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Thursday, June 26, 2014

--- On commencing at 9:37 a.m.

MS. HARE:  Good morning, please be seated.


This morning we're moving to panel 6, and I see Ms. McShane is ready to go.


Before we start, though, are there any preliminary matters?


MR. KEIZER:  Good morning, Madam Chair.  None from me.


MS. HARE:  Okay.  Mr. Millar?  No?


MR. MILLAR:  No.


MS. HARE:  All right.  Then, Mr. Keizer, if you can introduce your witness, please.


MR. KEIZER:  Yes.  We have available today Ms. Kathleen McShane, who will be giving evidence with respect to cost of capital and capital structure.  If I could ask for her to be affirmed.

ONTARIO POWER GENERATION - PANEL 6

Kathleen McShane, Affirmed


MS. HARE:  Mr. Keizer, do you have an examination in-chief?

Examination-In-Chief by Mr. Keizer:

MR. KEIZER:  I do, Madam Chair.


Good morning, Ms. McShane.


MS. McSHANE:  Good morning.


MR. KEIZER:  Ms. McShane, I understand that you are president of Foster Associates Inc.?


MS. McSHANE:  Yes, I am.


MR. KEIZER:  And you're a senior consultant with that entity?


MS. McSHANE:  I am.


MR. KEIZER:  Among the areas of specialization that you have is utility finance, including capital structure and cost of capital?


MS. McSHANE:  That's correct.


MR. KEIZER:  And that you have been employed by Foster Associates since 1981.


MS. McSHANE:  Yes.


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


MS. McSHANE:  I do.


MR. KEIZER:  And a Master's and Bachelor's degree from the University of Rhode Island.


MS. McSHANE:  That's correct.


MR. KEIZER:  And you are a chartered financial analyst?


MS. McSHANE:  Yes, I am.


MR. KEIZER:  And you had that designation since approximately 1989?


MS. McSHANE:  That's correct.


MR. KEIZER:  And you have taught both undergraduate and graduate courses in financial management?


MS. McSHANE:  I have.


MR. KEIZER:  Am I correct that you have testified or presented testimony in probably more than 200 regulatory proceedings on the issue of rates of return and capital structure; is that correct?


MS. McSHANE:  Yes, that's true.


MR. KEIZER:  And you have testified before this -- a number of boards in North America, including this board?


MS. McSHANE:  Correct.


MR. KEIZER:  And in actual fact, you have testified in OPG's last payment amounts proceeding; is that correct?


MS. McSHANE:  I did, yes.


MR. KEIZER:  And that testimony was in respect of rates of return and capital structure?


MS. McSHANE:  It was largely with respect to capital structure.


MR. KEIZER:  Members of the Panel, Madam Chair, Ms. McShane has been qualified as an expert in the Ontario area of utility cost of capital, capital structure, many times, and so I would ask that she be qualified in that regard again with respect to utility cost of capital, capital structure, and obviously has an understanding of the implications of risks from -- that are faced by utilities and the implications that has for cost of capital and capital structure.


MS. HARE:  Are there any comments to the contrary?


MR. SHEPHERD:  Madam Chair, I do not have the temerity to challenge Ms. McShane's expertise, but I do want to make sure that we understand clearly the scope.  There are statements in her report with respect to the relative risks of different hydroelectric operating facilities, for example, and things hike Aboriginal risks, and I want to know whether our friend is offering Ms. McShane as an expert in those areas.  I can take you to the specific references if you wish.  I was going to deal with this in cross, but I just want to make sure I don't lose the opportunity here to make it clear.


MS. HARE:  I think it would be better if you did it now.  Maybe you could mention the references.


MR. SHEPHERD:  Sure.  Well, could I do a short voir dire to just find out?  Ask Ms. McShane questions?  That would be the normal --


MS. HARE:  Mr. Keizer, what do you think about that?


MR. KEIZER:  I guess that is fine.  Is the question, as I understand it, related to what her expertise is with respect to First Nations and hydro matters?  Is that the question?


MR. SHEPHERD:  Yes, yes.


MR. KEIZER:  I'm assuming that's fine, yes.


MR. SHEPHERD:  So Ms. McShane, I wonder if you could turn to page 12 of your report.  Your report is at Exhibit L, tab 3.1, schedule 17, SEC 24, attachment 1.


And on page 12 -- do you have that?


MS. McSHANE:  I do.


MR. SHEPHERD:  On page 12 of your report, you talk about things such as the risks associated with the geographic dispersal of the newly regulated facilities and their remoteness.


MS. McSHANE:  Yes.


MR. SHEPHERD:  Do you claim expertise in that area?


MS. McSHANE:  I don't understand what you mean by "expertise in that area".  I mean, I know that they're geographically remote and, to me, that would make them of higher operating risk than the previously regulated hydroelectric assets.


MR. SHEPHERD:  Why do you think that?  Do you have an expertise in that area?


MS. McSHANE:  I'm not sure what you mean, "that area".


MR. SHEPHERD:  What do you know about the operating risks of hydroelectric -- individual hydroelectric facilities?


MS. McSHANE:  I'm not intimately familiar with each and every one of the hydroelectric plants, if that's what you mean.  But from a cost-of-capital perspective, if you are comparing large, centrally-located assets to assets that are scattered all around the province, where you don't have service centres that are on site with every dam or generating facility, then there would be higher potential for unforecast costs associated with accessing and taking care of those assets.


MR. SHEPHERD:  Why do you think that's true?  Do you have knowledge of how these --


MS. HARE:  You know what?  I'm sorry to cut you off, but I think I erred.  I think, actually, it is clear that Ms. McShane is an expert in cost of capital and that the questions you are posing should be done in your cross-examination.  You can establish then what the area of expertise is and what it isn't.


That might be better, because I think we're straying into, actually, your cross-examination.


MR. SHEPHERD:  Well, that is why I raised it now, is just so that the Board could determine when you would like to hear this.


MS. HARE:  I think it would be better in your cross.


MR. SHEPHERD:  That's fine, thank you very much.  Madam Chair, I will return when my turn comes.  Thank you.


MS. HARE:  Any other comments?  Okay.  Thank you.


MR. KEIZER:  Thank you, Madam Chair.


MS. HARE:  Yes, so just to be clear, Ms. McShane is accepted as an expert in cost-of-capital matters.


MR. KEIZER:  Thank you, Madam Chair.


I just have a few brief questions in examination in-chief to follow on from that.


Ms. McShane, did you -- you prepared a report, and that report was produced by OPG as part of a response to an interrogatory, I believe, which was Exhibit L, tab 3.1, schedule 17, SEC 24.  And that report is entitled "report to Ontario Power Generation common equity ratio for OPG's regulated generation", dated December 2013.  Is that correct?


MS. McSHANE:  Yes.


MR. KEIZER:  And do you adopt that report as your evidence for purposes of this proceeding?


MS. McSHANE:  I do.


MR. KEIZER:  And did you assist or were you responsible for any responses to, probably not interrogatories, since it was disclosed as an interrogatory, but any technical conference undertakings in respect to the evidence?


MS. McSHANE:  No.


MR. KEIZER:  And I just have a few other follow-on questions, if I may.


Ms. McShane, can you briefly describe the assignment that you were asked to do in respect of that report?


MS. McSHANE:  Yes.  I was requested by Ontario Power Generation to provide an analysis and an expert opinion on the continued application of the OEB's cost of capital adopted in EB-2010-0008, given the fact that the Niagara tunnel had been completed and was going to be taken into rate base, and in light of the fact that OPG was proposing to add newly regulated hydroelectric facilities to its regulated rate base.


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


MS. McSHANE:  I first of all looked to see whether there had been any changes in the Board's policy on return and capital structure.  I did a qualitative assessment of the risks of the proposed newly regulated hydroelectric assets.  I looked at what the trend in risks of the previously regulated hydroelectric assets was.

I looked at whether there had been any changes in the risks of the nuclear hydro -- sorry, the nuclear generation assets.  And I looked to see what the implication would be of the change in the makeup of the regulated rate base hydroelectric versus nuclear.

I looked at other changes that might be relevant to the determination of the proper capital structure for the regulated assets, including the circumstances surrounding the refurbishment of the Darlington facility, and the implications of the potential for incentive regulation.

And I looked also at what the financial credit metrics were of the regulated or prescribed assets of Ontario Power, to see how strong or weak they had been since EB- 2010-0008.



MR. KEIZER:  And if I may, without going through the report in detail or going to those pages, can you just briefly advise the Board of the results of your investigation?

MS. McSHANE:  Very briefly, what I concluded was that the business risks of the newly regulated hydroelectric assets were, in my view, of somewhat higher risk than the previously regulated hydroelectric assets.  That there had been no fundamental changes in the business risks of the nuclear generation assets.  That the risks had, essentially, progressed as had been expected.  That even given the change in the relative makeup during the test period of hydroelectric versus nuclear generation, that because -- the analysis that I had previously done back in 2008, when OPG was first regulated by the Board, that a 45 percent common equity ratio would be for the company -- for the -- sorry, for the hydroelectric assets would be a minimum common equity ratio, that 47 percent would still be appropriate for the combined business, even with the higher proportion of hydroelectric assets in the test period.

That the refurbishment of the Darlington generating facility would entail significant capital expenditures, which would be financed by debt, which would -- all other things equal -- weaken the credit metrics of OPG's regulated operations, and therefore the capital structure of the rate base assets would have to support, essentially, the debt that would be incurred for the refurbishment.

And the fact that ultimately, the -- when the Darlington refurbished facility was in rate base, that there would be, effectively, a switch from more hydroelectric regulated assets to nuclear regulated assets.

And also the fact that it is the intention of the Board to have or put OPG on incentive regulation, which is a higher risk proposition than cost of service regulation.

So all of those factors in the aggregate led me to believe or to conclude that the 47 percent common equity ratio that OPG currently is allowed is -- continues to be appropriate for the test period.

MR. KEIZER:  Thank you, Ms. McShane.

I have no further questions in examination=in-chief, and the witness is available for cross-examination.

MS. HARE:  Thank you.

I believe the Society of Energy Professionals is first.  Mr. Houldin?
Cross-Examination by Mr. Houldin:

MR. HOULDIN:  Good morning, Madam Chair and Panel.  Yes.  I am Russ Houldin and I am representing the Society of Energy Professionals.  I just have a few questions.

So my first question is:  Would you agree that the capital structure and return on equity of any organization should reflect risk?

MS. McSHANE:  Yes.

MR. HOULDIN:  Would you agree that the current capital structure and return on equity of OPG are designed to reflect the risks of an equivalent private corporation?

MS. McSHANE:  In the sense that the purpose of regulation is to emulate competition, then yes, but I think you have to take into account that OPG's operations that we're discussing here are regulated.  So the capital structure and return do have to recognize its regulated status.

MR. HOULDIN:  But in the context, as you say, of emulating a private corporation?

MS. McSHANE:  Regulation is intended to emulate the competitive situation.

MR. HOULDIN:  Okay.  Thank you.

Am I correct, to your knowledge, that there are no other examples of a public-owned electricity generator that is subject to economic regulation by a quasi-judicial tribunal?

MS. McSHANE:  I'm not aware of any.

MR. HOULDIN:  Okay.

MS. McSHANE:  In North America.  There may be elsewhere, but I am not aware of any in North America.

MR. HOULDIN:  Okay.  In your report, did you include any publicly-owned merchant generators?

MS. McSHANE:  No.

MR. HOULDIN:  No?  Okay.  So if we could just turn to the compendium, it is...

MR. MILLAR:  Madam Chair, this has not been marked yet so I would propose to do so.

MS. HARE:  Thank you.

MR. MILLAR:  Exhibit K10.1, and it is the compendium for the Society for panel 6.
EXHIBIT NO. K10.1:  SEP CROSS-EXAMINATION COMPENDIUM FOR PANEL 6.

MR. HOULDIN:  If we could turn to Exhibit A2, tab 3, schedule 1, attachment 1, and then on -- go to page 2.  So the second paragraph under "Rationale", if we pick up the second sentence there, it says -- so this is Standard & Poor's:
"We assess that there is a 'high likelihood' that the government shareholder would provide timely and sufficient extraordinary support in the event of financial distress."

And they go on to expand on that, but that is the statement.

MS. HARE:  I'm sorry, Mr. Houldin, where are you?  I'm looking at page 2 and I don't see it.  Of your compendium?

MR. HOULDIN:  Sorry, page 2 of attachment 1.  This is page 1 of the compendium.  Sorry, I -- it is page 1 of the compendium, but page 2 of attachment 1.

MS. HARE:  Great.  Thank you.

MR. HOULDIN:  The second paragraph under the heading "Rationale."

So again, just -- it is a short sentence so I will read it:

"We assess that there is a 'high likelihood' that the government shareholder would provide timely and sufficient extraordinary support in the event of financial distress."

So Standard & Poor's makes that assessment.  Could I ask you if you think that that is a -- do you agree with that statement by Standard & Poor's?

MS. McSHANE:  I don't have any reason to disagree with it.  I am not sure how relevant it is to the determination of the capital structure of OPG on a stand-alone basis, which should be taken independent of the shareholder, consistent with this Board's approach and the approach of regulators across Canada.

MR. HOULDIN:  Okay.  That's fine.

So turning to the second page of the compendium, which is page 11 of attachment 1, there is a table.  So again, this is Standard & Poor's' analysis, obviously, not yours.  They chose those four companies that you see listed along the top there, EDF, Inergi, PLC, DONG Energy.  I am not sure what AS stands for.  Vatenfall and Statkraft.

So first, would you have any knowledge of those companies?  Or are you just strictly -- stick to North America?

MS. McSHANE:  I have not studied these companies, no.

MR. HOULDIN:  Okay.  Would you accept that, subject to check, that all four of them are not subject to economic regulation by a quasi-judicial tribunal?

MS. McSHANE:  I can accept that subject to check.

MR. KEIZER:  Sorry, just in terms of subject to check, I mean, it is a pretty broad question about what the regulatory regimes may be and wherever countries these four are actually there.  So I am not sure that I can allow, from my perspective, the witness to take it as subject to check.  I think it is a bit overly broad.  Maybe the questioner can ask the question without having "subject to check", just recognizing that it is an unknown?

MS. HARE:  I agree with you, Mr. Keizer, because if you take it "subject to check", Ms. McShane, you're going to be doing some homework tonight.

MS. McSHANE:  That's true.

MR. HOULDIN:  Okay.  And there's, I guess, no one else on the OPG witnesses that can speak to the Standard & Poor's report, I guess?  Is that right?

MR. KEIZER:  It is not that they can't speak to the Standard & Poor's report.  It is more that they can't speak to the regulatory regime of EDF or Vatenfall or whatever, and so it is more that aspect of your question that we are having a problem with, not the conclusions or the assertions of Standard & Poor's.

MR. HOULDIN:  Okay.  That's fair enough.  So then I would just like to turn to the other parts of the compendium.  So we've got Exhibit L, tab 3.1, schedule 19, SEP 001.  And there is a table there on -- at page 3 of that schedule, "impact on revenue requirement of a 90-to-10 debt equity ratio".

So I would just like you to confirm that if we drop right down to line 4, that the revenue requirement for OPG would be reduced by 262.2 million and 262.4 million in 2015 and 2014 respectively.

MS. McSHANE:  I see the numbers.  I don't know, again, how they are relevant, given the response to part (a) of the question, which confirms that the Board determined OPG's deemed capital structure the first time that it set regulated payments based on, basically, on a stand-alone basis, independent of the identity of the shareholder, and there's absolutely no way that, on a stand-alone basis, that a utility could survive and access capital on reasonable terms and conditions at a 90 percent debt ratio.

MR. HOULDIN:  My client is going to want to argue against that stand-alone principle.  So I just -- really just ask you to confirm the numbers.

MS. McSHANE:  I can confirm that that's what the number is on the page.

MR. HOULDIN:  Okay.  That's sufficient.

MR. KEIZER:  But she can't, I don't think, though, can confirm the calculation of the number, since she's not -- did not participate in the calculation of that number or the presentation of the table.

MR. HOULDIN:  Well, is there anyone that can speak to that?

MR. KEIZER:  Yes.  Actually, at the bottom of the interrogatory, it is the finance, D&V accounts, and nuclear liabilities panel, which will be the panel that would follow the compensation once it is finished.

MR. HOULDIN:  Okay.  All right.  So in that case, I think the next question that I was going to ask, which is the next interrogatory, I will reserve for the finance panel.

Thank you very much.  Those are my questions.

MS. HARE:  Thank you, Mr. Houldin.

So Mr. Janigan, I think you are next on behalf of VECC.

MR. JANIGAN:  Thank you.  Thank you very much, Madam Chair.  I have a compendium, which might be useful to have it marked as an exhibit at this juncture.

MR. MILLAR:  K10.2.
EXHIBIT NO. K10.2:  VECC COMPENDIUM FOR PANEL 6.
Cross-Examination by Mr. Janigan:

MR. JANIGAN:  Thank you very much.

Ms. McShane, I wonder if I could read a passage which appears on page 2 of the compendium.  It is an excerpt from the Board's 2009 cost-of-capital report.

It deals in paragraph 1 with the fair return standard.  It notes that:

"All three requirements -- comparable investment, financial integrity, and capital attraction -- must be met, and none ranks in priority to the others.  It is not sufficient for a formulaic approach for determining ROE to produce a numerical result that satisfies FRS on average over time.  The Board is of the view that each time a formulaic approach is used, the calculated and allowed ROE, it must generate a number that meets the FRS as determined by the Board using its experience and informed judgment."

Do you agree with that statement by the Board?

MS. McSHANE:  Yes.

MR. JANIGAN:  Would you agree that, in effect, it indicates that it is not enough to be right on average, but it has to be right as determined by the Board using its experience and judgment?

MS. McSHANE:  Could you repeat that, please?

MR. JANIGAN:  It is not enough to be right on average, but it has to be right as determined by the Board using its experience and judgment.

MS. McSHANE:  I think I agree with that.  I interpreted what the Board was saying in this paragraph was that, let's say there was a five-year term for a formula, and that the Board was saying you couldn't just take the average of the results over the five years and see if they're, on average, consistent with the fair return standard, but that each and every year the return had to be -- or had to meet the fair return standard.

So each and every year, I mean, the Board's expertise and judgment would come into play, presumably, to determine whether or not the return was, indeed, meeting the fair return standard.

MR. JANIGAN:  I wonder if you could turn with that in mind, turn to page 8 of my compendium, which is an excerpt from your testimony at Exhibit L, tab 3.1, schedule 17.  And it is halfway down the page:

"As the OEB recognized in the cost of capital report, the fair return reflects the aggregate return on capital, which incorporates the capital structure of the utility and cost rates for each element of the capital structure."

Is it fair to say that this means that it is a combination of both fair ROE and common equity ratio that matters?

MS. McSHANE:  Yes.

MR. JANIGAN:  And a benchmark fair ROE applied to an unfair common equity would not meet the fair return standard, I assume?

MS. McSHANE:  Correct.

MR. JANIGAN:  Okay.  And I assume that you are aware of the OEB letter of November 25th, 2013 that set the fair ROE for 2014 at 9.36, and appears at page 4 of my compendium?

MS. McSHANE:  I am aware of that letter, yes.

MR. JANIGAN:  Will this rate apply to OPG?

MS. McSHANE:  That's a good question.  I'm -- I think so, but I am not positive, because I'm -- that was for rates that were effective... one second.

This is the letter of... so that was for rates effective January 1st, 2014.

MR. KEIZER:  If it assists the Board, we did file, as part of the impact statement, that the 9.36 would be return on equity for 2014.  N2, I believe it was.

MR. BARRETT:  Yes, second impact statement.

MR. JANIGAN:  Mm-hmm.  Thank you.

I wonder if you could turn to page 9 of the compendium, and this is a document that's been prepared for the Canadian Gas Association by Concentric Energy Advisors.

And it provides a summary of allowed ROEs and common equity ratios for Canadian and US gas utilities.

Are these -- is this summary of allowed ROEs and common equity ratios accurate, as far as you are aware?

MS. McSHANE:  I don't think it is.  The reason I say that is because the -- if I look at page 10, for example, it has -- all of the Alberta utilities have ROEs for 2013 and 2014 and common equity ratios, and those numbers haven't been determined yet.  That was the -- those were the subject of a generic cost of capital proceeding, which hasn't completed yet.

MR. JANIGAN:  Okay.  You're pointing out in the -- under the -- under both Canadian gas distributors and Canadian electric distributors, those companies that are based in Alberta, the projection for 2013 and '14 is not accurate, insofar as it hasn't been determined yet?

MS. McSHANE:  Well, I didn't consider these to be projections.  And maybe you could point out to me where they're supposed to be projections.

I thought they were intended to be returns that had actually been allowed.

MR. JANIGAN:  Forgive me.  I misspoke.  To the extent that they are representative of returns that are allowed, these numbers have not been decided upon by the representative Alberta board?

MS. McSHANE:  That's right.  So for example, if you look at the top of page 10, the very first two utilities under Canadian gas distributors, AltaGas Utilities and ATCO Gas, the numbers that appear in 2013 and '14 are numbers that have not yet been set by the Alberta Utilities Commission.

MR. JANIGAN:  Okay.  Are the 2012 numbers accurate, as far as you are aware?

MS. McSHANE:  As far as I am aware, yes.

MR. JANIGAN:  Okay.  And in relation to the utilities that have benchmarked utilities, could you identify which ones they would be?  Sorry, benchmarked ROEs.

MS. McSHANE:  I'm not sure what you mean by that.

MR. JANIGAN:  Well, for both Alberta and BC, there is -- there are benchmark utilities that are applicable.

MS. McSHANE:  Well, that's true in BC; there is a benchmark utility.  Fortis BC Energy Inc. is the benchmark utility.

So every utility other than BC -- Fortis BC Energy Inc.'s common equity ratio and ROE is essentially set relative to that of Fortis BC Energy Inc.

In Alberta, there's no benchmark utility per se.  There is a single ROE that applies to all -- at least to date, there's been a single ROE that has been applied to all of the utilities, but I wouldn't regard any particular utility or utility sector as being the benchmark.

MR. JANIGAN:  Understood.  So in Alberta the benchmark ROE is 8.75, and in BCUC, there is an actual benchmark utility, which is Fortis BC Inc.; is that --


MS. McSHANE:  No.  It is Fortis BC Energy Inc.

Fortis BC Inc. is the electric utility.

MR. JANIGAN:  That also has an 8.75 percent ROE; am I correct on that?

MS. McSHANE:  It is.  You're correct.

MR. JANIGAN:  Now, in your judgment, is a difference of 0.61 between the AUC and BCUC benchmarks fair and reasonable?  Or is it within a reasonable area of disagreement?

MS. McSHANE:  Sorry, is what?

MR. JANIGAN:  Is the 0.61 difference?

MS. McSHANE:  Between?

MR. JANIGAN:  Between the AUC and the BCUC benchmark and the OEB benchmark within a reasonable area of disagreement?

MS. McSHANE:  Well, I would say that there is -- that's... that range is probably not out of line for an area of disagreement.

I would disagree that the 8.75 would be a reasonable rate of return, but that's my opinion on that particular subject.

MR. JANIGAN:  Okay.

MS. HARE:  Mr. Janigan, can you just explain that 0.61 difference, because you said it is between AUC and BCUC and the OEB.  So where does the 0.61 come from?

MR. JANIGAN:  It comes from the difference between 8.75 and 9.36.

MS. HARE:  Because Alberta and BCUC are the same number?

MR. JANIGAN:  That's correct.

MS. HARE:  Okay.  Thank you.

MR. JANIGAN:  Is there any other benchmark ROE that is set above 9.36 for a Canadian utility?

MS. McSHANE:  I'm not aware of any, no.

MR. JANIGAN:  For the electrics we see in -- the AUC ROE for ATCO, ENMAX, EPCOR and Fortis Electric; correct?

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

MR. JANIGAN:  Well, in this particular chart we see the AUC ROE for ATCO, ENMAX, EPCOR, Fortis and Fortis Electric; is that correct?

MS. McSHANE:  Sorry, what is Fortis Electric?  You mean Fortis Alberta?

MR. JANIGAN:  Yes.

MS. McSHANE:  With the caveat that the 2013 and '14 ROEs haven't been set yet.

MR. JANIGAN:  That's correct.  So for the purpose of these questions, let's exclude 2013 and 2014 numbers, as you -- because they have that particular caveat that you've indicated.

MS. McSHANE:  So if we're going to do that, why would we be comparing 8.75 for Alberta to 9.36?

MR. JANIGAN:  Well, all I'm trying to do is take a look at what the particular ROEs are for the individual electrics in Alberta.

MS. McSHANE:  Right, but we don't know what the comparable ROE to the 9.36 is in Alberta, because it hasn't been determined yet.

MR. JANIGAN:  Okay, then.  Insofar as it was determined for 2012, these numbers are correct, I would assume?

MS. McSHANE:  They're correct for 2012, but the comparable number for Ontario for 2012 wouldn't be 9.36.

MR. JANIGAN:  Okay.  I understand.

And for Newfoundland Power, we have a number of 8.80 for 2012?

MS. McSHANE:  Correct.

MR. JANIGAN:  Now, is that number also subject to problems associated with incomplete proceedings within the individual utility board?

MS. McSHANE:  No.  The board in Newfoundland made a decision on ROE and capital structure for Newfoundland Power for 2013 and 2014.

MR. JANIGAN:  Okay.  And 9 percent for Nova Scotia Power?

MS. McSHANE:  That was a settlement.

MR. JANIGAN:  Okay.  And two provincially-owned utilities, Sask Power at 8.50, and 8.20 for Hydro-Québec.

MS. McSHANE:  Well, yes and no.  Yes for Hydro-Québec.  Not exactly for Saskatchewan Power Corporation, the way I understand it.  What I understand happens in Saskatchewan -- and I frankly am not all that familiar with the regulatory regime there -- but the regulator -- or the rate review panel in Saskatchewan is provided with the utility's target ROE.  The rate review panel does not make a decision on what the appropriate ROE is for either Saskatchewan Energy or Saskatchewan Power.

MR. JANIGAN:  Okay.  Let's take Hydro-Québec.  As I understand it, the Régie made that decision on a stand-alone basis, and it applies both to Hydro-Québec's transmission and distribution activities?

MS. McSHANE:  That's my understanding, yes.  I wasn't involved in that proceeding.

MR. JANIGAN:  And the common equity ratio for distribution, which is on page 10, is 35 percent, and the common equity ratio for transmission is 30 percent.

MS. McSHANE:  As it has been for years.  In fact, I think since the first time Hydro-Québec transmission and distribution were regulated by -- separate from the generation in 2002.

MR. JANIGAN:  And this reflects the common judgment that transmission is less risky than distribution, correct?

MS. McSHANE:  I think that's fair.

MR. JANIGAN:  Now, the Nova Scotia Power award, that resulted from a negotiated settlement.  That was 9 percent?

MS. McSHANE:  Yes, that's correct.

MR. JANIGAN:  And Nova Scotia Power is an integrated province-wide electric utility with generation, transmission, and distribution; is that correct?

MS. McSHANE:  Yes.

MR. JANIGAN:  And I believe you have testified that an integrated utility is riskier than a typical benchmark utility, correct?

MS. McSHANE:  I think what I've said is that a vertically integrated electric utility is more risky than a transmission or distribution utility.  If you want to call those benchmark utilities, I think that's fine, but the specific comparison is with transmission and distribution.

MR. JANIGAN:  Just to be clear on that, on page 13 of the compendium, I believe you -- you indicate that -- Mr. Wauls indicates to you that you rank the utilities from lowest to highest risk as electric transmission, electric distribution, gas distribution, and then integrated electric utility with alternative energy providers as the riskiest.

MS. McSHANE:  Yes, it doesn't say anything about benchmarks here.

MR. JANIGAN:  No, okay.  Agreed.

With that qualifier in mind, this is correct?

MS. McSHANE:  Yes.  With the caveat that this list was a list of utilities that essentially the BCUC asked for a relative risk ranking of.  So there was no inclusion of regulated generation in here.

MR. JANIGAN:  And the Nova Scotia Power's common equity ratio is 37.5 percent, is it not?

MS. McSHANE:  Yes.  The rates are based on 37 and a half percent.  Under the regulatory model in Nova Scotia they are allowed to earn on up to 40 percent common equity.

MR. JANIGAN:  The 37.5 percent is for transmission, distribution, and its coal generation plants; is that correct?

MS. McSHANE:  It is for the integrated electric utility.  There is no specific ratio attributed to each of the individual functions.

MR. JANIGAN:  Okay.  So you can't give an approximate breakdown of the rate base between generating, transmission, and distribution assets, could you, in terms of common equity ratio?

MS. McSHANE:  No.  I can tell you what the breakdown of the rate base is, in terms of relative dollars, but not in terms of common equity ratio.

MR. JANIGAN:  We have done -- on page 19 I have a -- of the compendium, there's a redacted -- I guess it is an undertaking from the NSPI which sets out, in terms of 2013, the net plant, with generation at about 1,000,960,690.  And with a total of -- out of a total of 3.2.  I trust that number -- is that -- that number is a billion, is it not, what I am recording here?  Or am I overestimating Nova Scotia's generation capacity?

MS. McSHANE:  So Nova Scotia -- if you look at -- we are on page 19; is that right?

MR. JANIGAN:  That's correct.

MS. McSHANE:  So if I am looking at line 72, the total, to the far right, the 3,285,603, that is $3.3 billion.

MR. JANIGAN:  Okay.  And out of that, the generation assets are somewhat around 60 percent of that?

MS. McSHANE:  That's right.

MR. JANIGAN:  All right.  And with respect to Nova Scotia Power, they are an integrated electric utility, which makes it riskier than the non-integrated electric utility.  And they have over 60 percent of their net plant and generating assets, but are allowed only 37.5 percent in common equity.

MS. McSHANE:  Can we parse that a little bit?  The first proposition was...

MR. JANIGAN:  Well, they're an integrated electric utility, which --


MS. McSHANE:  Yes, they are.

MR. JANIGAN:  -- makes them riskier.

MS. McSHANE:  They are riskier than a distribution utility.

MR. JANIGAN:  Okay.  Or a --


MS. McSHANE:  Transmission utility.

MR. JANIGAN:  Okay.  And they are allowed 37.5 percent common equity?

MS. McSHANE:  Yes, they are.

MR. JANIGAN:  And over approximately 60 percent of its net plant are in generating assets?

MS. McSHANE:  That's true.  But, I mean, you can't look at just one utility by itself.  I mean, let's take another one.  Let's take Fortis B.C. Inc.  Fortis B.C. Inc. is a vertically integrated electric utility.  It has a lot less generation in its rate base.  It is about 17 percent.  All hydroelectric has a 40 percent common equity ratio, and it is allowed a premium to the benchmark utility of 40 basis points, which, if you wanted to try to put that on a common equity ratio basis, that would be about, you know, four more percentage points.

So I am looking at another data point, and you've got a quite different result.

MR. JANIGAN:  Well, can I stop you there?  On Fortis B.C. they have a 9.25 percent ROE and a 40 percent common equity ratio.

MS. McSHANE:  Right.

MR. JANIGAN:  And you indicated the relative breakdown of the regulated assets of Fortis between its hydro generating assets and its transmission and distribution assets is -- I believe you gave those figures --


MS. McSHANE:  17 percent generation is my recollection, and the rest would be transmission and distribution.  I don't know what the breakdown between the two of those is.

MR. JANIGAN:  Okay.  And I wonder, just in terms of both Nova Scotia and Fortis, are you able to provide an arithmetic calculation, given the weights of transmission, distribution, hydro generation assets, and the common equity ratios attached to each?  So we end up with, in the one case, 37.5 percent for Nova Scotia, and the other 40 percent for Fortis?

MS. McSHANE:  No.

MR. JANIGAN:  No?

MS. McSHANE:  Because it doesn't work that way.  The regulator doesn't say:  Let's look at what percentage of the assets are transmission, and I will allow such and such an equity ratio for that.  You know, what percent are generation, and I will allow such and such for that.

There is one equity ratio that is adopted.  And in the case of Nova Scotia Power, it's been the same equity ratio for at least ten years.  I mean, certainly was 37 and a half percent when this Board looked at OPG's capital structure the first time and the second time.

So, I mean, there's been no change there.

MR. JANIGAN:  Well, Ms. McShane, though, in order to do an analysis with an appropriate equity thickness, surely you have to look at the individual risks of the elements of the operation, of the utility and come up with a number based on that.

As I understand it, that is effectively what you have done?

MS. McSHANE:  I'm not sure what that has to do with trying to figure out what the equity ratio of the individual parts is.

I mean, an integrated electric utility operates as an integrated electric utility.  It doesn't operate transmission separately from distribution or from its generating facilities.

MR. JANIGAN:  Well, I think we have the numbers, and possibly we can do that kind of calculation for the purpose of argument.

But just backtracking a bit, this Board sets a benchmark ROE and adjusts the common equity ratio for business risk; is that correct?

MS. McSHANE:  That's its approach, yes.

MR. JANIGAN:  And that's why Enbridge and Union had their 36 percent common equity ratios confirmed last year; correct?

MS. McSHANE:  Well, so Enbridge and Union applied to have their equity ratios changed and the Board declined to change them.

I don't know exactly what you mean by your question.

MR. JANIGAN:  Well, they declined to change them on the basis there was no change in the business risk.

MS. McSHANE:  Right.  So the Board said -- had said that its capital structure policy was only to change the capital structure when there had been a significant change in business or financial risk, and it was up to the company to support such a change.  And concluded that neither one of them had done so.

MR. JANIGAN:  Is there any electric utility in Canada with a higher common equity ratio than 47 percent?

MS. McSHANE:  No, but there's no electric utility in Canada as high-risk as OPG.

MR. JANIGAN:  And in terms of a benchmark ROE, there's no ROE higher than 9.36 for a utility across Canada?

MS. McSHANE:  The Ontario Energy Board's benchmark ROE is higher than the benchmark ROEs of other regulators at this time.

MR. JANIGAN:  Okay.  Now, in terms of the business risk of OPG's generating assets, I understand that you judge the risk of the nuclear facilities to be unchanged; is that correct?

MS. McSHANE:  I judge that the fundamental business risks of the nuclear generating assets was unchanged.  That's correct.

MR. JANIGAN:  And in answer to a Board Staff IR on page 20 of the compendium, OPG indicated that business risks associated with the newly regulated hydroelectric assets were lower than the existing nuclear assets.

Do you agree with this assessment?

MS. McSHANE:  Yes.

MR. JANIGAN:  And in your assessment on page 2, which is on page 22 of my compendium, you indicate that, in the first conclusion -- in your first conclusion, that, overall, the risks of hydro assets are somewhat higher due to the new assets, but you still judge this risk to be lower than nuclear facilities; is that correct?

MS. McSHANE:  Yes.

MR. JANIGAN:  So the position of both you and OPG is that hydro plants are slightly higher in risk than before, but still lower than nuclear assets?

MS. McSHANE:  Yes.

MR. JANIGAN:  What do you regard as riskier in Ontario, base load generation or peaking generation?

MS. McSHANE:  I would think peaking generation would be riskier.

MR. JANIGAN:  Okay.  And in terms of base load hydro, on page 23 of my compendium, page 11 of your evidence, you seem to indicate that their risk has increased due to greater potential for surplus generation, due to the introduction of more renewables where power has to be taken; is that correct?

MS. McSHANE:  Where do you see that?

MR. JANIGAN:  If you look on page 23.

MS. McSHANE:  And where --

MR. JANIGAN:  The top of the page.

MS. McSHANE:  Okay.  So the top of the page, you're talking about point 5?

MR. JANIGAN:  Yes, that's correct.

MS. McSHANE:  So point 5 concludes that there was a variance account that was created to capture the impacts of that surplus base load generation.  So I am not saying that the risk is higher, because --

MR. JANIGAN:  Well, you indicated that you raised the potential that OPG would experience surplus base load generation?

MS. McSHANE:  Right, because that was a point that was raised in 2010-0008.

In fact, I need to go back to my own testimony, because I think it is important to look at page 10 of this exhibit, schedule 17, SEC 024.

Point 5 was -- was in a list of what the situation was at the time of the decision, EB-2010-0008.  And then what I did was then assess what changes had occurred since that time.  So --

MR. JANIGAN:  If you look on page 24, I think that is page 10 -- I have it a little bit backwards here.  Page 24 is page 10.  Page 23 is --

MS. McSHANE:  Right.  You're absolutely right.

MR. JANIGAN:  But I take it this was the -- this was the cause of your -- well, let me make sure that I have it straight, that -- in fact, that the risk associated with the base load generation has gone up?  Or has it stayed the same?

MS. McSHANE:  Just to be clear, hopefully, in EB-2010-0008, the assessment was, at that time, that the risks had increased due to the potential for the surplus base load generation.

However, in the decision, the Board adopted -- approved this variance account, to take account of that.

So the point is the risk had not increased, because the Board essentially accounted for it in the variance account.

MR. JANIGAN:  Okay.  So really, then, any increased risk is associated with the new peaking hydro plants?

MS. McSHANE:  Right.

MR. JANIGAN:  Okay.

MS. McSHANE:  With specific respect to the -- for the differences in -- in the hydroelectric facilities, new versus previously regulated.

I mean, there are other changes that have occurred as well that are discussed in the report, but simply in terms of the relative risks now and then, within the hydroelectric portfolio the change in risk is due primarily to the somewhat higher operating risks of the newly regulated hydroelectric plants.

With also the point made that with the Niagara tunnel project going into rate base and the costs being reviewed in this proceeding, that there is a somewhat higher risk of disallowed costs than there would be in the absence of major projects coming online.

MR. JANIGAN:  Let me go back to the new generation.  Why do you regard new generation as riskier when they will be mainly brought on when baseload is not enough?

MS. McSHANE:  Because of the difference in the operating environment of those plants, as set out in my testimony on page 12.

MR. JANIGAN:  And do you summarize that?

MS. McSHANE:  Well, they are scattered all over the place.  They're small.  A number of them are remotely located.  They're hard to get to.  There are no service centres that are on-site that are staffed.  There are strict water-level constraints with some of these plants.

MR. JANIGAN:  These plants mainly substitute for coal-base peaking, do they not?

MS. McSHANE:  They substitute for coal-based peaking?  I don't know that.

MR. JANIGAN:  Okay.  On page 2, which is on page 22 of my compendium, you assess the fundamental risk of hydro as being 45 percent.

MS. McSHANE:  I think what I said there, or at least was intending to say, is that the lower end of a reasonable range for the common equity ratio for hydroelectric assets would be 45 percent.

MR. JANIGAN:  On page 24 of my compendium you point out that the 2012 rate base, after removing the asset retirement cost, is 61.5 percent hydroelectric assets and 38.5 percent nuclear.

And if we turn up on page 25, table 4, it seems to indicate that at that time the net rate base is about 6 billion after deducting U&L or ARC; is that correct?

MS. McSHANE:  So that's line 6, column A?

MR. JANIGAN:  That's correct.

MS. McSHANE:  Yes.

MR. JANIGAN:  So rounding off, hydro net assets are about 3.7 billion and nuclear 2.3 billion.  Am I correct?

MS. McSHANE:  Sorry, where do you see that on that table?

MR. JANIGAN:  I am just taking the rate base of 6 billion, and using the figures of 61.5 percent hydroelectric and 38.5 percent nuclear, you round it off to about 3.7 billion in hydro net assets and 2.3 billion in nuclear.

MS. McSHANE:  Well, if you do that math, I guess that would follow.

MR. JANIGAN:  Now, initially you indicated -- this is on page 24 -- that back in 2012 the approved test period rate base was comprised of approximately 50 percent hydroelectric assets and 50 percent nuclear assets.

When we take the sort of 50/50 analysis, with a 45 percent assessment risk for hydro, that means that there is about a -- only about a 5 percent difference in risk that you assess for nuclear, rather than hydro.

Have I got that correct?

MS. McSHANE:  Say that again, please?

MR. JANIGAN:  Well, you start off with, in your -- on page 24 you sort of looked at it from the 2012 rate base as 50 percent hydroelectric assets and 50 percent nuclear assets, and you ended up with a 47 percent common equity ratio or recommending that.

If you take your 45 percent in that 50/50 analysis, it means that the amount of additional risk that you have assessed for nuclear is pretty small.

MS. McSHANE:  No.  I don't think that's fair.  I mean, that's just a fall-out.  What I -- I think we have to sort of back up.  In 2007, the Board decided that it would adopt a single common equity ratio for all of the regulated generating facilities, and the Board decided that the appropriate common equity ratio would be 47 percent.

But at the time it said that the Board wanted to pursue the idea of potentially having different common equity ratios for hydroelectric and for nuclear.  The assessment at the time was that because there was this 45 -- because in my view and on the basis of my analysis that I had done previously and confirmed in 2010, that 45 percent was the minimum appropriate for hydroelectric generation, that if the Board were to retain 47 as the equity ratio for the entire regulated operations, there wasn't much room for difference with the nuclear operations, but that doesn't mean that I wouldn't view there as being a material difference between the two.

MR. JANIGAN:  Well, would it be greater than 5 percent?

MS. McSHANE:  In my view, yes.  But, I mean, we're dealing with the limitations of the Board's determination that 47 percent is the -- was the appropriate equity ratio for the operations in 2000 and -- its 2008 decision and in its 2000 and -- in EB-2010-0008.

MR. JANIGAN:  Well, I mean, if you have, let's say, you start off with your rough 50/50 analysis and you increase the side that has a lower risk, one would think that at the end of the day you would arrive at a lower common equity ratio.

MS. McSHANE:  If -- that would be true, all other things equal.  All other things are not equal.  And the things that are not equal are the fact that we are going into a period of high capital expenditures for Darlington that will, as I indicated in examination in-chief, will weaken credit metrics.  So we need to depend on the capital structure of the rate-base operations to support cash flows, the fact that the Board is looking at introducing incentive regulation for both hydroelectric operations and nuclear operations, and incentive regulation tends to be of higher risk than cost-of-service regulation, and the fact that the credit metrics of OPG right now, on a regulated basis with 47 percent, are weak.

So all of those factors need to be taken into account in considering my assessment and conclusion that 47 percent remains a reasonable common equity ratio for the regulated operations.

MR. JANIGAN:  Okay.  On page 26 -- I'm sorry.  I believe you point out that the hydro component -- I don't think that is page 26.  You point out the hydro component will double by 2014 with another 2.5 billion in new hydro and 1.4 billion for the Niagara tunnel, at which time the net rate base is about 10 billion.  That is shown --


MR. KEIZER:  Sorry, what page is that?


MR. JANIGAN:  -- on page 26.


MS. McSHANE:  This is page 26 of my evidence, not page 26 of your compendium?


MR. JANIGAN:  Page 26 of my compendium shows the end result.


MS. McSHANE:  Which page are we talking about that I am supposed to be looking at, though?


MR. JANIGAN:  In your evidence, where you indicate the increase -- it is on page 24, I believe.


Effectively, it means that the net rate base is going to increase to 10 billion.


MS. McSHANE:  This is on page 24?


MR. JANIGAN:  No, on page 26 you have a table that shows the end result of those additions.


MS. McSHANE:  Okay.  I don't have a table.  So maybe we're confusing each other.


MR. JANIGAN:  Page 26 of my compendium.


MS. McSHANE:  So on table 2 of -- this was Exhibit C, tab 1, schedule 1.  For the calendar year ended December 31st, 2014, the rate base financed by capital structure is close to $10 billion.


MR. JANIGAN:  That's correct.


MS. McSHANE:  Yes.


MR. JANIGAN:  And the hydro share increases to about 77 percent?


MS. McSHANE:  Correct.


MR. JANIGAN:  And nuclear drops to about 23 percent?


MS. McSHANE:  Correct.


MR. JANIGAN:  Okay.


MS. McSHANE:  Of rate base.


MR. JANIGAN:  In rate base.  Now, under your analysis, with hydro being -- or at least deserving a 45 percent common equity ratio, how can we -- what value do we have to assign to nuclear in order to continue to have it at 47 percent?


MS. McSHANE:  Well, you could do an implied number but, I mean, overall, we're still looking at 47 percent for the total.


MR. JANIGAN:  Okay.  So there would be -- notwithstanding the fact that the assets in hydro have increased from close to 50 percent up to now 77 percent, and nuclear have been reduced, we're not going to get any drop in the common equity ratio?


MS. McSHANE:  No, because at the same time that we have this change in the proportions of rate base, as I've said a couple of times now, you -- we have an increase in the amount of capital expenditures that are related to nuclear facilities.


Even though they're not in rate base, they're capital expenditures that have to be financed and they're going to be financed by debt.  They have to be supported.


As -- the testimony also noted that the size of the refurbishment, in total, is very large.  And in fact, you know, as this -- as the refurbishment is brought into rate base, you're going to have a shift, again, in the relative sizes of hydroelectric and nuclear.


And even though those capital expenditures for nuclear are not in the rate base today, the risks are still there and need to be reflected in the capital structure of the overall regulated operations.


MR. JANIGAN:  Now, notionally, when we have the 47 percent now, hydro is at 45 percent and nuclear is at 50 percent?


MS. McSHANE:  No, I don't think that's right.  What I really said was that I view 45 percent as a minimum, but the number is a 47 percent common equity ratio for the overall operations.


My view that 45 percent is the minimum that would be appropriate for the regulated hydroelectric operation sort of puts a lower bound, if you will, on what a reasonable overall common equity ratio would be.


But I haven't specifically attributed 45 percent to the hydroelectric rate base.


MR. JANIGAN:  You think that is the minimum, then?


MS. McSHANE:  I would say that a 45 percent should be viewed as a minimum common equity ratio for the hydroelectric generation, yes.


MR. JANIGAN:  Let's say, in a hypothetical case, that the hydro generation assets went to 95 percent and nuclear was at 5 percent.  Would we see any decrease in the common equity ratio?


MS. McSHANE:  Probably very little.  I mean, if we -- we might see a little bit, but I mean it's -- it would be marginal.


I mean, I think we have to deal with the facts as they are, and the facts as they are include, again, the fact that we're not just dealing with the assets that are in rate base.  We're also dealing with the capital expenditures that are related to nuclear operations.


MR. JANIGAN:  Okay.


MS. McSHANE:  And the fact that the nuclear rate base will, you know, not stay at the level that it is currently at and it will be relatively larger.


MR. JANIGAN:  Well, given the 95 percent example, is it fair to say with 100 percent hydro generation assets, the common equity ratio would still be 47 percent?


MR. KEIZER:  The hypotheticals are kind of beyond the realm of what would be here.  It is a great esoteric discussion, but I am not sure what it relates to OPG and its current ratio of hydro to nuclear.


MR. JANIGAN:  I think it relates directly to the ratio of hydro to nuclear, if we're looking at what impacts changes in generation assets are, we have to look to see the analysis that's been applied by the expert.


What I am interested in is whether or not nuclear has any effect on – given -- even though it is riskier than hydro assets, has any effect on the common equity ratio.  That's the reason for the question.  If we had 100 percent, would we still have a common equity ratio of 47 percent?


MS. HARE:  I think Ms. McShane can answer this.  Can you?


MS. McSHANE:  Well, if I were to do an assessment of the appropriate common equity ratio for hydroelectric, regulated hydroelectric generating assets under the regulatory paradigm in Ontario, I would say that they should be set at a minimum of 45 percent common equity.


So if you were 100 percent -- in my view, if it were 100 percent hydroelectric assets, I would likely be recommending 45 percent common equity, as a minimum.


That, to me, is consistent with the common equity ratio that is allowed for distribution utilities in this province.


MR. JANIGAN:  Is a change in the weighted average of hydro and nuclear assets, generally -- should it be reflected in the common equity ratio?


MS. McSHANE:  It depends on all of the factors.


I don't think that given the circumstances that are facing OPG, you can isolate that and say yes or no.


You have to look at what else is going on at the same time, including the move to incentive regulation, including the fact that Darlington is being refurbished and will change the rate base makeup within, you know, a decade.


You don't make capital structure decisions on, you know, on test year circumstances.  You need to look at long-term risks and the long-term needs to access capital.


MR. JANIGAN:  Do you regard a 1 to 3 percent change in the common equity ratio as material?


MS. McSHANE:  It can be, yes, particularly when the equity ratio is relatively low.


I mean, if you had a 60 percent equity ratio and you went to 58, probably not that significant, but if you're at 35 and move to 37, then yes.


MR. JANIGAN:  All right.  I understand that you testified in support of a 2 percent across-the-board increase in common equity ratios for Alberta utilities?


MS. McSHANE:  I did.


MR. JANIGAN:  Madam Chair, this would be a good point for a break in my cross.  It's taken a little longer than I expected, but I should be no more than about a half hour.


MS. HARE:  Okay.  Well, let's break until 11:20 then.


--- Recess taken at 10:57 a.m.

--- On resuming at 11:22 a.m.


MS. HARE:  Please be seated.


Mr. Janigan, you're ready to resume, I hope?


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


Now, one of the -- Ms. McShane, one of the aspects of increased risk that you mentioned involves the expansion of Darlington, and I believe you indicated that construction was to start in 2016.


When do you expect the refurbishment to enter rate base?


MS. McSHANE:  I think the most recent estimate that I have seen was 2024.


MR. JANIGAN:  Now, as we started out, the OEB's policy is that cost of capital has to be correct all the time, not on average, and that the FRS includes the impact of capital structures as well as the ROE; correct?


MS. McSHANE:  That's what we discussed, yes.


MR. JANIGAN:  If the ROE is fair, and increased hydro assets mean overall lower risk, isn't it a violation of the FRS according to the Board's own criteria not to change the common equity ratio?


MS. McSHANE:  I don't think that is the right conclusion to come to, because I don't think that, given all of the factors, that there has been a decline in risk.


MS. HARE:  Mr. Janigan, can I ask you to say "fair return standard" instead of "FRS" just so that the transcripts then are easily understood?


MR. JANIGAN:  I will attempt to remember to do that, Madam Chair.


MS. HARE:  Thank you.


MR. JANIGAN:  In the case of Darlington where, effectively, it is closing to rate base in 2024, it is really in the category of long-run risk, is it not?


MS. McSHANE:  Well, the change, the rate base change is not for ten years, but the risks are there today and the refurbishment costs are being incurred today.  The capital expenditures that will eventually lead to the amount that will enter rate base are being incurred today.  And the financial risks are there today.


MR. KEIZER:  Madam Chair, if I may?


MS. HARE:  Yes.


MR. KEIZER:  Just on the rate base additions, just from the company's perspective, although the completion date for Darlington is expected to be 2024, there will be individual units of generation that will be completed during that period of time.


And so I think it would be the company's expectation that rate base additions would occur as units are completed and are brought into service.


MS. HARE:  Okay.  Thank you.


MR. JANIGAN:  Could I ask -- through you, Madam Chair -- when would the first rate base addition might be completed?


MR. KEIZER:  I think -- it is not, obviously, known with precision, but I think somewhere in the 2018, 2019 period.


MR. JANIGAN:  Thank you.  Ms. McShane, in terms of the risks, one of the risks you mentioned, risks of disallowance, I had assumed that if the Board disallowed any costs, it's on the basis of prudency, would it not?


MS. McSHANE:  Presumably, yes, the Board would conduct a prudency review of all of the expenditures, and if there were cost disallowances, it would be because the Board had concluded that those costs were not prudently incurred from an investor's perspective, and that is a risk that they are exposed to, and for which, you know, they would require some compensation.


MR. JANIGAN:  I mean, I may be looking at this sideways, but it seems to me that if costs are disallowed on the basis of prudency, this is somewhat a cause for the company to have to apply for an increased common equity ratio.


MS. McSHANE:  They haven't applied for an increase in common equity ratio.  They have applied to maintain the same common equity ratio.


MR. JANIGAN:  But it is the risk that is maintaining them, and is one of the risks that drives your assessment that the common equity ratio should be maintained?


MS. McSHANE:  It is a small factor; it is not one of the main considerations.


But the fact is that when you look at, for example, debt rating reports, what are the risks that the debt raters take into account when they assign credit ratings?  Well, one of the risks is the risk of cost disallowance.  That is something that will enter into the minds of debt investors when they decide what the cost rate will be that they require on a debt issue.


MR. JANIGAN:  But there is no reason to think that the approach of the Board to cost disallowance with respect to the construction of OPG is going to be any different than any other utility that is regulated by the Board?


MS. McSHANE:  I don't know that it -– no, I don't think that its approach will be any different, but we are talking about large, large capital expenditures.


Whereas some utilities, the risk of large amounts of cost disallowance is small, because they have relatively small capital expenditures.


MR. JANIGAN:  Turn up page 28 of my compendium, please.


MS. McSHANE:  I have that.


MR. JANIGAN:  And I want to go to the decision of the Board in 2011-0354, an Enbridge, EGDI case at page 7.  And halfway down the page in the paragraph starting "Regarding", the Board addressed the question of future risks:

"Regarding the risk of future events, the Board agrees with CCC that the relevant future risks are those that are likely to affect Enbridge in the near term.  Any risks that may materialize over the longer term can be taken into account in subsequent proceedings.  In considering the risk of future events, the Board will take into account the fact that, generally, the more distant the potential event, the more speculative is any conclusion on the likelihood that the risk will materialize."


Doesn't this paragraph apply to your assessment of risk involving Darlington?


MS. McSHANE:  Well, the refurbishment of Darlington has begun, so I don't -- although it will take place over multiple years, it's not a speculative circumstance.


MR. JANIGAN:  But there is no increase in regulatory risk in the Ontario Energy Board that would give rise to the fear that you will have unreasonable disallowance?


MS. McSHANE:  There's no indication that there will be unreasonable disallowances.


The risks that are being discussed specifically with respect to Darlington have to do with the financial risks, the credit metrics.  That's important.


And the other thing that is important is that the Board has already recognized in EB-2010-0008 that when it sets the capital structure ratio -- when it set the capital structure ratio for the overall operations, that it was concerned about too much variability, too much complexity.  If the -- there were to be specific capital -- specific common equity ratios to the hydroelectric and nuclear assets, because there would -- they expected that there would be changing proportions, and indeed we know, because of Darlington, that that indeed is the case.


So that sort of has already been taken into account, if you will, in, you know, looking at a single common equity ratio of 47 percent for the overall operations.


MR. JANIGAN:  But, Ms. McShane, Darlington is not on board.  What this decision of the Board indicates that it is short-term risks that we have to look at.  And the short-term risk is the risk of disallowance.


And with respect to the risk of disallowance, there has been no increase in regulatory risk that would lead one to believe that the risk of disallowance has gone up.


MS. McSHANE:  Well, it's only because we have large capital expenditures that it would be higher than if you have small capital expenditures.


MR. JANIGAN:  Okay.  The next risk that you mention is the risk associated with the performance-based ratemaking.  And I believe on page 16 of your evidence, you indicated that this is an element of risk for the company, and it is one of the reasons why you would maintain the overall common equity ratio at 47 percent, notwithstanding the shift in the generation assets; is that correct?


MS. McSHANE:  That is one of the elements that I considered, yes.


MR. JANIGAN:  Now, if you look on page 29 of my compendium, it has an excerpt from the decision of Enbridge in 2011-0354 involving the assessment of its equity ratio.


And the decision on page 29 of my compendium, page 18 of the decision, is that, at the bottom of the page, that the Board concludes that:

"There has been no significant increase in Enbridge's business and/or financial risk since 2007.  Accordingly, the Board finds that Enbridge's equity ratio shall remain at 36 percent and that a full fair --


MS. HARE:  "Return standard".


MR. JANIGAN:  "Fair return standard".  How it exits the brain so quickly:

"...fair return standard analysis is not required."


Do you see that?


MS. McSHANE:  I do.


MR. JANIGAN:  I assume that you were aware that Enbridge was on an incentive regulation for a five-year period at the time of that decision and PBR was not considered an increased risk factor.


MS. McSHANE:  Not considered by whom?


MR. JANIGAN:  By this panel who rendered the decision.  It was not considered to be such that the equity ratio had to be changed.  Let's put it that way.  The PBR was not a factor in --


MS. McSHANE:  I don't know that any particular case was made by the company or its witnesses to indicate that that was a change in risk.  But these are the circumstances of Enbridge.  These aren't the circumstances of OPG.


MR. JANIGAN:  Okay.  And are you aware of the Union Gas decision?


MS. McSHANE:  I am.


MR. JANIGAN:  And on -- we have also appended the -- on page 31 of my compendium, an excerpt from that decision, that the Board finds the deemed common equity ratio of 36 percent is appropriate for the 2013 test year, consistent with the deemed common equity ratio that was in place over the 2007 to 2012 period, inclusively.


The 2009 cost-of-capital policy of the Board at page 43 sets out that:

"For natural gas distributors such as Union deemed capital structures is determined on a case-by-case basis and a reassessment of a gas utility's capital structure will only be undertaken in the event of significant changes in the company's business or financial risk.  Union filed no evidence in this proceeding that demonstrates its business from a financial risk have changed over the period that the IRM settlement was in place.  In fact, Union stated many times during this proceeding that its business and financial risks have not changed and that it accepts that its overall risk profile has not materially changed since 2006."


Further, if you go further on page 49, page 32 of my compendium:

"Union reiterated throughout the proceeding that its business and/or financial risks have not changed since 2006.  Accordingly, there is no reasonable basis for the Board to increase Union's deemed common equity ratio above the 36 percent reflected in rates."


Now, once again, are you aware that Union was subject to performance-based ratemaking?


MS. McSHANE:  I am.


MR. JANIGAN:  Is there any reason to believe that OPG will be treated any differently by the Board than EGDI or Union on their performance-based ratemaking?


MS. McSHANE:  Treated any differently?


MR. JANIGAN:  Treated any differently.


MS. McSHANE:  I think that they will treat them the same way in the sense that they will treat them fairly.  You know, both Union and Enbridge had negotiated settlements.  So the PBR plan was not one that was imposed on them.  So, I mean, that potentially is a difference.


The results -- the financial results for Enbridge and Union, I mean, reflect their own specific circumstances.  If you look at the returns of OPG in comparison over a similar period, I mean, the regulated returns have been in the 4 percent range, you know, compared to the returns of Union and Enbridge, which have been -- which were materially higher.  So it is hard to take the situations of those two gas distributors and attribute them to OPG.


If you look at the returns of the electricity distributors under -- under IRM, incentive ratemaking, I think, is the right terminology -- I mean, those returns have been considerably lower on average than the ones under incentive or performance-based regulation for Union and Enbridge.


MR. JANIGAN:  Are you aware that both Gaz Métro and FEI B.C. Gas have been on PBR for almost a decade?


MS. McSHANE:  Gaz Métro has been on a form of performance-based regulation.  And are you talking about Fortis B.C. Energy Inc., the gas distributor?


MR. JANIGAN:  Yes, that's correct.


MS. McSHANE:  It also had been on incentive-based regulation for a number of years.


MR. JANIGAN:  Is there any evidence that they have suffered any risk in the dictionary sense of incurring harm, have consistently overearned their allowed ROE on PBR?


MS. McSHANE:  I think, on average, they have earned higher than their allowed return, which of course is what PBR is designed to incent companies to do.


That doesn't mean that they didn't face risk during that period.  It doesn't mean they didn't face higher risk than they did under cost-of-service regulation.


For OPG, in particular, I mean, it is a different -- it is a different business.  As was discussed earlier this morning, I mean, there are no other examples that I am aware of of generation companies that are subject to rate base, rate-of-return regulation.


So the PBR approach or incentive ratemaking approach to OPG will be fairly unique, and so even -- even if you concluded that there was no greater risk under PBR or incentive ratemaking for the gas distributors, I don't think that, given the unique circumstances of OPG, that you could conclude the same.


MR. JANIGAN:  Well, I wonder if you could turn over to page 34 of my compendium, and I believe this is the S&P report that you referred to on page 18 of your evidence?


MS. McSHANE:  Yes, I see that.


MR. JANIGAN:  And can you confirm for the Board that -- and it is May 29th, 2013 report on C.U. Inc., the parent of ATCO Electric, ATCO Gas, And ATCO Pipelines -- that S&P made a statement with respect to the effect of PBR?


MS. McSHANE:  So in paragraph 1, under "business risk, excellent", it says:

"We expect that PRB..."


Sorry, they obviously got that backwards.
"...that will apply to ATCO Electric Distribution and ATCO Gas beginning in 2013 will heighten regulatory risk during its rollout and the initial five-year period but remain consistent with an excellent business risk."


Is that what you're referring to?


MR. JANIGAN:  That's correct.


MS. McSHANE:  Okay.


MR. JANIGAN:  Can you confirm that performance-based ratemaking was effective in Alberta in 2013 and this S&P report was nine months after it started?


MS. McSHANE:  Well, the report is May 29th.  So that would be five months, because it started beginning in 2013.


MR. JANIGAN:  Yes.  So it would appear that, at least according to this particular analyst, that the regulatory risk applied by presumably a well-respected utility tribunal such as exists in Alberta will not in any way damage the excellent business risk of the companies associated with C.U. Inc.


MS. McSHANE:  Well, it says it will heighten regulatory risk.  I mean, there are various categories of business risk: excellent, strong -- I've forgotten what the other categories are -- vulnerable, weak.  And essentially, what I understand S&P to be saying is that it will increase business risk, just not enough to take it out of that "excellent" category into the "strong" category, which is the category that OPG is in.

MR. JANIGAN:  Okay.  Now, page 18 of your evidence, I believe you referred to a paper by Camacho and Menezes, and we have appended an excerpt from that paper on pages 35 and 36 of our compendium.


It is noted in the conclusion on 36 that:

"We have investigated the relationship between price regulation and the cost of capital in a two-period model in which the regulator faces moral hazard and an entrepreneur is capital-constrained.  In our model, the cost of debt is greater than or equal to the cost of equity.  Thus the entrepreneur chooses the minimum level of debt possible."

Now, just with respect to the subject matter of this paper, when they talk about a two-period model, are they talking about a theoretical model or an empirical model?

MS. McSHANE:  It is a theoretical model.


MR. JANIGAN:  When they talk about an entrepreneur, do they mean a utility like OPG with a $10 billion rate base?

MS. McSHANE:  I don't know what they meant by that.


The point that I was making had nothing to do with the specific subject of this paper.  It had to do with the fact that it provided a nice, neat conclusion on what the various empirical studies had shown.  And that's what was cited on page 18 of my testimony.

I wasn't particularly concerned about what this paper was doing theoretically, but their summary of prior empirical analyses.

MR. JANIGAN:  Well, it just seems to me if we're going to apply it, their model to OPG, that there should be adequate similarities between what they have been studying and what we're comparing it to.

MS. McSHANE:  No, because that wasn't the point.  The point was simply to indicate that the empirical literature on incentive-based regulation showed that cost of capital was higher under price regulation than under cost of service regulation.


It has nothing to do with this particular model, theoretical model that these two authors were discussing, and I wasn't intending at all to suggest that anything in this paper that had to do with modelling PBR versus cost of capital had an implication specifically for OPG.

MR. JANIGAN:  Okay.  I mean, when they say it is -- for example, that the entrepreneur is capital-constrained, surely that can't be a utility with an investment-grade bond rating that they're talking about?

MS. McSHANE:  Well, nobody can go out and raise all the capital they wanted at the price they would like.


Again, this is -- these two authors were developing a theoretical model to test the proposition that you could -- you could create a balance between the welfare to customers through the adoption of PBR and the cost of capital, that essentially what happens under -- what should happen under PBR is that you get lower prices.


You get lower prices at the expense, if you will, of a higher cost of capital.  And what they were trying to model -- and I don't know how -- I don't think necessarily their assumptions were all that realistic, but they were trying to show that you could come up with a solution where you get the lowest prices for the lowest cost of capital.


Again, my point was really to take their summary of the empirical studies that had been done, where people actually went out and tried to observe what the cost of capital differences were under cost of service versus price-based regulation or incentive-based regulation.


And it was a nice, neat summary there, rather than going to 20 different articles myself and putting --


MR. JANIGAN:  So pay no attention to their model; is that --


MS. McSHANE:  No.  I wasn't -- again, not intending to put any emphasis on their model at all.

MR. JANIGAN:  Okay.  On page 19 of your evidence, you discuss the importance of bond ratings and refer to the AUC decisions in 2009 and 2011; is that correct?

MS. McSHANE:  Yes.


MR. JANIGAN:  And I believe you were in a BCUC hearing in 2012 where a decision was rendered in 2013, which is in my compendium at page 37.  I wonder if you could turn over the page to page 38.

MS. McSHANE:  I have that.


MR. JANIGAN:  And it indicates three-quarters of the way down the page:

"The commission panel will continue to be guided by the fair return standard, with its three tests of financial integrity, capital attraction and comparable return, in determining an appropriate capital structure and ROE.  The panel supports the maintenance of an A category credit rating, but only to the extent it can be maintained without going beyond what is required by the Fair Return Standard."

Do you agree with the BCUC, that the overriding importance is the fair return standard and that an A rating is nice but the fair return standard trumps it?

MS. McSHANE:  I would say that I generally agree, but I would think that for most large utilities, that the ability to maintain -- or achieve or maintain an A rating is sort of within the confines of meeting the fair return standard.


I mean, there are going to be some small utilities that they're just too small to be able to have an A rating.  And you couldn't set a common equity ratio high enough for them to have an A rating.


So in those circumstances, I would say that it would -- it would contravene the fair return standard, if you will, to try to set an equity ratio where you couldn't ever reach the A rating.

MR. JANIGAN:  But with respect to most Canadian utilities, most large Canadian utilities, the fair return standard is obviously the –- trumps, as it were, the requirement for an A rating?

MS. McSHANE:  Well, the fair return standard partly has to do with comparable investment returns.  And your comparables -- for example, your comparables to Fortis BC Energy Inc. -- are A-rated utilities.


So I would think that an A, you could see an A rating as, in those circumstances, as being incorporated into the fair return standard.

MR. JANIGAN:  I wonder if you could turn up --


MS. HARE:  Can I just interrupt, Mr. Janigan?  You are really beyond your time estimate.  So a couple of minutes.

MR. JANIGAN:  Can I have till noon to wrap up?  I have about five more questions.


MS. HARE:  Okay.


MR. JANIGAN:  Thanks very much.


MS. HARE:  But you know what?  What we're trying to do is keep to people's time estimates, and you are over.


MR. JANIGAN:  I am going to try to shave my other -- my questions for the panel this afternoon accordingly.


MS. HARE:  Okay.  That's a deal.

[Laughter]


MR. JANIGAN:  You drive a hard bargain.

[Laughter]


MR. JANIGAN:  Could you turn up page 40 of my compendium?

MS. McSHANE:  I have that.

MR. JANIGAN:  Can you confirm that most of these US utilities have S&P bond ratings in the BBB category?

MS. McSHANE:  The -- are you looking at this graph here?

MR. JANIGAN:  Yes.


MS. McSHANE:  So the graph, the median bond rating for the universe of U.S. utilities is triple B-plus.

MR. JANIGAN:  Okay.  Do the utilities with triple B S&P bond ratings have access to debt capital on fair and reasonable terms?

MS. McSHANE:  Yes, in the U.S. they do.  The triple B market in the U.S. is much larger and deeper than the triple B market in Canada.

MR. JANIGAN:  Now, in that hearing, C.U. Inc.'s DBRS rating was A-plus and its S&P rating A.  Is it normal that DBRS utility ratings are higher than the S&P ones?

MS. McSHANE:  Yes.

MR. JANIGAN:  I wonder if you could turn the page and look at the table that shows the summary of the longest maturity debentures issued by C.U. Inc. in each year since 2000.

MS. McSHANE:  I have that.

MR. JANIGAN:  C.U. has recently been raising 50-year money; is that correct?

MS. McSHANE:  Yes.

MR. JANIGAN:  And in 2012 the cost was well under 4 percent, but most recently under 5 percent.

In your view, why is it prudent for C.U. to raise 50-year fixed-rate debt to finance its utility operations?

MS. McSHANE:  Because they're long-term assets and 50-year debt in the current capital markets hasn't required much of a premium over 30-year debt, if any.

MR. JANIGAN:  Okay.  Finally, I've given you a one-page exhibit.  I don't think it's been marked yet.  It is news from Ontario Power Generation of June 24th, 2014.

MS. HARE:  Could we give that an exhibit number, please, Mr. Millar?

MR. MILLAR:  K10.3.
EXHIBIT NO. K10.3:  NEWS FROM ONTARIO POWER GENERATION OF JUNE 24TH, 2014.

MR. JANIGAN:  It indicates that bonds were issued in the amount of $200 million at a fixed 3.416 annual interest rate, due June the 20th, 2024, a ten-year period.

And this seems to be somewhat in excess of the spread recommended by OPG in its evidence over the ten-year Canada bond spread.  Is that correct?

MS. McSHANE:  Well, I don't know exactly what the spread was, but about the same point in time the ten-year Canada was 2.3.  So that would be a spread of about 1.1.  I think, if I recall OPG's evidence, they were looking at a spread of 1.26 for ten-year Canadas.   But these -- I don't think you can make a comparison between the two.  These are senior secured bonds, which typically are going to have a lower spread than unsecured bonds.  And they are -- they were rated -- I know this is in here.

MR. JANIGAN:  A-high?

MS. McSHANE:  A-high, right.  OPG itself is not rated A-high.

MR. JANIGAN:  This is not any indication that spreads are narrowing, is it?

MS. McSHANE:  I think they have narrowed a little bit.  I don't know whether this -- this has anything to do with that per se, but I think they have narrowed a little bit since the end of 2013.  I'm not sure what the date that OPG provided their spread assessment was.

MR. JANIGAN:  Thank you, Madam Chair.  Thank you, Ms. McShane.  If this is the last time we cross-examine you, if you are indeed retiring, I would thank you for your indulgence and patience with my questions over the last 22 years and leave it there.

MS. McSHANE:  It's been my pleasure.

MS. HARE:  Thank you.  Mr. Thompson, I understand you are next on behalf of CME.

MR. THOMPSON:  Yes.  Thank you, Madam Chair.
Cross-Examination by Mr. Thompson:

MR. THOMPSON:  First of all, Ms. McShane, Mr. Janigan only has 22 years.  I think we probably have 42.  But that is neither here nor there.

In terms of your report, which is in evidence here today, the facing sheet seems to indicate that it was prepared on December of 2013.  Have I got that straight?

MS. McSHANE:  Yes.

MR. THOMPSON:  And that date appears to be several months following OPG's filing of its application and evidence in this case.  Is that correct?

MS. McSHANE:  No.  They filed September, I think.

MR. THOMPSON:  Okay.  And did you have anything to do with the preparation of the pre-filed evidence that preceded your report?

MS. McSHANE:  No.

MR. THOMPSON:  Okay.  And so when you embarked on your report-writing, you knew what OPG was asking the Board to approve?

MS. McSHANE:  Yes.

MR. THOMPSON:  And is it not fair to conclude that that fact in and of itself ruled out a report from you that said the 47 percent was too high?

MS. McSHANE:  No, I wouldn't have provided a report that indicated anything other than what I considered to be a reasonable assessment.

MR. THOMPSON:  All right.  Do you think they would have asked you to report if they thought you were going to say anything other than what you're saying in this case?

MS. McSHANE:  That's not a question that I have any reason to believe that, you know, that they thought I would do anything other than provide an independent report.  I mean, they knew that I'd provided reports for them in the past.  They knew that I was familiar with their operations, but, I mean, I think that they certainly, you know, were looking for someone to provide a report that was -- assessed the circumstances fairly.

MR. THOMPSON:  All right.  Let's move on.

Now, in -- this is just for completeness.  In the evidence, your evidence at Exhibit L, tab 3.1, schedule 17, SEC 24, pages 22 and -- I think it is 21 and 22, there is a reference to a schedule 1, which involves some calculations, if I read this evidence correctly.  But I couldn't find that schedule in the material.

MS. McSHANE:  It was left out and it was filed later, and I can't tell you whether it was given a separate exhibit number, but I know it was filed, and perhaps...

MR. THOMPSON:  Okay.  So I missed that.  So it is in the record already, you're telling me?

MS. McSHANE:  Yes, it is.

MR. THOMPSON:  Well, at some point if someone could give me that reference, it would be appreciated.

MR. KEIZER:  We will look for it, Mr. Thompson.

MR. THOMPSON:  Thank you.

All right.  Moving along then to the concept that you address in your report, which is at -- it starts at page 7, and it is what you call the stand-alone principle.  And you say that that principle dates back to 1978 in a footnote on that page.  Is that fair?

MS. McSHANE:  It says at least 1978.  There might have been something before that, but I'm not aware of it.

MR. THOMPSON:  Okay.  Well, that's far enough back.

Now, can you just explain, briefly, what that concept -- what were the facts that gave rise to that concept?

MS. McSHANE:  The facts that gave rise to the concept historically in Canada?

MR. THOMPSON:  Well, wherever.

MS. McSHANE:  Or you mean -- well, the facts that gave rise to it initially were that there were utilities and in -- mostly pipelines, I think at the time, that had both regulated and unregulated operations.  And the regulators determined -- the NEB and I think the Alberta -- whatever the Alberta Utilities Commission was at the time determined that you couldn't use the capital structure of the consolidated corporation because the risks of the consolidated corporation were different than the risks of the stand-alone pipeline operations.

So they began to use hypothetical capital structures that reflected the risks of the pipeline, and then, as it expanded across the country, the utility operations alone.

MR. THOMPSON:  Okay.  So the principles stemmed from utility companies being engaged in diversified activities?

MS. McSHANE:  I think that's where it stemmed from originally.

MR. THOMPSON:  And the stand-alone feature of the regulatory analysis was that the regulators looked at the utility carrying on as it were carrying on utility activity only?

MS. McSHANE:  Right.  So it was reflecting the risks of the utility operations, and it was not reflecting the risks of the non-utility operations.

And in addition, it, you know, extended to not taking into account who the shareholder was, because the return shouldn't be any different -- I'll use one of the Ontario utilities.  Why should the return be any different if Enbridge Gas is owned by Enbridge Inc. or, in its past life, you know, British Gas or whoever?

MR. THOMPSON:  Yes.  And so the concept then got applied to the energy -- the scene as it played out, where utility companies eventually -- in Canada, anyway -- became wholly-owned subsidiaries of energy conglomerates.

And the stand-alone principle there was you continued to look at the utility as a pure utility, and not be influenced by the activities of the parent or the other affiliates.

MS. McSHANE:  Right.

MR. THOMPSON:  And can we agree that the principle does not foreclose the regulator from considering the sources of capital that the stand-alone utility uses to finance its utility operations?

MS. McSHANE:  I'm not sure what you mean by that.

MR. THOMPSON:  Well, we look at the utility as if it were operating purely as a utility.  But that doesn't preclude the regulator from considering the actual sources of capital used by the utility to support those utility activities, does it?

MS. McSHANE:  So can you give me an example of what you had in mind?

MR. THOMPSON:  Well, in your evidence, you say on page 7:

"Adherence to the stand-alone principle ensures that the focus of the determination of a fair return is on the use of capital, i.e., their opportunity cost, not the source of the capital."

What I'm suggesting is to the extent you're suggesting regulators can't look at the sources of capital that are actually used to support the utility activities, that statement is incorrect.

MS. McSHANE:  The statement is that the focus is on the use, the point being that you should be looking at the risk of the operations.

So that it would not be correct to say that because, you know, a company could raise debt for its overall operations at, say, 4 percent, reflecting the risk of the overall operations, it should necessarily apply a 4 percent cost rate to specific operations if those operations are of higher risk than the overall operations that incurred the 4 percent debt cost.

MR. THOMPSON:  Okay.  But a regulator -- the Ontario Board and other boards clearly look at actual financings and the actual costs in determining the appropriate return on capital for the utility activities.

MS. McSHANE:  Oh, sure.  So for example, we could go back to this stand-alone principle.

So let's say you have Nova Gas Transmission.  This was an actual case back in the late '70s, early '80s, when it was, at the time, Nova Corporation, and it had a lot of chemical operations in addition to its pipeline operations.

So the regulator looked at the debt that was issued by Nova Corporation and concluded that that debt cost was higher than the costs that would have been incurred by Nova Gas Transmission on a stand-alone basis, and ended up imputing a lower cost to the pipeline than the cost at which the debt was actually incurred.

So yes, regulators do look at the costs associated with debt and equity.

MR. THOMPSON:  And nothing in your report is intended to suggest that that is inappropriate?  Are you?

MS. McSHANE:  No.

MR. THOMPSON:  Okay.  So let's move on to risks.  Your evidence talks a lot about the trends in risks, and Mr. Janigan has been through that with you in some detail.

But in OPG's evidence -- and others have been referring to it -- there are two rating agency reports.  They are found at Exhibit A2, tab 3, schedule 1, attachment 1.  And one is the Standard & Poor's report of February 8, 2013, and the second is a DBRS report of March the 27th, I believe it is, 2013.

Have I got that straight?

MS. McSHANE:  I don't have copies of those with me.

MR. THOMPSON:  Oh, I see.  I thought they were documents that were referenced in your material.

MS. McSHANE:  I'm being provided with a copy.

MR. THOMPSON:  Okay.  Well, my first question of you is:  Are these the most recent reports on OPG?  Or -- these appear to be dated in the spring of 2013.  Do we have 2014 rating agency reports on OPG?

MS. McSHANE:  There have been rating reports issued since this time.

MR. THOMPSON:  And can you undertake to provide those to us?

MR. KEIZER:  Yes, that's fine.

MR. MILLAR:  J10.1.
UNDERTAKING NO. J10.1:  TO PROVIDE 2014 RATINGS AGENCY REPORTS ON OPG.

MR. THOMPSON:  And can you just give us the list of what they are?

MS. McSHANE:  There's a --


MR. THOMPSON:  We have another Standard & Poor's and another DBRS?

MS. McSHANE:  Yes.  There is a newer report of each of those, both issued in the first quarter of 2014.

MR. THOMPSON:  And are there any others that are not, like Moody's?  Or did they have a --


MS. McSHANE:  OPG is not rated by Moody's.

MR. THOMPSON:  Okay.  And so what do the most recent reports say?  Is the A-low continuing?  Is it trending up?  The A-low is the DBRS rating, by the way.  If you go to attachment 2 at page 10 -- this is Exhibit A2, tab 3, schedule 1, attachment 2, the last page -- there is a picture worth a thousand words, but there is rating history of OPG for 13 years and it is a flat line, A-low.

MS. McSHANE:  So OPG's rating hasn't changed, because it has government support.

MR. THOMPSON:  Right.  But that's about as stable as you can get if one looks at that picture, right?

MS. McSHANE:  Again --


MR. THOMPSON:  It doesn't get any better than that.

MS. McSHANE:  Well, because it has government support.  In the absence of government support, I expect that you would have seen changes in the stand-alone debt rating.

MR. THOMPSON:  But that's what it is.

MS. McSHANE:  That's what it is.

MR. THOMPSON:  A-low.

Just before I leave it, Mr. Janigan filed the news release.  I forget the number.  K...

MR. MILLAR:  It's 10.3.

MR. THOMPSON:  10.3?  Where it was referring to a secure -- a recent bond issuance?

MS. McSHANE:  Project financing for -- yes.  For one generating plant.

MR. THOMPSON:  Okay.  I guess what confused me is in your evidence you say it is only the consolidated entity that can be rated, or words to that effect.  Do you recall that?

MS. McSHANE:  Do you have the page number?  I think I --


MR. THOMPSON:  Yes, it's page 21 of your evidence:

"OPG's regulated operations do not have a separate debt rating."

MS. McSHANE:  That's true, they don't.

MR. THOMPSON:  "Only the consolidated company is rated."

MS. McSHANE:  And that is not precisely true.  As you point out, there are specific project financings that the debt issue itself has a rating.

MR. THOMPSON:  So what this release states is accurate.  It was an actual rating of the particular bond and not the entity issuing the bond?

MS. McSHANE:  That's right.  So it reflects the specific circumstances, covenants, of that issue.

MR. THOMPSON:  Okay.

MR. KEIZER:  Sorry, just before Mr. Thompson moves on, and just going back to K10.3, but just to follow on for clarity of the record, the bonds referenced in this news release, the bonds were issued by Lower Mattagami Energy Limited Partnership, which is a limited partnership between OPG and L.N. Energy Inc., which is, I guess, also an OPG entity, but it is a separate entity.

MR. THOMPSON:  Okay.  Well, the release says "today OPG reached financial close -- financial close".  At any rate, we're splitting hairs, I think, but is this recent issuance a market indicator that OPG's risks have not changed?

MS. McSHANE:  No.  This has everything to do with this specific entity and this specific issue.  I don't know that it says anything about -- or doesn't say anything about whether OPG's regulated operation risks have changed. This isn't a regulated project.  So there is no connection.

MR. THOMPSON:  But the recent rating reports, which are going to be filed, do, based on what you have told me, appear to indicate -- appear to be a market indicator that OPG's risks, at least as the market perceives them, are unchanged.

MS. McSHANE:  No.  I don't think you can conclude that either.  The fact that the ratings haven't changed has to do with the fact that OPG has government support underpinning its perceived ability to repay any outstanding debt obligations.

That support will make up for any change in the underlying business risks that the debt rating agencies might perceive.

MR. THOMPSON:  Well, the way I play that back is that the real world recognizes the realities of OPG's linkage to the Government of Ontario.

MS. McSHANE:  Well, in terms of debt issuances, yeah.  The debt investors are -- they're mainly concerned with the perceived ability to recover their interest payments and the par value of their debt.  And so they are going to put weight on government -- the support of the government, and that is not just unique to OPG.  It is also a factor when it comes to debt ratings of, say, Fortis Alberta Inc.

I mean, if you read a Fortis Alberta Inc. debt rating report, you will see that the rating is at least in part determined by the debt rating agency's view of how able and willing Fortis Inc. would be to assist Fortis Alberta in the case of some financial distress.

So, you know, OPG is not unique in having the debt rating agencies consider sort of backup, if you will.

MR. THOMPSON:  Are you suggesting that the Board should ignore that reality?

MS. McSHANE:  In terms of setting an appropriate capital structure and return on equity, I think it needs to look at what the stand-alone appropriate equity ratio and cost of equity are.

I mean, the utility, in terms of capital structure, should be able to stand on its own, shouldn't be putting pressure on the taxpayers through a lower common equity ratio than is appropriate for the business risks.

And the common equity return should reflect the opportunity cost of the equity in the company, which means that it should be commensurate with the returns that are available to utilities or other entities of similar business risk.

MR. THOMPSON:  So are you suggesting that the Board should ignore the reality of OPG's linkage to the Government of Ontario?

MS. McSHANE:  It doesn't ignore it, because the costs of debt that are borne by customers, in effect, take account of the better actual debt ratings than OPG could achieve without that government support.

So there is a benefit to customers.  That doesn't mean that the Board should then determine that the equity return or the equity ratio should be other than what the stand-alone principle and the fair return standard call for.

MR. THOMPSON:  All right.  So the Board considers it?

MS. McSHANE:  It certainly takes it into account in approving the cost of debt.

MR. THOMPSON:  And, what, ignores it when considering the capital structure and the cost of equity?

MS. McSHANE:  It doesn't ignore it.  It follows the appropriate stand-alone principle and the fair return standard.

MR. THOMPSON:  Now, back to the stability of OPG's rating that I mentioned that -- the DBRS report, and that's the straight line on A-low for 13 years.

I gathered from your testimony and also from these rating reports that contributing to that outcome was the fact that more than 75 percent of the earnings before income taxes and amortization, I think it is, EBITA (sic), was within the ambit of regulation.

You make a reference to that figure of 75 percent on page 21 of your report.  You say:

"At the time of S&P's most recent credit report, OPG's regulated operations comprised over 75 percent of the company's consolidated earnings before EBITDA."

Do you see that?

MS. McSHANE:  I see that -- what was the question?

MR. THOMPSON:  Well, I suggested that contributing to this stable rating line that we saw on DBRS was that fact.  A lot of this --


MS. McSHANE:  I wouldn't think so, because the percentage of regulated operations has been changing over time.  Again, I believe that the straight line has to do with the fact that there is government support behind the credit rating.

MR. THOMPSON:  And I thought that the credit raters gave a plus to the regulatory support --


MS. McSHANE:  They would.


MR. THOMPSON:  -- that OPG enjoys?

MS. McSHANE:  Sure.  I mean, they would consider, A, the fact that the company's regulated.  I mean, that is typically a plus.


And B, the supportiveness of the regulatory environment would be taken into account in determining a rating.

MR. THOMPSON:  Okay.  And your evidence indicates -- again, it is in the footnote -- that the effect of rolling the newly regulated hydroelectric generation assets in with the previously prescribed assets is -- the way I read it, its effect is to increase that number from 75 percent to 100 percent.


MS. McSHANE:  It would be pretty -- well, much closer to 100 percent than 75.

MR. THOMPSON:  Okay.  And so that seems to me to be a positive, in terms of assessing changes in risks.  Risks would be going down, all other things being equal, with that outcome?


MS. McSHANE:  Risks for what?  Risks for OPG consolidated?

MR. THOMPSON:  Right.


MS. McSHANE:  But we're not here to discuss OPG consolidated.  We're here to discuss the risks of OPG's regulated operations.

MR. THOMPSON:  Well, aren't you saying they're one and the same now?

MS. McSHANE:  They will be closer to being one and the same, but that doesn't mean that -- when we're talking about an assessment of the change in risk from the time of EB-2010-0008, we're talking about changes in the risks of the regulated operations, not the change in the risk of the consolidated operations.

MR. THOMPSON:  Let me move on now.

In terms of this question of risk, are you aware of the response to Undertaking J3.9, in which OPG indicated that 20 to 30 percent of its revenue requirement is covered by deferral and variance accounts?

MS. McSHANE:  I am aware of that.

MR. THOMPSON:  That would have a risk minimizing effect, would it not?

MS. McSHANE:  Well, the Board's already taken into account the fact that deferral accounts mitigate risk.

I think, from my perspective, when I look at that number, I want to have some sense of:  How does that compare to other companies?

So if I look at Enbridge Gas, for example, or Union Gas, well, 50 percent of their costs are covered by deferral accounts, just by virtue of the fact that they have a purchase gas variance account.

The other thing that one needs to take into account when you look at a number like 20 to 30 percent of the costs are covered by deferral accounts is:  How does the rate structure of OPG compare to the rate structure of other utilities?

Well, OPG has totally variable rates.  Other utilities have a significant proportion of their fixed costs recovered in customer charges or fixed rates, so that they have, within the rate structure, a higher, not guarantee, but probability of recovering their costs.


I will give you an example of that.  Take ATCO Gas, which is a company we've mentioned in cross-examination earlier today.  60 percent of their fixed costs are recovered in fixed rates.  So although they're not -- they're not formally deferral accounts, they have sort of a similar impact, if you will, on the ability to recover costs.

So 20 to 30 percent of your costs being covered by deferral accounts is probably at the low end.

MR. THOMPSON:  So are you saying it is a negative?

MS. McSHANE:  I'm not saying it is a negative; I'm just saying you have to look at it relatively speaking.  Having deferral accounts is a risk mitigator.  There is no doubt about that.


MR. THOMPSON:  And compared to an unregulated entity of comparable risk, 20 to 30 percent guarantee coverage, as you put, it is a plus?

MS. McSHANE:  Well, let's step back.  It's not guaranteed.

MR. THOMPSON:  I just used your word.

MS. McSHANE:  Well, I apologize if I overused that word.


But if you put costs in a deferral account, you have a reasonable assurance that you're going to be able to recover those costs.  But all of those costs are going to be subject to prudency reviews, so there is no guarantee you will recover them.


Having said that, I don't disagree that deferral accounts are a risk mitigator; this Board recognized that when it set the 47 percent common ratio back in the first regulated payments proceeding, specifically mentioned that in arriving at the 47 common equity ratio.

MR. THOMPSON:  All right.  Let me move on to OPG's financial statements, if I might.  And the 2013 financial statement is filed as Exhibit -- sorry, the audited, yes, financials, annual report.

It is Exhibit L, tab 2.1, schedule 6, ED-003.  The question asked for a copy of OPG's most recent audited financial statements, and then what was provided as attachment 1 are OPG's reports on its 2013 financial results, dated March 6th, 2014.

Are these part of the materials that you have reviewed in connection with your engagement here?

MS. McSHANE:  Are you asking me if I reviewed, prior to writing my report, the 2013 financial results?

MR. THOMPSON:  No, I'm not.  I assume you didn't, because they wouldn't have been in existence then.


But you described to Mr. Janigan or someone else the -- all of the material that you had reviewed.  And have you seen these statements before today?

MS. McSHANE:  I have looked at the financial results of the corporation.  I have looked at the -- I have seen the 2012 financial results and the 2011 financial results for the prescribed assets.  I am sure I have looked at the 2012 financial results for the consolidated operations.

MR. THOMPSON:  The few questions I have here may be better directed to panel 7, but just before I leave it, if you go to -- you have to go in 74 pages and then you will come to the consolidated financial statements, and they have, then, another series of page numbers.

If you go to page 9 of the consolidated financial statements -- well, pages 8 and 9 -- you will get the balance sheet as at December 31, 2013.


MS. McSHANE:  I see that.

MR. THOMPSON:  Okay.  Under "Liabilities" there is accumulated deferred income taxes of $565 million in 2013.  Do you see that?

MS. McSHANE:  Yes.

MR. THOMPSON:  And in that the operations of OPG effective December 31, 2014 will be almost all regulated, can one reasonably conclude that more than $500 million of deferred taxes will be supporting regulatory -- regulated activities?

MS. McSHANE:  I haven't looked at those numbers, but -- when you say "supporting them" --


MR. KEIZER:  I think this is a question that's better left to the finance panel, if he's going to want an understanding of what is in the financial statement and what's actually applicable.


MR. THOMPSON:  All right.  Well, I will raise it there.  But let's, for the purposes of my next question, Ms. McShane, assume that there are accumulated deferred income taxes as of the roll-in of the newly regulated, as well as some related to the previously prescribed assets, that are part of the balance sheet that supports the regulated activities.


Assume it is a number -- for the sake of argument let's say it is $500 million.


MS. McSHANE:  It's sitting on the balance sheet of the regulated activities?


MR. THOMPSON:  Correct.


MS. McSHANE:  I will assume that with you for the purposes of our --


MR. THOMPSON:  And can then you confirm to me, in that scenario, that this Board allows a return of zero on rate base that is supported by accumulated deferred taxes?


MS. McSHANE:  No.


MR. THOMPSON:  And why can you not do that, when Dr. Sherwin and yourself were instrumental in bringing us to that point?


MS. McSHANE:  Because I think you are confusing something, and I will explain why I think you are confusing it.


When utilities collect income taxes from customers on a future income-tax basis -- in other words, they're collecting deferred taxes in rates -- then it is possible to argue that those deferred taxes that have been collected but not paid should be taken into account in setting the rate base.


That's not the case here.  The deferred taxes that are sitting on the balance sheet are there because they're required to be there for accounting purposes, but they're not amounts that have been collected from customers.  OPG is on an income-taxes-payable regime, just like Enbridge Gas and Union Gas is.


If you looked at Enbridge Gas's audited financial statements, you will see an amount of deferred income taxes -- I forget what the amount is.  I'm going to say it is in the, you know, couple-hundred-million-dollar range -- offset by a regulatory asset for collection of future income taxes.
Union Gas and Enbridge Gas are both on income taxes payable, but they have to, for financial-statement purposes, disclose those deferred taxes on their balance sheet.  But they're not part of rate base.  They're just part of the financial statements.


MR. THOMPSON:  Okay.  Well, maybe we can leave it.  I will leave it and take it up with the panel 7.  But there's no doubt there are deferred tax liabilities on the balance sheets of the entities that -- sorry, of the assets that have been rolled into regulation.  And we can see that from a document that was provided pertaining to the newly regulated assets.


MS. McSHANE:  Yes.  When those newly regulated assets will be transferred to regulation, they will bring a deferred tax balance with them.  But it doesn't have anything to do with whether deferred taxes have been collected from customers or not.


MR. THOMPSON:  Well, I take your point there.  But it may have something to do with the return that is allowed on that component, but I will move on.


The other area -- and then I am just about done -- deals with the newly-regulated hydro assets.  And you did discuss this, I think, with a previous questioner.


But -- and I think it might be in the reports of some of the rating agencies.


Are you aware that -- as to whether these assets were recovering their costs in the period ending December 31, 2013?


MS. McSHANE:  My understanding is they were not recovering their costs.


MR. THOMPSON:  So does it follow from that that all of the monies invested -- sorry, relating to the -- all invested monies related to these assets could not be serviced in a competitive market environment?


MS. McSHANE:  Can you say that again, please?


MR. THOMPSON:  Does it follow from the fact that the assets were not covering their costs, that all of the invested monies could not be serviced in a competitive market environment?


MS. McSHANE:  No.  It doesn't mean that they couldn't be in some competitive market.  It means that in the market, the way it's been set up in Ontario, they have not been able to recover, or they would not necessarily be able to recover, all of their costs.


MR. THOMPSON:  Fine.  Well, at the time -- sorry.  I'm talking about the situation as of December 31, 2013.  And at that point the monies invested in the newly-regulated hydro assets could not be serviced in a competitive market environment at that point in time.


MS. McSHANE:  Well, I guess -- I am not trying to be difficult.  When you say "a competitive market", I mean, there are different forms of competitive markets.  I would say that the way the Ontario market was operating, as of December 2013, the outlook would have been that they could not have recovered all of their costs and earned a compensatory return.


MR. THOMPSON:  I should have said "the competitive market in Ontario", and I would have gotten to this point sooner.


And so with that in mind, if you could turn up in Exhibit K3.6, at tab 15, the Auditor General's report.  Do you have that?


MS. McSHANE:  I do.


MR. THOMPSON:  Okay.  The first paragraph reads:

"In past annual reports we examined the status of the electricity sector's stranded debt, defined as that portion of the total debt of the old Ontario Hydro that could not be serviced in a competitive market environment after restructuring of the electric -- electricity sector in 1999."


So taking that as the definition of "stranded debt", and accepting that these assets -- these newly-regulated hydro assets could not be serviced in a competitive market environment in 2013, does it not follow that the capital supporting those assets as of December 31, 2013 is stranded debt?


MS. McSHANE:  Well, it's not all -- the capital that would have been supporting the newly-regulated operations isn't all debt.  I think you could say that -- that those assets, there was a certain aspect of those assets that was stranded, in the sense that the existing mechanism or paradigm would not allow for recovery of the costs.


And so in order to remedy that, the -- those assets are being proposed to be regulated, so they won't be stranded.

MR. THOMPSON:  Right, but from the perspective of electricity consumers, what they were paying for capital that supported the previously regulated hydroelectric assets was the stranded debt charge.


And what's happening is there's been a switch, removing those assets from stranded debt and capital support to regulation.

MS. McSHANE:  Sorry, I have lost that train of thought.


MR. THOMPSON:  Well, let me try it again.


I thought you agreed that the previously regulated hydroelectric assets that could not be serviced in a competitive market environment in Ontario were being supported by stranded debt.


MS. McSHANE:  So there was stranded debt that was the difference between what the total debt of the former Ontario Hydro was and the amount that was determined to be recoverable in a competitive market with rates determined by the market.  And that was in 1999.

And after 1999, some of the assets that originally were subject to competition became regulated, and now some additional ones have become regulated.

MR. THOMPSON:  Okay.  Well, let's assume that there is stranded debt supporting a portion of the previously regulated -- previously unregulated hydroelectric assets as of December 31, 2013.

Take that as an assumption.

MS. McSHANE:  I don't know why you would say the debt was -- I mean, just because all -- you might not be able to earn a total return commensurate with the risks of the operations, you might still be able to cover the debt costs that are underpinning those assets.

MR. THOMPSON:  Well, I will take it up with the finance panel as to the extent to which those assets were covering so-called debt costs, but let's assume that they weren't covering debt costs.  Okay?

All I'm suggesting is the capital, the source of the capital supporting those assets, before they're being rolled into regulation, was, as far as electricity consumers were concerned, stranded debt.  What they had to pay to the government for stranded debt covered what couldn't be covered by the operation of those assets in the competitive market.  Do you understand that --


MS. McSHANE:  I understand what you're suggesting, but the -- what consumers were paying, are you talking about the stranded debt charge?

MR. THOMPSON:  Right.


MS. McSHANE:  Okay.  So consumers were paying 0.7 cents a kilowatt-hour, which reflected the difference between the total debt of the old Ontario Hydro and what was believed to be recoverable in electricity prices going forward.


So there was some amount that, having done that analysis of future cash flows, was believed to be residual stranded debt, and a charge of 0.7 cents a kilowatt-hour was assessed in order to be able to retire that additional residual stranded debt.

MR. THOMPSON:  Do you know what the interest rate is being paid on -- in the calculation of the stranded debt charge?

MS. McSHANE:  No.  I'm not aware that there is any interest rate being charged to underpin the 0.7 cents.  I mean, that was -- that was taking, you know, how much debt there was and the -- you know, what the future cash flows were.

I don't know what the underpinning rate was.  I mean, the 0.7 cents, as far as I know -- and I'm saying this subject to check myself -- that rate has not changed, although the debt rate on the portfolio of OEFC debt has changed over time.

MR. THOMPSON:  Okay.  Let's say it is 0.7 cents.  Do you know whether there is any differential between what consumers were paying at the 0.7 cents, based on the net rate base that is moving from outside regulation into regulation, compared to what costs of capital consumers will be asked to pay on that net rate base inside regulation?

MS. McSHANE:  No.  I have no idea.

MR. THOMPSON:  No idea?  All right.  Well, I will follow that up with number 7.


And with that, thank you, Madam Chair.  I am finished.


MS. HARE:  Thank you, Mr. Thompson.

It is 10 to one, so unless you have a problem, Dr. Schwartz and Mr. MacIntosh, I suggest we take our lunch break and then you will cross-examine right after lunch.  Is that okay?

DR. SCHWARTZ:  Sure.


MS. HARE:  So we will take a break until 10 to 2:00.

--- Luncheon recess taken at 12:50 p.m.

--- On resuming at 1:59 p.m.

MS. HARE:  Please be seated.


We're resuming with the cross-examination of Ms. McShane, and we have Energy Probe, and I believe it is you, Dr. Schwartz, or --


DR. SCHWARTZ:  Yes.


MS. HARE:  -- Mr. MacIntosh?  Which is doing the cross?
Cross-Examination by Dr. Schwartz:

DR. SCHWARTZ:  Thank you, Madam Chair.  I will only have a few brief questions, because the previous examiners have raised the issues that I thought were most kind of noteworthy --


MS. HARE:  Okay.


DR. SCHWARTZ:  -- from the point of view of business risk, but that will be the essential subject of my question.
I will be referring -- and hello, Ms. McShane.


MS. McSHANE:  Hello.


DR. SCHWARTZ:  Nice to see you again.


I will be referring to your report, which is attachment 1 to the interrogatory response of OPG to the SEC, so it is Exhibit L, tab 3.1, schedule 17, SEC 024, and then attachment 1.  But my questions, I think, will be fairly general and brief.


Ms. McShane, do you have -- I'm not sure I saw this precisely in your report -- a particular equity ratio for the hydroelectric business of OPG in mind?  I mean, I think what you said is that the minimum, if there were to be established a separate one for hydro, the minimum would be 45 percent, but that's too low.


Do you have a figure in mind as to what it ought to be?


MS. McSHANE:  When I did this analysis previously, there was a range of 45 to 50.


DR. SCHWARTZ:  Oh, okay.  So that you don't have a specific number?


MS. McSHANE:  Not a specific number.


DR. SCHWARTZ:  That's fine, thank you very much.


The second question is a bit more general.  When we consider the factors that go into capital structure, as your report indicates, it appears that the Board has used a relative assessment and a highly qualitative one, in that, as you suggest at some point, the Board's view is that generation is riskier than transmission and distribution, but less risky than merchant generation.


MS. McSHANE:  I think that's fair.


DR. SCHWARTZ:  Yes.  This kind of relative -- I guess the word is relative distinctions by business line would seem to be relatively fixed, and yet when I read your report I see a number of very specific things that lead you to believe that the OPG hydroelectric may deserve a higher equity ratio than the minimum.


So I guess my question is, is it the business-line risk that has changed or, in your view, should the Board set the equity ratio on the basis of considerations other than business-line risk?  And that's an awkwardly worded question, but it is the best I can do for the moment.


MS. McSHANE:  Well, I think when you look at the initial assessment of what an equity ratio should be, you would look at relative business risks, trends in business risks, what the equity ratios are for other companies, what it takes, in terms of an equity ratio, to achieve an investment-grade rating, what the credit metrics look like.


DR. SCHWARTZ:  So to summarize your view then, the proper equity ratio should reflect a bend of relative business-line risk and company-specific issues?


MS. McSHANE:  Yes.


DR. SCHWARTZ:  Or features or --


MS. McSHANE:  Those features would include financial risks, as well as business risks.


DR. SCHWARTZ:  Thank you.  Okay.  I am going to leave that.


One of the areas that has come up today and is also in your report is the additional risk that OPG faces because of the incentive rate, incentive regulation, and you have suggested in your report that this is a source of risk that requires a higher equity ratio.


And I believe you had in mind -- correct me if I'm wrong -- that the way bond markets and credit raters look at these things, they would feel more comfortable with a higher equity ratio if -- under incentive regulation.


MS. McSHANE:  All other things being equal, there is higher risk under incentive regulation, and if you are going to have one ROE for all companies, then you would have to reflect that additional business risk in a common equity ratio.


Having said that, we're not proposing a change in common equity ratio here.  That's just one of the factors that was taken into account in coming to the conclusion that the existing common equity ratio continues to be reasonable for the test period.


DR. SCHWARTZ:  Okay.  Yes, thank you.  I don't have any question on that.  But ultimately, I guess, incentive-based regulation is designed, is it not, to encourage the regulated entity to become more efficient and then, therefore, retain a higher degree of profits.  So for the benefit of the shareholder.


MS. McSHANE:  And for the benefit of customers.  I mean, the customers benefit as well.


DR. SCHWARTZ:  Yes, fair enough.  Thank you.


So isn't there a kind of a question in the back of one's mind as to why that should be seen as a source of risk, the introduction of incentive rate regulation?  I mean, one might think that that is rather favourable.


MS. McSHANE:  You have a higher opportunity to earn returns above the allowed return, but you also have a higher risk that you will fall short.  So there is a higher risk and a higher cost of capital.


DR. SCHWARTZ:  I think that was the issue in my mind.


And the risk of falling short is what?


MS. McSHANE:  Is because you are no longer having rates that are specifically set to recover your own costs.


There's a divorce, if you will, between a company's own costs and the prices, and the longer the incentive mechanism is in place, the more divorced your own costs from the prices can become and the more difficult it will become for the company to achieve the efficiencies under performance-based ratemaking.


DR. SCHWARTZ:  Yes.  And that raises -- I'm sorry, are we finished?


MS. McSHANE:  Yes, thank you.


DR. SCHWARTZ:  I wanted to pursue that last point, because I believe I saw it either in your report or in the OPG interrogatory.  Why, in your view, does it become more difficult over time to introduce efficiencies and generate higher profits?


MS. McSHANE:  Because you can only reduce costs so much while maintaining safe and reliable service.


DR. SCHWARTZ:  Well, isn't that the very idea behind incentive regulation, that you have scope for reconfiguring costs, reorganizing the business, in such a way as to, you know, do better, in terms of the bottom line?


MS. McSHANE:  For a period of time.  And then it becomes more difficult.  And that's why, for example, when you look at the Board's report on incentive regulation for the electricity distributors, I mean, they noted that the productivity had decreased over the past number of years.


DR. SCHWARTZ:  Okay.  Thank you very much on that.  I will leave it.


The final question I guess relates to the reference in the report, the Foster Associates report, on page 12 to First Nation risk.  Can you tell me how many First Nations groups are involved?


MS. McSHANE:  I knew the number, but it's gone out of my head.  I know there are a lot more in the north, among the -- in the territory where the newly-regulated hydroelectric facilities are, but I frankly have forgotten what the number of the bands is, but I know it is -- it is significantly higher number than where the previously-regulated facilities are, and that there are -- within the territory where those facilities -- the newly regulated facilities are, there are a number of outstanding claims that have yet to be accommodated.


DR. SCHWARTZ:  Okay.  So that helps me.  So your concern perhaps is not with the pure difficulty of negotiating with many parties; it is that there are perhaps a relatively small number of parties, but with very significant concerns?


MS. McSHANE:  There are more parties.


DR. SCHWARTZ:  Yes.


MS. McSHANE:  Those concerns have not all been accommodated, to the extent that they have in the areas where the previously regulated facilities are.


DR. SCHWARTZ:  In your understanding or estimate, how long do you think it would take to negotiate these issues, whether the outcome is successful or not?  Are we looking at five years, ten years, 15 years?


MS. McSHANE:  I have no estimate for that.  I don't know how long it will take.


DR. SCHWARTZ:  Okay.  All right.  Well, thank you very much.


MS. HARE:  Thank you, Dr. Schwartz.


So, Mr. Shepherd, you are next on behalf of Schools, School Energy Coalition.
Cross-Examination by Mr. Shepherd:

MR. SHEPHERD:  Thank you, Madam Chair.


Hello, Ms. McShane.


MS. McSHANE:  Hello, Mr. Shepherd.


MR. SHEPHERD:  This report was filed in December 2013 and you talked to Mr. Thompson about that.


When were you retained to do the work?


MS. McSHANE:  In September.


MR. SHEPHERD:  September?  And was there a retainer letter of some sort?


MS. McSHANE:  There is a purchase order and there was a request for proposal that I responded to, and so there would be a contractual agreement that was signed.


MR. SHEPHERD:  With something like a statement of work, or something like that?


MS. McSHANE:  Yes.  It was a statement of work.

MR. SHEPHERD:  Is that filed in this proceeding?

MS. McSHANE:  I have no idea.


MR. SHEPHERD:  I wonder if you could undertake to, if it is not filed, to provide it.


MR. KEIZER:  We will undertake to file it, if it hasn't been filed.


MR. SHEPHERD:  Thank you.


MS. HARE:  I'm sorry, an undertaking then, Mr. Millar?


MR. MILLAR:  Yes, J10.2.
UNDERTAKING NO. J10.2:  TO FILE MS. MCSHANE'S STATEMENT OF WORK, IF NOT PREVIOUSLY FILED.

MR. SHEPHERD:  And now, you testified in EB-2007-0905, which is the first payment amounts case, and then again in EB-2010-0008, which was the second one, didn't you?


MS. McSHANE:  I did.


MR. SHEPHERD:  And in the first one, you testified on both ROE and equity thickness; is that right?


MS. McSHANE:  I did.


MR. SHEPHERD:  And in the second one, you also testified on both, right?


MS. McSHANE:  No.


MR. SHEPHERD:  Just on thickness?


MS. McSHANE:  It was just on thickness and it had to do specifically with technology-specific common equity ratios.


MR. SHEPHERD:  Indeed.  Oh, that's right, because in the first one, the Board said:  We're not sure about having technology-specific equity thickness, so next time around we want to review that; isn't that right?


MS. McSHANE:  That's correct.


MR. SHEPHERD:  So your report was about that, in the second one?


MS. McSHANE:  That's right.


MR. SHEPHERD:  But it's correct that the current 47 percent equity thickness was actually set in the EB-2007-0905 case, right?


MS. McSHANE:  Correct.


MR. SHEPHERD:  Then it was confirmed, after some debate, in that next case, right?  It is not a trick question.


MS. McSHANE:  No, I know.  I'm not interpreting it as a trick question.  I am trying to recall.


I believe that the 47 percent was basically accepted going into that proceeding as what was appropriate for the overall operations, and then there was the question of whether or not there should be separate equity ratios for the technology-specific generation facilities.


MR. SHEPHERD:  You will agree, won't you, that in that second payments amounts case, the Board said that there had been no evidence before them that there was a change in business risk so that ratio didn't need to change: isn't that right?


MS. McSHANE:  Yes, that's true.


MR. SHEPHERD:  And in the first case, where it was decided, where it was actually debated, you proposed a 57.5 percent equity rate -- ratio, right?


MS. McSHANE:  I believe that was the -- yes, the midpoint of 55 to 60.


MR. SHEPHERD:  And that's, in fact, what OPG proposed, right?  You were --


MS. McSHANE:  They accepted the recommendation, yes.


MR. SHEPHERD:  And the Board rejected that and said it was too high, didn't they?


MS. McSHANE:  Yes, they did.


MR. SHEPHERD:  They specifically went to your 57.5 and said that's too high, right?


MS. McSHANE:  I believe they said 57 and a half percent was too high.


MR. SHEPHERD:  And since that time -- in fact, since the 2010 case -- there have been two big changes in the actual business that we're talking about now for the test period?  The Niagara tunnel, a billion and a half dollars, and the newly regulated coming in, two and a half billion, right?


MS. McSHANE:  Yes.


MR. SHEPHERD:  And we're going to talk in a minute about the fact that there is also the Darlington refurbishment project coming on, and the potential for incentive regulation.  We will talk about those later, but those two are the big things that are actually in play right now, right?


MS. McSHANE:  Well, the refurbishment is in play right now, but...


MR. SHEPHERD:  Well, it's not in rate base.  It is not producing any revenue, right?


MS. McSHANE:  No, it's not in rate base.


MR. SHEPHERD:  Okay.  So you'll agree generally, and I think you said in your report, that it makes some sense -- given the change in the generation mix -- to look at whether there is a change in the business risk, right?


MS. McSHANE:  That was the reason that OPG engaged me to look at the matter.


MR. SHEPHERD:  Okay.  And if the only changes in the -- in business risk were driven by that change in the generation mix, that additional $4 billion of assets in hydroelectric, you'll agree that generally that pushes, makes downward pressure on the appropriate equity thickness; isn't that right?


MS. McSHANE:  I think that's fair to say that it would put some downward pressure on it, if that was the only thing that was being considered.  But of course it is not.


MR. SHEPHERD:  We're going to come to the other things.


Now, in the EB-2007-0905 case -- you recall that, right?  You recall the case?


MS. McSHANE:  I do recall it.  I don't know if I recall all the details, but I recall the case.


MR. SHEPHERD:  There won't be a quiz.


MS. McSHANE:  Okay.


MR. SHEPHERD:  Pollution Probe led evidence by Drs. Kryzanowski and Roberts; do you recall that?


MS. McSHANE:  I do.


MR. SHEPHERD:  And they had a particular approach in which they said they concluded -- tell me whether you remember this -- that the appropriate equity thickness for hydroelectric is 40 percent, the appropriate equity thickness for nuclear is 50 percent.  They should be weighted by megawatts, which is two-thirds nuclear, one-third hydroelectric.  And as a result, the correct number is 45 percent -- 47 percent.  That's what they said, right?


I'm simplifying it, but...


MS. McSHANE:  I think you're right, yes.


MR. SHEPHERD:  Okay.  And it is correct, isn't it, that the Board adopted their conclusion of 47 percent?


MS. McSHANE:  They did adopt 47 percent.


MR. SHEPHERD:  And it is also correct that the Board did not go through their particular analysis and say each component of the analysis is correct, did it?


MS. McSHANE:  I think that is also correct.


MR. SHEPHERD:  But they did say:  We think they have the right result, 47 percent, by name?


MS. McSHANE:  They did pick 47 percent.


MR. SHEPHERD:  And they did say:  We are adopting the 47 percent proposed Drs. Kryzanowski and Roberts, didn't they?


MS. McSHANE:  I will take that, subject to check, but I don't recall the specific language.


MR. SHEPHERD:  The reason why I am asking that is because -- would you agree that if you do that math today -- that is hydroelectric is 40 percent and nuclear is 50 percent -- weighted by megawatts, the megawatts are now almost equal, right?  Between hydroelectric and nuclear, they're almost equal, right?


MS. McSHANE:  I think that's right.


MR. SHEPHERD:  So if you do that, then, the result would be a 45 percent equity ratio; isn't that correct?


MS. McSHANE:  If they're almost equal and the math works, yes.


MR. SHEPHERD:  Okay.


MS. HARE:  Can I just ask you, Mr. Shepherd, to correct something that I'm reading?


You said if you did it, the math today, that is hydroelectric, 40 percent, and nuclear is 50 percent?


MR. SHEPHERD:  That's right.


MS. HARE:  Where is the other 10 percent?


MR. SHEPHERD:  Oh, no.  This is the equity ratio for each.  So you say the equity ratio for the nuclear business is 50, the equity ratio for the --


MS. HARE:  Sorry, sorry.  I thought you were talking about the proportion of megawatts.


MR. SHEPHERD:  That's right.  Weight them by megawatts.


And it is also true -- again, if you're doing that math -- it is also true that the only way that that formula would keep you at 47 percent, on your approach, is if the appropriate equity ratio for the newly regulated is 47 percent, right?  That is just math.


MS. McSHANE:  I guess that's true.  I mean, if you did the math that way.


MR. SHEPHERD:  Okay.  So is it fair for us to conclude that you think that the appropriate equity ratio for the newly regulated hydroelectric is 47 percent?


MS. McSHANE:  No.  I think that the appropriate equity ratio for the overall business is 47 percent, that it remains -- that we take the Board's given 47 percent for the overall operations, we take their conclusion that they don't consider that it's reasonable to start changing the equity ratios to reflect -- necessarily to reflect changes from year to year and changes in the mix, and then I look at, you know, what have the overall changes to the risks of the regulated operations been?


MR. SHEPHERD:  The Board's general policy is that if the business risks change, then the equity ratio should change, right?


MS. McSHANE:  Well, what the Board's policy is, is that there won't be a change in equity ratio unless there have been a significant change in the business risks and/or the financial risks.


MR. SHEPHERD:  And I thought financial risk was covering ROE.  Isn't that normally the case?


MS. McSHANE:  No.  I mean, financial risks would have to do with, what do your credit metrics look like?  Your credit metrics are a function of your ROE and your other cash flows and your equity ratio.


MR. SHEPHERD:  And you'll agree that adding 3,000 megawatts of hydroelectric is a significant change in business risk, won't you?


MS. McSHANE:  In isolation, because of the change in the mix in the test period, there's a short-term change.  But you have to look at all the factors --


MR. SHEPHERD:  Okay.  But I am just asking about that.  That is a significant change in business risk by itself, right?


MS. McSHANE:  Without looking at the other factors that are affecting OPG's regulated operations in isolation, that you would view that as potentially a fairly material change.

MR. SHEPHERD:  Okay.  I want to look at your expert report, and I want to just ask sort of a general question -- and again, it is not a trick question.  I am just trying to sort of set the stage.


When you do an expert report, you basically have three components to the report, three types of things in the report.  You have your expert opinion.  You have the facts on which you relied.  And you have your analysis of concepts and principles and things like that, sometimes in general and sometimes applied to the particular case.  Right?  That is basically sort of what an expert report looks like.


MS. McSHANE:  Yes.


MR. SHEPHERD:  Okay.  And so, for example, your report at pages 6 through 9 talks about the various principles and concepts, right?


MS. McSHANE:  Yes.


MR. SHEPHERD:  And this is not your opinion on this issue.  This is simply your expert -- your description, based on your expertise, of the issues.  Right?


MS. McSHANE:  The principles.


MR. SHEPHERD:  The principles, yes.


So I wonder then if you can -- and it is true, isn't it, that your opinion, your expert opinion, is contingent on the facts that you relied on being correct?


MS. McSHANE:  Yes.


MR. SHEPHERD:  Okay.  So for example, you do a lot of ROE stuff.  That's a technical term.


MS. McSHANE:  ROE stuff.  Yes, I do a lot of ROE stuff.


MR. SHEPHERD:  And when you get a bunch of data that you are going to do calculations based on, you don't look to the databases and see whether they added everything up correctly.  You rely on that data to be correct.  Right?


MS. McSHANE:  Not always.


MR. SHEPHERD:  I mean, you might look at their methodology to see whether they'd used a bad methodology, but you are not going to go back behind their numbers and say, oh, no, they added this up wrong.  Right?


MS. McSHANE:  I might.  If I look at the numbers and, based on my understanding of the situation, have a suspicion that the numbers might not be correct, then I would go and look at them.


MR. SHEPHERD:  Okay.  Good.  So then I wonder if you could turn to page 12 of your report.  And you talked a little bit with Mr. Janigan, I think, earlier about this.  You talked about the business risks and said that the newly-regulated are riskier than the previously-regulated for a number of reasons.  You believe that, right?


MS. McSHANE:  Yes, that they have somewhat higher operating risks than the --


MR. SHEPHERD:  Okay.  And you're not an expert in hydroelectric operations, are you?


MS. McSHANE:  I'm not an engineer, if that is what you mean, no.


MR. SHEPHERD:  Well, okay.


MS. McSHANE:  I mean, I have a basic understanding of them, but I am not an expert in hydroelectric operations.  I mean, I do depend on coming to an understanding with discussions with experts so that I can apply that knowledge to an assessment of risk.


MR. SHEPHERD:  So for example, where you say on page 12 of your material that the newly regulated are largely peaking units -- do you see that?


MS. McSHANE:  Yes.


MR. SHEPHERD:  You didn't go check.  You just -- somebody at OPG told you that, right?


MS. McSHANE:  Yes.  But, I mean, I can look at the -- a map of the units, and I, you know, know enough to know that a unit that has a 1-megawatt capacity probably is not a baseload unit.


MR. SHEPHERD:  Well, no, it is interesting you say that, because most of their small units are actually run of the river, and in fact, they are not largely -- the 3,000 megawatts are actually 1,400 peaking.  Did you know that?


MS. McSHANE:  I didn't know that specifically, no.


MR. SHEPHERD:  Okay.  So -- but -- and you think that peaking units are higher risk, right?


MS. McSHANE:  I would say that this group of units, in the aggregate, where you've got them all over the place, small units, remotely located, with watershed issues, with more concern with environmental issues, have higher operating risks than these large, previously-regulated units that are within a relatively contained geographic area.


MR. SHEPHERD:  We're going to come to those, but let me just nail down, when you said "largely peaking units", that is a fact on which you are relying, right?


MS. McSHANE:  That was a fact on which I relied.


MR. SHEPHERD:  Okay.  And you say they're scattered around the province, and you were told that?


MS. McSHANE:  I looked -- I was told that, but I looked at a map.  I can see that.


MR. SHEPHERD:  You know they're operated in plant groups and they're on common river systems, right?


MS. McSHANE:  I know that they're on a large number of river systems, and I know that they're the central units and the northeast units and the northwest units and southwest units.


MR. SHEPHERD:  Okay.  And you say they're small, and I guess that struck me as odd, because I've always thought that 3- or 400 megawatts is a pretty large hydroelectric.


MS. McSHANE:  There may be some of them that are, but there are a lot of units, and they're relatively small compared to -- in the aggregate, compared to the previously regulated units.


MR. SHEPHERD:  Okay.  And small are riskier, why?


MS. McSHANE:  Well, it is a combination of being small and remote and all over the map and, not to be facetious, but harder to get to, not having a service centre with all the individual units, not having people on staff, the potential for higher cost in order to access these units in order to make sure that they're operating safely and reliably.


MR. SHEPHERD:  Those are all facts on which you relied, right?


MS. McSHANE:  I did.


MR. SHEPHERD:  Okay.  And so you're aware that smaller units that are remote are designed differently?  Were you aware of that?


MS. McSHANE:  I'm not familiar with the specific design, no.


MR. SHEPHERD:  Well, I presume you realize that if a unit doesn't have people there, then it has to be designed differently or you can't operate it, right?


MS. McSHANE:  Well, that would logically follow that it has to have a somewhat different design.


MR. SHEPHERD:  Okay.  So then it doesn't necessarily follow that it is higher cost, does it?  If it's designed to operate remotely, it might be lower cost, in fact, right?


MS. McSHANE:  You mean higher -- I wasn't really talking about the cost so much as the potential to incur higher cost to go and actually deal with potential outages or --


MR. SHEPHERD:  Okay.


MS. McSHANE:  -- issues with reliability.


MR. SHEPHERD:  You said that there is greater water constraints?


MS. McSHANE:  That's my understanding, yes.


MR. SHEPHERD:  That is a fact on which you relied?  That is not your opinion.


MS. McSHANE:  That was a fact on which I relied via discussion with experts in these plants.


MR. SHEPHERD:  That's people from OPG?


MS. McSHANE:  Hydroelectric experts within OPG.


MR. SHEPHERD:  Okay.  Because I guess I thought -- well, let me ask you this.  Do you think there are greater water constraints on the Abitibi River than the Niagara River?


MS. McSHANE:  I have not specifically looked at one river versus another.  I know that there are constraints of the watersheds in the -- on some of the rivers in -- within those newly regulated plants.


On the Niagara River, my understanding is that, you know, they're controlled by agreements.


MR. SHEPHERD:  It's very tightly constrained, right?


MS. McSHANE:  Internationally -- excuse me?


MR. SHEPHERD:  It is very tightly constrained, right?  On the Niagara River?  Are you aware of that?


MS. McSHANE:  They're subject to specific agreements.


MR. SHEPHERD:  There is actually a treaty, actually?


MS. McSHANE:  Correct.  There is an international treaty.


MR. SHEPHERD:  You talked about variability of productions, and you said the water flows on the newly regulated rivers, like the Abitibi, are more variable?


MS. McSHANE:  Again, I have not done this river-by-river system, but looking at the data for the production, I mean, the variability of production on -- from the newly regulated facilities has been, year to year, like, in the 30 percent range, whereas on the previously regulated it's been in the 5 percent range.


MR. SHEPHERD:  Well, that's because they follow load, though, right?  They have dam storage, and when you have dam storage, of course you're more variable; isn't that true?


MS. McSHANE:  That could be a factor, yes.


MR. SHEPHERD:  So that is nothing to do with water flows?


MS. McSHANE:  But it does have something -- the fact is that the production capability is dependent on the availability of water.


MR. SHEPHERD:  No, but you said that it is the water flows that are different, but that's not actually what you looked at, right?  You looked at the production?


MS. McSHANE:  I did.


MR. SHEPHERD:  And the production differs because they're not -- they're not all run-of-the-river, right?


MS. McSHANE:  They're not all run-of-the-river.


MR. SHEPHERD:  Then you talked about First Nations' risks.  And you actually went -- you said -- I'm looking here:

"The newly regulated units have greater exposure to First Nations' risks than the previously regulated units.  The latter are governed by signed agreements.  The former are still subject to outstanding past grievances, which OPG is working to resolve."


Now that is something you were just told, right?  You don't know that?


MS. McSHANE:  I know that because I was -- I was told that through discussions, yes.  I mean, that is how you get information.  You can either be told it, you can see it in writing.  But yes, it wasn't something I knew from personal experience.


MR. SHEPHERD:  The reason I ask is because we're going through these business risks that you say, your opinion is –- now, this is your opinion, right?


MS. McSHANE:  Yes.


MR. SHEPHERD:  The business risks of the newly regulated are higher than the previously regulated, right?


MS. McSHANE:  Yes, based on the facts and the analysis of the facts.


MR. SHEPHERD:  But the entire basis of that is facts that OPG has told you.  They've told you:  This risk increased, this risk is higher, this risk is higher.


And on the basis of what they told you, you said:  Okay, the risk is higher.  Isn't that your conclusion?


MS. McSHANE:  No, I don't think that is fair, because when I do the business risk analysis I don't just accept what someone tells me.


I actually, you know, probe the issue to find out whether or not the statements that are made to me have any basis in fact, or they are, you know, simply an unfounded conclusion on the person who told me part.


MR. SHEPHERD:  So you do your due diligence, in effect?


MS. McSHANE:  In terms of pursuing the issue with the personnel who share the information with me.


MR. SHEPHERD:  Okay.  So what did you --


MS. McSHANE:  I don't go out and look at -- I mean, I can't physically go out and look at the plants, or go and talk to, you know, people from the First Nations.


I mean, there is some acceptance of the information that I've been given, and as long as I have the ability to, you know, fully probe the issue with the personnel.


MR. SHEPHERD:  What due diligence did you do on First Nations risks?


MS. McSHANE:  I discussed with OPG how many bands there were, you know, what are the potential problems that might arise.  We discussed the fact that there are these unresolved grievances; the fact that there are a larger number of bands that need to be accommodated; the fact that there can be costs that are unforecast, that are involved with negotiating or to resolve issues; and the fact that there can be situations where First Nations may interrupt operations, either because they're concerned with OPG's operations themselves or they happen to be concerned with operations in the area which have nothing to do with OPG, but may prevent OPG from accessing its facilities.


MR. SHEPHERD:  Did they tell you about incidents of that type in -- on, for example, the Abitibi?


MS. McSHANE:  I am not specifically aware of anything on the Abitibi.


MR. SHEPHERD:  Did they tell you about the two biggest incidents of conflict between the public and First Nations in the last ten years in Ontario, near Saunders and Niagara?  Did they tell you about those?  The Caledonia and the Mohawk First Nation issues, near --


MS. McSHANE:  I'm not specifically aware --


MR. SHEPHERD:  They didn't tell you about those?


MS. McSHANE:  No.


MR. SHEPHERD:  So you had no way of knowing whether this conclusion that that business risk is higher is correct, do you?


MS. McSHANE:  To me, if you have a situation where the -- you have a smaller number of bands involved and your grievances are largely resolved, that there would be higher risk in an alternative situation where you've got more bands that you have to deal with where the issues are not resolved.


MR. SHEPHERD:  You are aware the biggest band in the area of the northeastern plant group is in partnership with OPG on the Mattagami projects?


MS. McSHANE:  I am aware there is a partnership.


MR. SHEPHERD:  That didn't factor into your analysis?


MS. McSHANE:  Not with respect to this, no.


MR. SHEPHERD:  Okay.  Can you go to page 13 of your materials?


You see on page 13, you said:

"The hydroelectric water conditions variance account mitigates risks associated with the newly regulated."


MS. McSHANE:  Yes.


MR. SHEPHERD:  So tell us how that account works.


MS. McSHANE:  My understanding is that it adjusts for differences between forecast and actual production due to the availability of water.


MR. SHEPHERD:  Okay.  Your conclusion is that the newly regulated, that would be an important issue, right?


MS. McSHANE:  Yes.


MR. SHEPHERD:  Have you looked at any of the hydrology of the newly regulated rivers?


MS. McSHANE:  You mean have I gone out and looked at it?


MR. SHEPHERD:  At the hydrology, which means the data.


MS. McSHANE:  I have not looked at the average water flow, no.


MR. SHEPHERD:  You will agree, won't you, that a hydroelectric facility with storage is less at risk for variations in water flow?


MS. McSHANE:  Well, if it has storage, it would be less risky than one without.


MR. SHEPHERD:  Good.  You will agree that the newly regulated, more of them have storage than Niagara or Saunders, right?


MS. McSHANE:  I haven't looked at that specifically.


MR. SHEPHERD:  All right.  Then you talk on the same page about the surplus base load generation variance account, and say that -- I think your conclusion is that that is a risk-reducing thing for the newly regulated, right?


MS. McSHANE:  Yes.


MR. SHEPHERD:  And do you know how that account works?


MS. McSHANE:  I know that it is -- it's designed to take account of -- of the difference between forecast and actual production due to spillage that occurs because demand is lower than anticipated.


MR. SHEPHERD:  Okay.  But do you know how it works?  Do you know --


MS. McSHANE:  I don't know what the mechanics specifically are.


MR. SHEPHERD:  No?  Do you know how it interacts with the hydroelectric incentive mechanism?


MS. McSHANE:  Not specifically, no.  I know there were some issues with it that they're trying to resolve by making changes to it, but I haven't looked at it in detail.


MR. SHEPHERD:  On the same page, on page 13, you say that:

"The Niagara tunnel project reduces spill generally, but increases the potential for surplus base load generation."


What is the basis of that?  Did somebody tell you that?


MS. McSHANE:  Somebody did discuss this with me, yes, the fact that you have greater capacity, so if there is low demand, there is greater opportunity for spillage.


MR. SHEPHERD:  Why would it be at Niagara?


MS. McSHANE:  Because that's where -- it is a base load plant, and -- which has increased capacity.


MR. SHEPHERD:  And it has pump storage, right?


MS. McSHANE:  As far as I know, yes.


MR. SHEPHERD:  I want to turn to the three other issues that you have raised as differences in risk.


The one is on page 14 of your material.


MS. McSHANE:  Yes.


MR. SHEPHERD:  You say right at the top -- sorry, at the bottom of 13 and the top of page 14, you say that the risk of disallowance for the costs of the Niagara tunnel is an increased business risk for -- since EB-2010-0008.  Is that right?


MS. McSHANE:  It is higher, simply because this is the time at which those costs will be reviewed and the costs that will go into rate base will be determined.


MR. SHEPHERD:  Well, yes, except that the equity thickness and the ROE in this case, right, will be set with the knowledge of whether there's a disallowance on the Niagara tunnel, won't it?


MS. McSHANE:  That's true.


MR. SHEPHERD:  Therefore, it can't be a risk, because it will be resolved.  Risks aren't risks any more when they're resolved, right?


MS. McSHANE:  I suppose that is true, but looking at it right now, I mean, it is a higher risk than it was then.  I mean, there is a higher risk of disallowance because the assets will be looked at for --


MR. SHEPHERD:  No.


MS. McSHANE:  -- prudency of costs.


MR. SHEPHERD:  No questions about that.  I am asking, how is that relevant to the Board's assessment of business risks going forward?


MS. McSHANE:  It is probably not as important a factor as some of the other ones, but --


MR. SHEPHERD:  It is actually not important at all, is it?


MS. McSHANE:  Well, I would say it is important.


MR. SHEPHERD:  How can it be important if it is already resolved?


MS. McSHANE:  It is not resolved at this point --


MR. SHEPHERD:  It is resolved when they set the equity thickness, isn't it?


MS. McSHANE:  It will be.


MR. SHEPHERD:  And then it won't be a risk any more.


MS. McSHANE:  That specific one won't, no.


MR. SHEPHERD:  Okay.  The next one you talk about is incentive regulation.  And you say that since EB-2010-0008, the -- I think this is what you say -- that the fact that the Board is now moving towards incentive regulation for OPG means that risk is increased.  Is that fair?


MS. McSHANE:  I would say that it means that under incentive regulation risk will be higher than under cost-of-service regulation.


MR. SHEPHERD:  It's true, isn't it, that in EB-2010-0008 the Board said it wanted to move to incentive regulation for OPG.  Right?


MS. McSHANE:  It may have said that, and then it issued this report in which it reviewed incentive regulation and made it quite clear that that was its intention.


MR. SHEPHERD:  Okay.  But if it said that was its intention in the 2011 decision, then how is that different from today?


MS. McSHANE:  Because it is a much more proximate issue.


MR. SHEPHERD:  All right.  Finally, you talk about Darlington Capital, the capital spending on Darlington, which you say is financed -- if I understand your argument -- tell me whether this is right -- because that has to be financed solely with debt, that debt should effect -- be included in conceptualizing the capital structure, because investors will look at it as part of the debt structure.


MS. McSHANE:  Absolutely.


MR. SHEPHERD:  That is a financial risk, right?


MS. McSHANE:  Yes.


MR. SHEPHERD:  It is right, isn't it, that this was discussed in EB-2010-0008, this very question?


MS. McSHANE:  The question, yes, because in EB-2010-0008, as I recall, OPG applied to include construction work and progress related to Darlington in rate base and the Board decided to -- not to allow that.


MR. SHEPHERD:  But it is also true, isn't it, that it was discussed in the context of what's the appropriate equity thickness for nuclear.  Right?  Do you recall that?


MS. McSHANE:  No.  I don't recall that that specific connection was made.


MR. SHEPHERD:  I just had to put that to you.


Okay.  I have no further questions --


MS. HARE:  Thank you.


MR. SHEPHERD:  -- Madam Chair.


MS. HARE:  Mr. Millar, do you have any questions?

Cross-Examination by Mr. Millar:


MR. MILLAR:  Madam Chair, I have one question that I think is probably for panel 7, but I would hate to lose my chance while we have Ms. McShane here, so I will shoot it at her here, and if this is the wrong panel, that's fine.


Ms. McShane, as you are aware, the payment amounts have been calculated on the basis of a 47 percent equity thickness; is that right?


MS. McSHANE:  That's my understanding, yes.


MR. MILLAR:  From what we have heard earlier today, we can assume or at least anticipate that some parties may argue that a different equity thickness should be applied in the final analysis.


I guess my question to you -- and as I say, this may be for panel 7 -- is, do you know what impact that has on the revenue requirement in terms of number?  For example, if we switched to 45 instead of 47, would you know what that impact would be on the revenue requirement?


MS. McSHANE:  I have no looked at those numbers.  I have proceeded on the assumption that the fair return is the fair return, as determined by the Supreme Court of Canada and accepted by the Ontario Energy Board, and I have not specifically looked at what the revenue impacts would be of a change.


MR. MILLAR:  Mr. Keizer, if we wanted that information, panel 7 would be able to help us?


MR. KEIZER:  Panel 7 would be the place to ask that question.


MR. MILLAR:  Thank you, those are my questions.


MS. HARE:  Thank you.


I think the Panel has some questions.

Questions by the Board:

MS. LONG:  Hello, Ms. McShane.  I just had two questions for you.  One, to follow up on a question that Mr. Shepherd asked you with respect to whether or not there was any business risk associated with a disallowance on Niagara tunnel, and I am just wondering, as far as the market is concerned, does a disallowance on one project translate into uncertainty for future projects?


MS. McSHANE:  I think that it would be fair to conclude that it does.  And I think it is -- the larger the project and the potential -- the larger the potential, and then the larger the disallowance, there would be more uncertainty associated with that.


MS. LONG:  Okay.  My second question, I'm sure that you are familiar with the current state of OPG's pension plan.  Perhaps --


MS. McSHANE:  I am generally familiar with it, yes.


MS. LONG:  So does that, in and of itself, create a business risk that this panel needs to consider when we're looking at the capitalization of 45 versus 47 versus another number?  Is that something that comes into play that we need to think about?  Is that something that you thought about when you did your report?  I don't think I saw it.


MS. McSHANE:  I don't have anything in the report, but I guess I would say that when you look at how the debt-rating agencies consider capital structure and credit metrics, they are very much aware and concerned with the state of pensions.


So, for example, Standard & Poor's, they will go through, and they will take the reported debt and equity amounts, and they will make adjustments for things that they consider to be debt-like.


So let's say hypothetically that OPG regulated is a stand-alone operation, and that for -- and that on its balance sheet the debt amount was 53 percent.


If S&P were then to take account of unfunded, either OPEBs or pension, they might add an amount to that 53 percent.  So what you would see in a debt-rating report could be a debt ratio of, you know, 60 percent or -- I don't know what the numbers are, but the idea being that what investors would see would be a debt ratio that would be higher than what the debt ratio that the Board would allow.


MS. LONG:  Does the fact that we have a variance account, does that help offset it?


MS. McSHANE:  Well, the variance account, the way I understand how it works, is intended to take account of differences between the pension expense that is included in rates and the pension expense that is actually incurred.


So it would help mitigate, but it doesn't -- it doesn't adjust for the whole fact that you've got unfunded OPEBs or a portion of the pension being unfunded.


MS. LONG:  Thank you.  Those are my questions.


MS. HARE:  I know Ms. Duff has some questions, but I only have a couple questions that are really follow-on on what Ms. Long asked.


So if the debt-rating agencies determine that because of the pension situation it is a higher risk, is that -- should that be reflected in the equity thickness or in the amount of the percentage that they will have to pay for short- and long-term debt?  Where is that reflected?


MS. McSHANE:  So if OPG were really out in the market accessing debt on its own, without any government support, the fact that there would be a higher imputed debt and weaker credit metrics would be seen in a higher cost of debt, which you could partially offset by changing the common equity ratio, because that would give you more cash flow.

MS. HARE:  Similar to the question about the Niagara tunnel, that's going to be a one-time event?


MS. McSHANE:  Yes.  Well, yes, that in itself will be a one-time event.


MS. HARE:  So does that change the risk of the business in the longer term?  You did answer, I think it was, Mr. Shepherd's question, that then there would be the perception that you might be disallowed every time you have a big project?


MS. McSHANE:  I think that, yes, that the risk would be resolved, presumably, once the disallowance -- if there were to be a disallowance, but there would be a perception going forward that you would potentially have future disallowances.


MS. HARE:  So did you understand Mr. Shepherd's line of questioning -- because I didn't, actually -- in terms of understanding whether or not, because this Panel is going to determine both the equity thickness and if there is any disallowance, did you understand him to say that we are going to put the two together?


MS. McSHANE:  I think what he was suggesting -- and he can correct me if I'm wrong -- is that because the risk, essentially, that will be resolved in this proceeding, that there would be no risk associated with going forward, because it's over.


MS. HARE:  It's done?

MS. McSHANE:  It's done.  It is crystallized, if you will.


MS. HARE:  And you disagree with that because you think the perception, then, in the market will be that OPG will have, on their next big project, another disallowance?

MS. McSHANE:  I would say two things.  One, that there would be uncertainty as to future disallowances.  And the very fact that they have to -- would have to write off costs would be viewed as a risk going forward to investors.


MS. HARE:  But that's not a new risk?  That is a known risk to every entity that is regulated, not just by this Board but by every board, right?

MS. McSHANE:  True.  Right.  And the question really is one of magnitude, rather than the very fact of the disallowance.


MS. HARE:  Okay.  Thank you.  Ms. Duff?

MS. DUFF:  Yes.  I had a few questions regarding the -- let's go back to the variance account for pensions.

In EB-2010-0008, when you testified before this Board, were you -- the percentage of pension and variance accounts is 20 to 30 percent.  Was that actively discussed and considered when establishing the capital ratio?


I mean, that was the fact then, and it happened to be, but was that actively discussed and considered?

MS. McSHANE:  I am trying to remember whether we -- in 2010?  I think it -- the magnitude of the potential variance must have been discussed at the time.

MS. DUFF:  But the pension variance account, in particular, wasn't even proposed in that proceeding?


MS. McSHANE:  No.  It had been proposed in the prior proceeding.  And it had been proposed in the payments proceeding, 2007-0095, and had been -- the Board decided not to allow that at the time.

MS. DUFF:  And the establishment of that variance account actually happened subsequent to the 2011 and '12 cost of service proceeding, the EB-2010-0008?  It was subsequent to that, in your testimony?

MS. McSHANE:  I think that's right.


MS. DUFF:  So the establishment of this variance account for pensions -- which has been discussed at length during this proceeding when you haven't been here -- that takes -- to the extent that the Board has approved, at least for December 31st, 2012 balances, they have agreed to the disposition of that balance, so having that variance account for pension risk, does it not eliminate the risk of that as a forecast item, in terms of a forward test year for OPG?

MS. McSHANE:  In terms of that, yes, I think that that is fair.

MS. DUFF:  And now that we have these newly regulated assets, which are moving from the overall corporation and into this regulated entity, not only are the physical assets moving over and the value of them and the natural physical risks that you have discussed, but also the labour component, the staffing and the OM&A -- let's just say the labour costs associated with the people working at those stations and associated with those stations and labour allocated to the operation of those stations, they come with it, their salaries, pension costs, other post-employment benefits associated with those employees as well?


So it is not just the physical assets that are moving over.  In fact, would you not agree that the risk of their pensions and their recovery has moved from the overall corporation and into the regulated entity?

MS. McSHANE:  Yes.  I would agree with that.


The only caveat that I would put on there would be to say that it would -- it would -- that would change the risk from what it was as an unregulated operation, but I guess I am looking at the change in risk for the overall regulated operations, as opposed to, you know, how is the risk -- how has the risk changed for those newly regulated operations as unregulated operations.


MS. DUFF:  I had a labour pool that was working to the previously regulated hydroelectric assets.


MS. McSHANE:  Right.


MS. DUFF:  And now I have a larger labour pool because it includes, so that larger labour pool comes with it --


MS. McSHANE:  Yes.


MS. DUFF:  -- fully allocated costs, as well as, in terms of -- well, let's leave that.  Fully allocated costs in terms of the pensions?


MS. McSHANE:  Right.

MS. DUFF:  The responsibility for that unfunded liability associated with the overall pension plan, that is a corporate risk right now; would you agree to that?


That is a responsibility of the corporation OPG, as stated in its corporate financial statements?

MS. McSHANE:  Are we talking about the overall pension?


MS. DUFF:  Yes.


MS. McSHANE:  Yes, it is a responsibility of the overall corporation.

MS. DUFF:  And it's -- the allocation of that responsibility to the regulated portion of its business is really something for this Panel to decide.  Or...


MS. McSHANE:  I'm not quite sure what you mean by "the allocation of the responsibility."


MS. DUFF:  Well, the financial -- the funding of that unfunded pension liability right now is the responsibility of OPG, the corporation?

MS. McSHANE:  It's the responsibility of the corporation, but how that can be handled is, in part, determined by what the Board says.


Is that -- am I --


MS. DUFF:  Yes.  Okay.  Thank you.

MS. HARE:  Thank you.


Mr. Keizer, do you have redirect?

MR. KEIZER:  I do not, Madam Chair.

MS. HARE:  Okay.  Thank you.


Well, Ms. McShane, thank you for your testimony.  And having learned that you are retiring after so many years testifying before the Board, we certainly wish you all the best.


MS. McSHANE:  Thank you so much.  And it's been my privilege to appear before you.

MS. HARE:  We will take a break now until 3:15 and resume with panel 5.  I think the plan is to start with the in camera session that Schools is going to be leading.

I was reminded, I think there was another party that wanted to go in camera; is that correct?

MR. MILLAR:  No, I don't believe so, Madam Chair.


MS. HARE:  Okay.  Well, then that's fine.  So we will go in camera at 3:15.  Thank you.

--- Recess taken at 2:58 p.m.

--- On resuming at 3:21 p.m.

MS. HARE:  Please be seated.


We are now resuming with panel 5, and we are going in camera for cross-examination by Mr. Rubenstein.


--- On commencing in camera at 3:22 p.m.


MS. HARE:  So I think we are off-air.  Now, are there any people in the room that have not signed the undertaking, the declaration of undertaking?  No.


MR. SMITH:  No, I don't think so.


MS. HARE:  Okay.  We are just checking.  We have had issues before where we think we're not on camera (sic) and then we were.


MR. SMITH:  I understand.


MS. HARE:  Now we're cautious.  We're okay?


Good.  Mr. Rubenstein, would you like to proceed, please.

ONTARIO POWER GENERATION - PANEL 5, resumed


Lubna Ladak, Previously Affirmed


Jason Fitzsimmons, Previously Affirmed


Ali Earle, Previously Affirmed


Richard Chaykowski, Previously Affirmed


Alex Kogan,  Previously Affirmed.

Cross-Examination by Mr. Rubenstein:

MR. RUBENSTEIN:  Thank you very much, panel.  Good afternoon.


Before we get into discussing what I had intended to discuss in this in camera session, which is the upcoming PWU negotiations and further collective agreement, I just sort of want to go back, because there was a number of issues over the last couple of days where either myself or other parties have asked questions, and it seemed that Mr. Fitzsimmons wanted to provide an answer in camera.  So I just want to go through some of those.


And the first thing was a discussion that was had with Mr. Millar during his cross-examination about why compensation for the PWU members was actually going up, and to reconcile this with the net zero mandate from the government.


And I think, Mr. Fitzsimmons, you wanted to take us to -- under the confidential Undertaking J2 -- JT2.34 to explain that.


MR. FITZSIMMONS:  Yes.  

[Lines 6 to 23 redacted]

                  important to understand is that the arbitrators who had been considering the impact of this direction from the government at the time had simply dismissed it and put it aside.


[line 28 redacted]

[line 1 to 18 redacted]

                                                      The arbitrator states what other arbitrators have stated, which is he's not moved by the direction of the government.  He finds it of no force and effect on whatever his outcome is.  And he awards -- he awards a two-year contract with 3 percent increases in each year of that contract, and is not mindful of costs -- of cost-saving offsets.


[page 128, line 25 to page 151, line 7 redacted]


[page 128, line 25 to page 151, line 7 redacted]


MR. RUBENSTEIN:  Those are my questions.

--- On resuming public session at 4:05 p.m.

MS. HARE:  Okay.  Thank you.


Mr. Janigan, how long will you be?


MR. JANIGAN:  Probably 20 minutes.


MS. HARE:  Okay.  That's good.  So just before we move to you then, I would just remind OPG that you will look at the transcripts and see what could be on the public record and what needs to be redacted and submit that to staff and the other parties.


MR. SMITH:  Yes, we will do that.


MS. HARE:  Thank you.


Okay.  Mr. Janigan.

Cross-Examination by Mr. Janigan:


MR. JANIGAN:  Thank you very much, Madam Chair.  I wonder if I could call up Undertaking J9.1.



MR. SMITH:  I gather we're just waiting for us to go live?


MS. HARE:  Oh, I think we're live, aren't we?  You mean on the screen?


MR. SMITH:  Yes.


MR. JANIGAN:  Thank you.  This undertaking asks for the number of senior positions at the director level and above, established to support business transformation.


And the response indicates there were five such positions in 2013, five budgeted for 2014, four as of today, and zero budgeted for 2015.


Now, the four as of today, are these an increase overall in the number of senior positions in OPG?  Or were some of them filled by existing directors or higher-level executives who were transferred?


MS. LADAK:  Those positions were filled by existing people.


MR. JANIGAN:  Okay.  Thank you.


Can I have transcript, volume 9, page 38 called up, please.  This is a cross-examination on Mr. Rubenstein.  And he -- the following exchange occurred:

"Mr. Rubenstein:  But the -- or at least -- maybe you can help me.  For business transformation or for doing all of the changes with respect to the Auditor General -- the Auditor General board and correcting for the top-heavy nature of it, you don't know how many overall directors or overall vice-presidents you expect to have in 2014 and 2015.
"Ms. Ladak:  No, we do know that.  We do know.  We don't know it off the top of our heads.  That is why we're getting the information."


Now, can you confirm that this exchange relates to Undertaking 9.1?


MS. LADAK:  I believe it does.


MR. JANIGAN:  Okay.  Which relates only to business transformation?  Which relates only to business transformation, I should say.


MS. LADAK:  Yes.  Can you go back to the transcript for a moment?  I just want to see, because we were talking about business transformation at one point, and we were talking about the Darlington refurbishment project.  I just wanted to see what that was exactly about.  Is this the page?  Page 46 still?  44 of the transcript?


MR. JANIGAN:  We were at 38 before.


MS. LADAK:  Oh.


[Witness panel confers.]

I think this was going back to when you asked Ms. Earle if we could get information down to director level.  Is that sort of where you're...

MR. JANIGAN:  I just want to make sure that that Undertaking 9.1 sort of answers the question that was unanswered from Mr. Rubenstein.

MS. LADAK:  If his question was about the business transformation, that was it.


There was a couple of other questions asked that I think we're still filing the responses to, which was around the director level and above for the Darlington refurb project.


MR. JANIGAN:  Okay.

MS. LADAK:  Or that may have been filed today.

MR. JANIGAN:  Okay.

MR. RUBENSTEIN:  If I may clarify, in fairness, I was confused.  There was a discussion yesterday, and I think Mr. Janigan is correct.  We were seeking to understand the overall directors and vice presidents that you would have in 2014 and 2015, not specific to business transformation and Darlington.  And you had mentioned yesterday that there was an undertaking, and I thought it was -- I think it was Ms. Long had asked for an undertaking earlier and there was a little confusion, but --


MS. LADAK:  It actually never came out as an undertaking, but we do have that information.  I believe we should be able to file that today.  I have a draft; that is the one we were looking at earlier, yes.


MR. JANIGAN:  Is that incorporated into the same undertaking or is that a new undertaking?  It would be a new undertaking?


MR. MILLAR:  Why don't we give it a new number?  J10.3.
UNDERTAKING NO. J10.3:  to confirm overall directors and vice presidents OPG would have in 2014 and 2015, not specific to business transformation and Darlington


MR. SMITH:  I think that would be advisable.


I believe there is also J9.2 which deals with the number of director-level and above, specific to Darlington refurb as well.

MS. LONG:  I think you filed that, haven't you?  I think I read that today.


MR. SMITH:  Yes, we have.  That did go in as well.


MR. JANIGAN:  Just to sort of complete this mosaic, you've got in the transcript, volume 9, pages 51 to 52 -- pardon me?


Mr. Fitzsimmons provided information orally in the following exchange:

"Mr. Smith:  Madam Chair, I believe on the break we were able to get some of the information we were looking for, and maybe I will ask Mr. Fitzsimmons to provide that information.

"Ms. Hare:  Okay.  Thank you.

"Mr. Fitzsimmons:  With respect to the number of director and above positions, I have some numbers from the period 2012 to the beginning of the first quarter in 2014.  The expected number for the reduction of positions director and above will be 218, 2012 year-end to 2001, first quarter 2014.  There are -- and that excludes the refurbishment numbers.  There are 13 director and above positions with respect to the refurbishment organization."


Now, is that -- that information, I assume, will be contained within the updated undertaking?

MS. LADAK:  Yes, that's correct.


MR. JANIGAN:  Okay.

MS. EARLE:  Can I perhaps -- I just want to add because this was a conversation I believe Ms. Long -- or, sorry, is it Ms. Long or Ms. Duff?  Was following up on.  And I think it was, again, as it relates to the senior management positions identified in the Auditor General's report being director and above.


And I had made a comment and I think that it was a follow-up to a previous discussion that had taken place with Mr. Mauti, in terms of our business plan, down to the level that was reflected in the Auditor General's report.


I do want to be clear.  We do have business planning information for the organization of the management and senior management team.


And what I should have made more clear is that the difference is that the group that we categorize for business planning is a banding level of A to G, which is right from our CEO down to the senior manager level.


The Auditor General's report is reflecting the director level and above.  So we do have the information in business planning for 2014 and 2015 across the organization, for how many senior managers and above will be in any given organization.


I was trying to reflect the fact that we don't, from a business planning perspective, have it grouped in the director and above level.  So we include one more grouping, which is senior manager and above, in terms of our business planning for that level.


So I think there was some confusion there where it may have been implied that we don't have an idea of what our senior management team looks like in 2014 and 2015.  So I just wanted to make that clear, because I think there was some confusion there.


MS. HARE:  Well, just clarify for me.  I think we have been through this, but a director is not considered senior management team?

MS. EARLE:  It is, absolutely.  But our grouping, we have a job title, which is senior manager.


MS. LADAK:  Which is one below a director.


MS. EARLE:  And so we group -- when we do our business planning, we group everything down to senior manager level; and that is all in one number, 100.


So we don't have it -- for the business planning purposes, we don't have what the number is exactly of -- to the director level.  So it is all grouped.


Looking back at any given time, we can identify exactly how many directors -- or today in the organization, we know exactly how many there are, but for future planning purposes, we group it from senior manager and above as opposed to director and above.


If that provides some clarity.


MS. HARE:  Thank you.

MR. JANIGAN:  Now, on pages 52 and 53 in a discussion with Mr. Millar, he indicated that:

"For business transformation, your number of 15 total management, what year is that for?"


You indicated that will be for '13 and '14, and those are the staff that are involved currently and they will be reduced in periods of time, likely now until '15, perhaps into some periods in 2016.
"Mr. Millar:  And this is -- does this constitute the full response?  Or is this to give us the numbers now and there will be a written response as well?"


Does that totally describe the involvement with respect to business transformation and senior management?

MS. LADAK:  Yes, that is the information.  And in that undertaking, we did respond in there as well, in J9.1, what the numbers are.  So it is all complete as part of J9.1.


MR. JANIGAN:  Okay.  I wonder if I could take you to L, tab 6.8, AMPCO 63.

This, once again, references in its preamble to part (a), refers to the Auditor General's report, a comment concerning the criticism which has, of course, been well known in this hearing, that while over the period of 2005-2012 OPG's staffing level decreased by about 8.5 percent, while the size of the complement of executives and senior management increased by 58 percent.


Now, if you could turn up the transcript from Monday, June 23rd, volume 8, pages 103 to 113, it appeared that OPG could not tell us what the situation in respect of the overall level and the number of executives and senior management as compared to what the overall staffing level was compared to 2012 on an apples-to-apples basis, with what the Auditor General's report stated.

Now, was this something which will be resolved in relation to the undertaking that you will be providing?

MS. LADAK:  I think this is back to that same point that Ms. Earle was making, that the Auditor General grouped people from director up to the CEO.  And she was saying the way we capture data for future periods, for business planning periods, is from that senior manager -- which is one level below director -- up to the CEO level.

MR. JANIGAN:  Is there any way that we can -- that we can make sense of this information in relation to making a direct comparison, or is there any way that you can prepare this information in a way for such an analysis to be done?

MS. EARLE:  What I can provide are the business planning numbers, again, for senior manager and above across OPG for the planning years 2014 and 2015.


Again, it won't be a direct comparison because it is capturing one more level than was captured in the Auditor General's report, but I do actually have that information, because I thought it might be useful.

MS. LADAK:  Just to make it a little bit more comparable, we could take a look at the senior manager level today or at the end of 2013.  We know the actual number, and the percentage of the senior manager level won't change that much from 2013 to '14 and '15.


So that would help make it a little bit more comparable too.


MR. JANIGAN:  Okay.  That would be fine.


MS. LADAK:  We could do that.


MR. JANIGAN:  Could I turn up reference F3 --


MR. SMITH:  Sorry, we probably shouldn't -- in fairness to Mr. Janigan, if he is asking us to do something and we are saying we can do it, we should probably mark it as an undertaking.


MS. HARE:  Yes.

MR. MILLAR:  J10.4.
UNDERTAKING NO. J10.4:  TO provide the business planning numbers for senior manager and above across OPG for the planning years 2014 and 2015 and the senior manager level today or at the end of 2013


MR. SMITH:  Just so it's perfectly clear, I think what you are a asking us to do -- and Ms. Ladak is contemplating doing is backing out the 2013 actual senior manager number, and we will just essentially assume that that percentage will be carried forward in 2014 and 2015.


MR. JANIGAN:  Yeah, that'll be very helpful.


I wonder if you could turn up the reference F3, tab 1, schedule 1, page 2 of 20, and on page 2 of this exhibit the evidence states:

"In 2012, as part of the business transformation initiative, OPG implemented a centre-led organization.  Adopting the centre-led organization allows OPG to bring a consistent approach to functional practices such as procurement, records, facility management, financial reporting, and training.  As a result of business transformation in 2012, 1,064 staff and 198.0 million of OM&A was transferred from the nuclear operations and the nuclear projects to support services.  In addition, 61 staff and 14.6 million in OM&A was transferred from the hydrothermal business to the support services in 2012."


Now, as I understand it, in this centre-led organizational transformation, you basically take people who are procuring supplies, providing IT and real-estate services, et cetera, from one business and bring them over together under a business administration services where this business administration service provides currently these services for all business lines.  Would that be correct?


MS. LADAK:  Yes.  So previously we had staff that were doing supply chain work in nuclear, a few staff in hydro and thermal, and then some staff at the corporate level.  We put all of those people together into one group now.  And so we're trying to put people providing -- performing similar functions, put them together so we can realize efficiencies.

MR. JANIGAN:  Thank you.


Is it correct to assume that the OM&A transfer to support services mainly reflected compensation and benefits for the personnel transferred to support services?


MS. LADAK:  For these types of groups which are support groups, largely it would be compensation-type costs, yes.


MR. JANIGAN:  Yes.  Subject to check, do you accept that the OM&A per staff transferred from nuclear operations and nuclear projects works out to be about $186,090 per position?


MS. LADAK:  Subject to check, yes.


MR. JANIGAN:  Similarly, subject to check, do you accept that the OM&A per staff transferred from the hydrothermal business works out to be 239,344 per person?


MS. LADAK:  Subject to check, yes.


MR. JANIGAN:  Does the fact that the number for hydrothermal is 29 percent higher reflect the fact that the personnel transferred from hydrothermal were more senior?


MS. LADAK:  In some instances, not necessarily more senior, but people in the hydroelectric business sometimes have been with the company longer.  So they're more senior in terms of their years of service, so maybe at higher salary bands.


But it is beyond just -- like, as I said, it is mainly labour, but there are other costs as well that are included.

MR. JANIGAN:  What would they be?


MS. LADAK:  For example, for hydrothermal, for -- there would be some contracting type costs for the business and administrative services groups, because there is a real-estate group in there that provides some services, so there would be additional types of costs in there.


MR. JANIGAN:  Have the results of this centre-led initiative result in mitigating the concerns raised by the Auditor General regarding the increase in senior management and executives while total head count stayed approximately constant?  Or did the centre-led initiative result in a temporary increase in the proportion of senior executives to staff?


[Witness panel confers.]

MR. FITZSIMMONS:  The business transformation and centre-led, those terms, I guess, are thrown around a bit synonymously.


Centre-led is the organizational structure that OPG has moved towards, in terms of the allocation of the support services.  Business transformation is the act of putting that organization together, but also undertaking a number of projects and initiatives which are designed to reduce head count and control costs in the business.  And to the extent that we had talked about this the other day, that there are projects and there is work involved in pursuing those initiatives, that is requiring interim managers or directors, that is a temporary increase in the numbers required.


MR. JANIGAN:  So I take it that at least initially, temporarily, the centre-led initiative didn't mitigate the Auditor General's concerns?  Is that what you're saying?


MR. FITZSIMMONS:  I mean, the Auditor General's concerns were expressed as, you've added more vice-presidents and directors.  Yes, that's true.  A lot of that is to deal with moving through this -- moving through this transition.


This transition, at the end of the day, will have the effect of reducing numbers overall.


MR. JANIGAN:  Were any of those transfers reduced in pay band?  Or did they all retain their pre-transfer level of compensation?


MR. FITZSIMMONS:  I don't believe there's been any reduction in compensation with respect to staff that may have moved around.  To the extent that there were promotions into director and vice-president positions, and this is confirmed in our action response to the Auditor General, that the people moving into those roles are making less than what their predecessors were making.


MR. JANIGAN:  And I take it what these large transfers to support services, that they were provided with a considerable increase in human resources, expanded in size of both -- both in size and in scope?


MS. LADAK:  I am not sure I understand that question.


MR. JANIGAN:  Well, the support services they provided by way of these large transfers provided a considerable increase in human resources.


MS. LADAK:  Yes.


MR. JANIGAN:  Is that correct?


MS. LADAK:  Yes.


MR. JANIGAN:  Both in terms of size and scope?


MS. LADAK:  Well...


[Witness panel confers.]

MS. LADAK:  Sorry, are you asking if we had to put in additional human resources efforts to make these changes, or just, did the size of these groups, these support groups, grow?


MR. JANIGAN:  Well, I guess if you can answer both questions, that would be helpful.

[Laughter]


MS. LADAK:  Okay.  All right.  So in terms of requiring additional human-resource effort to implement this, yes, it did require additional effort to work on this redesign of the organization to put people into the correct jobs and so on.


In terms of the -- moving these people, they moved from -- they were support groups in nuclear and hydrothermal, and they moved into the corporate support group.


So prior to these corporate support groups getting these people, there was probably about 1,300 people, 1,200 people, at the corporate support group level, and now the size of that group has grown to probably 2,300 or so.


So, yes, a larger group, and the scope of -- the work that the whole group is doing is the same.  So previously in nuclear they were doing nuclear training, and the corporate -- and the corporate group was not doing nuclear training, but now that that nuclear training group has come to the corporate level, that group is doing nuclear training.


MR. JANIGAN:  Okay.


MS. LADAK:  If that answers your question.


MR. JANIGAN:  Now, in terms of the -- just looking at one of the services, finance.  Finance, wasn't that pretty well centralized before the business transformation initiative?


MS. LADAK:  A lot of it was centralized, but we didn't have the people that were at the nuclear stations reporting into the central finance group.


So we had a central -- we had a nuclear business unit, and we had a finance group that looked across the entire nuclear fleet that did all the work for -- the financial work for them, and they reported in centrally to our CFO.


But then there were people at the stations in nuclear that reported to the station vice presidents, so now those people have come into the corporate groups.

MR. JANIGAN:  Okay.


MS. LADAK:  There was also a group called nuclear oversight that also came into the corporate group.  That used to be part of nuclear; it came into finance at the time.

MR. JANIGAN:  Can I have reference L, tab 6.8, Staff 107(d) on the monitor?

This IR asks about long-term and short-term incentive plans for employees, Society, PWU and management.

Can you confirm that there are no long-term incentive plans at OPG for employees?

MS. EARLE:  Yes, I can confirm that.

MR. JANIGAN:  And could you also turn up in the -- both in the interrogatories L, tab 6.8, SEC 117?


This IR references the Auditor General's 2013 report –- oh.  SEC 117, yeah.


References the Auditor General's 2013 report in respect of the recommendations regarding improving the linkages in the incentive plan between individual performance and awards, and between individual performance and OPG's performance.


You listed a number of actions in your response that OPG intended to undertake with respect to this issue.


My questions are:  Have you started this work?  And is there a formal work plan for this?  And are there any timelines and deadlines by which time these activities will be completed by OPG?

MS. EARLE:  So these actions have -- are underway currently and will be in place for the 2014 performance year.

MR. JANIGAN:  You expect to have all these activities completed by then?

MS. EARLE:  I'm just going through the list.


Yes, all of these will be in place for this performance year.  Yes.  They're already in place.

MR. JANIGAN:  Finally, the last question, at L, tab 6.8, SEC 122.  Again, this references the AG's 2013 report regarding the recruitment of employee family members by OPG.

And with respect to the hiring protocols currently in place, are relatives of applicants or candidates for positions within OPG completely excluded from the hiring process?

MS. EARLE:  No.  They are not excluded.


MR. JANIGAN:  And are relatives allowed --


MS. EARLE:  Sorry.  Actually, can you repeat the question?  I may have...


MR. JANIGAN:  With respect to the hiring protocols currently in place, are relatives of applicants or candidates for positions within OPG completely excluded from the hiring process?


MS. EARLE:  Sorry.  The answer should be yes, relatives would not be involved in the hiring process.


MR. JANIGAN:  Okay.  That's what I thought.


MS. EARLE:  Sorry.

MR. JANIGAN:  Are relatives allowed to provide references or any other input for applicants or candidates for positions?


MR. FITZSIMMONS:  One of the tenets of our code of conduct is to avoid conflicts of interest and perceived conflicts of interest.  So to the extent that the references internally for people creates any perception of a conflict of interest, that would be something that would be frowned upon.

MR. JANIGAN:  Who would take action in that case?

MR. FITZSIMMONS:  That would be expected to be reported through -- we have a chief ethics officer where all code of conduct violations are expected to be reported, or self-reported, as the case might be.

There is regular reporting that goes on, monitoring and follow-up.

MR. JANIGAN:  So it would be by complaint, by self-reporting, and is there somebody tasked with the responsibility of looking at this, apart from the ethics officer?  In order to refer the matters to the -- I don't know if I had that term right.  Is it the ethics officer?

MR. FITZSIMMONS:  The chief ethics officer, yes.

I mean, there have certainly been, since this finding, to satisfy ourselves, spot auditing of hiring to make sure it is in compliance with the code of conflict.  And so we are -- we are following through on -- are following through on this, and reinforcing the values that are ingrained in our code of conflict.

MR. JANIGAN:  Okay.  Thank you, Madam Chair.  Those are all of my questions for the panel.


Thank you, panel, for your patience in answering my questions.  And thank my fellow intervenors for allowing me to step in and do this at the end of the day so I can get home.


MS. HARE:  Thank you.


So We will resume tomorrow at 9:30.  Mr. Smith, you look like you want to say something.


MR. SMITH:  I always look like I want to say something.  That is the look on my face.


We can do this -- given the timing, we can just do it whenever, but you had raised, Madam Chair, yesterday the issue of the EUCG letter in the submissions, and I just assume we will deal with it tomorrow.


MS. HARE:  We will deal with it first thing in the morning.


MR. RUBENSTEIN:  Okay.  First thing in the morning.  That's fine.


MS. HARE:  Is that a problem for you?


MR. RUBENSTEIN:  No, that's not a problem if it is first thing in the morning.


MS. HARE:  Okay.  Thank you.

--- Whereupon the hearing adjourned at 4:39 p.m.
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