded by regulation.


MR. ALEXANDER:  So is it your view, does the size, the amount of capital required or the scope of the work, that doesn't affect your view that it is still of less risk relative to the Bruce?


MS. McSHANE:  Well, clearly the amount of capital that needs to be accessed is important, but if I were looking at this as an investor, my concern would be focussed on what the likelihood would be that my capital would not be recovered.


And I would say that regulation provides a significantly higher probability of capital recovery than in an unregulated environment.


MR. ALEXANDER:  I will move on.


Everything –- and this question, I think, is also directed to Ms. McShane -- everything else being equal, if OPG proceeds with the Darlington rebuild project, would this raise OPG's required rate of return on capital?


MS. McSHANE:  I think that is something that you would have to look at going forward, but one of the things that we -- or I -- I shouldn't say "we" -- I considered even in the last proceeding was that, you know, there are ways to mitigate the risks that are associated with such projects.  And I had, in that analysis in 2007 -- in 2007, had taken into account that these risks could be mitigated specifically by virtue of seeking to include costs of construction, construction work-in-progress, in rate base.


And so again, I mean, I would look at what elements were in existence to mitigate the risks.  How are the risks shared as between consumers and investors?


MR. ALEXANDER:  I appreciate that.  But I think my question was, or an assumption in the question was everything else being equal, if Darlington proceeds with the –- sorry, if OPG proceeds with the Darlington rebuild project, would this raise OPG's required rate of return on capital?  So everything else is equal.


MS. McSHANE:  When you say everything else equal, what would you like me to assume that is equal?


MR. ALEXANDER:  That there are no other issues that are there.


So what I am basically trying to get a sense of is if OPG proceeds with the Darlington rebuild, would this raise the required rate of return on capital?


MR. SMITH:  Well, just in fairness to the witnesses and my friend, my friend does appreciate that CWIP in rate base is part of OPG's application here.  So I am not sure whether his question asks the witnesses to assume that CWIP is denied or not by the Board.


I think he should be clear on that point.


MR. ALEXANDER:  I take that point.  So let's try it both ways.


Can you give me the answer assuming CWIP is denied by the Board, and if CWIP is accepted by the Board?


MS. McSHANE:  I would say, I mean, the whole point of CWIP is to try to mitigate the risks around the costs of construction and the ability to achieve cash flows from -- or during the construction period when, in the absence of CWIP in rate base, there would be no cash flows.


So I would say that in the absence of CWIP, that the risk would be somewhat higher than if CWIP is in rate base.


MR. ALEXANDER:  So I would take it from that, that that would require a higher rate of return, then?


MS. McSHANE:  If the Board were to decide that CWIP were not properly included in rate base, it could result in a higher required rate of return.


MR. ALEXANDER:  So I think most of my questions from here on in are going to be a conversation between myself and Ms. McShane, although the --


MS. McSHANE:  Maybe these guys would like to go get a coffee, then.  I felt badly for them.  They have to sit up here with me.


[Laughter]


MR. ALEXANDER:  There will be an odd question or two I will direct to the rest of the panel, but I think Ms. McShane and I will be talking for a little while now.


Ms. McShane, if I could take you to tab 4 of the Pollution Probe cross-examination reference book for OPG panel 8, which has been marked as Exhibit K11.1?


MS. McSHANE:  I have that.


MR. ALEXANDER:  And at page 12, this appears to be a copy of the Board's decision in EB-2007-0905, the last payments case with respect to OPG; correct?


MS. McSHANE:  Sorry, page 12?


MR. ALEXANDER:  Page 12 of the document book.


MS. McSHANE:  Sorry, that's the cover to the --


MR. ALEXANDER:  Yes.


MS. McSHANE:  I skipped right by that.  Yes.


MR. ALEXANDER:  And if I could take you to page 16 of the document book, which is page 149 of the reasons, do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And at the top of page 16, there is an underlined and marked sentence:

"The Board concludes that OPG's regulated nuclear business is riskier than regulated distribution and transmission utilities, in terms of operational and production risk, but is less risky than merchant generation."


Correct?


MS. McSHANE:  That's what they said, yes.


MR. ALEXANDER:  Do you agree with the Board's view?


MS. McSHANE:  Yes, I do.  I think my evidence is very clear on that.  I don't think that there should be any doubt that my conclusions were similar.


MR. ALEXANDER:  Now, as I understand it, you use the constant growth model to obtain cost of equity estimates for 2006 to 2009; correct?


MS. McSHANE:  That was one alternative that I looked at, given the results that I had obtained by using the capital asset pricing model.  And if you could just hold on a second, I would like to just check my evidence in that regard.


What I specifically had done was, in the context of one of the methodologies that I had used, specifically the residual beta analysis, I had noted that when I looked at the betas as between different samples of different risks, that I got incongruous results; that is, that the betas of the lower risk samples were higher in some instances, on a sample average basis, than the betas or relative risk measures of the higher risk samples.


So what I did was then applied a different model, a different cost of equity model, to the same samples.  And, as you indicate, I used a constant growth discounted cash flow model to determine whether, on the basis of that model, I would get results that were consistent with the relative risk of the different samples.


MR. ALEXANDER:  I am focussing on when you used the constant growth model for your reference for this question, okay?


MS. McSHANE:  When I used it?


MR. ALEXANDER:  Yes, for my question that I am focussing on right now.


MS. McSHANE:  Okay.  Well, I thought I explained when I -- I used it as sort of a sensitivity test, if you will, to the residual beta model.


MR. ALEXANDER:  No, I understand that, but I have a follow-up question --


MS. McSHANE:  Okay.


MR. ALEXANDER:  -- on when you used the constant growth model.


So when you used the constant growth model for the years 2006 to 2009 to obtain the cost of equity estimates, you then obtained an ordering of the expected cost of equity.  And, as I understand it, from lowest to highest, that would have been wires, high generation and, finally, high nuclear; correct?


MS. McSHANE:  Correct.


MR. ALEXANDER:  Okay.  Now, if I could take you to - I think you probably still have it open - the Pollution Probe cross-examination reference book, tab 4, Exhibit K11.1.  This is the excerpts from the decision, from the Board's decision last time in EB-2007-0905.


MS. McSHANE:  Yes.  I am still on tab 4.


MR. ALEXANDER:  And if I can take you to page 19 of the document book, which is page 161 of the decision:


MS. McSHANE:  I see that.


MR. ALEXANDER:  So just reading the two marked paragraphs:

"The Board concludes that this is an approach worthy of further investigation which will be explored in OPG's next proceeding. In examining whether to set separate costs of capital, the Board intends only to examine whether separate capital structures should be set for the regulated hydroelectric and nuclear businesses.  The Board expects that the same ROE would be applicable to both types of generation.  This is consistent with the general approach of setting a benchmark ROE and recognizing risk differences in the capital structure."


Correct?


MS. McSHANE:  That's what it says, yes.


MR. ALEXANDER:  Then there is a marked paragraph afterwards about -- that is also relevant, but I don't think I need to read it for this question.  But it is there in case you need it for your reference.  Do you see that?  I can read it just to make life easier.


MS. McSHANE:  I did read it.  I read both.


MR. ALEXANDER:  Okay.  So if we were -- so let's assume, using the Board's decision, that OPG's nuclear and hydroelectric businesses are allowed the same return on equity and deemed cost of debt, okay?


MS. McSHANE:  Yes.


MR. ALEXANDER:  Wouldn't that mean that the equity thickness of OPG's regulated nuclear business should be higher than its regulated hydroelectric business to recognize the risk differences; correct?


MS. McSHANE:  In theory, I would say that is true, yes.  It would have -- it's got higher risk.


The question that I was asked was to determine whether or not the differential parameters could be developed with any degree of rigour and robustness.


MR. ALEXANDER:  No, I understand that, and I think we will have an understandable difference of opinion on that, but we will leave that for argument down the road.


Now, as we've noted from the two excerpts from the Board's previous decision, the Board's view is that OPG's regulated nuclear business is riskier than its regulated hydroelectric business; correct?


MS. McSHANE:  Yes, they concluded that.


MR. ALEXANDER:  And the Board expects that the same return on equity would be applicable to both types of generation; correct?


MS. McSHANE:  They did say that, yes.


MR. ALEXANDER:  So on a stand-alone basis, would OPG's regulated nuclear and hydroelectric businesses have the same cost of debt if they had the same equity thickness of 47 percent?


MS. McSHANE:  On a true stand-alone basis, probably not.


The assignment of different costs of debt to different functions within a business where one entity raises the debt funds for all of the entities is relatively rare.


There may be cases where a regulator has done it, but it's -- typically, the overall cost of debt raised at the corporate level is reflected in the revenue requirement.


MR. ALEXANDER:  If I can take you to tab 5 of the Pollution Probe cross-examination reference book for panel 8, Exhibit K11.1, page 20, first page under that tab, page 20 of the document book?


MS. McSHANE:  That would be the cover to my opinion from the last proceeding?


MR. ALEXANDER:  Yes.


MS. McSHANE:  Yes, I have that.


MR. ALEXANDER:  That's what I was going to say.  This appears to be an excerpt from your opinion -- your prefiled evidence in the previous proceeding, EB-2007-0905, Exhibit C2, tab 1, schedule 1; correct?


MS. McSHANE:  It looks like it.  I have read through it before, so it seems fairly familiar.


MR. ALEXANDER:  I am not surprised, for some reason.


And if I could take you to page 22 of the document book, which is page 77 of that report.  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And there is a marked paragraph, and I am only going to -- you can read the entire paragraph, if you wish, but my focus is on the underlined part.

"The undertaking of the refurbishment of existing nuclear unit or construction of a new nuclear plant would raise the risks to which the utility is exposed."


Correct?


MS. McSHANE:  That is what it says, yes.


MR. ALEXANDER:  So in the previous proceeding, your position would have been that capital expenditures for refurbishment of existing or to build new regulated nuclear facilities would increase the risk to OPG; correct?


MS. McSHANE:  And I think what you have to do is you have to go on and read the next paragraph, which was what we were discussing before, where I said that allowing CWIP in rate base would mitigate those risks.


MR. ALEXANDER:  But if CWIP is not included in rate base --


MS. McSHANE:  -- then there would be higher cost of capital, yes.


MR. ALEXANDER:  Well, there would be a higher risk, as well; correct?


MS. McSHANE:  Well, that's what leads to a higher cost of capital, primarily, is higher risk.  I mean, there are other factors, obviously, changes in the overall market, but higher risk should, in principle, lead to higher cost of capital.


MR. ALEXANDER:  So wouldn't that difference in risk be a reason why a differential capital structure should be used, so that different risk is accounted for?


MS. McSHANE:  In terms of what?  For what purpose?


MR. ALEXANDER:  Between divisions.


MS. McSHANE:  For purposes of the regulated payments?


MR. ALEXANDER:  Well, one of the major issues, obviously, in this case is whether or not there should be divisional -- whether or not the capital structures for OPG's nuclear division and hydro division should be different.


So wouldn't different capital structures between the divisions account for that difference in risk?  Correct?


MS. McSHANE:  I guess my view on that is that theoretically I would agree that there is a rationale for doing that.


Whether it can be done or they could be established with any degree of accuracy, robustness, I don't -- have not found data to permit me to do that, to a degree that I would feel comfortable recommending different capital structures to the Board.


With respect to the payments themselves, whether they reflect a single overall cost of capital or different costs of capital, I think to me there are a couple of things that you can look at to determine if, at the end of the day, the use of those different capital structures makes a significant difference.


One is, I mean -- to what extent, given the Board's finding in the last decision, can you truly differentiate between the two, and still -- and still achieve what I would call the fair-return standard?


I mean, each of them has to be able to -- each capital structure principle would have to, in conjunction with the ROE, would have to meet the fair-return standard.


So if you are looking at the individual pieces, which you have to -- you can't look at one without looking at the other -- the limitation at the end of the spectrum, say, for hydroelectric is very constrained.


If you are at 47 percent common equity total, I would say, based on my own judgment and experience and knowledge of other companies and their relative risks, that a 45 percent common equity ratio for hydroelectric would represent the bottom end of the range.


So you know, how much flexibility, then, do you have to set a nuclear common equity ratio and still arrive at the Board's conclusion that the overall cost of capital should be the same at the end of the day?


And the other thing I would look at is if you are that constrained in terms of how much flexibility you've got on the two pieces, and still meet the fair-return standard, and –- individually, and come up with the same overall cost of capital, what are the possible differences on the weighted average cost of capital that would go into the rates?  Well, they're very small.


And customers -- customers don't -- they're paying a price effectively that is, I would say, so far removed from what the rate of return in the individual two technologies is, that it really makes very little difference to what economists call allocated efficiency.


MR. ALEXANDER:  I think I understand your position.  And I suspect that Dr. Kryzanowski and Dr. Roberts may have something to say about that, so I will leave that to them.


But at the beginning of it, I think you said, theoretically, the answer is yes; correct?


MS. McSHANE:  Yes.  I would say theoretically the answer is yes, subject to being able to do it with sufficient rigour and still meeting the fair-return standard in each case.


MR. ALEXANDER:  I am going to move on to a slightly different area, Ms. McShane.


I am going to ask you to assume that you are using the net present value criterion to evaluate the desirability of an investment opportunity.  All right?  Do you understand that?


MS. McSHANE:  Yes.  I believe so.  We'll find out as you ask me the next question.


[Laughter]


MR. ALEXANDER:  That's fair enough.   If such an opportunity has a higher risk than the average risk of the capital assets already in place, should the stream of expected cash flows for this higher-risk investment opportunity be discounted using the utility-wide cost of capital as the discount rate?


MR. SMITH:  I'm sorry, Mr. Alexander, can you just repeat that?  I missed it.  I apologize.


MR. ALEXANDER:  I don't have a problem with that.  This is the reason why I am trying to break it down where I can.


If such an opportunity has a higher risk than the average risk of the capital assets already in place, should the stream of expected cash flows for this higher-risk investment opportunity be discounted using the utility-wide cost of capital as the discount rate?


MS. McSHANE:  Sorry, so when you say the cash flows, are you talking about the -- a revenue stream and a cost stream?


MR. ALEXANDER:  I would leave that to you to discuss.  I think the point here is evaluating the desirability of an investment opportunity using the net present value criterion.


If you could explain it with both, that would be helpful.


MS. McSHANE:  Well, I guess the issues, to some extent, is if you are doing a net present value of a venture where you are trying to figure out what the net present value is where you've got a revenue stream, then I would say yes, you would want to use a -- a discount rate that reflects the risk of the cash flows.


I don't believe that is what is being done in the case of OPG's analysis of the costs related to their potential refurbishment.


They're doing a quite different analysis, and they are reflecting, to my understanding, all of the risks associated with the cash flows in the cash flows, and not in the discount rate, to avoid double-counting the risks.


MR. ALEXANDER:  So I am trying to simplify it for myself.  So are you saying that the -- it seems that you're saying yes and no, sort of one generally and one versus what OPG's actually doing?


MS. McSHANE:  I would say it depends on what the analysis is that you are doing.


I mean, if you were looking at -- let's say you were looking at an unregulated operation, and any kind of unregulated operation where you've got a revenue stream that is determined by the market, as opposed to determined by the regulator.


So your net present value, then you would look at the revenues.  You would look at what your costs are expected to be.  You would discount the difference between by a risk-adjusted discount rate to determine whether that project would give you a positive net present value.  And if it gives you a positive net present value, you would tend to accept that project.


In the context of regulation --


MR. ALEXANDER:  Sorry, just before you continue.


MS. McSHANE:  Sorry?


MR. ALEXANDER:  Just before you continue - sorry, to interrupt - just to follow up on that, investors would then expect a different rate of return, depending on the riskiness, then, is that fair, based on what you just said?


MS. McSHANE:  Yes.  I think that that is absolutely, you know, the basis of rate of return regulation, that it is based on finance where you expect to earn a higher rate of return from higher risk projects.


I was just going to add in terms of -- when you are looking at a regulated project, this net present value concept in a sense has less significance.  You can't really do it the same way as you would do an unregulated project, this type of assessment that you were talking about, and that's because the revenues that you would expect under regulation cover the costs.


So by construction, the net present value is zero, whatever discount rate you use, because what whatever you use in the discount rate would be equal to the cost of capital you would expect to be allowed on the regulated assets.


MR. ALEXANDER:  What impact -- and I think you sort of talked about this.  What impact will using the utility-wide cost of capital as the discount rate for evaluating projects have on the riskiness of the assets in place over time?


MS. McSHANE:  I am not sure I really understand your question.


MR. ALEXANDER:  Would you like me to restate?


MS. McSHANE:  Restate, perhaps, as opposed to repeat.


MR. ALEXANDER:  As I understand it, the same discount rate is being used utility -- is being used utility-wide -- let me try that again.  As I understand it, the same discount rate is being used -- sorry, I am going to start over.


As I understand it, the utility-wide cost of capital is using the same discount rate in order to evaluate projects.  What I am trying to understand is:  What impact will using the same discount rate have on the riskiness of the assets in place over time?


MS. McSHANE:  I'm -- I guess I don't understand why that has an impact on the riskiness of the assets over time.


I mean, if you -- unless what you're saying is I picked projects I shouldn't have chosen.


MR. ALEXANDER:  That's a possibility.


MS. McSHANE:  But the analysis that is done, the way I understand it is done, is to assess the riskiness of the project through risking the cash flows, so that projects are appropriately chosen.


MR. ALEXANDER:  And I think that is actually a nice follow through to my next question.


Could you explain how the Monte Carlo approach accounts for differences in the cost of funds for different projects?


MS. McSHANE:  Sorry, how what?


MR. ALEXANDER:  The Monte Carlo approach.


[Witness panel confers]


MR. PUGH:  Actually, perhaps I can provide some assistance in this.


MR. ALEXANDER:  Well, I think what I am asking for is just generally how it is done first.  That's the reason why I was asking Ms. McShane.  I understand OPG uses it in a particular way, but I am sort of first going for --


MR. PUGH:  Theoretical.


MR. ALEXANDER:  -- the theoretical.


MS. McSHANE:  I can't say that I have studied the Monte Carlo approach enough to answer that.


MR. ALEXANDER:  Then perhaps, Mr. Pugh, you can answer the question.


MR. PUGH:  Well, here's my understanding.


Let me try and do this with an example to try and make it simple.  If you've got a project and you are looking at the cash flows and you are trying to build the risks in the cash flows, one of the things that you would have is, let's say, a schedule to do an activity.  Let's say fix a construction -- a pad for some type of asset that is going on it, and they would bring in some engineers to take a look at that, subject matter experts who are familiar with the assets and whatnot.  And they would say it would take approximately 100 days to do this.


And we would ask the question, Well, could you do it

-- could it be shorter?  Could it be longer?  And they would say, Well, yeah, this and this and this would have to happen for it to be shorter, and it could be 90 days, and some other things that could happen could make it 150 days.


And what they would do is establish a probability associated with those.  So let's say the 100 days was their first estimate.  It would be a probability of 50.  And to get it 90 days, there would be a probability of 20, and 150 days would be a probability of 30.


Then they would establish a curve, elbow curve, and determine what the expected costs of that would be at different probability levels.


What they would do then is, now that you have your cost curve, they would run simulations through Monte Carlo and come up with what that ultimate cost would be through thousands of simulations, and they do that for all of the different aspects of the project.  And that's how we factor in -- like, there will be a larger cost associated with that scheduling delay, so that will increase our costs to the project.


That is how we factor risk into our cash flows, and that's why we can use the same discount rate for multiple projects.


MR. ALEXANDER:  So, actually, Mr. Pugh, I was going to involve you at this point, anyway, so it is good timing.


If I could get you to turn to -- if I could get you to turn to tab 6 of Exhibit K11.1, the Pollution Probe cross-examination reference book?


MR. PUGH:  I have it.


MR. ALEXANDER:  Page 26 is just the cover page indicating that there is two documents at this tab, but we will start with the first one.  The first document is the cover page from Dr. Kryzanowski's and Dr. Roberts' evidence, which has been filed as Exhibit M, tab 10 in this proceeding.  Do you see that?


MR. PUGH:  This is on page 27?


MR. ALEXANDER:  Twenty-six.


MR. PUGH:  Twenty-six?  Oh, sorry, yes.


MR. ALEXANDER:  And then page 27, which is page 18 of their evidence, there is a marked paragraph.  Do you see that?


MR. PUGH:  I do.


MR. ALEXANDER:  Just to read the underlined two sentences:

"To evaluate the sensitivity of the Darlington LUEC, for example, OPG conducts a sensitivity (and not a more robust scenario) analysis using the 'low and high ends of these ranges for each of the key input Factors'.  To evaluate the sensitivity of the Darlington LUEC, for example, OPG has a range for the discount rate of 7% plus or minus 1%."


That is what it says; correct?


MR. PUGH:  It does.


MR. ALEXANDER:  And there are a couple of footnotes, footnotes 6 and 7, which refer to it -- which actually refer to, if you turn the page to page 29 -- do you have that?


MR. PUGH:  I do.


MR. ALEXANDER:  Same tab.  This is an excerpt from Exhibit D2, tab 2, schedule 1, attachment 4, the "Economic Feasibility Assessment of Darlington Refurbishment" dated November 13th, 2009; correct?


MR. PUGH:  It is.


MR. ALEXANDER:  And page 30 and 31 of the document book, which is pages 33 and 34 of the attachment, are the footnotes relative to that.


So if I could just take you to the page 30 of the document book, the underlined sentence:

"For each of these factors, ranges were developed and sensitivity analyses were run at the low and high ends of these ranges for each of the key input factors."


Correct?


MR. PUGH:  I see that.


MR. ALEXANDER:  Page 31 of the document book, page 34 of attachment 4, Exhibit D2, tab 2, schedule 1, attachment 4, there is the sensitivity analysis under figure 3; correct?


MR. PUGH:  It is.


MR. ALEXANDER:  And then circled is the discount rate, which has a base of 7 percent, a lower of minus 1 percent, and an upper of plus 1 percent; correct?


MR. PUGH:  That's correct.


MR. ALEXANDER:  So going back to page 27, which is page 18 of Dr. Kryzanowski's and Dr. Gordon Roberts' evidence, which is filed as Exhibit M, tab 10, at page 18, that appears to be a fair summary; correct?


MR. PUGH:  I'm sorry, what was your --


MR. ALEXANDER:  The underlined sentence is a fair summary; is that correct?  That would appear to be a fair summary?


MR. SMITH:  No.  Sorry.  I think to close the loop on this, if my friend wishes to make this proposition, he needs to put in Mr. Rose's evidence to the witness, which deals with end points beyond the 1 percent plus or minus 7 percent which Mr. Rose testified to, and which were incorporated in the Monte Carlo analysis.


So I think it is fine to cross-examine based on evidence from previous panels, but it needs to be a complete summary for the witness to be able to provide a fair assessment.


MR. ALEXANDER:  Subject to that caveat, is that a fair summary?


MR. PUGH:  I would have to read the evidence of Mr. Rose.


MR. ALEXANDER:  Okay.


MR. PUGH:  So I could provide consistent testimony.


MR. ALEXANDER:  But as I understand it, if OPG was considering building a new nuclear facility, it would still use a discount rate of 7 percent as its most likely case, plus or minus 1 percent, to assess the sensitivity; correct?


MR. PUGH:  A new facility?


MR. ALEXANDER:  Yes.


MR. PUGH:  I don't know if I am prepared to answer that, because I don't do the -- this is not particularly my position.  Certainly for a refurbished facility, for prescribed assets, we would.


Does your assumption assume that it is a new facility as a prescribed asset?


MR. ALEXANDER:  Well, let's assume that a new facility is a prescribed asset, and then let's also go back and deal with the refurbishment.  So let's break it down.


For refurbishment, your position is that it would be a discount rate of 7 percent is the most likely case, plus or minus 1 percent; correct?


MR. PUGH:  We would use a 7 percent discount rate, and we would factor the risks into our cash flows for doing our assessment, yes.


MR. ALEXANDER:  And if it is a new nuclear facility that is a prescribed asset, you would use the same 7 percent, plus or minus 1 percent?


MR. PUGH:  Hmm...


MR. SMITH:  Well, there is nothing in the application that talks about a new -- there is nothing before the Board that talks about a new nuclear facility that would be a prescribed asset that is being built.


MR. ALEXANDER:  I understand that.  But I think I am allowed to ask what OPG would do, and test this out a little bit on this, as to what they would do.


MR. PUGH:  I am afraid that I am not in a position to answer that.  I don't know if our next panel would be able to or not.


MR. ALEXANDER:  So --


MR. PUGH:  There is a lot of risks associated with new nuclear, that involve certain construction risks and what have you that are also very large.  So I don't know how we would handle something like that, frankly, because that is not what I do for a job.


So I would have to take -- either refer to the next panel or...


MR. ALEXANDER:  I have your answer.


But as I understand it, setting aside new nuclear, then, the same discount rate is used for -- regardless of project, of 7 percent, plus or minus 1 percent; that's fair?


MR. PUGH:  Seven percent is what we use to assess projects for prescribed assets.


MR. ALEXANDER:  Now, I understand your position regarding new nuclear, but I have a question about fund-raising.


If we were to assume that OPG's equity thickness and ROE were equivalent to those proposed in this application

-- okay?


MR. PUGH:  Sure.


MR. ALEXANDER:  And a new nuclear was evaluated on a standalone basis, would it be able to raise funds at an average cost of 7 percent?


MR. LEE:  I think we would have to -- you're asking about our ability to raise that fund in the market?


MR. ALEXANDER:  At an average cost of 7 percent.  And the next question is going to be why or why not, depending on what your answer is.


MR. LEE:  We typically raise our debt off our corporate balance sheets.  So it would have to be assessed.  I mean, the costs of debt actually reflects the debt that is in the market at that point in time.  So for us to say what it would be over a lump period, especially with an approach of a long lead time like that, you are asking me basically to speculate what the debt rate would be over a 10-year period, right?


MR. ALEXANDER:  So are you able to give me your best estimate or your best assessment of what that number would be?  Like, the question is whether or not you would be able to do it at 7 percent, whether or not, based on your experience and your expertise, do you think you would be able to raise it at 7 percent.


Ms. McShane might have a view on this, as well.


MS. McSHANE:  Your question was on a standalone basis?


MR. ALEXANDER:  That's correct.


MS. McSHANE:  So the only thing you are financing is one new nuclear plant?


MR. ALEXANDER:  A new nuclear facility, correct.


MS. McSHANE:  Without any... and it is regulated.


But I would say it would be difficult on a standalone basis.  I mean, if we look at, for example, in the United States, where companies are looking at new nuclear, I mean, they are looking at making sure that they have significant protections from the regulators, and are, you know, looking at loan guarantees to raise capital for new nuclear plants.


MR. ALEXANDER:  Switching back to the discount rate or the average costs of funds, what is the probability that the discount rate for the Darlington refurb LUEC would be outside the range of 6 percent to 8 percent over its life -- sorry, 6 cents to 8 cents?


MR. PUGH:  The probability it would be -- could I have the question again, please?


MR. ALEXANDER:  What would be the --


MR. PUGH:  I'm sorry.  Could I have the question again, please?


MR. ALEXANDER:  What would be the probability that the discount rate or average costs of funds for the Darlington refurb project LUEC would be outside the range of 6 cents to 8 cents over its life?


MR. PUGH:  I would have thought that would have been on the Darlington refurb panel.  I would have to interpret this chart here on page 30.  And I am -- was that not done on the...


MR. ALEXANDER:  I think I am focussing on the discount rate.  I apologize.


MR. SMITH:  I'm sorry, just so I have the question, is the question what is the probability that it is going to be beyond the cents per kilowatt-hour which is --


MR. ALEXANDER:  Yes.  I just realized the numbers in the cents and percentages have been screwing me up, so I will try this again.


I am referring to the discount rates and the percentages.  It just happens they're the same, or similar.


So what is the probability that the discount rate, the average cost of funds for the Darlington refurb, would be outside the range of six to 8 percent, the 7 percent, plus or minus 1 percent, over the life?


MR. PUGH:  I don't think I know.  Are you referring to this chart here on page 31 where it's got 7 percent, minus one, plus one?  Is that what the basis of your question is?


MR. ALEXANDER:  Well, I think --


MR. PUGH:  I guess there is some probabilities attached to that.


MR. ALEXANDER:  That's correct.  And I think you talked about the probabilities of –- like, part of what you discussed earlier is that there is a probability calculation that is going on.


So what I am trying to get at is the probability that it will be outside six to 8 percent.


MR. PUGH:  I understand the calculation.  I just didn't do the numbers, so I... I am trying to help generally.


MR. ALEXANDER:  Is that something that OPG would be willing to provide an undertaking on?


MR. SMITH:  Perhaps I can assist.  There appears to have been testimony in this respect on page -- day 7, pages 62 and 63.


It looks like, in answer to a question, from questions by Mr. Rubin to Mr. Rose, there is an answer.


And it looks like the confidence level is 90 percent that it is going to be within the plus or minus 1 percent bound.


MR. ALEXANDER:  I believe that is with respect to the LUEC.  I think what I am focussing on here is the discount rate.


MR. SMITH:  I am not sure that that is true, but maybe the way to deal with it is we'll provide the undertaking and it may be that we just refer to the transcript.


MR. MILLAR:  Undertaking J11.1.

UNDERTAKING NO. J11.1:  to PROVIDE ESTIMATE OF PROBABILITY THAT THE DISCOUNT RATE FOR DARLINGTON REFURBISHMENT WOULD BE OUTSIDE THE RANGE OF 6 TO 8 PERCENT, THE 7 PERCENT, PLUS OR MINUS 1 PERCENT, OVER ITS LIFE.


MR. ALEXANDER:  Madam Chair, I am watching the clock.  It is 10:30, and this is an opportune time for a break, if that works for the Board.  I am happy to continue as well.


MS. CHAPLIN:  No, that's fine.  We will take the morning break now for 15 minutes.


--- Recess taken at 10:30 a.m.


--- On resuming at 10:52 a.m.


MS. CHAPLIN:  Please be seated.


Mr. Alexander, whenever you are ready.


MR. ALEXANDER:  Thank you, Madam Chair.  Maybe before we continue, given the slight confusion over what I was asking, perhaps it would be helpful to be clear about what I was looking for in the undertaking, J11.1, specifically:  What is the probability that the discount rate or average costs of funds for the Darlington refurb project would be outside the range of 6 to 8 percent over its life?


So just to be clear, that is what I am looking for with respect to that undertaking.


Ms. McShane, we are going to continue our conversation.  If I could take you to tab 7 of the Pollution Probe cross-examination reference book for OPG panel 8, Exhibit K11.1, the first page after the tab, which is page 32 of the document book.  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And this appears to be the cover page to your evidence in this proceeding that you have adopted, specifically Exhibit C3, tab 1, schedule 1, or at least marked excerpts from it; fair enough?


MS. McSHANE:  Sorry, could you repeat that?


MR. ALEXANDER:  Sorry.  This is a cover page -- this is the cover page to your evidence that you prefiled and adopted in this proceeding, specifically Exhibit C3, tab 1, schedule 1, and what follows are excerpts from your evidence, marked pages from it?


MS. McSHANE:  That's correct.


MR. ALEXANDER:  If I could take you to page 46 of the document book, Exhibit K11.1, which is schedule 3, page 1 of 2 to your evidence at Exhibit C3, tab 1, schedule 1.


Do you have that?


MS. McSHANE:  I have that.


MR. ALEXANDER:  And this appears to be your sample of 44 US electric utilities that you used in your instrumental variables analysis; correct?


MS. McSHANE:  That's correct.


MR. ALEXANDER:  And just looking at the marked parts, the S&P debt rating for the mean was BBB plus; correct?


MS. McSHANE:  Yes, it is.


MR. ALEXANDER:  And the median S&P rate was BBB; correct?


MS. McSHANE:  Yes.


MR. ALEXANDER:  So, however, what I want to do now is I want to take you to your previous evidence, which is at tab 5 of Exhibit 11.1 that you prefiled -- that you filed before in EB-2007-0905, Exhibit C2, tab 1, schedule 1, and, specifically, page 24 and 25 of the document book, which is page 79 and 78 of your prefiled evidence in the previous OPG payment amounts proceedings.  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  So in the middle paragraph, and I didn't mark this, but in the first sentence of the second paragraph on that page, or the middle paragraph on that page, it says:

"In my opinion, to ensure access to the public markets, the capital structure for OPG's regulated operations should be sufficient to achieve debt ratings on a stand-alone basis in the A category."


Correct?


MS. McSHANE:  Sorry, where are you exactly?


MR. ALEXANDER:  Page 24 of the document book, which is page 79 of your November 2007 evidence.  It's been marked as Exhibit C2, tab 1, schedule 1 in EB-2007-0905.


MS. McSHANE:  Yes, I see that.


MR. ALEXANDER:  So in your previous testimony -- so in this section, you provided various reasons why a rating lower than A would not be appropriate for OPG, including, if you turn the page at page 25 of the document or page 80 of your 2007 prefiled evidence, the marked paragraph:

"Of particular concern would be that a BBB rated utility would, at times, be completely shut out of the long-term (30-year) debt market."


Correct?


MS. McSHANE:  I see that, too.


MR. ALEXANDER:  If I could go back to the evidence you filed in this proceeding at tab 7, Exhibit C3, tab 1, schedule 1?


Specifically, I would like to take you to page 39 of the document book, which is page 49 of your evidence.  Do you have that?


MS. McSHANE:  Yes, we do.


MR. ALEXANDER:  And looking at the first marked line at the top of that page, I presume you would agree with me that in this section, you concluded that the beta instability made the use of beta problematic; correct?  Specifically the sentence that is quoted is, "the instability of measured betas from one time period to the next".


MS. McSHANE:  Yes.  That was a concern, that the instability of betas from one period to the next would make the assessment difficult.


MR. ALEXANDER:  But that conclusion is based on an examination of the time series behaviour of the mean non-standard beta that is adjusted towards the market beta of one, obtained from the value line for a sample of 28 US electric utilities from 1997 to 2009; correct?


MS. McSHANE:  No.  That is part of it, but that is not all of it.


MR. ALEXANDER:  You would agree with me it is part of it?


MS. McSHANE:  Well, okay.  If you look at the paragraph below the underlined sentence, "the instability of measured betas from one time period to the next", there are two different examples that are provided.


The first example is with respect to portfolio betas for the ten major sectors of the S&P/TSX Composite, which I note that in your compendium you have included the related schedule on page 44 -- of tab 7, sorry.  And those are simply what I would refer to as raw betas.  In fact, I did refer to them as raw betas.


And so those raw betas, which aren't adjusted toward the market mean of one, show that the betas are unstable from one period to the next.


And what the next reference goes on to say, where you are talking about the value line, what you refer to as non-standard, but which is a very typical widespread methodology for adjusting betas, what that is intended to demonstrate is that even when this adjustment mechanism is used and the adjustment mechanism tends to smooth out differences from period to period, that you still see this, you know, instability.


MR. ALEXANDER:  So you would agree it is part of it, then?


MS. McSHANE:  No.  What I thought I was saying is, even when you use the adjustment mechanism, you get the instability.  The adjustment mechanism for the betas should decrease the instability.


MR. ALEXANDER:  Now, as I understand it, for this sample, dividend yield represents a material portion of the total return; correct?


MS. McSHANE:  For whom?


MR. ALEXANDER:  For the sample that is used, that is referred to in this section.


MS. McSHANE:  Are you talking about the sample that is referred to in this paragraph?


MR. ALEXANDER:  The sample of 28 US electric utilities.


MS. McSHANE:  Yes.  The dividend yield is a significant component of the total return.


MR. ALEXANDER:  So could you please explain why a conclusion based on a price and not a return beta is appropriate for this sample?


MS. McSHANE:  Two reasons.  One, I have in the past looked at the differences between price betas and total return betas, and they're insignificant.


The second reason is that in any event, we are looking at betas for utilities only, and the differences between those.


So you are dealing with like types of companies, both -- you know, all samples having dividend yield as a major part of their return.


MR. ALEXANDER:  This next question is directed to the panel.  So Ms. McShane, you get a short break.  Don't go away.


Panel, if I could take you to the Pollution Probe cross-examination reference book, Exhibit K11.1, tab 8, page 48.


MR. PUGH:  We have that.


MR. ALEXANDER:  And there should be a copy of -- a marked copy of Exhibit C1, tab 1, schedule 1, tab 1; correct?


MR. PUGH:  That's what it says, yes.


MR. ALEXANDER:  And specifically I am focussing on note 3.  Note 3 states that:

"Debt required to balance capital structure with proposed rate base."


Do you see that?


MR. PUGH:  I see that.


MR. ALEXANDER:  So that seems to indicate to me that this isn't debt that is actually issued.  So I am trying to understand what this is.


MR. PUGH:  I'm sorry, you will have to give me that again.  I didn't hear it.


MR. ALEXANDER:  This seems to imply that the debt that is related to this is debt that is not actually issued.  So I am checking to confirm if that is correct, or to understand what it actually is.


MR. PUGH:  There is no actual debt supporting that component of our capital structure.


MR. ALEXANDER:  So is it a balancing or a plug figure, then, essentially?


MR. PUGH:  Well, let me just take you to the evidence where it is described.


So on C1, tab 1, schedule 1 – schedule -- sorry.  It says C1, tab 1, schedule 2, page 9.


MR. ALEXANDER:  Hang on one sec.  I am just catching up to you.


MR. PUGH:  Absolutely.


MR. ALEXANDER:  Could you repeat the reference again, please?


MR. PUGH:  Certainly.  Exhibit C1, tab 1, schedule 2, starting on page 9 at the bottom, and it reads:

"OPG's other long-term debt provision is determined based on, one, the difference between the debt resulting from the application of OPG's proposed capital structure to its proposed regulated rate base; two, the project-related and corporate long-term debt assigned or allocated to OPG's regulated operations as discussed above; and three, the portion of short-term debt allocated to regulated operations."


And this is the calculations that are described in schedule, C1, tab 1, schedule 3, that you referred me to.


MR. ALEXANDER:  Thank you.  That is helpful.


Ms. McShane, I am going back to you.  If I could take you back to your evidence, the marked excerpts which are included at tab 7 at Exhibit K11.1, and if I could take you to page 34 of the document book, which is page 24 of your evidence.  And your evidence is Exhibit C3, tab 1, schedule 1.


Do you have that?


MS. McSHANE:  I have that.


MR. ALEXANDER:  And just to read the marked paragraph:

"The Ontario economy generally and the manufacturing sector specifically, which accounts for a significant portion of the electricity consumed in the province, have been relatively hard hit by the global recession."


And then the text goes on to quote from the Ministry of Finance's 2009 Ontario economic outlook and fiscal review; correct?


MS. McSHANE:  Yes, it does.


MR. ALEXANDER:  So if you could -- we are going to be coming back to these pages, so I don't know if you want to keep your finger there, but I do want to take you to tab 9 of the document book, which has been marked as Exhibit K11.1.  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  Page 49 of the document book is a marked copy of Pollution Probe interrogatory to OPG No. 31, Issue 3.1, Exhibit L, Tab 10, schedule 31.  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And then going down to the marked response starting at line 32:

"The most recent May 2010 IESO 18-month outlook for June 2010 to November 2011 anticipates growth in normal-weather electricity consumption of 1.3 percent and 1.0 percent in 2010 and 2011 respectively, compared to 0.4 percent and 0.8 percent in its November 2009 outlook, cited at page 24 of Ms. McShane's report."


Correct?


MS. McSHANE:  Yes.


MR. ALEXANDER:  So just comparing the numbers, in -- the number that you used was 0.4 percent for 2010 with respect to the growth, but the most recent number is 1.3 percent, and then for 2011 you use 0.8, and then the most recent number is 1.0 percent; correct?


MS. McSHANE:  Yes.  Those are the differences in the IESO's outlook for normal electricity energy consumption.


MR. ALEXANDER:  So it would appear that the forecast you used in your evidence has been superseded by a more optimistic forecast; correct?


MS. McSHANE:  It had been, yes.


MR. ALEXANDER:  And --


MS. McSHANE:  But can I just point out that the whole point of the discussion was really to demonstrate that consistent with the evidence that I had filed in 2007, that the economy really was, you know, subject to risk, and that risk was -- you could see that in the decline in the economy.


There wasn't anything really that revolved around the difference in the forecast, other than to simply demonstrate what kind of volatility there could be in the economy.


MR. ALEXANDER:  But you agree with me that the forecast in your evidence has been superseded by a more optimistic forecast?


MS. McSHANE:  It had been, but I would point out to you that we are still in a period of relatively fragile recovery, and three months from now, depending on what happens in the global economy, that forecast could change again.  Right now, it is more optimistic than it was when the IESO report I used was available.


But if you look at what has happened in Canada, at least, over the past six months, you've seen, you know, based on consensus forecasts of economic growth, gradual deterioration.


I mean, back in early this year -- I lose track of time -- but the reports were talking about how resilient the economy had been.  There was 6 percent real growth.  Growth was expected to, you know, be three-plus percent for multiple years.


And gradually as, you know, the global economy has not turned out to be as resilient, these economic forecasts have been coming down for Canada.


MR. ALEXANDER:  Well, I think this forecast is specifically regarding electricity energy consumption.  And I think that the point is that the forecast has been superseded by a more optimistic forecast, which you have agreed?


MS. McSHANE:  It had been, yes.


MR. ALEXANDER:  And a more optimistic forecast reduces risk arising from low demand; correct?


MS. McSHANE:  Say that again?


MR. ALEXANDER:  A more optimistic forecast reduces risk arising from low demand; correct?


MS. McSHANE:  I guess it depends on in what context you are talking about.


Are you talking about in relation to, like, production forecasts?  Or what do you mean by the risk from lower demand?  To what?


MR. ALEXANDER:  Basically, if there is -– basically, if there is higher demand, as the forecast, as the most recent forecast, more optimistic forecast, indicates there is lower risk, that there is going to be a problem with low demand; correct?


MS. McSHANE:  Well, I would say that if you look at that as an expected value, you could say at that point in time that the outlook is more optimistic for higher demand.


But, as I indicated, I mean, these forecasts seem to be changing.  The economic forecasts seem to be changing quite regularly, because demand for electricity is a function of demand in the economy, and demand in the economy in Canada is dependent on global factors.


MR. ALEXANDER:  I understand your position, but these are the forecasts we have.  So I think --


MS. McSHANE:  I am just saying to you that, you know, there seems to be, over the past six months, some deterioration in the outlook -- outlooks for economic growth.


MR. ALEXANDER:  But this is the evidence that is currently there that is based on the interrogatory; correct?


MS. McSHANE:  Sorry?


MR. ALEXANDER:  This is the evidence that we currently have based on the interrogatories; correct?


MS. McSHANE:  Yes, because you asked me to update, give you the most recent forecast, and that is what I did.


MR. ALEXANDER:  If I could go back to tab 7, which is tab 7 of the document book, Exhibit K11.1, again, the excerpts from your report which were filed as Exhibit C3, tab 1, schedule 1.


And if I could take you to page 25 of your report, page 35 of the document book?


MS. McSHANE:  I have that.


MR. ALEXANDER:  And just going to the marked sentence, "The development of green" -- sorry, marked section:

"The development of green energy projects under the Feed-in Tariff program will potentially lead to an increasing occurrence of surplus baseload generation.  The adoption of the Green Energy and Green Economy Act and the potential softening of demand support the conclusion that the dispatch risk to which OPG's regulated operations are exposed is rising."


Correct?


MS. McSHANE:  That's what it says.


MR. ALEXANDER:  However, I am not aware of the bond rating agencies identifying green energy as a source of dispatch risk; correct?


MS. McSHANE:  I am sure there are lots of things that the bond rating agencies haven't -- haven't listed as risks.


MR. ALEXANDER:  But those are -- but bond rating agencies, such as Standard & Poor's and Dominion Bond Rating Services, are independent analysis of business risk for OPG; correct?


MS. McSHANE:  They do independent analysis, yes.


MR. ALEXANDER:  And they don't mention this as a source of increased dispatch risk?


MS. McSHANE:  They don't mention what?


MR. ALEXANDER:  The bond rating reports do not identify green energy as a source of increased dispatch risk; correct?


MS. McSHANE:  I have not seen it referenced in bond rating reports for OPG.  I mean, I have certainly seen it referenced in many other documents, including in OPG's annual reports, but, you know, if you are looking at an OPG Standard & Poor's report, for example, an 11-page report which covers all of the operations of Ontario Power Generation and it includes all of their business risks -- well, sorry, it includes a discussion of business risk and it includes a full discussion of financial risks.


So let's say we have 11 pages, and five of them are on business risk and six of them are on financial risk, and the five that are on business risk have to cover every element of the business risk, so -- including the coal-fired plants, you know, the unregulated hydroelectric, everything.


So I am not surprised that the dispatch risk associated with the regulated hydroelectric and nuclear isn't mentioned.  There are other factors presumably that the bond rating agencies consider more important.


MR. ALEXANDER:  And if I could take you to tab 10 of Exhibit K11.1 the document -- the cross-examination reference book for OPG panel 8?


MS. McSHANE:  I have that.


MR. ALEXANDER:  At tab 10 is a marked copy of Pollution Probe interrogatory to OPG number 32, issue 3.1, Exhibit L, tab 10, schedule 32, page 50 of the document, page 1 of the interrogatory response.  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And going down to the marked section towards the end of section (a) of the response:

"...renewable generation under contract with the OPA supplied generation equivalent to 3 percent of Ontario demand in 2009 and anticipates that renewable generation under contract with the OPA will supply generation equivalent to 9 percent of Ontario demand in 2011."


Correct?


MS. McSHANE:  That is what it says.


MR. ALEXANDER:  Given those percentages, couldn't that be a reason that the bond rating agencies did not view green energy as a source of dispatch risk?  Isn't that plausible?


MS. McSHANE:  That at this time it is not...  That the existence of renewable energy has not gotten to a large enough scale, I guess, they may not have looked at it yet.


I guess at the end of the day, if you look at my report, the discussion of the feed-in tariff and the renewable energy was dealt with, because the focus of my assessment was to look at two things in terms of changes in business risk:  To look at changes in business risk that had resulted subsequent to the Board's decision; and changes in business -- in relative business risk between the two technologies that might have resulted from differences between what I had assumed, when I did my analysis last time and decisions the Board made in terms of setting the regulatory framework, and essentially the risk profile.


So if you look at page 34 of Exhibit C3-1-1, essentially what I was saying was that the passage of the Green Energy and Green Economy Act is really, you know, the key change that I saw occurring since -- since the decision.


And the bottom line was that, to some extent, this -- it was an increased risk of surplus base load generation which could be partially dealt with by forecasting, and, at the end of the day:

"The associated impact on the cost of capital for either the hydroelectric or the nuclear operations during the test period is likely to be small, not amenable to quantification and unlikely to materially change the relative business risk of the two regulated operations."


MR. ALEXANDER:  I understand that is your perspective and your position.  The question that I was asking was the reason as to why the bond rating agencies did not view it as part of business risk and included in the bond rating reports.


And the question I put to you was:  Isn't it plausible that given the materiality of the numbers that I took you to in Pollution Probe -- in the response to Pollution Probe Interrogatory No. 32, that that is one of the reasons why the bond rating agencies did not view this as increasing dispatch risk?


MS. McSHANE:  It may well be that, in the grand scheme of the various risks that they were evaluating, they saw the change or the dispatch risk as a relatively small item.


MR. ALEXANDER:  So to follow up, assuming that there is an alleged increased dispatch risk arising from green energy, if I could take you to the next page of the response to Pollution Probe Interrogatory No. 32, Exhibit 3.1, Issue -– sorry, Exhibit L, Tab 10, schedule 32, which is included at tab 10 of Exhibit K11.1, and going to page 51 of the document book, page 2 of 2 of the response to the exhibit, do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  Just reading the underlining point:

"...increases the dispatch risk, (which... represents an increased forecasting risk)."


So if dispatch risk exists, that is actually increased forecasting risk; correct?


MS. McSHANE:  In large part, because if the risk of being not dispatched is higher, you can to some extent take account of the existence of additional capacity by building it into your forecast.


MR. ALEXANDER:  And then if I could take you to tab 11 of the cross-examination reference book for OPG panel 8, Exhibit K11.1, do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  This is a marked copy of the response to Pollution Probe Interrogatory No. 33, Issue 3.3, Exhibit L, tab 10, schedule 33.


And if I could take you to page 53 of the document book, page 2 of 2 of the response to the exhibits –- sorry, the response to the interrogatory.


MS. McSHANE:  I see that.

MR. ALEXANDER:  Just reading the response to (b):

 "The use of deferral and variance accounts mitigates forecasting risks related to costs over which the utility has little or no control, or are difficult to forecast.  The extent to which deferral accounts lower the forecasting risk is a function of the scope of the accounts and the materiality of the costs that are covered by these accounts.  The existence of such accounts does not, however, guarantee recovery of the costs, nor does it change the utility's fundamental risks."


So OPG has deferral and variance accounts that can be used to mitigate such forecasting risk; correct?


MS. McSHANE:  No.  They have deferral accounts that are related to specific items.  They don't have a deferral account that is related to SBG.


MR. ALEXANDER:  But deferral and variance accounts mitigate forecasting risk; correct?


MS. McSHANE:  But related to what they're forecasting.  It is not a general comment.


If I have a variance account for -- oh, I don't

know -- fuel costs for uranium, I mean, that covers one cost element.  So it is going to mitigate the risks of forecasting that cost element.


Well, let's just posit for the moment that fuel, those fuel costs make up, say, 5 percent of the total nuclear revenue requirement.


I mean, that is a whole different ball game than saying you've got a deferral account on, you know, costs that make up 50 percent of your revenue requirement.


So just generally saying that deferral accounts mitigate risk is -- is a broad proposition, but you have to look at the specifics and whether you have coverage of particular costs.


MR. ALEXANDER:  But deferral accounts are a means of mitigating forecast risk; correct?


MS. McSHANE:  Yes, they can be.


MR. ALEXANDER:  If I can take you back to the excerpts from your evidence, Exhibit C3, tab 1, schedule 1, which are included at tab 7 of the Pollution Probe cross-examination reference book for OPG panel 8 at tab 7 -- I will be redundant and say "tab 7" again -- and take you to page 36 of the document book, which is page 26 of your evidence, do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And there is a paragraph marked there under C2:  "Changes in business risks since EB-2007-0905":

"With the exception of a modest increase in dispatch risk during the test period due to the passage of the Green Energy and Green Economy Act and low demand conditions, the business risks faced by OPG's regulated hydroelectric operations remain largely unchanged since EB-2007-0905."


That's correct?


MS. McSHANE:  That's what it says, yes.


MR. ALEXANDER:  And you have no reason to change that, I presume?


MS. McSHANE:  No.


MR. ALEXANDER:  So business risk is largely unchanged, then, from the previous rates hearing; is that fair?


MS. McSHANE:  When I did my assessment of the hydroelectric operations, I determined that for all intents and purposes, the business risk of the regulated hydroelectric operations was essentially unchanged.


MR. ALEXANDER:  If I could take you to the next page of the document book, page 37, which is page 27 of your evidence at Exhibit C-3, tab 1, schedule 1 -- the document book is at Exhibit K11.1 -- do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  So just going to the marked paragraph, and I think I am going to focus on the underlined portion:

"The Board declined to approve OPG's proposed payment structure, instead adopting 100 percent energy-based regulated payment.  The Board concluded that OPG should be fully incented to produce as accurate a forecast of nuclear production as possible, and should be at risk if actual output falls short of forecast."


How does this aspect of the EB-2007-0905 decision affect the business risk of OPG's nuclear operations?


MS. McSHANE:  It would increase it.


MR. ALEXANDER:  And I presume you are not saying the Board made a mistake.  It just made its decision regarding this issue; correct?


MS. McSHANE:  No.  I am simply -- as I indicated in an earlier response to you, what I focussed on in the discussion of the business risk was -- were two things.


One was, I mean, certainly I made some assumptions in my last presentation as to the business risk profile, and that was based on what OPG was proposing.  I mean, that was the best information that I had.


The Board, you know, heard all the evidence, and made, you know, decisions regarding how it wanted the nuclear operations to recover their costs and payment structure and various other things.


And presumably, when the Board made its decision regarding such things as the payment structure, that it also would have taken that into account when it determined what the proper capital structure was for OPG.


So what I was trying to do was to look at what differences there were as between what assumptions I had made and what conclusions the Board came to.


MR. ALEXANDER:  So the increase is relative to your assessment and assumptions in the EB-2007-0905 proceeding; correct?  Based on what you just said?


MS. McSHANE:  It would be -- yes.  Higher than what I had assumed, but the same as what would have been the case when the Board made its decision on the overall capital structure.


MR. ALEXANDER:  And there are no other increases to business risk; correct?


MS. McSHANE:  With respect to nuclear operations?


MR. ALEXANDER:  Yes.


MS. McSHANE:  I identified the other one as the Board's decision to vary the methodology for treating the nuclear liabilities.


MR. ALEXANDER:  But aside from those two, that's it?


MS. McSHANE:  Those were the two changes that came out of the Board's decision, and other than a small impact, minor impact, on the nuclear operations from the feed-in tariff, no other changes were identified.


MR. ALEXANDER:  And so just so I am clear, those were a result of the Board's decision, not other things that happened, correct, the changes you referred to?


MS. McSHANE:  The nuclear liability treatment and the 100 percent energy payment were as a result of the Board's decision.


MR. ALEXANDER:  If I could get you to move ahead to page 40 of the document book, Exhibit K11.1, at tab 7, continuing with the marked excerpts from your evidence which has been filed as Exhibit C3, tab 1, schedule 1, page 62 of your evidence?  Do you have that?


MS. McSHANE:  I do.


MR. ALEXANDER:  And this section with the Roman numeral X is regarding the debt rating agency guidelines and technology-specific capital structures; correct?


MS. McSHANE:  Yes.


MR. ALEXANDER:  And skipping ahead a couple of pages to page 42 of the document book and page 64 of your evidence, the paragraph marked at the top of that page, and there is a sentence underlined:

"While the S&P guidelines may be useful for assessing the reasonableness of utility capital structures, they provide little or no guidance for the specification of technology-specific capital structures."


I presume that is correct and that is your view?


MS. McSHANE:  That is what it says, yes.


MR. ALEXANDER:  And as I understand it, it is your position that this argument, along with other analysis in your evidence, leads you to conclude that the Board should abandon the idea of setting separate capital structures for OPG's hydro and nuclear assets?


MS. McSHANE:  Yes.  My conclusion was that, you know, based on all of the circumstances, including the fact that I was unable to come up with a robust way to estimate the technology-specific capital structures, and the issues that I discussed earlier, in terms of what the impact on customers were, I determined that there was no compelling reason to adopt two different capital structures, and that I had not come up with estimates that I felt comfortable recommending to the Board.


MR. ALEXANDER:  If I could ask you to keep your finger there and flip back to page 33 of the document book, which is an excerpt from page 9 of your report?


MS. McSHANE:  I have that.


MR. ALEXANDER:  Then just going to the paragraph that is marked under "O", the sentences that are marked there:

"Any specification of technology-specific capital structures would be largely a judgmental exercise and lack any degree of precision.  Given the degree of judgment that would be required and the absence of robust parameters upon which to base that judgment, there is no compelling basis for the Board to adopt technology-specific capital structures."


I believe that is consistent with the view you just stated?


MS. McSHANE:  That was consistent with what I just said, yes.


MR. ALEXANDER:  So if I can take you back to page 64 of your evidence, page 42 of the document book?


MS. McSHANE:  I have that.


MR. ALEXANDER:  So coming back to your comments about the S&P guidelines, you appear in this paragraph to give four reasons why they provide little or no guidance for setting separate capital structures, and what I would like to do is understand better your rationale behind each of these reasons and ask about each reason in turn, okay?


MS. McSHANE:  Yes.


MR. ALEXANDER:  So starting with the first one in that marked paragraph:

"First, the guidelines govern all industries, not specifically regulated companies, which means that the application of the S&P guidelines to regulated companies generally entails considerable judgment."


Do you agree that this reason would be equally applicable as an objection to setting the capital structure at the level of OPG as a whole?


MS. McSHANE:  I would say less so, because you can take the guidelines and look at how companies that are S&P-rated compare to the guidelines, whereas you don't have that ability with the technology-specific capital structures.


MR. ALEXANDER:  So just so I understand, you said "less so", which means that it would be somewhat applicable?


MS. McSHANE:  Well, maybe I wasn't clear.  What I was suggesting was that -- I mean, S&P has basically said that these guidelines, the debt ratio guidelines, apply across all corporate sectors, and that, you know, they tend to be somewhat more lenient with utilities, because utilities are regulated.


So you can look at the ratings of utilities, none of which are technology-specific, to see how they fit with the guidelines.  But, ultimately, you don't have any technology-specific entities to sort of benchmark against the guidelines.


MR. ALEXANDER:  Right.  But the Board -- the Board exercises judgment in setting capital structures; correct?


MS. McSHANE:  We all exercise a certain amount of judgment.


My sort of take-away from the Board's decision was that it was looking for something that was more than just judgment, that it had some empirical or quantitative backing to it.  And that would be consistent with what the Board had done in the Hydro One transmission proceeding back in 2006, when the Board Staff -- I guess it was Board Staff itself had engaged an expert to -- or two experts to attempt to quantify differences between transmission and distribution risk.


MR. ALEXANDER:  Just so I am clear, you are not questioning the Board's judgment or basis for setting the equity ratio for OPG as a whole at 47 percent; correct?


MS. McSHANE:  No.  I took the Board's decision on capital structure as a point of departure.


MR. ALEXANDER:  Let's have a look at your second and third reasons in the paragraph.  So just reading it again:

"Second, the determination of the business risk category that S&P would hypothetically assign to each of the hydroelectric and nuclear operations on a stand-alone basis requires further judgment."


MS. McSHANE:  That's true.


MR. ALEXANDER:

"Third, for a given debt rating, the effect of diversification, while not quantifiable, would permit a lower common equity ratio to be maintained for the composite regulated operations than for the regulated operations on a true stand-alone basis."


MS. McSHANE:  True.


MR. ALEXANDER:  You would agree with me, though, that it is a common practice for regulatory boards in Ontario and Alberta, and elsewhere, to set capital structure benchmarks for energy sectors, such as electricity distribution and electricity transmission?


MS. McSHANE:  It is common for them to do that.


MR. ALEXANDER:  You would agree --


MS. McSHANE:  Wait a minute.  I haven't answered the question yet.


[Laughter]


MR. ALEXANDER:  I heard the pause and I presumed --


MS. McSHANE:  I should have been more clear with a question mark at the end of my...


Is it common for them to do that?  I guess I would say that...  it is -- it's not unknown.


Alberta does it.  The -- Ontario does it to some extent, but I don't know of anybody else that does.  They don't do it in British Columbia, as far as I know.  I mean, everybody -- everybody has their own capital structure that's not necessarily industry-specific.


MR. ALEXANDER:  But it is done in Alberta and Ontario?


MS. McSHANE:  Yes.  It has been done in Alberta and Ontario.


MR. ALEXANDER:  Does this practice not involve judgment about the relative risks of sectors of utility operations?


MS. McSHANE:  It does.


MR. ALEXANDER:  Does this practice not abstract from diversification by companies such as ATCO in Alberta that have businesses in several sectors?


MS. McSHANE:  Sorry, does it do what?


MR. ALEXANDER:  Does this practice not abstract from diversification by companies such as ATCO in Alberta that have businesses in several sectors?


MS. McSHANE:  I don't even know what that means, to be quite frank with you.


MR. ALEXANDER:  I will try to restate it, then.


Does the practice not abstract from the fact that these companies are diversified because they have businesses in several sectors, such as ATCO in Alberta?


MS. McSHANE:  I don't know that I would necessarily agree with that.  I mean, there is certainly -- if you look at the group of utilities that the Alberta Board set different capital structures for, there are certainly some of them that are solely operating in one business.


For example, you know, Fortis Alberta is solely a gas –- I mean, sorry, an electricity distributor.  AltaLink is solely an electricity transmission company.


So I am not sure that they...


MR. ALEXANDER:  But ATCO is a diversified company with businesses in several sectors; correct?


MS. McSHANE:  Yes.


MR. ALEXANDER:  So they would have had to do it for ATCO; correct?


MS. McSHANE:  Well, yes.  And they would have assigned different capital structures to the different businesses of CU Inc., which is the regulated company that has all of the operating subsidiaries in it.


Did they abstract from data for CU Inc. to determine what the capital structures for the individual utilities were?  Probably not.  They couldn't, because it is all one.


MR. ALEXANDER:  Let's move on to your fourth reason, which is the last line in that paragraph.


So this is, again, page 42 of Exhibit K11.1, the document book, page 64 of your evidence, Exhibit C-3, tab 1, schedule 1:

"Fourth, there is no direct connection between the debt rating guidelines and the cost of equity."


MS. McSHANE:  Between the guidelines and the cost of equity, right.


MR. ALEXANDER:  Is the cost of equity a consideration in this hearing?


MS. McSHANE:  Yes, in the sense –- sorry, I said that too fast.  In the sense that -- there's an assumption that underlies the Board's decision in EB-2007-0905, and the assumption is that the ROE for OPG's regulated operations is equal to a benchmark ROE.


And also if -- if the Board were to set technology-specific capital structures, it made clear that it was going to still apply the same ROE to each of the businesses.


So ROE is an issue, in the sense that when you -- when you start with sticking the pins in to the ROE, with the ultimate objective that if were you to apply technology-specific capital structures, you would have to make sure that you came up with -- came up for each one with an overall cost of capital that was commensurate with their relative risk, and was commensurate with returns available to alternative investments of comparable risk.


So you have to realize that cost of equity and capital structure are related.  You can't just look at somebody's cost of equity -- sorry, capital structure, without looking at what the underlying cost of equity is.


Let me give you an example.  So maybe this will be clearer what -- why I say ROE is an issue.


I am trying to think of a good example.


So let's take a company like Maritime Electric.  Maritime Electric is essentially a distribution utility operating in Prince Edward Island.  It is, generally speaking, a high -- a higher business risk utility than a Toronto Hydro or a Hydro Ottawa, because of the -- where it serves, you know, the way it is regulated, various factors.


Its common equity ratio happens to be 40 percent.  And I say "happens to be" because it is not regulated on a deemed capital structure.  It is regulated on an actual capital structure.


The ROE that the regulator allows for Maritime Electric is an ROE that the Board explicitly recognizes incorporates higher business risk relative to other utilities like Newfoundland Power, Nova Scotia Power.


If I were to just look at that ROE -- sorry, at that capital structure of Maritime Electric, without recognizing that there is also some increment in the ROE for extra business risk, I mean, I would be misstating or misestimating, you know, the difference in the overall cost of capital as between an OPG or anybody else at Maritime Electric.  And that is why I say ROE is –- yes, you have to look at ROE, not just capital structure.


MR. ALEXANDER:  So it sounds like you're saying there is a connection, in your view, between the ROE and the capital structure?


MS. McSHANE:  I don't think it is just in my view, but yes, there is a connection.


MR. ALEXANDER:  That is the position you are advancing in this proceeding?


MS. McSHANE:  It is -– well, I would go beyond saying it is a position I am advancing.  I mean, I think it is well accepted that there is a relationship between capital structure and ROE.


MR. ALEXANDER:  And you're saying that connection is lacking when we're talking about differential --


MS. McSHANE:  What I'm saying is that if you're looking only at S&P guidelines, there's no direct connection between what they say the guidelines are for a particular debt rating and what the cost of equity is.


MR. ALEXANDER:  Was that reason present when the Board set the allowed equity ratio for OPG as a whole in 2008?


MS. McSHANE:  Was that reason?


MR. ALEXANDER:  Mm-hmm, the connection that you're talking about and the reason.


MS. McSHANE:  Sure.  It was there.  I mean, there's still no -- there was no connection between the guidelines and the cost of equity then.


MR. ALEXANDER:  So just summarizing each of these four reasons, it would seem that each of the four reasons would be equally applicable as an objection to setting an allowed equity thickness at the level of all of OPG's assets.  What would be your views to that?


MS. McSHANE:  Well, I would say that that is still, you know, a judgmental thing, yes, and those are -- those are issues that would need to be dealt with.


But I would say that it is less problematic on a composite basis, simply because you have lots of utilities in different areas of business - not technology-specific, however - who have ratings, and so you can look at how, you know, generation or vertically integrated electrics compare to the guidelines and what their capital structures are.  You can look at distributors, because there are a bunch of distributors who are rated.


It is just that for technology-specific, it is just much, much harder to figure out where, you know, the guidelines would fall.


I mean, I have a lot of companies rated by S&P, and I know what their business profile scores are, for example.  I don't have to make a judgment about what they would be.  I know what they are.


MR. ALEXANDER:  Well, I have your evidence.  I will talk about your evidence as a whole.  Reading through your evidence, it appears - and I think you've talked about this - that the main focus of your analysis is regarding betas, correct, I think five of the analyses that you did?


MS. McSHANE:  Well, I would say that the five -- the five quantitative tests that I conducted -- I shouldn't say I conducted them, because I didn't conduct them all.


MR. ALEXANDER:  I am just talking generally, at a very high level.


MS. McSHANE:  Well, at a high level, I would say that the accounting beta methodology was intended to, if possible, if enough data -- was intended to create an alternative to a market beta, but I didn't have enough data for OPG to do that.  But that was beta-oriented.


The second one which I looked at, which was the pure play approach, which is essentially trying to identify companies that are in the same line of business and comparing their costs of capital, is not, in principle, a beta approach.  It could use any standard cost of equity test.  It could use a discounted cash flow test.


Unfortunately, there are no pure play regulated nuclear or regulated hydroelectric businesses to conduct a pure play approach.


The other two -- sorry, the other three approaches that are described in here are -- yes, they are trying to determine relationships between fundamental factors and beta to determine what the difference in the cost of capital would be as between nuclear and regulated hydroelectric.


We talked about the usefulness of the Standard & Poor's guidelines, which is obviously not a beta test.


And there was a sixth methodology which I looked at, which was -- as I discussed first thing this morning, which was rather than be as narrow as to use pure play companies, since there aren't any, to try to come closer and find companies that were of a reasonably comparable level of risk as opposed to facing the same exact types of risk.


And I found it impossible to find a sample of sufficient size to mirror the regulated nuclear operations.


MR. ALEXANDER:  Focussing on the betas, betas are usually used to determine return on equity, not capital structure; correct?


MS. McSHANE:  Well, there's a capital structure underlying them.


MR. ALEXANDER:  But they're usually used to determine return on equity?


MS. McSHANE:  Yes, they are.


MR. ALEXANDER:  And looking through your evidence, you provided no divisional costs of equity derived from a discount cash flow model or DCF model?


MS. McSHANE:  No divisional cost -- no, I never did that. You can do that, just -- if you have a discounted cash flow cost of equity, you can develop an overall cost of capital from that, and then split it out by division.  But that wasn't something I did.


MR. ALEXANDER:  And you appear to have considered only one heuristic approach in your evidence to determine capital structure; namely, the S&P and Moody's guidelines.  Correct?


MS. McSHANE:  What do you mean by heuristic, exactly?


MR. ALEXANDER:  I want to be careful of the definition of heuristic.  I think heuristic -- I think the question is there.  I think the -- the S&P -- the S&P and Moody's guidelines are the only other model that you examined in your evidence; correct?


MS. McSHANE:  Other model than what?  I looked at six or -- five or six different models.  The S&P guidelines aren't a model.  They're sort of looking at what the -- generally, what the debt rating agencies are looking for in terms of capital structure for broad level -- broad categories of business risk, where they tell you what the broad category is.


MR. ALEXANDER:  And the only other model that you examined that involved judgment would have been the one involving the S&P and Moody's guidelines?


MS. McSHANE:  Well, I wouldn't say that.  Just because you do quantitative tests doesn't mean you don't apply judgment after the fact.  I mean, judgment has to be constrained obviously by quantitative evidence.  So you could -- just like when we do the cost of equity, the ROE, I mean, we use different tests.  They are probably going to give us different answers.  We judge -- we apply judgment to them.  So there is always judgment applied.


It is whether or not the results that you even start with have any -- any grounding in reasonableness.  And when I applied all of these tests to try to distinguish between the two technologies, I mean, I didn't even -- I did not reach that initial trigger, if you will.


MR. ALEXANDER:  I understand that is your position.  I think I have your evidence.  I think your report speaks for itself as to the -- what you did and what you didn't do, so I will move on at that point.


And this last couple of set of questions is directed to the panel.  Yes, Ms. McShane, I am done with you for today, and I suspect -- I would suspect that Dr. Kryzanowski and Dr. Roberts might have some comments when they're on the stand.


MS. McSHANE:  I am sure they will.


MR. ALEXANDER:  Panel, if I could take you to tab 3 of the Pollution Probe cross-examination reference book for OPG panel 8 that's been marked as Exhibit K11.1, page 10 includes an excerpt from the previous payments amounts from the transcript, EB-2007-0905 dated June 20th, 2008.  Do you have that?


MR. PUGH:  We have that.


MR. ALEXANDER:  And if I take you to page 11 of the document book, which is page 102 of the transcript, do you have that?


MR. PUGH:  I do.


MR. ALEXANDER:  And this was part of my cross-examination of Mr. Barrett during the last -- during the last hearing, and I asked.

"Does OPG have any philosophical or pragmatic objections to calculating its charges for its nuclear and hydroelectric supplies using different OEB-approved cost of capital?

"Mr. Barrett:  I don't think we have any principled objections.  I think there is a pragmatic issue here in terms of being able to do it, to calculate the right numbers in a robust fashion.  I guess at the end of the day, if we're able to recover the same amount of money to cover the pool of business and financial risks that we have in the RegCo business -–"


MS. CHAPLIN:  Slow down, Mr. Alexander.


MR. ALEXANDER:  My apologies.

"...then I don't see us having a principled objection.

"Mr. Alexander:  And that pragmatic concern, is that your only pragmatic concern?

"Mr. Halperin: I think so at this point.

"Mr. Barrett:  That's all that we have, yes."


What I wanted to check is:  Is that still OPG's position?  In other words, OPG does not have a principled objection to separate costs of capital?


MR. PUGH:  His answer was framed in the context of our entire application last time, which had a 57.5 percent common equity component, and a 10.25 percent -- 10.5 percent ROE.


So within that context he certainly answered, we don't have a principled answer.  But we also in reply argument suggested two other things.


And the first one is people had alleged that there was allocated efficiency associated with using technology-specific rates in order to come up with the nuclear and hydro payment amount.  And what we noted is those things go into the global -- these things are all part of the global adjustment, and in fact, it is not something that customers see when they purchase electricity, unlike a gas utility, which also has different functions and lines of business, is also financed as a single entity and does have rates that are for storage, transmission and distribution, and would have allocated efficiency, if those things were built into rates.


They don't do it, and we don't either.


They allocate their return on rate base on -- their return on capital on a rate base allocation factor.  Enbridge has done it.  I was at Union, and we did it 20 years ago, and that is how they continue to do it.  It is a reasonable way to do it, and there is no allocative efficiency associated with it.


The second one that people talked about was that this is actually useful for, I guess, making investment decisions.  And one of the things that I think K and R had mentioned was that -- Doctors Kryzanowski and Roberts mentioned, sorry -- was that you would have some allocational efficiency in capital on the projects which you initiated.


I notice one of the responses that they had, even in this proceeding, in schedule 2, is that a regulator like the OEB can address allocative efficiency as long as the business risks have in some way been -- material business risks have been factored into the analysis.


In fact, that is exactly what we do, and there was a long discussion with respect to Darlington refurbishment about how we do it.


So there is no particular business reason we're doing that, frankly, so I think those were obligations last time, and we continue to have the same position.


MR. ALEXANDER:  So I understand that is your position, and I expect there will be argument and evidence from Dr. Kryzanowski and Dr. Roberts, perhaps, commenting on some of your positions.


What I am trying to focus on:  Is does OPG, in principle, oppose separate costs of capital for its divisions?


MR. PUGH:  Our position last time was we don't have a principled obligation, and we don't have one today.


MR. ALEXANDER:  Thank you, Madam Chair.  Those are my questions.  Thank you, panel.


MS. CHAPLIN:  Thank you, Mr. Alexander.  Mr. DeRose?


MR. SMITH:  Just before we move to Mr. DeRose, I think I see Mr. Pugh wants -- I think he made a --


MS. CHAPLIN:  Change a word?  Sure.  Go ahead, Mr. Pugh.


MR. PUGH:  Okay.  We don't have a principled objection was what I -- at this time.  Yes, I see a lot of people laughing.  Sorry.


MS. CHAPLIN:  That's fine.  Thank you.


MR. DeROSE:  Madam Chair, would you like me to take us to 12:30?  I'm sort of in your hands, five after 12:00, 10 after 12:00.  I can either start now and probably split my cross by about five minutes.


MS. CHAPLIN:  Oh, well --


MR. DeROSE:  I am in your hands.


MS. CHAPLIN:  We are free at lunch today, so we would be happy to go over five minutes.  So you could just do yours now and finish it.



MR. DeROSE:  That would be fine.  I always like to cross-examine a hungry panel, so I get more "yes" and "no" answers.


[Laughter]

Cross-Examination by Mr. DeRose:


MR. DeROSE:  Good morning, panel.  My name is Vince DeRose.  I am here on behalf of CME.


And as you may be aware, CME's principal interest in this case is the impacts of the application on costs to customers, and the considerations that OPG considered in preparing the application to that end.


Now, panel, I am going to ask a number of questions on some various interrogatories, and I am wondering if we could start with Issue No. 3.1, if you could just take out your binder on Issue No. 3.1.


And specifically, I would like to start with CCC Interrogatory No. 12, which is Exhibit L, tab 4, schedule 12.


MR. PUGH:  We have that.


MR. DeROSE:  Thank you.


Now, panel, this is a question that CCC asked you with respect to your application of the Board's cost-of-capital report to determine your forecast ROE for the test years.


And it asked, really, two separate questions, the first:

"To provide correspondence between OPG and its shareholder regarding the decision to apply for a higher ROE."


And secondly, that:

"If the Board grants OPG approval for rate base treatment of CWIP for the Darlington project, how this would impact your requested ROE or capital structure."


I would like to deal with the second question first.


And your answer is this, that:

"OPG expects that there would be no impact on requested ROE or capital structure if the Board grants approval for rate base treatment of CWIP for the Darlington refurbishment project."


Now, this may be the frailty of being a lawyer, but when I see words like "expects" I always interpret that as a little bit waffly, so I would like to explore that a little bit.


First of all, did you consider whether there would be an impact on ROE or capital structure if CWIP is approved?


MR. PUGH:  I think our view was -- or I should say, our view was that the Darlington refurbishment project would be -- would result in an incremental risk.  This is a very major undertaking for OPG.


And what we believed in making this CWIP proposal was that this was an incremental proposal to address an incremental risk.  I believe that is consistent with what Kathy had mentioned in her report and discussed with Mr. Alexander this morning.


MS. McSHANE:  I would confirm that.


MR. DeROSE:  Okay.  Let me perhaps cut at it this way.


First of all, in the last case where your capital structure was established, CWIP was not an issue in play; is that right?


MR. PUGH:  That is correct.  We were not considering CWIP.


MR. DeROSE:  Okay.  And I'm sorry, I have heard some people call it CWIP and some people call it C-WIP.  Is there... no magic?  Okay.


So it was not considered in the last case.  And the Board's cost-of-capital report that you are basing your revised or higher ROE for this case, again. CWIP was not assumed this that cost-of-capital report; is that fair?


MR. PUGH:  The cost of capital that we're assuming in our application is the -- resulting from the Board's ROE formula in that case.  And could I have the second part of your question?  You talked about a higher ROE?


MR. DeROSE:  Sorry.  My understanding is that the ROE that you are seeking in this application is, in part or largely, driven by the OEB's cost-of-capital report, dated December 11th, 2009.


MR. PUGH:  That's correct.


MR. DeROSE:  Okay.  And again, can you confirm that the OEB's cost-of-capital report did not assume that projects would be proceeding on a CWIP basis?


MS. McSHANE:  I don't believe that the Board's cost-of-capital report considered any specific risks, but rather was essentially resetting, revising the benchmark ROE to take account of factors that were generic, I will say, to capital markets and utilities, nothing specific to regulatory treatment.


MR. DeROSE:  Fair enough.  So it did not explicitly consider CWIP?


MS. McSHANE:  No.


MR. DeROSE:  Okay.  And do I take it from your answer here -- well, let me perhaps put it this way.


If the inclusion of CWIP in your application has not led to you adjusting your ROE or capital structure, would the exclusion of CWIP lead to any adjustment on your ROE or capital structure?


So if this Board were to find that CWIP is not appropriate in this case, I could not see anywhere in your application where you have said, We would want a higher ROE on top of what we've applied for.


Did you give any consideration to that in preparing the application?


MR. PUGH:  To be honest with you, I wouldn't be aware of that type of discussion.  In the test period, the impact on CWIP on revenue requirement is about $40 million.  I don't know if that would be significant enough for us as a company in order to open up the cost-of-capital issue --


MR. DeROSE:  Okay.


MR. PUGH:  -- during the test period.  We can certainly see the results of that decision and incorporate it into our next application.


MR. DeROSE:  And so I guess really, to cut to the chase, may I assume, unless advised otherwise, that whether CWIP is or is not approved by the Board in this case will not have an impact on ROE or capital structure in this case?


MR. SMITH:  I think that is a fair basis on which to proceed.  There is no alternative scenario that's been presented by OPG, and obviously we'll reflect on the Board's decision and incorporate it appropriately in OPG's next application, whatever the decision may be.


MR. DeROSE:  Thank you very much.  Now, if I can take you to the first issue in CCC Interrogatory No. 12, and this is where you are asked to provide any correspondence between OPG and its shareholders regarding the decision to apply for a higher ROE.  And your answer is:

"There is no correspondence between OPG and its shareholder regarding the decision to apply the OEB's Cost-of-capital report to determine its forecast ROE."


So I would like to back up right to when the Board's cost-of-capital report was issued in December of 2009.  At that time, was there a report issued from OPG to your shareholder on the impact of the Board's cost-of-capital report?


MR. PUGH:  Certainly nothing that I would be aware of.


MR. DeROSE:  Did you consider -- well, when the OEB's cost-of-capital report came out, I take it you reviewed it?


MR. PUGH:  That's correct.


MR. DeROSE:  And would you agree with me that the application of the amendments or revisions contained in that report have a material impact on your ROE?


MR. PUGH:  Our review, we looked at it and we said we think it resulted in a fair return.  We agree with the Board.  And it is certainly higher than the return that we currently have in rates.


MR. DeROSE:  Okay.  Can you give us a ballpark of approximately how much higher it would be?


MR. PUGH:  I would have to calculate that.


MR. DeROSE:  Could you calculate that for us?  I would take that as an undertaking.


MR. PUGH:  And the undertaking would be to calculate the increase in the revenue requirement associated with --


MR. DeROSE:  No.  No.  Actually, now that -- I was actually going to ask for the increase in percentage ROE as a result of the application of the OEB --


MR. PUGH:  The increase in the percentage ROE is 1.20 percent.


MR. DeROSE:  Okay.  That's what I thought.  And can you -- do you -- we have heard that certain revenue requirement calculations can be difficult for OPG.  Would it be -- do you have an idea of what the revenue requirement impact would be of 120 basis points of ROE?


MR. PUGH:  I would have to calculate that.


MR. DeROSE:  Is that something that is difficult to calculate, or is that something that is relatively easy to calculate?


MR. PUGH:  I think I can calculate that for you.


MR. DeROSE:  Okay.  Thank you very much.  If I could have that undertaking?


MR. MILLAR:  J11.2.


MR. DeROSE:  Which would be the revenue requirement impact of 120 basis point change in the ROE.

UNDERTAKING NO. J11.2: TO PROVIDE THE REVENUE REQUIREMENT IMPACT OF A 120 BASIS POINT CHANGE IN ROE.


MR. DeROSE:  Thank you.  Now, I take it you would agree with me that 120 basis points for ROE, that is a material impact on potential returns for your shareholder?


MR. PUGH:  Potential returns?  120 basis points is certainly higher, yes.


MR. DeROSE:  Okay.  Could I have you pull up -- I actually hadn't expected to go here, but I provided a compendium of documents for cross-examination.  It is K9.5.


MR. PUGH:  Yes.


MR. DeROSE:  If I can have you turn to tab 3, this is the memorandum of agreement between your shareholder and OPG.


MR. PUGH:  Tab 3?


MR. DeROSE:  Tab 3.


MR. PUGH:  I have "Corporate Business Planning Instructions", so have I got this wrong?


MR. DeROSE:  I think you might.  "Corporate Business Planning Instructions" should be Tab 2.


MR. PUGH:  Okay.  I have a memorandum of agreement before me.


MR. DeROSE:  Okay.  Thank you very much.


And if I can take you to page 3?


MR. PUGH:  I'm there.


MR. DeROSE:  Under the section "Communication Reporting", paragraph 2 says:

"OPG will ensure the Minister of Finance receives timely reports and information on multi-year and annual plans and major developments that may have a material impact on the financial performance of OPG or the Shareholder."


Now, when the Board's cost-of-capital report came out and it results in a 120 basis point increase in ROE, is that not something that would be reported to the Minister of Finance?


MR. PUGH:  I don't know.  At my level, what I do is, like, I conduct the analysis and --


MR. DeROSE:  We started to ask these questions to your finance planning group and they booted it to you.


Perhaps we can -- or probably "booted it" is unfair.  They deferred answering this to your panel.


MR. PUGH:  To panel 8?


MR. DeROSE:  Yes, on cost-of-capital issues, on this type of issue.  Perhaps we can deal with it this way.


By way of undertaking, could OPG determine if, one, a report was provided to your shareholder on the cost-of-capital report, and, if so, to produce it?  I think this is for Mr. Smith, not...


MR. SMITH:  I am just reflecting on whether it is additive or encompassed by the interrogatory that my friend referred to earlier, because it is certainly the evidence of OPG that there were no discussions.


And my friend will make whatever he makes of this in argument, but there were no discussions between OPG and its shareholder regarding the decision to apply the outcome of the Board's cost-of-capital report in this application, and that is what it is.


MR. DeROSE:  Perhaps I could explain why I am asking for that as opposed to it -- this interrogatory.  The interrogatory deals with the application of the cost-of-capital report.  What I am asking is:  Was the shareholder ever told what the consequences of the report would be?


So there's two separate issues.  There is the:  What does the cost-of-capital report mean to ROE; and, secondly, should we apply it?


Now, I understand there is no correspondence on the issue of should it be applied, but was the shareholder ever told that the results of the cost-of-capital report would be 120 basis points?  And I don't know -- well, were they advised anything about it, is our question?


We suggest it is relevant, because it goes to the level of reporting and it goes right to the Memorandum of Agreement.


MR. SMITH:  Well...


MS. CHAPLIN:  We agree with Mr. DeRose that the question is reasonable and it is distinct from what is contained in the interrogatory answer.


MR. SMITH:  That's fine.


MR. MILLAR:  Undertaking J11.3.

UNDERTAKING NO. J11.3:  to ADVISE IF SHAREHOLDER WAS TOLD WHAT THE CONSEQUENCES OF THE COST-OF-CAPITAL REPORT WOULD BE.


MR. DeROSE:  Okay.  Now, again back to CCC Interrogatory No. 12, that question led -- asked specifically on correspondence.


Panel, are you aware of any discussions which took place between OPG and the shareholder on whether to apply the cost-of-capital report?


MR. PUGH:  I am the director of finance and regulatory accounting.  So what I do is I look at what the implications of these are on OPG, and prepare analysis.


And that's basically internal assessment purposes, to plan how we're going to proceed in a proceeding.  So no, I wouldn't know anything about correspondence between OPG and government at all.


MR. DeROSE:  Thank you very much.  Now, if I can have you turn -- this is Issue No.3.2.  Again, it is a CCC interrogatory.  It is No. 13.


I am just trying to get rid of the two CWIP issues right off the bat.  You will see that in this interrogatory, CCC is asking what would happen if the CWIP proposal were rejected, from a long-term and short-term debt components of your capital structure piece.


Your answer is:

"Rejection of the CWIP proposal is expected to increase borrowing requirements."


Panel, have you done any further type of calculation to determine how much it would increase your borrowing requirements, or what -- well, let me stop there.


First of all, have you done any type of analysis on how much it would increase borrowing requirements?


MR. LEE:  I think Mr. Pugh indicated that it was about 33 to $40 million of what our rate application is.  So to the extent that we don't receive that cash, then we would have to borrow additional funds for that.


MR. DeROSE:  Okay.  And again, if the -- if this Panel were to reject CWIP, there would be a reduction in your revenue requirement related to that.


I don't see anywhere in your application that you are seeking incremental borrowing approved in this application; is that correct?


MR. LEE:  Sorry, when you say the application, does it have to --


MR. DeROSE:  Well, I have not found any type of alternative request for relief from this Board that says:  If you reject CWIP, you need to approve any type of additional or incremental borrowing, or anything other than what you have applied for.


Am I correct on that?


MR. LEE:  That's my understanding.


MR. DeROSE:  Okay.  Thank you.  Now, just in terms of the -- your understanding of the Board's cost-of-capital report to determine forecast ROE, would you agree with me that you do not have an obligation to apply that formula to determine your ROE?


MR. PUGH:  I am struggling with the word "obligation".


MR. DeROSE:  Well, let me --


MR. PUGH:  The Board has determined that the ROE that is established pursuant to its cost-of-capital report is consistent with the fair-return standard.


It's in the -- they have also noted the Federal Court of Appeal has indicated that all your ROE should be established with respect to the fair-return standard.


So the only thing we really considered was applying to provide an ROE that is consistent with the Board's obligation to meet the requirements to set rates based on a fair-return standard on equity.


And there is actually some components in their report where they talk about what type of considerations that they have.  I notice on page 19 of their report, it says:

"The Board agrees with the National Energy Board, which stated that it does not mean that determining the cost of capital and investor and consumer interests aren't balanced.  Further, the Board notes that the Federal Court of Appeal was clear that the overall ROE must be determined solely on the basis of the company's cost of equity capital, and that the impact of any resulting toll increases is a relevant consideration in that determination.  This does not mean, however, that any resulting increase in tolls cannot be considered by a tribunal in determining the way in which a utility covers its costs."


So our consideration in this was to file what the Board considers an ROE consistent with the fair-return standard.


MR. DeROSE:  Okay.  Let's just back it up a little bit.  First of all, if you determined that because of the nature of your operations it was riskier than any other regulated utility in the province of Ontario, you would be free to apply to this Board with the proposition that you should have a higher ROE or a different capital structure inconsistent with their cost-of-capital guidelines.


That's what they are.  They're guidelines; correct?


MR. PUGH:  They're guidelines.  What the Board has said in these guidelines, and the Board has accepted a fair return standard for the ROE and translated the riskiness into the capital structure.


And they make pronouncements in the decision with respect to capital structure, as well.


And that unless there is a major change in risk associated with the capital structure, that utilities should continue with the capital structure approved by the Board.


As Mr. Alexander took Kathy through a very long examination, and she discovered and we agree that there hasn't been a significant change in OPG's risk.


MR. DeROSE:  I don't know whether you answered my question.  I thought I was giving you a lay-up.


You are entitled -- you are not bound by the report.  You could apply to the Board for a higher amount.  You are free to do that; correct?


MR. PUGH:  We are free to apply to the Board for anything.


MR. DeROSE:  Okay.  So you are free to apply for something higher or something lower; correct?


MR. PUGH:  We would have to justify something higher.


MR. DeROSE:  I think -- I agree.  But you are free to do that?


MR. PUGH:  I don't know if there is any constraint or ability to do so, no.


MR. DeROSE:  Okay.  And if I can take you again to the CME compendium, this is K9.5.  Now, I am turning to tab 4.  I am wondering if it is your tab 5, if we've maybe missed it.  It is a backgrounder?


MR. PUGH:  "Hydro generation plan."


MR. DeROSE:  It is dated February 23, 2005?


MR. PUGH:  Okay, I have that as tab 4 in mine.


MR. DeROSE:  Okay.  We are on the same tab now.


MR. PUGH:  All right.


MR. DeROSE:  And this is -- this is a backgrounder document.  The government is announcing prices on electricity from Power Generation –- sorry, from OPG.


And right at the bottom, the last bullet starts:

"The prices on OPG's regulated prices are based on projected cost of operation, plus a 5 percent return on equity.  While the standard ROE for North American utilities is 10 percent, a 5 percent ROE will generate revenue to service the OPG debt held by OEFC."


So just stopping there, would you agree with me that, at least in 2005, your shareholder had made a decision to accepts an ROE at 5 percent, less than what it was identifying other -– now, in this one, it is American utilities -- but other utilities were at about 10 percent?


MR. PUGH:  I agree that that is what that says.


MR. DeROSE:  Okay.  Do you have any reason to think that your shareholder -- well, your ROE was 5 percent in 2005; correct?


MR. PUGH:  That's correct.


MR. DeROSE:  And you have no reason --


MR. PUGH:  I believe -- we don't -- that is what is stated in the backgrounder, so...


MR. DeROSE:  Okay.  You have no reason to think that the backgrounder is false?


MR. PUGH:  Correct.


MR. DeROSE:  Okay.  So in 2005, your shareholder -- is it fair for me to conclude from this that your shareholder made a conscious decision to accept an ROE less than what at least other American utilities were receiving?


MR. PUGH:  I don't know what was behind their thought process, but I do know 5 percent was the rate that was used in the rates that were developed here.  I don't want to speculate.


MR. DeROSE:  Okay.  Would you agree with me that your shareholder is entitled to accept an ROE less than what the Ontario Energy Board's cost-of-capital report has determined to be the fair return standard?


MR. PUGH:  They're entitled?


MR. DeROSE:  Well, if your shareholder were to tell you that it does not want the maximum amount of return as produced by the Ontario Energy Board cost-of-capital report, if your shareholder were to tell you, You know what, this year we would like 6 percent, they're entitled to do that; is that fair?


MR. PUGH:  We would respond to any directive from the...


MR. DeROSE:  Okay.  And we've had long conversations in this hearing about the word "directive".  I take it not only a directive, but if you received instructions or guidance or -- it doesn't have to be a formal directive which has a particularly legal meaning?


MR. PUGH:  Yes, I don't think I am the right person to answer the question.


MR. DeROSE:  Okay, fair enough.


MR. PUGH:  That would probably be Mr. Barrett.


MR. DeROSE:  And I take it that -- I think you have already answered that you don't have any interaction with the government, and I will ask this to panel 10, as well, but to be fair to you, but to be fair to you, you don't know whether OPG ever put the question to your shareholder of whether they wanted the higher return or not?  You don't know whether that occurred?


MR. PUGH:  That is correct.  I do not know.


MR. DeROSE:  Okay.  At any time, were you asked to calculate what the rate impact would be on the increased ROE?  Does that fall within your area?


MR. PUGH:  No, it doesn't.  I look at the impacts of various things, and those things go to Mr. Halperin to consolidate in a financial model.


MR. DeROSE:  Okay.  If I can then have you -- Madam Chair, I am guessing I am going to be 10 or 15 minutes.  How are we doing?  This would be the...


MS. CHAPLIN:  We are still fine.


MR. DeROSE:  Keep rolling, okay.  This is under issue 3.1.  If I could take you to CME Interrogatory No. 18?


In fact, my questions will be both on CME interrogatory 18, and then Interrogatory No. 21.


MR. MAUTI:  Can we get the file reference for that?


MR. DE ROSE?  I'm sorry.  Exhibit L, tab 5, schedule 18.


MR. PUGH:  I'm sorry, you said you're going to be referring to what undertakings?


MR. DeROSE:  CME Interrogatory No. 18.


MR. PUGH:  Eighteen.


MR. DeROSE:  So we will start with 18.  I just want to make sure that I --


MR. PUGH:  I thought there was another reference there.  I'm sorry.


MR. DeROSE:  Then we are going to be going to 21.  Do you have those two?


MR. PUGH:  I do.


MR. DeROSE:  Okay.  Now, on CME Interrogatory No. 18, you set out that the total dollar amount for equity return for 2011 is $292.7 million and for 2012 is $298.5 million.  Do I have that correct?


MR. PUGH:  I see that.


MR. DeROSE:  And then if you can turn to Interrogatory No. 21 --


MR. PUGH:  Yes.


MR. DeROSE:  -- you then say in response, the ROE is 92 million, I think that is -- first of all, is that a negative 92 million in 2008?


MR. PUGH:  Let me go to C1, tab 1, schedule 1.  I believe it is, but I will check for you.  I've got it.  It is negative 92.


MR. DeROSE:  Okay.  And then in 2009, it was $31.6 million; is that right?


MR. PUGH:  It was positive number, yes.


MR. DeROSE:  Okay.  If I then take the 2008 and 2009 numbers in Interrogatory No. 21 and the ROE numbers in Interrogatory No. 18, are these apple-to-apple comparisons?


MR. PUGH:  If I am to -- no, they are not.


MR. DeROSE:  Okay.  What --


MR. PUGH:  I don't believe.


MR. DeROSE:  And I take it --


MR. PUGH:  Let me just think about this for a second, because I remember in the technical conference CME spent some time trying to clarify this.  Perhaps it would be more useful to go to the technical conference.


MR. DeROSE:  If you want to take me there, that's fine.  And, really, perhaps before we go too far down this, I am just trying to understand if your ROE has really gone from negative 92 million in 2008 to a projected 298 million in 2012, if that is what it is showing us.


MR. PUGH:  So the numbers that you are looking at on number 18, they're 2011 and 2012, and you are comparing them to 2008 and 2009 numbers and you are wondering what the major driver of the difference is?


MR. DeROSE:  Well, my first question is:  Are we comparing apple-to-apple numbers?


MR. PUGH:  No, you're not.


MR. DeROSE:  Okay, why not?


MR. PUGH:  If you go to -- I will take you to C1, tab 1, schedule 7, and I am also going to be taking you to our evidence at the same time.


MR. DeROSE:  I'm sorry, C1, tab 1?


MR. PUGH:  Tab 1, schedule 1, table 7.


MR. DeROSE:  Great.  You have me there.


MR. PUGH:  Do you have that?


MR. DeROSE:  You have me.


MR. PUGH:  Okay.  You will see at the bottom there those are the numbers that are referred to in the interrogatory.


MR. DeROSE:  Right.


MR. PUGH:  Okay.  There are a couple of line items there called systemic adjustments.  It probably should have been better named recurring adjustments.


Those are the -- on line 15 and 16 with the total on line 17.  Do you see those numbers?


MR. DeROSE:  Yes.


MR. PUGH:  Okay.  Those are adjustments made to come up to your 31.6 and your 92.0.


What I would like to do is take you to Exhibit C1, tab 1, schedule 1, page 3 of 6.


MR. DeROSE:  Yes.


MR. PUGH:  I will just wait for the Panel to turn that up.  At the bottom of page 3 of 6, there is a discussion on the return on equity for 2007 to 2010.  And what we're showing you here is -- I will just read it, and I will discuss it in the context, I guess, of the 2010 bridge year, because it is the first one that appears here.  But the unadjusted forecast of ROE is 226.3 million or 7.80 percent.


What we've done, if you look at the footnote, is we have adjusted the ROE of 226.7 million divided by common equity of two -- 2,000,900,000 to come up with that 7.8 percent return.


MR. DeROSE:  I've got you for 2010 but how does that help me with 2008 and 2009?


MR. PUGH:  Well, what's happened is, in determining the regulatory earnings before income and tax -- and that is what OPG uses in order to establish its income tax calculation.  What it does is -- for regulatory assets and liabilities on their accounting income, what they do is they recognize the revenue in that period.  So the revenue is recognized and it is put off in a deferral and variance account.


We haven't actually -- for accounting purposes, we earned the money in that year, but it is not earned because of ongoing rates.  What -- it is earned is because we have a deferral and variance account to collect that money, so we can collect it from customers, which will impact their rates, in future periods.


And what we were trying to do with an ROE calculation is to try to provide people with a point in time:  What our actual rates doing to support the ROE that you are earning.  Is it adequate?


And as I said, we don't do this internally, but we are trying to come up with a presentation that would help the Board.  So we came up with an alternative presentation that basically said:  When you are looking at an ROE in a period, you are looking if it is adequate, to see if it is high enough, what you've achieved in the current year, to perhaps address some of the pressures in the future.


And what we're trying to demonstrate by this analysis is to say:  Well, you know what?  You've got an ROE figure there, but there is certain amounts that aren't reflected in the recurring payment amount.  They're being pushed off into other years, so we are trying to give people a perspective how far away your ROE is from relieving pressures in the next period.


MR. DeROSE:  Let me see if I understand this right.


The ROE that you have calculated in Interrogatory No. 21 does not include any amounts being captured in your deferral accounts.


Is that the simple way of saying that?


MR. PUGH:  The ROE in 2011 and 2012 is forecast, your rate base times your return on equity.


MR. DeROSE:  Okay.  But you did not do that in your calculation for 2008 and 2009.  You removed the amount that is sitting in deferral accounts?


MR. PUGH:  We start off with achieved accounting income, and because that accounting income reflects those things, we are reflecting them in our ultimate ROE calculation.


MR. DeROSE:  Okay.  In that case, if the Board were to approve all of your deferral accounts, clearance of all your deferral accounts, in this case, would the ROE that you have removed from your calculations for 2008 and 2009 be added incrementally to your calculations for 2011 and 2012?  So --


MR. PUGH:  I'm sorry, you're going to have to give me that one again.  We are presuming that the Board, in our proposal, we're presuming that the Board accepts our proposal at 9.85 ROE, and the deferral and variance accounts that we proposed, plus the recovery of deferral and variance account amounts that are reflected in tab H.


MR. DeROSE:  Okay.  So in that case -- and I apologize if I don't seem to be getting this -- but the amounts that you calculated in CME Interrogatory No. 18, the 298.5 million for 2012, for instance, does a component of that amount, the 298 million, is a component of that the return which you are earning from the deferral accounts?


MR. PUGH:  No, not at all.


MR. DeROSE:  Okay.  If it is not included in that number, why are you taking it out of your reporting on ROE for 2008 and 2009?


MR. PUGH:  For the historic basis, what we're trying to do is to put it on the same footing as you would have for 2011 and 2012.


So what we're trying to show people in our historic ROE reporting is not what we've specifically earned in that period, because what we've earned reflects certain deferral and variance accounts that we've recognized in earnings, but they haven't impacted customers yet, because they have been deferred.


So we are trying to give people the -- it is an alternate presentation, but we're trying to show people what current rates produce, and what has been deferred for future periods that is a fundamental component of what the customer impact will be.


And we tried to do that because people like Mr. Stephenson are concerned about customer impacts, and we didn't want to give the impression that the ROE that we're earning in this period is completely related to our earnings -- is completely related to amounts included in our payments amounts, because they're not.


MR. DeROSE:  Okay.  Well, it seems to me that when I look at these numbers that you have given, that what is not being included is the fact that -– well, first of all, at some point you are earning am ROE on the amounts captured in the deferral accounts; correct?  You are going to get paid at some point?


MR. PUGH:  We are going to get recovery of the amounts recorded in those deferral and variance accounts.  That's our proposal.


MR. DeROSE:  Okay.  Perhaps this is the easiest way to do it.  Would you be able to recalculate the ROE for 2008 and 2009 that you have provided in CME Interrogatory No. 21, so that it includes the ROE that you were making on the amounts in the deferral account, so that we have an apples-to-apples comparison?


MR. PUGH:  Certainly.


MR. DeROSE:  And sorry, before we -- I just want to make sure that you and I are in agreement.  What I would like is an apples-to-apples comparison of the amounts as calculated in Interrogatory No. 18, so that I can see, in 2008 and 2009, what was your ROE as compared to the 298.5 for 2012 and the 292 for 2011.


MR. PUGH:  Yes.  I think I can -- rather than do it by undertaking, I think I can show it to you on C1, tab 1, schedule 1, table 7.


MR. DeROSE:  Table 7?


MR. PUGH:  It is.


MR. DeROSE:  Okay.


MR. PUGH:  Do you have that?


MR. DeROSE:  I do.


MR. PUGH:  It is "Regulatory EBT" on line 13.


MR. DeROSE:  Okay.


MR. PUGH:  And you deduct your income taxes on the regulated assets on line 14.


MR. DeROSE:  Yes.


MR. PUGH:  And that would be your number.


MR. DeROSE:  Sorry, are we at Exhibit C1, tab 1, schedule 1, table 7?


MR. PUGH:  Correct.


MR. PUGH:  So what we have done is started off with our accounting earnings.


MR. DeROSE:  Perhaps can you just tell me what the number is for 2008?


MR. PUGH:  For 2008, it is 20.8 minus zero, which is 20.8.  And for --


MR. DeROSE:  Just stopping there, your ROE for 2008 on an apples-to-apples comparison to Interrogatory No. 18 is 20.8 million?


MR. PUGH:  Our ROE for 2008 is 20.8 million.


MR. DeROSE:  Okay.  And that is comparable to the, for instance, 292.7 million which you are seeking in 2011?


MR. PUGH:  One is an actual number; that is what we have achieved.  One is a forecast number; that is what -- that is what we want.


MR. DeROSE:  Okay.  But that is -- that's the apples-to-apples comparison?


MR. PUGH:  Yes.


MR. DeROSE:  Okay.  How about for 2009?


MR. PUGH:  It is 257.3, subtract 68, which would be just shy of 200 million.


MR. DeROSE:  Okay.  Thank you.


MR. PUGH:  You're welcome.


MR. DeROSE:  Now, I am wondering if we can agree on a few general propositions that I just want to make sure we're on the same page.


First of all, is my understanding correct that OPG does not raise equity in capital markets?


MR. LEE:  That's correct.


MR. DeROSE:  And the equity which your shareholder has in OPG was acquired as a result of it assuming debt that was owed to the OEFC; is that -- do I have that right?


MR. LEE:  Sorry?  What do you mean by assuming debt?  We have debt that is owed to the OEFC as part of our overall balance sheet as well.  So there is both debt and equity.


MR. DeROSE:  Okay.  In that case, how did your shareholder -- my understanding was that your shareholder assumed responsibility for that debt, and that was how they obtained their equity in OPG.


Did your shareholder actually purchase equity in OPG?


MR. LEE:  I thought you were referring to the time when, actually, OPG was created.  There was a capital structure that was put in place.  I am not so familiar with all of the details around that, but --


MR. DeROSE:  Okay.  Fair enough.


Now, in terms of source of funds for you, can we agree that -- I think there are three possible sources of funds for you, or of capital.  I shouldn't use the word "funds".


First of all, there is debt; correct?


MR. LEE:  Correct.


MR. DeROSE:  Second, you can receive money directly from your shareholder?


MR. LEE:  In what form are you referring to?  Like equity?


MR. DeROSE:  In equity.


MR. LEE:  That is an option as well.


MR. DeROSE:  I guess the converse of that, which you've done in some years, is you can just lower the dividends paid to the shareholder so that you retain earnings?


MR. LEE:  That's correct.


MR. DeROSE:  Okay.  Now, the final question I have on the cost of capital is this.


In the years where -- and, for instance, you've shown us in 2008 that your shareholder, there was only a return on equity of $20 million.  But if the shareholder in 2011 or 2012 were to earn a rate of return lower than 9.85 percent, am I right that that lower earning would have no impact on the safety and reliability of your operations, that those are two separate considerations?


[Witness panel confers]


MR. LEE:  Well, I can't comment specifically on the safety and reliability with respect to that question.


MR. DeROSE:  Let me rephrase it.


MR. LEE:  I mean in terms of how the equity impacts safety and reliability.


MR. DeROSE:  Well, is there any impact?  Does ROE have any direct impact on the safety and reliability of your facilities?


[Witness panel confers]


MR. LEE:  Our plants actually are structured in a way that we always operate our plants in a safe and reliable manner.  The ROE has to do with a fair and equitable return.


MR. DeROSE:  So the answer is that if you receive a lower rate of return, your plants would still be operated in a safe and reliable manner.  There is no connection; correct?


MR. LEE:  That's my understanding, yes.


MR. DeROSE:  Okay, thank you.  Madam Chair, I have one last very small area.  This took longer -- I didn't expect that the question on ROE would take as long.  We are getting close to one o'clock.  I am five more minutes.  I am in your hands.  Do you want me to split it and wait, or --


MS. CHAPLIN:  Is it really five minutes?


[Laughter]


MR. DeROSE:  You know --


MR. SMITH:  Thank you.


MR. DeROSE:  -- I am in the witnesses' hands.


MR. SMITH:  Well, I am not sure that is fair.


MS. CHAPLIN:  We will break now --


MR. DeROSE:  Okay, thank you.


MS. CHAPLIN:  -- and resume at 2 o'clock.


--- Luncheon recess taken at 12:56 p.m.


--- On resuming at 2:07 p.m.


MS. CHAPLIN:  Please be seated.


Mr. DeRose, are you ready to conclude?


MR. DeROSE:  I hope so.


Panel, if I -- I have one last interrogatory to take you to, and it is from Issue No. 8.1.  And it is Board Staff Interrogatory No. 129, Exhibit L, tab 1, schedule 129.  Panel, do you have that?


MR. MAUTI:  I have it here.


MR. DeROSE:  In this question, Board Staff was asking you about the treatment for nuclear liabilities approved by the Board in the last case.


And it was asking you, with respect to your continuing investigation of the impacts of the Board-approved revenue requirement treatment on your ability to fully recover your nuclear liabilities, and it asked if you could provide the results of your continuing investigation into this matter.


And your answer in sub (a) is this, that:

"OPG's investigation into the ability of the OEB-approved recovery methodology to provide cost recovery over the life of the assets and their retirement is a complex analysis.  OPG is in a preliminary stage of its analysis and there are no results available for review."


The Board's last case was released on November 3rd, 2008, which as of next Wednesday was two years to the day.


And what I would like is to ask a few questions about why two years later, your analysis is still at a -- as you described it -- a preliminary stage.


First of all, after the decision, what steps did you take to investigate this matter?


MR. MAUTI:  In the short term, the first steps we took was to ensure that we could adjust all of the systems that we use to track these costs, to ensure that we could implement, based on the Board's direction, the methodology that was approved the first time.


So we spent most of our effort and reality getting to the point of getting our systems and our information and our data structured in a way to adhere to the Board's direction.


MR. DeROSE:  Okay.  Who conducted that initial part of the investigation?


MR. MAUTI:  Several groups within the organization are accountable for aspects of the model for nuclear liabilities.  There is no one specific organization.


MR. DeROSE:  Okay.  And do you now have what you have described as your systems and data?  Is that now -- is that part of the investigation complete?


MR. MAUTI:  We feel that we are calculating and adhering to the methodology.  As I guess we can tell from some of the undertakings yesterday, making any changes to the information going forward through a rather complex model and methodology involving cost estimates, discount factors and whatnot, takes a long time to actually model any kind of a change.


So I think you can appreciate it is a rather, as we said, complex and sort of multifaceted, lots of different moving parts within doing the analysis.


So yes, to the extent that our systems are aligned and we are adhering to a direction from the Board and the ever-changing requirements as part of management, these liabilities in general, we feel we are in a good position.


MR. DeROSE:  Okay.  Now, what else have you done as part of your investigation?


MR. MAUTI:  Well, as we mentioned, there is, I guess, there's -- when you look at nuclear liabilities, it's a large component of our financial statements.


It's in excess of a $10-billion obligation.


The components of it are calculating a present value for future obligations to remediate for nuclear liabilities.  The calculations involved in that, in any kind of a present-value analysis looking at discounts rates is an issue.  In situations such as nuclear liabilities, we're talking about cash outflows to discharge these liabilities that happen 60, 70 or more years into the future.


So any view of looking at the kinds of discount rates that are used, the accretion rates that are used as part of the Board methodology, how it is that the seg funds are growing and growth rates and performance, those are all sort of factors and issues that we need to try to understand the long-term implication of those things on the ability over the life of the liabilities to fully recover those costs to OPG.


MR. DeROSE:  Okay.  Did you -- have you retained any external experts to assist you with this?


MR. MAUTI:  To date, no.  The expertise and the knowledge that went into calculating these liabilities and managing them has been sort of information and resources that have been used and retained by OPG.


At the start of 2009, a portion of those resources were moved under the nuclear waste management organization, and we do have a services contract to have those estimates done for us; that would be the only example of outside.


But in reality, it is our own staff that have been moved to the NWMO.


MR. DeROSE:  Did you not think that -- well, would an external expert not assist this process?


MR. MAUTI:  Depending on the kinds of issues that we need to do our own homework on to identify what might be areas to explore, if need be, we would retain external advice, if needed.


MR. DeROSE:  As part of your investigation or your analysis, have you identified a list of issues or a decision-making tree or any type of analysis of what you need to complete in order to fulfil the investigation?


MR. MAUTI:  As I mentioned, the multiple use of either discount rates, inflationary rates, accretion rates, so that the rates that are used throughout the analysis for both the costs for the liabilities themselves and for our seg funds is one issue we're looking into.


MR. DeROSE:  Let me just stop you there.  I know that is one issue.  You've discussed it.


What I am asking is not the specific accretion rate at any certain point.


You have confirmed that you have an ongoing investigation, and that it has taken two years and you are still at a preliminary stage.


Was one of the first steps in undertaking that investigation to sit down and say:  What are we investigating?  What are we trying to achieve?  And how are we going to achieve that?  Was that ever done?


MR. MAUTI:  I don't think I would characterize it as a two-year ongoing investigation.  I believe that was the assumption you made.


I did say that the first step we did was reflecting the Board's methodology and how it is we calculate and manage these liabilities.  Subsequent to that, I can't remember the exact time that we started to look at the different factors to understand whether over the life of the liabilities, we were fairly compensated for those costs.


MR. DeROSE:  Okay.  Let me go back to the two years --actually, before we go there, do I take it from that answer that you did not sit down at the beginning of this process and create any type of roadmap or list of issues or a process by which you were going to achieve the analysis, so setting out what you would achieve and how you are going to achieve it?  That was not done?


MR. MAUTI:  I was starting to go through a list of some of the issues that we were looking into.


MR. DeROSE:  Did you create any type of document which set out, in advance, what you are going to achieve and the steps that you were going to have to take to achieve it?


So not what are one or two of the steps; I'm talking an actual -- a plan.


MR. MAUTI:  To my knowledge, there wasn't a plan that was set out to -- that would lay out a specific roadmap.


MR. DeROSE:  Okay.


MR. MAUTI:  I'm trying to explain the fact that part of the process would be to identify the issues that would be involved in trying to put together what that analysis would suggest.


MR. DeROSE:  Well --


MR. MAUTI:  The identification of the potential problems and issues would be our first step.


MR. DeROSE:  Is that not what a plan does?  I know you are trying to tell me what a plan would contain and what it should contain.  But did you prepare a plan?


MR. MAUTI:  Again, I am just trying to -- I am trying to understand the context of when you're saying:  Is there a plan?


There was discussion of the relative issues that we feel may be as a result of the Board's decision and the methodology being used.  We would have to understand what the impact of that methodology would be over the span of a program that extends 60, 70, 80 years.


MR. DeROSE:  Okay.


MR. MAUTI:  Do we understand what all of those components and issues might be to date?  I would suggest we haven't, which is why we're suggesting we're at a preliminary phase.


MR. DeROSE:  Okay.  Is there a point in your preliminary phase where you anticipate creating a plan?


MR. MAUTI:  A comprehensive plan that we could present and table?  I am not sure if that is what the...


There have been issues and discussions within the finance and nuclear waste organizations in terms of identifying what those issues might be.


Once we have figured out what all of those component pieces may be, we could put it together and suggest an overall approach to take, but, again, this is a process that takes many years in terms of what the issues are, and it is not a simple -- there is many pieces that have impacts on other parts of our operations and assumptions, and it is not a simple exercise to pull together what all of the impacts might be.


MR. DeROSE:  Okay.  I apologize.  You have pointed out it has not been two years.  I figured that it was two years since -- it will be two years next week.


Did you not start the analysis shortly after receiving the Board's decision?


MR. MAUTI:  I did not, no, and I don't believe the organization started a formal impact assessment of the Board's decision.


MR. DeROSE:  When did you start the analysis that you referred to in Board Staff Interrogatory No. 129?  Would you be able to provide us with a date or, by way of undertaking, provide us with a date of when you started --


MR. MAUTI:  It was near --


MR. DeROSE:  -- your analysis?


MR. MAUTI:  It was near the -- I was involved near the end of 2009, starting into early parts of 2010.


MR. DeROSE:  So you didn't start until this year?


MR. MAUTI:  In 2009.


MR. DeROSE:  Okay.  Why would you wait a year?


[Witness panel confers]


MR. MAUTI:  Sorry, can you repeat the last question again?  Sorry.


MR. DeROSE:  Why would you wait one year to commence this?


MR. MAUTI:  Well, we had the Board's direction as a result of our initial filing.  There was a direction that was provided in terms of how nuclear liabilities were to be recovered.


There was a significant amount of work to ensure that we were able to execute that direction, and that was our short-term decision on how to proceed with this.


MR. DeROSE:  I am sorry, did I misunderstand you that you took a year to analyze the Board's decision?  That is not what you meant, is it?


MR. MAUTI:  No.  I don't think I said --


MR. DeROSE:  Perhaps I heard you wrong.


MR. MAUTI:  No.  I said, in the short term, we had to implement the Board's decision, and that decision would require, as I had mentioned, altering how it is that our systems are structured, how it is that our calculations are run and looking at all of the moving pieces of the nuclear liabilities model that we use.  That was the short-term state of what we did.


Again, these are programs that last several years.  Going into the preparation for this filing, the decision was we did not have sufficient information to be able to put forward any different proposal to change how those liabilities are calculated or how they're recovered through rates, so we continued with the Board's direction.


MR. DeROSE:  Sir - and I will perhaps just cut to the chase - our concern is not your conclusion.  It is the fact that it appears that until late 2009 or early 2010, one, you didn't even start the analysis; secondly, that now a year later you are at a preliminary stage of the analysis.  And you, at this point, as I understand it, do not even have a plan and cannot even tell us -- well, let me put this question.


Can you tell us when the analysis will be complete?  Do you have a timeline on that?


MR. MAUTI:  As of right now, no.


MR. DeROSE:  Okay.  Do you have any type of milestones or time estimates?


MR. MAUTI:  Again, as of this point, if I had the former, I would have the latter, but, no, I don't.


MR. DeROSE:  Okay.  And I take it that you also -- have you even identified the stages or the steps that you need to complete?


MR. MAUTI:  We started a preliminary identification of the issues that we would want to investigate to determine if there is any problem or any issue with, in the long run, an adequate recovery of all of our nuclear liability costs.


MR. DeROSE:  So you are still at the issue identification stage?


MR. MAUTI:  That's correct, understanding what those issues would be.


MR. DeROSE:  Okay.  And can you at least give us a time frame of how much longer it is going to take you to complete your issue analysis, your issue identification analysis?


MR. MAUTI:  I think it would be premature for me to suggest a time frame.


MR. DeROSE:  Okay.  Those are all of my questions for this panel.  Thank you very much.


MS. CHAPLIN:  Thank you, Mr. DeRose.


Mr. Buonaguro, you're next, I believe.

Cross-Examination by Mr. Buonaguro:


MR. BUONAGURO:  Yes.  Thank you.  Good afternoon, panel.  My name is Michael Buonaguro.  I am counsel for the Vulnerable Energy Consumers Coalition.  I think you can put my questions into two categories, cost of debt, which is very, very short, and nuclear liabilities, which is not so short.


But I think I can take credit for not having to ask any questions of Ms. McShane, so if I could excuse her, I would, but I don't think I have that power.


I will start with the short one first, so that is cost of debt.  I will start with Exhibit L-14-05.


You will see I will bring the interrogatories that I am referring to -- the evidence I am referring to on the screen, but obviously if you want to use your own material, by all means.


So you see in this question -- I will blow up the interrogatory just to give the context.  On pages 10 and 11 of the quoted exhibit, which was C1, tab 1, schedule 2, they talk about how - I am going to paraphrase - the notional debt that OPG has as a result of its capital structure, how you apply your -- or how you apply the Board's deemed long-term debt rate to that amount.  Have I paraphrased that correctly?


MR. PUGH:  That's correct.


MR. BUONAGURO:  And you will see in the question that we asked, and I think I referred to Board Staff having asked you, too, instead of using the deemed, the Board's deemed long-term debt rate, that you use your average existing debt rate and extend it to that notional debt.


And the difference between my question and Board Staff's question is that we looked for the total revenue requirement.


MR. PUGH:  I would categorize that as a fair distinction.


MR. BUONAGURO:  Thank you.  So I will just pull up the impacts of that calculation.


So you can see here at part (a) we see a difference over the test period of $4.2 million less?


MR. PUGH:  I see that.


MR. BUONAGURO:  And you will -- in part (b) of the interrogatory, I did something a little different than what Board Staff asked.  I went further and said apply the existing weighted average of your long-term and short-term debt to the notional debt.


And the interrogatory is fairly self explanatory, but the result is down at the bottom table here.  It is a slightly higher number, $4.9 million credit to ratepayers, if you did that instead.


MR. PUGH:  Understood.


MR. BUONAGURO:  Now, there is a reason why Board Staff and we asked that question, and it has to do with the Hydro One decision that I circulated.  Unfortunately, I didn't think of circulating it until just before lunch, so hopefully you have been able to take a look at it.  It was a very short excerpt.


MR. PUGH:  Which decision are you referring to?


MR. BUONAGURO:  I am going to pull it up for you.  This is the Hydro One Networks Incorporated transmission decision.  It is EB-2008-0272.


MR. PUGH:  Issued May 28th, 2009?


MR. BUONAGURO:  That's the one.


MR. PUGH:  I see it.


MR. BUONAGURO:  I have put it on the screen and I highlighted the section, and I will make it bigger here.  So this is at page 54 of at that decision, the Board's conclusion, and I will read it for the record:

"The Board agrees with intervenors that it is not appropriate to apply the Board’s deemed long-term debt rate to the notional or deemed long-term debt.  The two are quite separate concepts.  The deemed long-term debt rate is clearly intended to apply in the absence of an appropriate market determined cost of debt, such as affiliate and variable rate debt situations.  For companies with embedded debt, it is the cost of this embedded debt which should be applied to any additional notional (or deemed) debt that is required to match the capital structure to the Board's deemed capital structure.  This is consistent with the treatment given to LDCs that have undergone rebasing in 2008 and 2009."


So can I ask, in preparing your evidence on your capital structure and your notional debt, in particular in choosing to use the deemed debt rate instead of extending the embedded debt rate, were you aware of this decision at OPG?


MR. PUGH:  I was.


MR. BUONAGURO:  And presumably, despite this decision and, I believe, the Board's following decision on the transmission case -- which I think is actually the distribution case -- Hydro One used this again in a subsequent decision, and it was approved by the Board.  Were you aware of that decision, as well?


MR. PUGH:  Is this the decision referenced in the Board Staff's interrogatory, Hydro One remote communities, 2008-0203, issued April 30th, 2009?


MR. BUONAGURO:  That one I am not aware of it.  It may be, but it is also -- it makes sense.  But I think it is Hydro One's latest distribution decision, which would be EB-2009-0096.  I think they use the same thing.  The point being is it has been applied a few times now.


MR. PUGH:  It has been applied a few times to distribution utilities, yes.


MR. BUONAGURO:  So I guess the first question is:  How come, knowing that that was the case, OPG thought that wasn't an appropriate way to do it, for OPG?


MR. PUGH:  The decisions that were referred to in the Board Staff interrogatories were decisions that took place in -- in 2009.


And the Board's cost-of-capital report was issued December 10th, 2009.  It was after those decisions.


We were of the view that the Board's cost-of-capital report actually referenced the fact that there were recent decisions, and it incorporated them into their findings.


And the Board mentions that on page 52 of their report.  It says -- and I will point you to the second, third, fourth, fifth paragraph down -- it says:

"The Board's report not only reflects the 2006 guidelines, but are based on the record before it in each application.  The Board has also been informed by the findings made in relation to completed applications."


MR. BUONAGURO:  Sorry, just to make sure I understand what you are talking about, you're talking about the EB-2009-0084 report of the Board?  That I put up on the screen?


MR. PUGH:  Yes, sorry.  I probably read too fast.


MR. BUONAGURO:  I happen to have it on my computer, reasonably available, so can you give me the page reference again?


MR. PUGH:  I will.  It is page 52.


MR. BUONAGURO:  Okay.  What are you reading from?


MR. PUGH:  Well, it is on the second, third, fourth paragraph down.  What the Board is saying here is it has not only been informed by its 2006 guidelines, but it is based on the record before it in each application.

"The Board has also been informed by the findings made in relation to completed applications."


So what we looked at in that particular situation is the Board made a number of decisions that were specific to the utilities that were before it at that time.


One of those utilities was Ontario Power Generation, and in our decision, what the OEB determined was that rather than use the embedded debt rate that OPG has, it actually should use the incremental hedged rate, and the reason it decided to use the incremental hedged rate is we were actually issuing debt in the test period.


So by issuing debt in the test period, the OEB had a reasonable -- reasonable proxy, a reasonable rate for determining what the rate, the market rate, would be for that notional debt in the test period.


MR. BUONAGURO:  So when you --


MR. PUGH:  And approving it in our circumstances -- so that's where we started off from -- then we looked at the cost-of-capital report.  We looked at the deemed long-term debt rate, and there is a couple of sections under there that I would like to point to your attention.


So we said the Board approved an incremental rate in OPG's circumstances, and we came to the conclusion that what the cost-of-capital report of the Board was doing was coming up with a new rate for incremental debt.  It is a forward-looking rate, the deemed long-term debt rate.


And on page –- sorry, let me...


First of all, we think that the incremental debt rate is the right rate to use, and what the Board says on the bottom of page 52 of that report, it says it:

"...wishes to emphasize that the long-term debt guidelines relating to electricity distributors were expected to evolve over time and expected to converge with the process used by the Board to determine the amount and costs of long-term debt for natural gas distributors."


What this is is they're hoping that the capital structures of electricity distribution utilities evolve, so that deemed debt is no longer a consideration in those proceedings, that it goes away.


If you were to actually take your capital structure and turn your actual capital -- into an actual capital structure and get rid of that deemed debt component, you would be borrowing in the -- you would be borrowing on a go-forward basis.  So you would be borrowing at an incremental rate.


So we thought the incremental rate for us would be the most reasonable rate to use.  And we looked at the Board's decision on page 53 and 54 of the cost-of-capital report.


And what it refers to here is how they use the deemed -- the deemed long-term debt rate.  At the bottom paragraph, this says:

"The deemed long-term debt rate will act as a proxy or ceiling for what would be considered market-based rate by the Board in certain circumstances."


Then it lists four such circumstances.


The first one, it says, it is used in a situation where it acts as a ceiling.


The second one, it says, is used in a situation where it acts as a ceiling.


The third one makes no such reference to the word "ceiling".


And the fourth instance -- for debt that is callable it says -- it refers to the debt as a ceiling rate.


So in our view, it is used as a proxy rate, because what was given beforehand it is either a proxy or a ceiling.  It is a proxy rate for utilities that have no actual debt, and OPG has no actual debt supporting that component of its capital structure.  That is why we used it.


MR. BUONAGURO:  That last bit is the part that I think maybe we are not at odds at, because you do have actual debt.  It is just that you don't have actual debt to cover the entire amount of your deemed capital structure, with respect to debt.


It there is a plug amount that is required; correct?


MR. PUGH:  We have a notional deemed debt amount, yes.


MR. BUONAGURO:  Okay.  And I am struggling to determine why you are any different than Hydro One in that respect.


MR. PUGH:  Well --


MR. BUONAGURO:  Are you?


MR. PUGH:  I guess when you look at the utility-specific circumstances -- and that is where I started with this -- the Hydro One decisions were -- I will refer you back to the decision you noted me, the EB-2008-0272 decision.


MR. BUONAGURO:  Right.


MR. PUGH:  On page 54, I know you highlighted the bottom paragraph, but I am going to look at the top one, as well.  The top one says:

"It is Hydro One's view that its proposal to include deemed long-term debt in its capital structure at the Board's deemed long-term debt rate is consistent with two prior decisions for Hydro One."


And it gives those decision references.


So it was, in fact, something that was used by the Board at the time.  It says:

"The Board notes that in the two referenced proceedings, the overall cost difference between the two approaches was considerably smaller, and in the current case, because of the relative levels of embedded debt and relative debt levels of the Board's deemed long-term debt rate.  And in neither decision was this matter specifically dealt with as an issue.  It is appropriate to address it now."


So the circumstances at that time was when the Board was initiating its consultation on the cost-of-capital report.


At that particular time, the deemed rate was very, very high.  It was a flight to safe capital.  And there was comments by a number of parties that the difference between the ROE and the deemed debt rate was very, very small.


It is very possible in this circumstance -- and I don't know the circumstances of the case completely -- but it is very possible in this circumstance that the OEB said:  In this situation, the incremental rate or the proxy rate we have been using in the past isn't the best proxy in the test period.  It is just too high.  So we will use the embedded cost of debt to make it more realistic.


So if you are looking at the circumstances at the time, that might be a reasonable reason why the Board would use an embedded rate.


MR. BUONAGURO:  Sorry.  So when the Board says in the second sentence of the highlighted paragraph "for companies with embedded debt" -- I will stop there -- OPG has embedded debt; correct?


MR. PUGH:  We do have embedded debt.


MR. BUONAGURO:  Right.  Comma:

"... it is the costs of this embedded debt which should be applied to any additional notional or deemed debt."


So I'll stop there again.  You have notional or deemed debt?


MR. PUGH:  We do.


MR. BUONAGURO:  That is required to match the capital structure to the Board's deemed capital structure, and presumably the notion that you have, you only have because you need to match the capital structure to the Board's deemed capital structure?


MR. PUGH:  That's correct.


MR. BUONAGURO:  Okay.


MR. PUGH:  I guess our position is that seemed to be specific to the situation that existed at that time.  OPG's debt was set on an incremental basis, based on our circumstances at the time.


And we thought that the Board's cost-of-capital report provided a different way of applying an incremental rate.


MR. BUONAGURO:  So --


MR. PUGH:  We are quite happy to use our current rate if the Board wanted to go back to its previous decision.


MR. BUONAGURO:  All right.  I think I have your answer on that.  I think you have our position on that, as well, and I think we can leave most of it to argument.


MR. PUGH:  Thank you.


MR. BUONAGURO:  I did have one additional question.


You will notice that I have the A and B scenarios, the A scenario which extended the rate for your embedded debt to the notional debt, and then scenario B -- do you want me to bring it up again?


MR. PUGH:  You would have to, sure, or give me the -- what it is.


MR. BUONAGURO:  It is L-14, number 5.


MR. PUGH:  L-14, number 5.


MR. BUONAGURO:  I have here at the bottom of the screen the impact of scenario B, and scenario B extends it not only to -- sorry.  It calculates the weighted cost of debt using your short-term debt, as well, because -- I am going to tell you the reason I did that or asked for that.


It is because Hydro One has a deemed short-term debt component to its capital structure.  My understanding is OPG doesn't.  Is that correct?


MR. PUGH:  Ours is not deemed.  Ours is actual --


MR. BUONAGURO:  Right.


MR. PUGH:  -- or forecast.


MR. BUONAGURO:  Right.  So where Hydro One in their example - and this is where you do differ a little bit - I think if they have a 4 percent deemed short-term debt rate -- or, sorry, 4 percent of short-term debt, which then attracts the deemed rate from the Board specifically.  And you don't have that?


MR. PUGH:  We do not.


MR. BUONAGURO:  Right.  And so I have done -- I don't know.  I wanted to give you a chance to comment on the appropriateness of the second we have calculated.


As I understand it, in 2012 it has no impact, because the blended rate of your long-term and short-term debt, the ratio of long-term to short-term debt is such that there is no impact on the cost rate; is that correct?


MR. PUGH:  Your understanding is correct.


MR. BUONAGURO:  Then in 2011 there is a short -- sorry, not a short, but there is a small difference?


MR. PUGH:  I think that's correct.


MR. BUONAGURO:  Did you want to comment on the appropriateness of B scenario versus A scenario?


MR. PUGH:  Well, we think our long-term debt finances long-term assets.  So if you are coming up with a rate for deemed long-term debt, it should be related to a long-term rate.


MR. BUONAGURO:  Okay.  So, essentially, when you talk about the notional debt, you think it is appropriate that it be considered all long-term debt and not long-term to short-term debt in the same ratio as your actual long-term --


MR. PUGH:  That's correct.  We think it should be incremental cost of long-term debt, however that incremental cost is determined.


MR. BUONAGURO:  I think the incremental cost is the other part that we differ on; right?


Okay, thank you.  So that was the short part.  Thank you for your answers.


I will move on to nuclear liabilities now.  Most of -- I think all of what I have now is on nuclear liabilities.  I am going to start with an interrogatory that we asked just to set it up.  This is L-14, number 31, and we asked in part (a) sort of a general question about the interaction between the reference plan and your nuclear liabilities.  We said:

"Please discuss whether the intent of the reference plan prepared in accordance with the Ontario Nuclear Funds Agreement ('ONFA') is to capture all of the costs for all of OPG's nuclear waste management and decommissioning obligations, and whether that is the case."


So I won't read the whole question, but that is -- generally, I was asking about the interaction between the reference plan that you are required to produce under the ONFA agreement, as it is called.  And at part (a) you said, very simply:

"The reference plan prepared in accordance with the ... ONFA includes all the costs of managing nuclear waste and decommissioning of all OPG-owned nuclear facilities as required by the Canadian Nuclear Safety Commission..."


So I just wanted to ask some questions about that.  So, first of all, maybe, generally speaking, I have characterized it correctly obviously, I think, that the reference plan is something that you have to produce because of the ONFA agreement?


MR. MAUTI:  That is correct.


MR. BUONAGURO:  And my understanding is that the first ONFA agreement, that was what was deemed to be under the ONFA agreement an approved reference plan was a 1999 agreement?


MR. MAUTI:  It was an agreement that I believe was signed some time later than that, but effective as of April 1, '99.


MR. BUONAGURO:  Okay.  And that was replaced a few years later, and maybe you can give me the date.  I don't have it off the top of my head.


MR. MAUTI:  The most recent reference plan was put together in 2006 and relates to the five-year period from 2007 to the end of 2011.


MR. BUONAGURO:  And so that is the approved reference plan.  I am being careful with my language, because there is a difference between reference plans or draft reference plans and the approved reference plan in the ONFA agreement, I think.


MR. MAUTI:  That is correct.  The one we're operating now is the most recent approved reference plan for the 2007 to 2011 period.


MR. BUONAGURO:  Okay.  And presumably that is the plan that drove -- or from which the nuclear liabilities that were approved in the last rate case, the 2007-0905 case, they would have all been linked back to that reference plan, that approved reference plan; is that fair?


MR. MAUTI:  That is correct.


MR. BUONAGURO:  And since there is no further agreement since then, the costs that you are claiming for nuclear liabilities in this case would also be linked back to that approved reference plan?


MR. MAUTI:  It is linked to that approved reference plan, but there have been some changes that we made in 2010 to reflect the impact of the Darlington decision -- refurbishment.


MR. BUONAGURO:  Okay.  I wanted to clarify something on that issue.  I think it is -- from what you say, I take it, and my understanding has been, that the 2006 approved reference plan that we're talking about doesn't say anything about the Darlington refurbishment plan, presumably, or, if it does, it doesn't include the impacts of that in determining what the appropriate nuclear liabilities are, does it?


MR. MAUTI:  That's correct.  The 2006 or 2007 reference plan does not assume an extension of Darlington, no.


MR. BUONAGURO:  Okay.  So I am going to pull up the regulation, the Ontario Energy Board Act Regulation, O.Reg. 53/05.  Do you happen to have that handy?  I didn't distribute it.


MR. MAUTI:  I have it.


MR. BUONAGURO:  I am assuming if there is a panel that knows about that regulation, it would be this panel, and I didn't have to tell you about it.


That is section 8 of that regulation that I have on the screen.  And the section says:

"The Board shall ensure that Ontario Power Generation Inc. recovers the revenue requirement impact of its nuclear decommissioning liability arising from the current approved reference plan."


Do you see that?


MR. MAUTI:  Yes, I do.


MR. BUONAGURO:  And the current approved reference plan is the 2006 plan that we've been talking about; correct?


MR. MAUTI:  Correct.


MR. BUONAGURO:  And that plan doesn't take into account, at all, the Darlington refurbishment impacts on nuclear liabilities?


MR. MAUTI:  That plan itself does not.


MR. BUONAGURO:  Right.  So then if we go to -- I am going to pull up from the evidence -- this is C2, tab 1, schedule 2, table 5.


I will blow it up.  This is "Revenue Requirement Impact of OPG's Nuclear Liabilities", and it goes from 2008 straight through to 2012.


In reading this, presumably the 2008 and 2009 figures, which are the previous test periods, those nuclear liabilities that were recovered or sought to be recovered in those test periods are -- were similar or related to the 2006 reference plan; right?


MR. MAUTI:  They're consistent with the 2006 reference plan; that's correct.


MR. BUONAGURO:  Right.  But I have to think, and maybe you can confirm, that the 2010, 2011 and 2012 figures are not consistent with the 2006 reference plan, are they?


MR. MAUTI:  The basis is that they are consistent with the 2006 plan.  What we had to do in 2010 as a requirement of generally accepted accounting principles, when we went into the definition phase for Darlington refurbishment and extended the life by 30 years, we were required at that point, under Canadian accounting practice, to revisit or update the value of our asset retirement obligations as it relates to that decision.


So, at that point, we had to review each of our five nuclear liability programs and assess the impact on those programs as a result of the change that was made in 2010.


MR. BUONAGURO:  Okay.  So that is 2010, but you are coming forward to the Board for 2011 and 2012 nuclear liability costs; correct?


MR. MAUTI:  That's correct.  Those costs from 2010 extend forward in terms of the liability and their impacts.


MR. BUONAGURO:  And the costs in those two columns on this table don't flow -- at least some of them don't flow from the 2006 approved reference plan; correct?  They're not linked to that, because that doesn't include the Darlington refurbishment, and these numbers do?


MR. MAUTI:  I would suggest that the underlying base assumptions that are in 2011 and 2012, including the assumptions that were used to calculate the impact from Darlington, all flow from that same 2006 reference plan.


MR. BUONAGURO:  I am going to -- you have to explain that more to me.  I am hoping that is true, but how -- for example, the depreciation rate of asset retirement costs for 2011 and 2012 are $33.2 million.  Do you see that at line 1?


MR. MAUTI:  Yes, I see that.


MR. BUONAGURO:  You're saying that you can arrive at that figure, using the Board's methodology for including nuclear liabilities in rates, simply by looking at the 2006 plan?  Even though that plan doesn't say anything about the Darlington refurbishment and the impacts it has on station licence and so forth?


MR. MAUTI:  No.  I said that the impact that we had to reflect from Darlington, that if you actually went to C2-1-2, table 4, we actually produced a table that shows the impact with and without the Darlington refurbishment.


Even with the Darlington refurbishment, which is what you see on 2011 and 2012 on table 5, the underlying assumptions, the cost estimates that we used to derive that impact, all flowed from the 2006 reference plan. 


MR. BUONAGURO:  Okay.


MR. MAUTI:  So we used the cost estimates, the assumptions, in terms of what it would have cost for used fuel, the decommissioning estimates, and then -- as a result of the Darlington refurbishment, which had two very specific impacts.  It pushed out decommissioning by 30 years, and it generated an additional amount of used fuel that the Darlington station would produce.  We used the cost estimates from the reference plan in 2006 to estimate those impacts for 2011 and 2012, which is what you see in table 4, which actually shows a revenue requirement reduction of the $154 million.


MR. BUONAGURO:  Right.  So let me get this straight, if I may.  Looking at this table, you are telling me that columns A and B, which are with-Darlington nuclear liabilities, and column C and D, the without-Darlington nuclear liabilities, are both consistent with the approved reference plan, to the extent that when we look at the regulation, which says:

"The Board shall ensure that Ontario Power Generation Inc. recovers the revenue requirement impact of its nuclear decommissioning liability arising from the current approved reference plan."


That section of the regulation is met? 


MR. MAUTI:  Again, the consistency with the reference plan is that we use the information in the reference plan to estimate the impact of the extension of Darlington life.


So in my opinion, the with-Darlington numbers are consistent with the reference plan, and they took into account the change in 2010 by extending the Darlington life.


MR. BUONAGURO:  Okay.  I might have to think about that for a little while.  So forgive me if we trickle back to it, but for now I am going to move on to some other questions about the reference plan and the ONFA agreement. 


Now, just moving to the ONFA agreement -- and I provided a copy to everybody electronically last week, just so everybody had a copy, but I said in my e-mail I was not going to print it because it is 200 pages.  But I have available on the screen as we refer to it -- my understanding is that under the ONFA agreement, the production of reference plan for approval is actually an obligation; is that correct?


MR. MAUTI:  That's correct.


MR. BUONAGURO:  And looking at -- I am looking at page 85 of the ONFA agreement.  I put it on the screen and I have highlighted some sections just so we can discuss them. 


This is section 5.1, which is called:  "Reference plans and annual budgets."


And the first paragraph, 5.1.1, talks about preparation of draft reference plans and annual budgets.


And the very first section that I have highlighted talks about the -- the first circumstance -– well, it talks about the circumstances under which you have to prepare a draft –- sorry, let me just read it.  It says:

"OPG agrees to prepare or cause to be prepared, A, when so required by nuclear legislation or any applicable regulator under nuclear legislation, or every five years, whichever is earlier, reference plans for nuclear waste management and for decommissioning stations and other facilities, including cost estimates at a level of detail reasonable in the circumstances."


So I mean, presumably when was the last time A was in effect, i.e., somebody told you you had to do it?


I don't think it has happened.


MR. MAUTI:  The A section talks about the every five years, which is the cyclical period that we are in.


MR. BUONAGURO:  Okay.  Sorry, I was mixing up the "directed to" versus "five years" so the 2006 plan is -- was the five-year -- 


MR. MAUTI:  We talk about the 2006 plan submitted at the end of 2006, applicable for the 2007 to 2011 period.  So if we will call it "2006 plan" to keep it simple, and you can continue to refer to it that way.


MR. BUONAGURO:  Okay.  Thank you.  I like simple


Then 5.1.2 talks about other circumstances under which you are required to prepare a reference plan. 


And particularly, it says notwithstanding the provisions of section 5.1.1, if a material change occurs, OPG agrees to immediately notify the province in writing to that effect, and to prepare or cause to be prepared a new or amended reference plan for the management of nuclear waste and/or decommissioning of stations and other facilities as soon as practically possible.  I did a little paraphrasing there.


And in any event, prior to any deadline for doing so under nuclear legislation, and then it goes on to define material change, which I will get to in a second.


But basically, there are circumstances under which you are compelled to do it, even though you haven't hit the five years; correct?


MR. MAUTI:  That is correct.


MR. BUONAGURO:  And when defining material change for the purposes of this section, it includes:

"A, any reduction in the remaining operating period for any station that would result in a change in several payment schedules."


I won't read them all, but basically if we can give an example for that, one of the stations is going to –-suddenly, because of technical reasons, is going to have to be retired, say, 10 years earlier than you thought.


That would probably trigger the material change section here, and you would have to prepare a new reference plan, right?


MR. MAUTI:  That would be the reduction of the operating period of a station, yes.  That would fit


MR. BUONAGURO:  I think it is implicit in the fact that it talks about the reduction of the remaining operating period, that the results of the reduction in the operating period is an increase in costs because you are moving costs forward in time?


Or at least the acceleration of costs.  You have to decommission earlier, and therefore, things have to change in order to have the money available to decommission?  Something like that?


MR. MAUTI:  Maybe.  I believe the main reason for reduction of the operating period is if you -- you have to remember that the main principle or the main purpose of the ONFA agreement is to provide a funding schedule over the remaining life of the various nuclear stations.


So if you reduce the operating period of a station, you run the risk to have to potentially escalate the payments into the segregated funds to be able to discharge the liabilities.  I believe that is the main reason for the reduction period being significant.


MR. BUONAGURO:  Thank you.  That's what I thought.


Then the second circumstance it talks about specifically in the section is:

"B, any change in circumstances or assumptions which would reasonably be expected to result in an increase in either the used fuel balance to complete cost estimate, or the decommissioning balance to complete cost estimate."


Then it talks about a threshold of 5 percent, and that you can negotiate a higher threshold.  But my understanding of that basically is if the actual cost to do the work, even if it is not -- isn't related to a reduction in the station life, which is under A -- if the cost goes up, either on the fuel side or the decommissioning side, by more than 5 percent or some other higher negotiated figure, you are obligated to do a new reference plan, right?


MR. MAUTI:  That's the intent of the B section there, yes.


MR. BUONAGURO:  Okay.  Now, that -- my understanding in general here is that that doesn't necessarily require you to get that reference plan approved; is that true? 


MR. MAUTI:  To go back to the beginning of section 5.1.2, the requirement is for us to notify the province in writing to the effect of that material change.


MR. BUONAGURO:  Right.  It says:  "Prepare a new or amended reference plan for the management nuclear waste."


And I won't read the whole thing, but it doesn't actually say:  And get it approved.


Those requirements don't require you to get it approved.  I am just flipping through here, because I read through to see if there is something that requires you to get it approved, and I didn't see anything.


There is 5.4, where it says --


MR. MAUTI:  The one thing I am not sure of, not being a lawyer, there are different ways that the actual definitions of reference plans and what the province has to do in order to approve or agree with that would find its way through in terms of it become an approved reference plan.


There is a definitional section at the back, which is about 40 pages long, that we could try to work through.


MR. BUONAGURO:  I think we found it as we're looking here, and I can't believe I didn't see this before.


At 5.4.1, it does say:

"OPG shall formally submit the draft reference plan to the province and request its written approval for such draft reference plan."


So there are circumstances under which you may be compelled to get it approved, right?  It looks like, subject to check or talking to a lawyer.


MR. MAUTI:  Right, that's correct.


MR. BUONAGURO:  Now, this is important, because if you go back to the regulation, again, section 8 specifically talks about a current approved reference plan.  So draft reference plans wouldn't necessarily attract treatment under section 8, for example.  It has to be an approved plan.


MR. SMITH:  Well, I am not sure if my friend is asking for a legal interpretation of the regulation from this witness, but I don't think, if he is, that it is an appropriate question.


MR. BUONAGURO:  Okay.  You will probably say the same thing for 5.2, then, which specifically refers to approved reference plans?


MR. SMITH:  No doubt.


MR. BUONAGURO:  Thank you.  Going back to the ONFA agreement, to your knowledge, is there anything preventing OPG from voluntarily submitting a reference plan for approval in the intervening years between the five-year span which, absent a material change under the agreement, you would be required to?  Could you start one tomorrow?


MR. MAUTI:  Well, in fact, we started one approximately a year ago.  The updating of all of the cost estimates in the reference plan, often using external experts, cost estimators, for our various programs often take more than a year-plus to get complete.


So the OPG started its process for updating its reference plan in approximately the middle of 2009.


MR. BUONAGURO:  Okay.  Is that specific to meeting the deadline for the next reference plan under the five-year requirement?


MR. MAUTI:  That's purely for the normal cyclical five-year period.


MR. BUONAGURO:  Okay.  And that would be considered a full update of the plan, I would think?


MR. MAUTI:  That is correct.


MR. BUONAGURO:  Okay.  It is also talking about amended plans, too, which seems to me something less than a full update of a plan?  You could amend an existing plan?


MR. MAUTI:  It may be possible to do that in consultation and discussion with the province.


MR. BUONAGURO:  Okay.  Now, just in looking in the ONFA agreement and the situations under which you are required to provide a change, they all seem to be in circumstances where either five years pass - that is the first one - presumably so that it doesn't get outdated, but you don't have to comment on that, but also the material change obligations both refer to circumstances under which costs are increased or accelerated.  Would you agree with that?


MR. MAUTI:  If the costs of the liability exceeds the reference plan amount by the nominal 5 percent as referenced.


MR. BUONAGURO:  And it seems to me that that -- those requirements, which result in a filing of a new reference plan for approval, protect probably the province and the company, in the sense that if prices are going to go up more than what may be already included in rates, you have to put in a new reference plan, which is approved, which then triggers protection under the regulation, under the nuclear liability deferral account, section 5.2 of the regulation.


Does that sound right to you?


MR. MAUTI:  My accountability is more for getting the right level of the liability and adherence to ONFA.  The flow-through through the variance account is, I guess, something you can talk to the variance account panel specifically on.


MR. BUONAGURO:  All right.  So is that something I should defer to panel 10 if I want to get into more details about when that deferral account is triggered?


MR. MAUTI:  About how the deferral account works, I believe so.


MR. SMITH:  Yes.


MR. BUONAGURO:  Thank you.  I guess another way of getting my point across, though, is that if costs decrease -- so if you look at those two triggering sections we talked about, one, where station lives decrease or, two, where costs increase, the flip side for both of those don't obligate you to do anything, right, in terms of filing a reference plan?


So, for example, the Darlington refurbishment project extends station life; right?


MR. MAUTI:  Yes, it does.


MR. BUONAGURO:  Which would -- as we have seen in the filing, reduces the annual costs related to nuclear liabilities?


MR. MAUTI:  The net cost of all liability reductions is a credit, yes.


MR. BUONAGURO:  Right.  And you are not required to update the reference plan, even though that is a change to what is in the reference plan?  The ONFA agreement doesn't require you to do that?


MR. MAUTI:  The ONFA agreement does require you to look at both the used fuel fund and the decommissioning fund individually.


MR. BUONAGURO:  If they increase it; right?


MR. MAUTI:  Yes.  The wording of 5.1.2, section B states that a change in circumstance or assumption which would reasonably be expected to result in an increase in either the used fuel balance to complete cost estimate or the decommissioning balance to complete cost estimate.


MR. BUONAGURO:  Do either of those increase as a result of the Darlington refurbishment, for example?


MR. MAUTI:  Yes.  As stated in the evidence, the main impacts from the Darlington refurbishment, the increase would be on the used fuel portion of the liability, since more used fuel over the life of the extended Darlington would be created.


So that liability increases.  Offsetting that would be a reduction in the decommissioning of the Darlington facility, since its costs are pushed out 30 years, and, on a present value basis, those costs are reduced.


MR. BUONAGURO:  Okay.  You're telling me -- we will use the Darlington refurbishment as the salient example.  You are telling me that the Darlington refurbishment project actually has -- increases the used fuel balance to complete cost estimate?


MR. MAUTI:  Yes, it does.


MR. BUONAGURO:  And if we go to that -- that is actually a defined term.  This is section 1.127 of the definition section of the ONFA agreement, which is at page 30 of schedule 1.1, where it says:

"'Used Fuel Balance to Complete Cost Estimate' means at any time, the aggregate Present Value of all Used Fuel Eligible Costs (other than (a) all brokerage fees..."


I am not going to read all of this.  There is also (b), "all fees paid or payable to the Used Fuel Segregated Fund Managers", but I think the important part being the first part, which is the aggregate present value of all used fuel eligible costs.


And I had a discussion with somebody about this, and my understanding was - and perhaps you can correct me if I'm wrong - is that in the case of Darlington, for example, what is happening is that, yes, there is an increase in the total amount of fuel used, but the obligation to dispose of that fuel gets pushed way off into the future, along with the decommissioning costs, and, therefore, the aggregate present value of all used fuel eligible costs would actually go down.


Am I incorrect in that understanding?


MR. MAUTI:  I believe you are.


The components of the used fuel cost estimate are related to fixed cost portions of the program, and by "fixed costs", we take into account things like the number of used fuel -- dry fuel storage facilities at the site, the sizing of an eventual deep geologic repository that would have to be constructed to take into account the additional fuel bundles.


All of those would be fixed costs, and we would recognize the fixed costs immediately upon the decision to extent Darlington to 30 years.


MR. BUONAGURO:  Okay.  In reference to the 5 percent threshold, where -- what is the impact relative to that, because presumably you would have to figure that out to determine whether you were obligated to submit a new reference plan?


MR. MAUTI:  Correct.  And the amount did exceed the 5 percent, and we did notify, as required in 5.1.2, the province at the start of the year to inform them that this impact would be happening to the used fuel fund.


MR. BUONAGURO:  When you say "start of the year", what year do you mean?


MR. MAUTI:  Start of 2010.


MR. BUONAGURO:  Sorry, are you telling me that your obligation to provide a new reference plan for approval was triggered at the beginning of 2010 as a result of the Darlington refurbishment project?


MR. MAUTI:  No.  What I'm saying is we, in accordance with section 5.1.2, communicated with the province and informed them of the impact it would have on the used fuel cost to complete estimate and asked the province as to whether we -- I guess the directions to take from that, taking into account some of the considerations of when some of those actual expenditures for the used fuel program would actually be incurred.


While we recognize the fix costs immediately, as you said, the execution of the program tends to happen many years into the future.


MR. BUONAGURO:  Okay.  I just want to go through this step by step.


So, first of all, material change definition (b) under section 5.1.2 of the ONFA agreement was triggered as a result of the Darlington refurbishment project.  I think that is the first part you're telling me, is true?


MR. MAUTI:  Yes.  5.1.2(b) for the used fuel cost estimate to complete was -- exceeded the 5 percent, yes.


MR. BUONAGURO:  Okay.  And, two, your first obligation there is to immediately notify the province in writing to that effect?


MR. MAUTI:  Correct.


MR. BUONAGURO:  And you did that?


MR. MAUTI:  Yes, we did.


MR. BUONAGURO:  And the second part of that is to prepare or cause to be prepared a new or amended reference plan for the management of nuclear waste and/or decommissioning of stations and other facilities, as soon as practically possible.  Are you telling me that you are in the midst of that now?  Because when you talked about it previously, you talked about doing a new reference plan, but in anticipation of the five-year requirement, not a triggering of the material-change provision.


MR. MAUTI:  That's correct.  As a result of the communication with the province, they instructed us and told us –- basically, they waived the requirement to provide an amended reference plan.


MR. BUONAGURO:  Okay.  Can you provide me with the communication between OPG and the province, informing them of the situation, I guess, of notifying them, and presumably -- I am assuming you asked for relief from the requirement to do a reference plan.


MR. MAUTI:  We explained the situation we were at, in terms of updating the reference plan, the impact of the Darlington decision on the used fuel fund, the nature of when those expenditures were to occur.


MR. BUONAGURO:  Can you provide that communication, and then the communication back from the province, saying:  That's fine, you don't have to do a reference plan?


I guess I am summarizing what was in there, but if I could get that series of correspondence, that would be great.


MR. SMITH:  Yes, that's fine.


MR. MILLAR:  J11.4.

UNDERTAKING NO. J11.4:  to PROVIDE COMMUNICATION BETWEEN THE PROVINCE AND OPG REGARDING RELIEF FROM REQUIREMENT TO DO A REFERENCE PLAN.


MR. BUONAGURO:  I'm presuming I'm not going to get that right now.


One thing I would ask you, in that communication, was it explained to the province that -– presumably, this would be prior to 2010?


MR. MAUTI:  The communication to the province?


MR. BUONAGURO:  Right.


MR. MAUTI:  I believe it was early in January 2010.


MR. BUONAGURO:  Right.  Would it have been explained to the province that one of the impacts of the Darlington refurbishment project, which would be reflected in the reference plan, was a significant decrease in the revenue requirement related to nuclear liabilities, from a rate perspective?


MR. MAUTI:  I don't believe the communication got into revenue requirement impacts, no.


MR. BUONAGURO:  Okay.  Now -- okay.  Can I get, if I may, an estimate for when the break should be?


MS. CHAPLIN:  We could take it now, if you wanted to, or we could wait until closer to 3:30.  It is flexible.


MR. BUONAGURO:  Perhaps now would be a good time.  I am moving on to a new, slightly different topic.


MS. CHAPLIN:  We will break now for 15 minutes.


MR. BUONAGURO:  Thank you.


--- Recess taken at 3:10 p.m.


--- On resuming at 3:37 p.m.


MS. CHAPLIN:  Please be seated.


Mr. Buonaguro, whenever you are ready.


MR. BUONAGURO:  Thank you.  So I have pulled up on the screen -- this is L-14-35, which I will make readable.  So I am going to blow up the actual answer, and then the notes below just talk about some of the specifics about how some of the elements of the table were calculated.


So this is revenue requirement impact of adjustment nuclear liabilities due to Darlington refurbishment project for the year 2010.  So, obviously, in the application, the 2011 and 2012 years were provided in a similar form, and the interrogatory was simply to do the same for 2010.


Then there was also some commentary.  I asked why -- whether there was a credit to ratepayers, and there was an answer.  I don't want to gloss over the fact that is there, but I am more interested in the table for now.


So this shows the revenue requirement impact with Darlington and without Darlington for the 2010 year, and at the bottom of the last column, at line 6, we have a total revenue requirement impact for the prescribed facilities of 58.1 million.  Do you see that?


MR. MAUTI:  Yes, I do.


MR. BUONAGURO:  Now, the Bruce -- the related Bruce table -- there would be a Bruce table, but part of the answer was that Bruce -- all of the impacts for 2010 for the Bruce were already captured in an existing deferral account; correct?


MR. MAUTI:  Yes.  I believe it would have been dealt with as part of the Bruce.  It is quiet, but it is on.


MR. BUONAGURO:  Sorry, you were saying.


MR. MAUTI:  Sorry, I lost my train of thought.


MR. BUONAGURO:  I think you were confirming that the reason that the Bruce doesn't show up here is because, for 2010, all of the impacts would have been captured in an existing deferral account?


MR. MAUTI:  That's correct, yes.


MR. BUONAGURO:  That's part of the answer.


MS. CHAPLIN:  Maybe, Mr. Mauti, you could turn it off and turn it on again, just to see if that improves the volume.


MR. MAUTI:  Is that better?


MS. CHAPLIN:  Yes, that is.  Thank you.  That seems be to the trick.


MR. BUONAGURO:  Good to have you back.


Now, in looking at this table, there are five -- sorry, I guess three or four components.  There is depreciation of asset retirement costs at line 1, used fuel storage and disposal variable expenses at line 2, low and intermediate level waste management variable expenses at line 3, and then return on ARC in rate base, which can be done two ways, but, because of the facts surrounding 2010, it was based on accretion rate, which is line 4; correct?


MR. MAUTI:  Correct.


MR. BUONAGURO:  Now, comparing this to another exhibit that is actually in the evidence, I want to take a look at D2, tab 2, schedule 1, page 3, which I think we probably discussed in the Darlington refurbishment panel.


So this is D2, tab 2, schedule 1, page 3 of 17.


MR. MAUTI:  Just give me a minute to have it turned up.


MR. BUONAGURO:  Sure.  What I am going to do while you are doing that, I am going to make bigger the top half, which deals with the prescribed assets, the prescribed facilities.  The lower half, which you can't see on the screen anymore, is just the Bruce, which I am not as interested in.  So this way we can read it.


MR. MAUTI:  D2, tab 2, schedule 1, page 3 or table 2?  I'm sorry.


MR. BUONAGURO:  Well, you can see on the screen the actual reference, "Corrected:  2010-09-16", Exhibit D2, tab 2, schedule 1, page 3 of 17.


MR. MAUTI:  Okay, I have it here.


MR. BUONAGURO:  Okay.  So looking at this, this is obviously not for 2010.  I think this is for the test period, so 2011 and 2012, correct, this table?


MR. MAUTI:  Based on the heading, the "Test Period Revenue Requirement", I believe that would be true.


MR. BUONAGURO:  Right.  Thank you.


And it has some of the same categories with respect to impacts of the Darlington for the test period that we just talked about in the interrogatory response with respect to 2010 on nuclear liabilities, but some of them aren't there.


I just want to confirm which ones are nuclear liability related and which ones wouldn't be, okay?


So I think line 1, "Accretion Rate on Lesser of ARC and UNL", unfunded nuclear liability, that is obviously a nuclear liability amount?


MR. MAUTI:  Yes, it is.


MR. BUONAGURO:  That category exists on the table -- the previous table we talked about, the interrogatory response; correct?  We went through that?


MR. MAUTI:  Apart from the years being different.


MR. BUONAGURO:  All of this is subject to the years being different, yes.


Now, "CWIP in Rate Base Impacts", I am assuming that that -- whether or not that is nuclear liability related doesn't really matter, because there would be no CWIP in 2010, anyway; correct?


MR. MAUTI:  Correct, and it is not nuclear liability related.


MR. BUONAGURO:  Thank you.  "Extension to Darlington Service Life Impacts", I don't think that is nuclear liability related, because that is just an extension -- depreciation rates changing as a result of the extension to the asset, the extended life of the assets, is that right, or could that be nuclear liability related?


MR. MAUTI:  Again, this isn't my table, so I'm -- I honestly don't know what is in that line.


MR. BUONAGURO:  Okay.  Well, I will take it subject to check that that is not nuclear liability related, and if I am wrong, you can let us know.


MR. MAUTI:  It may be the impact on the physical assets extension of Darlington life as opposed to the asset retirement cost.


MR. BUONAGURO:  I think that is correct, but that is where we will leave it, and, if I am wrong, I am sure you will correct me.


Now, line 4 is just the total.  If we go down to line 5, "Asset Retirement Costs", that is a nuclear liability amount, and we talked about that in the 2010 table; correct?


MR. MAUTI:  Correct.


MR. BUONAGURO:  Again, "Extension to Darlington Service Life Impacts", again that sounds like it is non-nuclear-related, and we are going to agree that is true subject to check?


MR. MAUTI:  Okay.


MR. BUONAGURO:  Thanks.


Now, line 8, "Darlington Refurbishment Project OM&A", I am assuming that is not nuclear-liability-related; is that correct?


MR. MAUTI:  That is not; that's correct.


MR. BUONAGURO:  But line 9, "Used Fuel Storage and Disposal Variable Expenses" would be?


MR. MAUTI:  Yes, it is.


MR. BUONAGURO:  And that is included in the 2010 table we talked about?


MR. MAUTI:  It should be in the 2010 table, lines 2 and 3, I believe.


MR. BUONAGURO:  Okay.  Can you confirm that --


MR. MAUTI:  I'm sorry, it is line 2, only.


MR. BUONAGURO:  Okay.  Now, can you tell by looking at the two tables whether those are equivalent; i.e., is that 8.2 over the two test year periods equivalent to the one-year impact for 2010 that you have in the table as part of the interrogatory response?  I just want to make sure there is no more, no less in terms of what that category represents.


MR. MAUTI:  Okay.  I can't reconcile the 2011 and 2012 statement to the 2010 statement.


MR. BUONAGURO:  No, I am just talking about what it covers in terms of the scope of what it means by "Used Fuel Storage and Disposal Variable Expenses".  I want to just confirm that that category over the test period is comparable to that category in the interrogatory response line item.


MR. MAUTI:  It should be consistent with the line -- the titles are identical.


MR. BUONAGURO:  Okay.  And then the last one is income taxes, and I think this is where I am trying to get some specific confirmation, because at line 11 we have "Accretion Rate on Lesser ARC and UNL", unfunded nuclear liability, of 25.3 million over the test period.


There is no equivalent line on the impact table that I had pulled up, this one here; correct?


MR. MAUTI:  Confirmed there are no income tax impacts at all in the table from the interrogatory response.


MR. BUONAGURO:  Now, but in terms of calculating the impact for 2010, wouldn't that be a related impact to the change in nuclear liabilities, i.e., the related impact on the taxes related to, in this case, an increase in accretion amounts?  It would be a different number.


So for the test period it is $25.3 million in taxes related to the increased accretion on the ARC.  There would be a comparable number for 2010 that should be added to this table.  That is my proposition.  I am wondering if you could agree or disagree?


MR. MAUTI:  The interrogatory asked:

"Please provide a calculation in the manner of Table 4 for the year 2010."


And that is what we provided.


MR. BUONAGURO:  And I agree.  But I guess what I am saying, then, is that the table 4 that I was asking to be produced also doesn't have that income tax amount, and I want to confirm that when you're talking about the impact of these nuclear liability changes in 2010, one of the things that seems to be missing, which we have captured now in this other Darlington refurbishment table, is the income tax changes related to those, the accretion amount and depreciation amount, which I am going to get to in a second.


So, for example, on table 4, which I put back on the screen, we have an accretion rate at line 4.  We have a revenue requirement impact of $28.9 million.  Do you see that?


MR. MAUTI:  Yes, I do.


MR. BUONAGURO:  That would have associated with it an increase in income taxes, which isn't -- that should be on the table, is what I'm saying or suggesting.  Would you agree with me?


MR. MAUTI:  I am not sure whether the return on ARC and rate base accretion rate is subject to tax.  I am not a tax expert.


MR. BUONAGURO:  Well, this table, chart 1, "Revenue requirement impact of Darlington refurbishment project" at D2, tab 2, schedule 1, suggests that there is.  It says:

"Income taxes," -- line 11 -– "accretion rate on lesser ARC and UNL, 25.3 with respect to income taxes."


Which I am assuming is related to line 1:

"Accretion rate on lesser of ARC and unfunded nuclear liability."


Put another way, $73.2 million in accretion rate impact over the test period also attracts a $25.3 million income tax increase.


It seems clear to me on the face of the table.  Can you take that, subject to check?


MR. MAUTI:  There seems to be a relationship between the income taxes and the accretion rate, but again, I didn't prepare this table.


MR. BUONAGURO:  Okay.  Then I will ask -- I think there is a similar question with respect to line 14.  On Exhibit D2, tab 2, schedule 1, line 14, we have depreciation expense on asset retirement costs.  It appears to attract a reduction in income taxes of $62.8 million dollars over the test period.


That would seem to me to be related to the line 5, asset retirement costs, reduction of $181.1 million, such that on this table, $181.1 million in asset retirement costs is associated with a decrease in taxes of $62.8 million.


And that type of a calculation isn't done on the previous table.  So the L-14-35, attachment 1 table doesn't have that, does it?


MR. MAUTI:  No, it does not.


MR. BUONAGURO:  Okay.  So what I am going to ask you to do is to -- first of all, can I get Exhibit D2, tab 2, schedule 1, for the 2010 year?


I understand you may not be personally the person to do it, but I think it would be useful, by way of undertaking.


MR. MAUTI:  On the assumption it can be created.


MR. SMITH:  Why don't we ask Mr. Pugh whether or not that is possible?  And then we would be better informed.


MR. PUGH:  I would take an undertaking to do that.  When you're talking about D2, tab 2, schedule 1, and can I see the whole schedule, please?


MR. BUONAGURO:  Sure.


MR. PUGH:  And you said -- we've talked about the Bruce facilities, and we said that the impacts of those are captured in a deferral and variance account; correct?


So rather than -- so for 2010, the same thing would occur, yes?  So what we're just looking at is the top part of the table?  Is that... is what you're asking for is the tax impact?


MR. BUONAGURO:  I am specifically interested in two things.


One, reproducing this table for 2010.  I understand your point on the Bruce facilities.  You're saying that it doesn't really matter what occurs in 2010 for the Bruce facilities; you're telling me they're all captured by the deferral account related to Bruce?


MR. PUGH:  That would be my understanding that would be the answer to your undertaking.


MR. BUONAGURO:  If that is true, we will leave it there, but can you give me the rest of it?  So lines 1 to 18 for 2010, for the prescribed facilities?


MR. PUGH:  I think what we would undertake to do would be to, on your undertaking response, add -- to consider whether there is taxes associated with those line components, and then to provide it, if there is.


Does that meet your requirements?


MR. BUONAGURO:  That was going to be my second undertaking response.  I understand there is a difference 

-- there is the total impact of Darlington refurbishment on 2010.  And then there is a subcomponent, which is the nuclear liabilities.


So you correctly identified that I am going to want to update my table from -- I think it is L-14-35 --


MR. PUGH:  I understand what you are looking for.


MR. BUONAGURO:  -- to add the nuclear liability-related tax impacts, which I think will increase the $58.2 million revenue requirement impact.


But also to get the larger picture for 2010, for the total impact of Darlington refurbishment on 2010.


I mean, part of it is -- the way this table is structured, part of it is nuclear liability-related, part of it may simply be service extension lives, but I don't think it is hard to calculate, because it is historical.


MR. PUGH:  I understand what you want.


MR. BUONAGURO:  So we can do both of those?


MR. PUGH:  We can.


MR. BUONAGURO:  Thank you very much.


MR. MILLAR:  J11.5.

UNDERTAKING NO. J11.5:  to EXPLAIN TOTAL IMPACT OF DARLINGTON REFURBISHMENT ON 2010 NUMBERS, AND IMPACT OF NUCLEAR LIABILITIES.


MR. BUONAGURO:  Okay.  This is the part where I look at my notes and make sure I have asked everything, so if you will just give me a second.


I think that is it.  Thank you.  Those are my questions.


MS. CHAPLIN:  Thank you.  Mr. Poch?

Cross-Examination by Mr. Poch:


MR. POCH:  Thank you.  Panel, David Poch for the Green Energy Coalition.  I just wanted to pick up a little bit on this conversation you have been having with my friend for VECC, Mr. Buonaguro, about the nuclear liabilities and the fact that there is no approved reference plan that includes the changes as a result of the presumption that you are going to run Darlington longer.


Am I correct that your read of that paragraph you took us to is that the intent there is to be sure that there is going to be adequate time to collect the funds, hence the focus in that document on making sure that you give notice to the province, should asset lives be shortened?


MR. MAUTI:  Again, you're talking about the ONFA agreements?  5.1.2, that paragraph?


MR. POCH:  That's correct.


MR. MAUTI:  Yes.  I believe we went through the -- both the reduction of the operating period, as well as the increase in liabilities.  The intent is to make sure that there is sufficient collection of funds to discharge these obligations into the future.


MR. POCH:  Right.  Now, if it turns out, in 2014, your board decides not to proceed at 2014, or before then decides not to proceed to refurbish Darlington, would you agree you would be in exactly that situation of, relative to what you are now proposing, having to rather dramatically shorten the life of that asset at that stage?


MR. MAUTI:  That would be true, and if at some point the decision is not to continue with that, we would do the same exercise we did in 2010, which is to revisit and revalue all of the asset retirement obligations at that point, as required by Canadian accounting practice.  And at that point, the A section of 5.1.2 definitely would be triggered, and we would follow the same process of informing the province.


MR. POCH:  Okay.  Let's move on.


Ms. McShane, in your discussions with Mr. Alexander, I think I heard you correctly -- correct me if I'm wrong -- you indicated that incremental nuclear investment will tend to drive up the cost of capital, all else being equal, leaving aside CWIP?


MS. McSHANE:  I would say all else being equal, that's true.


MR. POCH:  All right.  And then you indicate that CWIP could mitigate that effect, in your opinion?


MS. McSHANE:  Yes.  I would say that there are various regulatory mechanisms that could assist, and CWIP in rate base is certainly one of those.


MR. POCH:  And in saying that specifically with respect to CWIP, would that be premised on your understanding that CWIP provides an assurance to the -- is equivalent to providing an assurance to the shareholder to the financial community, to the investors, that they will be able to recover, because there has been a decision to allow these costs into rate base?


MS. McSHANE:  No.  I don't think I would go that far.


What CWIP does is provide immediate cash flow, in contrast to AFUDC, which takes the financing costs and adds them to the cost of the plan.


But I think it gives investors certainly a much better degree of comfort, but the costs would still be, presumably, subject to prudency review.


MR. POCH:  Okay.  Now, Mr. Pugh, you were -- you gave us a little speech, if I may, about allocative efficiency.  You referred back to arguments, reply argument last year, last time around, and you were discussing this -- the suggestion that we had made, amongst others, that a differential cost of capital or capital structure for the two divisions could improve allocative efficiency.


Is my understanding correct of the point you were making earlier today that because these different costs would just be allocated to rate base, they wouldn't really affect customer choices, and so there wouldn't be any allocative efficiency at the customer level as a result?  Was that your point?


MR. PUGH:  I think my point was when -- no matter what -- how you do this, it goes to hydro or nuclear.  No matter how you attribute them to those two different technologies, the payment amounts, those payment amounts aren't the amounts that a customer would see.  They don't see OPG's payment amounts specifically for nuclear and decide that they aren't going to do a specific activity.


So they're not rationing.  They're making those type of decisions because of the way our costs are built into the payment amounts that they receive.


MR. POCH:  Okay.  Well, let me just tip you off where I am going.  I think we were passing ships, then, because the allocative efficiency we have been talking about is the allocative efficiency of the decisions being made by OPG, okay?  So let's talk about that for a minute.


If OPG is undervaluing risks or costs of nuclear, or, you know, and/or of hydro, and is making choices between those options, then would you agree that there could be some inefficient allocation of capital?


MR. PUGH:  If we weren't factoring in the risks appropriately, that would be correct.


MR. POCH:  Okay.  And -- well, let me ask you, Ms. McShane.  Out in the private sector, if BP was now deciding whether or not to drill another hole in the Gulf or to drill a hole on land, it's going to go out and -- any sophisticated player like that is going to go out and do a kind of risk assessment.  As we have seen with -- OPG does, it looks at its -- all of its cash flows.  It looks at the project risks.


It's going to evaluate that.  It's going to do sophisticated Monte Carlo analysis, what have you; correct?


MS. McSHANE:  It's going to do a risk analysis and it is going to presumably do, you know, as an unregulated company, a net present value analysis or an IR.


MR. POCH:  And in a situation where it is a price taker, it is going to look at the risks to its costs side especially hard.  That is what it has some control over?


MS. McSHANE:  It will look at its costs, and it will look at its projected revenue stream.


MR. POCH:  Sure.  Then if it is embarking on a major project like that, the fact that it has done that risk analysis, that would not mean it wouldn't face -- correct me if I am wrong.  It wouldn't face different costs in the market for financing another hole in the Gulf and a hole on dry land somewhere safer; correct?


The investor community would still distinguish between those projects?


MS. McSHANE:  Sorry, I must have missed something.  I didn't get the fact that there were two different...


MR. POCH:  BP is choosing whether it should invest -- its next project should be - the hypothetical, obviously - another drill hole in the Gulf of --


MS. McSHANE:  Yes.


MR. POCH:  Or another drill hole somewhere safer.


MS. McSHANE:  I see.  I missed the differentiation between the two projects.


MR. POCH:  Right.  It is going to face different costs of capital for these very different categories of projects, will it not?


MS. McSHANE:  It might.  I mean, I have no way of judging whether they would use different costs of capital if they're drilling on land or in the water.


MR. POCH:  Okay.


MS. McSHANE:  But, I mean, yes, the risks would not be identical, for sure.


MR. POCH:  Right.  Okay.  Now, by the way, Ms. McShane, did you agree with Mr. Pugh's acknowledgement earlier that if OPG isn't properly evaluating risks and costs of its competing options, we can have some allocative inefficiency?  It is going to --


MS. McSHANE:  I would agree that if they were improperly doing their analysis, that they could choose the wrong projects.


MR. POCH:  Right.  I appreciate you haven't looked at how they have done their risk analysis of the project, so I am not going to ask you about that.


Can I just ask you:  In light of your earlier comment that incremental nuclear investment would tend to drive up the cost of capital, if they're systematically underestimating the risks and costs of nuclear and that leads them to overinvest in nuclear, then the long-term effect is going to be, as you suggest, drive up the cost of capital?


MS. McSHANE:  I would say that if there was any kind of inefficient investment, that it would -- that would be the outcome.


MR. POCH:  Right.  And if -- and there could be allocative inefficiency internally, the choices between competing options in the firm; but, also, in a situation where we're looking at options between projects by other proponents in Ontario and OPG, there could be some misallocation of societal capital if OPG is underestimating the real costs of these projects and risks of these projects; correct?


MS. McSHANE:  I would say that that's -- I mean, if anybody is under- or overestimating their costs relative to other alternatives, then it could result in wrong choices in terms of investments.


MR. POCH:  Now, if OPG is -- I don't mean to be pejorative, but if it is offloading costs or risks on ratepayers in a way that competing private -- private generation companies can't, is that a concern?  Does that raise a similar concern that it could lead to a societal misallocation?


MS. McSHANE:  That is a whole question of the whole design of the system.  I mean, the fact of the matter is that the system in Ontario is sort of a combination of regulated and unregulated generation, and the regulated generation is presumably established that way for a reason.


So, I mean, I guess I can't really comment on, you know, whether the fact that the province has chosen to have sort of a hybrid system would lead to wrong choices.


MR. POCH:  Can we put it this way?  All else -- in and of itself, would you agree that that could lead to inefficient choices, but that may be offset by other societal benefits that the policy is driving towards; is that fair?


MS. McSHANE:  If you say it is offset by other societal benefits, then it is not a wrong choice.


MR. POCH:  Right.  But I guess my question to you was:  Do you agree that if -- leaving aside that you might choose to go there because of other policy considerations or that you might have a need to go there because of other policy considerations, for example, the need to control market power and, therefore, the need to hold together a large corporation and regulate it, the fact that that one entity can transfer costs to ratepayers, but others can't, that in and of itself would tend to lead to inefficiencies.  You may have no choice to do that, but in and of itself --


MS. McSHANE:  It could, but, at the same time, you know, it's the way regulated firms choose to balance risk between ratepayers and shareholders.


MR. POCH:  Right.  And you are aware that the practice in Ontario is not to -- the routine practice is for this Board not to grant a return on construction work in progress?


MS. McSHANE:  My understanding is that they have not in the past, as a general proposition; that there is recently been a Board report that is released that says that they will look at mechanisms that may be useful for financing on a case-by-case basis.


And one of the methodologies that they would look at would be CWIP in rate base.


MR. POCH:  Okay.  Now, last time we were around this on this dance floor, Ms. McShane, in 2007-0905, this question of different costs of capital structures for the two divisions came up, and you responded that you were asked to look at it by a client – correct, me if I am wrong -- and in short, you said the statistical -- the data just aren't there to allow you to do a statistically robust analysis that would let you come up with some numbers.


You didn't disagree, theoretically, that this might be appropriate, but your indication was that the data set just wasn't there to allow you to do it?  You searched, couldn't find the comparables?


MS. McSHANE:  Yes.  And that is sort of the way I started out the discussion this morning, was that I had done some of this analysis in EB-2007-0905, and the Board had concluded that the results that it had looked at on technology-specific capital structure were not robust enough to set separate parameters.


So that was sort of the point of departure that I took when I was asked to look at this again, to see what incremental analysis I could develop, quantitative empirical analysis, to come up with results. 


MR. POCH:  Well, given the fact that you came to the conclusion that there just aren't comparable utilities out there, there weren't data sets that would allow you to use your skill set to do a statistical analysis, were you surprised that OPG chose to hire you to take that, in effect, just an enlarged run with the same approach? 


MS. McSHANE:  Well, I mean, it wasn't the same approach.  It was multiple approaches that I attempted this time.  
The approach I looked at last time was -- I mean, was in response to an information request. 


So it was, you know, I wouldn't call it by any stretch of the imagination a complete analysis.  But as I said, I mean, I sort of took that as the point of departure in light of the Board's decision to look at it more broadly. 


To answer your specific question, I mean, OPG has 

to -- they have to issue requests for proposals. 


Foster Associates had to complete a detailed proposal of what we would try to do.  And we had to, you know, present all of our qualifications.


And my understanding was that OPG looked at four or five different firms, and you know, went through a fairly detailed review of all of the different proposals. 


MR. POCH:  Thank you.  Those are all of my questions, Madam Chair. 


MS. CHAPLIN:  Thank you, Mr. Poch.  Mr. Shepherd?


MR. SHEPHERD:  Thank you, Madam Chair. 


I don't have expect to be my full hour, but I will probably go past 4:30.  And it is probably easier if I split it to Thursday, if that is all right with the Panel.


MS. CHAPLIN:  That's fine.

Cross-Examination by Mr. Shepherd:


MR. SHEPHERD:  Thanks.  So let me start by asking some follow-up -- hi.  I'm Jay Shepherd.  I am counsel for the School Energy Coalition.


Let me start by asking some follow-up questions with respect to the nuclear liability discussion you had with Mr. Buonaguro.  I will start actually with the undertaking you gave, to provide -- what I heard was lines 1 to 18 of D2-T2-S1, page 3 for 2010.  That's right?


MR. MAUTI:  I believe that's correct, yes.


MR. SHEPHERD:  Okay.  Can I ask that you provide the whole page?  I understand that the Bruce lease, the Bruce component of that is in the deferral account, but since the deferral accounts are one of the things that we're dealing with in this proceeding, I would like to be able to track those numbers to your entries in the deferral account, if that is all right.  You can do that, can't you? 


MR. PUGH:  I am just pausing.  Let me think, please.  I am pausing here because for Bruce, it is done on a GAAP basis, and I am not sure whether I can provide the same level of detail, but I can -- I can -- I don't know if I can provide the line-by-line, detailed -- details on a GAAP basis, because I have never done it before. 


MR. SHEPHERD:  Okay.  So help me out.


You provided it for 2011 and 2012.  What is different about 2010?


MR. PUGH:  2011 and 2012 for the Bruce? 


MR. SHEPHERD:  Yes. 


MR. PUGH:  On a GAAP basis? 


MR. SHEPHERD:  D2-T2 --


MR. PUGH:  I didn't do the schedule, Jay.


MR. SHEPHERD:  Okay, sorry.  D2-T2-S1, page 3.


MR. PUGH:  Let me just pull up the schedule, so I can just see it.


MR. SHEPHERD:  Thanks.  I am completely lost without Mr. Buonaguro here to put it up on the screen.  It's like we might as well call it quits for the day and go home. 


MR. MAUTI:  I don't believe it should be an issue getting the numbers, but subject to their availability with the people that pulled this together, I agree if it is there for 2011 and 2012, it should be identifiable for 2010.


MR. SHEPHERD:  Okay.  Madam Chair, we can just add that to the existing undertaking?  Is that all right? 


MR. SMITH:  That's fine.


MS. CHAPLIN:  Yes, that's fine.

UNDERTAKING NO. J11.5 (AMENDED):  with reference to D2-T2-S1, page 3, To include 2010 deferral account numbers


MR. SHEPHERD:  Thank you.  The second follow-up thing I have on this discussion is with respect to the nature of the reference plan. 


I have not actually seen the reference plan, which I understand would fill this room and bulge the windows out, but it is a complicated document, right? 


MR. MAUTI:  There's very much a lot involved with that in the calculations, yes.


MR. SHEPHERD:  Okay.  The reference plan is not a formula, is it?  It has formulas in it, but it actually has numbers, too, right?  It has amounts that you are supposed to set aside?


MR. MAUTI:  Yes, it does.


MR. SHEPHERD:  Okay.  So when you made a change to your plans with respect to Darlington refurbishment, the amounts you were setting aside from an accounting point of view, at least in 2010, were no longer consistent with the reference plan, were they? 


MR. MAUTI:  I believe, as I have indicated, we have used the same basis of assumptions.  The root of all of the cost estimates that were used to calculate the 2010 impact were from the 2006 reference plan.


MR. SHEPHERD:  I understand that, but that is not the question I am asking.


The question I am asking is:  You used the same method of calculating the numbers, but isn't it true that the numbers for 2010 were changed, and the reference plan was not?


MR. MAUTI:  I think I need you to be more specific; which numbers are we talking about?


MR. SHEPHERD:  Well, I just asked you:  Does the reference plan have formulae only, or does it also have numbers that come out of that?  Amounts you are supposed to set aside?


MR. MAUTI:  Are we talking contribution amounts?


MR. SHEPHERD:  No, I am talking all of the various components of the calculation.  You have contribution amounts, and you also have the amounts that you would account for, for accounting purposes, right?


MR. MAUTI:  Correct.


MR. SHEPHERD:  These are all part of the reference plan, aren't they?


MR. MAUTI:  Yes.


MR. SHEPHERD:  And those numbers changed with Darlington, right? 


MR. MAUTI:  The total value of the liability and obligations changed, yes. 


MR. SHEPHERD:  And the amounts you had to set aside under the formula would also change, right? 


MR. MAUTI:  Are we talking now, again, the contribution amounts? 


MR. SHEPHERD:  Yes.


MR. MAUTI:  The contribution amounts did not change.


MR. SHEPHERD:  Okay.  And they didn't change because you didn't change the reference plan, right? 


MR. MAUTI:  They did not change because the province waived the requirement to update the reference plan.


MR. SHEPHERD:  Well, okay.  But I am not trying to get on your case about not doing a reference plan.  That is not my point.  My point is that you changed your accounting numbers without changing your reference plan.  That's true, isn't it?


MR. MAUTI:  Without changing the baseline reference plan that was submitted in 2006, that is correct.


MR. SHEPHERD:  Okay.  You made a comment that you changed the depreciation rates for Darlington in 2010, because you had no choice.  It is a requirement of GAAP.


Did I understand that correctly?


MR. MAUTI:  I am not sure if that was the exact quote, but in 2010, as we entered into the definition phase for Darlington refurbishment, we extended the life of the Darlington station to 2051.  As a result of doing that for the asset retirement cost depreciation, we followed that accounting end-of-life.  So in that sense, we were bound to use the same end-of-life determination.


MR. SHEPHERD:  All right.  We talked about this extensively in another panel, and I am just following up on the comment you made, which -- the impression I got from the other panel -- and I don't have a particular reference - it is my impression - was that there is some judgment involved in the point at which you decide, Okay, we need to use a new life.  Isn't that true?


MR. MAUTI:  Yes, there is.


MR. SHEPHERD:  And so it wasn't like you suddenly had a new rule in 2010.  You exercised some judgment to say, Time to use a new life.  Right?


MR. MAUTI:  Correct.  And once the company made that determination for the station, then we would follow that through and use the same end of life for the depreciation of the asset retirement costs.


MR. SHEPHERD:  Now, you said you started your new reference plan approximately a year ago, presumably because the first one was a five-year plan and you have to have a new one at the end of next year; right?


MR. MAUTI:  A new one has to be submitted to the province and approved by the end of 2011; correct.


MR. SHEPHERD:  Right.  And so you started it some time in 2010 to achieve that deadline?


MR. MAUTI:  I believe it was in 2009.


MR. SHEPHERD:  Oh, okay.  And when do you expect to have it complete?


MR. MAUTI:  The requirement is for submission to the province.  I can't remember the exact chronology and lead time they need, but they would need a period of time for review, and their approval tends to be probably around the November/December time frame of next year.


MR. SHEPHERD:  Which means that you have to provide it, what, in the spring time of next year or the summertime?


MR. MAUTI:  I believe it is some time in the summer.


MR. SHEPHERD:  Your new reference plan has to take into account the fact that Darlington life has changed; right?


MR. MAUTI:  Yes, it will.


MR. SHEPHERD:  Or you are expecting it to change; right?


Does it also have to take into account Pickering B continued operations?


MR. MAUTI:  I'm sorry, I think your microphone cut out there.


MR. SHEPHERD:  Oh, did it?  My apologies.


Does it also have to take into account Pickering B continued operations?


MR. MAUTI:  As part of the ONFA reference plan, given that it is a long-term financial planning vehicle, we're looking at different options related to Pickering B in terms of whether to extend the assumed end of life for the purposes of ONFA to the, notionally, 2020 time period.


MR. SHEPHERD:  Okay.  So I didn't understand that.


I was under the impression that the reference plan was supposed to start with the facts.  So if the fact is it's going to go till 2020, then that is the fact you have to start with.


I didn't get a sense there was any judgment in that; that you could, for example, continue to assume that it is going to end in 2015 and not extend it to 2020.


MR. MAUTI:  The proposal that we are preparing and the estimates we are preparing will use a 2020 date.  They have to be endorsed and accepted by the province.


MR. SHEPHERD:  Okay.  And presumably, then, you will also in that reference plan change Pickering A to also be 2020 to match when Pickering B is closed; right?


MR. MAUTI:  I believe that is the underlying assumption we are using as part of the drafting of the reference plan, yes.


MR. SHEPHERD:  You are going to give us the letters to -- the letter to the province and their response with respect to the waiver of the reference plan, but presumably this is something you discussed with them; right?


MR. MAUTI:  We do have ongoing discussions with officials from the Ontario Financing Authority.  So the impact of Darlington has been discussed over the months with them, yes.


MR. SHEPHERD:  Do you know whether those discussions included the application of section 8 of the regulation that you discussed with Mr. Buonaguro?


MR. MAUTI:  The discussions I have had with the Ontario Financing Authority did not consider Ontario Reg. 53/05, section 8.


MR. SHEPHERD:  Am I right in understanding that if -- if your application is approved -- with respect to nuclear liability -- if your application is approved as requested, as you filed with respect to nuclear liability, and it turns out, just hypothetically, that you don't go ahead with the Darlington refurbishment, 2012 comes along and you say, No, this is not a good idea, we're not going to do it, am I right in understanding that you will then have under-collected on nuclear liability in 2011 and 2012?


MR. MAUTI:  Sorry.  By "under-collected", are we talking about the ratepayers or --


MR. SHEPHERD:  Yes, ratepayers.


MR. MAUTI:  For the year 2000-and --


MR. SHEPHERD:  2011 and 2012.


MR. MAUTI:  In 2012, we will be under a new ONFA reference plan at that point.


MR. SHEPHERD:  Unless you change your mind about refurbishment, right, in which case then you will have to do it again, won't you?


MR. MAUTI:  But the reference plan will be submitted by the end of 2011.


MR. SHEPHERD:  Okay.  Well, okay.  Let me take this in bite-sized chunks.


You submit a reference plan and it is approved at the end of next year, okay?


That assumes you are going to refurbish Darlington, okay?


Then in 2012, it turns out you find a show stopper of some sort, an engineering show stopper that says, Oh, we can't do this.  And so then you have to do a new reference plan; right?  You would be obligated to?


MR. MAUTI:  The section, as we have talked about in section 5.1.2(a), would likely be triggered, and, at that point, depending upon the circumstances, we may be required to amend and have a new reference plan.


MR. SHEPHERD:  Meanwhile, your rates for 2011 would be less than they need to be to recover your costs over the now expected life of Darlington, right, and so would 2012, because you are setting rates for both of those years in this proceeding?


MR. MAUTI:  The reason I am hesitating is that in 2012, with a new ONFA reference plan, whatever changes -- and there will be changes outside of the Darlington extension that may be resulting from the reference plan.  So that will flow into a variance account, from my understanding, for the year 2012.


So I am not sure if I can answer the under-, over-recovery impact issue.  I am not sure how that would flow through the variance account.


MR. SHEPHERD:  Let's just deal with 2011; right?


2011 right now, you are asking for less than your reference plan says you should collect; true?


MR. MAUTI:  There is a reduction of the revenue requirement as a result of the change in assumed life of Darlington, yes.


MR. SHEPHERD:  Okay.  And your reference plan would imply that you need to collect more than this application says, right, from the ratepayers?


MR. MAUTI:  Absent the decision of Darlington, yes, it would have been, yes.


MR. SHEPHERD:  Yes, okay.


Madam Chair, I am going to a new area that is going to take a while.  I think this may be a good time to break, if that is convenient for the panel.


MS. CHAPLIN:  Yes, that is satisfactory.  We will reconvene at 9 o'clock on Thursday.  Thank you.

--- Whereupon hearing the adjourned at 4:26 p.m.
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