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Monday, June 16, 2008

--- Upon commencing at 9:34 a.m.


MR. KAISER:  Please be seated.  

Procedural Matters:


MR. KAISER:  Mr. Penny, we were reviewing the schedule for argument, which we discussed last day.


MR. PENNY:  Yes.


MR. KAISER:  And thought we would give you until July 4th to file, which would mean you don't have to work over the holiday, and then of course it will be two and two after that, just as we discussed last day.


MR. PENNY:  Yes.  I was looking at that, too, and was wondering about it.


I guess it seems unlikely that we would finish all of the evidence this week, but -- I think it is possible, but it seems unlikely.


MR. KAISER:  Well, on that, I'm glad you reminded me.  We have set aside Monday and Tuesday, so the Panel is available.


MR. PENNY:  That's excellent.


MR. KAISER:  If it's necessary.  Of course we hope it won't be, but if it is, we will be here.


MR. PENNY:  Thank you.  


I will say, just before we carry on with the evidence, that we filed answers to three interrogatories this morning, J5.9, J11.1 and J11.2.


MR. KAISER:  I think we had just finished with Mr. Buonaguro and, Mr. Faye, I think you are on deck.

ONTARIO POWER GENERATION - PANEL 10, RESUMED - COST OF CAPITAL

Kathleen McShane, Previously Sworn
Cross-examination by Mr. Faye:


MR. FAYE:  Thank you, Mr. Chair.


MR. FAYE:  Good morning, Ms. McShane.


MS. McSHANE:  Good morning.


MR. FAYE:  I have a few questions that I will ask and if there is no objection, Dr. Schwartz will ask you a few of the more involved questions on cost of capital that he is much more qualified than I to put to you.


For those who weren't here last Friday, I do have some of our document briefs.  If they want a copy, it's sitting right there.


I would like to start by just revisiting a topic from last Thursday that dealt with the risk that OPG operates under.  Following a discussion with Mr. Kaiser on regulatory risk, you concluded that it was not the biggest risk facing OPG.


Do you recall that?


MS. McSHANE:  Yes.


MR. FAYE:  I think you went on to say -- and I will just quote from the transcript of that day, page 106, and I will read it to you.  You said:

"Well, to me, the biggest risks for OPG are the production risk, the operating risk on the nuclear, the decommissioning liability recovery risk, and, thirdly, the fact that there aren't any real monopoly operations."


Do you recall that?


MS. McSHANE:  Yes.


MR. FAYE:  That's an accurate transcript of what you said?


MS. McSHANE:  Yes.


MR. FAYE:  The first question I have there is, if I parse those out just by the comments, I get four.  Did you mean that the operating risk on nuclear and the decommissioning liability recovery risk were the same thing?


MS. McSHANE:  No.


MR. FAYE:  It should say:  And, fourthly, the fact that there aren't any real monopoly operations? 


MS. McSHANE:  Yes.


MR. FAYE:  If I take those one at a time, the production risk, do I understand that to be the risk that OPG won't produce and sell the amount of energy that it forecasts it will in the application?


MS. McSHANE:  It includes the risk that the plants won't be available as forecast and that the costs incurred to bring plants back on line might be higher than forecast.


MR. FAYE:  Is there a price component in there?  Is there both a quantity and a price component, or are you just talking about the quantity of production that may or may not be produced?


MS. McSHANE:  Well, there is -- there's a quantity and there's a price associated with -- and the price itself reflects the costs that have been forecast.


So it is a price times volume impact on the return.


MR. FAYE:  I guess what I was getting at is Mr. Rupert had a short discussion with you around the uncertainty of price, and I think what I gathered from your response was that price was not certain on these prescribed facilities.  Did I get that right or wrong?


MS. McSHANE:  I'm not quite sure, in the context of your question.  It's not so much the market price.  It's the price that the Board sets for the output, and that price is based on the costs that are forecast.


So if the OPG produces less than forecast or incurs costs that are more than embedded in the price, then there will be a negative impact on the return.


MR. FAYE:  Okay, all right.  So the main uncertainty is around the quantity of production, and you could agree 

-- I think you have just agreed that the price of production is set.  The price that they're going to get, in return for giving that energy to the grid, is set by the Board, and there is no uncertainty around that?


MS. McSHANE:  There is no uncertainty around the price.  There would be uncertainty around whether the costs actually incurred reflect -- are reflective of the price.


MR. FAYE:  Okay, good.  Another comment that I would like to explore a little bit, it's on page 2 of our document brief, and that's page 59 of your evidence.


That has to do with the notion that OPG's prescribed facility production may not get dispatched, and at the bottom of the first paragraph on page 59 --


MR. PENNY:  Mr. Chairman, I hate to interrupt.  I was just thinking I'm not sure this brief was given an exhibit number, so I thought --


MR. FAYE:  Very good. Yes, you're --


MR. PENNY:  Maybe so we know what it is we're referring to, we should have an exit number assigned.


MR. KAISER:  Do we have a number?


MS. LEA:  K12.1, please, and that's the document brief from Mr. Faye.

EXHIBIT NO. K12.1:  DOCUMENT BRIEF OF MR. FAYE.


MR. FAYE:  If I could take you to page 3 of our brief, and that is page 59 of your testimony, at the bottom of the first paragraph there's a statement:

"That risk will rise as additional low marginal cost generation, which can bid below cost and receive a price specified in the power purchase agreement with the OPA, becomes available or demand drops."


I would like to understand just the mechanics of how that occurred or could occur.  Do I understand you to be suggesting that a generator with a power purchase agreement, a guaranteed price for its output, could bid below OPG and, therefore, get dispatched before OPG?


MS. McSHANE:  I understand they can bid below -- below zero.


MR. FAYE:  Okay.  Now, OPG has a similar guaranteed price, does it not?


MS. McSHANE:  Well, it would have a -- excuse me, a regulated price.


MR. FAYE:  Okay.  So regardless of what it bids into the IESO queue, it still gets the regulated price.  It could bid zero and still get the regulated price; is that right?


MS. McSHANE:  If it's dispatched.


MR. FAYE:  What I'm trying to understand is, if OPG is quite free to bid even a negative number, how could it not get dispatched?  It would have to be the lowest in the queue, couldn't it?


MS. McSHANE:  Not necessarily, no.


MR. FAYE:  Okay.  Well, that's what I'm struggling to understand.  How could it be beat in this kind of situation?


MS. McSHANE:  Because the demand would be such that the plans wouldn't be dispatched.


MR. FAYE:  So you're saying if demand fell below the amount of generation OPG had available on the prescribed -- from the prescribed facilities, that it may not get dispatched in that case simply because there was nothing there?


MS. McSHANE:  The demand is low.


MR. FAYE:  Demand is low.  Okay.  I believe Mr. Rodger went through a bit of an analysis of the lowest demand in  -- I believe it was 4 percent of the time, the demand was lower than 13,000 megawatts.  And there was a whole analysis around that, and I believe that you agreed with him that those figures were correct?


MS. McSHANE:  No.  I didn't agree with him that the figures were correct.


I think that there needs to be some further analysis done on the numbers that he provided. 

There were certainly some assumptions that were put in his analysis that seemed to be simplistic, overly simplistic.

MR. FAYE:  So if I take you back to the statement on page 59, then:

"That risk arises additional low cost marginal cost generation, which can bid below cost but receive a price specified in the PPA with the OPA becomes available, or demand drops."
It is the second of that, or demand drops, that you're referring to as the risk.  Is there still a risk in the first part, that someone could underbid OPG?

MS. McSHANE:  Well, I mean, it's the two factors together.  You have to have a drop in demand.  At the same time, if there's more low cost generation available, then the risk is somewhat higher than it would be today.

MR. FAYE:  So both of those events have to coincide, that is demand has to be lower than the total of OPG's prescribed generation output, and there has to be another generator who has a guaranteed price, who is able to bid low in order to get dispatched?

MS. McSHANE:  It doesn't really have to do so much with the guaranteed price, as that there is low-cost generation available.

MR. FAYE:  Certainly not costs below zero per megawatt-hour.

MS. McSHANE:  Sorry.

MR. FAYE:  There wouldn't be low cost generation to such an extent that someone could generate for a negative number.

MS. McSHANE:  That their marginal costs would be below zero?

MR. FAYE:  Right.

MS. McSHANE:  No.

MR. FAYE:  OPG could bid below zero.

MS. McSHANE:  Yes.

MR. FAYE:  So would you agree with me, then, that the prospects of OPG being outbid -- I mean bid lower than a competitor -- is pretty remote.

MS. McSHANE:  It's small.  I don't think that I was trying to make the dispatch risk into a major risk.

My approach was to try to cover all of the factors that affected OPG, whether they were positive or negative.  I think that is the way one ought to approach a risk analysis.

MR. FAYE:  Okay.  Well, then, coming back to the production forecast risk, I think you said that there are two possible components there.  One is that the production won't be available as forecast, and the second might be that the costs incurred to produce that energy might be higher than forecast in the rates application.

 MS. McSHANE:  Correct.

MR. FAYE:  I am just struggling a little bit with the notion that that should be compensated for by a return on equity risk premium.  Why wouldn't that be part of the normal budgeting process at OPG, and sometimes they will be high and sometimes they will be low, but with 40 years of experience with these plants, would you agree that they probably can get the budgets pretty close?

MS. McSHANE:  I think particularly with the nuclear facilities, that they -- the technology and operating risks surrounding those types of plants are such that, while you do your best to try to forecast, that the risks of those plants are inherently higher, considerably higher than other types of plants.

MR. FAYE:  Could I refer you to the document brief, page 4?  This is Exhibit E2, tab 1, schedule 1, page 14 of 28.

At the top of that page is a discussion of planned and forced outage rates that OPG is expecting, and just around line 7, or line 6:

"Similarly, the FLR -–"
That means forced loss rate:

"-- for the combined fleet of nuclear assets is expected to improve, with an anticipated drop from 11.7 percent in 2007 to a target of 4.2 percent in 2009."

This suggests to me that a growing sense of confidence on OPG's part that its units will perform with the reliability that they predict.  Would you agree with that?

MS. McSHANE:  I'm not going to speculate on what their level of confidence is.  I mean if you look at the numbers, I would say that based on the numbers, they're anticipating better performance.

I don't think, having said that, that you can ignore the risks that have been experienced in the past and ignore the accepted view that nuclear facilities are inherently riskier from a production and technology perspective than other types of generation assets.

MR. FAYE:  I think just about everybody would agree with you there.  I think the point is that the costs associated with maintaining those facilities and bringing them back after outages is related to how often they go out of service and what kinds of events cause them to go out of service, and the company, at least from this schedule, appears to be suggesting that they've got this thing under control and that they're not expecting to have the same kind of events as they have had in the past.  After all, they're forecasting a drop from 11.7 percent to 4.2.  That is a very significant drop.  Would you agree?

MS. McSHANE:  I would agree that it is a significant drop.  I don't think that that means the risk has gone away, though.

MR. FAYE:  Okay.  Well, attacking this from a slightly different point of view, then, should the risk be compensated in an equity risk premium?  Or should the risk be taken up in the company's forecasts of how much money it needs in OM&A to keep these units operating?

MS. McSHANE:  I think that when you budget, you budget based on what your best estimates are, based on your experience.  But you have to recognize that the uncertainty around these types of costs is greater than around the costs of other types of generating assets or other types of utility assets, and, yes, I would say that it is something that would be reflected in the cost of capital.

MR. FAYE:  Would you agree that there's probably a deferral account or variance account method to take account of the fact that forecast might be uncertain?

MS. McSHANE:  You're not asking if OPG has a deferral account?

MR. FAYE:  No.  I'm asking would that be an appropriate way to take account of uncertainty in their forecasts?

MS. McSHANE:  I suppose you can have a deferral account for everything.  But I mean it's -- I'm not a big fan of having a deferral account for every risk that a company faces.  I mean they have to have some incentive to operate the company at least for those factors that they can control, not put everything in a deferral account.

MR. FAYE:  Well, it would be open to the Board, though, to establish a variance account that would take into account the fact that some of the forecast may not -- may be more volatile than they would be for, for instance, hydroelectric facilities.  That is a possibility, isn't it?

MS. McSHANE:  Well, I mean the Board can propose deferral accounts, I guess, as well as the company can.

MR. FAYE:  Okay.  Turning to the next risk that was enumerated and that is the operating risk of the nuclear, have we just discussed that?

MS. McSHANE:  Yes.

MR. FAYE:  All the operating risks were the ones we just talked about.

MS. McSHANE:  Yes, we did, and then this whole discussion on your page 5 is about the impacts on the return.

MR. FAYE:  Okay, good.  Then turning to the decommissioning liability recovery risk, Mr. Rupert suggested that the O.Reg. 53/05 provided a complete solution to the recovery of those costs.

Did I understand you to disagree with that suggestion?

MS. McSHANE:  Well, there is a deferral account, which, my understanding is that what the deferral account does is, when there is a change in the reference plan, that allows any additional costs that arise from the change in the reference plan to be captured in a deferral account, and that any revenue requirement impact gets captured in that deferral account.


But there is no guarantee, over time, that the liabilities will be recoverable from ratepayers.


MR. FAYE:  Meaning that the Board has a prudency review of these costs?  Is that the risk there?


MS. McSHANE:  No.  It's not that they have a prudency issue.  It's because the costs won't be incurred for, in many cases, many, many years.  They can change, and there is no guarantee that despite a deferral account, that they will be recoverable from ratepayers.


MR. FAYE:  Okay, I think I understand it.  I think you're referring to the fact that the plants will be, say, stored for 30 years.  Only after that we will we get any experience with what the actual decommissioning costs are.  Is that --


MS. McSHANE:  That's certainly a great part of it.


MR. FAYE:  Okay.  But if we take the assumption that the government continues to own the company, it has legislative authority to pass any kind of regulation it wants, advising the Board to allow the company to recover those costs, 30 years from now, 40, 50 years.  As long as OPG is owned by the government, the risk is very small that the costs will not be recovered?


MS. McSHANE:  I'm not sure I would agree that the risk is small that it wouldn't be recovered from ratepayers.  The costs may well fall on the shareholder.


MR. FAYE:  Even if the shareholder is the government?  You're suggesting the government would bear the costs rather than pass a regulation telling the Board to allow the company to recover the costs?


MS. McSHANE:  It could well do, yes.


MR. FAYE:  Okay.  


MR. RUPERT:  Ms. McShane, can I follow up on that, because I am struggling to understand.  The regulation, as I read it -- this is section 6, subsection 2, paragraph 7.  It is the part that says that:

"This Board shall ensure the balances recorded in the deferral account established under subsection 5..."


Among others, 5.2, which I think is the account that is in question:

"...are recovered on a straight-line basis over a period not to exceed three years."  


And then it goes on to say effectively that the Board's sort of overview here is to make sure the amounts are accurately recorded in the accounts and they appear in the financial statements.


So if that's the case, I'm just not sure I understand, still.  So this seems to operate to say that if there's a change in reference plan, the deferral account, this Board must provide for recovery over a period not to exceed three years, and so the cash will have been raised.  


I'm still not sure I understand how this risk of decommissioning arises, if I am reading this reg correctly to say there is essentially ongoing recovery from ratepayers required.


MR. PENNY:  Perhaps, Mr. Rupert, I could comment on that from the perspective of the company's position, and then Ms. McShane can give her view.  The issue I think that -- of concern in this context is that whatever -- that the reference plan arises out of ONFA.  ONFA is based on a forecast of what some costs that may not happen for 80 years might be.


What we're saying is that, yes, there is -- there are obligations under ONFA which, if there is a change in the reference plan, those dollars go in to the deferral account.  But we don't know whether either the costs -- what the earnings on the fund are going to be for 80 years.  We don't know what those costs might be in 80 years.


So there is what is -- clearly will be, it seems to me, a disjunct between what is -- what is thought to be that cost today and what it actually will be in the future.  I mean, one thing is sure is that assumptions about the earnings in the funds and assumptions about what those costs are going to be are not going to turn up to be correct.


So that's -- I think is the long-term issue.  There are unfunded -- there's the potential for unfunded liabilities in the future, and whether those are or are not caught by ONFA or by a reference plan, we don't know at this point.


MR. RUPERT:  Well, this deferral account covers the liability and changes in the reference plan and the impacts of that.


You have raised the funds that are held, which I understand, I think, except the application of the company, as I understand it, completely ignores those funds in revenue requirement, completely.  Earnings on the fund are completely ignored.


So I am just struggling with the notion that a variability of earnings on the fund is a risk when the company itself has chosen not to have any aspect of that included in the revenue requirement.  So I am struggling with introducing a risk on an item which doesn't appear to be part of your application, if you see what I mean.


MR. PENNY:  Well, that's something perhaps we will address in argument, but I think the quick answer is that, in my way of thinking about it, at least, is that they're not related.  ONFA is an obligation.  What you and I are talking about right now is the means by which you try and fund that obligation.


Yes, it is -- the particular proposal is not tied directly to the earnings on the fund, but whether the fund performs as expected or not is a very material consideration to whether the money will be there at the end of the day.


MR. RUPERT:  Okay, sorry.


MS. McSHANE:  Sorry, and I was going to point you to page 75 of my evidence, which discusses at the outset the regulation as it affects the decommissioning liabilities and agrees that it mitigates the risk, because it requires that the OEB ensure that OPG recover its ONFA-related costs.


But then as Mr. Penny suggested, as time goes on, the decommissioning liabilities grow over time.  The liability gets larger relative to the actual existing production of OPG, and, as he suggested, as well, there is the possibility that the money that has been put aside doesn't end up covering the liabilities that will have to be incurred in the longer time, and there is just simply no guarantee that this long-run risk will be covered off by ratepayers.


MR. RUPERT:  Sorry, Mr. Faye.


MR. FAYE:  Thank you.  My last question on that subject, then.  If one of these reactors was dismantled shortly after it came out of service, would we be able to eliminate that risk -- or not eliminate, but greatly minimize it by establishing what these things do cost to decommission?


MS. McSHANE:  Well, I think you can certainly make your best estimate.  We're still talking about 40 years until the time they're actually dismantled.  They're put in safe storage for 30 years, and then another ten years, until such time that they're dismantled.  At the end of that 40-year period there is a significant -- well, looking at it from the perspective of the 40 years forward, there is still a significant risk, by the time the 40 years are up, that the costs will have changed significantly.


MR. FAYE:  Yes, I understand.  I think what I was suggesting was that there is more than one accepted way of approaching decommissioning.  OPG has chosen the 30-year safe stored method.  Another method is to take the thing out of service when it is finished producing, its useful life, and start decommissioning it, take it apart.  


That has the advantage, would you agree, of some certainty around the costs of decommissioning?  You learn very quickly what it costs to dismantle one of these?


MR. PENNY:  I'm happy to have Ms. McShane comment on that, Mr. Chairman, but just before she does so, I want to make it clear there is no factual basis for the proposition that Mr. Faye has just put in this record.  In other words, there is no evidence that that is a viable option.


I am happy to have the hypothetical put, however.


MS. McSHANE:  It was never my understanding that that was an option.


MR. FAYE:  Okay.  Then just to wrap that line of questioning up, my point is, would you agree that the sooner you take one of these plants apart, the sooner you know what it costs to take it apart?


MS. McSHANE:  I guess that's true.


MR. FAYE:  Thanks.  That's the only point I was trying to make.  There was no mystery there.


The last category of risk you mentioned was that there aren't any real monopoly operations in OPG's context.  I just wanted to try to understand.  The components of the monopoly operation, as I understand it, is that you have a guaranteed market and you have a guaranteed price.

Are there any other things I am missing here?

MS. McSHANE:  I guess I look at it a bit broader, in the sense that, in the case of wires operations, pipelines -- not pipelines, but gas distribution utilities and electric distribution utilities, the chance of duplicating those facilities is significantly smaller than duplicating generation facilities.

MR. FAYE:  So on a theoretical level, yes, I think I would agree that it is possible for new generation entrants to put up their own facilities, but in OPG's context, for the prescribed facilities, they still have a guaranteed price and as long as they can get the unit running and there is demand on the grid, they can get their power dispatched.

To me, those would be the two elements of monopoly that are important.  Would you agree?

MS. McSHANE:  I would say that those are the largest elements.  And again, I think that the differentiation is in the fact that the wires operations are simply never going to be duplicated.

MR. FAYE:  Okay.  Then, just to summarize, I think on the monopoly, I think I heard you agree that that's not a huge risk, because of the fact that there is a guaranteed price.  There is a pretty good guarantee on dispatch, so it is not like a competitive market in that sense.

MS. McSHANE:  It's more short.

MR. FAYE:  Okay.  And the decommissioning liability recovery risk is related to the fact that sometime in the distant future, we may discover that the funds that have been set aside now are not near big enough to cover the costs, and that OPG may not be able to recover them.  That's that liability risk.  Is that it?

MS. McSHANE:  I don't think it is -- I would limit it to funds that have been set aside today.

It would be that the funds, over time, are not sufficient to retire the liabilities.

MR. FAYE:  Okay.  And the production risk was equivalent to the operating risk -– sorry, the operating risk on the nuclear was involved with the decommissioning liability risk, as well?  Or was it involved with the production risk?

MS. McSHANE:  No, I was looking at those separately, the operating and production risks on nuclear and hydroelectric.

MR. FAYE:  Those risks, if I understood you, were related to the uncertainty around nuclear stations of them staying in-service, and the uncertainty of how much it would cost to bring them back into service when they do go out.  Is that a fair statement?

MS. McSHANE:  Uncertainty around how much they will be able to produce.

MR. FAYE:  Right.

MS. McSHANE:  And uncertainty around how much it will cost to keep them operating.

MR. FAYE:  And are they all of the risks that you have categorized in support of equity risk premium?

MS. McSHANE:  Those are the major ones.

MR. FAYE:  Okay.  Thank you.  Those are my questions.  Dr. Schwartz has a few for you.
Cross-examination by Dr. Schwartz:

DR. SCHWARTZ:  Good morning, Ms. McShane.

MS. McSHANE:  Good morning, Dr. Schwartz.

DR. SCHWARTZ:  I'm sorry, can I be heard?

MS. CHAPLIN:  It's off.  Your mic is off.  You share a mike.  Every desk shares a mic, so --

DR. SCHWARTZ:  All right.  In your evidence on Thursday, you stated that Treasury bills were not a good candidate for the risk-free rate because they are affected by monetary policy.

I believe that last week, on Tuesday, the Toronto Stock Exchange composite index fell by 224 points.  On that day, according to the press reports, the world oil price fell, and the Bank of Canada announced that it would not lower the bank rate, contrary to analyst's expectations.

Would you agree that equity prices are affected by monetary policy?

MS. McSHANE:  Yes.  Equity prices are going to be affected by what the Bank does to try to --

DR. SCHWARTZ:  "Yes" is fine.  That's okay.  

MS. McSHANE:  That's fine.

DR. SCHWARTZ:  Then, would you agree that bond prices and yields are affected by monetary policy?

MS. McSHANE:  Long-term bonds?

DR. SCHWARTZ:  Yes.

MS. McSHANE:  To an extent, yes.

DR. SCHWARTZ:  I'm sorry, I'm not sure what you mean by "to an extent".

MS. McSHANE:  Not as directly as short-term Treasury bills.

DR. SCHWARTZ:  Okay.  Can we pursue that?  When you say "not as directly", are you referring to the impact that monetary policy changes may have on long-term bonds on the day they are announced?  Is that what you mean, so that that impact may be smaller than the apparent direct impact on Treasury bills?  Is that what you mean?

MS. McSHANE:  Yes.

DR. SCHWARTZ:  Okay.  Do you accept that monetary policy operates with a lag, so that current economic activity reflects changes in monetary policies made, say, nine to 12 months ago?

MS. McSHANE:  Yes.  I mean monetary policy initiatives take time to work through the economy.

DR. SCHWARTZ:  And so at any time we see a long term bond yield, that may be the result of monetary policy changes nine months ago?

MS. McSHANE:  Could be.

DR. SCHWARTZ:  So let me agree with you when, I think, when you say that the impact of a monetary policy change is perhaps not so dramatic on the day that the policy is announced, there could be significant long-term impacts on long-term bond yields from monetary policy, looking over, you know, the lag period.

MS. McSHANE:  There will be impacts on long-term bonds of monetary policy.

DR. SCHWARTZ:  Okay.  Thank you.  Would you agree that any bond issuer, whether corporate or government, must normally offer higher yields for longer-term issues?

MS. McSHANE:  Under a normal yield curve, correct.

DR. SCHWARTZ:  Okay.  And is this due to the need to compensate investors, bond investors for investing their funds for longer terms?

MS. McSHANE:  Yes.

DR. SCHWARTZ:  This compensation is referred to as term premium, is it not?

MS. McSHANE:  It often is, yes.

DR. SCHWARTZ:  So that when a corporation or government issues a 30-year bond, some of the offered yield is the term premium.

MS. McSHANE:  Right.

DR. SCHWARTZ:  Does the term premium continue, as you understand things, to be observed in bond yields in trading activity after issuance?

MS. McSHANE:  Yes.

DR. SCHWARTZ:  And so if we wanted to identify the risk-free rate-of-return from a 30-year government bond yield, then would it be appropriate to eliminate the term premium from that -- from the yield that we observe?

MS. McSHANE:  To come up with a real short-term --

DR. SCHWARTZ:  The portion of that bond yield that is truly representative of the risk-free rate-of-return?

MS. McSHANE:  That's one way to do it.

DR. SCHWARTZ:  Okay, thank you.  On a related question, or rather on a question related to something you said, which was intriguing and thought-provoking on Thursday, would you agree that whether we analyze a company's cost of equity by the cost -- by the capital asset pricing model or something, any other way, its cost of equity would always exceed its cost of long-term debt?


MS. McSHANE:  Well, that's an interesting question.  It's a -- in most circumstances, yes.  There may be circumstances where, no, depending on taxes.


DR. SCHWARTZ:  I'm talking in fairly theoretical terms here.  Would you agree that if this condition did not prevail, the capital market was not in equilibrium?


MS. McSHANE:  If we assume away any tax considerations, I would agree with that.


DR. SCHWARTZ:  Let's talk generally.  I mean, my view, understanding, is that a company's cost of equity must always be greater than its -- the expected return on its equity literally has to be greater than its cost on debt if for no other reason that debt is a less risky instrument than its equity.


Now -- and so if those conditions were reversed, that a company's expected return on equity were less than its longest-term bond yield, then we might agree that the capital market wasn't in equilibrium.


 Now, what was provoking -- thought-provoking was your observation.  On Thursday, you stated that the capital asset pricing model does not lend itself very well to tracking changes in the cost of equity.


You noted that the long-term government bond yield -- that long-term government bond yields had come down 40 basis points to 4.1 percent, suggesting the cost of equity had fallen.  Yet the yield on utility bonds had gone up to 6 percent, suggesting the cost of equity had gone up.


Would you agree that as long as the capital market equilibrium condition that we just met -- we just spoke about was met, then there would be nothing unusual in the situation you described?


MS. McSHANE:  No.  I don't understand what you mean by that.  I guess what I was trying to say on Thursday was that if we think of the capital asset pricing model as made up of - let me make sure I count the number of parts correctly - three parts, the risk-free rate, the risk adjustment and the return on the market.  We have a tendency to think about it in terms of the risk-free rate, relative risk adjustment and the market risk premium, where we have already taken the market return and subtracted the risk-free rate from it.


And it is because we have a tendency to look at that market risk premium as sort of a fixed number that it is often difficult to see how the capital asset pricing model captures the potential change in the market return.


So what I was trying to say on Thursday was if the yield on corporate bonds has gone up, that is sort of suggestive of the fact that the required return on the market -- the equity market has also gone up, but because, in applying the capital asset pricing model, we don't recalibrate the market risk -- sorry, the market return each time we apply the model, we're not capturing the increase in the risk premium.


DR. SCHWARTZ:  Well, I'm not disagreeing with your example.  I thought it was intriguing and might well be completely factually correct.


I'm trying to relate it to a criticism that you have of the capital asset pricing model.


It seems to me that despite your -- what's the word -- your description of the circumstances, if it were the case that the company's cost of equity were above its cost of debt - and I think we have agreed that that's the condition for capital market equilibrium - then there is nothing inconsistent with what the capital asset pricing model says and the circumstances that you described.


Would you agree with that?


MS. McSHANE:  No.


DR. SCHWARTZ:  Okay, thank you.


I wonder if we could turn to appendix C of your report.  I think it is in the document book.  In the book of documents, it is on page 11 in the bottom lower right-hand corner.


MS. McSHANE:  This is the book of documents that Energy Probe provided me?


DR. SCHWARTZ:  Yes.


MS. McSHANE:  What page are we looking at, please, eleven?


DR. SCHWARTZ:  Page 11 in that book.


MS. McSHANE:  Thank you.


MR. PENNY:  Is that page 154 of 261 from C2, tab 1, schedule 1?


DR. SCHWARTZ:  Yes.


MR. PENNY:  Thank you.


MS. McSHANE:  I have it.


DR. SCHWARTZ:  Thank you.  I guess my questions here are purely clarification, because I am not entirely sure I understand what the analysis consists in.  You analyze the relationship between beta and Canadian equity returns, and you conclude that the relationship is negative.


I think you do it in the form of one regression analysis, and then another.  Could you outline what those two regressions were?  Actually, the first one I think is fairly straightforward.  Looking at the -- you have computed monthly returns on sub-indexes, and then you have regressed those sub-index returns on what you called the old TSE 300 index to calculate the corresponding betas of those sub-indexes in relation to the overall market?


MS. McSHANE:  Yes.


DR. SCHWARTZ:  What is your second regression?


MS. McSHANE:  Where are you looking at now?


DR. SCHWARTZ:  Your appendix C.


MS. McSHANE:  Well, there were two.  Okay, the first one was to calculate the betas --


DR. SCHWARTZ:  Yes.


MS. McSHANE:  -- against the old TSE 300 for the various sub-indices --


DR. SCHWARTZ:  Yes.


MS. McSHANE:  -- 15 major sub-indices.  The betas for each of those sub-indices were then regressed against the actual returns for the sub-indices to see if there was any relationship between the level of the beta and the actual return for the sub-index.


Then the second group of regressions was a similar analysis, only using the ten major sectors on the new S&P TSX composite.


DR. SCHWARTZ:  Just for clarification, let's leave out that second block of analyses.


So the first regression gives you the beta estimates on the market as a whole of those various sub-indices.


The second regression, you take those betas, which give the reaction of a sub-index to the overall market, and then you regress those betas on the sub-indexes from which they are derived.  Have I got it --


MS. McSHANE:  I'm not sure I followed that.


DR. SCHWARTZ:  Am I close to it?  Well, I just want to make sure on the procedure.


MS. McSHANE:  I understand.  Okay, so let me back up.  The first step is we have 15 major sub-indices of the TSE 300.


We calculate betas for each of those 15 sub-indices for the various periods set out in table C5.

So for example, if I look at the period 1956 to 2003, I have 15 betas, one for each of the sub-indices.

DR. SCHWARTZ:  Yes.

MS. McSHANE:  I also have the returns for each of those sub-indices.

DR. SCHWARTZ:  Over that period?  I'm sorry, 1956 
to --

MS. McSHANE:  Yes, over the same period.  So what I am trying to do is to see whether the beta over that period for each of the sub-indices had any relationship between -- whether there was any relationship between the beta and the level of returns of each of the sub-indices.

DR. SCHWARTZ:  Well, something is now clear.  So the betas themselves are betas measured on monthly data?  That's your first sentence under your paragraph in your report.

MS. McSHANE:  Right.

DR. SCHWARTZ:  So you have taken the beta estimated from monthly data and then, as I understanding it -- correct me if I'm wrong -- you regressed each beta on the return, well, on the return over the time period '56 to 2003?

MS. McSHANE:  Right.

DR. SCHWARTZ:  Okay, fine.

And looking again at that table that you have just referred me to, table C5, you have the dependent variable is the beta that you have measured and you have regressed it on the index, the sub-index.

MS. McSHANE:  The returns, right, for the sub-index.

DR. SCHWARTZ:  Then you have the heading "Coefficient on beta."  That confuses me, because I think -- do you mean it is not the co-efficient on the beta, the dependent variable, it is the co-efficient on the index, the sub-index, that relates that sub-index to the beta.  I mean, I think we are using beta twice here to mean different --

MS. McSHANE:  Well, we probably are.

DR. SCHWARTZ:  So you would say -- I'm sorry.

MS. McSHANE:  So the dependent variable is beta.  And the independent -– sorry, the independent variable is beta.  Did we say that backwards?

DR. SCHWARTZ:  I'm sorry, I thought you regressed -- you see in your report on the one, two, three, four lines down, you say:

"Simple regressions of the betas on achieved market returns were then conducted."

MS. McSHANE:  Well, then that's maybe just a question of language.

DR. SCHWARTZ:  So is beta your dependent variable or your independent variable?

MS. McSHANE:  Beta is the independent variable.

DR. SCHWARTZ:  All right.  Then I clearly didn't understand something.

So we could say, looking at table C5, the beta coefficient on beta is the number -- those numbers in your central column?

MS. McSHANE:  Right.

DR. SCHWARTZ:  I have difficulty interpreting the relationship, because in regression analysis, we usually say that changes in the independent variable -- which in this case is beta -- bring about or predict changes in the dependent variable, which in this case is your market index, your sub-market index.

MS. McSHANE:  No, no.  The variable is the return on the index -- in the sub-index.

DR. SCHWARTZ:  I'm sorry.  Say that again, please?

MS. McSHANE:  The dependent variable is the return on each of the individual 15 indices, not on the market.

DR. SCHWARTZ:  I'm sorry, you're right.  Quite right.

So given that the beta on the beta coefficient, which is the independent variable, say, in the first line, minus 0.88, we're saying what?  I mean how would you interpret that?  That is to say, an increase in that beta brings about a decline in the sub-index return?  I mean beta here is your independent variable, so it is the thing that is changing.

MS. McSHANE:  Right.  So what it's saying is that for the 15 sub-indices that were used in the analysis, there's an inverse relationship between the actual observed beta and the actual observed return.

You would expect to see higher beta stocks have higher returns and vice versa, but the fact that the coefficient is negative says it's the opposite.  Lower beta stocks earned more, or in some instances, for example, when you look at 1964 to 1973, I mean basically there's no relationship at all between beta and what actually was the return for these indices.

DR. SCHWARTZ:  And I take it in 1974 to 1983, similarly --

MS. McSHANE:  Right.

DR. SCHWARTZ:  All right.

MS. McSHANE:  Correct.

DR. SCHWARTZ:  Okay.  Well, I think you have clarified what you've done, so let me just leave it at that.

I guess one more question.  It appears to me that all of those coefficients on beta which are the beta coefficients of the beta variable, appear to be close to zero, and you have already said that at least two of them are essentially zero.

Have you reported estimates -– you know, the standard deviation of those estimates, and conducted statistical significance tests?

MS. McSHANE:  No.  I mean I have them.  I haven't reported them here.

DR. SCHWARTZ:  Okay.  So the presumption is that they're statistically significant?

MS. McSHANE:  They may not be statistically significant.

DR. SCHWARTZ:  Hmm?  Well, if they're not statistically -- speaking generally, if one does a regression of X on Y, and the resulting coefficient on Y is not statistically significant, what can we say?  All we can say is that we haven't found a relationship, I think.  Is this is not the statistical approach to things?  We can't deny that is there is a relationship.  All we can say is we haven't found one.

MS. McSHANE:  Fair enough.

DR. SCHWARTZ:  So if it turns out that your coefficients are all statistically insignificant, then all we can say is that we haven't found a relationship between the dependent variable -- which is a return measure -- and the beta.

MS. McSHANE:  Fair enough.

DR. SCHWARTZ:  So in fact your evidence is that you have not found a relationship, whether negative, positive or zero, between the return on the one hand and beta on the other hand?

MS. McSHANE:  That's right.  But yet, despite the fact that we haven't found a relationship, we used the betas that we calculate as sort of an underpinning for developing a relative risk judgment.

DR. SCHWARTZ:  All right.  If we go to your other betas where you have actually used them in work --

MS. McSHANE:  Sorry, where I actually used them in what?

DR. SCHWARTZ:  Where you actually estimate betas and adjusted betas.

MS. McSHANE:  Yes?

DR. SCHWARTZ:  Those are generally positive.

MS. McSHANE:  The betas are positive?

DR. SCHWARTZ:  That you use.

MS. McSHANE:  Yes.

DR. SCHWARTZ:  That you have estimated.

MS. McSHANE:  Yes.

DR. SCHWARTZ:  Positively related to the market index return.  I think you clustered them between, for utilities, Between 0.65 and 0.7, if my memory serves.

MS. McSHANE:  So, sorry, your question again is?

DR. SCHWARTZ:  I'm asking a slightly different question.

In this part of appendix C where you have tried to establish a negative relationship between beta and the market, they appear to be statistically insignificant.

On the other hand, when you do regressions of returns of a company on the relevant market index to actually get the beta, that beta is always positive.  So that whatever you're saying in this appendix C, you're not disputing that a company's return versus the market index produces a positive beta.

MS. McSHANE:  I will answer that in two parts.  First of all, generally speaking, yes, there is a positive beta, which means that when you regress the return of a particular stock on the market, that they tend to move in the same direction.

So I would agree with that.

The more important question, in terms of actually applying the capital asset pricing model, is:  How do we actually quantify the risk or the relative risk adjustment?  I mean, we can say, yes, that there tends to be a relationship, a positive relationship, but that doesn't necessarily get us as far as being able to put a pin in what the relative risk adjustment itself should be.


DR. SCHWARTZ:  Thank you.  One more question.  On Thursday, I believe you said that the 13 years of data that I had used to estimate the equity risk premium was insufficient.


Could you turn to -- over the page or to page 13 in the document book, which is an extract from your report, your appendix F?  Here you state that the time period for measuring equity returns should encompass the entire business cycle, and you use the period 1994 to 2006 and present returns over that period.


Since this is a 12-year period, would 13 years necessarily - and I emphasize the word "necessarily" - be wrong for the risk premium?


MS. McSHANE:  Well, I would start by saying they're totally different measurements.  What I am doing here in this appendix on comparable earnings is measuring returns for a sample of companies that is relatively low risk and is expected to have stable earned returns.


With respect to the equity market itself, which is a broader composite, you can have very significant swings in returns from year to year.  You could have a period -- you know, a 13-year period of very high returns.  


For example, if you went back and looked at the period leading up to the market crash in 2000, I mean, if you measured the 13 years before that and said, Well, this is a good estimate of the forward-looking market return, you'd be dead wrong.  I mean, it would have been the opposite.  You've gotten these high returns for a number of years, and the market crashes and you would expect low returns for a while.


So I don't see the two as being connected, and I would be very, very concerned that using a short period of market returns, like 13 years, could result in something that's well off base for measurement of the future required market return.


DR. SCHWARTZ:  I hear you, but nevertheless you think that period of time is okay to get a good sense of what company returns are?


MS. McSHANE:  For the purpose that I was using them for.


DR. SCHWARTZ:  Thank you very much.


MR. KAISER:  Thank you.  Ms. Campbell.

Cross-examination by Ms. Campbell:


MS. CAMPBELL:  For my first question, if you could pull out K7.1, which is the single sheet?  It should be filed in the - what is this?  This is an exhibit, if someone could get it for you.  The other thing I would like is J1.3, the addendum.


The first thing I would like to do is just to clarify a couple of things.


MS. McSHANE:  Okay, I have those.


MS. CAMPBELL:  Okay.  On the very front page of undertaking J1.3, if I go under response 1, I go to the beginning of the third paragraph, it says:   

"With respect to the flow-through approach that has been discussed in the hearing, Ms. McShane notes that this approach would subject OPG to increased forecast risk and volatile regulated earnings."


The reference to the flow-through treatment is the flow-through treatment on K7.1?


MS. McSHANE:  Yes, I think so.  I think that is right.


MS. CAMPBELL:  All right.


The increased forecast risk, could you describe that briefly, when you're talking about the flow-through treatment?


MS. McSHANE:  One second, please.


So, okay.  So my understanding of the flow-through treatment is that you would take the accretion amount on the entire liability or the decommissioning liabilities, all of them - I will call them nuclear liabilities - and then ratepayers would get credit for the earnings on the segregated funds.


So over time, assuming that there would be no -- basically no further additions to productive capacity, basically increasingly the amount that is in the revenue requirement is the difference between the accretion cost and the forecast return on the funds.


So depending on where the market is, most of the earnings are reflected in the difference between those two costs, and they could be extremely volatile.


MS. CAMPBELL:  All right.  So you have captured in your answer both the increased risk, the increased forecast risk that you foresee, and I believe you described them as volatile regulated earnings.  I was just trying to understand from you what both of those things were.


MS. McSHANE:  So you've got the difference between the accretion costs and the forecast earnings on the segregated funds, and that makes up a significant portion of the regulated earnings when the productive capacity is declining as you continually depreciate the plant.


MS. CAMPBELL:  So you have now described to me everything that you were referring to when you said that the flow-through method would subject OPG to increased forecast cost and volatile regulated earnings?


MS. McSHANE:  That was what I had in mind, yes.


MS. CAMPBELL:  Okay, thank you.  Now, also on page -- K7.1 is the rate base approach and option 2 from CIBC.


If we turn to J1.3, the addendum, and I go to page 7, we have gotten rid of the flow-through treatment and we now have method 3.


So we have option 2 from CIBC, rate base method, and something you're calling method 3, because you said you couldn't think of anything else to call it.


MS. McSHANE:  Well, I didn't take the time to think of something else to call it.  That's fair enough.


MS. CAMPBELL:  Okay.  You don't want to be too interesting in this file.  Remember, keep your head below the radar.  


So if I look at option 2 from CIBC, rate base method, method 3, there is a paragraph immediately below that that I would like to discuss with you.


The first thing I would like to talk about is option 2, again, to clarify something.  Your comment about option 2 is the following:

"Option 2 from the CIBC, which deducts the unfunded liability from rate base, effectively negates the requirement that the OEB accept OPG's asset values as per the most recently audited financial statements for purposes of establishing rate base."


Is that the chief issue that you have with option 2?  Is that the reason why option 2 is not acceptable?


MS. McSHANE:  Well, the other thing -- the other issue I have with option 2 is, I have a concern with this idea of giving customers credit in the revenue requirement for segregated fund earnings, in the specific context of OPG, because if you compare OPG to a US utility with nuclear plant, the money that goes into the segregated funds, in their case, which only cover decommissioning -- because used fuel is taken care of by the government -- basically tracks the way the expense is recovered in rates.

So if I collect, you know, $200 from customers, I might contribute the $200.

In OPG's case, what's happened is that there are specific requirements under ONFA to make contributions of $450 million, which means that those monies are being put in those funds well ahead of having those funds recovered from customers in rates.

So to me, there is a basic disconnect between saying that OPG needs to take investor-supplied funds, put them away in these segregated accounts, but give customers the benefit of the segregated fund earnings.

MS. CAMPBELL:  So those are the objections to option 2?

MS. McSHANE:  Those would be my objections to option 2.

MS. CAMPBELL:  All right.  Now, rate base method and method 3, you are recommending rate base method, but you do make the comment about method 3, there are a couple of comments.  The first one is, immediately above the sentence that I just read, and that sentence is:

"From an economic impact perspective, the rate base method and method 3 will provide the same income stream when a deemed capital structure is used and the discount rate on the unfunded liability is the same as the cost of debt that would be used in the rate base method."

Then there is one other statement on the following page, which is page 8.  The first full paragraph, you indicate that:

"While the rate base method is the preferred method, method 3 is another valid approach."

Then just down to a particular sentence, the sentence that begins, "While method 3".  It says:

"While method 3 may provide a closer matching of the financing costs recovered in the revenue requirement with those incurred, the rate base method follows the traditional practice in Ontario of not streaming or tracing of financing costs."

Is that latter part of the sentence the reason why you give the rate base method preference over method 3?

MS. McSHANE:  Yes, that's because it basically follows the same approach that this, my understanding, this regulator has taken before.  

MS. CAMPBELL:  Okay.  I notice that you have, in K7.1:

"The impact on the revenue requirement of different approaches has been calculated and provided."

I was wondering if we could get an undertaking for you to do the same thing for method 3, make the same calculation for method 3.

MS. McSHANE:  I can do that.  

MS. LEA:  J, 12.1, please.

MR. PENNY:  Just so we're clear, then, it is to calculate the -- similar to K7.1, to calculate the revenue requirement impact of the application of method 3?

MS. CAMPBELL:  What is called method 3.  
UNDERTAKING NO. J12.1:  To calculate the revenue requirement impact of the application of what is called method 3.


MR. PENNY:  Yes, thank you.

MS. CAMPBELL:  Thank you.

My next question touches upon the CIBC World Markets report that someone has discussed with you previously.  It's at L2-10.  It's the CIBC World Markets report.

MS. McSHANE:  This is the --

MS. CAMPBELL:  Yes, it's the December 2004, it's L2-10, attachment 1, prepared by CIBC World Markets, December 2004.

MS. McSHANE:  Yes, I have it.  Sorry.

MS. CAMPBELL:  Okay.  I just wanted to review a couple of things.  This report has been gone through previously, but we haven't looked at it in, gosh, two or three days now, so I would like to go back to it just to refresh everybody's memory on what it says, and then ask you a few questions about your position.

Now, if you go to, let's say, initially -- the initial report sets out that CIBC World Markets recommended an ROE of 10 percent and common equity ratio of 45 percent.  You're at 10-1/2 and 57.5 percent yourself.  The reference for the CIBC numbers is page 18.  I don't actually need to take you there, but if you would like to confirm that what I am doing is reading it correctly, it is on page 18.  That CIBC World Markets recommended a ROE of 10 percent and a common equity ratio of 45 percent.

They made a couple of statements earlier in the report that I would like to sort of put on the record and then ask you a couple of questions about.  The first one is on page 12.  It concerns variance accounts.

It is the second full paragraph under "variance accounts", and it discusses -- the full paragraph says:

"We advise -–" the paragraph –- "that the lack of deferral or variance accounts in the initial period could be viewed by the capital markets as a significant element of instability, given the variations in the past associated with hydrology and the nuclear facilities."

Then accordingly, they say, they go on to state, middle of the page:

"We advise that appropriate, but perhaps limited variance accounts should be established for the initial period as well as under OEB regulation for items outside of OPG's management control."

And I think that you said this morning that you're not in favour of unlimited variance accounts.  You are, in fact, agreed that the variance accounts should not be unlimited in nature?  Or in number, rather?  And should address matters outside of OPG's management control?

MS. McSHANE:  That would be my view, that the deferral account should focus on things like tax rates, or, in OPG's case, the pension fund discount rate.  You know, things that, clearly, management has no control over.

In so doing, in limiting the deferral accounts to the elements of the revenue requirement beyond management control, I think you put the proper incentives in place for management to control costs.

MS. CAMPBELL:  So you would agree with the statement in the next paragraph that says something -- that doesn't say something along the lines, it says this:

It says:

"Typically the more variance accounts, the lower the residual risk left with the utility."

MS. McSHANE:  I don't think I would put it quite that way.  I think you have to look at not just the number, but what they cover.

I mean you could have 40 deferral accounts, but if they each only cover $10, I mean they're not going to mitigate the risk very much.  I think you have to look at the scope of the accounts, as well as the number of the accounts.

MS. CAMPBELL:  But you would agree with me that the purpose of variance accounts is to manage risk?

MS. McSHANE:  I would say that that's correct, yes.

MS. CAMPBELL:  In this case, OPG's asking for fixed rates.  And on page 14 of the CIBC report, in the third full paragraph down, they state:

"We have concluded that fixed rates are not required for OPG's financial viability so long as appropriate variance accounts are established and recovered or refunded in accordance with generally accepted regulatory practice." 

Now, in this case, as I indicated, OPG is looking for fixed rates.  Can you comment upon the fact that CIBC made that -- gave that opinion that fixed rates were not required, and address why OPG is asking for fixed rates?


MR. PENNY:  The last part addressed why OPG is asking for fixed rates.  That's clearly the question that you should put to the payment amounts panel, it seems to me.


MS. CAMPBELL:  Okay, I will.


Ms. McShane, do you have an opinion why --


MS. McSHANE:  Well, let's address --


MS. CAMPBELL:  I was going to suggest we go back to the paragraph, and I would ask you your opinion whether or not you agree that if appropriate variance accounts were established, fixed rates are not needed.


MS. McSHANE:  Well, I think you have to read the entire statement.  It says: 

"We have concluded that fixed rates are not required for OPG's financial viability, as long as appropriate variance accounts are established."


I don't think OPG would take the opinion that in the absence of the fixed payment, that their financial viability would be at stake.  I think they are looking for a fixed payment, partly in recognition of -- that's partially the way other regulated companies' costs are recovered.


They are fixed costs that they're seeking to recover in fixed rates, so it puts them on a similar basis as other companies that do recover fixed -- a part of fixed costs in fixed payments.


MS. CAMPBELL:  CIBC clearly connects variance accounts and fixed rates, saying one is not needed if you have the other.


Am I correct in understanding that what you're saying is the two are not necessarily connected?


MS. McSHANE:  I don't think they're necessarily connected.


MS. CAMPBELL:  So the establishment of variance accounts is not related to the need for a fixed payment?


MS. McSHANE:  They're separate.  The variance accounts cover costs and the fixed rates covers revenues.


MS. CAMPBELL:  But they're both intended to address risk, are they not?


MS. McSHANE:  Yes, they would.


MS. CAMPBELL:  One other matter that -- or one other comment that was made by CIBC -- and this was on page 22 of the report, at the very at the very top of the report, at the bottom of the first paragraph.  Actually, second-last sentence, it says:

"For the purposes of the analysis, we consider a target credit rating of BBB plus, Standard & Poor's, to be a strong investment grade rating that would allow OPG to access the capital markets on a consistent basis."


I note from reading your report that you are of the belief that it is necessary to have an A?


MS. McSHANE:  I think that's an appropriate target.


MS. CAMPBELL:  All right.  Do you agree or disagree with the statement that a BBB plus is a strong investment grade rating?


MS. McSHANE:  Well, if you think of investment grade ratings as going from AAA, to AA, to A, to BBB, it is 

too -- BBB plus would be two notches above the lowest investment grade rating, so I don't know that I would characterize it as a strong investment grade rating.  It's an investment grade rating.


MS. CAMPBELL:  Yesterday when you were -- I'm sorry, I can't quite remember who asked you the question, but they asked you what had -- whether there had been any material  -- a material change in risk since this report was written with regard to OPG.


I believe your answer was there hadn't been.


MS. McSHANE:  Not for the purpose of assessing the risk to be reflected in the capital structure and ROE.


MS. CAMPBELL:  All right.  So has there been any other change, in your opinion, that warrants the difference between what CIBC recommended in their report and what is currently being pursued by OPG?


MS. McSHANE:  Are you talking about in terms of this paragraph or are you talking about in terms of the --


MS. CAMPBELL:  I'm sorry, the report as a whole, the difference being the difference in the ROE, the difference -- the 45 percent equity, 57-1/2 percent fixed rates, when CIBC says that -- fixed payments, I apologize -- CIBC says it is not necessary?


MS. McSHANE:  Sorry, I missed the very last thing you said.


MS. CAMPBELL:  I was listing off the differences, and the last one I listed was the fact that CIBC says if there are appropriate variance accounts, fixed payments are not needed for OPG.  And OPG is taking the position that they are needed.


MR. PENNY:  And the question is?


MS. CAMPBELL:  And the question was that yesterday, when asked whether there had been any material changes in risk since the CIBC report was written in December 2004, Ms. McShane said there had not been.


My question was:  What other changes or differences, whatever things had occurred, that would cause the recommendations made in the CIBC report to not be viable now and to not be accepted by OPG -- acceptable, rather, to OPG?


MS. McSHANE:  Well, I can't put my finger on the exact quote at the moment, but my understanding of what CIBC did was basically to look at what the capital structures allowed for and the ROEs allowed for other utilities in Canada were.


And I certainly didn't get the impression that CIBC had done a particularly rigorous analysis of the cost of capital for purposes of this report.


So I don't think necessarily it has anything to do with what's changed.  I think it has to do with the rigour of the analysis.  I mean, basically, what they said was they went out and looked at other companies were being allowed to earn and what their capital structures were, in Canada.  


So I don't see that they really looked independently at what the cost of equity was necessarily going back to first principles, or did a rigorous side-by-side business risk analysis of OPG versus other Canadian companies.


MS. CAMPBELL:  So the chief difference is that the analysis that is reflected in your report and is contained in the OPG application is a reflection of a more rigorous and comprehensive review?


MS. McSHANE:  That would be my conclusion from reading the CIBC report.


MS. CAMPBELL:  Moving from that, but keeping in mind the discussion we had briefly about the need for an A credit rating -- and the reference in your report is on page 7, at paragraph 10.


I would just like to discuss it with you, briefly.


MS. McSHANE:  Sorry, are we still on the CIBC report?


MS. CAMPBELL:  No I'm sorry.  We have put that piece of paper away.  We going to another one.  This is your report, and it is at paragraph 10 at the very beginning, on page 7 of your report.


It is just -- it's a synopsis of your report, a summary.  It is just that you have indicated there, paragraph 10, you state:

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


I took from that that what you're saying is that the capital structure is -- if it's attractive enough, will increase the assessment of the rating agencies and cause them to increase the rating of OPG from BBB plus to an A or a low A.  Am I correct in that?


MS. McSHANE:  When you're talking about the BBB plus, you're talking about CIBC's BBB plus, or are you talking about the ratings that they actually have?


MS. CAMPBELL:  Well, the ratings that they actually have from Standard & Poor's and DBRS, so the actual ratings that they have.  What I am talking about, what I want to discuss with you, is the need to elevate it to an A rating.


My understanding, from reading that paragraph in your evidence, was that if the capital structure that you have recommended is approved by this Board, you believe there will be a link and an increase in the rating by the debt -- by S&P and DBRS, upwards?  So the capital structure will result in a better investment grade rating.

MS. McSHANE:  Well, it's not quite that simple.  Yes, the -- having an allowed capital structure of 57 and a half would be part of it.

Ultimately, what the debt rating agencies are going to look at are the various credit metrics that they're concerned with, which would include cash flow metrics such as cash flow to debt, cash flow coverage, and those are a function both of the capital structure and of the returns that are actually earned, the depreciation expense that is collected.

So it's going to be a combination of factors that would allow OPG to move to an A rating.

MS. CAMPBELL:  So it's not just the capital structure?

MS. McSHANE:  No, it's not.

MS. CAMPBELL:  It would also include things like, if I look at the S&P report, for example, there were two of them filed.  I notice that they use the identical paragraph at the end in both the '06 and '07.  

If I looked at that -- that was L12-44 -- it listed, as a factor that would affect the movement of OPG upward, the very last paragraph on page 4, it says "outlook".

This is the April 24th, 2007 S&P report which is L12-44.  Do you have it?

MR. PENNY:  We're just pulling it up.

MS. CAMPBELL:  That's the final paragraph under "outlook", last page of the report, and I can tell you that it's exactly the same concluding paragraph they used in 2006.

And this paragraph states, second sentence:

"The rating will likely move a notch higher if OPG can manage its expenses and operational performance within the bounds of its current licence agreement and maintain its satisfactory financial profile in 2007 with a similar outlook for 2008, and beyond."

So one of the other factors is the management of expenses and operational performance.  That's another metric that gets looked at.

MS. McSHANE:  Right.  Those basically, when you say -- or when they say that it would "move a notch higher if OPG can manage its expenses and operational performance", I mean those are going to flow through to the credit metrics that I mentioned to you earlier.

MS. CAMPBELL:  Okay.  So it would be up to whoever the rating agency is -- in this case, Standard & Poor's -- they would have to agree and form the opinion that in fact there has been better management of expense, there has been improvement in operational management.

MS. McSHANE:  I am not seeing the exact take that you put on S&P's words.  I don't see them saying "improvement" necessarily, but just managing it.  In other words, keeping it at, or approving it, but there is no suggestion here, to my mind, that the management of the expenses and the operational performance to date aren't appropriate.

MS. CAMPBELL:  But they're also indicating if they hope to move up, they're going to have to do something in that area.

MS. McSHANE:  That they were going to have to maintain them, is what I see them saying, managing the expenses and operational performance and maintaining the satisfactory financial profile.

MS. CAMPBELL:  Well, we can argue about what it says.

Would you agree with me that in this application, the OM&A -– perhaps, I don't know whether you're familiar with this, but there is an increase in OM&A of 625 million, which is roughly 60 percent of the revenue requirement.  And the source for that is L3-49.

Can you accept that, subject to check?  I'm sorry.  That is revenue deficiency, not revenue requirement.

MS. McSHANE:  And is there a relationship between that dollar amount and the OM&A?

MS. CAMPBELL:  The relationship is simply that there is an increase in costs, and it is one of those things that will be looked at by a rating agency to determine what investment grade rating will be given.

MS. McSHANE:  That's true.  And then you would have to look at how those -- that increase breaks down between OM&A and cost of capital, for example.

MS. CAMPBELL:  The point is simply that that's a factor and the other factor that is noted in "outlook", again, for the rating to move a notch higher, the second point that is made in that paragraph:

"There will have to be an expectation of continued relative stability in both Ontario's electricity policy and regulatory framework and a clear financial policy for the company."

That's another factor that would affect the way that S&P or any other rating agency would view OPG and determine what investment grade rating to give it?

MS. McSHANE:  Absolutely.

MS. CAMPBELL:  My final question relates to KT1.6, which was an undertaking that was given -- sorry, an answer that was given as a result of a question that was asked at the technical conference.

MS. McSHANE:  This was a question asked to me?

MS. CAMPBELL:  Actually, I believe it was answered by you in writing.  And it is KT1.6.  It was a follow-up question that had to do with the potential risk mitigating impacts of deferral and variance accounts.  The question that was -- do you have it in front of you?

MS. McSHANE:  I believe so.

MS. CAMPBELL:  Okay.  The question that was asked was, initially that prompted the question was a request that you:

"Identify what your recommended ROE would be under a scenario whereby none of the applied for variance and deferral accounts were approved by the Board."

And if you march through the answer, you broke down the accounts into two categories, and some that you said were required by the regulation, and others that you were proposing to continue and create -- proposed be continued or created.

And you declined to include certain of the variance and deferral accounts.  The question was to make a calculation, to proceed as if none of the variance and deferral accounts were approved by the Board.

You indicated an example with regard to the first two, if I am on page 1, lines 27 to 37.  This is the breakdown of the two major categories of the deferral and variance accounts.  You say at line 38 that you presume that the OEB will approve accounts required by Regulation 53/05.  So you didn't calculate the ROE impacts on those.


You were also asked to again act as if none of the applied-for variance and deferral accounts were approved, but you stated, with regard to the segregated mode and water transactions variance account, line 41 to 43 -- it is indicated that you viewed the SMO and water transactions variance account as largely a means to ensure that ratepayers share the benefits of revenues from these sources and not as a risk mitigator to OPG, and so that was excluded.


MS. McSHANE:  Excuse me, no, that is not right.


MS. CAMPBELL:  Oh, it's not?


MS. McSHANE:  I didn't exclude them.  My conclusion was that they didn't have an impact on the risk.


MS. CAMPBELL:  Okay.  So I'm sorry.


MS. McSHANE:  The only ones I excluded were the ones in the -- that you identified in lines 27 to 37.


MS. CAMPBELL:  Okay.  Then for the variance account related to the changes in taxation rates or rules, this is line 44 to 45, the comment was made:   

"This account would capture variations that are in the nature of one-time changes."


You concluded that the approval or the denial of the deferral account would not have a material effect on capital and, as a result, that there was no ROE impact provided for that one, either.


Then if I go to the calculation of the four accounts that were included, they're outlined in paragraphs 12 to 29.  They're the ancillary services, pension and OPEB, water conditions variance account and nuclear fuel.


Your conclusion is contained in paragraphs 31 to 42.  You said, taken all together, the absence of the four accounts would result in a shortfall from the proposed ROE of approximately 1.7 percentage points.


MS. McSHANE:  Could result.


MS. CAMPBELL:  "Could result."  Now, the first thing that I would like to ask is whether you could provide a single analysis that builds on the assessment that you did provide, but include those -- all of those accounts that you left out.


The reason for this is because the comparator that you have used and said is -- in your report is most comparable is TransAlta.  TransAlta is a merchant generator that doesn't have any deferral or variance accounts.


So for the purposes of comparison, we would like you to do the complete calculation of the impact that the absence of all the variance and deferral accounts would have.


Ms. McSHANE:  Not right this second.


MS. CAMPBELL:  Not right this second, but I am asking if you could give us an undertaking for that.


MS. McSHANE:  I can give it a shot.


MS. CAMPBELL:  Thank you.  I appreciate your best shot in that regard.


MS. LEA:  J12.2.

UNDERTAKING NO. J12.2:  PROVIDE COMPLETE CALCULATION OF THE IMPACT ON CAPITAL STRUCTURE OR ROE OF THE ELIMINATION OF ALL VARIANCE AND DEFERRAL ACCOUNTS.


MS. LEA:  Can someone just clarify the undertaking in a few words?


MR. PENNY:  As I understand it, the exercise is to do a calculation that shows the impact for comparative purposes of eliminating all deferral accounts, even those that are required by regulation, on Ms. McShane's recommendations for capital structure and/or ROE.


MS. CAMPBELL:  Just staying with that undertaking - this should be my last question - lines 2 to 5, you state:   

"As Ms. McShane has no reason to conclude that the Board would not allow OPG to recover/refund costs related to changes in taxes either through the creation of a deferral account or an accounting order, the approval or denial of the deferral account would not have a material effect on the cost of capital."


Should I take that to indicate that you, as a result, don't think there should be a deferral account?


MS. McSHANE:  No.  I guess what I'm saying is that there are other ways to seek recovery of a change in tax rates, and, I mean, that doesn't mean that a deferral account shouldn't be allowed for.  It's just I don't see, from my own cost of capital perspective, that saying you can't have a deferral account, but still providing the opportunity to come and seek recovery if it happens -- I mean, it just doesn't have a large impact on the cost of capital.


MS. CAMPBELL:  So then it isn't necessary?


MS. McSHANE:  I guess I don't see it not having a large impact on the cost of capital as being the same as saying it is not necessary.


MS. CAMPBELL:  Okay, thank you.  Those are my questions.


MR. KAISER:  Thank you.  Take the morning break at this point.


--- Recess taken at 11:21 a.m.  


--- Upon resuming at 11:47 a.m.

MR. KAISER:  Please be seated.
Questions from the Board:

MR. RUPERT:  Ms. McShane, I have questions on probably three or four areas, but I wanted to start with the nuclear liabilities and the addendum to J1.3.

I wanted to ask about method 3.  I know the company has undertaken to do up a calculation for us, but in advance of that, I just wanted to get an understanding of how you think it might be applied.

For purposes of this, if I can use two simple numbers, not to get it complicated, but let's say that the rate base is $1,000 and the net unfunded asset retirement obligation is $200.

My understanding of method 3, as it is written up in your document, and the way you would apply it is this, the $1,000 rate base would be carved up between debt and equity in accordance with how OPG has applied, which would be therefore $425 of debt and $575 of equity.

Then the $425 of debt would be costed on two different bases.  $200 of that would be costed at whatever the discount rate of the cost of the unfunded liability is, and the remaining $225 of debt would be costed in accordance with whatever the company's proposed to cost debt.  Right?

MS. McSHANE:  That's approximately -- that's right.  That's approximately right.  The only thing I would say is that you have to figure out what the rate is on the nuclear liabilities, but essentially, that's the process that you would go through.

MR. RUPERT:  Yes.  Now, I was thinking whether this is an alternative method 3 -- call it method 3 B -- and I just wanted to put it to you and get a reaction.

Part of that is sort of triggered by a sentence in your report, which is on page 123 of your report, under the heading "implementation of a deemed capital structure".

The second sentence of that says:

"The rate base, in principle, in its entirety is intended to be a representation of the amount of investor-supplied capital required to provide utility service."

I was wondering about an alternative method -- call it 3 B -- where it might, same example with the same numbers, the rate base is carved up in a bit different way and the first $200 is said to be supported by -- I don't know if that is the right term -– an unfunded liability, and costed on that basis.  With the remaining $800 split according to whatever the approved debt equity split is, and that, in OPG's application is the 42-1/2 percent, 57-1/2 percent.

If you did the arithmetic like that, my calculation anyway would show that the remaining $800 would be split up as between debt and equity as $340 debt and $460 equity.  The numbers aren't so important, but the issue of course is that under what I put forward here, as is posited as 3 B, there is a significantly lower equity piece, once you first have taken off the top the net unfunded ARO.

I was wondering -- this may be a bit unfair to get an immediate reaction to that, because I would also like to see if the company could broaden out its undertaking that it gave this morning on method 3 to see if it could also, while it is at it, do this alternative version of it as well and see what the impact might be.  But do you have any reaction to that, given that the $1,000 rate base, in my example, would clearly not have been funded by investor-supplied capital, to the extent there is an unfunded liability?

MS. McSHANE:  My concern with 3 B is that while, in principle, you can do what you did, I think what you need to go back and do is to re-evaluate, then, whether the remaining pieces, after you put the $200 in your example into the capital structure, whether the remaining pieces should be broken down 42-1/2, 57-1/2, or whether there should be a reassessment of what those pieces should be to produce the same overall level of risk.

MR. RUPERT:  Oh, so you would be saying, then, if you were to do that, you might be, then, supporting upping the equity --

MS. McSHANE:  Yes.  Adjusting the equity debt percentages to come out with the same overall level of financial risk.

MR. RUPERT:  Mr. Penny, would it be possible for the company to add that to the undertaking this morning, which was to show the financial impacts of method 3?

MR. PENNY:  Yes.

MR. RUPERT:  Okay, thanks.

MS. LEA:  That is an addition to J12.1.

MR. RUPERT:  Yes.

The next one I wanted to ask with Ms. McShane was the Bruce lease.  I think early Thursday morning when you appeared, Mr. Penny led you through a question about the word "costs" in the regulation.

It may be worthwhile to pull that part of the regulation up.  It's actually right almost at the end of the Regulation 53/05.  It's section 6, subsection 2, paragraph 10, paragraphs 9 and 10.  Paragraph 9 is the one that talks about recovering all of the costs it incurs.  Paragraph 10 is somewhat similar, but seems to be covering the upside, which says if OPG earns revenues in excess of the costs in respect to Bruce, then that excess shall be applied to reduce the payments, under subsection 78.1.

Now, I think you gave the view that in interpreting the word "costs", I guess in both subparagraphs, that it would be appropriate to include a return on equity in respect of the Bruce assets.

MS. McSHANE:  Right.

MR. RUPERT:  Now, the Bruce assets are not regulated by this Board, right?

MS. McSHANE:  Correct.

MR. RUPERT:  We don't set the terms of the payments between Bruce and OPG.  That's been set by a lease agreement.

MS. McSHANE:  Correct.

MR. RUPERT:  So I was wondering what were the basis for your conclusion was, about what this paragraph 9 and 10, what was intended by the word "costs".  Is it your view that every time the word "cost" is used in respect of a non-regulated business, that one should always infer that cost includes a return on equity at a regulated rate?

MS. McSHANE:  Yes.  Well, not necessarily at a regulated rate, but definitely a cost of equity.

I mean I think this Board has recognized historically, whether it is regulated equity or unregulated equity, there is a cost associated with it, and the net income that's received is a stream to cover, that covers that cost, and you can't observe the cost of equity, it is a real opportunity cost --

MR. RUPERT:  This regulation was put in place by the government, the Lieutenant-Governor-in-Council.  You're saying that you also had a view that drafters of regulations would have the same meaning for the word "costs", ought to have the same meaning for the word "costs"?

MS. McSHANE:  I am not a lawyer.  I always preface anything I say with respect to regulations with that, but if I were looking at that language, and I knew that OPG had financed those assets that were leased, then I would say that the term "cost" has to cover the cost of -- the opportunity cost of equity.

MR. RUPERT:  Could I ask you -- I don't know if you have it handy or not -– just one last question on this?  I think it is -- let me find mine first before I --

I think it was a response to an undertaking filed by the company.  Actually, it is the very next one, J1.4.  You may not have seen this, but I just wanted to ask you what the meaning of a word here and what your view would be.  This J1.4, if you have it handy -- do you have it there?


MS. McSHANE:  I do.


MR. RUPERT:  This presentation, as I recall, this was a presentation -- as the attachment shows, was given in February 2005 by Messrs. Pospisil and Jennings from the Ministry of Energy, and it was, if I recall, the sort of main public presentation about what was going into the regulation of these assets, and some of the background on it and some of the information and detail.


If you flip to page 8 of this document, there is a second bullet there which -- under the heading of "Design of Regulated Prices".  It says:

"Earnings from the Bruce nuclear lease incorporated in the setting of the regulated price for nuclear."


So the word "earnings" is something.  Do you have the same view of the word "earnings" as you do the word "costs", that earnings is always something that occurs after a return on equity has been realized by the company?  Earnings is only residual after a return on equity?


MS. McSHANE:  No.  I wouldn't view the term "earnings" as a residual.  I would -- I personally would interpret the word "earnings" as being the full earnings.


MR. RUPERT:  Thank you.


MS. McSHANE:  It may or may not cover the full cost of equity in any particular year, but it is the whole dollar amount of net income.


MR. RUPERT:  Okay, thanks.


On cost of capital, you've got obviously an extensive experience in this area and you have testified numerous occasions, as you pointed out at the beginning.  In looking at your summary CV in your document, I was trying to identify the number of cases where you have been retained by an entity like OPG to do a cost of capital.  


So, for example, a government-owned entity, a government-owned entity that otherwise operated where there was an organized market for power; i.e., there was no need to actually have regulation, but regulation by choice, no obligation to serve, and where the shareholder had the power to direct the regulator to permit recovery of certain costs. 


But just even starting with the government-owned part, I counted three, and I just wanted to confirm that those are the cases where you have actually been retained by a government-owned entity to opine on cost of capital.


MS. McSHANE:  Well, let's see.  Newfoundland, Hydro Quebec, Yukon Energy, Northwest Territories Power, Saskatchewan Energy, which would be the gas part.


MR. RUPERT:  Gas part, yes.


MS. McSHANE:  Hydro One.


MR. RUPERT:  Hydro One.


MS. McSHANE:  New Brunswick Power.  I think that pretty much covers them.


MR. RUPERT:  I wanted to ask, in each one of those cases - I know they probably span a number of years and they're different industries and not all generators, and there are some wires companies and so on - but did you -- I take it that you would not have modified your basic approach to cost of capital in any respect for those enterprises to recognize the government ownership and some of the things that have been discussed with you over the last couple of days by some of the intervenors that would flow from the government ownership?


MS. McSHANE:  That's right.  In all circumstances, I take the position that what we should be looking at is the opportunity cost of the resources, essentially, that are devoted to the service, not the identity of the shareholder.


MR. RUPERT:  Okay.


MR. KAISER:  Can I just ask you, with respect to that, to follow-up?  How often have you been successful in that argument?


MS. McSHANE:  Well, it's a mixed bag.  In the Northwest Territories, which is the most recent case I was in before this, successful.  Pretty much it's a stand-alone approach.


In Saskatchewan, it's been pretty much a stand-alone approach, although they -- they're not really regulated the same way as here.  They make presentations to the Saskatchewan Rate Review Board, but I think at the end of the day, cabinet makes the determination on the rate changes.


Not so good in Newfoundland and New Brunswick.  Interesting in New Brunswick that because New Brunswick exports power to the States, they had to set up a separate transmission company that sort of met all of the FERC standards, and, as part of that, they created a real company and set the capital structure and ROE just like they would have if it had been an investor-owned transmission company.


They had big plans.  They were going to restructure all of the individual companies, were going to go out and be able to raise debt on their own.  They set up a separate generation company.  Contracts were arranged so that the distributor would purchase power from the generator under the contracts.


Essentially what happened was that the government changed and -- after the transmission company was set up, and the new government basically backed off from having these companies operate commercially.


In Newfoundland, the government was thinking of selling Newfoundland and Labrador Hydro back in the '90s, passed new legislation that said they would be allowed a fair return on rate base.  The language was basically the same that would apply to the investor-owned utility in the province, and the first time the company came up before the Board, the Board basically said, look, you need to get -- you know, you need to establish an arm's-length relationship from the province before we're going to treat you as a stand-alone company.


MR. KAISER:  What happened in the Hydro One case?


MS. McSHANE:  Hydro One?  Well, my reading of the decision in Hydro One is that I don't see any evidence that the Board thought of it any differently, in terms of risk, than they would have had it been an investor-owned transmission company.


I mean, if you compare where they came out and where  -- where you came out on capital structure and return on equity, it's similar to -- or capital structure actually is stronger for Hydro One transmission than for some of the other transmission companies in the country.


MR. KAISER:  All right.


MR. RUPERT:  Thank you.


This is, I think it is fair to say, a fairly unusual case we have here of having a company that produces a product that is sold in an organized market that exists that is being subject to cost of service regulation where its other generators in the province are not.  So I view it as regulation by choice.


In forming your opinion and doing your analysis of what you believe to be the appropriate cost of capital, capital structure, did you find it was necessary to get into the question of, Why did the province of Ontario decide that these assets should be subject to regulation?


MS. McSHANE:  Not for purposes of the analysis that I was doing.  I sort of looked at it as -- it's a little bit different than in Alberta, but I suppose you could think of it as being somewhat similar objective, and that is when the Alberta government decided to set the existing generation apart from the new generation and preserve the embedded cost of that generation for customers through a specific contract type, it's sort of a similar type of objective.

So, no, I mean I don't think I -- I didn't really think of it in terms of why they did it, just that it seemed to be consistent with why others were trying to preserve lower cost generation benefits.

MR. RUPERT:  So you view all of this generation as lower cost generation, then?

MS. McSHANE:  Well, it's -- because of the way the price is set, I mean that seems to be the base load generation gets preserved for the -- for customers.

MR. RUPERT:  So the reason I ask is that in periods, as I believe we have had for probably most months in the last 18 months, where the spot price has been less than certainly the price on the nuclear generators for some period of time -- not every month, I admit -- but that kind of circumstance, those kind of facts, don't shift your view though, if you're looking at it as PPAs by regulation, the fact that, in fact, the market prices are lower than the prices that are being set in many months doesn't change your conclusion?

MS. McSHANE:  Not for this purpose, no.  Just because I try to view it just in the context of the market in which it was being operated, rather than to second-guess why it was being done.

MR. RUPERT:  Okay.  One maybe related question.  You have had a lot of questions over today and earlier about the proposal from the company to have a quarter of the revenue required for nuclear fixed, unrelated to generation.

I wondered if you are aware of any company in Ontario that operates in this market that has a similar arrangement, where it would be paid, irrespective of its ability to produce?

MS. McSHANE:  I don't know whether or not that is true in this province, because I haven't studied the contractual arrangements for contracts, say, with the OPA.  And I am not aware that they're publicly available.  I mean I understand, from discussions I have had, that the contracts are fairly -- give the generators a fair amount of protection.

I would say that when you look at the restructuring that occurred in Alberta before the PPAs, in the interim period, the arrangement was that the distributors paid the full cost of the capital costs of the existing plants, irrespective of whether or not they produced.

MR. RUPERT:  Okay. But I guess the answer is in terms of Ontario, you're not aware of –-

MS. McSHANE:  No.


MR. RUPERT:  -- any company that has an arrangement, with a government contract or otherwise, that would compensate it in the event that it is unable to produce?

MS. McSHANE:  I am not specifically familiar with that.

MR. RUPERT:  Yes.  I want to ask a bit on your views on cost of capital and the need for capital expenditures and expansions.

Just to give you a couple of references in your report, I think there is several, but go to page 11, which I think is a generic discussion of the cost of capital and at the top of 11 on the second line, second sentence, it says:

"Moreover, inadequate returns act as a disincentive to expansion."

Then on page 63, middle of the page, second full paragraph, it talks about:
"Further, OPG potentially faces significant capital expenditure for regulated facilities, for which it may require regular access to debt markets.  The requirement to refurbish existing nuclear plants or build new nuclear large-scale hydro... would entail an extended period of new development construction and putting those assets into service."

I am just trying to understand the extent to which this view of capital expenditures affects your recommendation on ROE and capital structure.

I think we were chatting the other day that, as best I could tell for the test periods, the Pickering B refurbishment is not an approved project.  It has some deferral accounts set up to deal with preliminary costs of that project, possible project.

The Niagara tunnel, as I understand the company's position is, by virtue of the regulation, I suppose, already approved and requires recovery, except to the extent that I suppose there is overruns down the road.

And the idea of a nuclear plant in Darlington is something which also the regulations cover-off for costs associated in the test period, I think, with the new nuclear build.

So I am wondering, given that this is a list of four or five or six, whatever it is, plants, specific prescribed assets, what -- and that these major capital projects strike me, at least, are covered off during the test period certainly by deferral accounts or other recovery mechanisms, what capital expenditure requirements are you referring to when you're getting into this and how much do these capital expenditure requirements affect your recommendation on return and equity for this set of prescribed assets?

MS. McSHANE:  So when you are asking me this question, you're talking about page 63, where it says that it faces potential capital expenditures?

MR. RUPERT:  Yes.

MS. McSHANE:  Well, in this regard, we know that OPG has been directed to look at refurbishing plants, and that there is potential for building new plants in the province, which may end up being built by OPG, may end up being regulated. 

MR. RUPERT:  That's my question, though.  You put it well.  So if you have these new nuclear projects that are not yet listed as prescribed assets -- potentially might be but we don't know that, if in fact the company builds them -- why would those things be influencing the amount of return on equity for listed prescribed assets today?

MS. McSHANE:  They influence it in the sense that a company should be in a position to go to the capital market, if it needs to.  Which isn't to say we're asking for a higher return than we would otherwise ask for.  It is simply saying that any time you look at what a fair and reasonable return on capital structure is, it should recognize the potential for the company to go to the market and recognize that you can't -- you can't depress returns for a period of time because, oh, well the company doesn't need to go to market today, and then say:  Well, when you get to the point where it's a reality, then we'll deal with the issue, because I don't think the markets are going to all of a sudden say --

MR. RUPERT:  I'm struggling with -- I am probably wrong; you will tell me I'm wrong -- but I am struggling to see whether how you have gone at this is not, I'll call it a violation of your stand-alone principle.

On page 54 of your document -- you can turn it up -- the last paragraph, you say that:

"Regulated operations of OPG should contribute their fair share to the creditworthiness and financial integrity of OPG Inc."

And I am just trying to struggle with the stand-alone principle.  If we're now saying that part of the role of the prescribed assets and the return on capital deemed to be associated with those assets is to somehow support the rest of OPG, I am not sure I get there.

MS. McSHANE:  No.  No.  No --

MR. RUPERT:  When I say the rest of OPG, I put new nuclear stations in the rest of OPG, by the way. 

MS. McSHANE:  Pardon me.

MR. RUPERT:  I put brand new nuclear facilities, brand-new nuclear build, I put that in the other part of OPG, right?  It's not a prescribed asset.  It doesn't exist.  It can't be part of this prescribed assets, by definition.

MS. McSHANE:  Today.  You mean today?  Because --

MR. RUPERT:  Yes, based on the facts as we know them.

MS. McSHANE:  Well, yes, there is nothing to put there at the moment.  It's a possibility.  We don't know what the outcome will be.


But with respect to this comment that you just made on the regulated operations of OPG making their fair contribution to OPG consolidated, the only point that I was trying to make there is that it's not fair for the regulated assets of OPG to subsidize the unregulated assets, or vice versa.


It's just that each part is going to help determine what the financial flexibility of the firm is, what the credit rating is, and each part needs to provide a contribution to that whole which is consistent with each part's relative risks.


MR. RUPERT:  Okay.  I will leave that one there.  The last question I've got, looking at Mr. Penny here, as well, it is about income taxes.  The reason I was going to ask it to you is for a couple of reasons.  One, I think on a couple of occasions you mentioned on a couple of occasions income taxes in response to various questions, but also, your CV shows, and I am aware, that you've done a lot of work on stand-alone provisions, including in front of this Board, in fact.


I wanted to check whether you had advised the company on their treatment of income taxes in the 2008 and 2009 test period, or not.


MS. McSHANE:  No.


MR. RUPERT:  You have not, okay.


Maybe I won't ask these questions now.  I will save them for Mr. Barrett.  Okay, thanks.


MR. KAISER:  Mr. Penny, any re-examination?


MR. PENNY:  Yes.  Thank you, Mr. Chairman.


MR. POCH:  Mr. Chairman, just before Mr. Penny launches into that, if I may, just before the break, Board Staff obtained undertaking J12.2 from the witness, which is the analysis of the impact on cost of capital of removing the deferral accounts.


I did have a chance to talk briefly with Ms. McShane over the break and she indicated that she would ordinarily build that up, or at least attempt to build that up, 

from -- deferral account by deferral account.


I am wondering if we could just expand that undertaking that when it is in fact provided, that to the extent she has done that, that the break-out will be provided.


MR. KAISER:  All right.  Can we do that, Mr. Penny?


MR. PENNY:  I believe so, yes.


MR. POCH:  Thank you very much, Mr. Chairman.

Re-examination by Mr. Penny:


MR. PENNY:  I just have three questions in re-examination, Ms. McShane.  Many days ago when Mr. Warren was examining you in the morning, on Thursday there were some questions asked about Ontario Regulation 53/05, and specifically about 5.2, which is the new build, the preliminary costs of new nuclear.


You had said -- at least my note was that you said, in answer to a question about the protection for preliminary costs of nuclear new build, that that was consistent with what others were doing regarding new nuclear construction.


I wanted to ask you if you -- assuming you recall saying that, what you meant by that.


MS. McSHANE:  Well, in this day and age of concern with emissions, nuclear energy is becoming something of a discussion among firms in the US, and there are a number of companies who are considering building new nuclear plants.


But it is my understanding, from reading annual reports and such, that they are not prepared to build new nuclear plants without some form of protection on development costs, and, indeed, for example, in Florida there has been legislation that was passed that permits the recovery of these preliminary development costs.  


Similar legislation is either now fully passed or still in the works in Mississippi, and I believe also in Louisiana.


So it is very clear that for companies to build new nuclear plants, that they are going to require a degree of assurance that these costs will be recoverable.


MR. PENNY:  All right, thank you.


When Mr. Thompson was examining you on Friday, there was an exchange about deferred taxes and whether that was or wasn't a parallel to nuclear waste liabilities, and there was, I think, an exchange in which it was put to you that the nuclear liabilities could go on the income statement, or words to that effect.


You said it would be inappropriate, but then you were cut off from giving an answer.  I think you may have covered this later during the examination, but I thought I would afford you the opportunity of explaining, if you recall the exchange, why you thought it would be inappropriate.


MS. McSHANE:  You don't have a reference here, do you?


MR. PENNY:  Sorry, I didn't look it up in the transcript.


MS. McSHANE:  Well, I'm not quite sure why I said "inappropriate", but it wouldn't go on the income statement, in any event, because they're not income.


But in the context of putting them on the balance sheet for regulatory purposes, it would only be appropriate if they were ratepayer-supplied capital.


MR. PENNY:  All right.  I am sure that's what you were after at the time, and I believe you did actually say that at another point in the transcript.


Then, finally, you were asked a question this morning about the risk-free rate, and a particular approach was put to you that you could -- one way of getting the so-called risk-free rate would be to take a long Canada bond and eliminate what was described as the term premium from that, and I believe you said that's one way of doing it.


I wanted to ask you, first of all, is it the way that any regulatory body in Canada does it?


MS. McSHANE:  None.


MR. PENNY:  Is it the way that you would recommend doing?


MS. McSHANE:  No.  I would recommend staying with the approach that we have been using here, and elsewhere in the country, for purposes of establishing the rate for application in the -- in a risk premium test, and that is the 30-year Canada yield.


MR. PENNY:  All right.  Thank you.  Thank you, Mr. Chairman.  Those are all of my questions.


MR. KAISER:  Thank you.  We will take the lunch break at this point and come back in an hour and hear from Mr. Goulding.


--- Luncheon recess taken at 12:25 p.m. 


--- Upon resuming at 1:35 p.m.

MR. KAISER:  Please be seated.

Ms. Campbell, do you have a witness?

MS. CAMPBELL:  Yes.  On behalf of Board Staff, Mr. A. J. Goulding, G-O-U-L-D-I-N-G, president of London Economics International.  I have provided and placed on the dais copies of Mr. Goulding's curriculum vitae.  Copies of it were circulated last week to my friends.

MS. LEA:  That'll be Exhibit 12.2, CV of A. J. Goulding.  
EXHIBIT NO. K12.2:  CV of A.J. Goulding


MS. CAMPBELL:  I would like to deal with your qualifications first, Mr. Goulding.  I understand that you have --

MR. KAISER:  Just a minute.  Maybe we will swear the witness first.

MS. CAMPBELL:  I'm sorry.  
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J.A. Goulding, affirmed


MR. KAISER:  While we're doing that, has his evidence been marked?

MS. CAMPBELL:  Yes, it was just marked.

MR. KAISER:  Okay.  I thought that was the CV.

MS. CAMPBELL:  No, his evidence already is prefiled.
Examination-in-chief by Ms. Campbell:

MS. CAMPBELL:  Mr. Goulding, your curriculum vitae was already made an exhibit.  It was made Exhibit K12.2.  Could you simply review the curriculum vitae and confirm that it is, in fact, yours, and I haven't substituted someone else's for you?

MR. GOULDING:  Yes.  This is my CV.  

MS. CAMPBELL:  All right.  I would like to review your qualifications briefly, sir.

You have a B.A. in economics and you obtained that in 1991?

MR. GOULDING:  That's correct.

MS. CAMPBELL:  Following your graduation, you began work as a natural gas market analyst in the United States.

MR. GOULDING:  That's correct.

MS. CAMPBELL:  Then you joined the United States Agency for International Development, where you worked as an energy analyst on electric power sector restructuring in India.

MR. GOULDING:  That's correct.

MS. CAMPBELL:  When you returned from India, you pursued and were granted a master's degree in international business in 1997 from Columbia University?

MR. GOULDING:  That's correct.

MS. CAMPBELL:  You joined London Economics in 1999 and are now its president?

MR. GOULDING:  I actually joined London Economics full time January 1st, 1998.

MS. CAMPBELL:  Thank you.  In addition to your work at London Economics, you teach a graduate course at Columbia University in electricity market design and regulatory economics?

MR. GOULDING:  That's correct.

MS. CAMPBELL:  And you have done that since 2003?

MR. GOULDING:  Yes.  If the math works, this would be my -- next year will be my sixth year in teaching it.

MS. CAMPBELL:  Thank you.  You worked principally in the areas of financial, economic and regulatory analysis?

MR. GOULDING:  That's correct.

MS. CAMPBELL:  Yes.  And the work that you do falls into three areas: asset valuation and mergers and acquisitions, regulatory economics and litigation support and strategy?

MR. GOULDING:  That's correct.

MS. CAMPBELL:  All of this remaining in the energy sector?

MR. GOULDING:  That's right, energy and infrastructure.

MS. CAMPBELL:  Energy and infrastructure, and your clients are both private companies and regulators such as this Board?

MR. GOULDING:  Yes, that's correct.

MS. CAMPBELL:  A significant aspect of your practice focuses upon asset valuation, business development?

MR. GOULDING:  Yes.

MS. CAMPBELL:  And in the course of advising clients on the purchase of assets, such as hydro portfolios, biomass plants, you provide revenue analysis and forecasts which impact debt raising, as well as directly negotiating term sheets for debt?

MR. GOULDING:  That's correct.

MS. CAMPBELL:  In doing so, you examine and analyze debt markets and capital structures, both in North America and internationally?

MR. GOULDING:  Yes, that's correct.

MS. CAMPBELL:  You regularly review and advise clients on the impact of business risk factors on capital structure and equity returns?

MR. GOULDING:  Yes, that's correct.

MS. CAMPBELL:  And in the area of regulatory economics, your clients have included this Board, the OPA, the Alberta ministry of energy; and internationally, clients such as the governments of Hong Kong and Saudi Arabia?

MR. GOULDING:  That's correct, except I believe in Alberta, it is the Department of Energy.

MS. CAMPBELL:  Is it the Department of Energy?  My apologies.

Your work in regulatory economics similarly requires that you be well acquainted with issues relating to return on equity, and capital structure and risk factors which may affect or influence ROE and capital structure?

MR. GOULDING:  Yes, that's correct.

MS. CAMPBELL:  I would ask that this Panel accept Mr. Goulding as an expert on the rate-of-return and capital structure.

MR. KAISER:  Any objections?

MR. PENNY:  No.

MR. KAISER:  Thank you.

MS. CAMPBELL:  Now, I would like to turn to your prefiled evidence, Mr. Goulding.  The prefiled evidence is Exhibit M, tab 1, and that is a report dated April 21st, 2008.  I'm correct that that report was prepared by you or under your supervision?

MR. GOULDING:  Yes, it was.

MS. CAMPBELL:  And there were interrogatory responses arising from the prefiled evidence, and I am correct that those were either prepared by you or under your supervision?

MR. GOULDING:  Yes, that's correct.

MS. CAMPBELL:  And do you adopt that evidence?

MR. GOULDING:  Yes, I do.

MS. CAMPBELL:  Now, I would like to review, briefly, the -- provide the Panel with a summary of the conclusions drawn by your report.

First of all, the mandate is contained in the first line of the abstract:

"London Economics was asked to develop an overall framework which can be used to evaluate the risk to equity and an appropriate capital structure for OPG's prescribed assets relative to other power sector assets for which capital structures and returns on equity have been determined, or can be observed."

MR. GOULDING:  Yes, that's correct.

MS. CAMPBELL:  How do you define risk, Mr. Goulding?

MR. GOULDING:  Well, in my report, in section 2, starting on page 12, we have a discussion of risk which provides some insights into a number of different definitions.  But on a simplified basis, first I look at the volatility of expected profits; and then, furthermore, I look at the extent to which that volatility is predictable, because if we have the ability to understand that something is volatile but there's some portion of that volatility that is predictable or explainable, or that we can design a hedge against, that portion of risk is less of a concern to potential investors than that portion of risk which is completely unhedgeable.

MS. CAMPBELL:  What role does risk play in determining an appropriate return on equity and capital structure, generally?

MR. GOULDING:  Well, at the most general level, we can expect that investors, for higher levels of risk, will demand a higher return.

MS. CAMPBELL:  Now, I would like to move to your evaluation of risks that pertain to OPG.  There are four headings that we use.  You have section 3, if I go to your index, it says "salient risk factors" and you list four specific headings: corporate structure, cost recovery mechanisms, operational and frequency of policy changes and lack of independence of regulators.

First of all, those key risk factors, are they listed in order of significance?

MR. GOULDING:  No, they're not.

MS. CAMPBELL:  Can you order them, please, in order of significance?

MR. GOULDING:  Certainly.  If I were to order these in terms of the magnitude of the risks associated with them, I would start with the operational group.  I would then look at the frequency of policy changes and lack of independence of regulators.  This would be followed by the cost recovery mechanisms, and then the corporate structure.

MS. CAMPBELL:  Briefly, could you explain the key risk factors associated with operational risks, and why you have listed it as the number one factor?

MR. GOULDING:  Certainly.  In the operational section, section 3.3, I then list four operational issues.  The first is the general dispatch risk of the prescribed assets.  The second is nuclear outage risk.  The third is the risk of non-payment by the IESO.  And the fourth is the impact of potential changes in air emission requirements, so, broadly speaking, environmental issues.

Now, I hasten to add that, again, those are not ranked.  From my perspective, were I to rank those, the nuclear outage risk would be the highest among those operational risks.

MS. CAMPBELL:  Thank you.  Frequency of policy changes was the second risk that you listed.

MR. GOULDING:  Yes.

MS. CAMPBELL:  Can you describe that, briefly?

MR. GOULDING:  Certainly.  Regulation of the electricity sector is dynamic in many parts of the world.  I would argue that it tends to be particularly dynamic here in Ontario.


The number of policy changes, the direct involvement of the provincial government in the sector and the variety of roles that the provincial government plays in the sector is one source of potential risks.


While the federal government in Canada is less involved in the electricity sector than it is in the United States, in particular, there are risks associated with the nuclear safety regulator here in Canada.


MS. CAMPBELL:  The third heading was cost recovery mechanism.  Can you briefly explain the risks associated with that?


MR. GOULDING:  Sure.  The first there of the subheadings is uncertainties relating to the timing and nature of rate review, and that is, perhaps, the most important among the six factors that are listed.


I also discuss the recovery requirement with regards to the existing variance and deferral accounts, look more closely at existing and proposed variance accounts, the impact of the requested 25 percent fixed monthly payment for nuclear production, impact of the prescribed assets being fully regulated, and the impact of bonus revenues and the returns associated with the hydro incentive mechanism.


MS. CAMPBELL:  Of those that you listed, what was the key risk factor under cost recovery mechanisms?


MR. GOULDING:  I would emphasize that it is the uncertainties related to the timing and nature of rate review.


MS. CAMPBELL:  Finally, corporate structure.


MR. GOULDING:  Certainly.  Under the corporate structure, I have listed five factors:  Ownership of OPG, the appropriateness of the stand-alone principles, the effect of the ONFA between the government of Ontario and OPG, OPG's reliance on OEFC for debt financing, the composition of the prescribed asset portfolio.


MS. CAMPBELL:  Of those, which is the pre-eminent risk factor under that heading?


MR. GOULDING:  Overall, I don't regard any of these elements as being significant, in terms of risk factors.


Overall, ultimately, portfolio composition is probably the one that -- because OPG has limited control over it - it's sort of what they've inherited among the prescribed assets - I would say that might be one that I would have the biggest concerns about.


I think the other would be the potential for the shareholder to behave in ways which some may not consider to be commercially reasonable.


MS. CAMPBELL:  After you reviewed and assembled all of the risk factors, the next step you took in your report is under part 4.  It is titled "Characteristics in risk profile of other possible benchmark entities."


I under understand that you looked at both Canadian and American entities for the purpose of this section.


Starting with the Canadian entities, can you tell me which entities you looked at and what you observed concerning their capital structure and ROE?


MR. GOULDING:  Certainly.  I looked at a number of Canadian provincially-owned, vertically integrated power entities.  One of those entities is in fact not provincially owned.  It is privately owned.


I also looked at Canadian generation-focussed income trusts and at Hydro One, and I looked at the -- as well, at the independent generation being built under contract with the Ontario Power Authority.


And in each case, what I did was to look a little bit at the way in which the structure of the arrangements for the prescribed assets either make the potential profit streams more volatile or less volatile, relative to the entities that I looked at.


Now, when I looked at the Canadian provincially-owned and one privately-owned vertically integrated power entities, my findings were summarized in a table, and if you will bear with me, I would like to find that table.


So if we go to page 35, what we see is that from this particular sample, what was derived was that we observed a deemed debt-to-capital ratio of approximately 66 percent on average from the sample and an allowed return on equity of 9.19 percent, again, just based on this particular sample.


And the conclusion was, first of all, that none of these entities is directly comparable to the prescribed asset portfolio, and that, then, if we think about simply the way in which these asset portfolios differ from the prescribed assets, we can conclude that as a generation-only portfolio, the prescribed assets would be more risky than the assets listed here.


Now, there is a caveat to that, which is that in some cases, although these entities are vertically integrated, they have a different mix of generation in their portfolios, some of which arguably may be more risky than the prescribed assets, given the evolution in environmental regulation.


Now, I looked at other types of Canadian entities that are active in the power sector, including Canadian generation-focussed income trusts.  Now, it is important to emphasize that income trusts are much smaller than the prescribed assets, and obviously income trusts themselves are evolving, given the changing tax treatment here in Canada of these entities.


Nonetheless, we, for the sake of comparison, presented the income trust that has the largest proportion of hydro in its portfolio, and that entity -- what we concluded was that the larger size of prescribed asset portfolio and the diversification of technologies mean that OPG's prescribed assets face slightly less business risk than the income trusts.


Now, you've caveated that, because some of the income trusts benefit from geographic diversity and also have some technological diversity, but on par, a reasoned view was that the prescribed assets are slightly less risky than income trusts.


As well, we examined Hydro One, and our conclusion was that given the higher probability of generation outages than wires outages and the risk of prolonged nuclear outages, the prescribed assets face slightly higher business risk than Hydro One.


I believe that covers all of the entities, except for the OPA contracts, here.  Let me turn to that particular discussion.

So in examining the prescribed assets and the arrangements surrounding the prescribed assets, we concluded that the generators:

"Generators built under contract in response to request for proposals from OPA face significantly higher business risks than do the prescribed assets."

MS. CAMPBELL:  I would like to ask you to explain the evaluation and analysis you made of US entities.

MR. GOULDING:  Certainly.  There are two other types of entities -- pardon me, there are actually three other types of private entities and several publicly owned entities that I examined.

I examined regulated, vertically-integrated private utilities.  I also looked at wires-only entities.  I looked at US federal power entities, generation and transmission co-operatives.  I also looked at merchant generators.

Now, I think it is important to not view merchant generators as being a geographically specific category that depends, to a certain extent, on their, the location of their portfolio of assets, but many have portfolios that go across several jurisdictions.

So I don't want to consider merchant generators, although they appear under a heading "US entities", I don't want to consider them as being a US specific category.

MS. CAMPBELL:  What did you conclude with regard to the US entities and their comparability to OPG -- their usefulness in assessing OPG, rather?

MR. GOULDING:  Well, let me respond to that broadly.  First of all, this set of entities is very diverse.  The US federal power entities are very unique, and are sufficiently distinct that I would not place a great deal of weight on the federal power entities or on the generation and transmission co-operatives, due to their distinct nature, their distinct ways of raising financing and the way in which their rates are actually set.

Now, with regards to regulated entities, the wires entities and the vertically integrated private utilities, again, I want to make a distinction, which is that my concern is with the consistency of the level of allowed returns by regulators in the United States with both what can be observed in the financial markets and what financial theory would dictate.

It is my belief that the current allowed returns in the US are somewhat higher than what is necessary to attract capital.  Therefore, while I believe that the prescribed assets, being a portfolio of generation assets, are more risky in general than a generalized vertically integrated utility, which has the benefit of the more stable wires assets, nonetheless, I would be somewhat concerned about the use of the regulatory findings in the US, given what I perceive to be an upwards bias on the part of these regulatory findings.

Now, that is a very different opinion than where I come out with regards to the use of at least thinking about the role of merchant generators, in that I do believe that the capital markets are increasingly integrated, and that what is observed with regards to the merchant generators, in terms of things like market betas and so forth, are relevant and should be taken into account.

MS. CAMPBELL:  Following the examination of the Canadian and the US entities, you then have a section of your report that I would like to take you to briefly.  It is on page 46.

MR. GOULDING:  Certainly.

MS. CAMPBELL:  The title of the section is, "Risk of prescribed assets relative to potential benchmark assets."  You also have a figure, figure 21.  Could you briefly explain what that figure represents?

MR. GOULDING:  Certainly.  This figure is a somewhat qualitative assessment of the relative risk of various asset classes.

The distance between the various asset classes on this continuum is not to scale.  What is intended is simply to show a relational comparison between the various entities.  Also, there are some -- for example, the relationship between the S&P and the TSX composite -- where, in fact, they would appear to be quite close, or some evidence would suggest a different ordering.

But generally speaking, what this is designed to show is the relative risk of the various types of entities and asset classes that are covered in the report.

MS. CAMPBELL:  Then if I turn the page, page 47 and 48 have -- contain a list of different risk factors.

Can you explain what the listing is intended to do?

MR. GOULDING:  Sure.  What the list is intended to do is to give a sense of the directional impact various risk factors have on required equity returns and the ability to increase debt in an optimal capital structure.

And essentially, what we need to think about is, again, we have described this continuum, and if we look at the prescribed assets and we look at the arrangements surrounding those prescribed assets, if we change those arrangements, we might move the notional position of the prescribed assets on this risk continuum.

So we have a list here, a fairly lengthy list of the various risk factors that we have examined in this paper.  And then we look at the way in which changing the arrangements surrounding that particular factor would affect the positioning of the prescribed assets on this risk continuum.

MS. CAMPBELL:  Now, part of your mandate was creating a framework.

MR. GOULDING:  Yes.

MS. CAMPBELL:  And 5.3 at the bottom of 48 is where you discuss creating a framework for future adjustments to OPG's capital structure and allowed return on equity.

MR. GOULDING:  Yes.

MS. CAMPBELL:  Could you briefly describe that part of your report?

MR. GOULDING:  Sure.  What this does -- and it is perhaps useful if I read from the report.  It says:

"The above section reviewed the various identified risk factors and discussed how each could be used to determine risk relative to other asset classes.  Two approaches are possible to convert this list into a framework.  One would be to rank the OPG-prescribed assets in each risk category relative to the other identified asset classes, and then to average the ranks.  Using the average rank for the OPG-prescribed assets, OPG's place in the risk continuum can be determined.  An alternative approach would be to observe the volatility of profits associated with OPG's prescribed assets directly, compare this volatility with other asset classes, determine relative attractiveness, certainty and stability."


And, overall, my conclusion was that while the second approach may be theoretically more quantitative, in fact it ends up relying on as many subjective assumptions as the first approach.


As such, were I asked to create a framework and to really identify where the prescribed assets city, I would be inclined to use the ranking approach with attention to relying upon quantitative factors wherever possible.


MS. CAMPBELL:  So, in conclusion, could you provide us with a brief summary of the opinions that you formed after performing all of these analyses?


MR. GOULDING:  Certainly.


In section 6, I have a list of five points that would categorize our findings.  Those five points are that the intended role of the regulated payments for the prescribed assets is to manage risk for both OPG and for customers; that based on an assessment of forced outages, generation assets, even with regulated payment streams, would appear to be slightly more risky than regulated network companies, which, all things being equal, would justify a higher allowed equity return; current arrangements surrounding the prescribed assets serve to reduce risk significantly relative to other merchant generation companies; the OPG-prescribed assets are relatively less risky than generators with contracts from the OPA; and that appropriate capitalization structures should be based primarily on criteria used by credit rating agencies and lenders, such as debt service coverage ratios; and that the potential overall long-run stability of the cash flows associated with prescribed assets may allow for a more efficient capital structure, including the high proportion of debt than that proposed by OPG.


MS. CAMPBELL:  Thank you.  Those are my questions.


MR. KAISER:  Thank you.  Mr. Penny.


MR. PENNY:  Yes, Mr. Chairman.  I wonder if I might exercise my right as the applicant to follow my friends.


MR. KAISER:  Yes.  Mr. Rodger, any questions?

Cross-examination Mr. Rodger:


MR. RODGER:  Just a couple, briefly, Mr. Chairman.


Mr. Goulding, you will be aware that at present OPG receives a return on equity with respect to the prescribed assets at a rate of 5 percent?


MR. GOULDING:  Yes.


MR. RODGER:  Can you tell us what your understanding is of why the province of Ontario selected this 5 percent ROE as being appropriate for OPG?


MR. GOULDING:  Well, I think it is important to look at that in the context of when the -- those arrangements were set up.  While it is my understanding that some analysis was done at the time, that analysis was really not consistent with what would be done were we to look at this problem in isolation.


So it is my understanding that conditions were quite different at the time that that 5 percent was arrived upon.  I was not privy to all of the considerations that went into the determination, but at that time I believe that there was an overriding political objective to seek stability of rates, even if that stability came at a -- at the potential for rates to diverge significantly, even from basic cost-causation principles.


MR. RODGER:  And do you have any understanding, with respect to today's environment, whether the issue of rate stability is any less relevant today than it was a few years ago?


MR. GOULDING:  Well, the problem is that the province faces a number of countervailing policy objectives, ranging from a desire to promote conservation, a desire to preserve jobs in manufacturing and a desire to, as well, earn an appropriate return on provincial investments and maintain its debt stability.


So I think that rate stability is certainly -- certainly continues to be one overall policy objective.  I question whether it is appropriate to seek to achieve this particular policy objective through the assessment of the return on equity on the OPG-prescribed assets.


MR. RODGER:  If you were to accept that rate stability was still an issue in Ontario today, what's your view about whether this Board should consider that issue in determining the issues before it?


MR. GOULDING:  I do not believe that that should be a consideration in this particular set of proceedings.


MR. RODGER:  Thank you.


MR. KAISER:  Thank you.  Mr. Thompson.

Cross-examination by Mr. Thompson:


MR. THOMPSON:  Yes, thanks.  Mr. Goulding, I just have a couple of questions for you.  It is to understand how my client might use your report to assess these questions here that you were not asked to assess.


If you go to page 50 of your report, I think you mentioned this in chief.  You point out that your firm was not engaged to perform a quantitative analysis to develop a precise estimate of either the appropriate return or capital structure for the prescribed assets.


You go on:  

"Instead, in keeping with Albert Kahn's zone of reasonableness, we were asked to assess risks associated with OPG's prescribed assets and to determine how such risks compared with other possible benchmark assets."


That's what you have attempted to do, is it?


MR. GOULDING:  Yes.


MR. THOMPSON:  Okay.  So what I wanted to do is to take you to, first of all, the conclusion that appears on page 1 of your report, and it also appears at page 22.  This is the overall risks faced by the prescribed assets.  


Here you say, on page 1:

"The prescribed assets can generally be considered to be low risk, particularly given their current regulatory treatment."


Then over at page 22, you say:

"Overall, the prescribed asset portfolio composition results in a diversified set of low risk assets which would be capable of being financed on a stand-alone basis with a moderate risk premium."


It is in the context of that, as well as the fact that you weren't asked to come up with precise numbers, that I was wondering if you could help us with the zone of reasonableness for -- that's taking capital structure, first, for this set of low-risk assets.


How can I use your report to determine the low end of the equity ratio range of reasonableness?  Can you help me with that?


MR. GOULDING:  Certainly.  And just so that I understand the question, are you asking me to talk about the low end of the return on equity or the low end of the proportion of equity in the capital structure?

MR. THOMPSON:  I am talking about equity ratio.

MR. GOULDING:  The equity ratio?

MR. THOMPSON:  Right.

MR. GOULDING:  Okay.  I want to preface my response by saying that ultimately, I believe that the most appropriate way to do this is to look at it the way that a bond financer or a bank would look at it, to go and do a projection of the cash flows, to look at the expected volatility of those cash flows, to look at coverage ratios and then to back into, if you will, once you have determined the carrying capacity of the assets, to look at the amount of debt that they can support, and, from there, then, determine the appropriate amount of equity.

Now, that being said, I believe that my report discusses, in relative terms, the overall -- my overall understanding of what I believe that debt carrying capacity to be, relative to certain other assets.

Please forgive me if I give you a relatively broad range, because that is consistent with my mandate.  But my research at this time would lead me to believe that the logically consistent low end of that spectrum would be something -- and I have to get my direction correct, in terms of the fact that we're actually talking about the proportion of equity in the capital structure.

So it would be consistent to believe that the proportion of equity in the capital structure would need to be slightly higher than that of Hydro One, given the fact that, I believe, that the prescribed assets face slightly higher risk than Hydro One.  So that's with regards to the equity component.

Now, that being said, when we look, then, for a high end with regards to the amount of equity in the capital structure, I think that what we have to think about here is that we can also see, when we look at merchant generators, for example -- you will pardon me here -- you know, I think that we would want to think about -- on page 45, figure 2, we have a list of very diverse merchant generators here.  We would want to think a little bit about, for example, where the prescribed assets would fit with regards to Canadian Hydro, for example.

I want to emphasize, again, that what -- in order to give a completely accurate answer, it would be important to do further calculations that would support a more precise answer with regards to an exact proportion of equity in the capital structure.

MR. THOMPSON:  All right.  Well, am I correct that Hydro One is at 40 percent equity?

MR. GOULDING:  I would be happy to confirm that.  I believe that there is a discussion here in the report, which was a snapshot in time.

Let me just turn to it.  Let's see here.  Yes, that would be correct.

MR. THOMPSON:  Okay.  And then going to the ROE issue?

MR. GOULDING:  Yes.

MR. THOMPSON:  How can we take what is in your report and find assistance with respect to that topic?

MR. GOULDING:  Well, I would suggest that a similar thought exercise is appropriate, and that when we, again, consider that if indeed someone were to share my belief that the prescribed assets are more risky than Hydro One, we should expect that the ROE for the prescribed assets should be higher than Hydro One.

However, I believe that when you take into account the arrangements surrounding the prescribed assets, that the prescribed assets themselves are less risky than a typical merchant generator, given the proportion, depending on the proportion of a merchant generator's assets that are under contract and for how long those contracts go.  And, as such, I would regard a typical merchant generator ROE as being excessive in the context of the prescribed assets.

MR. THOMPSON:  All right.  Now, did you -- my last area, did you give any thought to this nuclear liabilities issue and the returns associated with that, which tend to bump up the effective equity return being claimed here?

MR. GOULDING:  Well, I think it is important to look at my evidence in my response to the interrogatory, so let's have a look at that.

In the evidence itself, there is discussion of the ONFA, and then in the interrogatory, we noted that:

"We view such costs as being incorporated into any determination of the risks of operating a nuclear business."
And I would like to step back a minute, in that we have throughout the report identified that the inclusion of nuclear within the prescribed asset portfolio adds an element of risk.

But I think it is also important to think about the extent to which specific risks, such as decommissioning, such as nuclear fuels reprocessing and so forth, waste disposal, are identifiable, estimatable, and are, in some fashion, either hedged or dealt with.

So it's not sufficient, in my view, to simply say that there is a risk out there and, therefore, we should add to the ROE.  I think we really need to look at the extent to which there's some portion of that risk that is unknowable, and borne by the prescribed assets.

And when I look at this, I find that, in fact, these risks have been subsumed within a particular framework, that a reasonable person would be able to, through looking at the various arrangements, looking at OPG documents, come to some understanding of what a range of values is, and, most importantly, what proportion of that range OPG is responsible for.


As such, while I do believe it is something that needs to be taken into account, I would be concerned about over-emphasizing that particular risk when thinking about the appropriate return on equity for the prescribed assets.


MR. THOMPSON:  Okay.  Well, if you could just turn up - this is my last question - Exhibit M, this is a response to OPG Interrogatory No. 2, Exhibit M, tab 1.0, schedule 2.


MR. GOULDING:  Sure.


MR. THOMPSON:  This is where you were asked about risks associated with decommissioning costs, and in your response, and I am paraphrasing now, but you point out that you considered, at least as I read this, this issue, and then you say:

"While the structure of the decommissioning fund under the ONFA is somewhat different than that used elsewhere in North America, the fund has been set up was over-funded at the end of 2007.  The rules are in place to determine future costs and how they are allocated.  As such, we do not believe that OPG is so uniquely affected by decommissioning cost risks that it would affect our conclusions in the report relative to how we would view the risks for other North American nuclear plant owners."


My question is this:  Does that mean that, in your view, OPG shouldn't get a return on these items?


MR. GOULDING:  I do not believe that that was -- well, again, let me step back.


That was not an issue that I was asked to address, in terms of looking at specific items with regards to decommissioning costs.  Rather, what my answer focuses on, and indeed what our entire report focuses on, is if we look at the prescribed assets, in their entirety - and we're trying to determine an appropriate return on equity - what are some of the risk factors that should be considered as you think about that particular return on equity?


So my answer to Interrogatory No. 2 and my report relates to the return on equity for the prescribed assets as a whole.  It does not address whether there are particular funds on which a return should be -- to which a return should be attributed.  It does not -- it's not intended to suggest, one way or the other, that certain aspects of OPG's existing or future capital structure should be treated as equity, debt or contributed capital.


MR. THOMPSON:  So you didn't go down that road?


MR. GOULDING:  Well, it is not something that we were asked to examine.


MR. THOMPSON:  All right.  Thank you very much.  Those are my questions.


MR. KAISER:  Thank you.  Mr. Alexander, do you have anything?  Mr. Poch?


MR. POCH:  Nothing, sir.


MR. KAISER:  Mr. Schwartz?


DR. SCHWARTZ:  No, thank you.


MR. KAISER:  Anyone else?  Mr. Penny.

Cross-examination by Mr. Penny:


MR. PENNY:  Yes, thank you, Mr. Chairman.


Mr. Goulding, I will start with a few things that you have said just recently so that I don't forget about them, and then come back to the plan.


You made a reference to subjectivity in the assessment of risk, and I just wanted to ask you whether, in your view, the assessment of business risk for OPG is -- or for any business, really, is essentially a subjective exercise which necessitates the exercise of informed judgment?


MR. GOULDING:  Yes, I would agree with that, and that would include not only proceedings like this, but also any time that anyone is considering business risk and appropriate returns for an investment.


MR. PENNY:  Then you discussed the list of risk factors which -- you can turn it up, if you like, but my question isn't specific to them.  You have listed at pages 47 and 48 the risk factors of your evidence that you took into account.


Would you agree that for any given entity, at any given time, that some of these factors would be more material than others?


MR. GOULDING:  Yes, I think that is correct.


MR. PENNY:  Would you also agree that some would have more probability than others --


MR. GOULDING:  Yes.


MR. PENNY:  -- of occurring?


MR. GOULDING:  Yes.


MR. PENNY:  So would you agree that the appropriate use of these factors would, therefore, require weighting some more than others to suit the particular circumstances?


MR. GOULDING:  Yes, I think that's correct.


MR. PENNY:  Thank you.


Then if you wouldn't mind turning up page 45 of your evidence -- pages 45 and 46.  Mr. Thompson asked you -- well, let me, first of all, ask you about figure 20, merchant generators.  I think you note this.  Some of these companies have been in and out or are still in bankruptcy protection; is that not right?


MR. GOULDING:  I believe in the answer to my interrogatory I noted that none of these companies is currently in bankruptcy.  Some of them have gone in and out, yes.


MR. PENNY:  And you put the debt-to-capital ratios here.  When Mr. Thompson asked you about what the high end was, you started talking about merchant generators, but you never mentioned a number.


I wasn't sure what you were getting at.  I note, for example, that Mirant is something like 56 or 57 percent equity?


MR. GOULDING:  Yes.


MR. PENNY:  Is that what you meant when you were alluding to merchant generators as to what the upper end of the possible --


MR. GOULDING:  I think that I would probably be inclined -- and I want to again emphasize that any response, in terms of a specific range, would need to be supplemented by additional research.


MR. PENNY:  Yes.


MR. GOULDING:  But I would not necessarily be inclined to use an individual company here, but, rather, to look a bit more broadly at the averages.  Now --


MR. PENNY:  Fair enough.  Maybe we can cut this short.


MR. GOULDING:  Sure.


MR. PENNY:  The only reason I was really asking is because you said that you saw Hydro One as being the low end, and that was 40 percent, and then you talked about merchant generators being the high end, and the average is exactly the same.


MR. GOULDING:  Yes.


MR. PENNY:  I wondered why you were talking about merchant generators.  Maybe I could ask just ask you that.


MR. GOULDING:  I think that is appropriate, and we should also bear in mind that there is, of course, a linkage between the capital structure and the appropriate return on equity.  And if we took two companies with similar levels of equity in their capital structure, if there was a greater volatility in the earnings of one versus the other, that would affect the required return on equity.  And so that would be different, even if the capital structures were the same.


So that being said, you know, I think that if you were to look at this for guidance, we can certainly observe that a company like Canadian Hydro has a higher proportion of equity in its capital structure.  And, you know, I would want, again, to sort of supplement that view with further research, but I would be inclined to look at that as being probably an upper bound for the amount of equity that I feel would be appropriate in capital structure.


MR. PENNY:  All right, thank you.


Then, actually, while we're there, if you would look at page 46, you've got your indicative assessment of relative risk in various asset classes.


You didn't have Canadian vertically integrated in there.  Where do they go?  Do they go -- presumably they're riskier than Hydro One, but less risky than, who?


MR. GOULDING:  Well, I would be inclined to place them somewhat -- either right on top of US vertically-integrated utilities or somewhat close to them.


I think that the -- we talked about subjectivity a little bit.


MR. PENNY:  Close above or close below? 


MR. GOULDING:  You know, there is a typical consultant's answer, which is that it depends.  I believe that each province -- and we have a smaller sample size here in Canada -- but probably greater deviation from the average.

If we accept the argument that there is a greater degree of geographic diversification among larger US vertically integrated utilities, I might be inclined -- notwithstanding the disparity in observed allowed ROEs -- to place Canadian integrated utilities slightly higher than US vertically integrated utilities.

MR. PENNY:  All right.  And then as I understood it from what you said both in this evidence and in your examination-in-chief, you would put OPG between, then, the Canadian integrated utilities and generation income trusts?  Did I understand that right?

MR. GOULDING:  Yes, that would be correct.

MR. PENNY:  All right.  Thank you.

Then I think the last question I had before beginning at the beginning was you made an observation, I think it was about figure 13 at page 35 of your evidence.

I will probably come back to this later, but I just wanted to pin down one thing while it was fresh in my mind.  I had understood you to say that some generators were riskier than OPG because, I think, of the asset mix.

I just wondered who you would say, on this list of Canadian provincially-owned, vertically-integrated power entities has generation assets that are riskier than the prescribed assets, if there is one?  Or maybe you were just making a general observation.  I'm not sure, but --

MR. GOULDING:  Well, and I believe, actually, I may even be more specific in the evidence, and perhaps I can quote, on page 34:

"Arguably the generation mix of the prescribed assets, due to the presence of nuclear, is more risky than that of BC Hydro, Manitoba Hydro and Hydro Quebec (Hydro Quebec's nuclear station is smaller relative to its total capacity), but less so than SaskPower and the Atlantic province companies due to the lack of coal- and oil-fired assets [which increase risks related to future emissions regulation] among the prescribed assets."

MR. PENNY:  All right.  And did you -– well, perhaps we will come back to that, then.  Thank you for that clarification.

Let me then turn to my script, and Mr. Chairman, and you, Mr. Goulding, I intend to make reference to your evidence which we have been referring to, and then I have also made available to Mr. Goulding and to the other parties two bundles.  The principal bundle is called "OPG's examination brief for cost of capital."  Then there is a volume 2, which contains some additional material that I pulled together since I did the first volume.

I wonder if those might be given exhibit numbers, please.

MS. LEA:  Yes.  Mr. Penny, is it acceptable they be collectively marked as one exhibit?

MR. PENNY:  Yes.

MS. LEA:  Yes.  All right, then.  So collectively the examination briefs from OPG on cost of capital, volumes 1 and 2, Exhibit K12.3.
EXHIBIT NO. K12.3:  Examination briefs from OPG on cost of capital, (2 volumes)

MR. PENNY:  Thank you.  You have copies of those, Mr. Goulding?

MR. GOULDING:  I believe so.

MR. PENNY:  Thank you.

MS. LEA:  Mr. Penny, there is a request for extra copies.

MR. PENNY:  Yes, we have more.

I just want to start with some of the basic propositions that informed your report and your analysis.

As I understand it, you observed that Ontario is the only jurisdiction in North America to impose regulation on generation assets after establishing a wholesale competitive market.

MR. GOULDING:  Yes.

MR. PENNY:  Actually, one other question I had meant to ask you is, when you were reviewing your CV, it wasn't clear to me whether any of your consulting assignments had been for state owned energy utilities of any kind, generator or otherwise.

MR. GOULDING:  Well, I think it depends on your definition and your geographic reach.

My --

MR. PENNY:  Fair enough.  The India assignment was clearly for a government-owned entity.

MR. GOULDING:  Yes.  But I mean -- 

MR. PENNY:  I meant in North America.

MR. GOULDING:  Okay.  So in North America, my consulting assignments have tended to be for regulatory bodies or for privately-owned generators and integrated utilities.

MR. PENNY:  All right.  Also, I think you observed that no regulator in North America has faced a situation directly analogous to the regulation of OPG's prescribed assets?

MR. GOULDING:  Yes.

MR. PENNY:  You define, I think, three principles to provide a framework for determining payment amounts for the prescribed assets.

As I understand it, the first is that as an OBCA corporation, Ontario Business Corporations Act corporation, OPG should be treated no differently from any other entity that the OEB regulates.

MR. GOULDING:  Yes.

MR. PENNY:  Under this principle, while the province is the sole shareholder of OPG, you say that particular fact should not influence the OEB any more than if OPG was 100 percent owned by a private entity?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  And in neither case, as I understand it, OPG should not be compelled by the regulator to suppress what would otherwise be just and reasonable commercial equity returns to serve some other policy objective or notion of the public interest.

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  You agree, therefore, that OPG should be viewed on a stand-alone basis, disregarding the fact of its ownership of the government of Ontario?

MR. GOULDING:  Yes.

MR. PENNY:  Then your second principle is that under the just and reasonable standard of rate setting, OPG should be allowed as large a return on its capital as it would receive if it were investing the same amount in securities possessing an attractiveness, stability and certainty equal to that of OPG.

MR. GOULDING:  Yes, that's correct.  

MR. PENNY:  Then the third principle you advance is that owning and operating hydro and nuclear generating assets is clearly not risk-free.

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  And you agree -- Mr. Rodger, I think, was asking about this a bit -- but you agree that a return of five percent for the prescribed assets is clearly inappropriate from a financial market and pure utility perspective?

MR. GOULDING:  I believe it would be challenging under either financial theory or to go into the markets today and to support a five percent return equity.

MR. PENNY:  But I think you say in the report it is clearly inappropriate.

MR. GOULDING:  Yes.

MR. PENNY:  Then you referred in your evidence to one of the Ontario government's objectives that was articulated in deciding to regulate the prescribed assets, and you note that the first objective that was articulated was easing the burden on taxpayers.

MR. GOULDING:  Yes.

MR. PENNY:  And do you agree that the clear implication of this objective is to reduce the suppression of equity returns for OPG, under which taxpayers are essentially subsidizing the consumers of energy?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  And as I understand your analysis, the suppression of OPG's equity returns is a subsidy because if OPG's earning less than a commercial return on its asset, then it is government money, which all comes from the taxpayers, being invested as a lower return than it would otherwise earn if it invested in something else.

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  I also understood from your report that earning less than an appropriate commercial return on a stand-alone basis would be contrary, in your view, to the shareholders' commercial mandate and the memorandum of agreement to operate on a financially sustainable basis and to maintain the value of OPG's assets.

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  All right.  Now, the evidence that has come before you has been that another objective the government articulated in setting a regulated price for the output of OPG's prescribed assets was to ensure that the prices were designed to better reflect the true cost of producing electricity.  You're aware of that?

MR. GOULDING:  Yes.

MR. PENNY:  Do you agree that one of the costs of producing power is the cost of the capital required to create the generation assets?


MR. GOULDING:  Yes, I agree.


MR. PENNY:  Do you agree that artificially suppressing what is recovered in rates for OPG's cost of capital undermines the objective of designing rates that better reflect the true cost of power?


MR. GOULDING:  Yes, I agree.


MR. PENNY:  Then coming back to risk for a minute, again, I don't know that you need to turn it up, because you seem to be very conversant with your evidence, but at page 13 you make the observation that knowing the probability of an event occurring tells us nothing about the consequences of that event.


MR. GOULDING:  Yes, that's true.


MR. PENNY:  And do you agree that the opposite or the converse is also true, that knowing the consequences of an event tells you nothing about its probability?


MR. GOULDING:  Yes.


MR. PENNY:  And both consequences and probability are, in conjunction, necessary to the -- and relevant -- of course, first of all, relevant, and then indeed not only relevant, but necessary to the proper assessment of risk?


MR. GOULDING:  Yes, I would agree.


MR. PENNY:  Would you agree that taking both of these factors into account is particularly relevant for the nuclear business, because the consequences of an outage for a nuclear plant, regardless of its probability, may be significantly more serious than, say, an outage at a hydro or fossil plant?


MR. GOULDING:  Yes, I would agree.


MR. PENNY:  And that's because the nature of the technology is such that forced outages -- well, I mean, I'm simplifying, obviously, but essentially it is because the nature of the technology is such that outages take a long time to investigate and a long time to remedy?


MR. GOULDING:  Yes.  Now, I think it is important to remember the distinction that is made here between hedgeable and unhedgeable risks.


MR. PENNY:  Yes.


MR. GOULDING:  And, as such, discussing, in general, the probability of occurrence and the size, the magnitude of a particular occurrence does not absolve management from being prudent in the way that it operates.


It doesn't mean that simply because we've identified that there are risks, that it is appropriate for management not to prudently manage those risks and not to be penalized if it is shown that they had risk mitigation tools available to them that they did not, in fact, deploy.  


So I just wanted to add that clarification.


MR. PENNY:  Fair enough.  We will actually come to that very topic shortly in some detail.


But just sticking with the generalities for a moment before moving to more specifics, you also make the point that the variance and deferral accounts, and I guess the fixed portion of the payment amounts that has been asked for in this case, increase the stability of revenue compared to entities that do not benefit from these mechanisms?


MR. GOULDING:  Yes, that's correct.


MR. PENNY:  You will agree with me, though, I think, that relative to regulated utilities - that is, not the universe of corporations in Canada or the US, but looking only at regulated energy utilities - that variance and deferral accounts and some form of fixed payment are quite common?


MR. GOULDING:  I would at least partially agree with your statement.  I believe that, generally speaking, across North America deferral and variance accounts are a common form of defining and sharing risks between regulated entities and ratepayers.


The proportion of the fixed payment varies substantially, and in some ways fixed is somewhat of a mixed -- a misnomer, in the sense that we can take the revenue requirement, for example, and we can divide it between a customer charge and a volumetric charge.  


We can think of the customer charge as being fixed, provided there's a customer, but there may be some risk surrounding that proportion of a regulated entity's revenues, as well.


So I think that I can broadly agree with your assertion, but I believe that there is a degree of nuance with regards particularly to the fixed component.


MR. PENNY:  All right.  Just on this nuance question, though, I take it you haven't analyzed, say, how many deferral accounts Enbridge Gas has or Union Gas relative to OPG specifically?


MR. GOULDING:  That's right.  I haven't sought to create an entire universe of every variance and deferral account of every regulated utility across North America.


MR. PENNY:  Nor have you conducted any analysis of whether OPG is, in this case, seeking more or fewer deferral accounts than would be the norm for a Canadian utility, say?


MR. GOULDING:  I believe that my experience in reviewing regulated utilities is sufficient to say that I don't believe that this number of variance and deferral accounts is necessarily excessive.  That being said, I believe that, you know, any particular conclusion that can be supplemented by quantifiable evidence, it is always helpful to do so.


So my answer is based on my broad experience with North American utilities, rather than a specific statistical study.


MR. PENNY:  Of course it is not just a question of the number either, is it?  It is also a question of -- I'll call it materiality, for lack of a better word.  Some deferral accounts or variance accounts deal with things that are more important to the ultimate financial status of the corporation than others?


MR. GOULDING:  It's a question of how much bubble wrap you're putting around the vase.  So if we only have one variance account and it covers 1 percent of the revenue requirement, that's not very much bubble wrap.  If we have something that covers a substantial portion of the potential variability of the revenue requirement, we may have a substantial amount of bubble wrap.


MR. PENNY:  I guess just to maybe extend the analogy, again, you haven't analyzed, relative to OPG, how much bubble wrap all of the other Canadian utilities or US utilities have, for that matter?


MR. GOULDING:  You're absolutely correct.  I have not undertaken a quantitative assessment of the relative impact of the variance and deferral accounts on the prescribed assets to a broad and exhaustive sample of North American utilities.


MR. PENNY:  So I guess when you say that the existence of deferral and variance accounts and possibly the fixed payments are -- increase stability - revenue is I think the word you used - you're meaning relative to an entity that does not have those features?


MR. GOULDING:  Absolutely.


MR. PENNY:  Not in an absolute sense?


MR. GOULDING:  That's right.


MR. PENNY:  All right.  And you have agreed, I think, earlier that OPG is unique in the world of regulated utilities, in that no one else has regulated an entity like this before.


Do you agree that this is the first time that this Board has ever determined regulated payment amounts for any generator, much less OPG?


MR. GOULDING:  That's my understanding.


MR. PENNY:  While we have broad principles to guide us, like the ones you and I reviewed a few minutes ago, or your risk factors or whatever, there are no clearly established rules and procedures as yet for OPG.  There's no track record of regulation?


MR. GOULDING:  Yes.  And I believe that that has been discussed in my report, as well.


MR. PENNY:  Yes.  And, in fact, I think you say that the lack of clearly established rules and procedures makes it difficult for OPG to assess the durability of the current regulatory regime?


MR. GOULDING:  That's correct.  And I would like to make a distinction here, which is that there is no suggestion within this report that the Board is unprofessional or erratic, in any sense.


MR. PENNY:  Yes.


MR. GOULDING:  The risk doesn't stem from the Board itself.  It stems from the fact that it takes time to develop procedures and precedents and that even with the best faith in the world in the professionalism of the Board, none of us can predict with certainty the evolution of the way in which the prescribed assets will be regulated.


I believe that there is an element of risk there.  Is that risk large?  That -- I haven't been asked to quantify that in my report, but I believe that there is a risk involved.


MR. PENNY:  And it is not de minimus; in other words, insignificant?


MR. GOULDING:  I do understand the word "de minimus".

[Laughter]

MR. GOULDING:  I would tend to say it is not de minimus, but by that I don't want to leave the impression that it is perhaps even the largest risk that a regulated set of assets faces in front of a relatively experienced board.

MR. PENNY:  Yes.  I think we're ad idem on this, Mr. Goulding, because it certainly wasn't my intention, in the least, in asking you the question, to suggest that there is any lack of good faith or competence.  But I mean it is just common sense that with the best -- I think you said this yourself -- with the best will in the world, if you're doing something for the first time, one of the potentials for making a mistake or getting it wrong are just higher because you haven't done it before.

MR. GOULDING:  Absolutely.

MR. PENNY:  And I think you say that, to kind of close this off, that regulation only becomes a mitigating factor to the extent that the regulatory regime becomes established and predictable?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  But I think in the brief, the large brief, volume 1, there is, I think at tab 2, a reproduction from OPG's evidence of the Standard & Poor's report from -- this one is from 2005.  I don't know that it matters.  There is an update from 2007, I think, as well.

At page 6 of that report, in the second full paragraph, just above the heading "markets"?

MR. GOULDING:  Yes.


MR. PENNY:  It says:

"It will be several years before the nature of the OEB's eventual regulatory framework and of its relationship with OPG can be fully assessed.  Although the regulator's independence with respect to local distribution companies in Ontario has improved significantly as a result of legislative changes since 2002, OPG is likely to be the first and only generator to fall under OEB's regulatory oversight.  It remains to be seen whether the capital structure and returns allowed by the regulator post-2008 will reflect the much higher operating risks associated with electricity generation, including hydrology risk and nuclear technology risk, as compared with the low-risk profile of distribution and transmission companies."

That, I take it, is consistent with your evidence, is it not?

MR. GOULDING:  Certainly the first part.  I might take issue with the assessment of how much riskier hydroelectric and nuclear assets are, but overall the -- certainly the discussion with regards to the evolution of the regulatory framework is very consistent.

MR. PENNY:  Fair enough.  We will probably come back to this but while we're on that, what you're taking issue is the use of the word "much".


MR. GOULDING:  Yes.


MR. PENNY:  You do agree OPG's prescribed assets are riskier than distribution and transmission companies?

MR. GOULDING:  Yes, absolutely.

MR. PENNY:  And the question is:  How much more?

MR. GOULDING:  Yes.

MR. PENNY:  All right.

Now, on this question of operational risk, do you agree that older first-generation nuclear generating equipment may require significant expenditures to keep the power plants operating?

MR. GOULDING:  I think it is important to emphasize what my areas of expertise are, and I don't believe that I can give you a specific view of the magnitude of the particular costs in that particular regard.

MR. PENNY:  I didn't ask you to give a specific view.

MR. GOULDING:  Of course.

MR. PENNY:  Or about the magnitude.  I am actually asking some questions that I took from a risk disclosure statement of a nuclear generator, and you're in the risk business, so I thought --

MR. GOULDING:  Of course.

MR. PENNY:  -- so I am not asking you to quantify here anything, or even necessarily deal with the question of magnitude.  I guess what I'm asking you is:  When you're dealing with older generating equipment, there is a risk.  If you're disclosing in an annual report or whatever to shareholders if you've got older equipment, that you should be disclosing -- just to put it this way -- that your equipment may require significant expenditures to keep those plants operating.

MR. GOULDING:  I certainly believe it is prudent to discuss the potential risk that older equipment may break, and that expense may result.

MR. PENNY:  Older generating equipment adds to the risk of forced and extended outages?

MR. GOULDING:  It really depends on how it is maintained.  It depends upon the specifics of that.  Not even necessarily that generation technology, but also on how it's been operated, you know, really a host of potential factors.

I think that you can make a generalization that older equipment may tend to be less reliable, not necessarily than brand-new equipment, but equipment that is in the middle of its operating life.  I think that you could make that generalization.

MR. PENNY:  Fair enough.  And the reason you say not necessarily, then, new equipment is because new equipment sometimes has bugs of its own that need to be worked out.

MR. GOULDING:  That's correct.

MR. PENNY:  Then it hits its stride, and presuming it is adequate for the job, it should be performing reasonably well?

MR. GOULDING:  That's right.

MR. PENNY:  Okay, then we understand one another.  Would you agree that identifying -- I think you alluded to this earlier in terms of commenting on how it is maintained -– that identifying and correcting problems with older generating equipment could require significant time and expense?

MR. GOULDING:  It is certainly possible.

MR. PENNY:  And that itself can lead to lost revenue and increases in OM&A expense.

MR. GOULDING:  Yes.  That's correct.

MR. PENNY:  And then I think you say yourself that generation assets are more mechanical and entail significantly more complex operating dynamics than transmission and distribution systems?

MR. GOULDING:  Yes, that's correct. 

MR. PENNY:  Both the hydro and nuclear assets in OPG's prescribed portfolio face potential outage risk?

MR. GOULDING:  Absolutely.

MR. PENNY:  And again, this was particularly true for nuclear units, for which such outages tend to be much longer and more involved than comparable distribution or transmission outages, if I can use that term.

MR. GOULDING:  Yes.

MR. PENNY:  And I think you say, actually, at page 30 of your evidence in fact that OPG's nuclear prescribed assets are far more exposed to potential loss of revenues due to operational risk than would be a transmission or distribution network?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  And in terms of materiality, would you agree that that's further emphasized in this case by the fact that the total terawatt production from regulated hydro assets is forecast at something like 17 to 18 terawatts for 2008 and 2009, whereas forecast production for the nuclear units is in the 50 to 51 terawatt-hour range?

MR. GOULDING:  I agree that the composition of the prescribed -– sorry, the prescribed asset portfolio is weighted particularly on an output basis towards nuclear, and that this means that when we look at the risks of the two asset groupings under prescribed assets, then to the extent that there is a higher magnitude of risk associated with the nuclear assets, that that, in turn, affects the entire portfolio disproportionately.

MR. PENNY:  Thank you.  I think you have said earlier that operational risk is, in the regulated business, the principal risk that faces OPG?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  Okay.  Do you agree that one of the characteristics of nuclear power generation is high fixed costs?

MR. GOULDING:  Yes, I do.

MR. PENNY:  And again, the fixed costs of nuclear generation are more significant than for the typical transmission distribution utility, or indeed even an integrated non-nuclear utility.

MR. GOULDING:  Well, I think that you have to think about fixed costs as an overall proportion of the cost structure, and I wouldn't necessarily --

Just stepping back a minute, when we think about a transmission network, in particular, transmission networks have a fairly high proportion of fixed costs in their capital structure.  But in terms of -– well, while we do see circumstances, as we saw with Hydro Quebec several years ago, where an entire transmission -- or not an entire transmission network, but significant portions of the transmission network can be down for large -– well, for relatively lengthy periods of time -- the magnitude of that loss may or may not be as large as we would find in the nuclear business.

So what I do want to be precise about is the understanding of the relationship of fixed costs to total costs, and I think that what I would want to do is to look at the various industries that we're comparing to and also look at the -- again, the probability and the magnitude of the impact in order to determine the relative importance of the fixed costs.


MR. PENNY:  All right.  I think you're answering a way more complicated question than I asked.


MR. GOULDING:  I'm sorry, I have a tendency to do that.


MR. PENNY:  Because I wasn't getting into probability or magnitude at all.  I was simply --


MR. GOULDING:  Sorry.


MR. PENNY:  It was just a simple fundamental question, I thought, which is that the fixed costs of nuclear generation are more significant, in the sense that they are larger as a percentage of total costs than you would find with transmission or distribution?


MR. GOULDING:  And my response is I would want to look more carefully, particularly at the transmission portion of that question, before I gave you a definitive answer.


MR. PENNY:  All right.  So you don't know?


MR. GOULDING:  I'm not sure that I would respond in quite that way.  I would say that I don't know from a quantitative perspective.


What I would be inclined to say is that distribution companies have a higher proportion of variable costs than both the transmission business and a nuclear business, and that other kinds of generation also have a higher proportion of variable costs in their cost structure than do nuclear.


MR. PENNY:  Okay.


Now, the evidence before -- again, the evidence that's been led by OPG before you arrived was to the effect that OPG's nuclear reactors, and particularly the older ones, tend to be smaller than the typical US nuclear reactor.  Were you aware of that?


MR. GOULDING:  I think it depends on whether you're talking about a station -- whether you're talking about individual units at a station or a station grouping, because --


MR. PENNY:  Units.


MR. GOULDING:  Well, but, again, the US has a very wide diversity of nuclear plants, nuclear plant sizes.


So we can look at, you know, single plant -- you know, relatively old single plant sites like the Vermont Yankee or Pilgrim, and then, you know, compare those to more recent ones like Seabrook.


I think that, you know, I understand the premise, but I believe it is a bit of an oversimplification to say that OPG's -- in all cases, that OPG's nuclear portfolio is smaller and older than every instance in the United States.


MR. PENNY:  I wasn't for a moment suggesting that, Mr. Goulding.  I wasn't asking about all of the stations and I wasn't even asking about how old they were, I don't think, although maybe I was.


But can you give me this, that the units at Pickering A and Pickering B tend to be smaller than the units of US nuclear generators?


MR. GOULDING:  Before answering that question, I would actually want to look at the total amount of -- or I would want to look at the entire universe, because this is an answer that can be quantified.


I know that I can answer that there are some units that may be smaller and older, but I cannot answer without looking at the entire universe and performing the calculation precisely.


MR. PENNY:  So sitting here today, you don't know?


MR. GOULDING:  I think that I know enough to come to a reasonable conclusion about these assets without giving you a precise quantified answer.


MR. PENNY:  Well, I think that is what I was asking you for is a reasonable conclusion.  Is it a reasonable conclusion that they tend to be larger?  Not in every case.


MR. GOULDING:  Please be precise.


MR. PENNY:  That US generating units tend to be larger, not in every case.  I'm not asking you about every case.


MR. GOULDING:  I would say that newer US nuclear units would tend to be larger.


MR. PENNY:  All right.  Would you turn up in the brief -- we have some evidence reproduced at tab 1, page 41; tab 1, page 41.


This is an excerpt from OPG's evidence, Exhibit F2, tab 2, schedule 1.  You will see under aging technology there is a passage that says:

"OPG's nuclear stations contain the first large-scale commercial CANDU units ever built, the result being that many of the technological issues OPG faces are being addressed for the first time in the nuclear industry.  Addressing issues affecting critical components, such as steam generators, feeder pipes and pressure tubes, has demanded and will continue to demand extensive effort.  This work includes high-cost maintenance activities, such as the feeder replacement program and preservation of fuel channels through restoration of spacing margins to prevent deterioration."


Now, are you familiar with that evidence?


MR. GOULDING:  I have it in front of me here.


MR. PENNY:  Have you seen it before?


MR. GOULDING:  I hadn't seen it before you gave it to me.


MR. PENNY:  All right.  You're not in a position to comment on it specifically, I take it?  In other words, let me put it this way -- sorry, that's not a fair question.


MR. GOULDING:  Sure.


MR. PENNY:  Do you accept that OPG's nuclear stations, Pickering A and Pickering B, contain the first large-scale commercial CANDU units ever built?


MR. GOULDING:  I accept that as a statement of fact, not necessarily the implications that might be drawn from that.


MR. PENNY:  Let me ask you about the implications, then.  Would you agree that, all else equal, the fact that these are first generation technology and older assets adds to the operating risk of OPG's nuclear fleet, all else equal?


MR. GOULDING:  I would make a somewhat more nuanced statement, which is to say that while -- anybody operating a first generation technology, we only know, in theory, what's supposed to happen, you know, when the plant reaches a certain age.


We don't know, until that age is reached, whether it will actually behave in a particular way.


At the same time, there are advantages to having a lot of them, rather than just one of them, and there are ways in which you can at least prudently try to anticipate what will happen.  That's not to suggest -- I think it is important to accept the idea that this is a risk, but I also, again, believe that there are ways in which these risks can be prudently managed and we -- as we think about the cost of capital, we want to make sure that we are providing a cost of capital that is consistent with prudent management, rather than saying, Well, we've observed a great deal of volatility with people that operate first generation technologies, and some of that volatility is because there's people out there that didn't behave prudently.


MR. PENNY:  Yes.


MR. GOULDING:  I think we would want to strip out that volatility.


MR. PENNY:  Yes, yes, understood.  Again, you and I are ad idem on this, I think.  


I just wanted to talk about political risk for a minute.  You said in your evidence that OPG faces risk of political interference from both the provincial and federal governments.  Is that right?


MR. GOULDING:  Yes, that's correct.


MR. PENNY:  In both contexts, as I understand it, both federal and provincial, your point is that OPG faces a higher degree of political risk than either a wires-type asset or a merchant generator?


MR. GOULDING:  Yes, that's correct.


MR. PENNY:  I think your opinion is, if I read it correctly, that the biggest potential risk the shareholders of OPG face as investors, i.e., qua investors in the equity of the prescribed assets, is that the provincial government for political or general policy reasons, wearing their political or general policy hat, could take actions that diminish the ability of OPG to earn a reasonable commercial return; is that right?


MR. GOULDING:  That's correct.  Now, I want to make a distinction, which is I see there being two types of political risk.


MR. PENNY:  Fair enough, and that's why I said wearing their political or policy hat, because I think you have accurately pointed out that if the shareholder does something to hurt itself, there is no reason why a customer should necessarily pay the price of that.


MR. GOULDING:  Absolutely.


MR. PENNY:  I think we agree on that, as well.


But I guess my point is that you're familiar with the history of the evolution of the electricity market in Ontario, I took it from your evidence.


MR. GOULDING:  Yes.


MR. PENNY:  And the government interfering for political or general policy reasons has, in fact, happened.  I think you made this observation earlier about the 5 percent.


MR. GOULDING:  Yes.


MR. PENNY:  All right.


And I think you are also -- you alluded to this earlier.  You are aware that OPG is regulated by the Canadian Nuclear Safety Commission?

MR. GOULDING:  Yes.

MR. PENNY:  And OPG, you know, requires a licence from the CNSC to operate its nuclear facilities?

MR. GOULDING:  Yes.

MR. PENNY:  That includes the power to order a licensee to take any measure that a CNSC inspector thinks is necessary to protect the environment, health or safety or national security?

MR. GOULDING:  Yes

MR. PENNY:  The Commission has the power to certify and decertify nuclear equipment?

MR. GOULDING:  Yes.

MR. PENNY:  Including generating stations, and to issue, renew, suspend and revoke licences?

MR. GOULDING:  Yes.

MR. PENNY:  And in the case of an emergency, the CNSC has the power to make any order it deems necessary to protect the environment, health and safety of persons or maintain national security without conducting any proceedings?

MR. GOULDING:  Yes.

MR. PENNY:  And I think you agree that -- I think you will agree that orders from the CNSC have the potential to cause substantial increases in the capital and operating costs of nuclear generators, such as OPG?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  And such orders could have a significant adverse impact on nuclear operations, financial performance and liquidity?

MR. GOULDING:  Right, similar to other nuclear operators around the world.

MR. PENNY:  Yes.  Indeed, we have heard evidence from OPG earlier that events at nuclear power plants indeed owned by others, in other places, in other jurisdictions, such as Three Mile Island, those events, even, can cause the CNSC here in Canada to initiate actions which affect the operations and costs of Canadian nuclear generators?

MR. GOULDING:  Yes.

MR. PENNY:  And we have also heard evidence that -- and so I take it that is consistent with your experience?

MR. GOULDING:  Yes.

MR. PENNY:  Elsewhere?  And we have also heard evidence that post-9/11, nuclear generators face heightened risk of threats of terrorism, which has led to CNSC initiated requirements for increased security measures?

MR. GOULDING:  Yes.

MR. PENNY:  That is, again, consistent with your experience?

MR. GOULDING:  Yes.

MR. PENNY:  And these are -- these powers and these -- and the potential for these events, and the potential and the power that the CNSC has to do something about it, those are relevant factors to the assessment of regulatory risk?

MR. GOULDING:  Yes.

MR. PENNY:  Okay.  Then you cite -– again, I don't think you need to turn it up -- but at page 33, you cite the recent firing of the president of the CNSC as calling into question the CNSC's independence vis-à-vis the federal government.

MR. GOULDING:  Yes.

MR. PENNY:  I think you are making the point that the federal ruling party could act to influence -- raises the spectre, I guess, that the federal ruling party could act to influence the CNSC to do things that potentially could increase the costs of nuclear operators in Canada.

MR. GOULDING:  Right.  And I would like to bifurcate, somewhat, political and operating risk here, because pure political risk to me is something along the lines of what we've just been discussing, in terms of the ability of a political body to affect the operations of a regulator outside of its normal procedures.  Right?

Whereas some of what we were discussing before in terms of security, even in terms of thinking about changes in procedures outside of -- due to things like Three Mile Island, are operating risks that I think are somewhat intrinsic to the nuclear business.

And so when I think about political risk, it's not really related to the fact that the nuclear regulator may impose some rules related to safety.  It's really related to the fact that that regulator may behave erratically based on external pressure or some other --

MR. PENNY:  I understood.  I guess what I was perhaps calling regulatory risk before, you were calling operating risk.

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  But I think we understood one another.

When you say that -- just on that point.  When you say that it is typical -- I can't remember the word you used --but it is a part of doing business in the nuclear business, that you are regulated by people concerned with safety and so on.

MR. GOULDING:  Right.

MR. PENNY:  That's typical in the nuclear business, but that, it stands apart in that regard from transmission, distribution businesses.

MR. GOULDING:  Well --

MR. PENNY:  There's a unique feature to this which is not present in the other.

MR. GOULDING:  Well, in some cases, yes.  I mean I think that we have seen impacts on other businesses -- generation, transmission, distribution -- from security concerns.  But clearly, there is particular worry about nuclear power stations.

MR. PENNY:  All right.  Fair enough.  Thank you.

MR. KAISER:  Mr. Penny, would this be a convenient time to take the afternoon break?

MR. PENNY:  Absolutely, Mr. Chairman.

MR. KAISER:  20 minutes.

--- Recess taken at 3:21 p.m.


--- Upon resuming at 3:43 p.m.


MR. KAISER:  Please be seated.


Mr. Penny.


MR. PENNY:  Thank you, Mr. Chairman.


Now, Mr. Goulding, I think DBRS and Standard & Poor's, and I think you, have all observed that the halo effect of implicit provincial support results in lower debt costs.


MR. GOULDING:  Yes, that's right.


MS. CAMPBELL:  Microphone, please.


MR. PENNY:  This has the effect of increasing the cost of borrowing for the Ontario government and lowers the amount the province as a whole can borrow?


MR. GOULDING:  Yes, generally speaking, that's correct.


MR. PENNY:  And this is because rating agencies and investors regard provincial guarantees as -- or support as contingent liabilities of the province?


MR. GOULDING:  That's correct.  The relationship may not be one for one, but theoretically this is correct.


MR. PENNY:  Yes.  Is it right that a further distortion that may result from provincial ownership is often a much higher debt ratio than you would typically find for a privately-owned utility?  For example, I think you have said that the norm for a privately-owned utility is 55/45 debt equity, whereas some government-owned utilities can have upwards of 80 percent debt; is that right?


MR. GOULDING:  Yes.  I'm not sure if you're referring to this evidence as opposed to some other --


MR. PENNY:  No.  I was actually referring to an article that you wrote, which I reproduced in this brief at tab 3.


MR. GOULDING:  Yes.


MR. PENNY:  This is called "Paying the Full Cost of Power" of April 5, 2005.


MR. GOULDING:  Yes.


MR. PENNY:  You were the principal author of this article?


MR. GOULDING:  Yes.


MR. PENNY:  And at page 13, at the top of the page, you wrote:   

"A typical private integrated utility would normally be earning upwards of 12 percent as a return on equity and would have a much higher proportion of equity in its capital structure, as shown in figure 5.  Provincially-owned utilities have upwards of 80 percent debt versus 55 to 60 percent for a private integrated utility, and in some years settle for runs on equity as low as 3 percent."


Right?


MR. GOULDING:  Yes.  Now, bear in mind, of course, that this was completed in 2005.


MR. PENNY:  Yes.


MR. GOULDING:  I would need to verify whether this is still the case today.


But in terms of the general overall principle for private regulated utilities, the range of debt in the capital structure would be less than is observed at some provincially-owned utilities today.


MR. PENNY:  Then as I understand it, you determined in this analysis that an appropriate capitalization on a market basis or commercial basis for BC, Manitoba, Newfoundland and Quebec Hydro was the norm, what you described as the norm for North American utilities, 55 percent debt and 45 percent equity?


MR. GOULDING:  At that time, in order to conduct this particular analysis, what we utilized was something that was consistent with broad North American averages.


MR. PENNY:  Yes.


MR. GOULDING:  And, again, I would draw your attention to the fact that we did say at the top of page 13, 55 to 60 percent for a private integrated utility.


MR. PENNY:  Yes.


MR. GOULDING:  But, generally speaking, what we were doing in this particular document was to, on a purely indicative basis, look at what the implications would be if we used then current North American averages, in terms of capital structure, and allowed returns to rates in Canada.


MR. PENNY:  But what you assumed was that each was capitalized at 55 percent debt and 45 percent equity; correct?


MR. GOULDING:  For the purposes of this analysis, yes.


MR. PENNY:  For the purposes of this analysis, you assumed that each maintained an A credit rating?


MR. GOULDING:  For the purposes of this particular analysis, that's correct.


MR. PENNY:  And you assumed, as well, that each would be granted an 11-1/2 percent return on equity?


MR. GOULDING:  That's also correct.  Again, this particular paper focuses on integrated utilities, rather than merchant generators, and that needs to be taken into account, as well.


MR. PENNY:  Well, as I understood it, what you were trying to do was say what -- if we were going to, in effect, privatize, if you will, if I can use that term, these state-owned hydro operations, this is what you would recommend the structure should be; isn't that correct?


MR. GOULDING:  Well, my mandate was not to talk about recommending the privatization, but, rather, to try and normalize on sort of a broad indicative basis.


MR. PENNY:  Fair enough.  But if you were to normalize them, this is how would you do it?


MR. GOULDING:  This is one approach, yes.


MR. PENNY:  That's the one that you wrote in this paper.


MR. GOULDING:  It is indeed, but I want to emphasize, again, that this is looking at the system as a whole, rather than at generation as part of the electricity --


MR. PENNY:  I understood, Mr. Goulding.  I think you have told us that generation is -- well, we will come back to that.


MR. GOULDING:  Sure.


MR. PENNY:  Let me just finish with this and we will come back to that.


Just on this 11-1/2 percent return, your footnote 12, you said:

"While Canadian regulators have often limited returns to lower amounts, such values were often for the less risky regulated wires business, as in the 9.88 percent ROE allowed to Ontario distributors."  


Rates for a large integrated business incorporating generation risk would need to be higher; correct?


MR. GOULDING:  Absolutely.  I don't believe that is inconsistent with my evidence here.


MR. PENNY:  You also said, in addition, the 11.5 percent number is consistent with the overall North American overall average; right?


MR. GOULDING:  In 2005, that's correct.


MR. PENNY:  Now, BC Hydro, as I understand it, 90 percent of the power is hydro generated?


MR. GOULDING:  Are you referring to a specific...


MR. PENNY:  I think this comes from your paper.  I just couldn't find the page.


MR. GOULDING:  I believe in my most recent evidence here, there is probably somewhere -- let me try to find it.  On page 53 there may be a -- let's see.  


MR. PENNY:  Page 54, I think.


MR. GOULDING:  Okay.  Well, I have a quote on page 53 and we can take it from page 54.  The table shows, on a capacity basis, 90.4 percent.


MR. PENNY:  Right.  And no nuclear?


MR. GOULDING:  That's correct.


MR. PENNY:  And Manitoba Hydro is almost all hydro?


MR. GOULDING:  What we say here on page 56, it is -- hydroelectric power accounts for 91 percent of total capacity for Manitoba.


MR. PENNY:  Yes.  And, again, no nuclear?


MR. GOULDING:  No nuclear, that's correct.


MR. PENNY:  Manitoba Hydro is fully integrated?


MR. GOULDING:  Yes.


MR. PENNY:  Not just generation?


MR. GOULDING:  Yes, that's correct.


MR. PENNY:  Quebec Hydro, it is almost all hydro?


MR. GOULDING:  Quebec Hydro owns a nuclear station, as well.


MR. PENNY:  I think you said in your evidence a small one.


MR. GOULDING:  That's correct.


MR. PENNY:  It is also vertically integrated?


MR. GOULDING:  Yes, that's correct.


MR. PENNY:  And so just thinking about your note 12 back in tab 3 for a moment, then, if returns -- does it follow, when you say, "rates for a large integrated business incorporating generation risk would need to be higher", that that is then -- Canadian regulators have allowed for distributors, does it follow that -- from that that the returns for a large nuclear generator would necessarily have to be even higher than for an integrated hydro utility?


MR. GOULDING:  I would accept the generality without necessarily accepting the specifics in 2008, in terms of what number you would come up with, but I would certainly agree and I believe my evidence supports exactly the statement you just said.


MR. PENNY:  I wasn't asking about a specific number.  I am back in this, Where do people stand on the spectrum?


MR. GOULDING:  Yes, absolutely.


MR. PENNY:  Okay, fair enough.

And just -- I may come back to this -- but by selling power at less than its full value, provinces which do so, I think you said in this paper, lose out twice:  first as shareholders, because they receive less revenue and lower profits than would otherwise be achieved on their investment; and second, as policy makers.  They lose again because under-priced electricity encourages over-consumption and all of its attendant adverse environmental impacts.

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  Do you remain of that view?

MR. GOULDING:  Yes, I do.

MR. PENNY:  At page 18 of your evidence, it is in the area 3.1.3, "The effect of ONFA between the government of Ontario and OPG."

Your essential point, I believe, is that the existence of the obligation to create the two funds -- you understand there is two funds?

MR. GOULDING:  Yes, I do.

MR. PENNY:  There is one for used fuel and one for decommissioning?

MR. GOULDING:  Yes.

MR. PENNY:  As I understand it, your point is that the existence of this obligation to create the funds and the provincial guarantee regarding the used fuel management fund, reduces future uncertainty to OPG?

MR. GOULDING:  Yes.

MR. PENNY:  And in saying that, I take it, again, you mean it reduces uncertainty from what it would otherwise be if there were no provincial guarantee of the used fuel fund or if the segregated funds did not exist?

MR. GOULDING:  Yes, that's correct.

MR. PENNY:  You don't mean it reduces uncertainty relative, say, to a wires business or something like that?

MR. GOULDING:  That's correct.

MR. PENNY:  And the existence of nuclear waste liabilities, whether funded or not, and whether partially indemnified by the province or not, is a risk that transmission and distribution companies don't experience at all; correct?

MR. GOULDING:  That's correct.

MR. PENNY:  And it is also a risk that non-nuclear generators do not face at all?

MR. GOULDING:  That's correct.

MR. PENNY:  And, therefore, the existence of nuclear liabilities -- I will come to this in more detail in a moment -- but just in terms of the principle, the existence of nuclear liabilities, funded or not, makes OPG relatively more risky, all else equal, than a wires distribution or transmission company?

MR. GOULDING:  Could you just repeat that, just so that I --

MR. PENNY:  Yes.  As a matter of principle, first, and we will deal with some specifics in a moment, but as a matter of principle, would you agree that the existence of nuclear liabilities, funded or not, in today's terms, makes OPG relatively more risky, all else equal, than a wires distribution or transmission business?

MR. GOULDING:  I would agree with the general principle, with the exception, of course, that if those liabilities existed but were fully covered by some kind of an insurance product from somebody else, then you could, in theory, make a nuclear generator look like a wires company, in terms of the volatility of the future cash flows.

MR. PENNY:  Fair enough.  But you're not suggesting that the existence of ONFA is that perfect insurance?

MR. GOULDING:  No.

MR. PENNY:  No.  Okay.  I understand what you're saying.

You note somewhere in your evidence -- I don't think it is controversial at all because there is lots of evidence on this -- that the decommissioning fund is fully funded.

MR. GOULDING:  Yes, according to a particular interpretation from the annual report.

MR. PENNY:  Yes.  And I think there's been some evidence on this.  You understand that that concept of being fully funded, in today's terms, involves assumptions about the return on the investments and the future cost of the decommissioning liabilities.

MR. GOULDING:  Yes, I do --

MR. PENNY:  Also the timing of when those liabilities occur?

MR. GOULDING:  Right.

MR. PENNY:  And you are aware, however, that the used fuel fund is not fully funded?

MR. GOULDING:  It's my understanding that there are calculations that would suggest that it's not, yes.

MR. PENNY:  Well, it's been OPG's evidence in this proceeding that the used fuel fund is about 70 percent funded.  You're not in a position to disagree with that, are you?

MR. GOULDING:  I'm certainly not in a position to disagree with it, and I have read that in OPG's evidence.

MR. PENNY:  All right.  You understand that as a result of that unfunded liability, OPG has to pay some $454 million a year into the fund these days?

MR. GOULDING:  The -- simply agreeing to that should not be taken as a suggestion that I agree that that's a risk, per se.

MR. PENNY:  I'm not asking you to accept that it is anything.  I am just asking you to accept --

MR. GOULDING:  I understand that there is a payment stream that is known, that OPG continues to pay with regards to that.

MR. PENNY:  You understand it is in that order of magnitude?

MR. GOULDING:  That is my understanding.  I have not independently confirmed that.

MR. PENNY:  Let's move to that question, then, that you just hesitated on.

It would be a relevant consideration, say, to a purchaser of OPG -- in the hypothetical, or to an assessment of risk -- to know that OPG had obligations of that order of magnitude to contribute to a segregated fund, would it not?

MR. GOULDING:  But it makes a difference whether --

MR. PENNY:  Can you answer my question first, and then give your explanation?  Does it make a difference or doesn't it?

MR. GOULDING:  Well, I believe the answer, again, is it really does depend.

MR. PENNY:  All right.  On what?

MR. GOULDING:  And so the existence of any liability, of course, matters to a potential purchaser, a potential investor.

MR. PENNY:  All right.  So the answer to my question is, "Yes, it matters."  They would want to know about this.

MR. GOULDING:  They would certainly want to know about it.

MR. PENNY:  All right, okay.

And then you do comment -- I am going to come back to this in a minute -- on the fact that the risk of future unfunded liabilities with respect to the used fuel is shared with the province, but you don't comment in your evidence on the fact that the entire risk of residual unfunded liabilities, with respect to decommissioning and low- and intermediate-level waste is entirely OPG's, not the government's.  You were aware of that?

MR. GOULDING:  Yes.

MR. PENNY:  OPG's evidence is that if, at the end of the day, the decommissioning costs are greater than expected, or if the fund has earned less than expected, OPG's entirely at risk for any residual unfunded liabilities?

MR. GOULDING:  It's my understanding that is OPG's testimony.

MR. PENNY:  All right.  Will you agree -- I mean having regard to what we said a moment ago, that, say, an early plant shutdown or poor investment performance of the fund or the discovery, based on the experience of others, say, in the United States or whatever, that anticipated decommissioning costs are higher than previously thought, that could result in OPG having to provide additional funds or provide credit support to satisfy its regulatory obligations regarding decommissioning?

MR. GOULDING:  Yes.

MR. PENNY:  Then with respect to used fuel, you have observed that OPG's liability is capped, but were you aware that the cap provided by the provincial Government is a long way above the current estimate of used fuel management costs?

MR. GOULDING:  Well, the observation is simply in terms of providing a boundary.

Now, in terms of -- I mean first of all, when we incur risk, we want to know that, whether it is -- has the potential to approach infinity or not.

MR. PENNY:  Yes.

MR. GOULDING:  And if so, -- well, sorry.  If not, then while I agree with the contention that you want to know whether it is, the portion that you're responsible for is large or small, the fact that there is some boundary on it reduces your risk.

MR. PENNY:  Fair enough.  I'm looking for the flip side, which I think you are agreeing with, which is you would also want to know whether you had obligations before you hit that, though.

MR. GOULDING:  Of course.

MR. PENNY:  Are you aware -- I mean Mr. Long's evidence in this case is that in 1999 dollars, the used fuel liability, present valued, is 3.7 billion.  And under ONFA, the increase under that agreement, the increase is up to 4.6 billion in equivalent dollars, or almost a billion dollars, is entirely OPG's responsibility.


MR. GOULDING:  I understand, yes.

MR. PENNY:  As we discussed before, you will agree with me that that is a relevant fact that a purchaser or a risk assessor of OPG would want to know about?

MR. GOULDING:  Of course.

MR. PENNY:  Okay.  And then Mr. -- there was also evidence from OPG that even with the provincial cap on the present value of OPG's obligations -– sorry, that even with the provincial cap, the present value of OPG's obligations under ONFA is actually, because there's a staggered sharing mechanism, is 5.9 billion.  Did you see that evidence?

MR. GOULDING:  I did see that evidence.

MR. PENNY:  And so that means that OPG's actually exposed to 2.2 billion of potential future unfunded liability, based on what they have today, with respect to used fuel, even with the provincial cap.

MR. GOULDING:  Yes, I understand that is the evidence that is submitted.

MR. PENNY:  Okay.  I think you will agree -- I think we have already probably come to this point, but just so I can close the loop on it - that while the existence of the funds and the provincial guarantee on the used fuel piece reduces uncertainty for OPG or its investor, it does not eliminate that uncertainty?


MR. GOULDING:  Yes.  I did not contend, I don't believe, anywhere that it eliminated the uncertainty.


MR. PENNY:  Well, I guess while we're on that page, I did have one question for you with respect to -- I'm on page 18, I mean where we started with this.


MR. GOULDING:  Sure.


MR. PENNY:  You have this sentence at the end of the first paragraph that says, essentially, OPG is receiving at little cost insurance from Ontario taxpayers which limits OPG's liabilities  related to the treatment of spent fuel.


By "little cost", do you mean less than it would cost if you were to purchase nuclear liabilities insurance of equivalent value in the commercial market?  Is that what you're getting at?


MR. GOULDING:  Yes.  What I'm suggesting is that it may be more difficult, more costly, to obtain that insurance from a third party.


I'm making the suggestion that the Ontario government has most likely not entered into -- has not thought about this, the way that an insurance underwriter would, in order to charge full cost to OPG.


MR. PENNY:  Fair enough.  Fair enough.  I take it, then, the underlying suggestion is that this is another subsidy by the shareholder of the customer?


MR. GOULDING:  That's correct.


MR. PENNY:  Okay, thank you.


Then I think we're almost done with nuclear liabilities, but if -- it was in the smaller bundle.  There was an exhibit filed the other day, which I included for convenience, which is the attachment to the J1.3 addendum.  How could you get more complicated than that?


I am at page 7 of the bundle, page 6 of the addendum.  Do you have that?


MR. GOULDING:  Yes.


MR. PENNY:  There is a footnote, footnote 7 --


MR. GOULDING:  Yes.


MR. PENNY:  -- that relates to the statement in Ms. McShane's answer that the relative size of the liabilities assumed by OPG is materially larger than that of US utilities with regulated nuclear plants.


Then she gives some examples.  Then in the latter part of that, it says:

"At the end of 2007, OPG's asset retirement obligations related to its nuclear plants were 2.5 billion compared to a total nuclear rate base of 3.5 billion.  Further, OPG's total nuclear liabilities exceeds 10 billion; the cost of decommissioning all nuclear plants in the US (over 100 reactors) is approximately 35 billion.  OPG's exposure alone is thus close to one-third that of US utilities with nuclear plants."


Assuming that to be true, do you agree that the nuclear liabilities faced by OPG are considerably -- of a considerably more significant character than the liabilities faced by the typical US nuclear generator?


MR. GOULDING:  I'm somewhat uncomfortable with responding to that question without examining the assumptions that underlie it.


MR. PENNY:  Yes.


MR. GOULDING:  I realize that you asked me to assume that all of this was true, and I believe that obviously all of us have had math and if we believe that everything here is true, then we can see that the magnitude is certainly larger for OPG.


However, I would want to examine the underlying assumptions to make sure that I agreed with the overall premise here; also, bearing in mind that the portfolio of nuclear power stations that are included in the prescribed assets is not trivial.


MR. PENNY:  Fair enough.  I accept the qualification.  Thank you.


Now, I did want to ask a question or two.  If you would go back to that Standard & Poor's rating agency report for a moment, it was at tab 2 of the larger brief, volume 1.


If you would turn to page 3 of that, at the beginning of the first full paragraph, you see it says, "There is significant operational technology risk associated..."; do you see that?


MR. GOULDING:  Yes, I do.


MR. PENNY:  "... with nuclear generating assets."  I think you have already said that you agree with that?


MR. GOULDING:  Yes.


MR. PENNY:  Then it says:

"OPG operates ten of its twelve CANDU nuclear units at three stations.  Technical challenges associated with key components of the facilities have the potential to expose the nuclear units to lengthy outages and have negatively affected operational and cash flow performance in recent years."


You agree with that, I take it, or you're at least prepared to accept it?


MR. GOULDING:  I am prepared to accept that, without coming to a conclusion which portion of that is based on the nature of the assets themselves and which portion is attributable to management.


MR. PENNY:  Yes.  But it goes on to say that:

"Although similar in concept, each station has design differences that add to the complexity of monitoring and maintaining their performance."


You accept that?


MR. GOULDING:  Yes.


MR. PENNY:  All right.  Then if you would turn back to page 2, I just wanted to try to connect a few dots here for a moment.


Page 2, at the beginning of the second full paragraph, I think this is something we have talked about before:

"OPG's ownership by the province significantly enhances the creditworthiness of the company."  


That's the halo effect, isn't it?


MR. GOULDING:  Yes.


MR. PENNY:  Then if you just flip to page 5, we see what Standard & Poor's says is the implication of that support under rating methodology.  You see it says:

"Government shareholder support is a significant factor (two notches) in the final rating outcome on OPG."


MR. GOULDING:  Yes, yes.


MR. PENNY:  You are aware of that?


MR. GOULDING:  Yes.


MR. PENNY:  And then if we go back to the beginning, the first page, their corporate rating is BBB plus, right, or positive?


MR. GOULDING:  Yes.


MR. PENNY:  And so as I understand how this works, if you did it on a stand-alone basis without the support, two notches is BBB minus?


MR. GOULDING:  That's my understanding, yes.


MR. PENNY:  I guess my question to you is:  Having regard to some of the evidence you gave earlier about using the rating agencies' approach, and, in particular, the A rating that you ascribed to the state-owned hydro companies, is a BBB minus rating, in your view, consistent with a description of OPG as a low-risk utility?


MR. GOULDING:  Well, we should be aware, first of all, that there is a particular -- well, let me step back a minute.


Let's take the ratings spectrum and let's think about the fact that there is many ratings below BBB minus, number 1.


Number 2, when we think about this particular question, we also need to bear in mind, you know -- and these are choices that companies make.  Not all companies have what external observers would agree is the most optimal capital structure.


Does a BBB minus rating imply that rating agencies believe that there is a higher potential for financial stress at this particular company than of an A-rated company?  Yes.


Now, does that necessarily mean that it is worthwhile for the ratepayers in the province of Ontario to pay the additional cost to support an A rating?


I believe an argument could be made that that in fact is not necessary.  And so, again, I would note that the previous analysis done in 2005 - and, of course, this report is also dated 2005 - when speaking about the A rating, use that as one of the sort of criteria for an integrated utility, not necessarily what we might recommend would be an appropriate capital structure for a partially-contracted merchant generator, which is what OPG effectively looks like.

MR. PENNY:  Well, how about this?  I'm not sure that was responsive to my question, but go to tab 1 of volume 1 and turn up page 11, please.

MR. GOULDING:  Sure.

MR. PENNY:  This is some prefiled evidence, C2, tab 1, schedule 1, page 252, schedule 26.  If you would look under -- this is a summary of the bond ratings afforded to most Canadian utilities, electric utilities and gas.

Will you agree with me that under DBRS bond ratings, there are only two BBB ratings?

MR. GOULDING:  Yes.

MR. PENNY:  One is BBB high, Fortis BC and one is BBB low, Pacific Northern Gas.

MR. GOULDING:  Yes.

MR. PENNY:  And you will know, if you're familiar with the Canadian landscape, that Pacific Northern Gas is regarded as the orphan child of utilities in this country.

MR. GOULDING:  Well, I am not sure that I would necessarily put it in those kind of terms, but I understand that it is an outlier with regards to its service territory and particular reliance on a limited number of industrial customers.

MR. PENNY:  Yes.  You will agree with me that there is only one BBB under Standard & Poor's?

MR. GOULDING:  Yes.

MR. PENNY:  And the other BBBs are all BBB plus.

MR. GOULDING:  Yes.

MR. PENNY:  Okay.  The rest are all some form of A; correct?

MR. GOULDING:  Yes.

MR. PENNY:  Thank you.

Now, shortly before you wrote your paper in 2005 on paying the full cost of power, the Conference Board of Canada issued a briefing paper on electricity restructuring and opening power markets, and I have reproduced a piece of that at tab 1, page 52 of the brief.

MR. GOULDING:  Sure.

MR. PENNY:  I just wanted to touch very briefly on a couple of these research papers, because of something that you said in your own paper, "Paying the full cost of power".

You will see on page 53 under the heading "regulated rates", do you see that?

MR. GOULDING:  Yes.

MR. PENNY:  On the right hand column?  It says:

"Investors are discouraged by limitations on the regulated cost recovered for transmission upgrading.  Transmission companies are simply not seeing favourable risk return ratios on their investments and know they can realize better returns in the United States, where regulated rates of return are much higher.  Rates of return to Canadian firms for transmission projects are around nine to 10 percent, well below the 13 to 14 percent available to US companies."

Now, I am not going to ask you whether you agree or disagree, because I think you already told us that, but you will -- with the content of that.  But you will agree with me, to this extent, that in 2005 -– well, I guess I should say first of all, Mr. Goulding, were you aware of this paper from the Conference Board of Canada when you wrote "Paying the full cost of power"?

MR. GOULDING:  I had not reviewed this particular paper.

MR. PENNY:  All right.  And we have already established, in that paper that you regarded -- that was in footnote 12 -- that the overall North American average was a relevant consideration for you in 2005.

MR. GOULDING:  Yes.

MR. PENNY:  And you will agree with me that the overall North American standard is appearing as a relevant consideration in the Conference Board paper as well?

MR. GOULDING:  I can agree that they make this assertion without agreeing with their conclusions.

MR. PENNY:  Fair enough.  As I said, I'm not asking you to agree to the numbers, but the concept is that at least in 2005, both of you thought that North American overall returns were, at least, relevant considerations.

MR. GOULDING:  Yes.

MR. PENNY:  And then if you would flip to tab 4, this is a comparative analysis of return on equity of natural gas utilities, prepared for the Ontario Energy Board by Concentric Energy Advisors.  Are you familiar with this report?

MR. GOULDING:  Yes, I am.

MR. PENNY:  So you are familiar with the fact that Concentric in this report observed that:

"While the specific characteristics of individual gas utilities and their respective regulatory environments can lead to differences in allowed returns, there are apparent fundamental differences between gas utilities in Ontario and those of the US that would cause the sizeable gap in ROEs.  In other words, taken as a whole, US gas utilities are not demonstrably riskier than Canadian gas utilities."

You are aware of that?

MR. GOULDING:  Yes.

MR. PENNY:  I think you have already indicated that, in substance, you actually agree with that.


MR. GOULDING:  I think --

MR. PENNY:  Your beef is that the US are getting too much.  But you agree that on the question of risk --

MR. GOULDING:  I appreciate --

MR. PENNY:  -- that US utilities are not demonstrably riskier.  In fact, I think you're indicating they're less.

MR. GOULDING:  I appreciate your restatement of my view, because it is important in my answer here, which is I do believe that North American capital markets are important and increasingly integrated.

My concern is -- and both things can be simultaneously true.  It could be true that the US allowed returns are too high, and Canadian returns may be too low.

But my general view is that we need to approach with caution an idea that Canada is wrong and the US is right, in this particular regard.

MR. PENNY:  Yes.  But I guess I'm trying to make a slightly different point.  You've already made that point.

My question to you is, first of all:  Do you accept that it is not -- there's no apparent fundamental difference between utilities in Ontario and those in the US, that would warrant -- in riskiness -- that would warrant that differential?

MR. GOULDING:  I think that statement is more true for gas utilities than for electricity entities, and also, again, I don't use the word "utility" to refer to the prescribed assets.

MR. PENNY:  All right.  Well, we will perhaps come back to that too.

Then have you -- I guess I have -- I don't know that it is necessary to walk through all of these, but have you had the opportunity previously to read the Canadian Energy Pipeline Association perspective on Canadian gas ROEs?

MR. GOULDING:  This particular document I believe I had seen just today, within this brief.

MR. PENNY:  All right.  You are aware that they, too, are raising concerns about the apparent discrepancy between the US and Canada, in terms of returns?

MR. GOULDING:  Yes.

MR. PENNY:  Then what about the next one, at tab 6, which is a paper prepared by the former Supreme Court Justice John Major and Roland Priddle, the former Chair of the National Energy Board.  Are you familiar with that report?

MR. GOULDING:  Yes.

MR. PENNY:  And it is fair, isn't it, to summarize that as saying that one of their concerns was a wide and unprecedented gap developing between Canadian gas utility ROEs and those of the United States?

MR. GOULDING:  Yes.  It's fair to say that that is what they say.

MR. PENNY:  All right.  I appreciate your view, but will you at least give me this:  There are, in reviewing these reports, there are a number of well-informed participants in the financial and energy markets who consider the financial metrics of US utilities to be a relevant consideration in determining the cost of capital for regulated energy companies in Canada?

MR. GOULDING:  I would accept that there are intelligent people that have come to particular views.

MR. PENNY:  Yes.

MR. GOULDING:  The extent to which they're well-informed, I am less certain.

MR. PENNY:  But let me ask you this, Mr. Goulding.  I mean, you're not resiling from what you said in the "paying the full cost of power", are you?  You still regard the North American market as a relevant consideration?


MR. GOULDING:  Absolutely.


MR. PENNY:  All right.  Then let's just come back to your evidence.  If you would turn up page 43, figure 19 -- as I understand it, what you have done here in figure 18, you've got generation and transmission cooperatives.  Before that, you had selected US federal power entities, and then in 4.2.3, figure 19, you have vertically-integrated private utilities?


MR. GOULDING:  Yes.


MR. PENNY:  And as I understand what you're saying, that the regulated vertically-integrated private utilities are better comparators to OPG than US federal power entities?


MR. GOULDING:  Yes.


MR. PENNY:  And also better than generation and transmission co-operatives?


MR. GOULDING:  Yes.


MR. PENNY:  And the deemed debt ratio on average for those was essentially 49 percent, figure 19?


MR. GOULDING:  Yes.


MR. PENNY:  And with a return of essentially 10.7 percent?


MR. GOULDING:  Yes.


MR. PENNY:  And am I right that the number of nuclear -- in capacity terms, the percentage of nuclear capacity to total megawatt capacity is 11 point -- basically, 12 percent?


MR. GOULDING:  Yes.


MR. PENNY:  And that is significantly below OPG's prescribed asset percentage; right?


MR. GOULDING:  Yes.


MR. PENNY:  Indeed, the largest nuclear in that list is Energy Arkansas at 38.5 percent; right?


MR. GOULDING:  Yes.  It is interesting that you draw the -- draw that one out there, because we also see the deemed debt-to-capital ratio for Energy Arkansas is 54.5 percent.  The allowed return on equity there is 9.9 percent. 


MR. PENNY:  Yes.  Well, it is what it is, and it is in your evidence.  I guess my point is simply you will agree with me that even Energy Arkansas, its percentage of nuclear as a percentage of total capacity is still way, way below what OPG's is on the prescribed assets?


MR. GOULDING:  I would agree it is below the proportion.


MR. PENNY:  All right.  Then I guess the conclusion that you reach - and you alluded to this perhaps in your examination-in-chief - is at the top of page 44.  You say:

"Bundling of generation with wires assets means that vertically-integrated utilities are on par less risky than the OPG-prescribed assets.  Even given the number of variance and deferral accounts proposed by OPG, inclusion of the less risky wires asset cost with generation makes vertically-integrated utilities less risky than OPG."


MR. GOULDING:  Yes.


MR. PENNY:  Okay.  So just -- well, I had one technical question I wanted to ask you, which I forgot to ask you before.  Before turning to another issue, let me just ask that.  If you flip the page to figure 20 --


MR. GOULDING:  Yes.


MR. PENNY:  -- this was your merchant generators.  I wonder if you were able to tell me how many of these companies are investment grade rated by DBRS or Standard & Poor's?


MR. GOULDING:  Wasn't that one of the IRs?


MR. PENNY:  It could perhaps have been.  I didn't have it handy.


MR. GOULDING:  Let me just refer to the IRs first, because --


MR. PENNY:  If you have it handy there, I would appreciate it.


MR. GOULDING:  -- it is useful and I don't want to misspeak.


MR. RUPERT:  I see it as schedule 19, Interrogatory No. 19, Mr. Goulding.


MR. PENNY:  Thank you, Mr. Rupert.  


MR. GOULDING:  Schedule 19.


MR. PENNY:  Do you have that, Mr. Goulding?


MR. GOULDING:  Yes, I do.


MR. PENNY:  And so what we've heard in the testimony to date is that BBB minus is the lowest investment grade rating; is that your understanding?


MR. GOULDING:  Yes, that's my understanding.


MR. PENNY:  So only -- of that group, only TransAlta has that rating from anybody?


MR. GOULDING:  Yes.


MR. PENNY:  Okay.  Then just before turning to a different topic, and we're getting there and almost there, but I just wanted to understand the hierarchy, then.


Stepping back, looking at your conclusions, generation only is riskier than a vertically-integrated utility.  I think you have said that?


MR. GOULDING:  Yes.


MR. PENNY:  And that, in turn, is riskier than a wires-only company involved in distribution; is that right?


MR. GOULDING:  That's correct.  Again, we're making assumptions here and we're saying in the absence of insurance products that would eliminate all of the variability of the profits to a generator or to these other entities, relative to the others.


MR. PENNY:  Understood.  Then the transmission wires business, that would be even less risky than the -- or further down the non-risky spectrum?


MR. GOULDING:  I would agree with the general view that --


MR. PENNY:  Yes.


MR. GOULDING:  -- generation is more risky than distribution, which, in turn, is more risky than transmission.


MR. PENNY:  Indeed, more risky than vertically-integrated with utilities, with a combination of 

generation -- 


MR. GOULDING:  That's right.  I would insert vertically-integrated utility in between generation and distribution.


MR. PENNY:  Within the field of generation, do you agree that OPG's mix of prescribed assets, which includes significant nuclear, is different than any other generator in Canada?


MR. GOULDING:  Yes, I would agree that it is different.


MR. PENNY:  Would you agree that if we compared to, say, some of these other large generators, OPG's prescribed assets are riskier than BC Hydro?


MR. GOULDING:  Riskier than BC Hydro --


MR. PENNY:  Manitoba Hydro, Quebec Hydro?


MR. GOULDING:  Yes.


MR. PENNY:  Okay.  Then on page 35, figure 13, I think we perhaps already touched on this, but BC Hydro, 90 percent hydro, and then you note in your evidence that they have a high deemed debt-capital ratio of 70 percent, but they also of course have by far the largest return of that group, at in excess of 13 percent?


MR. GOULDING:  Yes.


MR. PENNY:  Okay.  Even the lowest debt ratio on this chart, figure 13, Newfoundland Power at 55 percent, they have an ROE of essentially 9 percent?


MR. GOULDING:  Yes.


MR. PENNY:  Okay.  Newfoundland Power also has no nuclear?


MR. GOULDING:  That's correct.


MR. PENNY:  And Newfoundland Power, you have classified Newfoundland Power as a vertically-integrated power entity; right?


MR. GOULDING:  I believe there is an interrogatory in which I discussed that issue, yes.


MR. PENNY:  Fair enough.  But even without turning to that, this figure 13 is called Canadian provincially-owned vertically-integrated power entities.


MR. GOULDING:  Yes, that's correct.


MR. PENNY:  So you have Newfoundland power on that list?


MR. GOULDING:  Yes.


MR. PENNY:  And as I understand it, Newfoundland Power is the principal transmitter and distributor of electricity in Newfoundland and Labrador?


MR. GOULDING:  That's my understanding, yes.


MR. PENNY:  And 90 percent of its power, however, is purchased in Newfoundland Hydro?


MR. GOULDING:  That's correct.


MR. PENNY:  Its generation is from 29 small generating stations consisting of some hydro, some gas turbines and some diesel plants?


MR. GOULDING:  Yes.


MR. PENNY:  And, in total, the rated capacity of all of that generation stuff is about 140 megawatts?


MR. GOULDING:  Yes.  I have put 139 here.


MR. PENNY:  Yes.  As did I, actually.


And they own no large hydroelectric stations?


MR. GOULDING:  That's my understanding.  There is always a dispute over how you define "large".


MR. PENNY:  Let's just say in the order of magnitude of stratum, Beck or Saunders.


MR. GOULDING:  I would be inclined to agree with you, yes.


MR. PENNY:  As I understand it, they have a weather normalization reserve?


MR. GOULDING:  I wouldn't want to get into the details of their weather normalization reserve.


MR. PENNY:  They have one.  You are aware of that?


MR. GOULDING:  Yes.


MR. PENNY:  And they have a rate stabilization account?


MR. GOULDING:  That's my understanding.


MR. PENNY:  A purchased power unit cost variance account?


MR. GOULDING:  Yes.  I believe that you have included a description of all of those here in the...


MR. PENNY:  Yes.  And they have a demand management incentive account?


MR. GOULDING:  Yes.


MR. PENNY:  And then I also noted in -- what you were just talking about is excerpted in tab 1, page 25 of the brief.

I noted -- do you have that?

MR. GOULDING:  I have that, yes. 

MR. PENNY:  I noted it is at page 25 of the brief, page 8 of the notes to the exhibit, to the Newfoundland Power financial statements, that under the heading "asset retirement obligations", I noted that:

"For generation assets, the legal obligation is the environmental remediation of the land and waterways to protect fish habitat.  However, this obligation is conditional on the decision to decommission generation assets.  The company currently has no plants to decommission any of its hydroelectric generation assets as they are effectively operated in perpetuity."

As I understand it, they have no asset retirement obligation.

MR. GOULDING:  That's the conclusion that the company has come to.

MR. PENNY:  All right.  And I think as we have discussed, OPG, of course, due to its nuclear waste liabilities, has very substantial asset retirement obligations?

MR. GOULDING:  Yes.

MR. PENNY:  I understand that Newfoundland Power was  -- you reported them here.  Well, no, I guess you did have the up-to-date number, because they were recently awarded 8.9 percent -- 8.95 percent return.

MR. GOULDING:  Yes.

MR. PENNY:  Correct?  Thank you.

So let me ask the broad question to you, Mr. Goulding, that if we broadened the enquiry out to all of the energy, regulated entities in Canada, having regard to your description of a hierarchy, maybe we could turn up, in the smaller brief, page 11.

This is a summary of the most -- of the history of returns, but with the most recent returns awarded to electric utilities, gas distributors and gas pipelines, et cetera, including Ontario electricity distributors and so on.

There's, first of all, if we look at 2008, no one below 8.39 percent, right?

MR. GOULDING:  That's correct.

MR. PENNY:  And that's Enbridge Gas Distribution.

MR. GOULDING:  Yes.

MR. PENNY:  Almost all are between 8-1/2 and 9-1/2 percent.

MR. GOULDING:  Yes.

MR. PENNY:  And your second foundational principle that we discussed at the outset was that OPG should earn as large a return as would be earned on an investment in an enterprise of equivalent attractiveness, stability and certainty.

Given what you have told us about your analysis of where OPG fits relative to these entities, which are all transmission or distribution facilities, that a return for OPG that was below the returns that you see here would not comply with your principle?

MR. GOULDING:  Yes, provided we bear in mind the relationship between the allowed return and the capital structure.  But I would accept the idea that given the same capital structure as is implied by the mean here, that the return to the OPG prescribed assets, the return on equity, should be higher than what is listed here, based on what's in my --

MR. PENNY:  Thank you, Mr. Goulding.

Thank you, Mr. Chairman.  Those are my questions.

MR. KAISER:  Thank you.
Questions from the Board:


MR. RUPERT:  Mr. Goulding, a question I was going to ask Ms. McShane, and I forgot as well, so I will ask you.

The one thing that sort of hasn't been part of this hearing at all is something which I guess is still in progress, and that's, as I understand it, the proposed spin-off of six nuclear units from Entergy to form a stand-alone merchant nuclear company.

MR. GOULDING:  Yes.

MR. RUPERT:  As far as I can tell, that is still hung up in approvals and filings and so on.

MR. GOULDING:  Yes.

MR. RUPERT:  It's too bad it hadn't happened by this point, but that's life.  Is there anything that you are aware of that has been published about what the -- either the credit rating or capital structure that entity might be, or is that still a complete mystery?

MR. GOULDING:  Well, I think that the reality is that there is nothing more than has appeared in the trade press, and I believe that in the supplemental brief, OPG has provided some copies of the trade press, and we also, in our response to interrogatories, provided some discussion of this.

There is a few presentations that have been issued by Entergy.  They have actually given the subsidiaries names, and so forth.  But in terms of a reliable discussion of what the capital structure is likely to be, you know, the approach that Entergy is taking is what you would expect a standard commercial enterprise to do, which is to try and shift as much debt as possible on to the new entity, and see what the market will bear.  Which of course is much more crude than what, perhaps in academia, we would look at as being how you might set that structure.

So I believe, in my response to the interrogatories, I noted that one nuclear operator has discussed the possibility of having a capital structure in which debt would be as high as 80 percent, and I noted that I felt that that was aggressive.

MR. RUPERT:  Thank you.  One of the issues that we spoke of with Ms. McShane and others from OPG earlier was the question of capital structure and the asset retirement obligation, or this morning, net unfunded asset retirement obligation.

In terms of your work and looking at capital ratio and so on, did you turn your mind to this question that has come up in this hearing about what is an appropriate way to deal with such appear a significant unfunded liability?  As you are aware, the company's proposal is that the rate base be deemed to be funded solely by debt and equity and there has been various other variations that have come up in the hearing.  Have you spent any time at all on that issue?

MR. GOULDING:  I don't feel that I have spent sufficient time on the issue to give you an informed response.

MR. RUPERT:  Okay.  Thank you.

One of the things that comes through from your material -- and this is not a scientific calculation -- but it becomes apparent as you look at the cooperatives, at the Canadian provincially owned utilities, and at places like Tennessee Valley Authority and Bonneville Power -- all of which are government owned -- that for whatever reason, government owned entities seem to be prepared to accept higher capital ratios, higher debt ratios, typically -- but not always -- lower ROEs.

Now, the assumption that I think you have used in your report, that Ms. McShane used and it seems to be conventional, is you quote, you know, the City of Edmonton, Northwestern Utilities and Blue Field Water, whatever, and say:  That is the assumption.  But there seems to be, at least on a qualitative overview, something different that comes out of government ownership that doesn't seem to be explained by the assumptions that underlie these cases that are the foundation for most of the industrial utility rate cases.

I guess the question I have is:  You have said, in your report, as Ms. McShane did, that, well, that's what has to be.  There an OBCA company.  We have to assume that the shareholder is essentially a profit maximizing animal, who instead of investing billions in this company, could be turning around and investing their money elsewhere.

I guess given what you see from surveying these other entities, as you have done, does that give you pause to say:  Is that really a valid assumption when you have a government owned entity?  We can make the assumption, but in your analysis, in your view, is there any need to validate that assumption?

MR. GOULDING:  Sure.

MR. RUPERT:  When you are going ahead with this?

MR. GOULDING:  I think that the point that I would make is that an OBCA corporation is something that is definitively different from the structure of the Bonneville Power Authority, TVA and certainly some of these coops, which have not been corporatized and which are actually different animals that an OBCA corporation.

It is my view that if that is what the Ontario government wanted to have, they could have or should choose a different business form for OPG.  And so, from that perspective, one of the points that I start from is that if you wanted OPG to be a government authority, you would set it up that way, but since you have set it up as an OBCA corporation, we have to believe that that's what it was intended to be.


So that is really my starting point here.  I think I might come to a different conclusion if this had been set up with a different corporate structure.


MR. RUPERT:  Okay.  Well, the fact something is an OBCA company doesn't tell you anything about what the shareholder's motivations are.  There is no statutory requirement, as best I can tell, in the OBCA to say shareholders must be profit-maximizing normal commercial investors.  I don't think there is any such legislative requirement.  


Are you saying the statute itself is enough to change your view as to the intentions?


MR. GOULDING:  Well, I guess I also step back a minute and say what we're talking about here is an appropriate return on equity for a particular type of asset, with a particular volatility of cash flows, and that when you perform an investment analysis, when you look at a particular asset, you are always focussed -- when GM purchased EDS, right, one hopes that it was using a discount rate that was consistent with the IT business and not one that was consistent with the automobile business. 


And that's really regardless of whether EDS was set up as a partnership or an LLC or whatever.  One of the fundamental principles of valuation is that returns on equity should be -- and your entire analysis should be based on the characteristics of the particular assets, rather than their corporate form or their ownership structure or the motivations of various investors.


Now, clearly that is a different -- I am making a different point here than whether it is an OBCA corporation, but it is also something that factors into my thinking about this particular process.


I would still say that, you know, we're all subject to directives from ministries, and if a directive came down tomorrow that these assets are going to be reorganized as an authority that is going to be predominantly debt funded, and that rates are going to only consist of the debt cost of capital, that is the way that we would have to set rates, notwithstanding that we may believe that this actually ultimately provides inappropriate signals about the true cost of power.  


But that's how we would have to behave.  But at the moment, we weren't set up that way, and given that we've been set up as an OBCA and that we're looking at the particular assets, you can bet -- I mean, unfortunately, I pay taxes in four different jurisdictions, but you can bet that a strong argument can be made that those of us who don't live in the Pacific northwest are certainly subsidizing the people in the Pacific northwest, given the failure to incorporate an appropriate cost of capital for Bonneville Power.


MR. RUPERT:  Yes, okay.  Well, a related question.  You have some familiarity, I'm sure, at least a general familiarity, with the other assets of OPG, the non-prescribed assets?


MR. GOULDING:  Yes.


MR. RUPERT:  What's your assessment about the relative riskiness of that portfolio of assets, being the fossil stations and a lot of peaking hydro stations, compared to the riskiness of the prescribed assets?


MR. GOULDING:  I would believe -- again, I would make the argument that the riskiness of that portfolio is higher than the riskiness of the prescribed assets for a number of reasons.


MR. RUPERT:  So we should then assume that a higher risk portfolio that is capped by the shareholder, subject to that OPG rebate on a percentage of the output, that we should ignore that, that shareholder action, in capping their return from a riskier portfolio in this exercise here?


MR. GOULDING:  Yes.  And, again, I get back to this distinction in terms of political risk.


If the shareholder does something stupid that relates solely to these assets -- well, you know, if I voluntarily, after being allowed a particular return, decide to give some of that away, leaving aside the dubious distributional impacts of that gift, that's not something that the Board should either reward or penalize.


Rather, again, I think you can make the argument that the government's behaviour is not commercially reasonable with regards to the unprescribed assets, as well.  But that's a particular choice.


In effect, the government is choosing to receive lower dividends from its corporation in return for other perceived benefits.


Now, likewise, if the government, after this proceeding, receives dividends that it wishes to invest in a particular way, if it wishes to give them back to a particular group of ratepayers, that's a policy decision that is made outside of this proceeding.


MR. RUPERT:  Okay.  The last question I have is one I did ask Ms. McShane, and that was the -- concerning the proposal from the company to have 25 percent of the nuclear revenue requirement fixed and payable irrespective of production.  


I asked her whether she was aware of any generator in Ontario that had a similar arrangement where they would be receiving their -- a portion of revenue irrespective of their ability to run and produce power.


You know the market here, I think.  Do you have any...


MR. GOULDING:  Yes.  I mean, I think that I would answer that in a somewhat nuanced fashion, in the sense that there are a range of private contracts and, you know  -- and, as well, we've got a range of the old NUG contracts.


So I believe in one of my footnotes I discussed a little bit -- you know, we can have a standard two-part contract, which has a capacity payment and energy payment, and the energy payments are set generally to reflect the variable costs of the unit, and the capacity payment is set up to reflect the overall fixed costs of the particular IPP.  


But the contracts that I have reviewed have at least had some linkage with regard -- when we think about that capacity payment, there's been some linkage to an expected level of availability absent force majeure provisions.  So there is some obligation in return for that particular fixed payment, and then there is potential adjustments off of that.


Now, sometimes those fixed components could be a higher proportion of the total revenues.  Again, there is a broad range of particular arrangements.


But, generally speaking, it is unusual for whatever we may call this fixed payment to be completely devoid of any particular obligations on the part of the generator.


MR. RUPERT:  I guess that's my question.  Is it unusual or unprecedented in this province?  I think it is important to understand this.  A capacity payment is something where you're paying someone because you want them to be there to produce energy if they're called upon.


MR. GOULDING:  Yes.


MR. RUPERT:  That's different from a payment that is there irrespective of -- in fact, will occur even if the unit is incapable of operating.


MR. GOULDING:  Right.  I think it would be imprudent of me to say unprecedented, because I can't say that I've reviewed every single contract in the province.


MR. RUPERT:  No, I understand that.


MR. GOULDING:  I would regard it as being unusual, and I personally have not reviewed a contract that had -- that allowed for a payment that provided no obligation on the generator.


MR. RUPERT:  Thanks.  Those are my questions.


MR. KAISER:  I just have a few questions.  Mr. Goulding, first, can I start with Mr. Penny's tab 2?  This is the Standard & Poor's report.  He's taken you through it.  Do you have it?


MR. GOULDING:  Yes, I do.


MR. KAISER:  Now, this is back in 2005, but at that time Standard & Poor's dealt with certain rating factors.  And under strengths they have the following, and I want to ask you whether the situation would prevail today.


Under strengths, we had dominant position in the market with a strong and diversified economic base.


Would that be the case today, in your view?


MR. GOULDING:  Yes.  Now, there is one thing I think we should be aware of when we look at these reports, which is these reports are based on the company as a whole.  They're not based on the prescribed assets per se.  And it is worth making that particular distinction because on the one hand, the prescribed assets themselves are less diversified and certainly less dominant than the portfolio as a whole.

On the other hand, there are certain risks that the prescribed assets do not share with the rest of the portfolio of OPG.

So while I think that we can agree with that particular statement, it is worthwhile to bear in mind that S&P was looking at the entire portfolio, and not at the prescribed assets alone.

MR. KAISER:  All right.  Well, we will bear that in mind as we go through these and you can identify those that might not apply.

Government ownership and implied financial support, they saw that as a strength.  That continues today?

MR. GOULDING:  Yes.

MR. KAISER:  And will continue over the test period?

MR. GOULDING:  Yes, presumably.

MR. KAISER:  You have had discussion about that with Mr. Penny, the two notches and so on.

Diversified portfolio of generating assets, does that continue to be the case?

MR. GOULDING:  Yes.

MR. KAISER:  Low cost of hydroelectric assets with river system diversity, does that continue to be the case?

MR. GOULDING:  Yes, it does.

MR. KAISER:  Then we come to weaknesses.  We have uncertain sales volume due to seasonality of electricity demand, variable in both river flows and asset operating performance.  Does that continue to be the case?

MR. GOULDING:  That's a weakness, yes.

MR. KAISER:  Below average financial profile related to low allowed returns on regulated operations and an interim revenue cap on non-regulated operations.

Now, of course that refers to the five percent and other things which the company is seeking relief from.

On that, if the rate-of-return -- which presumably, they're referring to the five percent -- was 9.19 percent, which was the average in your figure 13, would, in your opinion, that influence the credit rating?

MR. GOULDING:  It's my understanding -- well, let me step back a minute.

It would depend on the interplay between this and the government ownership.  But let's leave that aside.  All things being equal, it should lead to improved coverage ratios, and to an improved credit rating.  Again, assuming that we haven't changed the debt-to-equity ratio.

MR. KAISER:  All right.  Then the next weakness was operational challenges at nuclear and coal-fired facilities.  That remains to be the case?

MR. GOULDING:  It's my understanding, yes.

MR. KAISER:  Lastly, nuclear technology exposes the company to significant risk and the potential for unexpected large capital expenditures.  That continues to be the case?

MR. GOULDING:  Yes.

MR. KAISER:  All right.  As I see this issue, we have the risks, which you have discussed with Mr. Penny.  There are operational risks, regulatory risks, political risks, nuclear liabilities; you have discussed all of those.

Then on the other side there is certain, I call them remedies.  One is the ROE.  We have discussed that.  The other is increasing the equity, part of the capital structure.  We discussed that.

The other is this matter of the fixed charge, the 25 percent fixed charge.

I want to show you, so I can understand this, there was an undertaking filed this morning.  It's J5.9.  If you can turn it up, if your counsel could give it to you?

I'm pretty sure it was filed this morning.  Maybe Mr. Penny's assistant has it.  I am trying to understand, in layman's terms, what this is worth in terms of reducing risk, if they get what they're asking for.

As I read this, they have estimated the revenue loss that might result from certain outages, planned outages.

Now, I may not have this right.  Would I be right that notwithstanding the revenue loss forecasted -- assume that happened -- they would be guaranteed at least 25 percent.  They wouldn't lose 100 percent of revenue.  They would lose only 75 percent.  Is that your understanding?

MR. GOULDING:  That is my understanding.

MR. KAISER:  So supposedly there would be a page like this for '08.  This is '07.  So if we were trying to calculate what that provision was worth, if granted, we could do the math that we have just discussed?

MR. GOULDING:  That's correct.

MR. KAISER:  And you have done an analysis of comparables.  We have referred to some of these other utilities.  This is figure 13.  And of course you compare the return on equity and the percentage of debt to capital, and percentage nuclear.

Then you have figure 19, which was sort of your US version of that.

In terms of the relief that these other companies have been given by their regulators, do any of them have this 25 percent deal?  Or did you investigate that?

MR. GOULDING:  I would have to investigate further, to say definitively.

Now, the reality of what happens to a typical vertically integrated utility in these kinds of circumstances is that if they're -- let's say, and we make a reference to the Cook unit here in our discussions, but what will happen is if an outage is unexpected, of longer duration, and increases costs for a standard, fully regulated, vertically integrated utility, there will be some sort of application for relief to try and recover those lost revenues.  And there will be a regulatory determination at that time as to whether that relief will be granted.

So in terms of this particular provision of a sort of fixed payment associated with a particular set of assets, I would make the argument that it's unusual, in the context of traditional North American ratemaking, although, arguably certain kinds of revenue stabilization mechanisms ultimately perform the same or a similar function.

MR. KAISER:  Well, let's leave it on this basis.  Having regard to figure 13, and figure 19 –-


MR. GOULDING:  Sure.

MR. KAISER:  -- can you add another column that says "Fixed payment" and just say yes or no, and give us a footnote if they have something similar to what OPG is asking for in this proceeding?


MR. GOULDING:  Well, I apologize.  What you will find is that most of these will have a rate structure that includes a set of customer charges that are fixed, and a set of volumetric charges, which vary according to customer demand.

What you are unlikely to find is any that are structured exactly as what we have had here.  So what I would envision would happen, in all cases, is that there will be a fixed -- well, there will be a monthly charge that doesn't vary according to volumes sold, so some component of overall revenue that doesn't vary, except according to the number of customers.  And then there will be another component that is volumetric, that fluctuates, and that's not associated with particular plants.  It's just the nature of the rate design in whatever jurisdiction we're speaking of.

So that is how I envision that those two columns would -- what they would reflect is the difference in the rate design in each of these jurisdictions for a traditional vertically integrated utility.

MR. KAISER:  Would those be comparable to what OPG is requesting here?  Are we comparing apples and apples?  Or is there something --

MR. GOULDING:  I guess I would tend to believe --

MR. KAISER:  I'm trying to understand whether, if OPG gets all of the relief that it is requesting -- I will come to the fourth one in a moment --

MR. GOULDING:  Sure.

MR. KAISER:  -- whether it is still reasonable to look at your comparison, because they may be getting additional relief that the companies in your sample are not getting.

MR. GOULDING:  In some ways, you could make the argument that, because the 25 percent payment doesn't fluctuate according to the number of customers and obviously doesn't fluctuate according to the output sold, in some ways it is probably better -- although smaller proportionally -- than the arrangements that exist for these vertically integrated utilities, which are much, much larger in size, of course, in that even the fixed component of their rates is only if I canned to the extent that there is some kind of revenue adjustment mechanism year on year.  It's really fixed because it is in a customer charge.  


I wouldn't -- I certainly would not make the argument that we are talking apples to apples here, because they are really different kinds of assets, and the payments are structured to meet different purposes.


MR. KAISER:  All right.  Well, if you can add to that by analyzing the line of my question, that would be helpful.


The fourth aspect of the relief, as I understand it, is to have variance and deferral accounts.  There's been some discussion about that.


MR. GOULDING:  Yes.


MR. KAISER:  You may have reviewed their evidence with respect to that.


MR. GOULDING:  Yes.


MR. KAISER:  I guess I would start with the question:  The request by OPG for deferral and variance accounts, is that out of the ordinary if we were to compare it with what these other utilities would have in figure 13 and 19, or do you know?


MR. GOULDING:  I do not regard it as being out of the ordinary.


MR. KAISER:  So can I say we shouldn't get too excited?  These are garden variety deferral and variance accounts that likely any utility we regulate would have?


MR. GOULDING:  Well, I wouldn't go so far as to say we shouldn't get excited at all; right?


What I would say is that there is -- in North America there's been a back-and-forth pendulum, depending upon what the policy objectives are of the particular regulators.


And during periods when a regulatory body is particularly concerned about things like new investment, like making sure that authorities are thinking about planning for various kinds of new investment, we'll see the acceptance of various kinds of deferral and variance accounts increase, and when regulators are less concerned about those particular issues, we will see lower tolerance for them.


So my overall view is that I don't see, among these variance and deferral accounts, anything that I would get very excited about, but I would keep an eye on them.


I would also, you know, continue to exercise oversight with regards to prudence to...


MR. KAISER:  I understand all of that.  You have looked at what the company -- what the utility is asking for in this respect, I take it?


MR. GOULDING:  Yes.  My personal belief is that what they're asking for is not so anomalous as to be completely beyond the pale with regards to North American experience.  


MR. KAISER:  All right.  I have one last question --


MR. RUPERT:  Before you go to that, Mr. Kaiser, back on the undertaking -- I think it was an undertaking, wasn't it?  


MS. CAMPBELL:  Yes, actually, thank you for stating that, Mr. Rupert.  A little puzzlement at this side as to whether in fact an undertaking has been given and the nature of the undertaking.


MR. RUPERT:  I thought there had been one, but maybe I was wrong on that.


MS. CAMPBELL:  Just for clarity's sake, it would have J12.3, but I would appreciate it being restated before you add to it.

UNDERTAKING NO. J12.3:  FOR UTILITIES IN FIGURE 13 OF LEI REPORT, TO IDENTIFY IF THE UTILITY HAS A FIXED CHARGE ASSOCIATED WITH THE COMMODITY, AND PROPORTION OF TOTAL REVENUE REQUIREMENT WHERE POSSIBLE.


MR. RUPERT:  This may not be restating it, Ms. Campbell, but looking at your table, figure 13, Mr. Goulding, there is two -- if I understand the legend right, there is two that have T next to them.  That is --


MR. GOULDING:  Yes.


MR. RUPERT:  -- Trans Energy, and then New Brunswick Power.  So presumably those aren't relevant here.  Those tariffs would have no commodity charge in them at all, so that is not something that would be looked at; right?  I assume Mr. Kaiser's question was for those on this table, that with the integrated utilities -- take Manitoba, for example, right down to the ultimate consumer.  


I thought the question -- I think the question was along the lines of:  For the fixed charges that a consumer in Manitoba may pay, is there any part of the fixed charge monthly they may pay that is in respect to a commodity charge, or is it computed in the way that a distribution monthly charge -- normally computed, fixed and variable; i.e., the fixed charge is unrelated to commodity or related to commodity?  


That is what I think would be helpful, is all of these utilities that have customer charges that are fixed and variable, the question is:  How much of the fixed charge relates to commodity and how much relates to distribution?


So in doing this, I understand the issue you have raised.  Is it feasible to look at those, besides the two Ts, as to whether their fixed charges in fact are intended to absorb any commodity charges?


MR. GOULDING:  First of all, they would have to have an unbundled bill, right?


And, secondly, if we step back to the way that vertically-integrated utilities -- and before we started unbundling bills, you know, what some rate-making philosophies would have been would be, Okay, let's take all of the fixed charges associated with all of the assets, whether they're transmission, distribution or generation, and let's try and go through a process of determining cost causation.  We'll divide it among customer classes, but, generally speaking, let's try to put the fixed component into some kind of a customer charge, and then let's try to put the variable -- the commodity into some kind of volumetric charge.


So I think that what you're going to find is that if they don't have an unbundled bill, it's going to be difficult to determine which portion is associated with the commodity portion, and then do this calculation.


I believe it is feasible to calculate -- you know, to go through these and all of the other utilities that are listed here and come up with the proportion of the revenue requirement that's quasi-fixed, and the portion that is volumetric, but the ability on a utility-by-utility basis to disaggregate that to the commodity level is going to depend on the regulatory structure in that particular jurisdiction and the extent to which the bill is unbundled.


MR. RUPERT:  I understand.  I understand.  It seems to me if there is an undertaking at all here, that would be helpful to make that distinction in whatever we're doing.  The question is:  Is there an undertaking to do something?  I will let the originator specify what it is.


MR. KAISER:  Well, thank you.


I think you understand what we're trying to do.  We are trying to understand if there is something comparable to the relief that the applicant is asking for here with respect to this 25 percent fixed charge that has been granted in these other jurisdictions.  


If you can't find something similar, you can't analyze it as Mr. Rupert is saying, then just let us know.


MR. GOULDING:  Okay.


MR. KAISER:  Just restrict it to the companies you have investigated.


MR. GOULDING:  Yes.


MR. KAISER:  While we're on that, Mr. Penny, could I ask you to update J5.9 to give us the 2008 figures?  That's the planned outages.  I don't think we have 2008.


MR. PENNY:  I think what -- you're talking about actuals?


MR. KAISER:  Yes.


MR. PENNY:  Yes.


MR. KAISER:  What's comparable to the 2007 figures on the first page?


MR. PENNY:  Yes.  We will -- I am not sure to what point in time that will be, reliably, but whatever it is, that is what we will give you.


MR. RUPERT:  Are you looking for actuals in 2008?  I know it is in the evidence somewhere, the 2008, but recasting 2008 and 2009 in a similar format to that, is that doable?


MR. PENNY:  Ms. Reuber can speak to this directly, rather than through me.


MS. REUBER:  This table includes the forced extensions of planned outages, so that wouldn't be doable on a forecast basis, but we can do it on the actuals to date in 2008.


MR. RUPERT:  Then the rest would be your planned outages that you have in the application.


MR. KAISER:  As long as you get us the same format, then we can...


MR. PENNY:  Yes.


MR. KAISER:  Last, Mr. Goulding, I am going to ask you to look at a chart which has been prepared by Staff.  It is -- all the information is in the record.


It's the certain benchmarking data on the production cost per unit.  Do you have copies of that?


MS. CAMPBELL:  Yes.  It is K12.4.


MR. PENNY:  Actually, we should probably before -- of course you're not at your desk.  What we just gave to Mr. Kaiser and Mr. Rupert should be given a number.


MS. CAMPBELL:  Yes.  It probably should.


MR. RUPERT:  This was again K12 --?


MS. CAMPBELL:  12.4.

EXHIBIT NO. K12.4:  DOCUMENT PROVIDED TO BOARD PANEL


MR. KAISER:  This information, Mr. Goulding, is in the record.  The second page just limits Pickering A so that the scale can better show the differences between the plants.


I was interested in your discussion with Mr. Penny at page 41 of his big book.  This is the excerpt from the applicant's evidence under aging technology.  You will recall he discussed this with you.

This is at page 41 of the cross-examination brief, and it stated that:

"OPG's nuclear stations contain the first large-scale commercial CANDUs ever built..."et cetera.

So we can see this, of course, in this graph, that the Pickering, particularly Pickering A, has very high costs compared to some the other plants.

I want to understand your evidence on this.  When it comes to ROE, assigning an ROE, and one could almost assign an ROE by plant, are we to look at this and say that Pickering A deserves a higher ROE simply because its costs are higher or because it is the first of the CANDUs, et cetera, et cetera?  Or do we say, as we would in an ordinary case:  Well, the fact that you have old technology and it is high cost doesn't mean that that necessarily gets visited on the ratepayers.

I wasn't clear what your position was on this.

MR. GOULDING:  I think this is a bit challenging, because unlike the local distribution entities here in Ontario, where we have a large number of them with -- they wouldn't say they have homogenous assets, but at least in the sense that they have wires and poles, over head and underground and so forth, we have a relatively homogenous asset base.  Some are old, some are new, but some are old directly because of decisions that the utilities have made.

And I am not a big fan of assigning separate costs of capital to asset bundles.  You know, it's somewhat within the control of a MEU -- I'm sorry, I'm using old terminology -- as to whether they stay small or grow or whether they have older or new assets.

Now, to a certain degree, what we have here in Ontario is a set of legacy assets.  We have kind of backed into a set of legacy -- we're not supposed to call them "contracts".  And so to a certain extent, the composition of the asset portfolio is an exogenous factor.  It is not a choice that the prescribed asset portfolio made.

Now, that being said, when we look at these costs, there is, again, an element of these costs that we can come to two different views on.  Right?

We could be a management which said that:  All of these costs are beyond our control and they are intrinsic to the operation of nuclear assets, not to us, and therefore, all of that should be reflected in the ROE.

Or we could say:  Well, we have some evidence here that some element of cost variation would appear to vary, according to the managers, and we shouldn't incorporate that degree of volatility in the cost behaviour that is within management control.

I realize that I am being a bit verbose, because I want to be fair to both perspectives.

My own personal view is that there is a degree of this cost variability that is within management control, and, therefore, I am not convinced.  I certainly wouldn't accept the argument that a different ROE is appropriate for the prescribed assets and for the Bruce assets, for example, because I personally -- and I want to emphasize before anyone else does that I am not a nuclear engineer.  But at the same time, I do personally believe that some aspects of these costs are controllable with good management.

So I would not accept the view that a higher ROE for one set of CANDU reactors in the same province would be acceptable, or would be appropriate.

MR. KAISER:  All right.  Thank you.

MS. CAMPBELL:  Before we move on, the undertaking that was given by OPG to update J5.9 to reflect the 2008 planned outages, there was a discussion about actually providing the actual outages, the actual figures that is J 12.4.

MR. PENNY:  Yes.  What we will do is put actual -- what's available, actual 2008 to date, plus plan.

MS. CAMPBELL:  Thank you.

MR. KAISER:  Do you have any re-examination?

MS. CAMPBELL:  No.  Thank you.

MR. KAISER:  Thank you.  9:30 tomorrow.

--- Whereupon the hearing adjourned at 5:19 p.m.
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