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1.0 OVERVIEW

Introduction

In this proceeding, the OEB is confronted with two vastly different visions of OPG. To the
intervenors, OPG is “entitled” and “defeatist,” but that is not how the thousands of women and
men who work at OPG see it. They recognize that they have been entrusted with the job of
operating and renewing the province’s most important electricity assets - safely and for the
benefit of the people of Ontario. OPG comes before the OEB respectfully to ask for recovery of
the reasonable costs necessary to do this job and the opportunity to earn a fair return on these

assets.

The parties argue that OPG’s documented cost control efforts are “too little, too late.” They
urge the OEB to cut hundreds of millions in forecast costs and in-service additions to send
OPG a strong cost control message. OPG submits that these arguments are a pretext for
denying recovery of prudently incurred costs or opposition to nuclear power. OPG has received
the cost control message “loud and clear” and is taking every available action to reduce its
costs while continuing to operate its facilities safely and make necessary investments to ensure
their future operation. No party has identified a single action that is actually available to OPG to
reduce costs that OPG is not pursuing.

OPG respectfully submits what the parties call “defeatism” or “entitlement” is simply an
unwillingness to pretend. Unlike the parties, OPG cannot simply wish away costs. It cannot
ignore its legally binding collective agreements; it cannot reduce accrued pension benefits in
contravention of the Pension Benefits Act (Ontario); it cannot build a $1.5B tunnel for a billion
dollars; it cannot change the size of the Pickering Units or the fact that they use first generation
technology. What it can do, and what it is doing is to use attrition to reduce the size of its staff
by 20 per cent; bargain aggressively to contain wage increases and benefit costs; work
diligently to improve the efficiency of its facilities and supporting operations and invest in the

development of assets to benefit Ontarians for the coming decades pursuant to Government

policy.
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In OPG’s view, benchmarking is a valuable tool for measuring relative performance in order to
identify potential areas for improvement. This is how OPG uses benchmarking and, in its
respectful submission, how the OEB should use it as well. Certain parties selectively read the
Memorandum of Agreement between OPG and its shareholder and use it to propose
ratemaking via benchmarking. Their views should be rejected as the positions they advocate
are contrary to law and lead to absurd results. For example, applying CME’s approach to
electric distributors would mean that the top quartile performers would see rates that reflected
their costs, the next quartile would recover only 75 per cent of their costs, the third quartile
would get 50 per cent and those in the bottom quartile would only be allowed to recover 25 per
cent of their costs. This is not an approach that could ever lead to just and reasonable rates -
simply put, benchmarking is not a formula for setting rates.

The major addition to rate base in this proceeding is the Niagara Tunnel. Board staff's and
invervenors’ position on the tunnel is paradoxical. On one hand they criticize OPG’s design and
construction of the project and urge disallowances which range as high as $407M (or about 83
per cent of the $491M at issue). On the other, based on its superior design and construction,
they urge the OEB to assign the project a service life of up to 150 years. The Niagara Tunnel
was a complex and challenging project that OPG completed safely and is working as designed.

OPG submits that the project’s costs are prudent and should be approved.

The major ongoing project at OPG is Darlington Refurbishment project (‘DRP”). OPG is asking
that the OEB approve OPG’s proposed contracting strategy. Board staff and certain intervenors
state that this request is premature, but OPG submits the opposite is true. Now is the time that
changes can be made based on the OEB’s views; later will be too late. GEC and ED ask the
OEB to reject the proposed strategy and require a fixed price contract. Since the evidence
establishes beyond any doubt that a fixed price contract is unavailable, OPG submits that this
is nothing more than a back door attempt to use the OEB to achieve what GEC and ED have

been unable to do politically — stop Darlington Refurbishment.

OPG'’s pension and other post employment benefit (“OPEB”) costs elicited two significant areas
of discussion, only one of which will actually affect test period payment amounts. Parties

criticized OPG’s pension and OPEB as being too rich, but no party claimed that the amounts
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OPG is seeking to recover do not accurately reflect the amounts it is legally obligated to pay.
OPG is fully aware of the pension sustainability issue — the Towers Watson Report on pension
sustainability was prepared at the request of OPG’s Board of Directors based on the
recommendation of senior management. The evidence shows that OPG is working to change
its plan by introducing changes for management employees and working through the province
to achieve a long-term global solution. As the Government’s report on the sustainability of the
electricity sector pension plans indicates, however, there are complex issues involved that can

only be resolved jointly by the companies and their unions.

Through cross-examination, Board staff raised the issue of changing pension and OPEB cost
recovery from an accrual to a cash basis. The OEB has twice previously approved accrual
accounting for OPG’s pension and OPEB costs and should do so again. Accrual is fair to both
current and future customers. By regulation, OPG is required to use USGAAP accounting and
USGAAP requires the accrual method. Finally, moving to cash would have significant impacts
on OPG'’s earnings and cash flow, which were largely unexplored in this proceeding. If the OEB
wishes to consider moving to cash recovery for pension and OPEB or establishing a
segregated fund for OPEB costs, it should call a generic proceeding to allow all the complex
aspects of these issues to be reviewed and decided on the basis of a complete evidentiary
record and to allow the participation of other Ontario utilities which would be impacted by such

a move.

Evidence and Evidentiary Updates

OPG recognizes its obligation to produce the evidence necessary to meet its burden of proof to
establish that its forecast costs are reasonable and prudently incurred (section 78.1(6) of the
Ontario Energy Board Act).

The OEB released A Report with Respect to Decision-Making Processes at the OEB dated
September 2006 (the "Board Process Report"), that addressed the need to rely on evidence.

The Board Process Report concluded as follows:

Thus, in the non-prosecutorial context, the courts' emphasis has been on
ensuring that parties have the right to know and answer the case they have
to meet. This involves a requirement that a decision maker not base his or
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her decision on facts which are not on the record and parties have the
opportunity to respond to legal and policy arguments that are considered by
the decision maker. (emphasis added) (Board Process Report, p. 26).

For fundamental reasons of procedural fairness, parties must base their submissions on
evidence, filed by them, developed through cross-examination or produced by the applicant in
response to interrogatories, Technical Conference questions or undertakings. This is
necessary to allow an applicant a chance to respond by testing any contrary evidence
submitted or introducing additional evidence to demonstrate the reasonableness of its
requests. This is a well-established principle of common law.*

Unfortunately, in this proceeding, the submissions of Board staff and intervenors urge the OEB
to decide matters on the basis of information that was never introduced during the evidentiary
portion of the proceeding and, sometimes, based on no evidence at all. Moreover, in the guise
of argument, parties offer “expert” opinion evidence on complex technical matters — again

opinions that were never put to the relevant witnesses.

Not only are parties required to base their submissions on evidence as set out above, but
tribunals, such as the OEB, have a duty to consider the relevant evidence in the proceeding. It
is well established that ignoring or failing to consider relevant evidence is an error in law,
though rejecting evidence after proper consideration is not. If a tribunal fails to take into
account relevant and material facts, the courts will intervene on the grounds that Parliament

never intended it to make decisions without considering the relevant facts.”?

OPG introduced a substantial amount of evidence to discharge its burden of proof as described
above. However, little of it was successfully assailed in cross-examination. The expert opinion
evidence adduced by OPG has for the most part simply been ignored in Board staffs and

intervenors’ submissions.

! Ruby v. Canada (Solicitor General), 2002 SCC 75, [2002] 4 SCR 3, at para. 40; Robert W. Macaulay and James
L.H. Sprague, Practice and Procedure before Administrative Tribunals (Toronto: Carswell, last updated 2013) vol. 2
at 12-38.13-12-39 [Macaulay and Sprague, Practice and Procedure before Administrative Tribunals].

2 Macaulay and Sprague, Practice and Procedure before Administrative Tribunals at 17-6.12.
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As the OEB appreciates, the experts who testified in this proceeding were required to accept
the responsibilities that are imposed on experts by the OEB’s Rules of Practice and Procedure
and all of the experts in this case did that. This included the responsibility to assist the OEB
impartially by giving evidence that is fair and objective. The experts were duly qualified and
accepted by the OEB to give opinion evidence as set out in their reports. No parties objected to
the experts’ qualifications nor to their being accepted by the OEB to give the evidence that they

provided.

Other than the evidence from Ms. McShane, little of the experts’ evidence was referred to in
the submissions of Board staff and the intervenors and the expert’s conclusions largely went

unchallenged. Mostly, the parties avoided discussing them.

Each of the experts’ testimony has been addressed under the relevant issue in OPG’s
Argument-in-Chief or in the relevant sections in this Reply Argument. As a general submission,
OPG says that given the experts’ impressive qualifications, their having been accepted by this
OEB panel to give opinion evidence and the lack of any serious challenge to their opinions and
conclusions by Board staff or the intervenors, the experts’ evidence should be given substantial
weight by the OEB.

Parties’ arguments also were critical of OPG’s evidentiary updates, which consisted of two
Impact Statements and additional evidence related to Darlington Refurbishment. OPG updates
its evidence when it becomes aware of material changes to its costs or significant new
information that materially impacts its prior testimony. OPG undertakes evidentiary updates

based on its understanding of Rule 11.02 in the OEB’s Rules of Practice and Procedure.

OPG puts a substantial amount of work into preparing and verifying its Impact Statements. It
does a comprehensive survey throughout its regulated operations for any material changes
($10M per year in revenue requirement up or down) and brings forth everything it finds.
Changes below the materiality threshold are not included even if, as was true for Impact
Statement #1, their cumulative impact would be quite large. When new information emerges

that changes its evidence, OPG brings it forward even if unfavourable.
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OPG has provided the OEB with a comprehensive evidentiary showing that fully supports its
requested payment amounts. OPG respectfully submits that based on the evidence in this

proceeding, these payment amounts should be approved.

2.0 GENERAL
21 ISSUE 1.1

Primary - Has OPG responded appropriately to all relevant Board directions from
previous proceedings?

OPG set out its responses to prior OEB directions at Ex. A1-11-1 in its prefiled evidence. There

were no substantive submissions made by Parties on this issue.

2.2 ISSUE 1.2

Primary - Are OPG’s economic and business planning assumptions for 2014-2015
appropriate?

2.21 Business Transformation

This section responds to the submissions of SEC and CME on business transformation (“BT”)
(SEC argument, paras. 1.2.12-1.2.21; CME argument, para. 5). Their submissions are largely
directed to redefining the words “cost control” to mean “cost reduction” and to the revision of
history. Both submissions are fairly placed in the category of “unhelpful” criticism. Rather than
suggesting ways that OPG could improve BT, these submissions merely complain that the
reductions should have happened sooner and be larger. OPG submits that these submissions

should be given no weight.

BT will reduce OPG'’s staff by some 1300 employees in its regulated operations by the end of
2015 (Ex. L-1.2-17 SEC-006; Ex. JT2.10; Ex. JT2.33; Ex. J3.1). OPG submits that this is a very
large and challenging staffing reduction that has been successfully managed and remains on
track (Tr. Vol. 3, p. 8, lines 13-27).
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SEC and CME argue that:

“BT’s goal is “cost control;”

“Cost control” equals “cost reductions;”
“OPG'’s costs are not going down”
“Therefore BT is a failure.”

The fallacy here is equating “cost control” with “cost reduction.” OPG has repeatedly explained
that many of the drivers of its proposed rate increase are beyond the company’s ability to
control. The prime example is the impact of discount rate changes on pension and OPEB
costs. Just because the drivers are leading to increased costs does not mean that BT has not
reduced costs (Tr. Vol. 11, pp. 123-124). Significant cost savings have been achieved to date,
are expected going forward and are built into the test period business plan (Ex. JT2.10 and Ex.
J3.1).

SEC also makes much of the fact that the savings inherent in a centre-led organization should
have been obvious to OPG. As OPG’s witnesses explained for many years the company
followed a “decentralized model” whereby local plant groups were accountable for things like
local public affairs because they had greater knowledge of the local community. As it became
clear that OPG’s production was going to continue decreasing and the number of plants
declined, the benefits of centralization in terms of cost savings outweighed those of

decentralization and OPG instituted a centre-led model (Tr. Vol. 3, pp. 85-86).

SEC, after moving to ensure that the KPMG Report would be made part of the record, neglects
to mention it in their argument (see Tr. Vol. 1, p. 6). Perhaps this is because KPMG does not
share SEC’s view that business transformation is a failure. To the contrary, KPMG regards it as
a well structured initiative that captures the bulk of the savings opportunities available (See Ex.
A4-1-1, p. 2 and AIC, p. 7).
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23 ISSUE 1.3

Secondary - Has OPG appropriately applied USGAAP accounting requirements,
including identification of all accounting treatment differences from its last payment
order proceeding?

SEC asks the OEB to make a retroactive change to the calculation of Bruce Lease net
revenues that is inconsistent with both the OEB’s decision on how these revenues are to be
calculated and the approved settlement in EB-2012-0002 (SEC argument, paras 1.3.2-1.3.5).

SEC’s requested change should be rejected.

OPG explained the impact on Bruce Lease Base Rent Revenue in EB-2012-0002:

USGAAP requires the amount of base rent revenue to be recognized on a
straight-line basis from the start of the Bruce Lease in 2001. Under CGAAP, the
amount of rent revenue recognized is calculated on a straight-line basis effective
April 1, 2008 following the OEB’s direction that “Bruce lease revenue be
calculated in accordance with GAAP for non-regulated businesses” (EB-2007-
0905, page 110). The earlier effective date for the purposes of the straight-line
calculation under USGAAP results in a lower amount of revenue being
recognized over the remaining expected lease term.....so the overall impact is a
$1.6M annual reduction in Bruce Lease net revenues. (EB-2012-0002, Ex.A3-1-
2, p. 6).

SEC references Ex. L-1.3-17 SEC-019 where it asks OPG to provide references in EB-2011-
0432 where the impact of USGAAP on Bruce Lease Net Revenues was discussed. In this
proceeding SEC does not argue that there was insufficient evidence in EB-2011-0432 or EB-
2012-0002 on the impact of USGAAP on Bruce Lease Net Revenues. Instead, SEC highlights
the $59M impact on retained earnings and incorrectly categorizes it as a proposal (SEC
argument, para. 1.3.3). It is not a proposal; it was a required transition entry as part of the
January 1, 2011 USGAAP opening balance sheet. OPG was obligated to account for this

amount as an adjustment to retained earnings.

SEC submits that the OEB should now order that the $59M be credited to a deferral account.
OPG disagrees for two reasons. First, SEC’s proposal would be inconsistent with the OEB’s
prior decision that Bruce Lease revenues and costs are to be determined on the basis of GAAP

for non-regulated entities. And secondly, because it would be inconsistent with the approved
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settlement in EB-2012-0002 where the OEB approved OPG’s adoption of USGAAP and related
account balances that did not reflect the entry that SEC, a party to the settlement, now seeks to
add.

The OEB has been very clear about the approach to determining Bruce Lease net revenues.
In EB-2007-0905 the OEB found the following:

In the Board’s view, the fact that the net revenues related to OPG’s unregulated
Bruce lease are intended to mitigate the payment amounts for Pickering and
Darlington does not lead to a conclusion that the Province must have intended
that the Bruce revenues and costs be calculated as if OPG’s investment in Bruce
were subject to regulation.

Further, the Board finds that the Bruce net revenues, as a mitigation measure, do
not form part of OPG’s revenue requirement for the prescribed assets. Rather,
the Board concludes that the regulation requires net revenues be used to reduce
the payment amounts that would otherwise be set based on the revenue
requirement for the prescribed assets. In the Board's view, “revenue
requirement” is a concept that is applicable only to rate-regulated activities. (EB-
2007-0905, Decision with Reasons, p. 107).

Ultimately, the OEB decided to calculate Bruce Lease costs and revenues on an accounting

basis, stating:

The Board finds that the appropriate method to calculate OPG’s test period
revenues and costs related to the Bruce stations is to use amounts calculated in
accordance with GAAP. OPG’s investment in Bruce is not rate regulated. In the
Board’s view, it would not be a reasonable interpretation of Sections 6(2)9 and
6(2)10 to find that OPG should use an accounting method to determine revenues
and costs that an unregulated business would otherwise never use. Had the
Province intended the Board to determine revenues and costs related to Bruce in
accordance with principles applicable to a regulated business, the regulation
would have so stated. (emphasis added) (EB-2007-0905, Decision with Reasons,
p. 109).

The impact of the OEB’s decision on OPG was that the return that was negotiated in
establishing the agreements with Bruce Power and consequently reflected in revenues was
provided to the benefit of the ratepayer as it is part of OPG’s revenues under GAAP. The flip
side to that is that the $59M, an adjustment to equity pursuant to GAAP, is neither revenue nor

an expense. The $59M adjustment to equity is treated in the same way as OPG’s annual return
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on equity — both are foregone as they do not meet the GAAP definition of cost or revenue.
Similarly, the impact is not eligible for inclusion in the Bruce Lease Net Revenues Variance

Account as it is neither revenue nor a cost pursuant to GAAP.

The remedy proposed by SEC is effectively to establish a regulatory liability. The OEB
establishes regulatory assets and liabilities with respect to the facilities subject to regulation.
The Bruce facilities are not regulated. The remedy proposed by SEC is to use an accounting
method to determine revenues and costs that an unregulated business would otherwise never
use, which is precisely the approach that the OEB has already found to be unreasonable, as
noted above.

Despite the above, if the OEB determines that a deferral account should be established, OPG
may have to record a liability with a charge to the income statement. This would have a
punitive effect on OPG’s net income and its ability to earn a fair return on invested capital since

the original credit was recognized as an adjustment to retained earnings.

In EB-2012-0002, OPG fully disclosed all the revenue requirement impacts of OPG’s adoption
of USGAAP, including the impact on Bruce Lease net revenues (Ex. L-1.3-17 SEC-019). The
balance in the Impact for USGAAP Deferral Account was agreed to as part of the EB-2012-
0002 Settlement Agreement. The OEB approved that Settlement Agreement, authorizing the
use of USGAAP by OPG for regulatory accounting, reporting and rate-making purposes (EB-
2012-0002, Tr. Vol. 1, p. 25). SEC’s proposal is essentially to amend the terms of the EB-2012-
0002 Settlement Agreement in a subsequent proceeding. The OEB accepted that settlement

and should not entertain SEC’s invitation to retroactively amend it.

For all of the reasons provided above and in its evidence and Argument-in-Chief, OPG submits
that the OEB should find that OPG has appropriately applied USGAAP accounting
requirements, including identification of all accounting treatment differences from its last

payment order proceeding.

10
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24 ISSUE 1.4

Oral Hearing - Is the overall increase in 2014 and 2015 revenue requirement
reasonable given the overall bill impact on customers?

This section addresses the arguments about the size of OPG’s overall increase (CCC
argument, p. 3; CME argument, para. 13-14, 27; SEC argument, paras. 1.4.13 through 1.4.19).

It does not address the “colour commentary” provided by the parties.?

In an effort to make the size of the increase appear greater, the parties have combined the
payment amounts and the interim period riders in calculating the increase. Thus the later the
implementation date they select, the fewer months over which the 24 month revenue
requirement is amortized. For example, by selecting an implementation date of Decemberl,
2014, CME spreads the recovery of the 24-month revenue requirement over 13 months.* By
failing to note that the interim period riders, by their very nature, would cease at the end of
2015 (as noted in Ex. J13.8), CME leaves the false impression that their estimated large

increase is an enduring one.

The fact remains that estimated average increases experienced over the test period versus
current rates are as depicted in Ex. N2-1-1. For residential consumers this is an increase of
about $5.31 per month (about 4.5 per cent) including the newly regulated hydroelectric facilities

and assuming they would have otherwise received $30 per MWh (Ex. N2-1-1, p. 11).

SEC creates a straw argument, and then knocks it down by claiming OPG has said that it
never receives any money and then demonstrating that there have been increases in revenues
(SEC argument, paras. 1.4.14 through 1.4.19). All of the calculations on SEC’s table are
against the starting point of the temporary payment amounts set by the province in 2005 ($33
per MWh for hydroelectric and $49.50 per MWh for nuclear) (SEC argument, para. 1.4.14). The

% For example, SEC provides a flawed recitation of the history of the Ontario Hydro demerger, a redefinition of
bankruptcy, a reinterpretation of the purpose of the Global Adjustment, and a mischaracterization of the relative cost
of OPG’s output (SEC argument, paras. 1.4.4 through 1.4.6). Since SEC itself acknowledges that this is nothing
more than background information, and its only apparent purpose is to cast OPG in an unfavourable light, OPG has
elected not to respond. Obviously, that should not be taken as agreement.

* CME calculates the resulting increase as 61 per cent, but the actual number is 52.4 per cent using the calculation
method shown in Ex. J3.10 and monthly production forecasts shown in Ex. E1-1-1, Table 1 and Ex. E1-2-2, Table 2.
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problem with this argument is that OPG never said what SEC claims and the chart SEC
prepared shows that what OPG actually said, that base rates have not increased since 2008
and in fact have declined slightly since 2010, is absolutely accurate. The increased revenues
that SEC shows are due to rate riders approved to recover variance and deferral account
balances and changes in production. OPG’s base rates have been essentially constant from
2008-2013.

3.0 RATE BASE
3.1 ISSUE 2.1

Primary - Are the amounts proposed for rate base appropriate?

Requlated Hydroelectric Rate Base

A number of intervenors (Board staff, AMPCO, CME, CCC, LPMA, SEC and VECC) have
recommended reductions to Hydroelectric in-service amounts during the test period, based on
historical trends. Similarly, a number of submissions (Board staff, AMPCO, CME, CCC, EP,
LPMA, SEC, and VECC) have called for disallowances to the in-service amounts requested by

OPG in relation to the Niagara Tunnel. These items are dealt with in Issues 4.3 and 4.4
respectively. OPG’s reply submissions under those issues make it clear that there is no basis
for any of the proposed disallowances. As such, and for the reasons set out in its evidence and
Argument-in-Chief, OPG submits that the rate base for the regulated Hydroelectric facilities
should be accepted by the OEB, as filed.

Nuclear Rate Base

Similar to Hydroelectric, intervenors (Board staff, AMPCO, CME, CCC, LPMA, and SEC) called
for reductions to Nuclear in-service amounts during the test period, based on historical trends.
Further, a number of submissions (CME, CCC, ED, GEC, SEC and VECC) called for

disallowances to the in-service amounts requested by OPG in relation to the Darlington

Refurbishment Project that are expected to close to rate base during the test period. There
were also submissions that had inventory implications associated with Nuclear Fuel. These

items are dealt with in Issue 4.8, 4.9 and 6.5 respectively.
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OPG'’s reply submissions under those issues make it clear that there is no basis for any of the
proposed disallowances. As such, and for the reasons set out in its evidence and Argument-in-
Chief, OPG submits that the rate base for the regulated Nuclear facilities should be accepted
by the OEB as filed, subject to its findings on Nuclear in-service amounts (Issue 4.8), the

Darlington Refurbishment Project (Issue 4.9) and Nuclear Fuel (Issue 6.5).

4.0 CAPITAL STRUCTURE AND COST OF CAPITAL
4.1 ISSUE 3.1

Primary - What is the appropriate capital structure and rate of return on equity for
the currently regulated facilities and newly regulated facilities?

There are a number of submissions on capital structure and rate of return. OPG has grouped

these submissions and its reply to them under the sub-headings set out below.

THERE IS NO BASIS FOR REDUCING THE EQUITY COMPONENT OF OPG’S CAPITAL
STRUCTURE

A number of parties made submissions recommending a reduction in the equity component of
OPG'’s capital structure based on the increase in rate base related to hydroelectric assets
arising from the inclusion of the Niagara Tunnel in rate base and the regulation of the newly

regulated hydroelectric assets.

These equity adjustment proposals suffer from a number of fatal factual and legal errors, as
well as errors of regulatory principle, as explained in greater detail below. Accordingly, OPG
submits that they should all be rejected and that the OEB should retain the current 47% equity

thickness.

Positions

SEC urges the OEB to set aside the expert testimony of Ms. McShane and instead rely on their
calculations based on their interpretation of evidence offered by Drs. Kryzanowski and Roberts
(“K&R”) in EB-2007-0905. SEC’s calculations produce an equity thickness of 42.34 per cent

(SEC argument, para. 0.2.2), which they acknowledge would change based on the actual

13
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hydroelectric and nuclear rate base amounts approved by the OEB (SEC argument, paras.
3.1.37 through 3.1.38). SEC’s analysis has the general support of CCC (who says that the
equity thickness should be reduced to something in the range of 42 per cent (CCC argument,
p. 8) and LPMA (who says that the maximum equity thickness should be 42 per cent (LPMA

argument, p. 4).

SEC’s proposed 42.34 per cent is based on a flawed methodology and an incorrect premise. In
making its calculation, SEC asserts that the 47 per cent equity thickness, established in EB-
2007-0905, was based on the OEB’s adoption of the K&R methodology and on the basis of
that the OEB determined a 50 per cent equity ratio for Nuclear and 40 per cent equity ratio for
Hydroelectric. These assertions are both wrong. While the OEB accepted 47 per cent as being
appropriate for OPG’s operations, there is nothing in either EB-2007-0905 or EB-2010-0008
that says the OEB adopted the equity ratios of 40 per cent and 50 per cent for the two
technologies or, as noted in Board staffs argument, there is nothing in the EB-2007-0905
decision that indicates that the OEB accepted the K&R methodology (Board staff argument, p.
8).

Finally, SEC’s methodology does not even update for the change made by K&R in EB-2010-
0008. In EB-2010-0008, K&R updated their views to conclude that the common equity ratio for
hydroelectric assets should be 43 per cent, not the 40 per cent used by SEC (EB-2010-0008,
Decision with Reasons, p. 114). As Board staff points out, this significant change by K&R
reflected an acceptance by them that their approach in EB-2007-0905 of weighting by
production rather than by the net book value of assets was wrong (Board staff argument, p. 7-
8).

CCC'’s support for a common equity ratio of about 42 per cent is particularly odd in that they
acknowledge in their argument that Drs. Kryzanowski and Roberts revised their views about
the appropriate capital structure for hydroelectric on a stand-alone basis to 43 per cent in EB-
2010-0008 (CCC argument, p. 7); while the SEC analysis, that CCC appears to support, is
predicated on Drs. Kryzanowski and Roberts’ outdated recommendation of 40 per cent from
EB-2007-0905.

14
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AMPCO believes that a decrease in equity thickness is appropriate but does not offer a specific
adjustment (AMPCO argument, p. 7). VECC supports CME’s proposal to adjust the return on
equity (“ROE”) for the newly regulated hydroelectric assets, but will support a lowering of
OPG'’s equity ratio to 42.5 per cent in the event CME’s proposal is not accepted by the OEB
(VECC argument, p. 18).

SEP submits that the stand-alone principle should no longer apply as the principle is “a relic of
the failed privatization initiative of the Harris government” (SEP argument, p. 3) and, as a
consequence, the correct economic return is the social discount rate (SEP argument, p. 7).
OPG notes that the validity of the stand-alone principle was determined by the OEB in EB-
2007-0905 (pp. 137 and 142) and the application of a social discount rate as the allowed return
for OPG was not addressed in this proceeding or the last proceeding, nor was it a topic in the
OEB’s most recent cost of capital consultation.

Board staff, to their credit, acknowledges two important points in coming to their
recommendations on capital structure. First, they acknowledge that the OEB did not accept the
methodology of Drs. Kryzanowski and Roberts in previous proceedings (Board staff argument,
p. 8). Secondly, they note that Drs. Kryzanowski and Roberts revised their hydroelectric equity
thickness to 43 per cent in EB-2010-0008 (Board staff argument, p. 7). They conclude by
saying that if the OEB agrees with K&R methodology this time, and if the OEB agrees with
SEC that the newly regulated facilities are the same risk as the previously regulated facilities,

then an equity thickness of 45 per cent to 46 per cent is reasonable (. p. 8).

EP and the PWU support the current equity thickness of 47 per cent as proposed by OPG.

THE PROPOSED CAPITAL STRUCTURE ADJUSTMENTS HAVE NO EVIDENTIARY BASIS
Parties to this proceeding have proposed dramatic, perhaps unprecedented, adjustments to
OPG'’s capital structure without even bothering to file expert evidence on the issue. This is
despite the fact that they had ample opportunity to do so and have known for many months

that capital structure would be an issue in this proceeding.
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Without expert evidence, these parties have opted to abandon principles of procedural fairness
and have instead advocated their submissions on the untested assertions of counsel or on
evidence from a proceeding held over six years ago, EB-2007-0905, and which relates to an
entirely different factual circumstance. Neither of these approaches is legally acceptable or

consistent with good regulatory practice.

Unfortunately, this failure by intervenors to file evidence is not a new concern. In its EB-2010-
0008 decision, the OEB gently admonished intervenors for attempting to introduce evidence in
their arguments, saying that “Quite a number of very material issues were explored somewhat
late in the process; in some cases the arguments themselves contained what could be
characterized as evidence.” (EB-2010-0008, p. 6). The OEB went on to say that its comments
were to “...guide the parties as to the Board’s expectations for the next proceeding.” (lbid., p.7).

It is clear that, in respect of Issue 3.1, the Board’s guidance was not followed.

The intervenors would also have been aware of the OEB’s requirement to file evidence to
support proposed changes in capital structure through their involvement in EB-2011-0210 (a
Union Gas case for new rates effective January 1, 2013). In that case, the OEB rejected Union
Gas’s request for an increase in its equity ratio on the basis that it had not filed evidence to
support the arguments it was making in support of its proposed change, specifically noting that
Union Gas “...filed no evidence to support this position that the equity ratio was not correct and
the Board therefore gives this argument little or no weight” (EB-2011-0210, Decision and
Order, p. 48) and that, “The Board acknowledges that there was a general consensus on the
Canadian utilities that intervenors and Union say were comparable. The Board notes, however,
that neither Union nor the interveners filed analytical evidence that demonstrated that these
utilities are of like risk to Union. Rather, what evidence was presented was anecdotal, ad hoc,

and incomplete.” (Ibid., p. 49).
Unlike the intervenors, OPG did file expert evidence to support its position.
With respect to the intervenors’ reliance on evidence from prior cases, OPG notes that the

OEB only has jurisdiction to admit evidence from another proceeding into a current proceeding

when that other proceeding is being heard at the same time as the current proceeding (Ontario
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Energy Board Act, s. 21(6.1)). The requirement that the proceedings be heard at the same time
is to provide fairness by enabling a party to participate as necessary to challenge or question
such evidence based upon the circumstances before the OEB. This is not the case in this
proceeding. EB-2010-0008 and EB-2007-0905 are at an end and dealt with different facts.

For these reasons alone (i.e., the lack of expert evidence filed in this proceeding, the reliance
on evidence from prior proceedings, and the mischaracterization of the OEB’s acceptance of
that evidence), OPG submits that the OEB should reject the proposed adjustments to OPG’s
capital structure.

CHALLENGES TO OPG’S EVIDENCE ARE WITHOUT MERIT
Beyond the legal and evidentiary problems with the intervenor submissions, OPG submits that

the offered criticisms of Ms. McShane’s evidence are without merit and should be rejected.

Ms. McShane is well known to the OEB and was accepted by the OEB as a cost of capital
expert in this hearing (Tr. Vol. 10, p. 6, lines 10-11). She testified in both of OPG’s prior rate
proceedings and has a well-developed understanding of the business and financial risks that

OPG faces and that relate to the determination of cost of capital.

In her report, Ms. McShane provided an analysis and expert opinion on whether the capital
structure approved in OPG’s last application (EB-2010-0008) was appropriate for the test
period, given the completion of the Niagara Tunnel project and the inclusion of additional
hydroelectric assets in OPG’s regulated rate base (Tr. Vol. 10, pp. 7-8). Her report was filed as
Ex. L-3.1-17 SEC-024, Attachment 1 (the “Report”).

Ms. McShane concluded that OPG’s deemed common equity should, at a minimum, remain at
47 per cent for the reasons set out at pages 2 and 3 of her Report. These reasons included her

views that:

1. The business risks specific to OPG’s regulated hydroelectric generation operations,

including the newly regulated facilities, are somewhat higher than when the OEB issued
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its Decision in EB-2010-0008, due largely to the higher operating risks of the newly
regulated facilities.

The fundamental business risks of the nuclear generation operations have not changed
materially. However, the operating leverage has continued to rise, leading to higher
potential volatility in earnings for the nuclear generation operations. All other things
equal, a thicker equity component would be required to dampen the volatility.

The lower end of a reasonable range of equity ratios for the regulated hydroelectric
generation operations, including the newly regulated generation, consistent with their
relative business risks and the fair return standard is, conservatively, 45 per cent. As
such, a 47 per cent common equity ratio for OPG’s combined hydroelectric and nuclear
operations, given the latter's higher operating risks and increased operating leverage,
remains reasonable even with the higher proportion of regulated hydroelectric
generation rate base during the test period.

The Darlington Refurbishment Project, due to its size, will reverse the relative
proportions of the test period hydroelectric and nuclear generation rate base. Capital
structure decisions reflect longer-term, not test period, business risks. As the Darlington
Refurbishment Project investment is more than double the combined rate base
additions from the Niagara Tunnel project and newly regulated hydro facilities,
maintaining the approved 47 per cent common equity ratio is a conservative approach
that OPG should revisit once a decision on the Darlington Refurbishment Project has
been reached.

The Darlington Refurbishment Project will require significant capital investment,
including approximately $1.5B during the test period. With no additional cash flows to
service the corresponding debt financing, credit metrics will be weaker, putting
downward pressure on debt ratings. At a minimum, OPG’s allowed common equity ratio
should remain at the previously approved 47 per cent to avoid further weakening of
credit metrics.

The OEB is committed to the implementation of incentive regulation for both the
regulated hydroelectric and nuclear operations. Although the specifics of the plans have
yet to be developed, the characteristics of incentive regulation expose regulated

companies to higher risk than cost of service regulation. The higher business risk of the
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regulated operations under incentive regulation provides support for, at a minimum,

maintaining the approved 47 per cent common equity ratio.

In the interest of keeping its reply to a manageable length, OPG does not propose to reply to
every misdirected criticism of Ms. McShane’s evidence. Instead it will focus its submissions on
the key points raised. However, OPG’s lack of response to a specific criticism should not be

seen as acceptance.

To begin, SEC submits that her evidence cannot be relied upon because her opinion is
premised on the view that the existing equity ratio of 47 per cent is too low (SEC argument,
para. 3.1.5). This is incorrect as any fair-minded reading of her Report will make clear. Her
analysis took as a point of departure the OEB’s previously approved common equity ratio of 47
per cent (Report, p. 7). It considered whether there had been changes in business and
financial risk that warranted a change in the capital structure, but did not question whether the
47 per cent previously adopted was appropriate (Tr. Vol. 10, pp. 7-8).

SEC, among others, then goes on to suggest that Ms. McShane’s evidence should be
discounted because she has no independent knowledge of the circumstances of OPG’s newly
regulated hydroelectric operations, and is not an expert in their operations, and hence is
dependent on information from OPG personnel (SEC argument, para. 3.1.8). However, there is
nothing wrong or unusual about using information from experts in the field (i.e., discussions
with OPG operations staff who have significant experience with these assets) to make a
relative business risk analysis. In fact, none of the cost of capital experts that regularly testify
before the OEB, not even Drs. Kryzanowski and Roberts, have expertise in the operation of
hydroelectric generation facilities. Ms. McShane had the benefit of a number of discussions
with OPG operating personnel as well as her own research and experience in coming to her
opinion (Tr. Vol 10, pp. 102 and 109-110). Accordingly, in OPG’s submission this criticism
should be rejected by the OEB.

SEC then goes on to say that Ms. McShane “probably” had some of her facts wrong and

therefore has insufficient knowledge of the actual business risks of the newly regulated

operations to form an independent opinion (SEC argument, para. 3.1.10). The net result of
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which is SEC’s submission that in the absence of evidence to the contrary, the OEB should
treat the newly regulated assets as having the same business risk as the previously regulated

assets (SEC argument, para. 3.1.14).

The main problem with the submission that Ms. McShane “probably” got some facts wrong is
the source of the supposed “correct facts”. The source of the “correct facts” is nothing more
than a number of unsupported assertions by SEC’s counsel that are inconsistent with the
actual evidence on the record. After criticizing Ms. McShane for not being an expert in
hydroelectric operations, SEC’s counsel has no difficulty going on to give evidence on how
these facilities operate and what constraints they face (SEC argument, para. 3.1.13; and
footnotes 42-49).

For example, SEC implies that First Nations issues are bigger with respect to the previously
regulated facilities than with respect to the newly regulated facilities (SEC argument, para.
3.1.9). Setting aside the obvious fact, as testified to by Ms. McShane (Tr. Vol. 10, p. 92, lines 7-
16), that the newly regulated hydroelectric assets are primarily located in northern Ontario
where First Nations communities and related traditional areas are significant, the evidence is
that OPG has formal arrangements with 19 First Nations (Ex. A1-4-2, p. 14), only one of which
(i.e., the arrangement with the Akwesasne) is related to a previously regulated facility. The
remaining 18, as well as several ongoing negotiations, are mostly related to newly regulated

facilities and continue to require active management.

SEC is also wrong with respect to the proposition that OPG’s previously regulated hydroelectric
assets (e.g., Niagara River) have greater operating constraints than the newly regulated
stations (e.g., Abitibi River). This is simply not accurate or consistent with the evidence. As
described in section 5.1 of Ex. A1-4-2, all of OPG’s hydroelectric stations (both previously and
newly regulated) operate under externally imposed restrictions. While the six previously
regulated facilities are on international rivers and operate under treaties administered by the
International Joint Commission, the 48 newly regulated stations are all subject to similar
restrictions that prescribe flow and water level elevation limits. The seven stations on
interprovincial rivers are regulated by Ottawa River Regulation Planning Board or the Lake of

the Woods Control Board. The remaining 41 stations are on 17 interior provincial river systems
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that are subject to either Ontario Ministry of Natural Resources water management plans or are

on federally regulated navigable rivers (i.e. Rideau, Trent, and Severn) (Ex. A1-6-1, pp. 3-5).

And while the newly regulated facilities have more short term storage than the previously
regulated facilities (Tr. Vol. 4, page 30, lines 11-24), they also face higher production variability
as inflow conditions are both substantially more variable and uncontrollable due to smaller river
system drainage basins and weather-related natural inflows (Ex. E1-1-1, section 3.5, and
Tables 1 and 2). The previously regulated facilities are largely fed by the Great Lakes and
benefit from the stability of an enormous drainage basin, whereas the newly regulated facilities
are on various river systems with much smaller drainage basins. Further, the availability of
storage can be limited due to high inflows (e.g. during freshet), environmental constraints due
to aquatic life or sanitation, navigation requirements, or other restrictions imposed by water
management plans. As Ms. McShane testified, production and water availability were some of
the factors that she considered in coming to her conclusion on relative risk (Tr. Vol. 10, p. 107).

With respect to the peaking nature of the newly regulated facilities, OPG has testified that
peaking operations increase the frequency of stops and starts leading to more wear and tear
on the generating units (Tr. Vol. 4, pp. 43-44). And increases in stops and starts related to
peaking operations are recognized as a business risk in Hydro-Thermal Operations’ Business
Plans (Ex. F1-1-1, Attachment 1, Slide 14, Item 10; and Ex. N1-1-1, Attachment 6, Slide 19,
Iltem 9). How these and other production-related risks translate into OPG’s availability and
EFOR targets for the newly regulated facilities is usefully summarized in Chart 1 of Ex. F1-1-1
on page 25 and Charts 2a and 2b on pages 7-8. OPG submits that these tables show that
most of the newly regulated plants are expected to have worse reliability and more operating

issues than the previously regulated facilities.

Intervenors seeking a reduction in OPG’s equity ratio also submit that the OEB should look at
just the business and financial risks in the test period and ignore everything else (SEC
argument, para. 3.1.22; CCC argument, p. 7; among others). However, this is not the proper
way to examine the business and financial risks facing a utility — one also has to give
consideration to longer run risks as Ms. McShane has done (Tr. Vol. 10, pp. 36-37). This is

particularly true for a company like OPG which has very long-lived assets like hydroelectric and
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nuclear generation facilities. Business risks, and their impact on cost of capital and capital
structure, are not just test year issues, contrary to CCC’s position. Investment funds are not
committed to long-term assets based solely on the circumstances in the test year. This has
been recognized by the OEB in its EB-2009-0084 Report on the Cost of Capital for Ontario’s
Regulated Utilities Assets, where it notes that, “the Board is of the view that the capital
attraction standard, indeed the FRS [Fair Return Standard] in totality will be met if the cost of
capital determined by the Board is sufficient to attract capital on a long-run sustainable basis
given the opportunity cost of capital” (emphasis added) (EB-2009-0084, p. 20). Looking at

longer run business developments and risks also supports the principles of predictability,
transparency and stability that the OEB adopted in their Cost of Capital Policy (EB-2009-0084,
p. 32).

In its argument, VECC makes a number of submissions that are premised on OEB having been
wrong on OPG’s cost of capital since the Cost of Capital Policy was introduced in 2009 (VECC
argument, pp. 4-6). On this basis alone, these submissions should be rejected out of hand as
they are nothing more than a backdoor way of taking issue with the OEB’s 2009 Cost of Capital
Policy Report (EB-2009-0084) and the results of implementing that policy. They place a lot of
emphasis on comparing OPG’s cost of capital and capital structure to other Canadian utilities,
particularly Nova Scotia Power (“NSPI”), with its 37.5 per cent equity ratio (VECC argument,
pp. 6-8). VECC’s argument that OPG’s request in this proceeding is egregiously high is partly
based on their belief that the capital structure of NSPI (37.5 per cent equity ratio) is the “right”
number for an integrated electric utility with 60 per cent of rate base in generation assets. It is
important to note that NSPI's equity ratio has not changed since the OEB initially set OPG’s
equity ratio in EB-2007-0905 (Tr. Vol. 10, p. 28, lines 10-14). So a comparison with NSPI
provides no new information that the OEB did not have available to it when OPG’s capital

structure was initially set.

In considering VECC’s submissions it is worth having regard to the OEB’s decision in EB-2011-
0354, a proceeding to consider an application by Enbridge Gas for new rates effective January
1, 2013. There, the OEB found that Enbridge, by advancing a comparison between its capital
structure and those of other utilities, was in effect attempting to argue that the OEB should

reconsider the basis for its earlier decision (in EB-2006-0034) on Enbridge’s capital structure
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(EB-2011-0354, Decision on Equity Ratio and Order, pp. 6-7). This approach was rejected by
the OEB which stated that if Enbridge had wanted to review the EB-2006-0034 decision it
should have filed a review application but had not done so (lbid., p. 7). The OEB also indicated
in that decision, that in assessing whether a utility’s risk had changed since its capital structure
had last been set, the proper basis for that assessment is a consideration of the utility’s access
to capital, interest coverage ratios, credit ratings, debt terms and financial results and not a
comparison of its capital structure to those of other utilities.

In its submissions on capital structure, VECC makes exactly the same points that Enbridge
tried to make in EB-2011-0354. Accordingly, OPG submits that VECC’s submissions should be
rejected for the same reasons given by the OEB in EB-2011-0354.

In its argument, LPMA asserts its view, without any support, that adding the newly regulated
plants adds to the diversity of the hydroelectric operations and thus reduces the risk. This
conclusion ignores the fundamental operating differences between the newly regulated and the
previously regulated facilities. The fact that there are more newly regulated than previously
regulated and those plants are more geographically/weather diversified than the previously
regulated plants does not outweigh the higher operating risks of the newly regulated plants (Tr.
Vol. 10, p. 5, lines 11-19).

SEC and others attempt to confuse Ms. McShane’s evidence on the impact of the Darlington
Refurbishment Project on OPG'’s financial risk and credit metrics, which are key considerations
in determining capital structure. They make the point that ratepayers should not be charged
today for assets that have not yet gone into rate base (SEC argument, para. 3.1.16). This

statement is entirely erroneous.

SEC also makes a related submission that OPG is attempting to include construction work in

progress (“CWIP”) in rate base (SEC argument, para. 3.1.18). Again this is patently false.

Ms. McShane’s evidence on Darlington Refurbishment is straight-forward; namely that one

needs to consider both business and financial risks when setting the cost of capital and capital
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structure for a utility (Tr. Vol. 10, p. 100, lines 14-17). This is well understood and accepted by
the OEB (EB-2011-0354, p. 7, as discussed above).

As OPG is planning on spending over $1.5B on the Darlington Refurbishment Project during
the test period, and additional billions beginning in 2016, there can be no doubt that these large
capital expenditures will increase OPG’s financial leverage, lower its already weak credit
metrics and increase OPG’s overall financial risk (Tr. Vol. 10, pp. 36-37, lines 22-10; Report,
pp. 20-23). This increase in financial risk is flagged in the debt rating agency reports where
Standard & Poor (“S&P”) discusses OPG’s significant financial risk profile, low returns on
regulated operations and substantial debt-financed projects (Ex. A2-3-1, Attachment 1, pp. 2-3)
and notes that “...the company has reached an inflection point in its capital plans where
significant expenditures for such things as the Darlington nuclear facility refurbishment and the
Lower Mattagami project are required. We believe that these projects will put significant strain
on credit metrics for the next two years.” These concerns are also echoed by DBRS which
noted that “OPG is expected to generate free cash flow deficits over the medium term, driven
by higher capital expenditures (capex) requirements to fund hydroelectric and refurbishment
projects.” (Ex. A2-3-1, Attachment 2, p. 1). The capital structure applicable to the assets in rate
base has to provide financial support for all the regulated assets, whether in rate base or not
(Tr. Vol 10, pp. 36-37). As Ms. McShane pointed out, Alberta Utilities Commission has allowed
thicker common equity ratios (in addition to CWIP in rate base) where there is a major capital
build (Report, p. 20).

This fact coupled with the greater risk of the newly regulated hydroelectric assets is

inconsistent with the intervenors’ position of reduced equity.

SEC and others assert that the future introduction of incentive regulation mechanism (“IRM”) to
OPG is irrelevant to the consideration of cost of capital since it should reduce business risks
and, in any event, is an issue for a future proceeding (SEC argument, para. 3.1.22). The
problem with this submission is that there was no evidence adduced that IRM reduces
business risks. In fact, Ms. McShane’s expert option is just the opposite (Tr. Vol. 10, p. 37,
lines 1-4). It is noteworthy that the two independent rating agencies, DBRS and S&P, also view

incentive regulation as riskier than cost of service regulation (Report, pp. 17-18). Incentive
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regulation by its very nature has greater business risk because it typically contemplates a
decoupling of rates from the underlying costs. While true that the precise form of incentive
regulation is an issue for a future proceeding, it is clear that the OEB intends to introduce

incentive regulation for OPG beginning January 1, 2016.

VECC also points to the actual ROEs earned by Enbridge and Union Gas as proof that there is
no evidence of higher risk under incentive regulation. However, as Ms. McShane testified,
higher returns do not mean that that these utilities were not experiencing higher risks and the
experience of the Ontario electricity distributors has been very different (Tr. Vol. 10, p. 52, lines
13-28).

VECC also takes issue with Ms. McShane’s reliance on a summary of previous empirical
analysis of the impact of incentive regulation on cost of capital found in a paper authored by
Camcho and Menezes. VECC considers that, because the assumptions that the authors
adopted in developing their own theoretical model are unrealistic, somehow it follows that their
summary of others’ empirical analysis, which demonstrated “the firm’s cost of capital under PC
[price cap] regulation is higher than under COS [cost of service] regulation” (Report, p. 18),
cannot be relied on. Whether the authors’ model is realistic or not is a red herring — it has no

bearing on the point Ms. McShane was making (Tr. Vol. 10, p. 55, lines 4-26).

As discussed above, the equity adjustment proposals by intervenors suffer from a number of
fatal factual and legal errors, as well as errors of regulatory principle. Accordingly, OPG
submits that they should all be rejected and that the OEB should retain the current 47 per cent

equity thickness.

THE PREVIOUSLY APPROVED METHODOLOGY FOR SETTING OPG’S ROE SHOULD BE
MAINTAINED

While Board staff supports OPG’s proposed ROE for 2014 (i.e., 9.36 per cent), they propose a
change in methodology for 2015 (Board staff argument, p. 10). They are supported in this
requested change by CCC, SEC and LPMA.
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For 2015, Board staff proposes that OPG’s ROE be set on the same basis as other cost of
service applications for 2015. However, OPG’s application is not a 2015 cost of service
application; it is a two year application covering both 2014 and 2015. The method of
determining the second year (2015) return on equity proposed by OPG in this application is the
exactly the same methodology adopted by the OEB in OPG’s previous application (Ex. C1-1-1,
p. 2, s. 4.1). In that case, the OEB decided that ROE for both years should be based on the

same vintage of information, albeit from different sources.

Board staff suggests that their proposal would reflect more current data from Consensus
Forecasts (Board staff argument, p. 10). While true, this current data would arise after the
record in this case has closed and would be a departure from the established methodology for
setting OPG’s second year ROE. OPG submits that there is a lot of value in maintaining

established and approved methodologies, absent compelling new information.

It is worth noting that Board staff made essentially the same submission in the last rates case
(EB-2010-0008); that the second year ROE should be updated just prior to 2012 (Decision with
Reasons, p. 121). The OEB rejected Board staff's update proposal in that case, saying that
OPG’s proposed approach was “...consistent with the Board overarching policy and represents
the best balance between rate stability, procedural efficiency and accurate forecasting” (lbid. p.
123). Accordingly, OPG submits that the OEB should reject staff's new update proposal for the

very same reasons as last time.

PROPOSALS TO APPLY A DEBT RATE TO THE NEWLY REGULATED HYDROELECTRIC
ASSETS SHOULD BE REJECTED

ED argues that the re-valued component of the newly regulated hydroelectric assets should
only receive the cost of debt and the OEB should consider doing the same for the previously

regulated hydroelectric assets (ED argument, paras. 58-59).

The basis of the ED submission is its view that the re-valued component is not capital spending

but more akin to taking on debt (Ibid., para. 58).
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This submission suffers from a number of problems. First, it is not consistent with the evidence.
Second, it would require the OEB to revisit a Government-orchestrated restructuring of Ontario
Hydro, something that happened over 15 years ago, and substitute a new interpretation that
would be completely inconsistent with what the restructuring of Ontario Hydro was intended to
accomplish: a commercial operation that would be viable on a stand-alone basis. Finally, it
would be inconsistent with the clear intent of regulation O. Reg. 53/05 and the treatment the
OEB afforded the previously regulated hydroelectric facilities in EB-2007-0905.

ED’s argument references transcript volume 12, page 130 where ED notes the value of
hydroelectric assets in Ontario Hydro’s final financial statements, and the value of hydroelectric
assets on OPG’s 2009 annual report. ED’s argument does not reflect the answers OPG
provided to ED’s follow-up questions explaining the difference. Mr. Barrett provided a high level
summary of the financial restructuring of Ontario Hydro (Tr. Vol. 12, p.136) and the implication
on OPG: “I think the way that | like to think about this is there was a package of assets that
were owned by the government, and they were sold to OPG in exchange for certain debt and
equity amounts as part of this government-orchestrated restructuring process.” (Tr. Vol. 12, p.
135).

Mr. Mauti confirmed that the package of assets “were assigned debt from OEFC and the
Ministry of Energy as their sole shareholder, so they had share capital of, | think it was,
approximately $5 billion.” (Tr. Vol. 12, p. 135). Mr. Mauti highlights the salient point with regard
to cost of capital for OPG: “Well, | think, more importantly, it is the cost to OPG. The purchase -
- this was dealt with as sort of a purchase transaction from Ontario Hydro in assigning that

purchase price that is establishing the starting cost basis for OPG.” (Tr. Vol. 12, p. 133).

As it was a purchase transaction OPG followed accounting requirements to assign asset

values. As explained by Mr. Mauti:

[the] methodology, | guess, that was employed to assign asset values to the different
technology streams was to basically apply what was considered at that time Canadian
GAAP purchase accounting. So in effect, Ontario Power Generation was established
with a revaluation of the value of its assets, and it was financed through a combination
of debt and equity as of April 1, '99. You will notice that the nuclear stations went from a
$24 billion cost down to a $3 billion cost. (Tr. Vol. 12, pp. 130-131).
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In summary, OPG purchased the assets at the transfer values established in 1999, and issued
debt and equity to do so. The return that should be allowed to be earned on the debt and
equity issued to acquire the assets should be commensurate with the business and financial

risks of the underlying assets.

OPG would also note the ED proposal has garnered little support among the other intervenors.
In fact, SEC argues against it:

...we think the government’s intent was that on a go-forward basis, they be
regulated in the normal way. The ED proposal would have the effect of reaching
back into the Ontario Hydro days, taking away some of the benefit of the
revaluation of OPG’s assets at the time of the restructuring. If that had been
intended by the government, in our view they would have said so explicitly. (SEC
argument, para. 3.2.6).

CME argues that the capital supporting the newly regulated plants is “stranded debt” and
therefore should only receive the cost of debt. VECC believes the “thesis correctly states the
appropriate treatment for these assets” (VECC argument, p. 17) while SEC finds the proposal

“has merit as a principled alternative.” (SEC argument, para. 3.2.9).

This argument is based on a re-telling of the restructuring of Ontario Hydro that is replete with
errors (CME argument, para. 34); the premise that since these assets were operating at a loss
on December 31, 2013 they somehow became “stranded debt” (CME argument, para. 35);
and, the proposition that the OEB should have regard to the sources of capital when
determining matters related to capital structure and return on capital (CME argument, para.
31).

With regard to CME’s proposition that the OEB should consider the source of capital when
determining a utility’s capital structure; this is patently incorrect and would be a complete
violation of the OEB’s long-standing practice and the Stand-Alone Principle. The OEB has to
look at the use of funds (i.e., the business and financial risks associated with the investment) to
determine the appropriate cost of capital to be applied. In addition, in EB-2007-0905, the OEB

has already determined that it would not look at the identity of the shareholder in setting the
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return for OPG (EB-2007-0905, Decision with Reasons, p. 142). The newly regulated assets

are no different than the previously regulated hydroelectric assets in that regard.

OPG notes that in the EB-2007-0905 Decision, the OEB cited AMPCQO’s argument that “the
ROE should be set to the true cost to the shareholder of having assumed this segment of
OPG'’s debt obligation to the OEFC, namely the interest rate on this debt, which is 5.85%” and
cited CME’s submission “that the ROE should be between 5.85% and 8.57% (the most recently
approved level for Hydro One), and should be set at the lower end of the range.” (EB-2007-
0905, Decision with Reasons, p. 152). The OEB then found:

The Board agrees with OPG that it would be inappropriate to set OPG’s ROE at

5.85%. This rate does not represent the cost of capital for OPG’s regulated

facilities; it is the interest rate on OPG’s prior debt obligation to the OEFC. The

Province may have assumed this debt, but that is related to the shareholder’s

cost of capital, not OPG’s cost of capital. (EB-2007-0905, Decision with Reasons,

p. 153).
CME’s argument that the newly regulated assets are being financed by stranded debt is also
wrong. The newly regulated assets were, prior to becoming prescribed assets, being financed
by the debt and equity of the consolidated OPG, not solely by debt. As indicated in the DBRS
report, the debt ratio of the consolidated operations of OPG has been less than 40 per cent
(Ex. A2-3-1, Attachment 2). With the regulated operations allowed a debt ratio of 53 per cent, it
is impossible for the newly regulated operations to have been financed with 100 per cent debt.
In fact, the only possible conclusion is that they were being financed with more than 47 per

cent equity that has been allowed for the previously regulated hydro and nuclear operations.

CME states that OPG did not raise the capital that is supporting the newly regulated
hydroelectric assets. This submission is contrary to the evidence in the proceeding (Tr. Vol. 12,
pp. 133-134). OPG raised the capital to support all its assets when it acquired them from the
Ontario Hydro in 1999 and over time since then, with a combination of debt and retained

earnings.
The fact that the newly regulated assets were not earning their cost of capital on December 31,

2013 does not mean that their cost of capital was equal to the cost of debt and that OPG

should be denied a reasonable opportunity to earn the cost of capital.
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CME is providing its opinion of the background to the province’s decision to prescribe certain
OPG assets to set a context for punitive and unrealistic recommendations on cost of capital.
Without attempting to correct all of CME’s unsupported assertions related to the financial
restructuring of Ontario Hydro, as noted above OPG’s asset purchase was accomplished
through an assignment of debt and issuance of equity; therefore OPG was not financed with
stranded debt as alleged by CME (CME argument, para. 34b). CME asserts that none of the
capital supporting the newly regulated assets could be serviced because, as of December 31,
2013 OPG was earning nothing to cover the costs of capital (CME argument, para. 34e). The
evidence does not support this position. OPG’s 2013 audited financial statements which the
OEB must rely upon in setting payment amounts for OPG’s newly regulated assets do not
contain an impairment charge for these assets. Neither do any of OPG’s previous audited
statements. If CME was correct, OPG would be required to write down the value of its assets.
The facts do not support CME’s position.

For the reasons set out above, the OEB should reject any submission that OPG’s newly
regulated assets should earn a debt rate rather than OEB-approved return on equity rate. As
the Federal Court of Appeal noted, and as cited by the OEB in its EB-2009-0084 Cost of
Capital Report:

...in the long run, unless a regulated enterprise is allowed to earn its cost of
capital, both debt and equity, it will be unable to expand its operations or even
maintain its existing ones...This will harm not only its shareholders, but also the
customers it will no longer be able to service. (EB-2009-0084, Cost of Capital
Report, p. 16).

4.2 ISSUE 3.2

Secondary - Are OPG’s proposed costs for its long-term and short-term debt
components of its capital structure appropriate?

No parties took issue with the long-term or short term debt rates proposed by OPG.
Accordingly, for the reasons set out in its evidence and summarized in its Argument-in-Chief,
OPG submits that these long-term and short term debts rates are appropriate and should be

accepted by the OEB for the test period.
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OPG acknowledges that the final approved debt costs for the test period will be impacted by
the OEB’s decisions on capital structure and rate base. OPG has responded to the

submissions of Board staff and intervenors on these issues elsewhere in this Reply Argument.

5.0 CAPITAL PROJECTS
5.1 REGULATED HYDROELECTRIC
5.2 ISSUE 4.1

Secondary - Do the costs associated with the regulated hydroelectric projects that
are subject to section 6(2)4 of O. Reg. 53/05 and proposed for recovery (excluding
the Niagara Tunnel Project), meet the requirements of that section?

This issue will be addressed as part of OPG’s reply to Issues 4.2 and 4.3 below.

5.3 ISSUE 4.2

Secondary - Are the proposed regulated hydroelectric capital expenditures and/or
financial commitments reasonable?

As set out in OPG’s Argument-in-Chief, OPG uses a structured portfolio approach to identify
and prioritize projects (AIC, p. 19; Ex. F1-1-1, p. 23, Appendix A). OPG’s project management
and capital budgeting processes are substantially the same as those reviewed and accepted in
EB-2010-0008 (Ex. D1-1-1, p. 15). Notwithstanding this, Board staff submits that a $38M
reduction of OPG’s test period capital budget is warranted since “...the viability of the Ranney

Falls project is undetermined.” (Board staff argument, p.12).

Board staff's submission was supported by CME and VECC. Board staff references an
exchange that took place during the first Technical Conference and claims that OPG’s
continuing discussions in respect of federal waterway agreements and the fact that OPG
originally considered submitting the project under the feed-in-tariff (“FIT”) regime that was in
place at the time, implies that the project is not viable (Tr. Tech. Conf. Vol. 1, pp. 67-69). This is

incorrect.
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Discussions to secure federal approvals are a necessary element of any hydroelectric project
that is constructed on a federal waterway, such as the Trent-Severn. Neither the need for those
discussions, nor their timing, speaks to the viability of a project. There is nothing to suggest

that such approvals will not be forthcoming, nor does the transcript imply that.

Further, the fact that the project was considered as part of a FIT proposal should not be
puzzling. The business case summary provided in evidence (Ex. D1-1-2, Attachment 1, Tab
10) is dated December 2011 — almost two years before Ranney Falls GS was prescribed as a
regulated facility under O. Reg. 53/05. As a result of that change, and as clearly set out in the
same Technical Conference transcript, OPG has no intention of seeking FIT treatment for this
project since it is now a regulated facility (Tr. Tech. Conf. Vol. 1, p. 68, lines 18-23). The prior
consideration of alternate revenue streams for a project does not impact its current viability. Its
viability is determined by its economic evaluation, which was provided in evidence, but ignored
by Board staff in its argument.

Board staff also states that OPG has not “...provided a sound reason to increase the level of
capital expenditures beyond historical levels.” (Board staff argument, p. 12), and has cited the
OEB’s decision in EB-2005-0001 and EB-2005-0437 as justification. In Ex. F1-1-1, OPG
discusses its Hydroelectric Business Plan and references categories of “Ongoing Operations”
and “Development Initiatives” (pp. 2-3). Ranney Falls GS is one of the development initiatives
specifically set out in this exhibit, as is the Niagara Tunnel and the PGS reservoir rehabilitation
project. As such, these types of projects are above and beyond the normal sustaining and
regulatory expenditures that are typically covered by the hydroelectric capital budget. However,
the capital budget is needed to fund initiatives designed to develop additional long-term energy
supply, consistent with OPG’s Memorandum of Agreement with its Shareholder (Ex. Al1-4-1,
Attachment 2).

While the Ranney Falls project does not close to rate base during the test period (and hence,
does not impact the revenue requirement), it was highlighted during the Technical Conference
that there are certain test period capital expenditures that relate to the project (Tr. Tech. Conf.
Vol. 1, p. 67). As shown in Ex. D1-1-2, the definition phase of the project ($6.1M) is included in
test period cash flows (Ex. D1-1-2, Attachment 1, Tab 10, p. 1). Accordingly, a simple
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disallowance of the full amount in OPG’s capital budget associated with Ranney Falls is

inappropriate, and the OEB should reject this recommendation.

AMPCO also claimed that OPG’s historical capital spend was less than forecast. In its
submission, AMPCO states that for previously regulated hydroelectric, OPG’s historical spend
was 81 per cent of budget, whereas for newly regulated hydroelectric it was 85 per cent.
According to AMPCO, this should result in a decrease of OPG’s regulated hydroelectric capital
amounts for the test period of $43.4M.

To simply apply these historical variances forward into both years of the test period ignores all
the evidence that was filed in support of the forecast level of capital spend for 2014 and 2015.
OPG filed extensive evidence on the projects that form its capital budget (Ex. D1-1-1 and Ex.
D1-1-2). AMPCO does not take exception to any of them. Accordingly, there is no basis for this

recommendation.

OPG'’s entire application is based upon a forward looking test period. In general, this allows the
regulator to assess costs on a forecast basis, with an understanding of the specific work that is
planned during the test period consistent with the utility’s business plan. OPG agrees that the
regulator should review historical costs, however it would be wrong to simply adopt those costs
with no consideration of the differences that exist between the historical period and the test

period. On this basis, AMPCQ'’s proposed disallowance should be rejected.

5.4 ISSUE 4.3

Secondary - Are the proposed test period in-service additions for regulated
hydroelectric projects (excluding the Niagara Tunnel Project) appropriate?

OPG is seeking approval for previously regulated and newly regulated hydroelectric in-service
additions under this Issue 4.3 except for the Niagara Tunnel project, which is addressed under
Issues 4.4 and 4.5. The proposed in-service additions are summarized in Table B of OPG’s
Argument-in-Chief (pp. 20-21). OPG confirms that the amounts included for 2013 are as shown
in that table ($46.4M for Previously Regulated and $73.5M for Newly Regulated).
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Board staff recommends a reduction in forecast rate base additions for the test period for the
previously regulated facilities. This submission is supported by CME and VECC. Board staff’s
recommendation is based on historical data going back to 2010, and suggests that a $13M
disallowance in each year of the test period is appropriate. Board staff also makes the
submission on page 14 of its argument that for projects >$5M on average over the 2010-2013
period, forecast in-service amounts have been overstated by about $18M on an annual basis.
OPG is unable to verify this figure and it is not clear how it was determined.

While using somewhat different values for the disallowance than Board staff, SEC, AMPCO,
LPMA and CCC agreed that some form of disallowance on the basis of historical trends is
warranted. OPG disagrees with all such proposed disallowances on the basis of historical
trends.

OPG notes that the average in-service addition over-forecast during the 2010-2013 period is
only $9.4M when the 2013 under-forecast of $15.9M is included for Newly Regulated
Hydroelectric (Ex. L-4.3-17 SEC-030, Table 1).

As set out in evidence (Ex. D1-1-2, section 4.0), historical variances in in-service amounts were
due to a number of reasons including project delays, deferrals, cancellations and below-budget
completions. OPG recognizes that there have been some variances between historical budget
and actual amounts (Ex. D1-1-2, Table 5), but points out that of the four years, two years
yielded positive variances and two years yielded negative variances, in a cyclical pattern. This
is not unusual since in any given year if actual amounts are materially less than budget, it is
often because there was some delay in closing a project to rate base. This will often be
followed by a year in which actuals exceed budget. This is precisely the pattern that exists
between 2010 and 2013 in previously regulated hydroelectric.

OPG further submits that the magnitude of the 2013 variance is small at $2.1M. In 2013,
Previously Regulated Hydroelectric in-service amounts (excluding the Niagara Tunnel) were
budgeted at $44.3M and came in at $46.4M. Contrary to Board staff’'s argument, this indicates

an improvement in OPG’s forecasting.
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In OPG’s submission, it would be unfair to disallow significant amounts from hydroelectric rate
base based solely on historical averages. And if one is inclined to look at history, then one
should give greater weight to 2013, the most recent historic period, where there was a very

small difference between forecast and actual in-service amounts.

Further, OPG notes that the major drivers of historical variances cited by Board staff and
intervenors relate to projects that are subject to section 6(2)4 of O. Reg. 53/05 (AIC, p. 18) and
have therefore been captured in the December 31, 2013 Capacity Refurbishment Variance
Account balance OPG proposes to clear in this proceeding (Ex. L-9.1-17 SEC-132, Attachment
1, Table 7, lines 13-15). OPG also notes that the Sir Adam Beck 1 GS Unit 10 Upgrade project,
which makes up the vast majority of forecast test period in-service amounts for previously
regulated hydroelectric projects greater than $20M (Ex. D1-1-2, Table 1), would similarly be
subject to the Capacity Refurbishment Variance Account (AIC, p. 18).

On the strength of all of the evidence that it filed in support of its in-service forecast for the test
period, OPG requests approval of the full amounts set out in its evidence (summarized in AIC,

pp. 20-21) for regulated hydroelectric in-service additions.

5.5 ISSUE 4.4

Primary - Do the costs associated with the Niagara Tunnel Project that are subject to
section 6(2)4 of O. Reg. 53/05 and proposed for recovery, meet the requirements of
that section?

5.5.1 Introduction

The Niagara Tunnel is the latest addition to Ontario’s provincially owned hydroelectric facilities
at Niagara Falls. Construction of these facilities began over one hundred years ago and these
facilities continue to provide extraordinary value to the people of Ontario. OPG fully expects the
Niagara Tunnel to do the same into the next century. Under Issues 4.4 and 4.5, the OEB is
being asked to decide on the prudence of $491.4M that OPG spent to complete the Niagara

Tunnel. Below are OPG’s submissions on the matter.

35



© 00 N OO O b~ W DN PP

N N NN NDNMNNNDNRRR R R B R R B R
0w ~N o 00 B W NP O © 0 N O 01l M W DN PP O

Given the scope of the issue before the OEB, OPG is frankly surprised at the lack of any
evidentiary showing by Board staff and the intervenors. The parties have been aware for many
years that the costs of the Niagara Tunnel would exceed the original budget approved by
OPG'’s Board of Directors prior to OEB regulation and that the OEB would conduct a prudence
review of these costs once the tunnel went into service.®> Despite this knowledge, neither Board

staff nor a single intervenor chose to provide any evidence on this issue.

Instead of offering the OEB evidence on which to base its decision, the parties have elected to
rely on arguments that can be fairly characterized as selective reviews, done with the benefit of
hindsight and with little regard for the facts or the standard of reasonableness. These reviews
seek to add facts to the evidentiary record for the first time in argument, highlight certain facts
to boost their arguments while completely ignoring other contrary facts and assert conclusions
that are directly contradicted by the evidence. The parties offer opinion evidence in the guise of
argument. None of these opinions were provided by experts in the procurement, design or
construction of large and complex tunnels and none of the opinions offered were tested

through cross-examination.

The parties all seek a finding of imprudence without pointing to a single action that OPG took or
failed to take that was unreasonable based on the information that it knew or should have
known at the time. They substitute a standard of perfection for the appropriate reasonableness
standard and, with the benefit of hindsight, attempt to second guess the judgments made by
OPG management at the time the project was undertaken. Finally, they fail to establish that the
OPG actions and decisions that they allege were imprudent had any cost consequences. Their
requested disallowances are merely attempts to receive the full benefit of the Niagara Tunnel
without paying its full cost.

AMPCO’s argument is particularly egregious in regard to offering opinion evidence

masquerading as argument. To OPG’s knowledge, AMPCO has never procured, designed or

® In EB-2010-0008, intervenors, particularly SEC, sought an interim review of the Niagara Tunnel. OPG responded
that the appropriate time to review the costs of the Niagara Tunnel would be after it came into service in 2013. The
OEB agreed stating: “The Board does not intend to manage the project, nor will it to conduct any sort of intermediate
review, or ‘mini-hearing’. The appropriate course of action is for the Board to conduct a thorough prudence review at
the time that OPG proposes to add the project to rate base.” (EB-2010-0008, Decisions with Reasons, pp. 27-28).
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constructed a large, complex tunnel through extremely challenging rock conditions. Its counsel
certainly was not qualified as an expert in these areas. Yet this lack of experience and
expertise has not stopped AMPCO from pronouncing, usually incorrectly, on a variety of very
technical matters ranging from rock characteristics to the selection of an appropriate tunnel
boring machine (“TBM”). On this latter issue, one of AMPCOQO’s cited sources of expertise on the
characteristics and uses of different types of TBMs is material it copied from the website of the
Robbins Company, the firm that designed and constructed the TBM used for the Niagara
Tunnel (AMPCO argument, p. 26, ft. nt. 77). This material was never introduced into evidence.®
Does AMPCO really think it is appropriate for the OEB to decide on the prudence of hundreds

of millions of dollars in expenditures based on its interpretation of material read on a website?

Most of the parties’ opinions were never put to Mr. Roger lIsley, an acknowledged expert with
vast experience. Those that were put to him were uniformly rejected. As is discussed below,
SEC and AMPCO have used their arguments to offer opinion evidence on Geotechnical

Baseline Reports for Construction — Suggested Guidelines (“Suggested GBR Guidelines”), a

document that was never filed or put to the witness panel, and which shows up for the first time
in the form of a selective one-page excerpt appended to SEC’s argument. OPG has addressed
this situation by including the full text of the Suggested GBR Guidelines as Appendix A and an
Affidavit from Mr. lIsley discussing the Suggested GBR Guidelines as Appendix B to this Reply

Argument.

Against these unsupported assertions and untested conclusions, OPG has presented a
comprehensive evidentiary showing. lIts initial evidence included a detailed 145-page narrative
on the Niagara Tunnel. OPG’s initial filing also included copies of the key project documents
totaling almost 6,000 pages of material. As a result of this comprehensive evidence, there were
relatively few interrogatories on the Niagara Tunnel; AMPCO, for example, asked just two. Any
additional project documents that were requested through interrogatories, at the Technical

Conference or at the hearing were provided.

® While AMPCO did include two pictures from the Robbins Company website in its compendium, the withesses were
never asked about them. In addition, AMPCQO’s argument cites to descriptions from the website that were not
included in its compendium.
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OPG adduced evidence from two company witnesses. Mr. Rick Everdell started working on
conceptual studies for hydroelectric development, including the Niagara Tunnel, as a staff
engineer for Ontario Hydro in 1976 (Ex. L-4.5-17 SEC-035, Attachment 2). He worked on the
definition engineering and environmental assessment for the project and rose through positions
of increasing responsibility to become the Project Director for the Niagara Tunnel from
November 2005 through December 2013. As Project Director he was the OPG employee with
direct accountability for the overall execution of the project from the beginning of construction
through project closeout. Mr. Everdell retired on December 31, 2013, but OPG asked him to
return as a witness so that the OEB panel could hear from the most knowledgeable individual
on the history and construction of the Niagara Tunnel.

Dr. Chris Young was Vice President of Hydroelectric and Thermal Project Execution until he
retired in 2014 after a long career with OPG and Ontario Hydro (Ex. A1-9-2, p. 60). He was
project sponsor for the Niagara Tunnel. As such, he was the OPG senior executive directly
responsible for the project and provided project oversight (Ex. D1-2-1, pp. 43-44). In this role
he also served as the primary liaison between the project and OPG’s senior management
team. He provided the OEB panel with insight into the actions and thinking of OPG senior
management, particularly as it involved the dispute with Strabag and its resolution (Tr. Vol. 2,
pp.133-140).

As noted above, OPG also adduced expert testimony from Mr. llsley. Mr. lIsley has experience
in all aspects of tunnel design and construction and has served on at least 16 Dispute Review
Boards (“DRB”) (Ex. JT1.5, Attachment 1). With over 40 years experience in the tunneling
industry, Mr. lisley is well qualified to assess OPG’s geotechnical investigations for the project
and its decision to take its dispute with Strabag to the DRB and renegotiate with Strabag after
the DRB decision. His acknowledged expert opinions went unchallenged.

In the sections that follow, OPG refutes the flawed observations, incorrect conclusions,
unsupported opinions and hindsight judgments offered by AMPCO, SEC, CME, Board staff,
EP, VECC and CCC. As some of these matters are quite technical and the assertions appear
in the parties’ arguments without proper references to the record, OPG’s responsive

submissions are, in some instances, necessarily quite detailed. The fact that OPG has taken
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the time to address these submissions in detail should not be taken to mean that they have any
merit. Rather, because of the complexity of this project and the record, OPG wishes to be sure

that the OEB has an accurate discussion of the evidence on each matter.

It is paradoxical that the same parties that call the Niagara Tunnel a flawed project, criticize
virtually every aspect of the way OPG conducted its design and construction, and seek
massive cost disallowances also argue that the Niagara Tunnel should be assigned a service
life of 135 to 150 years because of its superior design and construction.

OPG’s view overall is that none of the submissions address the uncontroverted evidence
before the OEB that if the rock conditions had been known in advance with perfect foresight,
the tunnel would have cost at least what OPG paid and may have cost more (Tr. Vol. 2, pp. 82,
148). By itself, this unchallenged fact should cause the OEB to reject the parties’ request that
the OEB disallow up to $407.4M in project cost (about 83 per cent of cost at issue). The
evidence on the record supports only one conclusion. OPG acted reasonably with respect to
the procurement, design and construction of the Niagara Tunnel and therefore no disallowance

is warranted - the full $491.4M of project cost at issue should be approved.

5.5.2 Organization of the Niagara Tunnel Reply Arguments

OPG'’s reply begins by discussing the appropriate legal standard for a prudence review of the
Niagara Tunnel costs at issue. This discussion includes extensive citation to OEB Decisions,
the decisions of other public utilities tribunals and court cases on the appropriate method for
conducting a prudence review and the standards to be used in evaluating the prudence of

utility actions.

The bulk of OPG’s Reply Argument is organized in a section called Reply by Issue under the

following headings:

1. Introduction
2. Geotechnical Investigations
3. Design Build Approach
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4 Request for Proposal Evaluation

5 Risk Assessment and Mitigation

6. The GBR and the Differing Subsurface Conditions Dispute
7 DRB Process and Findings

8 Contract Renegotiation

9 Fall of Ground

10. Miscellaneous Issues Raised in the Parties’ Arguments

11. Disallowance Calculations

All the intervenor arguments related to a particular matter are addressed under that subject.
For the most part, the subjects are arranged chronologically beginning with OPG’s
geotechnical investigations and ending with why the various disallowances recommended by
the parties should be rejected.

5.5.3 The Prudence Standard

As explained in OPG’s Argument-in-Chief, the issue before the OEB is whether the $491.4M in
project cost above the budget originally approved by OPG’s Board of Directors prior to OEB
regulation was prudently incurred (AIC, p. 22).” Under O. Reg. 53/05, if the OEB is satisfied
that these costs were prudently incurred, then it must ensure their recovery. This section

discusses the appropriate standard for making this determination.

Expenditures are deemed to be prudent in the absence of reasonable grounds to suggest the
contrary. The examination of whether expenditures were prudent must be based on the
particular circumstances at the time the decision to incur the challenged cost was made. That

is so even if, in hindsight, it is apparent that the decision was wrong.®

" 0.Reg. 53/05 section 6(2)4 requires the OEB to ensure that OPG recovers the capital and non-capital costs of the
first $985.2M of Niagara Tunnel Project (“NTP”) costs, which were approved by OPG’s Board of Directors prior to
OEB regulation.

8 Violet v. FERC, 800 F. 2d 280 at p. 282 (1st Cir. 1986), cited with approval in Enbridge v.

Ontario Energy Board (2005), 75 O.R. (3d) 72 (Div. Ct) at para. 9.

40



The OEB “has a well-established set of principles” regarding the conduct of a prudence review:

e Decisions made by the utility’s management should generally be presumed to
be prudent unless challenged on reasonable grounds.

e To be prudent, a decision must have been reasonable under the
circumstances that were known or ought to have been known to the utility at
the time the decision was made.

e Hindsight should not be used in determining prudence, although
consideration of the outcome of the decision may legitimately be used to
overcome the presumption of prudence.

e Prudence must be determined in a retrospective factual inquiry, in that the
evidence must be concerned with the time the decision was made and must
be based on facts about the elements that could or did enter into the decision
at the time. (EB-2012-0033, Decision and Order, pp.13-14, quoting Enbridge
Gas Distribution, RP-2001-0032, Decision with Reasons, p. 63).

As the Court of Appeal stated in Enbridge Gas Distribution Inc. v. Ontario Energy Board:®

The “prudence” inquiry described by the Board has two stages. At the first stage,
the decision of Enbridge is presumed to have been made prudently unless those
challenging the decision demonstrate reasonable grounds to question the
prudence of that decision. At the second stage of the inquiry, reached only if the
presumption of prudence is overcome, Enbridge must show that its business
decision was reasonable under the circumstances that were known to, or ought
to have been known to, Enbridge at the time it made the decision.

The Court went on to say that:

Hindsight, that is knowledge of facts relevant to the prudence of the business
decision gained after the decision was made, [can] not be used at the second
stage of the “prudence” inquiry to determine the ultimate question of whether the
decision was prudent. Those facts [can], however be taken into consideration at
the first stage in determining whether the presumption of prudence had been
rebutted.

OPG does not rest its submissions on the presumption of prudence. It has presented evidence
that fully supports a finding of prudence under the appropriate standard — were the OPG

decisions that gave rise to the costs at issue reasonable based on the information that was

known or ought to have been known at the time these decisions were taken. In contrast, the

° Enbridge Gas Distribution Inc. v. Ontario Energy Board (2005), 41 Admin. L.R. (4th) 69 at paras. 11-12.
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parties seeking to disallow hundreds of millions of dollars in legitimate project costs would have
the OEB apply hindsight to second guess the reasonable judgment made by OPG’s

management and Board of Directors.

A recent article in Public Utilities Fortnightly entitled, “Cost Recovery for Pre-Approved
Projects” (June 2013)™ provides a concise discussion of the appropriate test for prudence as
applied over the years by U.S. utility regulators:

The majority of jurisdictions that conduct prudence reviews have adopted a
common test for prudence—the reasonableness of decisions based on all the
circumstances known at the time. The Federal Energy Regulatory Commission,
for example, assesses whether the costs at issue result from decisions that
‘reasonable utility management (or that of another jurisdictional entity) would
have made, in good faith, under the same circumstances, at the relevant point in
time.” The Missouri Public Service Commission applies a similar analysis:

The company’s conduct should be judged by asking whether the conduct
was reasonable at the time, under all the circumstances, considering that
the company had to solve its problem prospectively rather than in reliance
on hindsight. In effect, our responsibility is to determine how reasonable
people would have performed the tasks that confronted the company...In
accepting a reasonable care standard, the Commission does not adopt a
standard of perfection. Perfection relies on hindsight. Under a
reasonableness standard relevant factors to consider are the manner and
timeliness in which problems were recognized and addressed. Perfection
would require a trouble-free project. (citing to Union Electric, 1985 Mo.
PSC LEXIS 54, *28 (quoting Consolidated Edison Co. of New York, 45
PURA4th 331 (1982) [internal quotations omitted]).

Importantly, as the Missouri commission noted, the analysis must eschew
hindsight and a commission may not substitute its judgment for that of the utility.
(Case citations omitted)

The Ontario Court of Appeal has applied a similar approach in assessing the actions of
business directors. In Pente Investment Management Ltd. v. Schneider Corp. (1998), 42 O.R.
(3d) 177 (Ont. C.A.), Weiler J.A. stated, at p. 192:

1% pyblic Utilities Fortnightly (June 2013), “Cost Recovery for Pre-Approved Projects.” p.1, by David Cousineau and
Patricia  Galloway located at: http://www.fortnightly.com/fortnightly/2013/06/cost-recovery-pre-approved-
projects?authkey=3b904a5182815df49fa45cf2f6a98b31386691a414e431a5466eclcb65ab5efle.
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The law as it has evolved in Ontario and Delaware has the common
requirements that the court must be satisfied that the directors have acted
reasonably and fairly. The court looks to see that the directors made a
reasonable decision not a perfect decision. Provided the decision taken is within
a range of reasonableness, the court ought not to substitute its opinion for that of
the board even though subsequent events may have cast doubt on the board's
determination. As long as the directors have selected one of several reasonable
alternatives, deference is accorded to the board's decision [references omitted].
This formulation of deference to the decision of the Board is known as the
"business judgment rule”. The fact that alternative transactions were rejected by
the directors is irrelevant unless it can be shown that a particular alternative was
definitely available and clearly more beneficial to the company than the chosen
transaction [reference omitted].” (emphasis added).

As OPG has demonstrated throughout this Application, when viewed against this standard, the
decisions which led to the additional costs to complete the Niagara Tunnel were prudent and,
therefore, the OEB should allow recovery of the resulting costs. As will be discussed in the
sections that follow, for every single decision that the parties challenge, OPG did a thorough
analysis and sought the advice of international experts prior to taking action.

In making their submissions, intervenors and Board staff do not apply the recognized prudence
standard. They have second guessed OPG’s decisions based on incomplete facts, incorrect
analyses and hindsight. OPG submits that, as shown above, is not the standard for prudence
reviews. The OEB does not need to find that every decision OPG made with respect to the
Niagara Tunnel was perfect. Rather, the OEB must determine whether the decisions OPG
made were reasonable under the circumstances that existed at the time and only disallow

costs that are found to be unreasonable on this basis.

554 Reply by Issue
5.5.4.1 Introduction

The parties offer a laundry list of theories to justify proposed disallowances that range from
$50M (EP argument, para. 32) to $407.4M (AMPCO argument, para. 139). As is shown in the
sections below, not a single one of the parties’ recommended disallowances has any merit.
The deficiencies claimed have no factual basis in the evidentiary record and many are just

wrong. All of them are based on a “hindsight” review of reasonable decisions made years ago
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by OPG - exactly what the OEB should not do in a prudence review. OPG submits that if the
OEB reviews the evidence on the project using its previously articulated prudence standard, it
can reach only one conclusion — OPG’s expenditures on the Niagara Tunnel were prudent and

the entire amount subject to review should be approved

5.5.4.2 Geotechnical Investigations

AMPCO, SEC and Board staff all claim to have found flaws with the extensive geological
testing done by OPG (AMPCO argument, para. 78; SEC argument, paras. 4.4.8 through
4.4.10; Board staff argument, pp. 22-23). These claims are not based on any expert evaluation
of the sampling and testing OPG did over more than thirteen years. Mr. lIsley, the only expert
that testified, stated unequivocally that the sampling and testing met or exceeded the
professional standards applicable to the project (Ex. F5-6-1, p. 3). Instead, these claims are
based on the parties unsupported assertions that the testing was completed too long before
the project and that the testing was rushed.

In an effort to mitigate a major risk associated with this project, that the subsurface conditions
actually encountered would be worse than anticipated, OPG engaged world recognized
experts to perform extensive geotechnical investigations.'* These efforts are summarized in
Appendix B to OPG’s evidence (Ex. D1-2-1, Appendix B, pp. 136-140). As OPG has already
discussed this material in its Argument-in-Chief (pp. 24-26), it will not repeat that discussion
here. The sampling and testing done are also discussed in detail in Mr. lisley’s Report (Ex. F5-
6-1, pp. 3-20).

The evidentiary record establishes that OPG’s efforts to identify the geotechnical risks
associated with this project were appropriate as were its efforts to mitigate these risks.
Ultimately, as Board staff concedes, there are risks inherent in tunneling that cannot be

eliminated no matter how much testing is done (Board staff argument, p. 22).

" For example, the model for rock mass strength incorporated in the Design Build Agreement is known as the Hoek-
Brown Failure Criterion (see e.g., Ex. D1-2-1, Attachment 6, PDF pp. 256-260 and 1739-1740). Dr. Hoek was one of
the experts that OPG engaged in the geotechnical investigations for the Niagara Tunnel (Ex. D1-2-1, p. 139).
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In trying to make the claim that OPG’s geotechnical investigations were in some way
inadequate, Board staff states: “When questioned by a Board panel member at the oral
hearing, OPG’s expert witness was unable to categorically state whether the testing protocol
had changed since 1993, the date of the last testing completed by OPG.” (Board staff
argument, p. 22). SEC makes a similar claim (SEC argument, para. 4.4.10). Both Board staff
and SEC misstate the complete span of the geotechnical work. In actuality, while sampling was
completed in 1993, as noted in Mr. lisley’s Report: “Additional laboratory testing was done from
1994 to 1996 on samples of core from the Adit and a final draft report [Report NAW130-P4D-
10120-007-00] issued in February 1997.” (Ex. F5-6-1, p. 5).

OPG submits that Mr. lisley’s testimony under cross-examination reaches a clear conclusion
that is directly contrary to Board staff and SEC claims that the testing was outdated. As Mr.
lisley stated, the electronics to record and present results improved, but the tests themselves
are unchanged (Tr. Vol. 12, pp. 63-65):

MR. RUBENSTEIN: But my question is: In your view, there has been no
technological or investigative innovation since 1993 that would have given more
precise information?

MR. ILSLEY: I think the tests that were done, the field testing was accomplished
by Dr. Haimson -- the stress test in particular -- who is a recognized expert in that
field. He did that work originally and it still stands. And it was good then, it was
good for the -- his techniques are the same.

MR. RUBENSTEIN: But if, say -- let me ask it this way. If you decided to start
doing, say, the geotechnical investigation much -- you know, in 2000, 2001,
closer to the point of preparing the second geotechnical data report for the
preparation of the geotechnical baseline report, would there have been new
technological or investigative tools that would have been -- that would have
existed for Hatch or whoever was preparing those documents, that would have
given you a better sense of what the subsurface conditions were?

MR. ILSLEY: No, | don't believe so. | am currently involved in an investigation for
a tunnel where we are using the most up-to-date field testing equipment -- not to
say that the ASTMs are not -- with respect to testing, are not revised.

MS. HARE: I'm sorry. ASTMs, could you say --

MR. ILSLEY: The American Society of Testing Methods, American Society --
yeah, they publish the testing standards, and they are revised on occasion.
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For just a quick example, they have now made it mandatory that the test length
of the unconfined compression test must be twice the diameter. It used to be they
would allow you to adjust if you had a sample which was at a ratio less than 2.
You could -- there was a formula for adjusting.

Things like that which are relatively minor, but | don't think would have affected
the overall documentation that was presented in the GBR, the geotechnical
baseline report.

MR. RUBENSTEIN: So if I can summarize, in your opinion, the standards have
not changed much since 1993 when the original -- the latest possible point where
samples were being taken out and analyzed?

MR. ILSLEY: That's correct. Wire line, for instance, core recovery, the technique
of triple-tube core barrels using wire line recovery to enhance core quality, all of
those things were being used since the middle '80s. | am experienced in that
work, and that was used on the project. So the stress measurement, in situ
stress, the same technique he uses today, Haimson.

The electronics | am sure has changed, in terms of recording; you know, more
compact. But the basic technique itself and the purpose of it has not changed.

MR. RUBENSTEIN: So putting aside the standards, is there actually --
recognizing that what's available is not the same thing necessarily as what are
the defined standards, out there in the marketplace that are people that are doing
geotechnical investigations, can they or are they using better investigative
techniques than what was used in 1993? Or at least in 2004, let's say, were they
using...

MR. ILSLEY: No | don't perceive that. There is one perhaps area, which is called
acoustic televiewer technology, which has been developing over that period, and
| am not sure -- considering 2003 versus '93, | think that probably would have
been improved potentially over that time because of electronics, the packaging of
the instrumentation.

The suggestions that the testing was rushed or limited are also wrong. As shown above, the
testing took place over almost 14 years; that is not rushed. In total, Ontario Hydro spent some
$57M on the definition phase activities for the original Niagara River Hydroelectric
Development project, which included the geotechnical assessments at issue here (Ex. D1-2-1,
Attachment 5, p. 2). This amount was written off prior to OPG’s formation and is not included in
the amounts that OPG now seeks to recover (See Section 5.5.4.10 (Miscellaneous Issues

Raised in the Parties’ Arguments) below).
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Perhaps the best evidence of the adequacy of the geotechnical investigations is the fact OPG
conducted two successful solicitations for tunnel construction based on this data. In both cases
the experienced tunnelling contractors who responded submitted binding bids worth hundreds
of millions of dollars in reliance on this geotechnical work and without any suggestion that more

information was required.

In 1998, OPG issued a tender for a design-build contractor to construct a third Niagara tunnel
(Ex. D1-2-1, pp. 9-10). OPG reviewed the bids and selected a successful contractor, but
decided to defer the project prior to contract award (lbid.). All of the bids received were based
on the geotechnical testing done between 1983 and 1997 and OPG was not asked to provide
additional geotechnical information.

Again in 2005, three experienced tunneling consortia were willing to prepare binding bids, each
worth more than half a billion dollars, on the basis of this geotechnical work. None of these
expert firms indicated that they needed more information about the geology of the site in order
to prepare their bids, each of which included a preliminary tunnel design based on the
anticipated rock characteristics, and none undertook any additional geotechnical investigations

prior to submitting their bids.*?

All of the expert evidence points to a single conclusion — the geotechnical studies that OPG
relied on were undertaken by experts and were appropriate; more testing was not done

because it was not necessary.

5.5.4.3 Design Build Approach

EP argues that OPG was imprudent in selecting a Design-Build approach for the Niagara
Tunnel construction rather than a Design-Bid-Build because the Design-Build approach gave
Strabag proprietary knowledge of the project that prevented OPG from terminating Strabag
after the DRB findings were received (EP argument, paras. 15-32). As a result, EP

2 The only additional geotechnical work was performed subsequent to contract award. Strabag drilled seven
additional boreholes in the vicinity of the buried St. Davids Gorge to confirm the viability of its proposed tunnel
alignment under the Gorge because its proposed alignment was higher than the concept alignment contained in the
request for proposals (Ex. D1-2-1, p. 137).
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recommends a $50M disallowance. AMPCO argues that, “the design-build contract proposed
by OPG as opposed to a design-bid-build contract did not allow for sufficient analysis of and
compensation for risk” (AMPCO argument, paras. 33, 49-55). Both these arguments are wrong
on the facts and ignore the documented benefits OPG received by choosing a Design-Build

contract.

OPG’s evidence explains why it used a Design-Build approach:

OPG selected the Design-Build approach for the NTP as the preferred risk
management strategy to:

minimize project duration;

capture tunnel contractor experience and innovations;

fully integrate construction methods and constructability into the design;
appropriately allocate project risks; and

obtain as much upfront price certainty as possible.

The Design-Build approach also provided OPG with single-point accountability
for project execution because the Design-Build team provides all required
services including coordination, design, permitting, procurement and
construction. OPG had previously selected the Design-Build approach in the
1998 - 1999 RFP process for design and construction of the Niagara Tunnel. (Ex.
D1-2-1, pp. 22-23).

EP claims that OPG had no choice but to continue with Strabag rather than hire a new
contractor because the use of Design-Build contracting model meant that the tunnel was built
using a proprietary design owned by Strabag (EP argument, paras. 19 and 22). The premise of
this argument is wrong. Section 2.16 of the Design-Build Agreement entitled “Intellectual
Property” grants OPG ownership of the tunnel design which include, “drawings (including as
built drawings), inventions, ideas, processes, discoveries, techniques, diagrams, illustrations,
schedules, performance charts, brochures, specifications, plans, photographs” etcetera (Ex.
D1-2-1, Attachment 6, p. 46 [PDF p. 60]). Thus, contrary to EP’s supposition, OPG could have
terminated Strabag and continued the project with another contractor using Strabag’s design,

but chose not to for the reasons explained in Section 5.5.4.8 below.

AMPCO, while citing the many benefits of Design-Build contracting for large complex

construction projects, nevertheless argues that the use a Design-Build approach here led to
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misunderstandings between OPG and Strabag that were reflected in the geotechnical baseline
report (“GBR”) (AMPCO Argument, paras. 52-55). OPG submits that the evidence establishes
that the opposite is true. Because OPG and Strabag worked together to develop the GBR
included in the contract (GBR-C), the document reflected their mutual understanding of the
anticipated rock conditions and the interaction between the expected rock conditions and the
means and methods of construction. The Suggested GBR Guidelines (see Section 5.5.4.6,
below), describe this advantage as follows: “GBR for Construction (GBR-C) will reflect the
physical baselines established by the Owner and its design team (as augmented by any
supplemental exploration) and as clarified or modified by the [Design-Build] team, and the
behavioral baselines described by the [Design-Build] team consistent with its design approach,
equipment, means, and methods.” (Appendix A, p. 40).

5.5.4.4 Request for Proposal Evaluation

AMPCO disagrees with the weighting that OPG used in evaluating the responses to its request
for proposals (AMPCO argument, paras. 53-60). OPG provided a detailed discussion of the
process used to evaluate the responses and select the successful firm (Ex. D1-2-1, pp. 29-33).
This process included separate cross-functional teams to evaluate the commercial and
technical aspects of the responses, with each team consisting of a mix of OPG personnel and
external experts (Ex. D1-2-1, pp. 29-30). The proposals were initially evaluated and then after
OPG conducted negotiations with the two leading proponents, they were revaluated (Ex. D1-2-
1, pp. 30-33). The work of the evaluation teams was overseen by a Steering Committee
consisting of senior OPG personnel and OPG’s Owner’s Representative Project Manager (Ex.
D1-2-1, pp. 30-31). OPG submits that the process used was well-designed, thorough, fair and

independent.

AMPCO argues that the weighting given to the proponent’s response to the GBR should have
been equal to that given to the proponent’s design and construction approach (AMPCO
argument, para. 59). Even in hindsight this is wrong. The response to the GBR set out the
proponent’s opening position on the appropriate geotechnical baseline to be used for the
project (GBR-B) with the full expectation that the final baseline (GBR-C) would be negotiated

and mutually agreed upon, as happened here. In contrast, the design and construction
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approach sets out how the proponent is proposing to design and build a tunnel through difficult
rock conditions that would last 90 years. On its face, the basic design and construction
approach is one of the key determinants of the project’s ultimate success and OPG

appropriately accorded it a weight that reflected this fact.

5.5.4.5 Risk Identification and Mitigation

Board staff, SEC and AMPCO suggest that the risk identification and mitigation measures
adopted by OPG were deficient (Board staff argument, pp. 20-23; SEC argument, paras. 4.4.6
through 4.4.7; AMPCO argument, paras. 64-77). These suggestions have no basis in fact, and
as will be shown below, the parties appear not to understand the risks identified and the

mitigation measures available to address these risks.

OPG’s risk identification and mitigation assessment was led initially by an external expert
consultant (URS Corporation) “within an overall risk management framework provided by the
Code of Practice for Risk Management of Tunnel Works.”® (Ex. D1-2-1, p. 26). This effort
identified the risks associated with the project based on input from OPG staff working on the
project and expert tunnelling input from Hatch Mott MacDonald (“Hatch”) and quantified these
risks. Based on this information, URS prepared detailed qualitative and quantitative risk
assessment reports that were included with OPG’s pre-filed evidence (Ex. D1-2-1, Attachments
1 and 3).

The URS Qualitative Risk Assessment described the work undertaken as follows:

The URS scope of work includes identification, assessment and presentation of
hazards and risks associated with the Project in a way that provides a clear
method of risk management for the Project going forward. The URS approach
takes standard tools of expert solicitation, including one-on-one interviews and
group workshops and combines these methods within an overall risk
management framework provided by the Code of Practice for Risk Management
of Tunnel Works (the Code). (Ex. D1-2-1, Attachment 1, p. 1-1).

13 “This code was issued by The International Tunnelling Insurance Group ‘to promote and secure best practice for
the minimization and management of risks associated with the design and construction of tunnels.’ It can be found at
http://www.imia.com/downloads/external_papers/EP24 2006.pdf.” (Ex. D1-2-1, p. 26).
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An examination of these reports shows that they accurately described the risks faced by the
project and the available options for mitigating these risks. The quantitative report attempted to
guantify the risk and schedule consequences of the significant risks identified in the qualitative
report and estimate a range of their severity using probabilistic simulations. This is described in

the URS Quantitative Report as follows:

The quantitative analysis followed the qualitative analysis. At two of the project’s
Expert Panel workshops, panel members were asked to quantify risk
consequences in terms of cost and schedule delay impacts. Only costs to OPG
were considered. (i.e., Where the costs would fall on the contractor, they were
not included in the analysis. In some cases this could cause contractor
bankruptcy, which is covered as a separate hazard.)

The quantitative analysis used a “Chance Method” Monte Carlo methodology
with 5000 trials. The analysis used the Crystal Ball software package, which
operates within the Microsoft Excel platform. Crystal Ball is commonly used in
engineering, financial and other disciplines for risk analysis. A similar software
package called “@Risk” is in regular use by OPG for this purpose. Cost and
schedule were run simultaneously:

o for each trial an event occurred or did not occur, in proportion to its
probability

o if the event occurred during the trial, both its cost and its schedule delays
were determined randomly from the log normal distribution describing
them. The cost amount was added to the total cost, and the delay amount
was added to the total delay. (Ex. D1-2-1, Attachment 3, pp. 5, 7).
Once OPG selected Strabag as the tunnel contractor, OPG updated the risk assessment to
identify and quantify the risks associated with Strabag’s specific proposal (Ex. D1-2-1,
Attachment 4). Again this update was conducted by a mix of OPG personnel and external
experts from Hatch, as well Torys LLP (Ex. D1-2-1, Attachment 4, p. 1). A review of OPG’s risk
assessment shows that it accurately identified the risks associated with the project. The single
highest cost risk that OPG identified was an unfavourable decision from the DRB (Ex. D1-2-1,
Attachment 4, p. 4). In fact, four of the top five cost risks were the risks that actually

materialized (lbid.).

Using statistical techniques (Monte Carlo simulations, as described above), OPG developed a

probability distribution for the cost and schedule consequences associated with the identified
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risks and used these to create the initial cost and schedule contingencies and associated
confidence levels for the project.** While it is clear in hindsight that OPG underestimated the
potential severity of the rock conditions encountered, particularly the nature and extent of the
overbreak, this occurred because the rock conditions were much more challenging than OPG,
its experts and Strabag expected based on extensive geotechnical sampling and analysis, and

not because OPG'’s risk identification and quantification efforts were deficient.

AMPCO bases its entire argument on the alleged inadequacy of OPG'’s risk identification on a
misunderstanding of the single risk that OPG ranked highly, but that did not materialize:
“[Differing Subsurface Conditions (“DSC”)] claim due to rock strength.” (Ex. D1-2-1, Attachment
4, p. 4). It states: “AMPCO submits it appears that a risk of lower rock strength or weaker rock
strength was not identified by the expert panel as a hazard cause; it was not included in the
risk matrix. Only the risk of higher rock strength was identified as a hazard and included in the
top two contingency risks for the project.” (AMPCO argument, para. 72).

AMPCO’s argument confuses intact rock strength and rock mass strength. As OPG’s Risk
Register makes clear, the concern associated with a “DSC claim due to rock strength” was
related to “slower penetration by TBM and faster deterioration of cutters” (Ex. D1-2-1,
Attachment 4, p. 9, Reference number 47). In other words, OPG identified the risk that the
intact rock strength would be greater than anticipated and this would cause the tunnel to take
longer to bore and cost more because of the need to frequently replace the TBM disc cutters

as they wore out.

The risk that AMPCO characterizes as “weaker rock” and claims that OPG failed to indentify is
actually the risk that the rock mass strength would be weaker than anticipated. A review of
OPG'’s Risk Register demonstrates that OPG did not miss this risk as AMPCO claims. To the
contrary, it is covered by two of the major risks identified: “DSC claim due to slabbing
overbreak (TBM progress)” and “DSC claim due to different rock support requirements” (Ex.

D1-2-1, Attachment 4, p. 4). The Risk Register in OPG’s Quantitative Assessment explains the

4 As explained in the OPG's risk update, the Monte Carlo simulations “combined probabilities and consequences by
aggregating 10,000 separate, randomly generated trials to generate probability distributions of possible outcomes.”
(Ex. D1-2-1, Attachment 4, p. 2).
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“slabbing overbreak” risk as “Encountering Ground Conditions more adverse than advertised in
Contract”, and the “different rock support” risk as “Rock support requirements significantly

different from baseline” (Ex. D1-2-1, Attachment 4, p. 10, Reference numbers 61-62).

Both of these risks materialized due to rock mass strength being weaker than expected.
“Slabbing overbreak” did occur in the Queenston formation, but to a degree more severe than
anticipated (affecting a greater depth of rock above the tunnel arch). This ultimately led to the
need for rock support requirements that significantly differed from the baseline.

Given that OPG did identify and include the risk AMPCO characterizes as “weaker rock”,
AMPCO’s argument is simply wrong. Moreover, it illustrates why the OEB cannot rely on
“‘expert” submissions of counsel that appear for the first time in argument and were never put to

the witnesses.

Board staff suggests that OPG should have done more to mitigate the risks of the project, but
fails to suggest a single concrete action that OPG should have taken, but did not, that would

have actually mitigated the conditions ultimately encountered by the project.

From the beginning of the project and throughout its duration, OPG continued to consistently
work to identify and mitigate risk. URS prepared an initial high-level risk register, which
collected and organized the risks identified (Ex. D1-2-1, p. 26). The risk register also indicated
the party responsible for control and management of each risk, as well as contingency plans
and measures for risk mitigation (lbid.). This risk register was updated throughout the project
and formed an essential part of OPG’s Risk Management Plan, which was also periodically
updated (Ex. J1.1). This approach has come to be best practice for major construction projects
(Tr. Vol. 2, p. 130).

OPG sought to mitigate the major risk of the project primarily through the terms of the Design
Build Agreement (“DBA”), including a GBR developed jointly with Strabag, the DRB
mechanism, and through the use of contingencies. While the DBA assigned many of the

project’s risks to Strabag through the use of a fixed price and liquidated damages, ultimately,
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the ground conditions and the resulting risk of DSC rested with OPG as the project owner (Tr.
Vol. 1, pp. 60-61).

Board staff does not explain how the risk identification and mitigation process was deficient at
the time it was undertaken. Nor does Board staff claim that the contingencies OPG originally
included failed to accurately reflect the results of its risk analysis. In essence, Board staff’'s
claim is that because in hindsight it is clear that the rock conditions actually encountered were
substantially worse than OPG, Strabag, and any of the other numerous experts who reviewed
the geotechnical data anticipated, and, as a result, the tunnel cost more to construct, OPG
must have acted imprudently. This is precisely the type of conclusory hindsight review that the
OEB should reject.

5.5.4.6 The GBR and the DSC Dispute

This section responds to the arguments by AMPCO, Board Staff, SEC and CME about the
GBR.

AMPCOQO’s Assessment of the GBR is Flawed and Should be Ignored

AMPCO’s argument contains pages and pages providing detailed, though incomplete and
often incorrect, descriptions of the alleged defects in GBR A and how those defects could have
misled Strabag in its design and construction of the tunnel (AMPCO argument, paras. 78 to
108). Despite AMPCO'’s repeated reference to GBR A, however, the citations it provides and
the pages it has inserted into the middle of its argument are from GBR C (see Ex. D1-2-1,
Attachment 6, Appendix 5.4 [PDF pp. 1719-1806]).

Given that GBR A is not part of the evidentiary record, why would AMPCO continue to refer
exclusively to it, and not refer to GBR C, which forms part of the DBA and was included with
OPG’s pre-filed evidence?" The explanation is simple. GBR A was drafted initially by Hatch on
OPG'’s behalf and included with the request for proposal for the Niagara Tunnel. Thus, AMPCO

> There is an easy explanation for why GBR A is not part of the record. AMPCO asked for and was provided with
GBR B, which was Stabag’s response to GBR A, but it never asked for GBR A (Ex. L-4.4-2 AMPCO-016,
Attachment 1).
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wishes to point to GBR A rather than the jointly negotiated and agreed GBR C, so as to
establish that the perceived difficulties with the GBR were all OPG’s fault. It says as much in its

argument: “OPG was responsible for the GBR.” (AMPCO argument, para. 94).

The problem with this approach is that once GBR C was jointly created by OPG and Strabag, it
became the baseline for the Design Build Agreement. What GBR A said or failed to say is of no
consequence because GBR A was superseded by GBR C. That is why the DRB determined
that any difficulties with the language in the GBR were the joint responsibility of the parties (see
Section 5.5.4.7).

AMPCO'’s argument has a section entitled “AMPCO Assessment of GBR.” (AMPCO argument,
paras. 98-105). Under the Amended Design Build Agreement (“ADBA”), GBR C was deleted
and replaced by a Geotechnical Report. What AMPCO has done in this section of its argument
is take selected quotes from GBR C (though as explained above it presents them as if they are
from GBR A) and compare them to similar sections from the Geotechnical Report in the
ADBA.* Not surprisingly, the Geotechnical Report contains better descriptions of the rock
conditions in the Queenston formation — it was written while the tunnel