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Tuesday, April 4, 2017
--- On commencing at 9:36 a.m.

MS. LONG:  Please be seated.  Good morning, everyone.  The Panel is sitting today in EB-2016-0152.  I understand there are no preliminary matters, Mr. Smith?

MR. SMITH:  That's correct.

MS. LONG:  Then we will continue with the cross-examination of the Concentric panel.  Mr. Richler.
ONTARIO POWER GENERATION - PANEL 5Ai, resumed

Dan Dane,
Jim Coyne; Previously Affirmed.
Continued Cross-Examination by Mr. Richler:

MR. RICHLER:  Thank you, Madam Chair.

Good morning, Mr. Coyne and Mr. Dane.  I wanted to pick up where we left off yesterday afternoon.  We were speaking about the changes in risk faced by OPG since the OEB's last payment amounts decision.  And I have a few more questions on that theme.

On the hydroelectric side of the business, starting on page 17 of your report you argue that the main change between EB-2013-0321 and today is the increase in the regulatory risk due to the move from a two-year cost-of-service regime to a five-year incentive regulation regime, right?

MR. COYNE:  Yes.  I do cite on page 17.  That's Exhibit 17.

MR. RICHLER:  Yes, again, when I refer to page numbers I'm looking at the top right.

MR. COYNE:  Yes, that's a correct characterization.

MR. RICHLER:  But on page 10, the last paragraph, you acknowledge that in the Board's EB-2013 decision it found that moving to incentive regulation did not significantly increase the risk to OPG and did not warrant resetting the capital structure.

So I wanted to turn to what exactly the Board said in that case, which is at page 37 of my compendium.  About halfway down the page the Board says:

"The Board does not accept that moving to incentive regulation significantly increases the risk to the entity such that the capital structure should be reset and has not done so for any of the other companies that it regulates.  For example, the Board set the capital structure for all electricity distributors at a 40 percent equity-to-debt ratio in December 2006 as new incentive regulation models for electricity distributors evolved in 2008 and 2012.  This capital structure was not revisited.  Similarly, the capital structure for the natural gas distributors did not change as a result of moving to a long-term incentive regulatory mechanism for the setting of rates for these distributors."

Pausing there; I take it you disagree with the Board's conclusion here?

MR. COYNE:  Well, I would not pause there, because I think the next sentence is important, what the Board says:

"In addition OPG, is not actually being moved to incentive regulation in the current proceeding and any potential changes to business risk this may entail could be considered in the incentive regulation proceeding."

MR. RICHLER:  Well, yeah, I wanted to get there, but first of all, focusing on what the Board has done in the past when it has moved other utilities to incentive regulation, would you agree with the Board's conclusion here that that did not materially increase the risk to those companies?

MR. COYNE:  I see that the Board says it has not accepted that moving to incentive regulation significantly increases risk such that the capital structure should be reset.  I see that it said that.  But the balance of the paragraph I see is that, let's see.  When you actually have a specific proposal in place, let's evaluate then whether or not there is any change in risk that we should consider.

And of course, it's the Board's policy as it articulated in its 2009 cost-of-capital report that it will only consider capital structure when there is a material change in business risk for the underlying entity.

So I see this as being consistent with the cost-of-capital report as well.

MR. RICHLER:  Have you looked at whether other Ontario utilities that were shifted to incentive regulation actually experienced capital flight or increased difficulty in attracting capital?

MR. COYNE:  No, we have not examined that, nor have we studied it.

MR. RICHLER:  Now I would like to look at your discussion of how OPG's financial risk as opposed to business risk has changed since the last case, and this begins on page 26 of your report.

You say on page 28 that -- and I'm looking at the first full paragraph:

"With respect to nuclear rate smoothing the incremental increase in financial risk arises in part due to inherent uncertainty related to the collection of amounts deferred for a decade into the future."

And I'm not sure I understand why collecting the costs of the Darlington refurbishment program over many years is any riskier than collecting them over the five-year rate period.

OPG's customers aren't going anywhere, right?

MR. COYNE:  One would presume not, no.

MR. RICHLER:  So can you help me understand the change in risk?

MR. COYNE:  Sure.  Twofold.  One is that a dollar today is worth more from a credit metric and financial stability standpoint than a dollar tomorrow.  So you have the -- you're deferring approximately a billion dollars in cash flow from the rate-setting period to a period beyond the rate-setting period, so clearly that has a material impact on the company's credit metrics and its cash flow over that period of time.

MR. RICHLER:  But looking again at the sentence, you speak of the inherent uncertainty related to the collection of amounts --


MR. COYNE:  That's the second issue, and that is that when you put off a billion dollars into some future time period there's the potential for policies to change, for findings by this Board that could materially impact the ability of the company to recover those risks.  A lot can happen over a decade in time in terms of shifting policies and the impact on recovering such accounts.

MR. RICHLER:  Well, would you agree with me that Ontario Regulation 53/05 actually guarantees that OPG will recover the balances in the smoothing deferral account?  You don't have to turn it up, but if you want I've included the regulation in the compendium, and it's on page 57, where it says:  "The Board shall ensure", and I underlined "shall ensure", "that Ontario Power Generation Inc. recovers the balance recorded in the deferral account."

MR. COYNE:  So we would acknowledge that the language in the legislation today provides as you suggest.  I wouldn't call it a complete guarantee, but at least as the current legislation is written it would do as you suggest, afford a significant probability that those dollars will be recovered.  It would probably take a change in legislation for that to change.  But that does happen.

I wouldn't say it's a -- we didn't characterize it as a material risk, but I wouldn't say it's a -- it is a non-zero risk, but it's not something that we focused on as being a material risk.  It's more the transfer of the time value of when you recover those funds that we were focused on there.

MR. RICHLER:  Well, and just so I understand your distinction between a material risk and a non-material risk, did this risk in your analysis actually move the needle from 45 to -- or help move the needle from 45 to your proposed 49 floor?  Or was it not relevant?

MR. COYNE:  I wouldn't say not relevant, but it was not material in terms of the determination to go from 45 to the 49 percent recommendation.

MR. RICHLER:  All right.

MR. COYNE:  Not a significant factor.

MR. RICHLER:  Next is back to 28 of your report, same paragraph:
"The other major risk with nuclear rate smoothing is the uncertainty associated with the smooth payment amount level established during the DRP, both in the upcoming and future proceedings," skipping a few words, "as such, the company is exposed to a risk of lower than expected cash flow levels that could impact the company's credit metrics, as well as its ability to meet long-term obligations, undertake capital expenditures, and otherwise manage cash needs."

And I suppose this is what you addressed a moment ago?

MR. COYNE:  Yes.

MR. RICHLER:  Just to be clear, for this rate period, that uncertainty that you speak of will be resolved in this proceeding.  The OEB will either approve OPG's requested smoothing mechanism, or it will adopt some other smoothing mechanism that is consistent with the regulation, right?

So at the end of this hearing, after the OEB issues its decision, the market will know what the smoothing mechanism is?

MR. COYNE:  Yes, it will.

MR. RICHLER:  So there is no uncertainty after this decision?

MR. COYNE:  No, it's -- well, our analysis is premised on the company's proposals in that regard, of which this is a part.  So yes, that approval would resolve that uncertainty in terms of how the smoothing mechanism would work.

MR. RICHLER:  Are you aware that after you prepared your report, OPG revised its application in respect of smoothing?

MR. COYNE:  Yes.

MR. RICHLER:  So let's turn to OPG's revised smoothing proposal at page 53 of the compendium.  This is from OPG's Exhibit N3, tab 1, schedule 1, filed March 8, 2017.  We see that at the top of the page, OPG says:
"OPG's proposal results in deferring the collection of approximately $1 billion in revenue in the 2017 to 2021 period, as reflected in chart 4 below.  This is approximately $0.4 billion less than OPG proposed to defer under the previous proposal."

Do you see that?

MR. COYNE:  Yes.

MR. RICHLER:  And then if we look at OPG's chart on page 11 of the same document, or page 50 of the compendium, we see that OPG's revised smoothing proposal shown in column B is better in terms of credit metrics than OPG's original proposal on the left."

Do you see that by looking at the rows called FFO interest coverage and debt to EBITDA?

MR. COYNE:  Yes.

MR. RICHLER:  So am I right that for FFO interest coverage, the higher the number the better?

MR. COYNE:  Yes.

MR. RICHLER:  And we see that in column B the numbers are indeed higher?

MR. COYNE:  And you're comparing column B to?

MR. RICHLER:  The original proposal on the left?

MR. COYNE:  Yes.

MR. RICHLER:  And the debt to EBITDA row, for that metric the lower the better?

MR. COYNE:  Yes.

MR. RICHLER:  And in column B of OPG's revised proposal, those numbers are in fact lower than its original proposal?

MR. COYNE:  Yes, we see that.

MR. RICHLER:  Isn't this chart telling us OPG's revised smoothing proposal would be better, in terms of cash flow and impact on creditworthiness than its original proposal?

MR. DANE:  The revised smoothing proposal is certainly better from a credit metric perspective, as we've seen in this chart, compared to the original smoothing proposal.

I would note, though, that the debt to EBITDA ratio still exceeds the threshold for OPG's current credit rating.  And so from the perspective of still being in excess of that threshold, the smoothing proposal does not alleviate that concern from a financial risk.

MR. RICHLER:  Can you tell us, if there were no smoothing at all, how much would that change the credit risk?

MR. DANE:  So assuming that that would increase cash flow otherwise from what it would be under smoothing, then that would be an improvement to the credit metrics.

MR. RICHLER:  We're talking about a spectrum really.  No smoothing at all, that's the best of the three options we're talking about.  OPG's revised proposal, that's in the middle.  And OPG's original proposal, that puts the most pressure on the credit metrics.

Is that a fair summary?

MR. DANE:  I wouldn't say the revised proposal puts them in the middle per se.  The revised proposal does improve their metrics compared to the original proposal.  But I can't conclude that it puts them in the middle between no smoothing and the original proposal.

MR. RICHLER:  Okay.  Going back to the discussion about material risks versus non-material risks, how much does this really matter in your analysis?

MR. DANE:  Overall, we've noted in this financial risk section of our report that the fact that credit metrics are pressured as we're seeing here, and that's consistent with what the credit rating agencies have said looking out into the forecast period, it's certainly an increase in risk as we see it, and that's what we concluded in our report.

MR. COYNE:  Something to bear in mind, too, is that you're still deferring a billion dollars over a five-year rate setting period, and that is a very substantial deferral amount compared to the revenue requirement for the company. And it's an unusual one.  We're not aware of any company in our proxy group that would be deferring a billion dollars in cash flow out over a five-year period.  And we know of no nuclear generator in our proxy group that is entering an IRM period over the same period of time.

So those are two risk elements that really do not exist in the proxy group against which we're making our comparison.  So the fact that it's gone from 1.6 billion to 1 billion is not a material reduction in that risk certainly from the standpoint how it compares to our proxy group, which is the baseline of our analysis along with the credit metrics.

MR. RICHLER:  Last question on this and I'll move on.  I'm just trying to isolate the impact of this smoothing proposal.

Let's say smoothing was the only risk that's changing as compared to the EB-2013 period; forget about all the other factors you've discussed in your report.  How much would that or should that shift the equity ratio from 45 to what?

MR. COYNE:  We would have indicated it as a material risk, but not sufficient to move from 45 percent to the 49 percent recommended equity ratio.  It's nowhere near as significant as the overall project risk and execution risk associated with the DRP in Pickering life extensions.

So it's an order of magnitude smaller than those risks, but it is a factor because of its impact on cash flow and credit metrics.

MR. RICHLER:  Returning to your discussion of the financial risk facing OPG, you explain on pages 28 to 29 of your report that in addition to the financial risk associated with smoothing, the other financial risk is the risk of not recovering all its pension and OPEB costs if the OEB were to permanently move from the accrual basis to the cash basis.  More specifically, you say on page 29 that -- this is the second paragraph:

"Based on the above, the company is at risk of non-recovery for close to $450 million; i.e., the cumulative forecast difference between the cash and accrual basis of accounting for pensions and OPEBs by the end of 2016."

How is that risk any different than it was in EB-2013-0321 when the Board approved cash recovery instead of accrual recovery and also approved the deferral account to track the difference between cash and accrual-based costs?

MR. DANE:  We thought that risk was relevant for this discussion, and specifically the financial risk discussion of the company, where we talk about overall financial health and credit metrics for the company based upon its proposal in the upcoming rate-setting proceeding.

So the recovery of pensions on a cash basis for this rate-setting period would be significantly less than on an accrual basis, so that acts to compound the financial risk of the company as it relates to its credit metrics.

And so in the sense that this upcoming rate period we've identified an increase in financial risk, this risk again is contributing to that risk.

And so certainly the uncertainty about the outcome of the proceeding hasn't changed, but this is a discussion again of the company's financial risk, and so in that sense moving to a cash recovery basis would otherwise, all else being equal, harm credit metrics.

MR. RICHLER:  But the question again was how has the risk changed since EB-2013, and the passage I just read to you from your own report is in section 5, which is entitled "Changes in business and financial risk since the EB-2013-0321 decision".  And I'm still not understanding whether you're saying that that risk has increased since then.

MR. DANE:  And we have said the overall financial risk of the company is increased --


MR. RICHLER:  But specifically in respect of pension and OPEBs in this $450 million you cite, has that risk changed?

MR. DANE:  As I said, the risk related to the outcome of the proceeding hasn't changed, but the risk related to the otherwise lower cash flow compounds with the other risks of the company, and so it contributes to the overall financial picture.

MR. RICHLER:  If we look at what the Board said in EB-2013-0321 about this issue, on page 31 of the compendium in the second-last paragraph the Board says:

"The issue of cash versus accrual is one of timing."

And I take it that what it meant was that regardless of which accounting method is used the utility should recover its cost but the timing of recovery may differ.

Do you agree with the Board statement here that the issue is one of timing?

MR. DANE:  I agree that the -- we would agree with the Board that the issue of cash versus accrual can be one of timing.  And certainly if you start at time zero from any obligation, then over the course of that obligation coming to bear and being fulfilled you would expect, all else being equal, the -- in this case cash versus accrual to be the same.

That potentially wouldn't be the case here if we're starting midstream from a change of one to the other.  But I think it's reasonable to say that the issue is one of timing, understanding that not starting at time zero could affect that.

MR. RICHLER:  Is your concern with using cash as opposed to accrual, or is it really with the transition from accrual to cash, if indeed the Board decides that cash is the way to go in the consultation process that is now underway on this issue?

MR. DANE:  Can you restate the question, please?

MR. RICHLER:  Is the issue here really one of -- that cash versus -- that either cash or accrual or -- that one method is riskier than the other, or is your concern in respect of OPG really pertaining to the transition from one method to the other?  And again, I heard you say, I think, that you generally agree that this is an issue of timing.  So that's why I just want to clarify, is this really an issue about transition?

MR. DANE:  Well, I think there's sort of two points to be made with regard to that question.  The first is, in regard to the transition itself, we're aware that OPG has identified a risk that it could have to write off the balance of 450 million in the current cash versus accrual deferral account, so in that sense that's a risk of transition depending on the outcome of that proceeding.

Moving to cash without a deferral and variance account would make OPG somewhat anomalous from the perspective of our comparison of the proxy group, in that most U.S. companies recover pensions on an accrual basis.  And so we would have to -- that's an indicator of increased risk for OPG compared to that group.

And as we've mentioned in the report, moving recovery of the amounts, even if it is one of a timing difference potentially significantly into the future, makes it, just that movement, an increased risk from the perspective of the upcoming rate period, in terms of lower cash flows than they would otherwise be.

So I think there's -- both concerns are there, both in terms of the transition as well as in the effect on the company of potential outcomes.

MR. RICHLER:  And that $450 million you cite, is the risk there that the Board would disallow that entire amount or some portion of it?

MR. DANE:  Yeah, if the Board were to decide that that deferral account -- the resolution of that deferral account was left as the last case up to that generic proceeding, so if it's resolved that that account will not be recoverable at this time and OPG determines in consultation with its accountants that it's not probable to the degree that they can record a regulatory asset, then my understanding is that would be the circumstances in which they would write off that amount.

MR. RICHLER:  But if we look at page 89 of the Board's decision in EB-2013 -- this is at page 29 of the compendium -- the Board explained at the top of the page:

"For clarification, the Board is not setting aside the difference between the cash and accrual amounts for this test period for purposes of another future prudence review of these costs.  The 2014 and 2015 payment amounts will be final in that respect."

I understood that to mean that there is no risk of disallowance of the amounts in the deferral account.  Is your understanding different?

MR. DANE:  That paragraph concludes:

"Any future treatment regarding the deferral account will be limited to the outcomes of the generic proceeding as they relate to the accounting or mechanics of recovery as applicable."

So I would interpret the 2014 and 2015 payment amounts to relate to the recovery of the cash amount.

MR. RICHLER:  Am I right that Concentric has been involved in that consultation as an advisor to OPG?

MR. DANE:  Yes, that's correct.

MR. RICHLER:  And have you -- are you -- either of you engaged in that matter?

MR. DANE:  I was.

MR. RICHLER:  And as I understand it, OPG and other parties have made submissions to the Board, including about transitional issues, but the Board has not made any decisions on what policy it will adopt.  Is that your understanding?

MR. DANE:  That's my understanding.

MR. RICHLER:  Do you have any reason to believe that the Board will actually disallow all or any of the roughly $450 million in the account?

MR. DANE:  I would say it's uncertain.  I don't have a reason to believe that's necessarily the outcome, but we just don't know.

MR. RICHLER:  Let's go back to your report on page 29. You say in the last paragraph:
"Concentric concludes OPG's risk level will increase over the period 2017 to 2021 from its level as of EB-2013-0321."

But you don't quantify the increase, do you?  It's more of a qualitative subjective approach?

MR. COYNE:  No, we did not quantify it.  We get there through comparison against its risks in a prior period of time, its risks on a going forward basis, and its risks in comparison to the proxy group.  You can't quantify all those risks.

MR. RICHLER:  So if you hadn't gone on to do the comparative analysis where you looked at other utilities in North America, would you have been able to say what would be an appropriate equity thickness, or would your conclusion from this first part of the report have been merely directional, i.e. that equity thickness should be increased from where it's currently at?

MR. COYNE:  We would have been left with two legs of the stool.  Ours was a three-legged analysis.  We would have been left with a comparison to what the Board's findings have been in the past, and the incremental change in risk since the Board last made determinations regarding OPG's capital structure, which we looked at.

We also would have been left with looking at the company's credit metrics and their sufficiency on a going-forward basis, which were part of our analysis, if we didn't have the comparative analysis to bolster.

MR. RICHLER:  I'll come back to that in a few moments.

MS. LONG:  Can I just clarify that?  In your three-pronged test, one of the prongs was the Board's prior decisions on cost of capital.  Do I understand that correctly?

MR. COYNE:  Looking at the change in risk over time on the one hand versus when the Board has made prior determinations on OPG's appropriate cost of capital, and coupling those together.

MS. LONG:  Thank you.

MR. COYNE:  That's consistent of course how the Board, in our understanding, has looked at capital structure in the past, looking at the change in risk for the underlying entity as a basis for determining whether or not there should be a change in capital structure.

We have seen that as being more of a threshold issue from the Board's standpoint, though, that the Board wants to make a determination as to whether or not there has been a fundamental change in risk, and if so, then it would consider what that new capital structure should look like.

MS. LONG:  I was just trying to understand what your three-prong test was and, if I understand correctly, it's the Board's past decisions in respect of cost of capital change with respect specifically to OPG.  Is that correct?

MR. COYNE:  Yes.  That's one piece of it, yes.

MR. RICHLER:  I heard you say this part of your analysis is not quantitative, but do you have any sense of the quantum of the additional risk facing OPG during the  five-year test period?  Is the business twice as risky as it was at the time of the OEB's last decision?  Is it 5 percent more risky?

MR. COYNE:  You can't express it in percentage terms.  Risk is inherently a subjective analysis, although there are quantitative metrics you can look at.

For example, we look at the capital spend over the period of time, you know, over $5 billion in capital just on the DRP over the five-year rate setting period.  We can look at changes in the credit metrics for the company over this period of time, and we can look at the change in the composition of the company's rate base over this period of time, which in fact the Board has looked at as a metric in the past.  So those things you can quantify.

What you can't quantify are the risks associated with the DRP project.  As we discussed yesterday, the P90 estimate for the project is $12.8 billion and the company has a timeline over which all four units will be refurbished.  But as has been discussed at some length in this proceeding, there are some risks that OPG can control with its planning, and some risks that are beyond its control that it will remain subject to, and certainly more so than compared to a company that is not undergoing these types of mega projects.

That is an inherently qualitative assessment, but it's a qualitative assessment that's based on the history in the industry and other companies undertaking these types of projects.

MR. RICHLER:  I'm having a bit of trouble understanding why, if risk is inherently subjective, you are able to make a precise recommendation as to the appropriate equity ratio for OPG.

Is that where the comparative analysis comes in?  Do you need that second piece to give you some context for what the outcome should be?

MR. COYNE:  It gives us a guidepost, yes.  You've mentioned precise, and we indicated that our recommendation is a floor.  So there could be a range of reasonable capital structure estimates.  We believe the floor is appropriately set at 49 percent.

This Board could very well find, based on the evidence, that it would find OPG at the higher end of the spectrum, and with good reason compared to a proxy group, and in which case it could determine that 54 percent was the right number.

So when you say precision, we have given a number which we recommended as a floor for the Board's decision in this proceeding.  But yes, there is there is no model, and even when we estimate cost of capital, you use a variety of models and that will give you a range of estimates and you have to choose, based on the range of estimates, what you believe the reasonable result is and defend it on that basis.

But at least with ROE, you have quantifiable models you're using.  You don't have a quantifiable model that you're using for capital structure, and that's why reliance on proxy groups is important for two reasons.  One is it's market-based evidence that companies in a similar situation are able to attract capital on reasonable terms.  And B, it allows you to satisfy the comparability standard, suggesting that if you allow this company the capital Structure, it too should be able to raise capital at a rate of return that's comparable to the returns these other companies are earning, it should also be able to raise capital on reasonable terms.  So I guess that would satisfy two legs of the fair return standard, and a third being financial integrity.  We look at financial integrity by virtue of looking at the company's credit metrics and how those will change over time.

So ultimately, the tool the Board has to use here is the fair return standard.  That's the lens through which it needs to evaluate the capital structure for the company.

MR. RICHLER:  Am I hearing you say it would not have been sufficient to simply do the first part of the analysis, comparing risk today to risk at the last case. Likewise, it would not have been sufficient to only do the comparative analysis.  You need both pieces to derive some sort of recommendation?

MR. COYNE:  Ideally so, yes.  You'd be giving up an important piece of your analysis if you didn't have it.

MR. RICHLER:  Maybe you can help me understand a little better how those two prongs of the analysis fit together, because as I understand it -- and we'll discuss the comparative piece in some detail in a moment -- but you're working with two different anchor numbers or reference points.  For the first piece, the time based comparison, the OPG specific time based comparison, you're looking at the 45 percent that was set in EB-2013 and you're asking whether the risk has changed.

For the second piece, the comparative piece, you're comparing OPG to other utilities which have, as you've said, a median and average equity ratio of around 49 percent.

So you've got 45 percent as the reference point in one point and 49 percent in the other.  So how do you reconcile those?

MR. COYNE:  Well, two ways.  When we look at the 45 percent that the Board set in EB-2013, we look at the basis for its decision.  And the basis for its decision was the relationship between the nuclear asset base and the hydroelectric asset base and how it had changed since EB-2007 and EB-2010.

So in looking at the Board's standards that it has set for this company in the past, that's a helpful guide to us.  And by measuring the change in risk according to that same metric, the shift in asset base relationship between nuclear and hydro, we're able to make a determination that per the Board's own standard OPG has grown more risky and is projected to grow substantially more risky over the rate-setting period than it had in relationship to EB-2013 and even back to when the Board first set its standard back in 2007.

So if we take the Board's standard at face value, it suggests to us that there's increased risk and that the number should be greater than what was set back in 2007, because the nuclear relationship exceeds that that was established when the company's capital structure was first set in 2007.

So it gives us a greater sign compared to the 2007 number of 47 percent, but it doesn't tell us whether or not it should be 48 or 49 or 53 or 55.  It just says greater than 47.  So that's what that first piece of analysis gets us.

The comparability analysis tells us, okay, if it needs to be greater than 47 or something else, where should it be?  So that's where we look at our proxy group of companies.  And we describe them as comparable, but it's hard to find a company in North America that is truly comparable to OPG, because there is no company quite like it.  It's a 100 percent regulated generator with a very unique mixture of regulated nuclear and hydroelectric assets.

But we come as close as we can with this proxy group to measuring companies that have some nuclear risk and some hydroelectric risk.  Because they are balanced by substantial transmission distribution assets, these companies for the most part have more than 50 percent of their assets in transmission and distribution and not generation, and not all their generation is in hydroelectric and nuclear.

So that's why we characterize our proxy group as a very conservative one, because they don't have the same risk profile as OPG from a generation standpoint.  But they are fully regulated.  And we try to take that into account.

And that's why our opinion is that 49 percent is the floor, because that would represent the average risk of a proxy group which on balance is less risky than OPG.

MR. RICHLER:  Do you accept that 45 percent was a reasonable equity ratio at the time it was set in the last case, or is a premise of your analysis that it was too low?

MR. COYNE:  We did not examine the analysis behind that other than the shift in risk from hydroelectric to -- from more concentrated in nuclear to more focused on hydro.  We did not look at, and nor were we aware that the Board had analysis that gave it further guidance than that, although perhaps they did.

We did not examine the basis for that beyond the relationship between hydroelectric and nuclear rate base.  So we would not render an opinion as to whether or not it was too low, too high, or just right.  We were not part of that proceeding.

MR. RICHLER:  While we're talking about methodology, one thing that you didn't do which Staff's expert, the Brattle Group, did was to perform a quantitative credit metrics analysis; that is, to examine whether OPG's plans over the test period would affect the metrics used by credit rating agencies to assess OPG's creditworthiness.

Why didn't you do that?

MR. COYNE:  We looked at the credit metric analysis that the company had prepared, and did not have a financial model that would have allowed us to prepare those estimates independently, so we took the company's business case as the basis for examination of those credit metrics.

MR. RICHLER:  Okay.  Let's go into a little more detail about the second prong of your analysis, the comparative analysis.  You acknowledge on page 31 of your report that picking an appropriate group of comparator companies requires judgment and experience.

So would you say this is more art than science and reasonable people can disagree on what screening criteria to use?

MR. COYNE:  Could you direct me to where you are on the page on 31?

MR. RICHLER:  In the third paragraph, second sentence:

"The determination must be based on an assessment of the company-specific risk relative to the proxy group and informed judgment and experience of the analyst.  As such, it is incumbent on the analyst to apply judgment."

Et cetera, et cetera.

MR. COYNE:  The point we're making there is once you have your proxy group it's never going to be an exact replica for the company that you're trying to evaluate.  So some judgment is still required to determine whether or not -- what the range of results from the proxy group is telling you and where within that range your target company should have its capital ratio set.  So that's where it requires judgment, yes.  Judgment is also used in terms of the determination of the proxy group itself at the outset.

MR. RICHLER:  All right.  I heard you say a moment ago that no other company is quite like OPG.  And you make the same point again on page 31 of your report, where in the second paragraph you say:

"Given the unique characteristics of OPG and in particular the fact that its regulated operations consist of 100 percent generating assets, it is not possible to find proxy companies that are perfectly comparable from a risk perspective."

Is there anything apart from the fact that it is a pure generation company that makes OPG unique?

MR. COYNE:  Well, I would say perhaps most importantly would be the construction program that it's undertaking with its Darlington unit and life extension at Pickering.  There is -- other than Southern Company and SCANA there is no company that's taking on the same degree of mega-projects in the nuclear space than is OPG.  The only other company that would compare from a risk standpoint, I suppose, in Canada would be Newfoundland and Labrador Hydro, with its Muskrat Falls project.  That's a very large capital spend for a relatively small asset base.

So in my mind in North America Southern Company with its Vogtle project, SCANA with its Summer project, OPG with Darlington and Pickering, and Newfoundland and Labrador Hydro are probably standouts in that regard.

But from a standpoint of the magnitude of risk undertaken given the asset base involved, our analysis shows that OPG's undertaking is a greater risk vis-a-vis its existing asset base than either Southern or SCANA's.

MR. RICHLER:  OPG is the only company in your data set that is owned by a provincial, state, or federal government, right?

MR. COYNE:  That's correct.

MR. RICHLER:  Am I correct that since there are no perfect comparables you broaden your search to look more generally at regulated North American utilities?

MR. COYNE:  Can you repeat the question, please?

MR. RICHLER:  Am I correct that in terms of your methodology, since you couldn't find other companies that were highly similar to OPG, you broadened your search to look at all -- or a wider range of North American utilities?

MR. COYNE:  Well, I guess I would state it somewhat differently, that we looked for characteristics that OPG has in a group of North American companies to come as close as we could to their risk profile.

MR. RICHLER:  So you're not able to do a true comparison, so you have to do your best to come up with companies that are close enough to OPG?

MR. COYNE:  That's true with any proxy group and analysis.  You'll never come up with an exact replica.  You're going to come up with one that's similar, and in fact that's the Board standard that it has laid out in its own cost-of-capital report, that it's not necessary that they be the same.  It's necessary that they be similar.  And that's what we've done here, yes.

MR. RICHLER:  But it must have been particularly tricky in this case because, as you said, there is no company quite like OPG.

MR. COYNE:  It is.  You have to be careful in putting together that proxy group, and then careful with the judgments you derive once you've done so.  And just as Dr. Villadsen has done in her work, you carefully select a proxy group that has some of the important characteristics that OPG has from an operating risk profile, and then you make judgments from there around the applicability of its capital structure.

MR. RICHLER:  Doesn't that mean that right off the bat, you're making compromises in terms of methodology?

MR. COYNE:  Not in methodology.  But inherently, you are making compromises when you choose a proxy group to represent a company that's different from the members of the proxy group.

But this is the standard approach to setting cost of capital, to benchmark against proxy groups for making these determinations, because it gives the regulator important information.  When you look at companies raising capital on a stand-alone basis in both capital and equity markets with these types of capital structures, if they're able to do so, it's giving them information regarding the comparability standard and the fair return standard, as well as the financial integrity standard.

So the Board’s role is to interpret whether it has provided a cost of capital for the company that meets the fair return standard, and this gives them important information to be able to do so.  Otherwise, you would have to do so without a strong fact base to do so.

MR. RICHLER:  You've done this type of comparative analysis before, in other contexts for other clients?

MR. COYNE:  Yes.  It's the traditional approach to looking at capital ratio for a regulated utility company.

MR. RICHLER:  How would you rank your -- how difficult was this exercise, compared to when you've done it previously?  Put another way, how would you rank your comfort level with your proxy group as compared to your comfort level when you've done this in the past?  Sounds like it was --


MR. COYNE:  We're comfortable using the same tools and those tools allow you to -- we have to remember that these are all regulated utilities.  We're not looking at merchant generators here that have wildly different risk profiles. They're still regulated companies and they have a relationship and a regulatory compact with the regulator that gives certain certainties in terms of their ability to recover their costs and earn an appropriate return.

So we're looking at the same universe of corporate risk in that regard.

MR. RICHLER:  On page 32, you say that as a starting point for your screening process, you looked at data from five Canadian utilities and 46 U.S. utilities, right?

MR. COYNE:  Yes.

MR. RICHLER:  And from that group of 51 companies, you narrowed it down to 20 by applying certain screening criteria?

MR. COYNE:  That's correct.

MR. RICHLER:  None of the five Canadian companies met the screening criteria, but you decided to include Fortis and Emera anyway, because they came pretty close and you wanted to have at least a minimal number of Canadian companies in your proxy group, right?

MR. COYNE:   We did, yes.  We've done quite a bit of work in cost of capital in Canada, and if I can provide context around that, what we've learned is that when we can provide market data for both Canadian and U.S. companies, it allows us to create what we call a North American proxy group, which we find helpful in that regard, specifically when we're testifying in Canada.

MR. RICHLER:  Can you turn to page 45 of the compendium, please?  This is Exhibit N3, tab 3.1, schedule SEC-008, and it's a response to an interrogatory provided by Staff's expert, the Brattle Group.

MR. COYNE:  One moment, please.  Page 45 of your compendium?

MR. RICHLER:  Yes.

MR. COYNE:  Yes.

MR. RICHLER:  Brattle Group explains that in selecting a proxy group for its comparative analysis, it excluded companies with significant exposure to market price risk.

But you didn't do that, did you?  Your sample includes some companies with much more price risk than OPG, correct?

MR. DANE:  We did screen our group for a group that was highly regulated, so that their regulated operations made up a majority of their operations, and further that their electric portion of their business was a vast majority of their business.  So we did screen for regulation.

MR. RICHLER:  The vast majority?  What was the screen that you used?

MR. DANE:  We used a screen of 60 percent for net income from revenue and net income from regulated operations.  And we further used a screen of 90 percent for that portion of regulated revenue net income that comes from electric operation.

MR. RICHLER:  And I take it the end result is you allowed into your proxy group companies that were cut off by the more stringent screen applied by the Brattle Group. Is that a fair summary?

MR. COYNE:  Well, maybe expressed this way.  Brattle did further screening to reduce what it perceived as being more merchant risk in our sample.

I think what should be realized is that what we took from our sample at the end of the day are the allowed equity ratios for the regulated utility.  They have no market risk.  They are regulated utilities.  We only used the averaged equity ratios for the regulated utility.  So that eliminates the market risk from the sampling we did within that proxy group.

To distinguish between what we did and what Dr. Villadsen did, Dr. Villadsen, when she looked at her sample, she used the holding company equity ratio.  We looked not at the holding company, but the operating company and the operating companies, if you look at our analysis, we look at the allowed equity ratio for each of the fully regulated operating subsidiaries within each of those holding companies.  So we're looking at 100 percent regulatory capital structures.  So that should eliminate any concern for market risk in that sample.

If you're looking at it at the holding company level, we have to be cognizant of that.

MR. RICHLER:  Let's go back to your report at page 37, and here you explain OPG will be making significant capital expenditures and this means taking on more risk.

MR. COYNE:  Page 37?

MR. RICHLER:  Yes, and I'm reading from the second sentence:
"figure 8 displays forecast capital spending for the period from 2018 to 2020 as a percentage of net in-service utility PP&E as of December 31, 2014, i.e. the most recent consistently available date for the proxy group for each of the proxy companies in OPG.  Before consideration of the entire scope of the DRP, OPG's forecast capital expenditure ratio of 32.3 percent is above the median forecasted expenditure ratio of 30.9 percent for the proxy group companies."

Pausing there, we can see what you mean if we flip over to page 38. figure 8 shows OPG as just a little to the right of the middle of the pack, in terms of capital spending.

But returning to page 37, you go on to say:
"However, consideration of the full scope of the DRP which, as discussed in figure 2, is estimated at 62 percent of the company's net PP&E, would place OPG at the high end of the chart."

And if we look at your figure 2 on page 20, it appears that in arriving at that 62 percent figure, you took into account the entire 12.8 billion cost of the DRP.  Is that right?

MR. COYNE:  Yes, we did in that figure.

MR. RICHLER:  But that $12.8 billion will be spent over the entire four unit DRP, which is forecasted to last until 2026, right?

MR. COYNE:  That's right.  Figure 2 had a different purpose.  We were comparing the size and scope and scale of DRP to the summer project and the Vogtle project.

MR. RICHLER:  And spending on DRP began before 2017, the first year of the test period?

MR. COYNE:  That's correct.

MR. RICHLER:  Isn't it misleading to compare the 12.8 billion dollar number, which is based on OPG spending out to 2026, to what other companies are spending in the 2018 to 2020 period?

MR. COYNE:  Well, they're two different comparisons.  I don't think there is anything misleading about them.  They both stand on their own merits.

In the case of figure 2, we're talk about the size and scale of this undertaking compared to two other companies that have mega-project undertakings in the nuclear space, so that's the sole purpose of that comparison.

In the case of figure 8 we're comparing a specific spending over a period of time, so I see them as being complimentary to each other.  We're explaining them for what they are in both cases.

MR. RICHLER:  It's just that sentence again, looking on page 37, where you say:

"Consideration of the full scope of the DRP, which is estimated at 62 percent, would place OPG at the high end of the chart."

When you say that, aren't you comparing two different spending periods?

MR. COYNE:  If we did we would be, yes.

MR. RICHLER:  Okay.

MR. COYNE:  But in this case we're not.  That's why we're showing it just for that period of time.  And as I recall, that was the limit we would present that chart, but this is as far out as the data -- I think this is as far out as the data goes for us when it comes to comparing against the proxy group, because we have these from, is it Value Line?  Pardon me while I --


MR. RICHLER:  Right.

MR. DANE:  Our source for the capital expenditures for the proxy group comes from investment source called Value Line, and their data goes out through the period covered in this chart.

MR. RICHLER:  Do you know what --


MR. DANE:  Sorry, I was going to add for context here the DRP, as we show on figure 2, represents more of a concentrated risk for OPG.  So that's part of the importance of understanding the full scope of the project for OPG versus our proxy companies.  We do have Southern in the group, but for the others, they don't have the same type of one-asset program that would necessarily drive their capital expenditures.  So that's part of the context behind the consideration of the full DRP as it relates to OPG's risk.

MR. RICHLER:  Do you know what the other companies in your sample are spending on cap ex out to 2026?

MR. DANE:  No, I don't have that data.

MR. RICHLER:  So you can't rule out that there may be some other companies that have capital spending programs that are similar to OPG's in terms of scope and duration?

MR. DANE:  I can't rule it out, no.

MR. RICHLER:  Under "cost recovery risk" on page 38 you explain that the proxy companies enjoy protections similar to OPG in terms of deferral and variance accounts and riders --


MR. COYNE:  Could I ask you when you turn us to a page to give us one moment to get there --


MR. RICHLER:  Sorry.

MR. COYNE:  -- and then tell us where you are on the page each time so we can catch up to you quickly?

MR. RICHLER:  Of course.  I'm looking at page 38, the heading "cost recovery risk".

MR. COYNE:  Mm-hmm.

MR. RICHLER:  And I'm summarizing --


MR. COYNE:  Where in the paragraph --


MR. RICHLER:  I'm paraphrasing.  You explain that the proxy companies enjoy protections similar to OPG in terms of deferral and variance accounts and riders.  And you list those accounts and riders in your Exhibit 3, which begins on page 69 of your report.  And I would like to turn to that now.  Are you with me?

MR. COYNE:  Yes, thank you.

MR. RICHLER:  How did you compile the table that comprises Exhibit 3?

MR. DANE:  We compiled this table from a database of adjustment mechanisms for regulated utilities that catalogues the different adjustment mechanisms and other inter-rate case cost recovery mechanisms that the utilities in our group have.

With the exception of Fortis and Emera they weren't included in the database, so for them we looked at their financial statements to determine what deferrals and regulatory assets they're recording to provide what we thought would be a comparable list of similar mechanisms.

MR. RICHLER:  That database, is that the SNL RRA adjustment mechanism report that's referenced at the end of the exhibit?

MR. DANE:  Yes, that's correct.

MR. RICHLER:  So what is that database?  Does it just list the various adjustment mechanisms available to utilities or does it describe them in any detail?

MR. DANE:  It does both.

MR. RICHLER:  Do you go behind the database to look at how these adjustment mechanisms actually work?

MR. DANE:  We have a general understanding of how the mechanisms work.  We did not go into each mechanism to determine its mechanics.

MR. RICHLER:  So if I picked anything from this list, you wouldn't be able to explain what it is and how it works, how amounts are recorded, how disposition works?  Is that right?

MR. DANE:  We could provide an understanding of what the account is intended for, but we couldn't provide, for instance, whether it clears quarterly versus semi-annually.

MR. RICHLER:  Well, I don't mean to put you on the spot, but let's just pick one at random.  I mean, if we look on page 69, for the company ALE there is a line item called "environmental compliance".  What does that mean?

MR. DANE:  So I'll respond based on my understanding of that company and what these mechanisms are intended to provide coverage for.  But ALE has coal-producing facilities.  So if they are allowed to recover environmental compliance costs between rate cases, those costs would include things like emissions, allowance purchases, as well as capital expenditures to upgrade their facilities.  And I'm saying that just with a basic understanding of the company.

MR. RICHLER:  So any environmental costs incurred by the company are automatically recoverable from its ratepayers?  Is that your understanding?

MR. DANE:  It would be allowed to track those costs, and in the case of some items like emissions allowances it may be able to roll those through like a fuel adjustment clause.  In terms of the capital expenditures on any facilities to upgrade them or reduce emissions, generally those would be subject to a future review in terms of prudence, similar to what would occur with any capital expenditure.

MR. RICHLER:  One of the items you list in the row for OPG -- this is on page 69 -- is capacity refurbishment.  Do you see that, the third item?

MR. DANE:  I do.

MR. RICHLER:  And I take it you're referring to the capacity refurbishment variance account, or CRVA?

MR. DANE:  Yes, that's correct.

MR. RICHLER:  Would you agree that the CRVA allows OPG to track the revenue-requirement impacts if it goes above its budget for DRP or other refurbishment projects and to recover the revenue-requirement impacts of any overspending so long as the over-spending is found by the Board to be prudent?

MR. DANE:  Could you repeat that definition, please?

MR. RICHLER:  The account allows OPG to track the revenue-requirement impacts if it goes above its budget for the Darlington Refurbishment Program or other refurbishment projects and to recover those revenue-requirement impacts of any overspending so long as the overspending is determined to be prudent.  Is that a fair summary of what the account does?

MR. DANE:  Yes, I think that's a fair summary.

MR. RICHLER:  And would you agree that under Regulation 53/05, which we've already spoken about, the Ontario Energy Board must ensure that OPG recovers its DRP costs and other refurbishment costs so long as they are prudent?

MR. DANE:  So understanding that in this case, the proposed spend on the DRP, if approved, would be recorded in the payment amounts, and then subsequent amounts would be subject to future amount amounts and then any difference between that spending and actual costs would be subject to coverage under the CRVA.

MR. RICHLER:  My question is specifically in respect of regulation -- and if you don't know, you don't know.  I know you're an expert in cost of capital, not Ontario legislation.

But my question is:  Is it your understanding that the regulation actually requires the Board to ensure that OPG recovers its costs even if there is an overrun, so long as those costs are determined to be prudent?

MR. COYNE:  It might be helpful.  I think we have access to the regulation and can bring it up and point to the specific language you're looking at.

MR. RICHLER:  We do have the regulation, but I don't want to go there.  Again, this is not a legal quiz.  I'm trying to ascertain what you took into consideration when you wrote this report.  So let's leave it there.

Madam Chair, I notice that we're just about at the time for our break.  So if you'd like to break now, I'm happy to do that.  I do have about perhaps 15 or 20 more minutes, if that's okay.  Would you like me to resume after the break?

MS. LONG:  Yes, why don't we do that.  Mr. Coyne, if you want to review the regulation over the break and come back and speak to it, that's fine.

If the witness wants to do that, then perhaps, Mr. Richler, you can take this up after the break.  But we're going to break for 20 minutes now.  Thank you.
--- Recess taken at 10:49 a.m.
--- On resuming at 11:13 a.m.

MS. LONG:  Mr. Richler.

MR. RICHLER:  Thank you, Madam Chair.  Gentlemen, can we turn to page 38 of your report, please.  Under the heading "financial risk" at the bottom of the page you say in the first sentence -- I'll wait for you to catch up.

MR. COYNE:  We're with you.

MR. RICHLER:  You say:

"In order to assess the financial risk of OPG relative to the proxy group, Concentric analyzed the allowed equity ratios for these companies."

Isn't that putting the cart before the horse?  Don't you need to look at the specific financial risks facing each company in the proxy group before you can determine with any confidence that the approved capital structure for each company adequately reflects those risks?

MR. COYNE:  Our screening helps us with that, because we're screening for companies that have comparable credit ratings, and credit ratings are a measure of financial risk.  So that is a -- that's the very purpose of that screen, to ensure that we start off with a comparably -- a group that has comparable financial risk.

And as we know, the credit rating agencies have their own methodologies in that regard and they're widely followed by both equity and -- as well as debt investors.  It's a useful screen to get you to a place to start.

MR. RICHLER:  But you've told us that OPG's current equity ratio of 45 percent is no longer an adequate reflection of the risks that it faces, so why should we assume that any of the equity ratios for the other companies listed on page 39 is still reasonable or if it was ever reasonable at all?

MR. COYNE:  True.  That's one of the benefits of a proxy group.  We're looking at 20 companies.  So that may be the case for one or two or perhaps three, but it would be highly unlikely that that's the case for 20, and another reason why we look at the ranges, we look at the medians, we look at the averages.

MR. RICHLER:  So let's look at figure 9 on page 39, and we can see that the mean equity thickness, excluding OPG, is 49.06 percent and the median is 49.95 percent, correct?

MR. COYNE:  That's right.

MR. RICHLER:  Both of which are significantly higher than OPG's current equity ratio of 45 percent.

MR. COYNE:  Yes.

MR. RICHLER:  Now, when I look at figure 9 I see something curious.  The companies with the two lowest equity ratios are Emera, shown as EMA in the table, at 40.27 percent, and Fortis, shown as FTS, at 43.31 percent, which are the only two Canadian companies other than OPG; is that right?

MR. COYNE:  That's right.

MR. RICHLER:  And this is even clearer on the next page, in figure 10, where we can see the three companies at the far left are the only three Canadian companies in your sample.

MR. COYNE:  That's right.  We let them into the sample, as we explained, even though they didn't pass the nuclear and hydroelectric element of our screen, so it's not altogether surprising to us.

MR. RICHLER:  Now, I suspect, based on the cross-examination materials that were circulated by my friends from the School Energy Coalition, that they will ask you some questions about how equity ratios in the U.S. compare to those in Canada, and I don't want to steal their thunder, but let me ask you, is perhaps one of the reasons that Emera and Fortis are at the low end of the equity scale is that Canadian utilities generally have lower approved equity ratios than U.S. utilities?

MR. COYNE:  They have a different mix of assets than these companies, and the fact that they're Canadian companies may indicate a difference on that basis, yes.

MR. RICHLER:  Can you explain a little further what you mean by "a different mix of assets"?

MR. COYNE:  As we explain when we select our proxy group they don't have the nuclear -- they don't have the combination of -- well, neither company has nuclear generation in its mix, and we're specifically looking for nuclear generation in our proxy group to try to get at that risk which is so fundamental to OPG.

MR. RICHLER:  Can we turn to the compendium at page 59.  This is an excerpt from the OEB Staff report on the review of the cost of capital for Ontario's regulated utilities, EB-2009-0084, from January 14th, 2016.  And again, Madam Chair, I don't believe this is already in evidence.  Are you familiar with this document?

MR. COYNE:  Yes.

MR. RICHLER:  If we look at the top of page 59, the row called "deemed capital structure", we see what all the regulated utilities are -- or have by way of approved capital structure.

Did you know that the OEB's deemed equity ratio for electricity distributors and transmitters was 40 percent?

MR. COYNE:  Yes.

MR. RICHLER:  And that the OEB has set equity ratios for two gas distributors, Enbridge and Union, at 36 percent?

MR. COYNE:  Yes.

MR. RICHLER:  While the other rate-regulated gas distributor, NRG, is at 40 percent?

MR. COYNE:  Yes.

MR. RICHLER:  Can you confirm that these equity ratios are lower than what you would typically see in the United States?

MR. COYNE:  In general, yes.

MR. RICHLER:  Let's go back to your report, and you've included a special appendix starting at page 49 -- excuse me, page 44 -- explaining why it makes sense to use U.S. data for an exercise like this.

Do you have that in front of you?

MR. COYNE:  Yes.

MR. RICHLER:  But you don't mention that Canadian utilities tend to have lower equity ratios than U.S. utilities.  Why not?

MR. COYNE:  That's not the purpose of these two pages.

MR. RICHLER:  Well, what are --


MR. COYNE:  We publish on that regularly, and that data is out there with our name on it and otherwise, pertaining to relationships between Canadian and U.S. ROEs and equity ratios.

MR. RICHLER:  I'm not following.  I thought the purpose of this appendix was to justify your use of proxy companies from the United States?

MR. COYNE:  Yes.  It's not designed to analyze differences between allowed ROEs or allowed capital structures, just the use of the data.

MR. RICHLER:  Sure, but when you conducted your comparative analysis, did you consider that the baseline for U.S. regulated entities is lower than the -- excuse me, is higher than the baseline for Canadian entities?

MR. COYNE:  For distributors, yes, and, yes, we did consider that.  What we have is a group in our proxy group of companies that are more distributors than they are generators, so we already have a lower risk proxy group in comparison to OPG to begin with.  And that's why we feel it's a very conservative proxy group in that regard and felt comfortable with our recommendation without making any adjustment for prevailing differences between distributors in both countries.

MR. RICHLER:  So are you saying that if we looked only at generators we wouldn't see this delta between U.S. and Canadian companies?

MR. COYNE:  It's hard to say, because we don't have a comparator for a regulated generator.  What we do see is we do cost-of-capital analysis on unregulated merchant generators and those expected returns on merchant generators are in the upper teens, whereas we see expected returns for distributors as being in the 9-and-a-half to 10 range these days.

So we see almost a 10 percent differential in expected return for a merchant generator versus, say, a regulated distributor.  But what we don't have for comparison is a regulated generator in that comparison; it would probably be somewhere between.  Many merchant generators have long-term contracts.  They have 15, 20-year life of contract PPAs.  So that's not to say they're of the same risk category as a regulated generator, but their models are designed to de-risk those enterprises to make them look as much like a regulated as possible in order to satisfy the risks of those enterprise.

So in our minds, the generation risk associated with OPG would put them at the upper end of that range, and perhaps beyond.  That's where we felt our recommendation was quite conservative in that regard, given the proxy group we do have.

MR. RICHLER:  Why is it that regulated distributors and transmitters in Canada tend to have a lower approved equity ratio than those in the United States?

MR. COYNE:  We've consulted with this Board on that matter in the past, back in 2007, and have written about it since then.

It appears to us that part of it is the evolution of history, where Crown corporations and the early deregulation of electric utilities specifically in Canada set deemed equity ratios.  And for many of those Crown Corps at least, the rating agencies have found from a debtors' perspective that those -- while they find that more aggressive capital structure to be concerning, and they characterize it as aggressive compared to the U.S. counterparts.  As long as they sense, in the case of a Crown Corp there is a provincial guarantee behind that debt, they feel satisfied that from a debt investor perspective, that those risks are manageable.

I think that's the primary reason.

MR. RICHLER:  Don't the credit rating agencies that rate OPG also take into consideration the fact that OPG is 100 percent owned by the province of Ontario?  In fact, in your report, doesn't it explain that S&P actually has two ratings that it assigns to OPG, one on a purely stand-alone basis and another that takes into account the implicit provincial backstop?

MR. COYNE:  But there's a key difference there that it is implicit.  Yes, they do.  They give it a -- I believe it's a two-notch upgrade over what it would be on a stand-alone basis.

And on a stand-alone basis from S&P standpoint, it would be a triple B-minus rating versus an S&P triple B-plus.  So there is a two notch differential that they credit with an implicit guarantee, an or implicit guarantee of its debt by the province.  But it's not explicit as it is in some of the other provinces.

MR. RICHLER:  Isn't it true that recently when S&P downgraded the province, it also downgraded OPG amongst it?

MR. COYNE:  It did.

MR. RICHLER:  With the DBRS, the other agency that rates OPG, they only have one rating.  But as I recall, they expressly say that they take into account provincial ownership.  Am I recalling that correctly?

MR. COYNE:  I don't recall the specific language of DBRS in that regard.  Do you, Dan?

MR. DANE:  Right, they come at it from a different angle than S&P.  They have one rating that they publish for OPG, which is an A low, which is still separate from the overall Ontario province, and they do cite an assumption that there is an implicit guarantee in the event of financial distress on behalf of OPG that the province could act as a backstop.

MR. RICHLER:  So last question on this, and then I'll leave it to my friends to pursue it further.

Why then is OPG so different from Canadian distributors and transmitters that have government support?

MR. COYNE:  Two reasons.  One is it has a very different risk profile than the other companies we're considering.  There is no other company in Canada that has the same risk profile as OPG, as a hundred percent generator without offsetting distribution or transmission assets associated with it.  So it's at the risky end of the profile.

MR. RICHLER:  To stop you right there, I get there is a difference in risk profile between a distributor and a pure generator.  But what I'm trying to get at is whether there might be a difference in risk profile, at least as perceived by the rating agencies and the investment community, as between Canadian generators and American generators.

And if I'm hearing that OPG has the benefit of provincial ownership and implicit government support, that's something its U.S. counterparts typically don't have.  Am I right?

MR. COYNE:  It depends.  There are some that do.  There are federal agencies that do have support of the government.

MR. RICHLER:  There's TVA, but most of the other generators in your proxy group are publicly-traded with no government ownership.  Isn't that right?

MR. COYNE:  It serves us well, because the purpose of this is to establish a capital structure for OPG as if it were a stand-alone entity.  So we're deliberately trying to look at it on a stand-alone basis, which is the policy of the Board.

So our analysis is consistent with the Board's guidelines, not for just OPG, but other distributors, gas and electric distributors, should be examined.  There's good purpose for that, and that's in order to send an effective price signal to the consumers of that product.  The risk of that enterprise should be reflected in cost of capital.

MR. RICHLER:  I think I said about five questions ago that it would be my last question on this topic, so I'll move on.

The final thing I would like to discuss with you is what is the risk to the company, if the OEB were to approve an equity ratio less than the 49 percent it seeks?

MR. COYNE:  It would diminish its credit quality over the period where the -- the rate setting period, which is a critical one for it, because so many of the costs associated with the DRP are front-end loaded during this period.  So it creates greater financial risk for the company and for a practical matter, that could mean an increase in its cost of debt.

It plans to raise about $4 billion in debt over this period of time, so it sends a signal to the credit rating agencies that there is not much credit support as would be desirable over this period of time.

MR. RICHLER:  But if we look at DBRS's published methodology for rating utilities, which is at page 47 of the compendium, we see there's a table showing different bands of equity thickness.

If the utility has 50 percent equity or higher, DBRS considers that excellent.  And if the utility has 45 to 49.99 percent equity, DBRS considers that good.  Do you see that?

MR. COYNE:  Yes.

MR. RICHLER:  So what we're talking about in this case is really where within that good band OPG should be, right?  Whether it gets the 49 percent it requests, or whether Brattle's recommendation of 48 percent prevails, or whether it stays at the current 45 percent, we're not talking about crossing some rating agency tripwire that's going to bring OPG into the satisfactory category, let alone the below average or poor category, isn't that right?

MR. COYNE:  I wouldn't say that.  Insofar as you're limiting your question to the deemed equity ratio, yes, on the scale, it would push towards the upper end of good.

If you look down to the lot are we below, depending upon where it would fall, my understanding is it's the company's plan that the ROE would in essence be reconciled with the Board's formula over time, and today that would put it down into the satisfactory row, the 8 to 8.99 percent, I think 8.78 percent is the current capital parameter, so you'd have to look at those in combination.

And my understanding of the DBRS guidelines is that they're primarily looking at integrated electric and gas distributors, and if they were looking at a generator, they are -- DBRS and the other credit rating agencies have indicated that they view generation as being higher risk than these other assets controlled by utilities, so I'm not sure that they would apply the same scale.  I'm not sure they wouldn't, but I think those two things would have to be considered.

MR. RICHLER:  Can you turn to the very last page of the compendium, please.

MR. COYNE:  I'm sorry, to the last page?

MR. RICHLER:  The last page of the compendium, page 60.  This is from the DBRS rating report on OPG dated March 25th, 2014.  It's from Exhibit A2-3-1, attachment 3.  And there is a table called "Rating history of Ontario Power Generation Inc.", and you can see that it hasn't changed since 2002.  It's a flat line.

MR. COYNE:  Yes, I see that.

MR. RICHLER:  And in fact, couldn't we extend this line to the present day?  OPG is still rated A (low) by DBRS?

MR. COYNE:  Yes, it is.  It was downgraded by S&P but not by DBRS.

MR. RICHLER:  In the last OPG payment amounts case, EB-2013-0321, OPG asked for 47 percent equity, but it got 45.  And yet there was no impact on its DBRS credit rating, right?

MR. COYNE:  Yes, that's correct.  I would say that that's a different period.  As we've indicated, there is substantially more risk that OPG is undertaking during the rate-setting period and it's now entering an incentive regulation model as well for both its nuclear and hydroelectric businesses, and even if the credit rating doesn't change, that doesn't mean the company is going to pay the same for its debt, because there are shades of grey within each credit rating, and depending upon the investors' risk appetite for the company it's buying they will trade within a given range up and down by ten or 20 basis points, potentially, so the rating itself doesn't tell you exactly what the company is going to pay for its debt, but it's a general indicator of risk.

MR. RICHLER:  I hear what you're saying, but if we go even farther back in time to EB-2007-0905, OPG asked for 57.5 percent equity and got 47 percent, right?

MR. COYNE:  I believe that's correct.

MR. RICHLER:  And no change in its DBRS rating?

MR. COYNE:  Those were the formative stages for OPG under its current regulatory model.

MR. RICHLER:  And then in EB-2010-0008 OPG asked for 47 percent to continue, and it got it, and again the credit rating remained the same; is that right?

MR. COYNE:  Would you please repeat the question?

MR. RICHLER:  In the EB-2010 case, OPG asked for 47 percent, and it got 47 percent, and there was no impact on the --


MR. COYNE:  Right.  It asked for 47 and got 47.

MR. RICHLER:  So in your view, if OPG -- put it another way.  Is OPG likely to lose its investment-grade credit rating if the OEB were to approve an equity thickness lower than the 49 percent that it seeks?

MR. COYNE:  I think all we can point to is what the credit-rating agencies are saying, and that is that the current capital structure is aggressive and that certain of the credit metrics are weak for the existing credit rating.  So I think it will depend.  It will depend upon the -- there are many important decisions that will come out of this proceeding with regards to approval of the company's proposed rate-making plans.  So I would have to assume that DBRS and S&P, that cover the company, will look at the outcome very carefully to make that determination, but they've indicated going into it that certain metrics are weak in the base case.

MR. RICHLER:  Thank you, gentlemen.  Those are all my questions.  Thank you, Madam Chair.

MS. LONG:  Thank you, Mr. Richler.

Ms. Khoo, on behalf of VECC.
Cross-Examination by Ms. Khoo:

MS. KHOO:  Hello.  Good morning.

MR. DANE:  Good morning.

MR. COYNE:  Good morning.

MS. KHOO:  My name is Cynthia Khoo, and I'm counsel to VECC, and I'm here with Dr. Lawrence Booth who's assisting me with this cross examination.  Can you hear me okay?

MR. COYNE:  Just barely.  It's soft.

MS. KHOO:  Okay.  So --


MS. LONG:  Ms. Khoo, you have a compendium, do you?

MS. KHOO:  Yes.  I believe --

MS. LONG:  Let's mark that.

MR. RICHLER:  VECC's compendium will be Exhibit K18.1.
EXHIBIT NO. K18.1:  VECC CROSS-EXAMINATION COMPENDIUM FOR OPG PANEL 5Ai.

MS. LONG:  Do the witnesses have a copy of that?

MR. DANE:  Yes, we do.

MR. COYNE:  Yes.

MS. LONG:  Okay.  Thank you.

MS. KHOO:  There was an additional addendum sent out this morning.  Do you have a copy of that as well --


MS. LONG:  Ms. Khoo, I'm sorry, I'm just going to ask you to move your mic up a little bit.  We're having trouble hearing you up here too.

MS. KHOO:  Oh, dear.  Okay.

MS. LONG:  I know.  It's hard with a laptop in front of you, but...

MS. KHOO:  There was an additional -- oh, I see.  There was an addendum sent out this morning.  It was a two-pager.  Do you have that as well?

MR. COYNE:  Two-pager?

MS. KHOO:  Yeah, I have copies if you don't.

MR. COYNE:  We probably have it, but...

MR. DANE:  We have a one-pager, but not a two-pager.

MS. LONG:  Ms. Khoo, if you can just wait until we get it, okay?

MS. KHOO:  Sure.

MR. COYNE:  I think we have everything in front of us.

MS. LONG:  Okay.  We have it now, so can we mark that as well?

MR. RICHLER:  The addendum is K18.2.
EXHIBIT NO. K18.2:  VECC ADDENDUM TO CROSS-EXAMINATION COMPENDIUM FOR OPG PANEL 5Ai.

MS. LONG:  Okay.  We're set.

MS. KHOO:  Okay.  Thank you.  So to start off could you please turn to page 8 of the compendium.  And the numbers are in red at the bottom right.  This is Table 5 in OPG's response to part of VECC Interrogatory No.5, and it shows the proportion of nuclear to hydroelectric assets from 2005 to 2021.

So in your report and earlier in the hearing you submitted that one of the justifications for increasing the common equity ratio is that nuclear assets will make up a greater proportion of OPG's assets going forward, right?

MR. COYNE:  Yes.

MS. KHOO:  So looking at this table -- this is Table 5 on page 8 -- the proportion of nuclear assets in 2010 is 39 percent, right?

MR. COYNE:  Yes.

MS. KHOO:  And in 2011 it's 38 percent.

MR. COYNE:  I see 39 for 2011.

MS. KHOO:  Oh, okay.  Perhaps that was a typo.  Okay.  Yes, 39 percent.  Thank you.

So turning to Table 1 now, which is on page 4 of the compendium...

MR. COYNE:  Yes?

MS. KHOO:  The table shows that in both 2010 and 2011 the common equity ratio was 47 percent.

MR. COYNE:  That's correct.

MS. KHOO:  Yeah.  And then -- sorry for all the flipping.  Turning back to Table 5, which is the page we were just on, which was page 8, the projected proportion of nuclear assets for 2018 and 2019 is actually only 32 percent, which is less than the 2010 and 2011 figures; is that correct?

MR. COYNE:  Yes.

MS. KHOO:  Thank you.  So the next issue is, are you aware of the general principle that consumers, in terms of the rates they pay, should be coming from the assets that are only contributing to the service of the energy that they're consuming?

MR. COYNE:  Yes.

MS. KHOO:  Okay.  And additionally, are you aware of the provincial government's decisions reinforcing the importance of inter-generational equity?

MR. COYNE:  Could you be more specific regarding these decisions?

MS. KHOO:  Sure.  So perhaps not legal decisions necessarily, but governance decisions, so for example, if you turn to page 31 of the compendium.  So this is a news release from the Office of the Premier of Ontario from March 2nd, 2017.  And in terms of inter-generational equity I'm just going to read a quote from the bottom of this page:

"Recognizing that the electricity infrastructure that has been -- will last for many decades to come, the province would refinance those capital investments to ensure that system costs are more equitably distributed over time.

And for further clarity, right above that they state:
"The burden of financing these systems improvement and funding key programs has unfairly fallen almost entirely on the shoulders of today's ratepayers.  To relieve that burden and share costs more fairly, two system fixes are being undertaken."

So it's the idea that they're going to try to spread out the costs of these energy systems, so that's not one generation paying for what future generations will also benefit from.

MR. COYNE:  This was not available to us at the time we prepared our evidence, but I'm aware of it and aware of the intent, yes.  And I think the smoothing account, as proposed for the Darlington project, attempts to serve a similar role where it's smoothing the rate impacts over time and that's with consideration of customers in mind.

MS. KHOO:  Thank you.  We also saw earlier in this hearing, and this is on page 29 of the compendium, a report from Schiff Hardin which indicated the iron wall of megaprojects such as OPG's is that they are always over time as well as over budget.  Would you agree with that?

MR. COYNE:  I see that in his statement, yes.

MS. KHOO:  So it seems, putting all these things together, that there is a possibility here that consumers could end up paying for assets that aren't required to serve them for at least part of the upcoming rate period.

MR. COYNE:  Well, if you look at the -- if you look at the proposal as supported by OPG, they have taken -- the assets for DRP only go into rate base beginning in the year 2020, but the investments associated with Darlington have already begun.  And what they are doing is taking the rate impacts of the Darlington project and smoothing them over a longer period, so that they can lower the impact to rates on the front end over the rate setting period included, but eventually they'll have to be higher at the back end, post this rate setting period, in order to fully account for the project.

So I think there's two effects going on.  One is there's a delay in putting those projects into rate base until 2020.  But the overall rate impacts are being smoothed over time, so as to tilt the rates to make them lower today than they will be in the future.

MS. KHOO:  Thank you.  Just one moment, please.

So there's two things I want to follow-up on.  The first is how, given that -- given that the majority of projects do not finish on time, how certain are you that it would come in at 2020 and 2021?

MR. COYNE:  Well, this was not our opinion.  We're aware of the planning process behind the project that OPG has put into place.  But we can't deny that with projects of this scope and scale, there is some potential for delay.

So I think that's a real risk that we'll stay with the project over its life.  Certainly that's a risk that it will come in later than projected, depending upon how the project is executed and what happens once they actually get inside these unit.

MS. KHOO:  To be clear, even if it did come in on time, what's being proposed is to raise the common equity ratio immediately in 2017, and not in 2020.

MR. COYNE:  That's correct, because they have a 5- year rate setting period that's proposed, and if you see what the percentages of nuclear rate base up to the end of the rate setting period, it's now at 51 percent.

I'm not sure if you were here yesterday for our discussion about the timeline of capital expenditures, but those are already accelerated beginning in 2016 and 17.  The company is making capital investments well in advance of when they're going to go into rate base.

And in order to have the proper capital structure -- the capital structure serves the purpose of ensuring that OPG can raise capital on reasonable terms at the important time, when it's beginning to raise capital for this project at the front end, when it's making those investments.

So to wait would not be consistent with the forward-looking measure that cost of capital is.  It should anticipate the risks that are well-known by investors and debt rating agencies as this project gets underway.

So this is consistent with the principles of setting a forward-looking cost of capital.

MS. KHOO:  Speaking of the ratios themselves, could you please turn to page 44 of the compendium?  This is page 30 of a report Concentric provided in a 2013 proceeding for Hydro-Québec, showing 6 of the U.S. comparator utilities; is that right?

MR. COYNE:  Yes.

MS. KHOO:  This is just to show where we got it from.  But on page fast 56 of the compendium --


MR. COYNE:  Page 56 did you say?

MS. KHOO:  Yes.  What we have here is the data Concentric provided for the same 6 companies in the first table, and data that Dr. Booth has provided based on an AUS monthly utility report from August 2016.

You don't need to flip to it, but the data from the AUS report is on page 54 of the compendium, if anyone wanted to look at it.

MR. COYNE:  Which page in the compendium?

MS. KHOO:  The AUS data?  It's page 54.

MR. COYNE:  Oh, okay.  We'll take that at your word.

MS. LONG:  Can you read that?  I don't know.

MS. KHOO:  We may need a magnifying glass during the next break.

MR. COYNE:  I'll trust Dr. Booth in that regard, that it's been faithfully copied.

MS. KHOO:  On page 56, the averages for both Concentric's data and the AUS data are fairly similar at 45 percent common equity ratio.  Is that correct?

MR. COYNE:  Let me just understand what you have here.  To the right are data from AUS as of August 2016, did you say?

MS. KHOO:  Yes.

MR. COYNE:  And the 2013 column you have for Coyne is from where?

MS. KHOO:  From a proceeding from Hydro-Québec.

MR. COYNE:  Can you turn me to the page where we have that data, just so I know what we're comparing?

MS. KHOO:  Yes, that was on page -- it's Exhibit L, tab 3.1, schedule 20, VECC A, attachment 1.  I believe we only excerpted particular pages from this compendium.

MR. COYNE:  Which page of the Hydro-Québec report is it coming from?

MS. KHOO:  The data itself is -- that would be page 45.

MR. COYNE:  Page 45, did you say?

MS. KHOO:  Of the compendium.

MR. COYNE:  Which page from the Hydro-Québec report itself?

MS. KHOO:  In the report itself, if you look at the report as it's filed in the evidence, it's page 161 according to the pagination on the top right.

MR. COYNE:  Page 161, okay.  I see, okay.  I'm with you.

MS. KHOO:  Great.  So the original question was just to establish that you have fairly comparable results in this particular table of these 6 utilities, in terms of the average common equity ratios.

MR. COYNE:  Yes.  They're three years apart, but look like they were gathered from the same source -- even though they were not, but look similar, yes.

MS. KHOO:  Turning to page 16 of the compendium --


MR. COYNE:  Page 16, did you say?

MS. KHOO:  Yes.

MR. COYNE:  Yes.

MS. KHOO:  Again this is a page from the Concentric report, figure 9 as we looked at earlier, and again this is just to show where we got the data for the table on page 56 that I will now ask you to turn to again.  This is the second table.

MR. COYNE:  Okay.

MS. KHOO:  So we're looking at the second table now, where it's the same as the one on top, where Dr. Booth took data from the AUS 2016 August report and compared them with the Concentric numbers for the same companies.  So you see that?

MR. COYNE:  I do, yes.

MS. KHOO:  So actually, before that I should say that there's a correction that we have to make to this table.  In the second company, American Electric Power, the number instead of 50.87 under the Concentric number should be 45.77.  And then that also changes the bottom average number to 49.99.

So having established that, it seems that in all but three instances AUS indicates a lower or significantly lower equity ratio than Concentric provided.  Would you agree with that?

MR. COYNE:  Yes.  They're reporting two different things.

MS. KHOO:  Yes.  So --


MR. COYNE:  Would you like an explanation of that?

MS. KHOO:  Can you repeat that, please?

MR. COYNE:  They're reporting two different things.  That's why we see these differences.

MS. KHOO:  Okay.

MR. COYNE:  And can I offer an explanation of --


MS. KHOO:  Oh, yes, of course.

MR. COYNE:  So I believe the data from AUS is reporting holding company capital structures, and if you turn to our evidence, we have deliberately gone to operating company allowed equity ratios, because we want to look at the equity ratios in place for the fully regulated utilities owned by these holding companies, and we want to avoid any differences between what may be going on at the holding company what's going on at the operating company.

So if I can turn you to our -- I think the only way I can offer a full explanation is to turn you to our report, and if you go to our proxy group exhibit, where we show that math, would be on page -- beginning on page 64 of our report, attachment 1.  If we can bring that up.  Thank you.

So what you see here is that for each of these holding companies what we have done is we have investigated its allowed equity ratio for each of its regulated utilities.  So in the case of AEP you can see Columbus Southern Power Company has a common equity ratio of 50.64 percent all the way down to Southwestern Electric Power Company, that has a 49.1 percent common ratio equity ratio.

What we've done is we've weighted those allowed ratios for each of the operating companies where the regulator sets the capital structure, because that's what we're after here, the allowed regulatory capital structure, and we've weighted those according to the number of customers associated with that capital structure in each of the operating companies to get to the weighted number.

In the case of American Electric Power you can see that that weighted number is 45.77 percent down below.

So that's an explicit portion of our design, and recalling the discussion we've had regarding Dr. Villadsen, where she was concerned about merchant power risk, this allows us to take the fully regulated enterprise and to strip it out and look just at its capital ratio, which in our minds improves the accuracy, what we're able do for comparisons to OPG.

MS. KHOO:  So to be clear, you say you looked at the operating company itself and not the company that holds it?

MR. COYNE:  Yes.

MS. KHOO:  Okay.

MR. COYNE:  In the case -- the data that you're looking at from Hydro-Québec, they're redoing a full cost-of-capital analysis, and there we had to look at the holding company level because we were looking at the financial data for the holding company necessary to put into your DCF and your CAPM models.  We were able to go to -- we did look at operating company risk analysis in Hydro-Québec, and won't go down that path, and we also looked at the operating company equity ratios.

But the data you're showing is holding company.  The data that we're showing here that is different is deliberately so because that's at the operating company level that we're trying to measure.

MS. KHOO:  Okay.  That's clear.  Thank you.

So one question I had -- and you might correct me on that as well, but with the two Canadian companies that you looked at, Emera, is that not a holding company of Nova Scotia Power, which is the regulated company?

MR. COYNE:  It is, and we looked at the -- let me just confirm.  I guess we have it in the exhibit here.

MR. DANE:  Yes, Nova Scotia Power is part of our Emera compilation.

MR. COYNE:  On that same page 65 you can see that for Emera we looked at Maine Public Service, Emera Maine, and Nova Scotia Power, and we took the weighted average of those allowed equity ratios to get what we were looking for.

MS. KHOO:  Thank you.  One moment, please.

So going back to the place --


MS. SPOEL:  I'm sorry, I didn't quite hear the answer to that -- to your question.  So Emera owns a number of -- is a holding company that owns a number of utilities?

MR. COYNE:  Yes.

MS. SPOEL:  And are they all fully regulated?

MR. COYNE:  Yes.

MS. SPOEL:  And what about Fortis?  Is Fortis -- are all Fortis's -- I know Fortis owns more than one utility.

MR. COYNE:  Yes.  If we only look at --


MS. SPOEL:  Holding company level there as well?

MR. COYNE:  Yes, we do the same thing there.  If you look at -- if you go to the next page of that exhibit, which would be page 66...

MS. SPOEL:  That's in your -- of your report?

MR. COYNE:  Yes.  Just to explain that, if you
could -- if we look at page 56 you, can see where it begins with FTS about a third of the way down the page, under the parent company ticker.

MS. SPOEL:  Right.  And are all of Fortis's holdings fully regulated as well?

MR. COYNE:  No, we're only looking at their regulated holdings.  They do have some unregulated assets, although they're primarily regulated these days in the 90 percent range.  I know they sold off some of their real-estate holdings and some of their other assets, so they're primarily regulated, but I think there are still some unregulated assets that we're not covering here, and that's the intent.

So you can see that we're looking at Central Hudson, Tucson Electric, and those were all fully regulated companies, and those are the equity ratios that we're examining just for the regulated businesses.

MS. SPOEL:  Right.  And then similar -- and Fortis also owns Fortis B.C., Fortis Alberta, Newfoundland Power, Maritime Electric, and some Ontario companies?

MR. COYNE:  Yes.  And those are -- they're fully regulated, allowed equity ratios.

MS. SPOEL:  Thank you.

MR. COYNE:  And that is the same for each company in the proxy group.

MS. SPOEL:  Okay.  Thanks.

MS. KHOO:  So I was going to get to this later, but since we're on the topic of Fortis, if you could change to page 21 of the compendium.

So actually both -- so page 21 is from Fortis's financial reports for the third quarter of 2016 and page 24 is the same information from 2015.  So in both of these tables -- are you there?

MR. COYNE:  Yes.

MS. KHOO:  Okay.  Just making sure.  In both of these tables the common equity ratio is roughly around 36 percent in both, in terms of common equity ratio; is that correct?

MR. COYNE:  Yes, and again, that's the holding company capital structure.

MS. KHOO:  Okay.  And it seems that they would only rise above 40 percent once you incorporate the preference equity with the common equity; is that correct?

MR. COYNE:  Well, at the holding company level, yes.

MS. KHOO:  Okay.  But in terms of, going back to page 56 -- okay.

MR. COYNE:  I think that's a good illustration of what we're discussing, because you're looking at the holding company capital structure with its common equity ratio at 36 percent.  And as we were showing illustrating over here on page 66 of our report, we're breaking it down to the regulated companies only under that corporate holding structure and what those allowed equity ratios are.

MS. KHOO:  When I look at some of the numbers in that table, though, for instance with P&M Resources, there's about 7 percentage points difference.  Southern Company, there's six points difference.  For Entergy, there's 8 percentage points difference, and for Excel, there's about 10 points difference.

Is the fact that you're looking at the holding company versus the regulated operating company alone enough to account for that difference in each of these?

MR. COYNE:  Yes -- well, I take it back.  I mean, you're looking at two different sources as well.  It depends how you treat capital leases, for example.  Sometimes capital leases are added to debt and sometimes they're not, depending on the source; even the credit rating agencies treat them differently.

So there are treatments of goodwill and other complicating factors at the holding company structure that you don't have at the operating company level.  So for our purposes, we get a cleaner look by looking at the allowed equity ratios at the operating company level and we can ignore, intentionally, what's going on at the holding company level.

MS. KHOO:  So to be clear, do you not take preferred shares into account at all in your calculations and estimates?

MR. COYNE:  No, we're only looking at common.  In every case, it's the allowed common.  If we were to add in preferred -- we don't see as much preferred.  In the U.S., there's some; there's more in Canada.  It would add a buffer to what's in common and increase the protection for the equity investor, but -- or actually for the debt investor.  But we don't take that into account.  We're only looking a the common.

MS. KHOO:  Thank you.  I'm going to move on to the next issue now, which was touched on slightly earlier, the relationship between OPG and the province.

So you touched on -- actually, earlier you had mentioned that it was not an implicit backstop that the province provided -- sorry, it was not an explicit backstop, but it provided an implicit backstop.

I was wondering what the difference meant to you, given that at the end of the day, it's still a backstop.

MR. COYNE:  If it's explicit, it's the full faith and guarantee of the province to make those debt obligations.  If it's implicit, it's an expressed belief by the credit rating agency that the province probably would be there to provide credit support, but it's not a guarantee.

And in the case of OPG as an OBCA corporation, it also makes payments to the Ontario government, payment in lieu of taxes, dividends when it does make dividend payments.  So it's also a different governing structure than it would be if it were a Crown Corp.

So it's up to the credit rating agency to make a judgmental determination as to whether or not the Crown would be there to backstop the debt.  But there's a difference between a guarantee and implicit support.  That's why, for example, we see the difference between OPG's credit rating from S&P and the province.  Whereas Crown Corps that issue debt typically issue debt at the Crown's debt rating, because you don't have to make a determination as to what the degree of implicitness is, so to speak, because it is at the Crown level.

There is more risk associated with an implicit guarantee than an explicit guarantee.

MS. KHOO:  Right.  But with the implicit guarantee, it's still a level of guarantee, so it's still quite low risk?

MR. COYNE:  Well, it is more risk than an explicit guarantee, but it is less risk than no guarantee at all from an entity as creditworthy as a province.

MS. KHOO:  So given that your analysis was based on the stand-alone principle, is that meant to not take into account provincial ownership of OPG?

MR. COYNE:  That's correct.

MS. KHOO:  Okay.  So speaking of S&P, if you turn to page 1 of the addendum --


MR. COYNE:  By the way, that's also consistent with the Board's prior policy with regards to examining OPG's capital structure.  Page 1?

MS. KHOO:  This headline reads "Ontario Power Generation Inc. rating lowered to BBB plus from A minus on province of Ontario downgrade".

Under the rationale, they state:  "The downgrade follows that on the province of Ontario, OPG's parent.  We link the rating on OPG to that on Ontario."

Moreover, they go on to say:
"The high likelihood the province would provide timely and sufficient extraordinary support to OPG in the event of financial distress has not changed."

So this would not really be the behaviour of a typical shareholder, right, to provide extraordinary support to a company they have invested in?

MR. COYNE:  Where are you reading?  Oh, the bottom, okay.



MR. DANE:  Can you repeat that question, please?

MS. KHOO:  Sure.  Just the level that to which S&P has emphasized their confidence in provincial financial support for OPG suggests recognition that they're not just any investor, and they do take into account provincial ownership in their rating.

MR. COYNE:  Yes, they do.  In between those two sentences, they characterize the A plus rating in Ontario and OPG's triple B minus stand-alone credit profile.

If OPG were attempting to raise debt at a triple B minus credit rating, it would struggle in the Canadian market.  That's a very thin market for Canadian debt for a corporation.

So without that implicit guarantee, OPG would struggle to raise debt based on its credit metrics.

MS. KHOO:  But there is that implicit guarantee?

MR. COYNE:  As recognized here, yes.

MS. KHOO:  So even though S&P does provide that stand- alone rating, that's not really the rating that people are acting on?

MR. COYNE:  Well, when you are a debt investor, I believe you look at both.  You look at both the stated rating as well as the implied credit risk associated with a stand-alone.  And that -- there's a difference between high likelihood and guarantee.  So a debt investor would look at both.

MS. KHOO:  Okay.

MR. COYNE:  What happens if the Crown is not there?  I'm investing in something that's very close to a junk bond rating at triple B minus.  That's the lowest level of investment grade.  Many companies in Canada couldn't invest in a triple B minus enterprise.

MS. KHOO:  So I guess it's good, though, that it is at least a high likelihood the province would be there, if not an absolute guarantee?

MR. COYNE:  Yes.  But I think both are important to consider because on a stand-alone basis, that suggests a fairly weak credit profile otherwise.

MS. KHOO:  So continuing in this vein, could you please turn to page 40 of the compendium?  This is Concentric's response to VECC interrogatory 8C 5, and it's mostly to establish if it's correct that you're of the opinion that OPG is operating at arm's length from the province of Ontario.

MR. DANE:  I'm sorry, was there a question?

MS. KHOO:  Yes.  I can repeat it.  So on page 40, that's a page from Concentric's response to VECC interrogatory 8(c)(v), and it's mostly to establish if it's correct that you're of the opinion OPG is operating at arm's length from the province of Ontario.

MR. DANE:  I would say this response is intended to reflect the fact that we applied the stand-alone principle in our analysis, consistent with Board precedent and consistent with a long established regulatory principle for doing so.

MS. KHOO:  Okay.  Then I suppose independent of that response are you of the opinion that OPG is operating at arm's length from Ontario?

MR. COYNE:  The analysis we did was based on the standalone principle.  There are -- the relationship between the province and the company is a complex one.  Clearly there's influence at the government level in a variety of ways, but the purpose of this analysis was not to try to make a determination of that operational separation from the government, because the Board's guidance has been to follow the standalone principle, and that's what we did here.

MR. DANE:  And here the company is an Ontario business corporation.  It's not viewed by the investment community as having indistinguishable risks.  It's viewed as having distinguishable risks from the provinces, indicated by the separate rating that the ratings agencies applied.  And so I think it was constructed that way to reflect an arm's-length relationship.

MS. KHOO:  Sorry, could you repeat that last sentence, please?

MR. DANE:  I said, so it was constructed that way to reflect an arm's-length relationship.

MS. KHOO:  Okay.  It seems you came at it from a perspective due to he Board's standard of assuming from the start there was an arm's-length relationship and constructing the analysis based on that standard?

MR. COYNE:  The Board standard, and also that's the traditional approach to cost of capital in North America.

MR. DANE:  We were viewing the risks of OPG and its assets and operations.

MS. KHOO:  So are you -- if you turn back to page, I believe it was 31 of the compendium, this is the provincial press release earlier -- from earlier.  And I'm wondering, were you aware, for instance, that the province had OPG retire its coal plants?

MR. COYNE:  Yes.

MS. KHOO:  And were you aware that the province was introducing new legislation to enable the OEB and IESO and OPG to refinance their global adjustment?

MR. COYNE:  At the time we submitted our evidence --


MR. DANE:  Not at that time.

MR. COYNE:  -- I don't believe so.

MS. KHOO:  Okay.  Were you aware that the province had deferred two nuclear reactors at Darlington?

MR. COYNE:  That the province had, what, I'm sorry?

MS. KHOO:  Deferred two new nuclear reactors at Darlington.

MR. COYNE:  Yes.

MS. KHOO:  And were you aware that under Regulation 53/05 the Ontario Minister of Energy endorsed the DRP, and it was on that basis that the OEB accepted this project?

MR. COYNE:  Yes.

MS. KHOO:  So given --


MR. COYNE:  I should say yes to the former, and we're not privy to what the OEB's decision was in that regard, but I assume it took direction from the energy minister.

MS. KHOO:  Okay.  The basis for that, just to be clear, is in the Brattle report, actually, on page 24.  I don't think it's in the compendium, but if you go to the Brattle report in the evidence on page 24 it says:

"The Board shall accept the need for the Darlington refurbishment project in light of the plan of the Ministry of Energy, known as the 2013 Long-Term Energy Plan, and the related policy of the minister endorsing the need for nuclear refurbishment."

MR. COYNE:  I have no reason to doubt the veracity of that statement.

MS. KHOO:  So knowing all of these ways in which the province was involved or seemed to have significant influence over OPG's decisions, does it still make sense to consider OPG to be operating at arm's length in your analysis?

MR. COYNE:  Yes.  And, well, two reasons.  One is a financial reason, and I guess the other is a public policy reason.  When you evaluate an operating -- a regulated utilities cost of capital is a good reason to establish its cost of capital on a standalone basis, because you can look at its credit metrics on a standalone, you don't have to determine what an implicit guarantee may or may not mean, you can run comparables against companies on an apples-to-apples basis.  There may not have such guarantees implicit or otherwise.  So you can do a cleaner analysis from a cost-of-capital standpoint.

But the second is that you would be left guessing if you weren't to do so as to what directions those policies may take in the future.  So we can examine what the legislative direction is today and what those policies are today, but we can only guess as to what they might be in the future.

It could be that they're a positive risk influencer, it could be that they're a negative.  We've seen both in Ontario and elsewhere.  So not only is it the Board's policy, it's traditionally also regulatory policy, most jurisdictions, to examine regulated utilities on a standalone basis for that reason.

It could be that, for example, that the province gets into credit challenges that aren't reflected in OPG's financial metrics, in which case it's still appropriate to examine OPG on a standalone basis.  It's not always a positive, what's going on at the parent company, including your province.

MS. KHOO:  Thank you.  One second, please.

MR. COYNE:  There's another factor behind that as well, and that is, when you do it on a standalone basis you're sending proper price signals to consumers in terms of what the cost of that service is, separate from what the province's support or risks may be, so you get efficient pricing signals that you're sending to consumers.

MS. KHOO:  Actually, could you go into that a little bit more?  How are the pricing signals efficient or accurate if it's ignoring a factor that actually the province is involved and can be a back stop in reality?

MR. COYNE:  Well, suppose -- let's step back for a moment.  Suppose that you had a corporation that is running a business that's riskier than the overall province's enterprises and all the activities that it undertakes.  It is the use of those funds that determines its cost of capital.  That's corporate finance principles, as well as good regulatory practice.

So it's the use of funds that you want to be charging the users of that service for to send them an efficient price signal.  Otherwise you're asking taxpayers or the province as a whole to subsidize the users of that service for something that requires greater resources or greater risk than the other enterprises of the province.

So it's a way to determine what the proper price is for that activity difference than running schools and parks and roads and highways and police and fire departments and things of that nature, highways and bridges and all the other enterprises that the province may undertake.

Each of them has a financial profile and a business profile that's different, and you send the most efficient price signals when you price a toll on a bridge that reflects what it cost to build that bridge and what that capital cost.  The same is true for a regulated utility, such as OPG.

MS. KHOO:  Thank you.  And just one final line of questioning to pick up on your exchange earlier with Mr. Richler.  If you could turn to page 60 of the compendium, please.

So this is an excerpt from VECC interrogatory 6, which itself excerpts a Concentric report from May 27, 2016 for the Canadian Gas Association.  Do you see that?

MR. COYNE:  I see it here, yes.

MS. KHOO:  Okay.  And that's correct, that...

MR. COYNE:  And, I'm sorry, what quote did you want me to focus on?

MS. KHOO:  Where it says "equity ratios".  That is excerpted from the first page of Concentric's report for the Canadian Gas Association from May 27th, 2016, titled "authorized return on equity for Canadian and U.S. gas and electric utilities".

MR. COYNE:  Is this a response by -- from Dr. Villadsen?

MS. KHOO:  I believe -- yes, yes, and the full report is not in the compendium, but it's attached in the evidence.

And so do you agree that this was Concentric's report?

MR. COYNE:  Well, we have the report on the record, so I can cite that.  I had -- I don't recall questioning this quote, but --


MS. KHOO:  Oh, sorry, no, this was addressed to Brattle, but it was based on Concentric's report.

MR. COYNE:  Okay.  And your question is is she accurately reporting the differences between gas distributors and electric distributors?

MS. KHOO:  No, I was just establishing that Concentric was the author of this exert.

MS. LONG:  I'm sorry, Ms. Khoo, just to back up for the witness.  So this excerpt under equity ratios, what you're asking the witness is that is something that came from a Concentric report?

MS. KHOO:  Yes.

MS. LONG:  And you're asking this witness if he is familiar with that, and whether he agrees that's something that Concentric wrote?

MS. KHOO:  Yes.

MS. LONG:  And then the full report was for the Canadian Gas Association, May 27, 2016; that's where this excerpt comes from?

MS. KHOO:  That's correct.

MS. LONG:  Does that help, Mr. Coyne?

MR. COYNE:  It does, thank you.  And yes, I can confirm we authored that report.

MS. KHOO:  Excellent, thank you.  So in this excerpt here from the Concentric report, it states that the median common equity ratio for Canadian gas utilities is 39.25 percent.  That's on the second line of the excerpted paragraph.

MR. COYNE:  Yes, I see that.

MS. KHOO:  And the equivalent figure in the United States is 50 percent, which is on the next line.

MR. COYNE:  Yes, I see that.

MS. KHOO:  Okay.  Similarly, the median common equity ratio for hydroelectric distribution in Canada, according to this report by Concentric, is 40 percent; that's just a few words down.

MR. COYNE:  I see that.

MS. KHOO:  And again, in the United States, the counterpart figure is 50 percent?

MR. COYNE:  I see that.

MS. KHOO:  Okay.  So as I think was established earlier, it does seem normal or even expected that Canadian utilities would have generally common equity ratios approximately 10 percent than their counterparts in the United States?

MR. COYNE:  For distributors, that's true.  If you look at the full report, I think it's more informative because it lays it out by company and you can see there that we're also including Crown corporations that, as we have discussed, don't have market related capital structures that are set, and some of those are quite low.  For example, Manitoba Hydro's is 25 percent.

So one should look at the context with which we're reporting this, and not simply those means and averages.  When we do it at the proxy group level, we're going to select a subset of companies that are comparable to the target company we're looking at.

But that is a quote from our report, but I think that context is important as well for distributors.  It's also the case that the awarded ROEs are higher for their U.S. counterparts on average.

MS. KHOO:  I believe that's all of our questions.  Thank you very much.

MR. COYNE:  You're welcome.

MS. LONG:  Thank you, Ms. Khoo.  We're going to take our lunch break now for an hour, and we'll be back with CME.
--- Luncheon recess taken at 12:28 p.m.
--- On resuming at 1:34 p.m.

MS. LONG:  Mr. Smith, anything?

MR. SMITH:  No, Madam Chair, thank you.

MS. LONG:  Okay.  Thank you.  Mr. Pollock.
Cross-Examination by Mr. Pollock:

MR. POLLOCK:  Thank you very much, Madam Chair.  Good afternoon to everyone.  Good afternoon, Mr. Coyne and Mr. Dane.

MR. DANE:  Good afternoon.

MR. COYNE:  Good afternoon.

MR. POLLOCK:  Thank you for being here with us today.

So I guess the first order of business -- sorry, can everyone hear me all right?

MS. LONG:  Yes.  I can, yes.

MR. POLLOCK:  Okay.  I guess the --


MS. LONG:  The reporter can?

MR. POLLOCK:  -- the first order of business is, we have a compendium, and I was wondering if that could get marked as an exhibit.

MS. LONG:  I think that's K18.3.

MR. RICHLER:  Yes.
EXHIBIT NO. K18.3:  CME CROSS-EXAMINATION COMPENDIUM FOR OPG PANEL 5Ai.

MR. POLLOCK:  Thank you very much.

So I guess the first area that I want to go into with you is a couple of answers that you've already given this morning, and I'm sorry to make you cast your mind back after lunch to all of those, but hopefully you can bear with me and remember what you were saying.

So if we can turn up page 32 of your report, so the pagination on the top right.  Are you guys there?

MR. DANE:  Yes.

MR. POLLOCK:  All right.  Perfect.  Thank you.

So earlier today Mr. Richler was taking you through your methodology in terms of how much your proxy companies have regulated versus unregulated generation.  And he, if I remember correctly, was asking you to compare your methodology with that done by Brattle; is that correct?

MR. DANE:  Yes, that's correct.

MR. POLLOCK:  And he put it to you, I believe, that your methodology with 60 percent as the baseline would have let some proxies into your group that Brattle's methodology would have screened out; is that right?

MR. DANE:  That's correct.  Brattle used a more stringent screening criteria.

MR. POLLOCK:  And your response, as I recall, Mr. Coyne, was that Brattle had to do the more stringent version of the test because you were looking at the operating companies, which were entirely regulated, whereas Brattle was looking at the holding companies, which held partially regulated and partially non-regulated assets; is that right?

MR. COYNE:  I think that's a characterization of how we did it.  I wouldn't say that we had to do it that way, but, yes.

MR. POLLOCK:  And I was wondering, so the second part of your analysis was that you only looked at the regulated portion of that business, correct?

MR. COYNE:  When we looked at the allowed equity ratios, yes, and when we looked at their various operating characteristics, yes.

MR. POLLOCK:  So I guess my question is, if you were just at the end of the day looking at -- for those metrics for the -- looking at the regulated aspect of it, why did you screen your proxy group as a whole for 60 percent if, like, for example, if they had 30 percent regulated assets but you were only looking at that 30 percent, what value was the screening of 60 percent?

MR. COYNE:  It gave us a good place to start in terms of companies that were -- well, we're using a credit rating screen as well, so it couples with that.  By virtue of the fact that it's a mostly regulated business and mostly electric business and a credit rating that's similar to OPG's, it gives us a good place to start for a screening analysis.

They all work together.  They're complementary screens in that respect.

MR. POLLOCK:  Doesn't it hold then that a more stringent screening process would give you a better place to start?

MR. COYNE:  It depends on what you're trying to accomplish.  If the -- I guess I would rather -- always rather work with a larger proxy group than a smaller proxy group, because it gives you more variability in the sample and more potential to discover relationships in that sample as a result of that.

So it's typically our objective to let in as broad a proxy group as possible for that reason, but within bounds of reasonable screens, and these are typical screens that we use for cost-of-capital analysis more broadly in the U.S. and Canada when we're doing this type of work.

MR. POLLOCK:  Would you agree that there would be a trade-off -- I mean, no matter where you are on the spectrum, but a trade-off of the sample number, the number of proxy companies that you have, and the comparability?  Is that the trade-off that you make?

MR. COYNE:  Yes.

MR. POLLOCK:  Okay.  Thank you for that.

If we could go -- and I had a couple of questions about things that you mentioned with nuclear rate smoothing, so if we could go to page 28 of your report.

MR. COYNE:  I'm sorry, which page?

MR. POLLOCK:  28.

MR. COYNE:  Of our report?

MR. POLLOCK:  Yes.  And so Mr. Richler was taking you through earlier, if I recall, the two risks that you identify in the paragraph below the italics, so with respect to nuclear rate smoothing?

MR. COYNE:  Yes.

MR. POLLOCK:  And you mentioned in one of your answers that from a credit metric point of view and a risk point of view that there's a time value to money and that a dollar today is worth more than a dollar down the line; is that correct?

MR. COYNE:  There are two principles there.  There's the time value of money and there's also the cash flow today versus cash flow tomorrow, so that's more than time value, that's the actual cash and the ability to use that cash to meet your debt services.

MR. POLLOCK:  So with the first principle it's my understanding, if we could pull up the Regulation 53/05.  And maybe I'm not reading this correctly, but it seems to me -- so section 5.5 and then (2) right at the bottom of the screen there -- there we go.  And it's talking about the interest that a rate smoothing deferral account will get, and I was just wondering if this answered to some degree at least the time value of money aspect that you were speaking of.

MR. COYNE:  It does.  It doesn't address the cash-flow issue, but it addresses the time value.

MR. POLLOCK:  Theoretically -- I mean, I -- the regulation is what it is, but in terms of the cash flow now, is that something that could be offset by an interest amount?  So if you got a higher interest rate, is that something that could offset the cash flow now?

MR. COYNE:  No.

MR. POLLOCK:  No?

MR. COYNE:  Because it's building in that account and it's going to be recovered after this payment period, so it would provide benefit after this payment period, but if you're not able to charge it in rates today then it provides no cash-flow benefit today.

The other issue, of course, is does that capital cost represent the true cost of capital for the enterprise, and my understanding is that that reflects a long-term interest cost but doesn't reflect OPG's WACC.  So it understates its WACC, so its cost of capital is presumably higher than the interest rate that's baked into the smoothing formula if you were to value it at its full weighted average cost of capital.

MR. POLLOCK:  Thank you.

MR. COYNE:  But either way it provides no cash-flow benefit.

MR. POLLOCK:  And on the same subject, so nuclear smoothing more generally -- and if we can go back to the Concentric report at page 28.  Earlier you were discussing with Ms. Khoo the phenomena of the inter-generational equity of sort of the costs associated with OPG, and you mentioned that one of the ways that this is addressed in OPG's application is the nuclear rate smoothing; is that right?

MR. COYNE:  Yes.

MR. POLLOCK:  So I also heard, I think, and you can correct me if I'm wrong, but you were talking with Mr. Richler earlier, and he sort of brought you to the original OPG rate smoothing, the amended OPG rate smoothing, and no rate smoothing, and my understanding was that the original 11 percent was actually the riskiest of those three; is that correct?

MR. COYNE:  And by that do you mean no rate smoothing?

MR. POLLOCK:  Sorry, no, the 11 percent was riskier than no rate smoothing.

MR. COYNE:  I believe that the riskiest would be -- well, the riskiest would be the greater -- would be the original proposal, because that was deferring 1.6 billion versus the current proposal, which defers 1.1 billion, roughly.

MR. POLLOCK:  Right.  So am I correct in understanding that if it's riskier to rate-smooth, and that would suggest at least a higher equity thickness, and that equity thickness would then increase rates now?  Is that sort of how the mechanics works?

MR. COYNE:  Follow-up with the second part of your question?  Could you restate it?

MR. POLLOCK:  In terms of the mechanics how this application works, if you're rate smoothing and deferring a bunch of your revenue requirement, that makes the business risk profile, or the financial risk profile a little bit riskier, right?

MR. COYNE:  It does, because it's deferring cash flow.

MR. POLLOCK:  And the riskier the profile, the higher the equity percentage it should be, correct?

MR. COYNE:  It wasn't a linear relationship between deferred -- between the deferral amount and our recommendation.  It was a factor considered; it was not the major factor considered.  It is a factor.

MR. POLLOCK:  I just mean directionally, that's the way it would push it, right?

MR. COYNE:  Directionally, yes.

MR. POLLOCK:  And if there was a higher equity percentage, then the rates now would go up, correct?

MR. COYNE:  That's correct.

MR. POLLOCK:  So essentially with rate smoothing, directionally it's pushing rates up now?

MR. COYNE:  Rate smoothing is pushing down rates now.

MR. POLLOCK:  I mean there is an element that pushes up rates.  Overall it may.

MR. COYNE:  I don't think so.  It should be neutral to rates over time.  It's pushing them down now and up at a later date and the difference, as we just described -- the only difference, other than the timing, would be the interest rates.  So what you push out to tomorrow would be a higher rate, but that's accounted for in the time value of money with the interest rates that gets baked into it.

But what the rate smoothing does is it pushes rates down today and for the payment period in total versus a higher rate down the road, in order to alleviate the impact of bringing the DRP project online.  For the current day's customers, that's the effective impact of the smoothing program.

MR. POLLOCK:  I guess I'm just a little bit -- maybe we can go back through the mechanics, because there may be something I'm missing.

If rate smoothing increases the risk profile because you're deferring revenue, and that suggests directionally an increase in the equity thickness and an increase in the equity thickness would raise rates, isn't there at least an element to the rate smoothing proposal that is increasing

-- maybe not in total.  Maybe if you add everything up it's net neutral or net negative, but there's an element of it that is actually pushing up rates today?

MR. COYNE:  I think I see the nuance of your question.

MR. POLLOCK:  Yes, I apologize if I was inelegant in posing it the first time.

MR. COYNE:  To the extent that the smoothing led to a recommendation of a higher ratio, and the higher equity ratio is increasing today's rates, there is some offset there, yes.

MR. POLLOCK:  Thank you very much.  And I guess one final thing.  So if we go to page 24 of your report, that is talking about the first -- we talked about two prongs of your report earlier this morning, is that correct?  The longitudinal over time for OPG and then there's the comparison with the proxy group, correct?

MR. COYNE:  That's correct.

MR. POLLOCK:  This is, as I understand it, your analysis of OPG's generation mix with regard to how it's changed since the last application; is that right?

MR. COYNE:  Yes.

MR. POLLOCK:  So if we go to page 41 of their report, do you see the first bullet point there?

MR. COYNE:  Yes.

MR. POLLOCK:  So this is -- and I'm going to just use a term that's non-technical, but this risk you've identified in terms of generation mix has flowed through your analysis from the comparison of OPG's risk over time to OPG's comparison of risk to the proxy group, correct?

MR. COYNE:  Yes, we look at it through both lenses.

MR. POLLOCK:  So earlier today when you were talking about sort of nuclear smoothing and deferring revenue, did I understand it correctly that in one of your answers to Mr. Richler, you said that you weren't aware of anyone else in the proxy group having that sort of deferral, that this was sort of a unique thing.

MR. COYNE:  The smoothing?

MR. POLLOCK:  Right.

MR. COYNE:  Yes.

MR. POLLOCK:  So if it's the type of factor that impacts the business risk profile, and you at least have some sense what other companies are doing in terms of deferring their revenue, why isn't a risk like this flowed through to both prongs of your analysis?

Why did you focus on it for the first component, which is OPG's risk over time, and then not put it towards the proxy groups and have that as a nexus of comparison?

MR. COYNE:  OPG is unique in that regard.  There are two companies in the -- we're aware of the other mechanisms that are in place for two of the companies in our proxy group that are building large nuclear projects, and we're not aware that they have that mechanism in place for mitigating the risk of their nuclear projects.

So we could have compared it to just two of those companies, but we're trying to compare it to the proxy group overall.

So we could say that OPG has a mechanism in place that is helping to manage the cost impacts, if you're talking about the smoothing account, to help to help mitigate the customer impact of the rate change over time.  But it's mitigating a risk for its customers, it's creating more cash flow and credit risk for OPG vis-a-vis its proxy group.

But there's a much more fundamental difference between OPG and the proxy group, and that is the fact that it's a hundred percent generation and it's very large nuclear and -- nuclear and mega project risk profile are so much more fundamental than that.  That would have been a small issue to focus on in the grand scheme of things.

MR. POLLOCK:  I guess if we were to go back, the uniqueness -- as you were talking about with Mr. Richler earlier -- is sort of caveated by the idea that you know of a few other varieties of this, but it's not really comparable to -- you don't know what the other companies in the proxy group are doing.

MR. COYNE:  You will recall that we looked at the full range of deferral and variance account that each of the proxy companies had.  So I wouldn't say we didn't know; we do know.

We examined them and that's in Exhibit 3.

MR. POLLOCK:  If we could turn to page 17 of your report, this is where I wanted to start today before I got sidetracked with your answers to other people.

And specifically, my understanding -- so under the heading "hydroelectric facilities", you describe sort of in broad strokes what you consider to be the differences in hydroelectric risk for OPG between the last application and this application, correct?

MR. COYNE:  Yes.

MR. POLLOCK:  I'm going to characterize your answer and you can tell me if I'm wrong.  But essentially, a lot of the risks are the same with the exception of this move from the cost of service to a five-year incentive rate; is that right?

MR. COYNE:  That's fair.

MR. POLLOCK:  So I just wanted to understand the idea of the risk that this move entails.  And if you turn up Board Staff 13, which is page 1 of my compendium, I believe, right at the last paragraph -- so it's line 41 under the proposed rate plan.  Are you there?

MR. COYNE:  Thank you, yes.

MR. POLLOCK:  You say:
"Under the proposed rate plan, a key element will be the deliberate decoupling of the payment amounts OPG receives from the cost of its hydroelectric facilities for a five-year period.  This will be accomplished through a comprehensive I minus X price cap, including capital and O&M for the payment amount.  That entails a transfer of risk from customers to OPG for the following reasons..."

And you list three reasons or three bullets, and I'm going to characterize your answer -- and once again, tell me if I'm wrong.  But the will three reasons essentially are actual costs are going to differ from revenues sort of intentionally, you're moving from two years to five years and in fact, in bullet three, you say it's effectively sort of an 8 year plan.  Is that fair?

MR. COYNE:  Yes.

MR. POLLOCK:  So I just wanted to dig into a turn of phrase that you used.  So if you look at line 1 on page 2 of 2, starting "that entails a transfer of risk from customers to OPG".  And I guess I'm confused about the way that you framed that, because I would have thought that under the previous cost of service there is a small regulatory lag, which has symmetrical risk, which is that OPG bears the risk of their costs increasing and having to wait for the regulator to catch up, whereas customers have a risk of it decreasing and having the regulator catch up; is that correct?

MR. COYNE:  Could you restate that?

MR. POLLOCK:  That was a mouthful.

So I would have thought that there was symmetrical risks in the previous cost of service sort of framework, and the risk that OPG had would be that their costs went up and they would have to wait for the regulator a year or two down the line to catch up with their payment amounts, and then the customers or the ratepayers would have a risk insofar as OPG's costs may decrease, and they would have to wait for the regulator to catch up in terms of reducing the payment amounts.  Is that a fair description?

MR. COYNE:  Yes, unless either OPG or the commission call the company in during that period because it felt that the -- as though the rates were no longer fair and reasonable.  And I think the Board has that power at any time.

MR. POLLOCK:  So --


MR. COYNE:  But generally speaking, yes.

MR. POLLOCK:  And so the way I conceptualized it was under these bullet points, I understand that the risk of divergence between actual costs and payment amounts would increase, but I understood it as, it's just exacerbating the risk that both parties are already taking.

So for example, OPG now bears the risk over five years and sort of more variable costs that it will have actual costs that are above payment amounts, and they're going to have to wait a longer time for the regulator to catch up, and conversely, that ratepayers, if actual costs were to decrease below the payment amounts, they would have to wait a longer time before they could catch up; is that fair?

MR. COYNE:  No, and I think what's missing in that, yes, in the sense that it does exacerbate that risk because it's a longer time period before there is a reconciliation between actual costs and what occurred during the rate-setting period.

But under the former rate-setting approach it was based on a cost of service for that two-year period.  This is not based on cost of service.  It's based on I and an X that may or may not reflect the true cost for the utility during that period of time.  And deliberately so.  The intent of this type of a mechanism is to put the utility at risk for managing its costs under some trajectory that is not a cost-based trajectory.

So there are two types of risk involved.  One is the time period and the other is a deliberate -- a deliberate separation of the payment amount and that amount that is reflected in the I minus X.  And there will be a debate, and is a debate in this proceeding, in terms of what the appropriate I is and what the appropriate X is, but they're not going to be based on OPG's costs, necessarily; in fact, explicitly designed not to.

MR. POLLOCK:  So this may actually hit at the heart of my confusion, because I would have thought that if it's just a probability of under or overestimating, that there isn't any reason that, necessarily, the Board will underestimate the proper amount as opposed to overestimate.

Is there a weighting, or is it a 50-50 chance that they will underestimate or overestimate?

MR. COYNE:  Under the prior rate-setting mechanism?

MR. POLLOCK:  Under this one.  Sorry.

MR. COYNE:  Oh, under this one.

MR. POLLOCK:  Yes.

MR. COYNE:  Well, the Board is not making an estimate of what OPG's costs are.  I think that's an important distinction.  The Board is making a determination as to what the right I and X are, which would set that payment amount, a path, and that's not based on a projection of OPG's hydroelectric operating costs.  And as a result of that there's a new risk for OPG to manage its costs under a brand-new rate-setting mechanism that it hasn't operated under before, so it doesn't have a history of operating under that I minus X type rate mechanism as the province's electric distributors and gas distributors have had.  They're in their third- and fourth-generation programs.  This is the first of its kind, and also a five-year program, so it's a significant departure from the rate-setting mechanism and therefore risk associated with the hydroelectric business vis-a-vis its past.

MR. POLLOCK:  So I have to apologize, since I was probably inelegant again, but in terms of the Board estimating the I and X, is there any reason for you to believe that they will underestimate or overestimate as a result of that I minus X the revenue requirements that OPG will need?

MR. COYNE:  Well, I minus X are not designed to estimate the revenue requirements.  It's not the purpose of estimating I and X.  The purpose of setting an I minus X are to set a target for the company to operate under, and they have nothing to do with costs.

MR. POLLOCK:  I guess is the impact going to be one way or the other weighted?  Do you have any sense of the impact of the Board's decision on I minus X?  Historically has it been that, you know, companies can't make their -- the revenue requirement?  Is it historical that they've overearned?  Do you have any sense of that?

MR. COYNE:  Well, I know the company has historically underearned versus its allowed ROE, but I think your question is a different one, and that is, you're asking me to anticipate how the Board might set its I minus X and whether or not that's a reasonable target for the company vis-a-vis its cost trajectory, and we just have no way of knowing that.

I do know that the intent is, from what I understand of that testimony, to build in a productivity target, which would mean that whatever the record is, it's based -- whatever the productivity factor is based on, the company is going to be asked to set a more rigorous target by way of a productivity factor that's built in, so it's going to be asked to run things differently in a going-forward basis and achieve greater productivity.  So in that sense there is going to be some stretch involved that hasn't been there in the past explicitly.

MR. POLLOCK:  Right.

And I would like if we can to turn to page 10 of the compendium.  And so it would be -- sorry, this would be pagination at the lower right hand.  Okay.  Perfect.

So if we start at the fourth paragraph, starting "if a jurisdiction uses incentives".  Do you see where I am?

MR. COYNE:  Yes.

MR. POLLOCK:  All right.  So this was an S&P, I believe, document, Standard & Poor's document, that you had as part of an interrogatory response; is that correct?

MR. COYNE:  Yes.

MR. POLLOCK:  And this paragraph in particular says that, starting "an incentive-based program", sort of the fourth line right at the end there.  Far right-hand side in the fourth line.

MR. COYNE:  Yes, I see the sentence.

MR. POLLOCK:  Okay.  So:

"An incentive-based program can be close to credit-neutral compared with systems that permit more frequent and dynamic rate changes if the risk is symmetrical, an equal opportunity to earn over or under the authorized return, and equivalent reward or penalty for doing so, and limited a maximum or minimum earnings band."

So I wanted to get your thoughts on how this description tracks to OPG's application in this instance.  So they name a couple of factors in this sentence, when it can be close to credit-neutral, and the first is that the risk is symmetrical, so an equal opportunity to earn over or under the authorized return.

And how do you feel that that tracks to OPG's application?

MR. COYNE:  Are you speaking of the hydro plan or the nuclear plan?

MR. POLLOCK:  You can do both.

MR. COYNE:  Speaking to the hydro plan, it is -- I would characterize it as symmetrical.  There is not an earnings sharing mechanism proposed, so whatever they under or over-earn, they are at risk for, so in that case it creates symmetry.

In terms of the second piece of it, it being limited to  maximum or minimum earnings band, my understanding, there is a 300 basis point dead band proposed or an off-ramp proposed, and so in that sense it is 300 basis points -- when you say limited, is at the outer edge of what we see associated with IR programs.  You know, 100 to 200 is more typical. So 300 basis points is three percent and when you look at that in the allowed return, it's in the upper eight; that's a pretty substantial impact.

It's also the case that I presume that that 300 basis points would be measured on OPG's entire return, which would include its nuclear rate base as well as its hydroelectric rate base.  So it would have to have a pretty significant departure from it's allowed return in the hydroelectric business before it would trigger that off ramp.

So I would not say that's limited, as they've characterized it here.  I would say that's beyond limited;  that's pretty wide.  So I characterize it as symmetrical, but not limited as in the true sense of what they're characterizing here.

I would have to calculate what that would be, but it would probably be 600 basis points on the hydro business before it would impact the full business.

MR. POLLOCK:  In your opinion, do you have a sense of what the dead band would be in order for you to feel comfortable saying that it was a maximum or minimum earning span?

MR. COYNE:  They don't make specific reference, but based on everything we've seen in the industry, 200 basis points is kind of the outer edge of what we typically see.  A minimum would be 50 or 100, I would say.

So that's the hydro business.  You also asked about the nuclear business.  So is it symmetrical?  I think probably the single greatest risk in the nuclear program is the production forecast.  And I guess that requires a determination of just how middle of the road the production forecast is.  Is it a stretch forecast where everything goes just right?  Is it a realistic forecast where there is symmetry on either side of that?  I'm just not familiar enough with the mechanics of the production forecast to know.  But I think that's where most of the symmetry would come from in the nuclear program.

MR. POLLOCK:  If we could turn to page 3 of the Compendium --


MR. COYNE:  I would not say the nuclear program is limited by any means.  Those risks could be substantial.

MR. POLLOCK:  Thank you.  Then if we're under response and it's part B.

MR. COYNE:  I'm sorry, which page?

MR. POLLOCK:  This would be page 3 of the compendium, the bottom right-hand corner pagination.

So under part B, we have about halfway through the line, "DBRS stated, quote".  Do you see that?

MR. COYNE:  Yes.

MR. POLLOCK:  So the quote is:

"DBRS believes that profitability for OPG could continue to be challenged following a switch to an IR framework, as the introduction of productivity and efficiency targets could further depress earnings."

Is that accurate?

MR. COYNE:  That's their statement, yes.

MR. POLLOCK:  Okay.  So given that, is it fair to say that ratepayers' interests and investors' interests are at least in part competing insofar as investors would like a high equity thickness to insulate from the risk in the business, but that increases rates, which is counter what the ratepayers would like.  Is that fair?

MR. COYNE:  I'm trying to understand that connection to this quote.

MR. POLLOCK:  It's just that this quote talks about the profitability for OPG, which is sort of part of what an investor looks at, I'm assuming, and it being challenged following a switch to the IR framework.

As I understand it, the IR framework is put into place so that ratepayers get the up-front benefit of certain productivity.  Does that help at all?

MR. COYNE:  That's a typical policy objective behind implementing IR frameworks, yes.

MR. POLLOCK:  So I just wondered if the Board moves to an IR framework for OPG, and the point is to give ratepayers an up-front benefit to the productivity and as a result, OPG becomes less attractive to investors because, as it says, profitability could be challenged because of this, and that means that the cost of capital goes up and in fact rates go up because of that, I wonder if you have a sense -- if we added up all the stretch factors and we sort of looked at how much more the capital would cost as a result and how much the rate would go up because of that, I just wondered if you had any sense whether moving to IR is beneficial for ratepayers at all, is it limited, is it -- any sense?

MR. COYNE:  Well, I don't know that we have the data.  The Board has not determined yet what the productivity factor will be, so we really couldn't measure that side of things.  But even if we had the productivity factor going in, we don't know how the company is going to perform under the IR plan.  So it could very well be it's a very effective IR program and creates the incentives that are desired under this type of program, and as a result of that, the company is able to manage its costs to some new low level.  So over this period of time, customers would benefit with this I minus X rate path and then when you get to rebasing five years out, those benefits would accrue fully to customers as base rates are reset.

So I think that determination would be better made after the fact, to see how the company performed under I minus X.  With I minus X, you can estimate what the rate path is going to be and that creates some certainty for consumers within the vagaries of what inflation will do, assuming it's going to be inflation based I factor.  Customers do like certainty with rates and, I minus X --that's one of the benefits an I minus X program generally produces.

MR. POLLOCK:  I was wondering if we can turn to Board Staff Interrogatory No. 19.

MR. COYNE:  Number 19, did you say?

MR. POLLOCK:  Yes.  It's not in the compendium, but it will be on the screen now.

This interrogatory had a lot of questions in it, but I think question D, your response to D is really what I'm after.

Question D, as I understood it, asked you if in your analysis you took into account various -- what they called ancillary parts of the application.  So variance accounts, ICMs, off ramps, that sort of thing; is that correct?

MR. COYNE:  Yes.

MR. POLLOCK:  I want your help in understanding your answer for the variance account; that's the first bullet.  It seems to me your answer was that they're the same variance account, so we really didn't take it into account in our report.  Is that fair to say?

MR. COYNE:  We accounted for it as no change in risk from the prior program.  We did account for it.  We didn't see a change, as long as the same variance accounts continued.  We're looking at the change of risk.

MR. POLLOCK:  Right.  And in terms of your overall conclusion, you thought that OPG's risk was increasing.  Am I correct?

MR. COYNE:  As it goes to an IR program, yes.

MR. POLLOCK:  And I guess I'm just wondering, because it didn't come up a lot in your report.  But the same variance accounts, if they were mitigating more risk, would have a higher impact.  Is that fair to say?

MR. COYNE:  Yes.

MR. POLLOCK:  So in terms of your overall conclusion, you took into account variance accounts insofar as they had a higher impact in negating this increased risk.  Am I correct?

MR. COYNE:  I'm not sure that I would say it that way.  We took into account that the risk mitigating impacts of the variance accounts that were in place would continue into the future, and therefore it didn't represent a change in risk.

MR. POLLOCK:  But their overall value would increase, in terms of their ability to mitigate risk as the risk increased, correct?

MR. COYNE:  We didn't reach that conclusion.  We didn't look at whether or not the buckets of risk in each of these variance accounts would be changing over time and therefore did it represent a change in risk from that standpoint.  That was not part of our consideration.

MR. POLLOCK:  I guess I have only one last question, and I'll go back -- I don't know that there's a specific reference for this, but I'll go back to the notion of hydroelectric and its change over to an incentive rate.

There is a chance, is there not, that rates will be higher than the revenue requirement because we're doing the I minus X, you know, we're setting productivity targets, but OPG does really well and actually outperforms them.

So the ratepayers, because they're waiting five years now, are actually taking on some risk, in that OPG will over-perform, correct?

MR. COYNE:  Yes.  As we described, it's a symmetrical risk program for ratepayers and the company, but it represents an incremental change in risk for the company, because they're going from a two-year cost of service to a five-year IR plan.

MR. POLLOCK:  And ratepayers would also be, at least sort of directionally, as we've discussed, paying for the increased risk that OPG is moving from a cost of service to an IR, so insofar as that directionally pushes the equity thickness up, the overall rates is going to go up for that as well, correct?

MR. COYNE:  Yes.

MR. POLLOCK:  So ratepayers could theoretically be hit twice by this change to the IR, once for the increased equity thickness and then once because OPG over-performs, correct?

MR. COYNE:  Well, I -- okay.  In your hypothetical situation where the company operates below the I minus X payment path, the ratepayers will receive the benefits of that when rates are rebased five years out, and if it has
-- if the company has hit the ball off the tee and done swimmingly well under the plan and operated below that rate trajectory, then ratepayers would receive tangible benefits when those rates are reset.

So you couldn't say with certainty whether or not ratepayers are paying more or less until you know how the company has fared for those first five years and then how rates are reset.

The premise of -- and again, I don't know how I or X would be set and what kind of productivity or stretch factor would be included, but if the Board sets a stretch factor in the beginning or productivity factor that represents a stretch right from the outset, then the presumption is that the ratepayers start benefiting on day one, and they don't have to wait.

So they have two opportunities for gain.  One is based on the guaranteed productivity benefit baked into the I minus X, and then again in your hypothetical situation when rates reset.

MR. POLLOCK:  They would have to wait a few more years than if it was a two-year period, right?

MR. COYNE:  That's right, yeah.

MR. POLLOCK:  Thank you.  Those are all my questions.

MS. LONG:  Thank you.

Mr. Shepherd?

MR. SHEPHERD:  Madam Chair, I have a compendium.  I think it's been circulated.

MS. LONG:  That will be 18.4, K18.4.
EXHIBIT NO. K18.4:  SEC CROSS-EXAMINATION COMPENDIUM FOR OPG PANEL 5Ai.

MR. SHEPHERD:  And everything in the compendium is either in the record or it was provided to OPG last week.  And I have two hours scheduled, and I have promised Ms. Binette faithfully that I will stop in mid-sentence at two hours.

So are you planning to sit beyond 4:30, or should I assume that I'll finish even if it's 4:30...

MS. LONG:  Yes.

MR. SHEPHERD:  Okay.  Good.

MS. LONG:  And we will take a brief break this afternoon, so --


MR. SHEPHERD:  Oh, no, of course.

MS. LONG:  -- you'll plan that at a convenient time.
Cross-Examination by Mr. Shepherd:

MR. SHEPHERD:  Mr. Coyne and Mr. Dane -- I know Mr. Coyne quite well.  We've sat in these same seats more than once.  Mr. Dane, my name is Jay Shepherd.  I'm the counsel for the School Energy Coalition.

MR. DANE:  Good afternoon.

MR. SHEPHERD:  Let me start by framing the question here.  And you may not know the answer to this.  I hope you do, but I -- you may not.  Will you accept subject to check that the impact on ratepayers of moving from 45 to 49 percent equity thickness is $201.3 million in extra payment amounts over the next five years?

MR. COYNE:  What was the number?  I couldn't quite hear you.

MR. SHEPHERD:  Sorry, 201.3 million.

MR. COYNE:  I know that the company provided a response to an IR that showed it on an annual basis, so why don't we accept that subject to check you've added that faithfully.

MR. SHEPHERD:  I didn't add it.  Actually, their answer didn't include hydroelectric.  That's why I'm asking the question.  If we're thinking of the same --


MR. COYNE:  Then why don't I -- can you tell me the basis of your addition, and I'll be glad to check it.

MR. SHEPHERD:  Yeah, I just took the rate base and took four points as equity or as debt.

MR. COYNE:  And over what period of time?

MR. SHEPHERD:  Five years.

MR. COYNE:  Over five years.  Umm...

MR. SHEPHERD:  I mean, does it sound like it's in the ballpark?  It's not really a question for you.  I'll get to that in the OPG panel --


MR. COYNE:  Let me just check with -- let me just check --


MR. SHEPHERD:  -- on it -- I want to understand whether you --


MR. COYNE:  -- record if I can --


MS. LONG:  Sorry, sorry, the reporter is having some trouble here.

MR. SHEPHERD:  I want to understand, Mr. Coyne, whether you are aware of the range of your impact.  That's all I'm asking.

MR. COYNE:  I am aware of what the company filed in an exhibit in that regard.  And I thought it was for both.  I could be mistaken, but I know there's a response to an IR that has the difference reflected in terms of its annual revenue requirement, and --


MR. SHEPHERD:  And when you did your --


MR. COYNE:  -- that's on record, and I have seen that.

MR. SHEPHERD:  When you did your report, what did you think the impact -- at the time what did you think the impact was of your recommendation?  Or did you know?

MR. COYNE:  We did not run through the math.  That was not part of our consideration.

MR. SHEPHERD:  Good.  Now, I want to ask you a little bit about your expertise.  I'm not challenging the expertise of Mr. Coyne or Mr. Dane, for that matter, but I just want to get a sense of the specifics, and to do that I wonder if you could turn to C1-1-1, attachment 2, page 5.  This is the retainer letter.  It's not in the compendium.  I advised my friends that it would be -- I would be referring to it.  Do you have that?

MR. COYNE:  Yes.

MR. SHEPHERD:  So I was looking down this, and I know you signed the retainer, Mr. Coyne, but I looked at the list of the people who were going to be working on it, and you weren't there, and Mr. Dane wasn't there.  Now, there is a place for a senior vice-president, but it's a TBD, which I assume is not you; and there's a place for an assistant vice-president, but that's also a TBD, so I assume that's not Mr. Dane.

So I'm just wondering who actually worked on this project?  Was it these people listed here, these four people listed here?

MR. COYNE:  I see -- I see a list of people named to the left-hand side.  You're saying that I wasn't listed there?  Is that your point?

MR. SHEPHERD:  You're not listed there, no.  Nor is Mr. Dane.

MR. DANE:  Well, Mr. Coyne and I authored the report, as was said in the report.

MR. SHEPHERD:  I couldn't hear you.

MR. DANE:  Mr. Coyne and I authored the report.

MR. SHEPHERD:  Okay.  So that was my question.  Who actually wrote the report?  Did you actually write the report, Mr. Dane, or Mr. Coyne, or both of you, or did somebody else write the report?

MR. COYNE:  Both of us wrote the report.

MR. SHEPHERD:  Okay.  And did other people write some of it?

MR. DANE:  We had assistance on the project, and so as part of that we would get assistance in drafting the report, but at the end of the day we were responsible for writing the report and all the conclusions in it.

MR. SHEPHERD:  And is the same true of the IR responses, that you wrote them yourselves?

MR. DANE:  Yes, that's true.

MR. SHEPHERD:  Okay.  Was that you, Mr. Dane, or Mr. Coyne, or did you split it?

MR. DANE:  Both of us.

MR. COYNE:  Both.  We edit each other's work and collaborate on every element of it.

MR. SHEPHERD:  All right.  Now, just before I leave this particular exhibit, can you go back two pages, page 3.  Now, this is the scope of work.  Now, if you look at the top, you're actually being retained by Torys, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  They are the cost-of-capital expert.  You're just assisting them on it.  No, it was a joke, sorry.  Not even funny.

But if you go down the page here, this is the parameters under which you're doing your report, and I just want to ask about a couple of things here.  The first is that in sub three I-I-I (sic), one of the parameters that you're supposed to build on, it says, is the OEB's view that nuclear is more risky than hydroelectric, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  So that wasn't your conclusion, that was what Torys told to you assume, right?  It may be your conclusion as well, but at the starting point you were required to assume that, right?

MR. COYNE:  Well, the preamble to that I-3 (sic) is the report shall build upon OEB's prior findings, and it's citing the OEB's prior findings.  So it's drawing those to our attention.


MR. SHEPHERD:  You were --


MR. COYNE:  It's asking us to build upon them and to examine them.

MR. SHEPHERD:  Am I right that you were not free to conclude, no, nuclear is not more risky than hydroelectric?

MR. COYNE:  Oh, we absolutely were.

MR. SHEPHERD:  You were?

MR. COYNE:  Yes.

MR. SHEPHERD:  Okay, good.  We'll come back to that.  Then the next thing down says:  "The report will address whether the 45 percent common equity ratio is reasonable," and then talks about the two high risk projects that are underway.

I take it that means that -- and you knew at the time that you were being asked to look at a change that would be directionally an increase in common equity; is that right?

MR. COYNE:  We did not know that at the time, but I think it would have been a fair assumption to assume that, yes.  Large mega projects are well-known to us as risk increasers, so that would have been a short discussion, based on our experience and knowledge.

MR. SHEPHERD:  Mr. Coyne, when was the last time you were retained by somebody other than a utility in a cost of capital matter?

MR. COYNE:  It may have been this Board, to examine differences between U.S. and Canadian -- are we using common equity ratios.

MR. SHEPHERD:  That was in 2007, right?

MR. COYNE:  Correct.

MR. SHEPHERD:  That's the last time you represented anybody other than a utility -- sorry, represented is the wrong word.  Were retained by anybody other than a utility.

MR. COYNE:  I believe that's correct.

MR. SHEPHERD:  Okay.  And you've never in your career been retained by a customer group on cost of capital, have you, in a regulatory setting?

MR. COYNE:  I have certainly been retained.  I do not believe I provided cost of capital testimony, though, for other than a utility or a utility-related enterprise.

MR. SHEPHERD:  Mr. Dane, I've looked at your CV and I have just a couple questions about that.

You said yesterday in response to -- I think it was in fact in direct -- that your primary expertise is actually in valuations, right?

MR. DANE:  I believe I said that my expertise as it related to this matter was through experience on developing cost of capital analyses, as well as in valuation practices.

MR. SHEPHERD:  Okay.  I'm wondering if you could point to somewhere in your CV where you gave an expert opinion accepted by a regulator on equity thickness.

I see you have done some work on ROE, lots of it.  But I don't see anywhere -- and I looked as hard as I could --  where you gave an opinion on equity thickness.

If you could just point me to where you did, that would be useful.

MR. DANE:  Under my expert testimony listing, there's a submittal on behalf of Northern States Power on the proposed ROE.  As I recall, that also would include an opinion on the appropriateness of their capital structure.  I'm recalling that from memory.

MR. SHEPHERD:  It's interesting you say that, because I went and looked at that particular case and I didn't see where you gave an opinion on equity; I only found ROE.

So can you -- are you sure that -- I mean, if it's there, I'll go back and find it.

MR. DANE:  I don't have the testimony in front of me. It would be my recollection in general would be that we applied an opinion on ROE as well as the company's proposed capital structure.  But I'll accept your characterization that I didn't in that case.

MR. SHEPHERD:  If I understand correctly, you provide an opinion on ROE on the assumption of a certain capital structure.  So if you, regulator, approve this capital structure, here is the appropriate ROE; is that right?

MR. DANE:  I wouldn't say it that way.  I'd say the ROE is developed through models such as a discounted cash flow, a CAPM analysis, other analyses we run.  And then often we'll be also asked to opine as to the company's capital structure, because that affects their overall weighted average cost of capital.

So I will agree with you that I did not in that case. I was trying to recall, but I'll agree with you.

MR. SHEPHERD:  All right.  The other thing I want to ask you about is you're the CFO of a broker-dealer owned by Concentric, right?

MR. DANE:  That's right.

MR. SHEPHERD:  You list in your CV, and this is at page 61 of C11, attachment 1, which is your report.  You list five NASD licences.  NASD is the National Association of Securities Dealers?

MR. DANE:  Correct.

MR. SHEPHERD:  You list five licences, right?

MR. DANE:  That's right.

MR. SHEPHERD:  There's about fifty or sixty in total licences that you can get?

MR. DANE:  I don't know.

MR. SHEPHERD:  It's a lot, right?

MR. DANE:  I gained the licences I needed to do what we do.  I'm not familiar with the full breadth of what's available.

MR. SHEPHERD:  Here is why I ask.  28 and 99 are about operations of a broker-dealer, right?  One is specific to broker-dealer and one is to any dealer, right?

MR. DANE:  That's correct.

MR. SHEPHERD:  And 63 is certification in dealing with munies, municipal bonds, right?

MR. DANE:  That's not correct.

MR. SHEPHERD:  What is it?

MR. DANE:  That's the state licence to operate as a registered representative.

MR. SHEPHERD:  Okay.  And seven is the one that any broker has to have if they're going to act as a broker?

MR. DANE:  That's correct.

MR. SHEPHERD:  And then 79 is a licence to be an investment banker.  That's to put together deals, right?

MR. DANE:  It's the licence to offer investment banking advisory services.

MR. SHEPHERD:  Okay.  I noted that there are two NASD licences you don't have, 86 and 87, which are the licences for research analyst.  And you don't have those qualifications, do you?

MR. DANE:  Correct.

MR. SHEPHERD:  So for example, if you wanted to do a research paper on the risk associated with the equity in a particular company, you would not be qualified to do that under the NASD rules.  You're qualified to do it as an economist, but not under NASD, right?

MR. DANE:  That's not an offering we have at Concentric, so that's not a licence I have pursued.

MR. SHEPHERD:  Good, thank you.

MR. COYNE:  Let me add to that.  That would be for the purpose of providing investment advice to equity investors for that purpose, and that is not something we do as an enterprise.

MR. SHEPHERD:  Actually what brought it to mind was that you said this morning, and I was surprised, that you don't even have a model that allows you to model credit metrics.  And I thought really --

MR. COYNE:  We did not say that, Mr. Shepherd.

MR. SHEPHERD:  Okay.

MR. COYNE:  Can I tell you what we did say, and you can test my memory on that?  It's that we did not independently model OPG's credit metrics, because to do so would be require a financial model of OPG and that's something that it maintains and that was not within our scope.

That would require a forward financial forecast of the company that would be quite complex to assemble independently.

MR. SHEPHERD:  Okay.  In fact, what you said, I think, was that you just accepted OPG's information on what their credit metrics would be over the next five years, right?

MR. COYNE:  We said we examined them and used that as the basis of our determination.

MR. SHEPHERD:  You didn't do any separate analysis?

MR. COYNE:  No.  That would have required that we would have had a financial model of the company that we do not have.

MR. SHEPHERD:  So you accepted what they told you?

MR. COYNE:  For that purpose, yes.  It's part of its business plan.

MR. SHEPHERD:  All right.  So let me --

MR. COYNE:  We also discussed that we looked at the analysis of the credit rating agencies, as well.  They do maintain their own models.

MR. SHEPHERD:  Indeed.  I wonder if you can turn to our compendium and I'll start on page 2.  This is one of only a couple of excerpts from your report that I've included in the compendium, just because I may be going back and forth with it.  You recognize this, right?

MR. COYNE:  Yes.

MR. DANE:  Yes.

MR. SHEPHERD:  Okay.  So there's a handy dandy list here of the reasons why you think that the equity thickness should move from 45 to 49, right?  This is your list right here?

MR. COYNE:  That's the summary, yes.

MR. SHEPHERD:  Okay.  I'm going to talk about each of them in some detail later and ask you questions about that. But I just want to ask a couple of quick things.

The first one, the change in the mix of assets from more nuclear in the future to more hydroelectric now, that's not the same as the construction risk in the second two bullets, right?  Construction risk is a different thing than asset mix, right?

MR. COYNE:  Yes, one is the outcome of the other.  They're related, but they are separate.

MR. SHEPHERD:  Okay.  The reason I ask that is because earlier today you were talking about the reasons why nuclear is more risky, and you were saying things like, well, because of the construction risk.  I thought that was a separate risk, isn't it?

MR. COYNE:  It is.  They're riskier when you're building them and they're riskier when you're operating them, so both are true.

MR. SHEPHERD:  Okay.  Excellent.

Now, I wonder if we could just -- if you could go to page 4 of our materials.  Oh, sorry, actually, no, before you do that, will you agree with me that for these six that you list here, these six are all increases in risk?  You believe that each of these is an increase in risk, right?  From page 2, sorry.  Page 2.  I moved to page 4 too fast.

MR. COYNE:  The answer is yes.

MR. SHEPHERD:  Good.  Now could we go to page 4, because I wanted to -- this is from the most recent OPG business plan.  So you're not the only ones that have to give opinions on risk.  Also management has to give risk information to their board of directors, and there's many people have that responsibility, right?  So this is management's list of risks that they gave to their board of directors.  Have you seen this before?

MR. DANE:  Yes, this is in their business plan.  Yes, this is in their business plan.

MR. SHEPHERD:  Your...

MS. LONG:  Sorry, I don't think your mic is on.

MR. DANE:  Is that working?

MR. SHEPHERD:  Try it again.

MR. DANE:  Yes, this is from their business plan.  Is it working?

MR. SHEPHERD:  There you go.

MR. DANE:  Okay.  Yes, this is from their business plan.

MR. SHEPHERD:  And have you gone through this to compare it to the risks that you've identified?

MR. DANE:  That wasn't our approach, so we reviewed this as part of our development of a review of the company's risk profile and how it's changed, but we didn't then circle back to ensure that they were necessarily matching.

MR. SHEPHERD:  See, the reason I ask that is because I looked at this, and there's lots of risks, but I didn't see, for example, we're going to have more nuclear in the future, so we'll have inherently riskier operations.  That's not in there, is it?

MR. DANE:  Well, that may be implied in the general -- the general presentation.

MR. SHEPHERD:  You want to point out where?

MR. COYNE:  Well, the first bullet, failure to maintain the Darlington refurbishment cost and scheduled commitments per the approved project budget and schedule.

MR. SHEPHERD:  Well, that's exactly the question I asked you, is construction risk different than operating risk --


MR. COYNE:  And I answered --


MR. SHEPHERD:  -- you said yes.

MR. COYNE:  -- and I answered yes.

MR. SHEPHERD:  So that's construction risk?

MR. COYNE:  Well, an outcome of refurbishment is also an increase in the asset mix, but, no, I don't see those words there, but you're looking at one page of key risks identified by OPG, and perhaps I'm not sure what conclusion you're trying to draw here.  Did they say more risk -- is the question you're asking, are they saying on this page that because we have more nuclear in our asset mix we're a riskier company?

MR. SHEPHERD:  Yes.  Did they say that?

MR. DANE:  Well, that was our conclusion based on our independent analysis.

MR. SHEPHERD:  Okay.  Is there anywhere here that it says, well, we're going to go to five-year IRM.  That's a big risk.  That's an increase in our risks.  Does it say that anywhere?

MR. DANE:  I don't see that here.  Again, that was our conclusion.

MR. SHEPHERD:  Then we -- you've talked about rate smoothing as a risk, and there is actually a comment on rate smoothing right here in the very middle of the page:

"OPG set nuclear rate smoothing trajectory..."

Et cetera, et cetera, and -- but what it says is only if they don't give us what we ask for, right?  If they give us something that cuts back the cash flow too much from what we ask for, that's a risk.  Otherwise it isn't, is it?

MR. COYNE:  That's not precisely what it says.

MR. SHEPHERD:  Would you characterize it differently?

MR. COYNE:  They say specifically does not provide sufficient cash flow to fund operations, projects, or obligations and to maintain the current investment-grade credit rating, period.  I take that at face value.

MR. SHEPHERD:  And I presume that means that if the Board allows smoothing on the plan proposed by OPG there would not be any increase in risk.  Would you agree?

MR. COYNE:  On that bullet point on that matter, yeah.

MR. SHEPHERD:  All right.  Similarly on pension and OPEBs, there is a comment on that, but it's not a comment that, oh, only including cash is hurting us, but rather it's, if we don't get sufficient assurance that we'll be able to recover these in the future that's a risk.  Isn't that what it says?

MR. COYNE:  Which line are you on?

MR. SHEPHERD:  This is the bullet right above the one we were just looking at.

MR. COYNE:  And, I'm sorry, what's your question on it?

MR. SHEPHERD:  My question is that, is it not correct that management's assessment of this risk is that it is only a risk if the Board does not give them sufficient assurance that they will be able to recover the money in the future?

MR. COYNE:  That's precisely what we said.

MR. SHEPHERD:  Okay.

MR. COYNE:  That is the risk.

MR. SHEPHERD:  All right.  So am I right then that when you boil this stuff down, the big risks are the Darlington refurbishment and Pickering extended ops?  Those are the big ones that cause the additional risk factors.

MR. COYNE:  I would say that's correct.  Those are the two largest risks, and I would say next to that is the move to IRM for both the nuclear and the hydroelectric business.  Those are the principal risks that we concluded from our analysis.

MR. SHEPHERD:  All right.  So I wonder if you could then turn to page 5 of our compendium.  I want to talk about --


MR. COYNE:  Before we leave that page, I mean, under "operational and project risks" there are one, two, three, four, five, six, seven, eight bullets that say what we have said in one in terms of the change in nuclear to hydroelectric asset mix is implied in all of those as they increase the -- as the company increases its investment in its nuclear business it's broken down those risks to several components, so I would not conclude as you have that it's not saying that.  It's just saying it in a different way.

MR. SHEPHERD:  Well, I skipped a part of this, so -- because I thought it was fairly obvious, but I'll come back to it.  Those risks are all the same risks that they would have written in their business plan five years ago, right?  Identical word for word.

MR. COYNE:  I suspect that's not the case, because they were nowhere near this far along five years ago in terms of executing a Darlington plan --


MR. SHEPHERD:  Well --


MR. COYNE:  -- so I would have a hard time believing that those risks worded this way would be the same.

MR. SHEPHERD:  Okay.  So the first four bullets are about the construction project, which we've agreed is a big risk.

MR. COYNE:  Yes.

MR. SHEPHERD:  The other ones are about future operational issues, right?

MR. COYNE:  Which risks are you referring to?

MR. SHEPHERD:  So for example, failure to appropriately staff operational support groups, inability to achieve production targets, risk of increased operating costs.

MR. COYNE:  These are all current and ongoing risks, not just future risks.  They're both.

MR. SHEPHERD:  And they weren't risks five years ago?

MR. COYNE:  Not in the same way, because they weren't undertaking this mega-project five years ago.

MR. SHEPHERD:  It all comes back to Darlington?

MR. COYNE:  I'm sorry?

MR. SHEPHERD:  It all comes back to Darlington?

MR. COYNE:  Darlington is a significant factor in undertaking that project, yes.

MR. SHEPHERD:  All right.  Let's then talk about Darlington.  And so conveniently for everybody in this proceeding Westinghouse decided that this would be a good time to go bankrupt.  And their big business right now is building nuclear stations, right?  Or it was until they went bankrupt.

MR. COYNE:  Yes.

MR. SHEPHERD:  And they actually had two projects, right?  They had Vogtle; is that right?

MR. DANE:  Vogtle.

MR. SHEPHERD:  Vogtle.

MR. COYNE:  Silent "t".

MR. SHEPHERD:  Okay.  Vogtle.  And Summer, right?

MR. DANE:  They still have those projects.

MR. SHEPHERD:  Well, but they're bankrupt.

MR. DANE:  Right.  But they're operating under a temporary contract.

MR. SHEPHERD:  Okay.  And those are the only two big
-- in fact, I think you said this earlier today, Mr. Coyne -- those are the only two big capital projects in generation, other than Muskrat Falls, in North America right now, right?

MR. COYNE:  They are the two largest, yes.

MR. SHEPHERD:  Yeah and those are both new build and they have and been in trouble for some time, right?

MR. COYNE:  What do you mean by that?

MR. SHEPHERD:  They've been over budget and delays, and they've had problems, true?

MR. COYNE:  I would say they have been over budget and I think the time frames for both have been extended, yes.

MR. SHEPHERD:  So it wasn't a huge surprise that they would run into this kind of issue.  And in fact, this is an issue that you raised in your report, right, where you said the shrinking number of vendors for nuclear is a big problem, right?

MR. COYNE:  It is.  This underscores that issue.

MR. SHEPHERD:  This is just an example.  By the way, are SCANA or Georgia Power and Southern, are they in your proxy group?

MR. DANE:  Southern is, not SCANA.

MR. SHEPHERD:  Okay.  And so Southern, has it been derated yet?

MR. COYNE:  Derated?

MR. SHEPHERD:  Has its credit rating been reduced?

MR. COYNE:  As a result of Westinghouse's announcement?

MR. SHEPHERD:  Yes.

MR. COYNE:  I'm not aware that it has been.

MR. SHEPHERD:  It hasn't in fact, right?  Not that you know of anyway, right?

MR. COYNE:  I don't know.

MR. SHEPHERD:  The reason I ask that is because this article -- and I'm going to ask you whether some of these things are true.  If you take a look at page 7, in the middle of the page it talks about the problems they had.  And you'll agree they were having these problems, right?

MR. COYNE:  Which problems specifically?

MR. SHEPHERD:  It says, for example, the cost estimates are already running a billion to 1.3 billion higher, and could eventually exceed 8 billion, et cetera, right?

MR. COYNE:  This is according to Morgan Stanley.  Yes, it's a problem.  It's a problem for Toshiba who is standing behind Westinghouse for these contracts, yes.

MR. SHEPHERD:  I actually thought there was a government guarantee for at least one of these, wasn't there?

MR. COYNE:  For the Vogtle project, there is a federal debt guarantee associated with the construction of the nuclear unit, yes, that de-risks the project for Southern Company and for Georgia Power as primary builder of the project.   They have a very significant federal government guarantee associated with the project.

MR. SHEPHERD:  If you go back to page 6 of our compendium, there is a comment that this is more fundamental than just a Westinghouse problem.  It's a problem with lower demand for electricity, the cost of nuclear power, which is a very different technology, and the result is they're sort of underlying metrics that make doing a big nuclear project a big problem, right?  And I think you've agreed with that.

MR. COYNE:  There is a paragraph at the top of that page that describes it in different words than yours, but they're saying that some of which has occurred was within Westinghouse's control and other factors were beyond their control.  And they mention factors such as change in demand for electricity, tumbling prices for natural gas have eroded the economic rationale for nuclear power, et cetera.

So I agree with what they have said there, and I believe that is a challenge to nuclear power.

MR. SHEPHERD:  Would you agree -- I can't find it in the article, but it says somewhere in the article that there is some risk these projects won't even be completed now.  Would you agree there is a risk now that they won't even be completed?

MR. COYNE:  Yes.

MR. SHEPHERD:  And I take it that your assessment of the Darlington situation is -- it is not saying it's as bad as that, but you're saying it's similar.  The risks are like the risks we're seeing realized right here in those two projects, right?

MR. COYNE:  We have not said that.  But we've said some of the risks derive from the same source.  We did say specifically that the limited pool of nuclear contractors is an issue and makes contracting for nuclear power, upgrades, refurbs, as well as new construction a challenge because it limits the negotiating leverage and the construction windows that you have the ability to change plans when you're dealing with a limited pool of contractors.  So we did point to that as a risk.

MR. SHEPHERD:  The --


MR. COYNE:  In this case, you're refurbishing four units as opposed to a new build with a new technology.  That's inherently riskier than what OPG is undertaking here.

MR. SHEPHERD:  Okay.  And you in fact, though, added a different risk in your report.  And if you could turn to your report at page 21, this is something I hadn't thought of, but you did.  I think it's on page 21 your report -- sorry, page 19 of the report, page 21 of the attachment.

Do you have that?

MR. COYNE:  Yes.

MR. SHEPHERD:  You said: 
"Importantly, there is no model of a successfully implemented commercial strategy for OPG to follow with regard to the DRP, as prior CANDU refurbishments have encountered significant challenges."

MR. COYNE:  Yes.

MR. SHEPHERD:  That's sort of like implementing a new technology, right?  Similar type of risk?

MR. COYNE:  It's on a spectrum of risk and it's -- it is significant, but it's not as significant as implementing a brand new technology.  This has been done before; an AP1000 has not been built before.

So there are lessons to be learned from the prior CANDU refurbishments, and that's not the case with constructing a brand new AP1000.

MR. SHEPHERD:  Now, you said that -- Southern is in your proxy group, and you've said that OPG is a greater risk.  I presume you would not say it's now a greater risk than Southern.

MR. COYNE:  Oh, I would.

MR. SHEPHERD:  You would?

MR. COYNE:  Yes.

MR. SHEPHERD:  Because?

MR. COYNE:  First of all -- there are many factors. First of all, Southern is an integrated electric and gas distribution company.  This project represents a much smaller size in terms of total asset base.  It has a federal debt guarantee in place for its credit associated with this project.

Those are a multitude of differences between that company and OPG.

MR. SHEPHERD:  All right.

MR. COYNE:  It's in a much better position to manage those risks, relatively speaking, as a result of that.

MR. SHEPHERD:  Somebody said during the break the essence of your argument is that the DRP is simply a scary project.  No one really believes it will come in on time and on budget.

Forgiving the vernacular, am I sort of in the right direction?

MR. COYNE:  We wouldn't characterize it that way.  It's a significant undertaking for OPG, with significant financial and operating implications.  It's a large scale project that will provide a lot of power down the road for the province of Ontario.  But it's not without its risks in its undertaking.

In the spectrum, as I've said, it's less risky than a new build.  But it is a mega project; it's complex and you're dealing with four operating units, taking them down and up sequentially over time, while trying to maintain a production forecast that the company is responsible for in terms of this five-year IRM.

So it has a full plate in terms of managing what's before it.

MR. SHEPHERD:  It's actually a lot harder to do a refurbishment in that sense, right?  It's a like renovating a house when everybody is still living in it.  It's difficult, right?

MR. COYNE:  That portion of it we would agree with, yes.

MR. SHEPHERD:  Okay.  Would you say that DRP is higher or lower risk than the Niagara Tunnel at the same point in time, the same stage of development?

MR. COYNE:  I don't think we can offer a reliable opinion on that, because we did not examine the Niagara Tunnel risks at any point in time.

MR. SHEPHERD:  Why wouldn't you --


MR. COYNE:  The construction risks.  We weren't in this position looking at Niagara Tunnel then, so we weren't in a position to have studied it.

MR. SHEPHERD:  If you're trying to understand changes in risk for OPG, why wouldn't you look at the last big capital project it had, and see what the change in risk was at that time and how the regulator responded to it?

MR. COYNE:  We did.  We looked specifically at how the regulator responded to its change in risk as pertaining to the change in rate base, which was the standard that the Board used.  So that's the standard that we used.

MR. SHEPHERD:  For a project like the Darlington refurbishment, is it fair to say that doing a project like that in the United States is generally riskier than in Canada?

MR. COYNE:  I would say no; I would say the opposite is true.

MR. SHEPHERD:  Okay.  Why?

MR. COYNE:  You have exposure to a greater pool of contractors in the U.S. than you do in Canada, and that's probably a primary difference.  And you have a limited pool of reactors with the CANDU technology, where you have a broader pool of reactors with the technologies that have deployed in the U.S., so you have more experience, and you also have a broader pool of certified contractors by the NRC, as compared to those that are certified in Canada.

MR. SHEPHERD:  On the other hand, the CANDU specialists have not been out of work for the last ten years, right, whereas in the U.S. that has been a problem, is they didn't have anything --


MR. COYNE:  They've been pretty busy.

MR. SHEPHERD:  Sorry?

MR. COYNE:  They have been pretty busy, the U.S. --


MR. SHEPHERD:  Well, regionally --


MR. COYNE:  -- specialists --


MR. SHEPHERD:  -- but prior to that there was a long lag.  Isn't that part of the problem?

MR. COYNE:  For new construction or for refurbishment?

MR. SHEPHERD:  For new construction.

MR. COYNE:  New construction, yes, but not for -- I thought your question concerned refurbishment --


MR. SHEPHERD:  It did --


MR. COYNE:  -- or a project like Darlington.  That's what my comparison was --


MR. SHEPHERD:  Okay.

MR. COYNE:  -- it would be easier to get this project done in the U.S. than in Canada for that reason.

MR. SHEPHERD:  The -- Dr. Villadsen said -- I don't have the exact cite, but I'm sure you'll remember it -- that there's a couple of reasons why the DRP is less of a risk, and one is that it's a growth opportunity.  It allows growth in the, basically, production of the company, and the provincial commitment mitigates the risk.

Would you agree with those two things?

MR. COYNE:  The first being that it's a growth opportunity and therefore it diminishes risk?

MR. SHEPHERD:  Yeah.

MR. COYNE:  Yeah, not in the time line -- not in the payment period, I would say, no.

MR. SHEPHERD:  In the longer-term it does?

MR. COYNE:  Longer-term it gives it a -- it secures a long-term base load generation profile, so I would say it's a positive in that standpoint.

MR. SHEPHERD:  Okay.

MR. COYNE:  Yeah.  In terms of the second point -- I'm sorry, what was it again?

MR. SHEPHERD:  The second point was that it's mitigated -- the risk is mitigated by the provincial commitment to the Darlington refurbishment project.

MR. COYNE:  Some of those risks are mitigated, yes --


MR. SHEPHERD:  Okay.

MR. COYNE:  -- just as they are for those that are constructing new projects in the U.S. that have legislative backing, commission backing upfront.  It's impossible to go forward with a project like this without those type of commitments.

MR. SHEPHERD:  Indeed.  And in fact, I was surprised you were being asked questions by Mr. Richler earlier today and you didn't know what Regulation 53/05 said.


MR. COYNE:  Oh, I have read it, but he was asking me for a specific characterization of it.

MR. SHEPHERD:  And you --


MR. COYNE:  He used the word "guarantee".  I don't recall that word being in there, and it's not in there.

MR. SHEPHERD:  And --


MR. COYNE:  So that was the portion that I was unsure of.  I've read that passage several times.

MR. SHEPHERD:  What weight did you give to Regulation 53/05 in assessing the risk of DRP?

MR. COYNE:  We'd looked at the company on a standalone basis from a standpoint of being able to execute the project and from a financial capacity standpoint, but we were also looking at its credit rating that's supported by the province, and we did look at the regulation in terms of providing a positive regulatory environment for the project on a going-forward basis and recognized it as a risk mitigating factor.

MR. SHEPHERD:  Can you give us some examples -- I don't want you to go and have to do an undertaking or anything, but just tell us of some examples where a utility entering into a major nuclear refurbishment has had its credit rating downgraded because of that?

MR. COYNE:  For refurbishment?

MR. SHEPHERD:  Yes.

MR. COYNE:  I don't believe we've examined that.  We know that those that are in the middle of refurbishments are closely watched by their credit rating agencies for those reasons.  We know that Northern States Power was refurbishing its Monticello unit, ran into challenges in that regard, but I'm not sure if their credit rating was lowered or not.

But the reason that there was not a lowering of the credit rating here at this point in time, although the rating agencies have indicated that they're looking to see how this process proceeds, but it's possible we have not looked at evidence of that as a basis of our evidence here.

MR. SHEPHERD:  You can't recall any examples where a utility was --


MR. COYNE:  Haven't looked at it.  Wasn't part of our analysis.

MR. SHEPHERD:  I asked whether you can recall.

MR. COYNE:  I do not.

MR. SHEPHERD:  Thank you.

Madam Chair, is this a good time to take a break?

MS. LONG:  I think it is, yes.  We'll break for 15 minutes.  Thanks.
--- Recess taken at 3:00 p.m.

--- On resuming at 3:21 p.m.

MS. LONG:  Mr. Smith, I understand there's a preliminary matter?  Mr. Smith, I think there's a problem with your mic.

MR. SMITH:  Mr. Dane brought a matter to my attention, so I'll turn it to Mr. Dane.

MS. LONG:  Sorry, Mr. Smith.  I'm going to try again; maybe it's the mic.  Can you try again?

MR. SMITH:  How's that?

MS. LONG:  That's better, thank you.

MR. SMITH:  This is a first, by the way, that my voice hasn't carried.  Mr. Dane brought a matter to my attention, and I'll just turn it to him.

MS. LONG:  Mr. Dane?

MR. DANE:  I just wanted to clarify I couldn't recall on one piece of testimony whether I had offered evidence  about and addressed the capital structure, and I went back during the break and looked, and I did in fact address the capital structure in that case.

MR. SHEPHERD:  Thank you.  Did you express an opinion on it?

MR. DANE:  Yes.

MR. SHEPHERD:  So I wonder if I can turn now to Pickering extended operations, and I want to ask -- I'm not sure I understand exactly what the risk is that you're driving at with the extended operations, whether it's primarily the operating risk or primarily the construction risk.  Can you help me with that?

MR. DANE:  It's a mix of the two.  So as we said in our report, there's additional outages and additional costs associated with extending the operations, as well as extending the life of the facility that is one of the oldest, if not the oldest CANDU in Canada.

MR. SHEPHERD:  It's one of the oldest nuclear stations still operating anywhere, isn't it?

MR. DANE:  I know it's age versus the other Canadian fleet.  I'm not sure about its relationship to the worldwide fleet.

MR. SHEPHERD:  Can you turn to page 22 of your report -- it's actually page 20 of your report, page 22 of the exhibit.  Have you got that?

MR. DANE:  Yes.

MR. SHEPHERD:  In the second paragraph, you say: 
"Risks associated with OPG's plans for Pickering extended operations principally include the risk that there is a future determination that extended operation of the plant is not feasible."

And you talk later about then there'd be a risk for recovery of expenditures to extend it without any revenues.

Is that still the case?  Is that still the central risk that you're talking about with Pickering extended operations?

MR. DANE:  Yes, that's the risk as we described it.

MR. SHEPHERD:  And this is not really different than was the case in EB-2013-0321, right, except that now it's three years older.  It's the same risk, right?

MR. DANE:  Well, it's three years older, so that that brings additional age-related risk.

MR. SHEPHERD:  But that's the main difference between now and the last time equity thickness was determined, right?

MR. DANE:  So the plan for the facility has change since the last case in terms of extending its operations, and those are risks we're talking about in terms of the additional age of the plant and the need to refurbish.

MR. SHEPHERD:  Can you go down to the next paragraph in your report then on the same page, where it says:

"Life extension at Pickering puts OPG in much the same situation that it faced as of EB-2013-0321, in terms of the planned remaining operational life of the facility.  Risk hasn't changed except", you go on to say, "it's now older."

Right?

MR. COYNE:  There is another factor I want to mention, too.  We're also under a five-year IRM proposed here, over which time the uncertainties associated with its operations  will have an impact on the company's bottom line.

So that is different; they're compounding.

MR. SHEPHERD:  That's an interactive effect between the two risks?

MR. COYNE:  Precisely.

MR. SHEPHERD:  But in terms of the Pickering risk itself, the risk is -- the only change in risk is that the plant is older, right?  That's the only change?

MR. COYNE:  Which increases reliability concerns, yes, as we stated in that paragraph.

MR. SHEPHERD:  Is it your opinion that as a generator's plant becomes older, it should have an increasing equity thickness?

MR. COYNE:  No, we have not rendered that opinion.

MR. SHEPHERD:  Then why in this case does the fact that it's three years older mean you have to thicken the equity?

MR. COYNE:  We have looked at the entirety of the company's risk; that's just one element.  Our recommendation isn't based on the fact that Pickering is three years older.  It's based on the entirety of OPG's risks, hydroelectric and nuclear, that being one component of it.

MR. SHEPHERD:  So if the province were to say to OPG we want you to keep Pickering going until 2024 and we'll give you an ironclad insurance policy -- if anything bad happens, we'll pick up the tab -- would you say that the 49 percent should change?

MR. COYNE:  Well, the province hasn't said that, and I'm not sure that hypothetical is useful for to us render an opinion on.

But if they said if anything has gone bad that would reduce the risk over the base case, as we see it.

MR. SHEPHERD:  How much would that reduce your 49 percent?

MR. COYNE:  I don't think we could say.  I would say that OPG is still going to be at the high end of the risk spectrum compared to where it was in EB-2013 as a result of Darlington.  And it's certainly going to be at the high end of the risk spectrum vis-a-vis the proxy group.  So I don't think that would have a material impact on our opinion.

MR. SHEPHERD:  Awesome.  Thank you very much.  That's sort of what I thought, but I wanted to make sure you got it on the record.  And I'm going to ask this through you.  You probably won't know the answer to this -- although if you do, that's great.  When OPG made its presentations to the government to propose that it extend Pickering as part of the LTAP and as part of the Darlington refurbishment plan, did it emphasize these aging reactors were increasing its risk operating risk?  Do you know that.

MR. COYNE:  You were right.  We don't know the answer to that.  We don't know -- Mr. Dane, do you?

MR. DANE:  I don't know as I sit here.

MR. SHEPHERD:  The reason I'm raising it now -- I figured you wouldn't, but there is no OPG witness on your panel and I'm going to ask whether OPG will undertake to provide any such presentations before Friday, when we're dealing with the last panel -- if there are any such presentations; if there's not, there's not.

MR. COYNE:  We can't speak to your undertaking.  I would leave it to counsel.


MR. SMITH:  Sorry, Mr. Shepherd, can you give that to me again?

MR. SHEPHERD:  What I would like is an undertaking to provide any presentations by OPG to the government in the planning -- in the process of getting approval to extend Pickering that emphasized the risk of the reactor getting older and older, and that being a problem. 

MS. LONG:  Mr. Smith, just before -- I would like to ask Mr. Shepherd, when you say presentation do you mean presentation or do you mean communication?

MR. SHEPHERD:  I mean communications.  I'm sorry --


MS. LONG:  Okay.  You don't mean --


MR. SHEPHERD:  -- not the right --


MS. LONG:  -- you don't mean a slide deck, you mean any type of communication?

MR. SHEPHERD:  My guess is it's likely to be a slide deck, but --


MS. LONG:  Okay.

MR. SHEPHERD:  -- if it's a memo that's also good.

MR. SMITH:  I guess, Madam Chair, I'm a bit short-handed here, in that obviously this is not the nuclear panel to whom those questions I would have thought would have been directed, and indeed, Mr. Shepherd says he wants this before Friday.  We're not proposing to recall the nuclear panel either.

So I'm not -- I'm not even sure about the deadline.  So I guess I'm a little bit in your hands.  If the Board thinks the information is relevant, then we'll obviously try and find such communication, but I do think it's a bit unfair to let the nuclear panel come and go without having asked any questions about this.

MR. SHEPHERD:  Madam Chair, I'm not actually asking this question about Pickering per se.  This is not part of discovery of the Pickering extended operations.  It's a finance question.  This is about the risks associated with the company and whether this is one of the key ones which this witness is the only one that said it is, and so the finance panel, as I understood it, is on Friday -- or Thursday and Friday, and I would like to be able to ask questions about cost of capital of that panel that include how is this affecting your actual risk.

MS. LONG:  That would be of interest to the Panel.  Having read the report and this section on Pickering and how it increases risk, I think it's something that we need the information about how that has been communicated to the government with respect to risk and how you factored it into an increased cost of capital.

MR. SMITH:  Yes, we'll do that.

MS. LONG:  Thank you.  I think we should mark that.

MR. RICHLER:  J18.1. 
UNDERTAKING NO. J18.1:  TO PROVIDE INFORMATION ABOUT HOW THE GOVERNMENT HAS BEEN COMMUNICATED WITH, WITH RESPECT TO RISK AND HOW IT WAS FACTORED INTO AN INCREASED COST OF CAPITAL.

MS. LONG:  You have an issue with us marking that as an undertaking, Mr. Smith?

MR. SMITH:  I have no concern...  [Speaking off-mic].. I have no concern with you marking...  Really not my day.

MS. LONG:  I think your mic is slipping down.  I think --


MR. SMITH:  I have no concern with marking it as an undertaking.  I would like the opportunity to report back on timing, just because I -- nobody here knows how quickly we can do it.  That's all.  And I know Mr. Shepherd has asked for Friday.  If there is any concern with Friday I'll let people know.  I'm not saying there will be.  I'm just saying I don't know.

MR. SHEPHERD:  That's fair.

MS. LONG:  Okay.  That's fine.

MR. SHEPHERD:  I did spring it on them --


MS. LONG:  So Friday -- so we'll say best efforts, and you can report back to us when you know timing.

MR. SMITH:  Yes, thank you.

MR. SHEPHERD:  I would like to turn to the next risk that you talked about, which is the increasing percentage of nuclear.  And you had an -- I want to start with sort of a preliminary question.

You've cited the Board's decision to reduce the equity thickness in part because of an increased hydroelectric percentage.  And I wonder whether you have any other basis for concluding that nuclear needs more equity other than that Board decision?

MR. COYNE:  Yes.  In our experience in the industry in our work with investors and our work with regulated utilities there is a reason, for example, that the federal government has put in place a federal loan guarantee in the U.S. in order to help get these new projects and new technologies off the ground, and it's well understood in the industry from an operating risk standpoint, as well as a construction risk standpoint, that these are riskier assets to build and to operate, so it's well-known in our industry knowledge, and we also have very active nuclear practice within our firm that Mr. Dane and I contribute to, so we run into these matters on a consistent basis.

MR. SHEPHERD:  So you just said new technologies, and that's the A1000, right?

MR. COYNE:  In that particular case, yes, and that's
-- the same is true for major refurbishments as well, which we cite in our report, that you run into the same types of risks because you don't know what you're going to get into until you get into the reactor, in terms of the shape of what is and what is not going to be refurbished and how it's going to all come together --


MR. SHEPHERD:  So I looked for a citation on that.

MR. COYNE:  I'm sorry?

MR. SHEPHERD:  In your study or in the literature, a citation where somebody has done a rigorous empirical analysis of the relationship between equity thickness and percentage of nuclear, and I couldn't find one.  You didn't do one, right?

MR. COYNE:  We didn't do what?

MR. SHEPHERD:  A study on the relationship between equity thickness and percentage of nuclear generation.

MR. COYNE:  We did a study on those companies that have nuclear assets in their equity thickness, and that's part of our proxy group analysis.  We very much.

MR. SHEPHERD:  And --


MR. COYNE:  We could not isolate nuclear specifically because there is no company that's 100 percent nuclear that would allow us to do that.

MR. SHEPHERD:  So is that study you're talking about, is it in the evidence here somewhere?

MR. COYNE:  Our comparable proxy group analysis, yes.

MR. SHEPHERD:  Oh, good.  Okay.  Well, then let's turn to your proxy group.  And maybe you could go to page 27 of your materials.  Now, this is a spreadsheet that was sent to you last week, right?  You're familiar with what this is?

MR. COYNE:  Yes.

MR. SHEPHERD:  The table at the top of the page there is data from your report for your proxy group, right?

MR. DANE:  Some of the data is.  There are some calculations in here that are new.

MR. SHEPHERD:  Such as?

MR. DANE:  There's two columns that say "percent gen", and they represent, from my understanding, the percent, not of each company's total generation that is nuclear or hydroelectric, but rather, if you just take each proxy company's nuclear and hydroelectric assets it represents the relationship between that.

So for instance, P&M Resources, its percent gen is 100 percent.  That doesn't mean that it's 100 percent a nuclear company.  Rather, it means that, in a comparison of its nuclear assets to its hydroelectric assets, it has zero hydroelectric assets, so in that derivation of that calculation that's -- again, we didn't do this calculation, but it was presented to us, and that's my understanding of what's in that column --


MR. SHEPHERD:  Well, you have got the live spreadsheet, right, so you know how it was calculated.

MR. DANE:  Correct.

MR. SHEPHERD:  Okay.  And do you have any concerns about how that was calculated?

MR. COYNE:  Yes.

MR. SHEPHERD:  Okay.

MR. COYNE:  Well, first, a couple of questions, and that is, what is that number designed to represent the percent gen?  Is it the percentage of hydro and nuclear that is nuclear?  And I guess what does it mean other than that?  It's nothing that you would see in our analysis.  It would be --


MR. SHEPHERD:  Well --


MR. COYNE:  -- you're limiting percent gen to just percentage of two fuels in that case.  There is no context for it.

MR. SHEPHERD:  Well, what it does show, though, doesn't it, is that there is a trend that if there is more hydroelectric the equity thickness is higher and if there is more nuclear the equity thickness is lower, generally speaking, right?

MR. COYNE:  No.  What you have here is -- when you say "a trend", are you talking about your line with an R square .06?

MR. SHEPHERD:  Yes.

MR. COYNE:  I would not call that a trend --


MR. SHEPHERD:  Because --


MR. COYNE:  -- I would call that a -- well, let me let you ask your question.

MR. SHEPHERD:  Okay.  Because the R square is too low, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  So there is no correlation between the two, is there?

MR. COYNE:  Well, you would not expect a correlation
-- you're trying to correlate in this case the equity ratio to the percentage of two fuels.  It's percentage of hydroelectric capacity.  That would not -- I would not expect that to be a meaningful result, and it's not.

MR. SHEPHERD:  You say that if a company has more nuclear it needs more equity thickness.  In fact, in your own proxy group that's not true, is it?

MR. COYNE:  Our proxy group is select -- first of all, our proxy group was -- we determined companies that had nuclear.  We're not comparing them against companies that don't have nuclear.

So the subset of companies that have nuclear is what you're examining here, and you determined that you can't find a statistical relationship among those that have nuclear, not those that have it and not.  And that does not surprise me.

And the range of percent nuclear -- and that's just percentage, nuclear plus hydro, is I guess not to me a very meaningful number.

MR. SHEPHERD:  Sorry.  The R-squared is .06.  Are you telling me that that doesn't show there is no correlation between more nuclear and more equity?  That's exactly what it shows, right?

MR. COYNE:  Okay, let's breakdown your question.  Your first is what does your .06 show.  It shows a weak relationship between the percentage of nuclear and hydro against the equity ratio.  I would never present an analysis, to this Board or another, that would only look at those two variable as a basis for determining a basis of the change in the equity ratio.

MR. SHEPHERD:  Actually, that's exactly what you did.  You filed a report that said that this utility, which has nuclear and hydroelectric, as the nuclear goes up, the equity has to go up.  That's exactly what you said.

MR. COYNE:  As the nuclear assets go up over time for this company, it creates more risk for the company, yes.

MR. SHEPHERD:  Therefore the equity has to go up.

MR. COYNE:  That's one of the factors in that determination.  That's not shown by this -- this analysis in no way represents that.  This is a statistical -- first of all, it's a one variable regression analysis, and if one wanted to determine a common equity basis on one variable, you would include a host of other variables, not just one.

But on that basis, yes.  On that basis, there is an increase in risk.  I would not expect that to show up in the analysis, if you can call it that you've shown here, because you're using one variable calculated in an odd way and that's a percentage of nuclear and hydro as regressed against the equity ratio, and that's all you're looking at.

Equity ratio contains much more than that, as we've talked about.  It pertains to the overall financial risk in the company, the mitigating effects of other assets it owns, distribution transmission assets.  What the mitigating impacts are of whether or not it's under a new construction program, or they're existing operating assets.

There's a host of other factors you'd be missing by looking at just that.

MR. SHEPHERD:  So you don't think it's useful to determine whether there is a correlation between nuclear, percentage nuclear and increased equity?

MR. COYNE:  You would look at a broader sample.

MR. SHEPHERD:  It's a yes or no question.

MR. COYNE:  What's your yes-or-no question?

MR. SHEPHERD:  You don't think it's useful to determine whether there is an empirical relationship between having more nuclear and needing more equity, empirical?

MR. COYNE:  If one could do so reliably, I would say yes, that would be useful analysis.  This does not do that.

MR. SHEPHERD:  And you have not tried?

MR. COYNE:  No, because the common equity ratio is more complicated than that -- if one had the data to be able to do so, I've mentioned a host of variables one would look at, you could begin to approach doing it qualitatively

But I'm not aware of any regulator that sets the common equity ratio on that basis.

MR. SHEPHERD:  It's true, isn't it, that in your proxy group, there is no empirical relationship between percentage nuclear generation and equity thickness, is there?

MR. COYNE:  Our proxy group was selected for those that have nuclear.  So you have --


MR. SHEPHERD:  Again, it's a yes or no question.  You can add later, but first answer the question.

MR. COYNE:  Please repeat your question then.

MR. SHEPHERD:  It's true, isn't it, that in your proxy group, there is no empirical relationship between percentage nuclear generation and equity thickness.  Isn't that right?

MR. COYNE:  We have not attempted to show that in your analysis as presented here does not.  So I cannot say that, no.

MR. SHEPHERD:  You don't know?

MR. COYNE:  Because we do not have the data and all variables that would allow us to say so.  One variable would certainly not get us there.  This is, in my mind, a meaningless analysis for that determination.

MR. SHEPHERD:  Because it disagrees with you; I understand.  But let's look at it a different way then.

MR. COYNE:  I'm sorry, but that was not what I said.  It is insufficient for those purposes because there are a host of other variables that are not included.  It's not a meaningful empirical analysis.

MR. SHEPHERD:  Let's look at it a different way then.  Let's look at how many of your proxy group are 100 percent nuclear.  Do you know?

MR. COYNE:  None.

MR. SHEPHERD:  Five.

MR. COYNE:  A hundred percent nuclear?  No.

MR. SHEPHERD:  All other generation that you've reported is nuclear?

MR. COYNE:  Please show me the basis for that.

MR. SHEPHERD:  You have P&M; all their generation is nuclear.

MR. COYNE:  No, and that's what we're taking issue with.  You're saying a hundred percent of their hydroelectric -- you'd look at just hydro plus nuclear together and if they have no hydro, you're saying it's a hundred percent nuclear.  That is not a meaningful indication of what their generation mix is.  You're leaving all the other fuel sources they rely on.

MR. SHEPHERD:  Hang on.  I thought you said this was a comparable group to OPG, which is hydroelectric and nuclear.  Is it not?

MR. COYNE:  Those are the screen criteria that allow them to get into the proxy group because they have those fuels, as does OPG.  That's not the sum total of the analysis that we've done.  That allows them into the proxy group.

There is no one company in the proxy group that has the mix of hydroelectric and nuclear resources that OPG does.  It is riskier than every one of these companies on that basis.

MR. SHEPHERD:  Do you have evidence in the record here -- real evidence, not just your opinion -- sorry, I said that wrong.

Do you have empirical evidence, not just your opinion, that demonstrates a relationship between nuclear and greater equity?

MR. COYNE:  Or greater risk?

MR. SHEPHERD:  Or greater risk, sure.

MR. COYNE:  We cite to the credit rating agencies that look at this issue as being a factor in assessing the company's risk.  We take that as objective evidence and consistent with our industry experience and knowledge, as well.

MR. SHEPHERD:  What's the most recent example you have of a credit rating agency derating -- reducing the rating on a company because it increased its percentage nuclear generation?

MR. COYNE:  We have not provided evidence to that case; that was not part of our examination.  We were not trying to provide a credit rating for OPG.  Our analysis is an independent report to establish the appropriate common equity ratio.

It wasn't our purpose to establish whether or not the credit rating for DBRS is appropriate, or that it would change in the future as a result of the outcome of this proceeding.

Ours is an analysis of the appropriate common equity ratio.

MR. SHEPHERD:  I wasn't the one, Mr. Coyne, that raised the credit ratings; you did.  All I'm asking if you raise them, if you say that's your evidence that it's riskier, then show us an example where that meant something.

MR. COYNE:  You're asking me to go further, and in the reports by both DBRS and S&P, they cite this as an explicit risk for OPG.  And what else do they mean, if they're not saying that as a risk, they're keeping an eye on it to see how these projects proceed an whether or not the financial impacts are reasonable for the company's current credit rating.

Would you like me to show the citations?  Is that what you're asking?

MR. SHEPHERD:  I know what they say.

MR. COYNE:  Credit rating agencies will not say if you do this, this will happen, because they're going to look at the entirety of the risk of the enterprise, and it's never a -- it's not typically a binary approach of if this happens, then X; it's a host of factors.

MR. SHEPHERD:  The point of this cross, this part of it, has been to give you an opportunity to tell the Panel where there is evidence in the record before them that nuclear is riskier, and therefore requires more equity thickness.

Aside from your opinion, do you know of any evidence in this case that says that, empirical evidence?

MR. COYNE:  Empirical evidence?

MR. SHEPHERD:  Yes.

MR. COYNE:  We cited the credit rating agencies.  We have cited the Board's own opinion in the past.

MR. SHEPHERD:  That's all you have?

MR. COYNE:  Let me just check.  So as I mentioned, it's premised on the opinion of this Board in the past that has found that nuclear risk is greater than hydroelectric risk for OPG specifically.  It's based on the opinions of the credit rating agencies that have examined these risks, and it's premised on the impacts of these projects on the company's cash flow on a going-forward basis, and it's also based on our experience in the industry both in cost of capital as well as in nuclear projects, which is considerable.

MR. SHEPHERD:  Before I leave this, I want to ask -- I just want to follow up on something you were asked earlier.

Can you turn to page 26 of our material, please.  And this is also a page from the -- it happens to be page 26, as it happens, of the most recent OPG business plan.

Have you seen this before?

MR. DANE:  Yes, we have.

MR. SHEPHERD:  Okay.  So what it appears to show -- and tell me whether this is right -- is that from today nuclear generation is expected to go down with one little blip from now until 2030, right?

MR. COYNE:  Well, I think the chart speaks for itself.  There's a decline when Pickering goes offline, and then that's offset by some increase when the Darlington refurbishment comes online.

So is your question is there a net decline from 2017 through 2030 in generation?  What is your --


MR. SHEPHERD:  Yes.

MR. COYNE:  -- specific question?  Yes, the chart would show that.

MR. SHEPHERD:  Okay.

MR. COYNE:  That's generation with the -- yes.

MR. SHEPHERD:  So now what you've said is that the operative metric is not generation, it's not terawatt-hours, it's dollars, right?

MR. COYNE:  The metric we have used there is assets --


MR. SHEPHERD:  And that's --


MR. COYNE:  -- and that's because of the financial risk associated with those assets.

MR. SHEPHERD:  Well, okay.  But it's not -- assets can be dollars or they can be megawatts, right?

MR. COYNE:  No --


MR. SHEPHERD:  So you're talking --


MR. COYNE:  -- assets are dollars.

MR. SHEPHERD:  Okay.  So what you said is because it's the dollars you have to finance then if the dollars are going up then your risk is going up, right?  For nuclear?

MR. COYNE:  Yes, your financial exposure to those -- to your overall asset profile is increased as a result of those risks, yes.

MR. SHEPHERD:  Now, is it not also true that the megawatts are relevant?  That if your mix of megawatts between hydroelectric and nuclear changes that will also affect risk, right?

MR. COYNE:  It does.  It changes your operating profile.

MR. SHEPHERD:  Okay.  And so if the megawatts of nuclear are going down, which they clearly are, then doesn't that mean that the risk -- in the longer-term the risk associated with nuclear is also going down relative to hydroelectric?

MR. COYNE:  It depends on what's happening to your investments at the same time, and when those megawatts fall off, for example, in the case of Pickering, your dollars at that point in time are continuing to increase, and my recollection is they continue to increase over this entire period of time, so it depends on what's going on with your dollars at the same time.

You have -- you now have decommissioning responsibilities for Pickering once you get to end of life, so there will be a question as to whether or not the decommissioning funds that you've set aside are adequate at that point in time and you'll have a better window in terms of whether or not that's the case or not once you actually move into decommissioning mode, so you'll have new uncertainties at that period of time that are unique to nuclear technologies.

MR. SHEPHERD:  And so you're saying that you'll be able to come back in 2026 and say, no, we need to thicken the equity again now because we closed Pickering, right?

MR. COYNE:  Well, the -- if you look at the percentage of rate base for the company over time through this period of time it continues to increase, and based on the Board's criteria pertaining to percentage of rate base, which is a sensible one, because it's tracking the dollars, the company's risk continues to increase over this period of time.

MR. SHEPHERD:  Well, it's interesting you say that, because in debt finance and in all finance in fact there's the principal amount, and the number you're talking about is essentially the principal amount that has to be financed, the capital cost, but there's also the revenue side.  And the mix of revenue affects risk too, doesn't it?

MR. COYNE:  Yes, it does.

MR. SHEPHERD:  And if you have a less risky revenue source, then that reduces your overall risk to cover your debt, right, to service your debt?

MR. COYNE:  If you have more certainty around that revenue source then on balance, yes.

MR. SHEPHERD:  All right.

MR. COYNE:  Now, you're talking -- but you were also talking about a period beyond this payment period.  You're out in the 2025 period.  But our primary focus was this payment period, which is the next five years.

MR. SHEPHERD:  So anything in your report that talks about what happens after 2021 we should ignore?

MR. COYNE:  I didn't say that.  But I said our primary focus was this payment period, because that's the period over which this capital ratio is going to be in effect.

MR. SHEPHERD:  I want to move to the IRM question, and you've been asked a number of questions about this, so I'm not going to spend a lot of time on it.  But I take it it's true that you -- your opinion is that IRM is higher risk than cost of service, right?

MR. COYNE:  Generally speaking, yes, and it's not just our opinion.  It's also the opinion of the credit rating agencies.

MR. SHEPHERD:  I understand.  We'll get to that.  And so you're saying that OPG's proposal for IRM for the next five years is inherently increasing OPG's risk.  They've made a proposal to increase their own risk.

MR. COYNE:  In comparison to its prior rate-setting mechanism, yes, it is a riskier rate-setting mechanism insofar as the company is concerned.

MR. SHEPHERD:  And you haven't filed any studies or empirical work that demonstrates that relationship, have you?

MR. COYNE:  We have -- no, we have -- well, we have considerable experience with IRMs here and elsewhere,

and -- but we have not looked -- we have looked at the parameters associated with this plan compared to the prior plans, because that was central to our valuation of the risk that was versus the risk that's going to be.  So both of those factored into our analysis.

MR. SHEPHERD:  Well, you note that you have considerable experience, but so does the Board, right?  And the Board has said on numerous occasions that it doesn't think IRM increases utility risk, hasn't it?

MR. COYNE:  It has.  I'm aware that the Board has reached that opinion insofar as its electric and gas distributors are concerned.  It has not reached that opinion insofar as this company is concerned.  This is its first-generation IRM, so this is whole new territory for the provincial generator.

MR. SHEPHERD:  Can you provide an example anywhere where the credit rating of a utility has been derated because it started IRM?

MR. COYNE:  I have not researched that.  That was not part of our evidence.

MR. SHEPHERD:  Okay.  And you can't think of any?

MR. COYNE:  We -- it's -- well, rating agencies take notice anytime there is a change in regulation in a jurisdiction, and they will look at the specific elements of that plan in order to determine whether or not there has been a fundamental change in risk or not, and then as a result of that whether or not a downgrade or an upgrade is warranted, depending upon the provisions of the plan.  So it's case-specific.

MR. SHEPHERD:  I hear what you're saying, but I guess I'm asking a different question.  Can you give us an example where it actually mattered?  Where the credit rating actually changed because IRM was implemented?

MR. COYNE:  We have not examined that.

MR. SHEPHERD:  Okay.  Would you agree that if an IRM plan is set up to be fair, the risk as between the company and the ratepayers is symmetrical, if it's set up to be fair?

MR. COYNE:  Then that should be a goal of a fair plan, yes.

MR. SHEPHERD:  Okay.  I want to move to the recovery risks.  And again, this has been covered, so I just have a couple of quick questions.

You talked about -- actually, I'm not even going to ask about pension and OPEBs.  We dealt with that already.  Let me ask about the rate smoothing.

The reason why rate smoothing is an issue is primarily because of the risk of non-recovery, right?

MR. COYNE:  There are two elements to it, as we discussed.  One is the cash flow.  You're taking a billion dollars in cash flow from the rate-setting period and moving it to a period down the road, and you don't know exactly when you're going to recover those funds down the road.  And then there's the risk of whether or not they will be recovered down the road, so it's twofold.

MR. SHEPHERD:  Okay.  So on the first part OPG has already filed evidence that they're not concerned that the cash flow is going to hurt them; isn't that right?

MR. COYNE:  I'm not aware of that evidence.

MR. SHEPHERD:  You were taken to it earlier where the ratios, the FFO to interest coverage was shown.  And OPG has made very clear -- and they said, their own management, haven't they, that we're not worried about this, we can handle this; true?

MR. COYNE:  Well, my understanding is that the plan, by virtue of its deferring cash flow, is less credit friendly than it would be if it were recovering on a cash basis over time.  But it has apparently reached the conclusion it can manage this during the rate period.

MR. SHEPHERD:  But you disagree?

MR. COYNE:  No, but it weakens its credit metrics over what it will be over smoothing.  But I understand that the company has taken into consideration impacts on customers and rates and things of that nature, and reached the conclusion that it was a desirable plan.

MR. SHEPHERD:  Now, the opposite effect hasn't been discussed, and I want to ask you about that.

If you don't smooth the rates, if the rates are more volatile, they go up rapidly and then they drop off, isn't there a risk of demand destruction?

MR. COYNE:  Yes.

MR. SHEPHERD:  Isn't that in fact a bigger risk than deferring and smoothing the payments?

MR. COYNE:  That would be a complex analysis.  You would have to look at the customer base of OPG, and how sensitive they are to fluctuations in rates.  So that would be -- you'd have to do a considerable amount of analysis just to begin to offer an opinion on whether or not the demand impacts would be offset, would be so significant as to respond in the way you suggest to those rate increases.

MR. SHEPHERD:  In fact, in your study, you didn't look at demand destruction at all, did you?

MR. COYNE:  No, that was not the purpose of our analysis.

MR. SHEPHERD:  Okay.  I want to turn to your proxy group, right on schedule, and I want to ask a couple of general things about this before we get into some details.

You said earlier today -- and I wrote down the exact words -- reliance on proxy groups is important because it is market-based.

And you said yesterday at page 156 of the transcript, market-based data about a comparable capital structure for this case, and you were talking about why it's useful.  And you would agree with that, right?  The whole point of you having a proxy group is to have market based data, right?

MR. COYNE:  It gives us a benchmark, yes, and these are companies that are raising capital in markets, and it shows that they're able to do so on reasonable terms to sustain their operations, which are the goal of any regulator and also consistent with the goal of the return standard.

MR. SHEPHERD:  That's what I thought, too, and I'm a big believer in empirical analysis.

But then you said -- and maybe this is in your report. I'm sure it is and I just missed it -- that you only used the regulatory allowed equity thickness for the regulated components of these companies, and you did not use their actual equity thickness at all, did you?

MR. COYNE:  No, we used their allowed, because that provides the opportunity for that company to earn its allowed return.  It may choose to manage its balance sheet in a manner that's different than it's allowed, but it's what the regulator provided to the company in terms of it's an opportunity to structure its balance sheet and earn its return.

MR. SHEPHERD:  How does that test what the market says about equity thickness?

MR. COYNE:  It sends a powerful signal to the market in terms of the latitude the company is being allowed, in terms of maintaining its financial integrity.

It sends a message to debt investors.  They look at a lot of equity ratios, credit rating agencies, equity investors.

MR. SHEPHERD:  Sorry, I've worded my question poorly.  How does a list of allowed equity thicknesses help this Board understand what the market says is the appropriate level of equity for these types of company?

MR. COYNE:  It's straightforward, because those allowed equity ratios are allowing those companies to maintain credit ratings that are comparable to OPG's, and therefore -- and also allow them to maintain their operations and raise the capital they need to sustain operations.

So it's evidence of an action that a regulator has taken that these utilities are able to use to raise the capital they need for their operations.  So this regulator can look at these other companies and find evidence of companies that are operating in these market with those equity ratios and are able to do what they need to do to provide safe and reliable service.

MR. SHEPHERD:  But you don't know what the real equity thickness is of any of these companies, do you, because you haven't studied that.

MR. COYNE:  It wasn't the purpose of our analysis. We're looking at the allowed.  We're looking at a benchmark of other companies, comparably situated companies in terms of what their regulators have allowed them.  That was the very scope of our work.

MR. SHEPHERD:  All that tells me is what other regulators do.  It doesn't tell me anything about what the market does.  It doesn't even tell me what the companies do.

MR. COYNE:  It tells you that when you look at these companies and look at the credit ratings they're able to maintain, that they are able to satisfy their financial needs to raise the capital they need to sustain their operations.

So that's the market test associated with the allowed equity ratio.  Otherwise, you'd have credit ratings that wouldn't have allowed -- that wouldn't have put them on our screen.  If they were insufficient allowed equity ratios, they wouldn't have passed our screening test.

So it gives you a market test that otherwise this regulator wouldn't have.

MR. SHEPHERD:  It's interesting you say that, because I would have thought that it tells you none of those things, and the reason is because when those companies go out to the market, the market is not looking at their allowed ROE, their allowed equity thickness.  They're looking at what their actual equity thickness is, isn't that right?

MR. COYNE:  They may look at both, but they're certainly looking at the allowed.

MR. SHEPHERD:  So how many of the distributors in the province of Ontario, who have 40 percent allowed equity thickness, do you think have a 40 percent actual equity thickness?

MR. COYNE:  I don't know the answer to your question.

MR. SHEPHERD:  How many of your proxy group have an actual equity thickness that is even close to the allowed equity thickness?

MR. COYNE:  I suspect most are.

MR. SHEPHERD:  But you haven't studied that, and you don't know?

MR. COYNE:  I haven't studied that for this case.

MR. SHEPHERD:  Okay.  But?

MR. COYNE:  Did I miss part of your question?

MR. SHEPHERD:  No.  I asked if you studied it and you said I haven't studied it for this case.  So have you studied in some other way?

MR. COYNE:  Oh, yes, we've looked at those issues in the past.

MR. SHEPHERD:  So you can tell us, you can find out then -- you have a study somewhere that says if allowed is X, then actual equity thickness will be within 8 basis points?

MR. COYNE:  No, I did not say that and I have no such study.  We have looked at in the past, and when you look at the actual equity ratios for any one of these companies, you will find adjustments that need to be made between their regulatory and actual capital structures, depending upon how leases are treated and things of that nature, if there's goodwill there or not that needs to be accounted for.  It becomes quite complex.

MR. SHEPHERD:  I understand lots of things in this are Complicated, but we're still trying to understand it.

MR. COYNE:  That's why we look at the allowed; it's cleaner.  We know for a fact what the regulator has allowed these companies.

If you want to express them on an apples to apples basis in terms of all the those adjustments, it would be quite an undertaking.  But I think you'd find that most of these companies are close.

MR. SHEPHERD:  I want you to turn, if you could, to page 22 of our material.  This is an excerpt from Exhibit 2 of your report, right?

MR. COYNE:  Yes, I see that.

MR. SHEPHERD:  Okay.  So if you go to the second page, which is page 23 of our material, EMA is Emera?

MR. COYNE:  Yes.

MR. SHEPHERD:  Am I correct that the average equity thickness for the two U.S. components is 49.5 percent, but for the Canadian component, it's 37.5 percent?

MR. COYNE:  You're taking the average of main public service and Emera?  Yes.

MR. SHEPHERD:  If you go to the next page which is Fortis, which is the only other Canadian company, Fortis has three entities in the U.S. and five in Canada.

Will you agree that the average equity thickness for the Americans ones is 47 percent, and for the Canadian ones, it's 41 percent?

MR. COYNE:  That looks about right.

MR. SHEPHERD:  So you did a report in May 2015, which is in on page 28 of our materials, which talks specifically about ROE and equity thickness in Canada and the U.S. for gas and electric utilities, right?

MR. COYNE:  We did.

MR. SHEPHERD:  Okay.  And you wrote this, right?

MR. COYNE:  I was co-author with John Trogonoski.

MR. SHEPHERD:  Awesome.  So on page 28 of our materials, the first page of your report, it says:

"While authorized ROEs have converged between the two countries, the authorized common equity ratios have not."

And then you cite the differences in 2014 for gas distributors, 39.3 in Canada and 51.9 in the U.S., and for electricity distributors, 40 and 50.1, right?

MR. COYNE:  Are you in the 2016 report or the 2015 report?

MR. SHEPHERD:  This is the one I had.

MR. COYNE:  Which one is that?

MR. SHEPHERD:  This is 2015.  It's right there.  It has the date right on --


MR. COYNE:  I want to make sure I'm with you.

MR. SHEPHERD:  Hasn't changed in 2016, has it?

MR. COYNE:  Yes.

MR. SHEPHERD:  It has changed.

MR. COYNE:  The data is updated in 2016.

MR. SHEPHERD:  And it's still 10 percent difference, isn't it?

MR. COYNE:  For which group?

MR. SHEPHERD:  You know what?  Page 29 is a list, right?  It's your list, right?  So that list shows that for gas distributors the average is 40 and the median is 39.5 in Canada, and the average and median in the U.S. is a little more than ten points higher, similarly with electric distributors.

The results would be roughly the same in 2016, right?

MR. COYNE:  They don't change materially year to year.

MR. SHEPHERD:  All right.  So I looked at that, and at the examples in your own proxy group, the two Canadian companies, where you can make the example, and also I looked at your 2007 report to this Board, which has been put to you already, in which you said in fact this 10 percent difference has been fairly consistent and it continues to be, right?

MR. COYNE:  As measured on this basis, yes, between regulated distributors, yes.

MR. SHEPHERD:  And that's been true -- and transmitters as well, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  And that's been true for at least the last ten years pretty well consistently.

MR. COYNE:  I'd say generally speaking, yes.

MR. SHEPHERD:  All right.  So you haven't looked at whether that same thing is true in generators, have you?

MR. COYNE:  You can't.

MR. SHEPHERD:  You can't.

MR. COYNE:  No.

MR. SHEPHERD:  And the reason is because of generation mix.

MR. COYNE:  Well, no, you don't have regulated generators in --


MR. SHEPHERD:  In the U.S.

MR. COYNE:  -- North America other than OPG.  It is an exception to the rule.  We know it's riskier than the distributors, but there isn't a comparable group other than the merchant generators that have returns that are much higher than the ones that we're talking here.

MR. SHEPHERD:  All right.  So the reason I ask this is because you've said while the average and the median for the U.S. group are 49 percent, and so therefore that should be the minimum for OPG, but I would have thought you'd have to take a 10 percent reduction and say the minimum is 39 percent.

MR. COYNE:  Perhaps one might use that logic if one was comparing a 100 percent generation group to a likely situated generator in Ontario.  But that's not the case.  We're looking at a group of distributors and vertically integrated companies for whom generation is a minority of their business, versus for OPG it's a majority of their business.  That's why we reached the opinion that it would be a minimum based on that proxy group.

MR. SHEPHERD:  Because they're less risky because they're wires business mostly, right?

MR. COYNE:  Correct, yeah.

MR. SHEPHERD:  So --


MR. COYNE:  There's two factors going on in that case.  The risk profile of the company and whether or not any adjustment would be necessary for Canadian versus -- for Canadian versus U.S. standards in that regard.

But if we were to regulate OPG or if this Board is to regulate OPG on a standalone basis, we felt as though no such adjustment was necessary.

MR. SHEPHERD:  How was your proxy group similar in risk if you're saying now it's not?

MR. COYNE:  Similar in a sense that these companies on nuclear and hydroelectric generating assets, but they have less of them than OPG does --


MR. SHEPHERD:  So then --


MR. COYNE:  -- so it gets us into the risk spectrum that an investor would use to compare OPG for that reason, but they're at the upper end of that risk spectrum.

MR. SHEPHERD:  But what that would tell me -- and tell me whether I'm missing the point here somehow, and I'm sure you will -- that if these U.S. mostly wires businesses average 49 percent equity thickness, a comparable set of similar companies in Canada would be 39 percent, and OPG should be something slightly higher than that; isn't that right?

MR. COYNE:  Yes, yes, and no.  OPG is considerably different than any distributor in either the U.S. or Canada.  It's unique in that, as I've mentioned, in that it's 100 percent generator and it has a very significant nuclear practice -- nuclear generation fleet and it's under construction and refurbishment.

So it is unlike any other North American regulated utility.  It is riskier than any other North American regulated utility of those in our proxy group that we have considered and I would suspect probably beyond that.

MR. SHEPHERD:  I agree with you 100 percent, and that's the -- that -- but what I conclude from that is that your proxy group has no use to the Board at all, it has no value whatsoever, because it's simply not similar to OPG.

MR. COYNE:  We would disagree completely.  What it does show is the minimum level of equity ratio that's appropriate for OPG --


MR. SHEPHERD:  Can you -- sorry, go ahead.

MR. COYNE:  And that is the -- that's the basis for us reaching the 49 percent.  It's clear that it's a riskier entity than the proxy group on average.  And so that's why we characterize our recommendation as a conservative one to go from 45 to 49 percent.  It would at least put it at the average for this proxy group, which is a less risky business in aggregate than is OPG.

MR. SHEPHERD:  You have strong data that shows that Canadian regulators allow about 10 percent less equity thickness than U.S. regulators across the gas and electric industry, don't you?

MR. COYNE:  First of all, the data is -- on the Canadian side includes some Crown Corps that we wouldn't include in that proxy group for that purpose.  So your 10 percent difference is based on a mix of companies that have different risk profiles and ownership profiles.  So I wouldn't take that as the -- a characterization of that difference on a proper basis, but --


MR. SHEPHERD:  That's the only evidence you have, right?

MR. COYNE:  Pardon me?

MR. SHEPHERD:  That's the only evidence you have of the difference between Canada and U.S. equity thickness.

MR. COYNE:  I haven't attempted to present evidence here in that difference is a basis for opinion, so that was not the basis of our recommendation, it was this proxy group specifically.

This is a general report that attempts to report as broadly as possible allowed equity ratios and ROEs for distributors that are gas and electric of all mix and kinds.  We're not attempting to establish a proxy group.  Otherwise, we would just take this report and say, OEB looks about like this against this universe, but that wouldn't be very sophisticated.  We can do better than that.

MR. SHEPHERD:  How did you adjust your recommendation for the differential between Canada and U.S. equity?

MR. COYNE:  We did not make an adjustment for the difference between Canada and the U.S.A.  This Board -- if I may complete my answer, this Board has found in the past that it finds the use of U.S. proxy groups to be useful when it comes to purposes of setting cost of capital, and because the risk differences between OPG and this proxy group are so substantial we did not feel as though any such adjustment would be necessary or appropriate.

MR. SHEPHERD:  So the basis of that is that this Board has determined that the U.S. proxy groups are indicative of Canadian equity thickness?

MR. COYNE:  I didn't say that.  I said that --


MR. SHEPHERD:  That's what I'm trying to understand.

MR. COYNE:  Well, what this Board has said in the past is that it finds that U.S. data and the utilization of U.S. proxy groups provides valuable information for these types of determinations, to paraphrase, and we find it valuable as well, just as Dr. Villadsen did in her work --


MR. SHEPHERD:  See, I'm looking --


MR. COYNE:  -- and if the Board were to decide, for example, that, thank you very much for this proxy group analysis, we would rather rely on our own opinions in the past, it could look at its own determinations in the past for OPG and say, we found it to be this risk with this portfolio, we see this portfolio of assets is changing over time, and make the determination on that basis.

So we've given the Board three different ways to look at this.  It's not just exclusively the proxy group analysis.  For us it informs the minimum, and that's how we reached our recommendation.

MR. SHEPHERD:  See, I'm looking at your list of equity thicknesses, your common equity ratios, in your own report, and it shows pretty clearly that this Board doesn't allow equity thicknesses anywhere near the U.S. averages.  It just doesn't, right?

MR. COYNE:  It allows 40 percent for electric distributors and less than that for the gas distributors.  It has found OPG in the past to be riskier than either group, and we agree with that.

MR. SHEPHERD:  But your proxy group says 49 percent, and if we compare that to what the Board says for wires businesses, I would have thought there should be an adjustment.  I don't understand why you wouldn't adjust.

I understand that you might not make it 10 percent; I get it.  But to have a zero adjustment when you know that there is this obvious difference, I don't understand that.

MR. COYNE:  We're using the mean of the proxy group for a company that's riskier, and it is also the case that these companies are awarded higher ROEs than OPG would not attempted to increase that capital structure as a result of that, because that adjustment would also be required.

We're attempting to provide a reasonable benchmark to this Board for purposes of determining an appropriate capital structure for a company with this risk profile that operates in a North American market when it comes to debt securities.

MR. SHEPHERD:  I wonder if you can turn to page 10 of our materials?  This is the most recent DBRS report on rating OPG.  That's page 10 of our materials.

MR. DANE:  We have it.

MR. COYNE:  In your materials are excerpts.  In our full materials, we have the full report, so I would like to look at both.

MR. SHEPHERD:  Okay.  I didn't want to make the materials look -- so I'm starting with DBRS, and what DBRS determined on April 25, 2016 -- tell me whether this is right -- is that they confirmed the rating of OPG as A-low with a stable trend, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  What does stable trend mean?

MR. COYNE:  It means their view is that there are no fundamental changes today that caused them to change their evaluation of the risk of the company, and therefore its credit rating.

MR. SHEPHERD:  Doesn't it also say there is nothing they see -- in the information they have today, there is nothing that looks like it will affect the credit in the future.  Isn't that right?

MR. COYNE:  No.  They list a host of factors that would affect risk in the future, a consideration of strengths and challenges; that's not all that they say.

MR. SHEPHERD:  We'll come to that.  Now in this rating analysis, still on page 10, they talk about the significant execution risk as well as potential for cost overruns in the Darlington refurbishment, right?

MR. COYNE:  Which paragraph?

MR. SHEPHERD:  Second paragraph.

MR. COYNE:  Beginning with "the province"?

MR. SHEPHERD:  Yes.

MR. COYNE:  I see that.

MR. SHEPHERD:  So they knew about that risk, right,  when they wrote this?

MR. COYNE:  Yes.

MR. SHEPHERD:  Then on the next full paragraph starting "OPG plans", it says that they're going to have a five-year rate application with IRM.  So they knew about that when they did this?

MR. COYNE:  Yes.

MR. SHEPHERD:  And they say and you know, profitability could continue to be challenged.  So they knew there's going to be demands on OPG to be productive, right?

MR. COYNE:  Could you repeat your question?  They knew?

MR. SHEPHERD:  They knew there will be demands on OPG to be more productive, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  This isn't the first time, by the way, they've been pushed to be m ore productive.  You made a comment earlier that this is the first time they'll have some productivity factor.  That's not actually true, is it?

MR. COYNE:  This is the first time they will have a formal IRM.

MR. SHEPHERD:  But they have in fact been pushed hard by this Board to be more productive in past cases, haven't they?

MR. COYNE:  Yes.

MR. SHEPHERD:  They've had disallowances in fact, where they had a budget and the Board said no, no, no, find a way to get it down, right?

MR. COYNE:  I'm aware they've had disallowances in the past, and I believe this Board has pushed the company to be more productive.  The difference is that now it's a five-year period where they'll be staying out, except for the mid year if it's approved.

There is no nuclear operator in our proxy group that has a plan that looks like this.  This is riskier than any plan that any one of the nuclear operators in our proxy group will be operating under.

This is a departure in the industry, to be operating under an IRM for a nuclear operator in North America.  This is a very significant departure, both for OPG and within the industry on this continent.  That shouldn't be dismissed as something that's insignificant.

MR. SHEPHERD:  I would have thought that -- just putting my OPG hat on, which is sort of fun, I would have thought that knowing with certainty what your rates trajectory is for five years is an advantage to management. It gives you a benefit, doesn't it?

MR. COYNE:  Are you speaking to the hydro plan or the nuclear plan?

MR. SHEPHERD:  Both.

MR. COYNE:  Well, if you break it down to the hydro plan, they will not know with certainty because they will not know what I is.  Of course, that will change over time. But yes, they will have -- they will be able to project what inflation is and it will give them a target, and yes, that can be an empowering thing for management.

But there may be some things that occur to the company operationally that they're just forced to live with for a five-year period, and that has not been the case in the past.  So that increases the company's risk profile, to live under that type of spectrum.

On the nuclear side, it will have -- if approved by this Board, it will have a forecast of costs.  But forecasts can go wrong, and the company is at risk of whether or not those forecasts do go wrong, unless it's covered under one of the variance accounts.

MR. SHEPHERD:  Of which they have many.

MR. COYNE:  Yes, but others in the proxy group also have many.  The difference is they're operating under an IRM and there is no company in the proxy group that has that degree of risk over this five-year period that we're aware of.

MR. SHEPHERD:  If the IRM for hydroelectric was a 10 percent increase per year, would you agree that reduces OPG's risks?

MR. COYNE:  If it were -- if they had a rate increase that were 10 percent a year.

MR. SHEPHERD:  For five years.

MR. COYNE:  For five years, I would say given inflation expectations, yes.

MR. SHEPHERD:  So it's really about what the IRM plan says, isn't it?

MR. COYNE:  Very much.  It has to do with the how the parameters are set.

MR. SHEPHERD:  IRM by itself doesn't increase risk, does it?

MR. COYNE:  Well, you've read in these reports in the credit rating agencies that about as far as they'll go is that they're risk neutral if they're symmetric, and they're fair in the shorter term.  We don't know what the result of this proceeding is yet in that regard.  We do know it will be a five-year program, at least as approved and as proposed.

If approved as proposed, it will be a five-year program.  So that gets to the point where the credit agencies gets nervous about the risk, and for good reasons because a lot of things can happen in five years that you're not as concerned about in a two-year window.

MR. SHEPHERD:  It's interesting you say that because, of course, DBRS didn't change the rating, did they?

MR. COYNE:  They did not, but they list the challenges on the next page.

MR. SHEPHERD:  They did.  And the strengths.

MR. COYNE:  Yes, they do.

MR. SHEPHERD:  Is there some reason to believe that those are going to change, or that they have changed in the past?  To my mind, these are the same strengths and challenges that they've had in the last ten years, right?

MR. COYNE:  No, I think what's different is they are now in the -- they've moved into the implementation phase on the DRP.

MR. SHEPHERD:  Like the Niagara Tunnel?

MR. COYNE:  For the DRP.

MR. SHEPHERD:  Like the Niagara Tunnel?  When they started the Niagara Tunnel project, were they derated?

MR. COYNE:  I don't believe they were, no.

MR. SHEPHERD:  No.

MR. COYNE:  And they're not here, and that's not our opinion.

MR. SHEPHERD:  Well, if DBRS says after all these bad things are happening and all these risks, yes, you're still just the same level as before, why would the Board believe you instead of DBRS?

MR. COYNE:  The purpose of the credit rating agency is based on what they know today, they render their opinion.  They can update their opinion tomorrow depending upon the outcome of this proceeding.

We're trying to set an equity ratio for five years.  We will not have the luxury to come back to this Board in six months and say we have new information, and we have changed our opinion.

The credit rating agency can issue an opinion on a daily basis if they wish, as they monitor these events.  The cost of capital in this proceeding is a five-year forward-looking cost of capital.  That's not what the credit rating agency is doing.

MR. SHEPHERD:  Can you look at page 13 of our materials?  This is still in the same report, and it talks about the impact of regulation on then rating.

I want to draw you to two things.  First, there is a bullet that says, "In September 2015", blah, blah, blah, "the disallowance of compensation was affirmed by the Supreme Court."  Was OPG derated at that point?

MR. COYNE:  No.

MR. SHEPHERD:  And then the next one down is the Board's decision in -- I think it's 2013-0321, actually, where it says:

"The OEB issued its decision on OPG's application for payment amounts."

That's, I think, 0321.  And the last bullet is:

"Deemed capital structure of 55 percent debt, a change from 53 percent debt."

And were they derated then?

MR. COYNE:  They were not derated, no.

MR. SHEPHERD:  No.

MR. COYNE:  And let me be clear that, you know, our -- the intent of our testimony here isn't to try to predict whether or not OEB will or will not be derated.  The intent of our report is to determine an appropriate equity ratio for the company on a going-forward basis.  We're not trying to second-guess what the rating agencies will do insofar as the credit rating is concerned.

But even if they are -- even if their credit rating stays the same, that does not mean that the risk of the company has stayed the same, nor that their cost of capital is the same, debt or equity.

MR. SHEPHERD:  All right.

MR. COYNE:  And by the Board's own standards, it has evaluated its risk as changing in the past based on a change in its nuclear and hydroelectric asset mix, so by its very own standards its risk profile is changing.

MR. SHEPHERD:  You'll agree with me, Mr. Coyne, that the Board has generally been loath to change equity thickness unless there was a significant change in risk, right?

MR. COYNE:  Yes, and there is one here, and as they found that it met that threshold when they changed its equity ratio from 47 to 45 percent.

MR. SHEPHERD:  Okay.

MR. COYNE:  This is a more material change in that risk in this case.

MR. SHEPHERD:  So my last area is the Standard & Poor's rating, which is -- you find the text at page 16 of our materials.  And the outlook is stable -- has the same meaning at DBRS; is that right?

MR. COYNE:  Yes.

MR. SHEPHERD:  Okay.

MR. COYNE:  After the downgrade, yes.

MR. SHEPHERD:  And so this downgrade is not because of OPG.  This is a downgrade because of the province, right?

MR. COYNE:  Yes.

MR. SHEPHERD:  And so they in fact say throughout this report that OPG's risk hasn't changed, it's the province's risk that has changed, right?

MR. COYNE:  They say the downgrade follows that on the province of Ontario specifically, yes.

MR. SHEPHERD:  All right.  And so if you go to page 17 of our material, you talk -- they talk about their base case scenario, and they say in the second bullet there:

"The Ontario Energy Board, the provincial regulator, will continue to operate in a transparent, stable, and predictable manner."

So am I right in taking from that that S&P looks at how this Board has regulated OPG up to 2015 as being a transparent, stable, and predictable manner; is that fair?

MR. COYNE:  Well, they say our base case assumes the Ontario Energy Board, the provincial regulator, will continue to operate in a transparent, stable, and predictable manner.  So by virtue of "continue" I assume that it said it has so in the past and they assume it will continue in the future.

MR. SHEPHERD:  And if you go to the last bullet in that section it says they're assuming that the Darlington refurbishment project will incur no material delays and cost overruns, right?

MR. COYNE:  They assume that --


MR. SHEPHERD:  So --


MR. COYNE:  -- base case.

MR. SHEPHERD:  -- they're saying no risk yet, or not enough risk to matter yet, but we're watching, and if this project starts to go down the tubes then we're going to act; is that fair?

MR. COYNE:  No.

MR. SHEPHERD:  No.  Okay.  Then could you characterize it?

MR. COYNE:  Well, you're talking about the base case assumes, and if you look at the rationale they talk about many other things other than what they're assuming in the base case.  Our assessment up above:

"OPG's financial risk profile is unchanged at aggressive."

Okay?  It is aggressive to begin with.  The company:

"We expect the company to continue with a number of projects that require significant capital spending, about 1.6 billion per year over the next two years, including the Darlington nuclear facility refurbishment plus additional maintenance capital which pressure the credit metrics."

So --


MR. SHEPHERD:  And they didn't do anything about it?

MR. COYNE:  They're watching it --


MR. SHEPPARD:  Here's all the risks.  We're fine with it as it is.

MR. COYNE:  Well, no, they've downgraded the company.  They're not saying we're fine with it as it is, we're saying based on what we know today we will downgrade to this level.

MR. SHEPHERD:  That's not -- I just asked you that question.  They did not downgrade them because of OPG at all, did they?

MR. COYNE:  I did not say that.

MR. SHEPHERD:  They were downgraded because of the province.

MR. COYNE:  I did say that.

MR. SHEPHERD:  And not because of OPG's credit metrics.

MR. COYNE:  That was not your question.

MR. SHEPHERD:  Well, the transcript will say it.

MR. COYNE:  Well, why don't we -- if you would restate your question, let me see if I can clarify.

MR. SHEPHERD:  Do you believe that S&P downgraded OPG because their credit metrics had weakened?

MR. COYNE:  No --


MR. SHEPHERD:  Standalone credit.

MR. COYNE:  -- no, they downgraded them as a result of the province.  But what I was taking issue with was your assertion that everything is fine, there's no concern.  They point to the concerns associated with its capital spending and the Darlington program specifically, and it's watching those.  It has no -- it has -- you know, the outcomes from this proceeding will be determinative for the credit rating agencies in terms of how they view these risks on a going-forward basis, and they have no way to know what the outcome of this proceeding will be.

MR. SHEPHERD:  Take a look at page 18.  They talk about -- and you describe -- a stable outlook is but they describe it somewhat differently:

"The stable outlook reflects our view of the triple B minus SACP on OPG that we do not expect the likelihood of government support to change.  A one-notch deterioration would not change the final rating."

And then they go on to talk about upside.  And they say -- and let me actually deal with downside first.  The upside doesn't matter so much in this case:

"We believe a negative rating action on OPG is highly unlikely in the next 24 months."

Isn't that right?

MR. COYNE:  Yes.

MR. SHEPHERD:  Now -- and what -- they've actually told us what would make them rethink that:

"If we expect an AFFO to debt to fall below 9 percent for several years."

Right?

MR. COYNE:  I'm sorry, where are you reading now?

MR. SHEPHERD:  That's the second -- the third and second-last line of that section, "downside scenario".

MR. COYNE:  Yes.

MR. SHEPHERD:  Do you see that?

MR. COYNE:  Yes, I see that.

MR. SHEPHERD:  Okay.  You've seen the credit metrics that OPG provided to you.  They don't include an AFFO to debt, but AFFO to debt is not going to go below 9 percent at any time in the foreseeable future, is it?

MS. LONG:  Mr. Shepherd, while they're caucusing, can I ask for a time check?

MR. SHEPHERD:  That's my last question.

MS. LONG:  Oh, okay.

MR. SHEPHERD:  Unless the answer is surprising.

MR. COYNE:  We have no reason to assume that it will fall below 9 percent, if that's the thrust of your question, that would cause that downgrade.

MR. SHEPHERD:  Thank you.  I have no further questions.  Thank you.

MS. LONG:  Thank you, Mr. Shepherd.  That concludes today.  We will hear from Energy Probe tomorrow, and tomorrow we're going to have a late start at 9:45 tomorrow morning.  Thank you.
--- Whereupon the hearing adjourned at 4:40 p.m.
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