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Thursday, June 19, 2008

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


MR. KAISER:  Please be seated.


Mr. Penny.


MR. PENNY:  Yes.  Good morning, Mr. Chair.  Just by way of preliminaries, we have today filed -- I guess maybe yesterday electronically, but we have hard copies today of the Exhibit J updates that reflect the change to the segregated mode that we talked about back on the first day of the hearing.  So we flowed that change through to the J exhibits, and so those numbers have been updated.  Those are on green pages.


Then we have filed hard copies of answers to Exhibit J7.2, Exhibit J8.1, and a corrected version of an exhibit that we had filed earlier, J8.16.  We just realized the immutable rule of nature, that after we filed it, we found a typographical error in one of the numbers, so that is simply a corrected version of an exhibit that we filed a few days ago.


Then Exhibit J6.4, 8.17 and 9.5.  I will just come back to 8.1 for a moment.  This is a fairly lengthy answer, as it required a fair bit of explanation to the question that Mr. Rupert had asked about the Bruce lease P&L.  And Ms. Ludak, who will be on the next OPG panel later today, was principally responsible for preparing this, so the -- even though the panel is actually on deferral and variance accounts, that would be probably the appropriate person to ask questions about on this.


That's all I had by which of preliminaries.


MR. KAISER:  All right.  Who is the witness, Mr. Rodger, your witness?


MR. RODGER:  Yes, thank you, Mr. Chairman.  AMPCO is ready to present its first witness in this case, if I could ask the witness to go forward and be sworn in, please.

ASSOCIATION OF MAJOR POWER CONSUMERS OF ONTARIO - PANEL 1


Dr. Lawrence Murphy, Sworn

Examination-in-chief by Mr. Rodger:


MR. RODGER:  I wonder if you could first please state and spell your name for the record?


DR. MURPHY:  Yes.  My name is Lawrence Murphy, M-U-R-P-H-Y.


MR. RODGER:  Dr. Murphy, you co-authored a report with Mr. Tom Adams for AMPCO which has been filed in this case on April 24th, 2008, and which has already been marked as Exhibit M, tab 2; is that correct?


DR. MURPHY:  Yes.


MR. RODGER:  And there are two components to this report, one part on cost of capital and one part on nuclear costs and performance incentives.  I take it that you are responsible and will be speaking to the cost of capital component only; is that correct?


DR. MURPHY:  Yes.  Your CV was also filed with the Board.  I understand you appeared before this Board in the past and have been qualified as an expert?


DR. MURPHY:  Yes.


MR. RODGER:  First, just turning to your CV, your educational background and professional experience over the past 20 years, you have a bachelor of commerce with an honours in economics from McGill University, and thereafter you obtained your Ph.D. in economics from McMaster University.  You were an advisor on economics with the Department of Finance with the government of Canada, a vice president of economic research and forecasting at the Conference Board of Canada, and a director of corporate planning at Gulf Oil Canada?


DR. MURPHY:  Correct.


MR. RODGER:  For the past 20 years you have specialized mainly in the Ontario electricity sector, including during the restructuring of this sector, serving on various committees, including serving as chairman of the market design committee's retail technical panel and a member of the wholesale technical panel, and you were a member of the IESO technical panel until the spring of 2005?


DR. MURPHY:  Yes.


MR. RODGER:  Is that correct?


DR. MURPHY:  Correct.


MR. RODGER:  And you have also considerable experience in evaluating Ontario electric utilities, conducting some 30 economic valuations for Ontario distributors over the past few years; is that correct?


DR. MURPHY:  That's right.


MR. RODGER:  Finally, you provide advice to Ontario utilities and their shareholders on appropriate capital structure for those utilities?


DR. MURPHY:  Yes.


MR. RODGER:  Mr. Chairman, in view of Dr. Murphy's special expertise and experience over the past 20 years, I would ask that he be qualified as an expert witness in the area of electric utility finance and economics, with particular expertise in the Ontario electricity sector.


MR. KAISER:  Any objection, Mr. Penny?


MR. PENNY:  No.  I don't think so, Mr. Chairman, as long as Dr. Murphy's not being sought to be qualified as an expert in capital structure and ROE in the context of rate-regulated entities, specifically, as in the cases for Dr. Booth, and so on, and I don't understand that to be the case, so on the basis that Mr. Rodger has put it, we have no objection.


MR. KAISER:  All right.  Thank you.


MR. RODGER:  Now, Dr. Murphy, as discussed at the outset, you prepared the cost of capital component of the AMPCO report filed as Exhibit M, tab 2.  Do you adopt that evidence as you testify today?


DR. MURPHY:  Yes.


MR. RODGER:  Now, in preparing your report, what was it that AMPCO asked you to do?


DR. MURPHY:  Well, AMPCO had discussions with other intervenors about the evidence they would lead on cost of capital and some, as the Board has seen, have prepared extensive reports in response to OPG's evidence, and particularly regarding the work of Ms. McShane. 


AMPCO didn't want to duplicate that evidence, and I was asked to undertake two tasks:  One, to undertake a critical review of the evidence submitted on the cost of capital, advise AMPCO on its merits; and the second was to review the role of ownership and that it has played since OPG was formed from the perspective of risks faced by consumers and by OPG's shareholders.


AMPCO was particularly concerned that the nature of OPG's ownership was being given inadequate consideration in the determination of the cost of capital.


MR. RODGER:  Dr. Murphy, can you provide the Board with a brief summary of the key conclusions that you have arrived at as contained in your prefiled evidence and after hearing the testimony on cost of capital over the past few days?


DR. MURPHY:  Yes.  Since reading OPG's prefiled evidence and now after hearing Ms. McShane's testimony, I remain concerned that OPG and its advisors have not adequately treated the impact of OPG's ownership on the risks faced by the company.


For example, in her evidence, Ms. McShane identified political risk or political intervention since 1998 as a factor to be considered in determining an appropriate cost of capital for OPG.


She stated in her evidence, quote:

"Since the initial restructuring that began in 1998 with the Energy Competition Act, there have been several interventions by the government and to the operation of the electricity sector."


That's from Exhibit C2, tab 1, schedule 1, page 64.  She goes on to conclude that OPG remains subject to political risk.  That's on the same page.


On the subject of ownership, Ms. McShane seems to treat the matter as being unimportant, and, in fact, refers to the province's ownership as being a matter of happenstance.


In response to that evidence, I reviewed the transition from the former Ontario Hydro to the current structure of OPG.  The intervention of OPG's shareholder in the process has resulted in the transfer of risk away from OPG and the province itself as the sole shareholder of OPG.  


First, in my opinion, Ms. McShane does not give adequate consideration to the government of Canada's capacity to intervene to protect its investment in OPG and the fact that it has used that power in the past.  


For example, when Ontario Hydro was restructured and stranded debt was identified, the shareholder acted to remove this obligation from its new company, OPG, and from itself, the shareholder, and imposed the obligation entirely on consumers in the form of new charges to be paid by them.


MR. RODGER:  Dr. Murphy, if I could just interrupt, I believe you have made reference to the government of Canada.  Did you mean to say the government of Ontario?


DR. MURPHY:  Sorry, the government of Ontario.  Thanks.


Secondly, since OPG's shareholder is the source of political uncertainty, it would be inappropriate, in my opinion, to provide it with a risk premium related to that uncertainty.


MR. RODGER:  Given your findings, Dr. Murphy, what is the ultimate conclusion that you want this Board to take from your evidence?


DR. MURPHY:  OPG's based its proposal for a significant increase in the equity ratio on the supposed risks that it faces.


In my opinion, by failing to take into consideration the capacity of the shareholder to mitigate risk, OPG and Ms. McShane have overstated the risks actually faced by the company.


MR. RODGER:  Now, are there other areas dealing with cost of capital on which you have provided evidence?

DR. MURPHY:  No.

MR. RODGER:  Those are my question, Mr. Chairman.  Dr. Murphy is available for cross-examination.

MR. KAISER:  All right.  Mr. Warren?  Mr. Thompson.

Cross-examination by Mr. Thompson:

MR. THOMPSON:  I just have one area of questioning, Dr. Murphy.  It's with respect to the stranded debt section of your testimony and it starts at page 4 of Exhibit M, tab 2, and goes over to page 5.

And you tell us there that at the outset, at least as I understand it, the stranded debt amount was quantified at $19.4 billion as of April 1, 1999.  Am I reading that correctly, at line 20?

DR. MURPHY:  Yes.  The initial estimate was 20.7.  That was prepared by the Ministry of Finance.  When it was transferred to OEFC, there were some adjustments made that reduced it to 19.5.

MR. THOMPSON:  Okay.  Then on the balance of page 4 and over on page 5, you identified the revenue streams that are directed towards servicing the stranded debt.

DR. MURPHY:  Mm-hmm.

MR. THOMPSON:  They consist of payments in lieu of taxes, paid by OPG and others, as well as the combined net incomes of OPG and HOI in excess of the province's cost of its investment, electricity subsidiaries and the debt retirement charge.

Those are three separate amounts, are they?

DR. MURPHY:  They are.

MR. THOMPSON:  Are you able to tell us where we stand today, in terms of the stranded debt balance compared to the 19.4 billion as of April 1, 1999?

DR. MURPHY:  Yes.  We don't have the OEFC's annual report, ends, the fiscal year, at March 31st.  Usually we don't get that until about September.  But going on last year's, their unfunded liability was in the order of $18 billion.

So it has been reduced from the initial $20 billion, 20-plus.

MR. THOMPSON:  Is there anywhere that you are aware of a forecast as to when all of this is going to end?

DR. MURPHY:  No.  Initially they had a plan for eliminating the stranded debt, but that has changed over time and I haven't seen a definitive plan for the elimination of stranded debt in recent times.

MR. THOMPSON:  Okay.  Is it your understanding that if and when it is eliminated, that these amounts that are being streamed towards it, will cease?

DR. MURPHY:  The intent is to eliminate the DRC.  When the stranded debt is eliminated -- DRC is actually directed towards residual stranded debt, which is one part of it.  When that is eliminated, the DRC is to be eliminated.

MR. THOMPSON:  What about PILs and the other stream that you mentioned here?

DR. MURPHY:  I am not aware of any specific intent to eliminate them.

MR. THOMPSON:  I see.  Okay, thank you very much.  Those are my questions.

MR. KAISER:  Thank you.  Mr. Stephenson, anything?

MR. STEPHENSON:  Nothing, thank you.

MR. KAISER:  Mr. Faye.

MR. FAYE:  Nothing. 

Mr. KAISER:  Ms. Lea.

MS. LEA:  No, thank you, we have no questions.

MR. RUPERT:  I just have one question.  Sorry, Mr. Penny.

MR. PENNY:  Mr. Chairman, I think we take the view that Mr. Murphy's evidence is a combination of either irrelevant or argument, so we will take up our issues with the position in argument.

Thank you.  I have no questions.
Questions from the Board:


MR. RUPERT:  Dr. Murphy, just one question.  This is on page 7 of your report, Exhibit M, tab 2, in the section: "Conclusions and recommendations."

I just want to be clear that I have seen everything here.  The first sentence says:

"The evidence presented by OPG on the relative risk faced by its shareholder is insufficient (that is, both incomplete and –-"
and this is the part I am interested in:

"-- as will be shown in the course of the hearing, overstated.)"

I am just wondering what specific things I should be thinking about when you say "in the course of the hearing".

What items, specific items, am I to be --

DR. MURPHY:  I presumed that was going to be raised in the testimony of Dr. Booth and the others who testified on behalf of Pollution Probe.  When I got their evidence, I saw they were dealing with the same things.  I didn't know that at the beginning, but when I saw their evidence, it was clear they were dealing with the same issues.

MR. RUPERT:  I understand what you're referring to, then.  Thanks.

MR. KAISER:  Thank you.

MR. RODGER:  No re-examination, Mr. Chairman.

MR. KAISER:  All right.  Who is up next?

MR. FAYE:  Dr. Schwartz.

MR. KAISER:  Thank you, Dr. Murphy.

MS. LEA:  Mr. Chairman, I have been given a document that I gather is to be used in examination.  Do you have that before you?

MR. KAISER:  No.

MS. LEA:  All right.  Thank you.  One moment.

MR. KAISER:  Did we have a number for this?

MS. LEA:  Yes.  I am presuming, Mr. Faye, you wish this in as an exhibit for identification?

MR. FAYE:  Yes, please.

MS. LEA:  I am presuming this -- is there new material in it that we need to debate?

MR. FAYE:  This material has previously been filed.  I have just assembled it into a package that is convenient to access.

MS. LEA:  Thank you.  K14.1, please.

EXHIBIT NO. K14.1:  Document of previously filed material for examination-in-chief of Dr. Schwartz


MR. KAISER:  Thank you.

MR. FAYE:  Mr. Chair, I would ask that the witness come forward and be sworn at this point.
ENERGY PROBE - PANEL 1


Dr. Lawrence P. Schwartz, affirmed
Examination-in-chief by Mr. Faye:


MR. FAYE:  Witness, would you state your name and spell your last name for the record, please.


DR. SCHWARTZ:  My name is Lawrence Schwartz, S-C-H-W-A-R-T-Z.

MR. FAYE:  Dr. Schwartz, I would like to start with your qualifications from you.  State your educational and professional background.

DR. SCHWARTZ:  I am an economist by training, and I hold a Ph.D. from the Wharton School, University of Pennsylvania, 1977.  I have a bachelor's degree from the University of Toronto.

I have worked for approximately 30 years in finance, in consulting, doing economic analysis of competition policy and regulation.  I was a full-time member of the Federal Competition Tribunal, 1998 to 2003.  And I lecture on a part-time basis in finance at the Schulich School of Business, York University in Toronto.

MR. FAYE:  Your CV is attached to your submission M6, and I just wanted to give you an opportunity to make any adjustments or corrections to that CV.

DR. SCHWARTZ:  Yes.  Thank you.  I am no longer a member of the Economics and Law Subcommittee of the National Competition Law section of the Canadian Bar Association.

I am an associate member of the Anti-trust Law section of the American Bar Association.

MR. FAYE:  Have you previously testified as an expert in finance-related areas?

DR. SCHWARTZ:  Yes, I was called as an expert in the Federal Court of Canada on a matter relating to the determination of yields on extendable government bonds.

MR. FAYE:  Have you testified as an expert in energy-related hearings before?

DR. SCHWARTZ:  No.  No, I have not.

MR. FAYE:  Do you have experience in securities valuation and credit analysis?

DR. SCHWARTZ:  Yes, as a corporate banker and securities underwriter, I was involved in several financing transactions that required the analysis and forecasting of cash flows, the evaluation of creditworthiness and profitability analysis.  Companies whose accounts I had included TransCanada Pipeline, Union Gas, Consumers Gas, real estate developers.

MR. FAYE:  Have you previously prepared estimates of the cost of capital?

DR. SCHWARTZ:  Yes, although not recently.  When I was in underwriting, I authored a report on the cost of capital for Cadillac Fairview, and I co-authored an opinion on the cost of equity for Dome Petroleum.

As a lecturer in finance, I teach MBA students about the cost of capital and the theory underlying discounted cash flow in the capital asset pricing model.  I also lecture on related areas of capital structure and dividend policy.

MR. FAYE:  Mr. Chair, in light of Dr. Schwartz's qualifications, I ask that he be accepted as an expert in financial analysis generally, and in the financial aspects of cost of capital.

MR. KAISER:  Any objection, Mr. Penny?

MR. PENNY:  Well, Mr. Chairman, we certainly accept that Dr. Schwartz has a background -- some background in finance.  It seems less supported on the -- on specifically on capital structure and rate of return for rate-regulated entities, but I think we should hear what he has to say and we can deal with that as a matter of weight in argument.


MR. KAISER:  Is that satisfactory, Mr. Faye?


MR. FAYE:  Yes, Mr. Chair, that is.


MR. KAISER:  Thank you.


MR. FAYE:  I understand, Dr. Schwartz you have prepared two submissions, the first profile -- prefiled and given exhibit number M6, and the second was an evidence update given exhibit number M6.1; is that right?


DR. SCHWARTZ:  That's correct.


MR. FAYE:  Do you adopt those as your evidence in this proceeding?


DR. SCHWARTZ:  Yes, I do.


MR. FAYE:  You have taken a slightly different approach to that taken by Ms. McShane.  Could you explain the cash flow method of financial analysis you have used?


DR. SCHWARTZ:  Yes.  Cash flow analysis uses the information that is found in conventional financial statements, but it focuses on all of the cash flows into and out of the business.  Whereas conventional financial statements are based on the identity that assets equal liabilities and net worth, the cash flow framework looks at how cash is generated, whether internally or externally, and how it is used.


All of the corporation's cash flows must come from somewhere and must go somewhere.  The basic identity is that all cash generated by assets must equal the cash flow received by investors.


MR. FAYE:  How does the cash flow analysis improve on financial statement analysis?


DR. SCHWARTZ:  Conventional financial statements focus on defined earnings or defined net income, which are concepts in financial accounting and are based on accounting principles.


On the other hand, cash flow that a business actually manages does not depend on accounting principles or definitions, so the analysis of cash flow provides a better picture of how the business is generating cash and what it is doing with it.


In addition, unlike conventional financial statements, the approach specifically identifies the cash flows that are relevant for valuation, for example, when one undertakes a discounted cash flow analysis.


In my report, I identify the cash flow from assets, and value that cash flow by discounting, initially, at the capital structure and ROE recommended by OPG's expert.


MR. FAYE:  In your report, you discuss the relationship between the deemed capital structure and the stand-alone principle as they relate to prescribed facilities.  What was your concern there?


DR. SCHWARTZ:  Initially, I was concerned that the prescribed facilities were not segregated from OPG's non-regulated businesses and assets, and that the capital structure of the prescribed facilities could not be assessed accurately as part of ongoing regulation.


With the understanding that this hearing would not be concerned with ongoing regulation, but only the payments question, I became concerned that the financing of the prescribed facilities would not be done on a stand-alone basis, but would be based on OPG's overall financial position.  


This creates the possibility of cross-subsidy, which is the opposite of the stand-alone principle endorsed by OPG's expert, Ms. McShane.


I also became concerned that the lack of segregation of the prescribed facilities would create difficulties in establishing the rate base.  As OPG and Ms. McShane have noted, the rate base must be matched or reconciled with the capital structure.  This could lead to plugging any difference with debt not related to the financing of the prescribed facilities and/or to a rate base that contains what Ms. McShane refers to as notional investments unrelated to operations.


MR. FAYE:  You mentioned the possibility of cross-subsidy.  Why is it important to avoid cross-subsidy?


DR. SCHWARTZ:  Well, considering the size of the prescribed facilities and their importance to the Ontario economy, it is critical that the correct financial decisions concerning the prescribed facilities be made.


Thus, decisions must be based on the assessment of those facilities by financial markets.  For example, borrowing should be undertaken at market interest rates that reflect the business and financial risk of the facilities, rather than the overall conditions of OPG.


Similarly, the correct financial decisions regarding OPG's non-regulated businesses would be encouraged by independent market assessments of the business and financial risks they pose, independent of the condition of the prescribed facilities.


MR. FAYE:  You referred to something called "a plug".  I wonder if you can tell us if there is anything wrong with a business using a plug when it finds that projected assets don't equal the projected liabilities plus net worth?


DR. SCHWARTZ:  No, there is nothing wrong with that.  In fact, it is quite normal for a business to find that after projecting future income statement, the year end balance sheet does not balance.


I discuss this problem of financial statement reconciliation with my MBA students and show them ways of handling this problem.


To fail to correct this problem could lead to serious errors in assessing, for example, the business's various financial ratios.


However, some ways of handling this problem are better than others, because ultimately the business will close the gap by actual financing or investment decisions.


MR. FAYE:  You said that there is nothing wrong with a business using a plug.  Why do you find it problematic if OPG does the same thing when it attempts to match the rate base with the proposed capital structure of the prescribed facilities?


DR. SCHWARTZ:  Because in this case, while it is an accounting adjustment only, the cost of capital for the prescribed facilities will be affected.


For example, the deemed debt-equity ratio would be affected, depending on how the plug is defined, whether debt or equity.


The return on the unissued security, apparently, is to be sought.


MR. FAYE:  Have you identified an example of this in OPG's application?


DR. SCHWARTZ:  Yes.  In Exhibit C1-T2-S1, tables 2 and 3, OPG includes a provision for long-term debt of -- well, in 2008 and 2009, Mr. Long has previously testified that that debt will not be issued.  It is a provision included only to match the rate base with the requested capital.


However, OPG attaches a cost of that debt and includes it in the cost of its overall capital, which is thus too high.


MR. FAYE:  In your opinion, then, how should that provision for long-term debt be treated?


DR. SCHWARTZ:  Here I will speak as a financial matter, not as a regulatory matter.  The Board will choose whatever it chooses.  But from my point of view, since that debt will not be issued and will not be serviced, de facto it is equity, regardless of how OPG defines it.


Accordingly, the prescribed facilities have more equity than is indicated by the 57-1/2 percent figure that OPG has used in the schedule.


But if OPG had identified the plug as equity, it would have requested a return on that equity, which would also increase the cost of capital unnecessarily.


MR. FAYE:  Is that problem avoidable?


DR. SCHWARTZ:  Yes, and my suggested way of doing it is that the prescribed facilities be sold at fair market value to a subsidiary, at -- in light of an approved capital structure, so that there would be no need to use a plug.  If we transferred the prescribed facilities to a wholly-owned subsidiary, given an approved debt-equity ratio, the subsidiary could go out and borrow the money and the balance would be equity.


MR. FAYE:  Would doing that create any other problems for OPG, in your opinion?


DR. SCHWARTZ:  Well, in light of what has already been said, I can imagine that there may be tax issues.  I am not in a position to address those issues.


There may be other issues, as well.  I actually -- I can't identify them.  Certainly OPG would be able to identify them.


In my report, I note that that -- Emera Inc., which is a publicly-listed company that operates its electric utility through its Nova Scotia subsidiary.  So there is an instance where the creation of a subsidiary is not so problematic.


MR. FAYE:  On the subject of cash flows from assets, you show that the prescribed facilities would generate cash flow from assets of approximately $649 million internally in the test period.  This is after all projected operations, capital expenditure and changes in working capital shown in the prefiled evidence.


What revenue figure did you use?


DR. SCHWARTZ:  I used the payments that OPG has requested.


MR. FAYE:  Is the $649 million the entire amount that OPG will pay to its investors?


DR. SCHWARTZ:  Not necessarily.  It is all that is available from internal sources.  In fact, OPG indicates that the investor returns will be in excess of $1 billion in the test period.


MR. FAYE:  So does your framework show that OPG will have to use external funds just to achieve its returns to investors?


DR. SCHWARTZ:  The cash flow framework shows only that OPG cannot make all of its budgeted payments, including investor returns, without accessing external funds.


There is nothing unusual in this.  Most companies access external funds in the normal course.

The cash flow approach does not track dollars.  Both internally and externally generated funds may, in fact, fund capital expenditure, working capital and returns to investors and operations.

MR. FAYE:  Is it necessary or mandatory for OPG to pay a dividend?  If no dividends were paid, how would that affect your cash flow analysis?

DR. SCHWARTZ:  Well, dividends are discretionary, unlike interest payments.  It is quite possible that OPG's indicated cost of equity will not be paid to equity investors in the form of a cash dividend.

However, if the funds identified as returns to equity investors are, in fact, not paid to those investors by way of dividend, cash dividends, those funds must, by definition, be used in some other way.

For example, if those funds were used to acquire new assets, fixed assets, then the cash flow from assets would be reduced.

MR. FAYE:  On the subject of discounted cash flow, how do you use cash flow from assets to arrive at an estimated fair market value of the prescribed facilities?

DR. SCHWARTZ:  I discount the cash flow from assets at the appropriate cost of capital.  The present value of the stream of cash flow gives an estimate of what those assets would be worth on the market.

MR. FAYE:  How have you determined the appropriate cost of capital to use as a discount rate?

DR. SCHWARTZ:  In my report -- and by report, I mean my tab 6, my first submission dated April 24th -- in my report, I use the 10-1/2 percent annual cost of equity and the 42-1/2 to 57-1/2 percent debt-equity capital structure recommended by Ms. McShane, together with the 5.84 average of OPG's indicated costs of long- and short-term debt for 2008-2009.

I then weighted the costs of debt and equity by the respective shares in the capital structure to generate the weighted average cost of capital, the calculation of which is similar to what OPG calls its combined return.

MR. FAYE:  You also did a second calculation, did you not?

DR. SCHWARTZ:  Yes, I did.  In my update, dated -- was it June 13th?  It's Exhibit 6.1.

In my update, OPG's evidence is that it will not pay income taxes in the test period as a result of various deductions and tax loss carry-forwards.  OPG also indicates that it has substantial additional tax losses that will be applied to reduce taxable income in future periods.

OPG does not indicate when it expects to be in a taxpaying position.  Moreover, OPG calculates its combined return on debt and equity without regard to the tax rate.

This initially suggested to me that OPG was not benefiting financially from the interest deduction for tax purposes.  Accordingly, the cost of capital and the valuation analyses, in my report -- my initial report -- assumed that OPG was effectively non-taxable.

However, Mr. Staines' evidence is that the interest deduction is one of the deductions that allows OPG to attain zero taxable income in the test period.

Accordingly, I have updated my cost of capital and valuation analyses to take tax into effect.

MR. FAYE:  What is the implication for your analysis, then?

DR. SCHWARTZ:  Well, if OPG were generating tax savings from interest deductibility, then the after-tax cost of debt would be lower than the pre-tax cost of debt, the weighted average cost of capital would be lower, and the discounted cash flow value would be higher.

MR. FAYE:  What cost of capital, then, does your calculation produce and how does it compare with OPG's combined return?

DR. SCHWARTZ:  As shown in table 6R of my update, which revises table 6 of my report, I used a tax rate of 31-1/2 percent to produce an after-tax cost of debt of 4 percent, and then calculated the tax-adjusted weighted average cost of capital to be approximately 7.74 percent per annum, over the test period.

OPG's combined return is approximately 8.5 percent.

MR. FAYE:  And is this 7.74 percent annual cost of capital the discount rate you used to estimate the present value of the cash flow?

DR. SCHWARTZ:  As shown in, again, in table 6R of my update, I calculated the debt and equity costs for the 21-month test period, and calculate the corresponding tax-adjusted weighted average cost of capital for the test period, as opposed to any given year, which is approximately 14 percent.

So that the 7.74 percent annual cost of capital corresponds to a test period cost of capital of approximately 14 percent.

MR. FAYE:  Why did you use the test period instead of just an annual cost of capital?

DR. SCHWARTZ:  Because the discount rate should be the same -- should match the time period of the cash flows being discounted.  Since I have computed cash flow for the test period, the relevant discount rate is the cost of capital for the test period, not just for one year.

MR. FAYE:  You have already said that the cash flow from assets in the test period is 649 million.  Is that right?

DR. SCHWARTZ:  Yes, it is.  Perhaps it is 649.4 million, but 649 million will do.

MR. FAYE:  How did you determine the cash flows in the future test periods, then?

DR. SCHWARTZ:  Well, there is no information on future cash flows in the prefiled evidence, and so I have had to make some assumptions about what those cash flows would be.

I have tried to -– well, I did.  I restricted myself as much as possible to what was available on the record.  Now, one could make certain assumptions about how future cash flow will evolve.  I mean you could perhaps assume that we'll get 649 million every single year.  That would be an inappropriate assumption, although it might be the easiest one to make.

Instead, there is an indication on the record that OPG accepts an estimated annual inflation rate of 2 percent.

I assumed, for the purposes of a base case estimate, that future cash flows would grow with that rate of inflation.  In effect, I have established future cash flows on the assumption that they would remain constant in inflation-adjusted terms.

MR. FAYE:  What calculation did you --

DR. SCHWARTZ:  I'm sorry, I haven't completed my answer to your question, sir.

That doesn't rule out, of course, my being wrong.  Cash flows may be higher in future years.  But we should remember that cash flow from assets can also be negative.  And all else equal, one would think -– well, it would be the case that if capital expenditures were especially heavy in a given test period, then cash flow in that year might be less, all else equal.

So I will just make that point.

MR. FAYE:  Okay.  What calculation did you perform to estimate present value of inflation-adjusted future cash flow?

DR. SCHWARTZ:  The first step is to adjust the weighted average cost of capital for inflation, and I do this in table 7R of my update.

I remove the inflation rate from the cost of equity and from the pre-tax and after-tax cost of debt, and then recalculate the tax-adjusted weighted average cost of capital, which is approximately 5.6 percent per annum, or equivalent to about 10.12 percent for the test period.

The second step is to determine the inflation-adjusted cash flow in the first test period, which is approximately 627 million.  And then, since the cash flow stream is constant in real terms, by my base case assumption, it constitutes a perpetuity, which is valued by discounting at the real cost of capital, 10.12 percent for test period, yielding a present value of approximately $6.2 billion.

This figure is about 84 percent of the 2008 rate base put -- or estimated by OPG.

MR. FAYE:  Did you confirm that number by another calculation?

DR. SCHWARTZ:  Yes, I did.  I conducted the same analysis using -- in current dollar terms -- using current dollar cash flows escalated at the rate of inflation and then discounting at the nominal discount rate of about 14 percent.

This is an application of a constant growth valuation formula that is often used to value dividend-paying stocks.  The growth rate was the inflation rate.  If my calculations were correct, the perpetuity model and the constant growth model should produce precisely the same valuation, which they do.

MR. FAYE:  Then to summarize your updated evidence --

DR. SCHWARTZ:  I'm sorry, could I just ask for a moment?  Thank you.  I'm sorry.


MR. FAYE:  If I understand your evidence so far, you used OPG's financial data in the evidence and the 10-1/2 percent cost of equity and capital structure recommended by Ms. McShane to value the prescribed facilities.


What do you conclude from that?


DR. SCHWARTZ:  On the basis of the information in evidence, I conclude that the cash flow generated by the prescribed facilities does not support OPG's value of the rate base.  Since I have valued the cash flow at the capital structure and ROE recommended by Ms. McShane.  Either those recommendations are OPG's method of estimating the rate base, or both, must being wrong.


MR. FAYE:  Why, in your opinion, is the present value of cash flows so much less than OPG's own estimate of the rate base?


DR. SCHWARTZ:  Well, I actually can't be sure.


I understand -- as I understand OPG's valuation, it is based on the net book value of assets carried on its financial statements and is, therefore, affected by generally accepted accounting principles and OPG's own accounting principles, which may include regulatory accounting principles.


The starting point for its valuation is -- for OPG's valuation is the information in its 2007 audited financial statements.  I would have thought that this would lead to an underestimate of the fair market value.


However, OPG's valuation is also affected by reconciliations and cost allocations that may, perhaps, lead to an overestimate.  It is beyond my expertise, really, to comment on those matters.


Another possible reason for the divergence is that the 10-1/2 percent ROE and the equity-oriented capital structure are too high.  Thus, I attempted to identify whether the recommended ROE and capital structure are appropriate.


MR. FAYE:  So on the subject of appropriate capital structure, what, in your view, is the appropriate structure for the prescribed facilities?


DR. SCHWARTZ:  I believe that a debt-oriented capital structure is appropriate.  While I cannot present a precise formula, I believe that a capital structure consisting of 55 percent debt and 45 percent equity would be preferable to Ms. McShane's recommended 42-1/2 percent debt, 57-1/2 percent equity structure, which I will say is, in my view, substantially equity oriented.


MR. FAYE:  What leads you to believe this, then?


DR. SCHWARTZ:  Well, I discuss several conditions -- considerations in my report.  Firstly, from a finance theory perspective - and Ms. McShane dwells on this in several aspects, parts of her report - there is no optimal capital structure if a company is not taxable, in strictly finance theory terms.  


If it were taxable, then a substantially debt-oriented capital structure would be appropriate, in the sense that it maximizes the value of equity through the interest tax shields, interest tax deductions.


Secondly, the Ontario government is the sole shareholder.  This means that conventional measures for controlling agency costs, or what are referred to as agency costs in the finance literature, are not available.


For example, we often say that one way to align management's objectives with those of the shareholders is to compensate management in terms of shares.  Well, the Ontario government is the sole shareholder, so we can't do it that way.


The literature also suggests that the takeover market is a way of disciplining managers and getting them to do what the shareholders want, which is to maximize the value of their investments; but that's not available here, either.


We can also say that agency costs arise because the Ontario government really is not interested in maximizing the value of its investment in OPG.  It is noteworthy that the memorandum of agreement between the province and OPG calls attention to the province's ability to issue special directives in accordance with section 108 of the Ontario Business Corporations Act.


You wouldn't have thought that that would be necessary.  I mean, it's there.  It's in law.  So there must be some reason it's being put explicitly -- stated, rather, into this memorandum of agreement.


Indeed, the existence of the memorandum of agreement is an indication that agency costs are not trivial.  A capital structure that emphasizes contractual interest payments over discretionary dividend payments leads managers to pay greater attention to efficiency and cost-effectiveness.  This suggests that a debt-oriented capital structure would be preferred to an equity-oriented capital structure.


My third reason is that OPG already has significant, but unmeasured, equity in the form of the implicit support of the Ontario government for the debt associated with the prescribed facilities.  The value of this unmeasured equity is the market value of the common shares that OPG would have to issue in order to finance on the same terms as it currently does with this implicit support.


It appears to me that Ms. McShane does not include this equity in her recommended capital structure, the result being that the equity portion of the rate base is considerably more than the 57-1/2 percent that OPG shows on its various statements when it adopts her recommended capital structure in its calculations.


Then, finally, there is an indication in Ms. McShane's evidence that debt-oriented capital structures are not unusual in regulated utilities.


MR. FAYE:  What do you conclude from Ms. McShane's sample of US utilities?


DR. SCHWARTZ:  Well, as I said, it indicates to me that a debt-oriented capital structure is not unusual.


In her sample, the average equity ratio is 45 percent, so that the average debt ratio is 55 percent.  Indeed, if you look at her schedule 27, all -- she does a variety of ratios.  All but one of the 48 mean and median debt ratios she cites exceed 50 percent.


Now, Ms. McShane explains that these ratios, in her US sample, are not problematic, because the acceptable coverage ratios achieved by the high ROEs, which she puts in -- which she records -- reports at the 11 to 12 percent, are reported in that way.  So she's saying, Yes, they have more debt but, look, they report higher ROEs, so there's really not a problem there. 


I might agree with that, but I think the rationale could be different.  That is to say, as I suggest in my report, one could have high reported ROEs just because you have a lot of leverage.  I mean, it's very standard financial statement analysis to know, to understand, that as you have increasing leverage, it increases your ROE; provides fairly stable cash flow.


So higher leverage could be the reason for the higher ROEs that she quotes.  This suggests to me that there is nothing untoward in those US utility debt ratios, relatively high debt ratios, provided you have enough debt to boost the ROE.


Now, there are -- Ms. McShane's report in this respect refers to book values of the debt-equity ratios.  As I understand it, that is pretty much the entire focus of Ms. McShane's analysis.  But she also points out that these debt ratios are lower and the corresponding equity ratios are higher if they were measured at market value.


You will find this in her schedule 21.  This, she states, indicates that the market is attributing less financial risk to the company than is, in her words, "on the books".  And that statement appears at page 183 of her report.  Thus, the high book value debt ratios in her US sample overstate the financial risk and are apparently not preventing those utilities from financing on the capital market on reasonable terms.


In other words, investors look at the market value of the utility securities, not the book value.  The regulated should similarly look at market values of and returns thereon.


MR. FAYE:  Do you feel a debt-oriented capital structure for the prescribed facilities would be consistent with industry practice?


DR. SCHWARTZ:  Yes, I do.  Together with the equity implicit in the government support, the need to control agency costs, and, from my point of view, a reclassification of the plug from debt to equity.  There is very considerable equity there.  And I recommend a debt-oriented capital structure of 55 percent debt and 45 percent equity.

MR. FAYE:  On the subject of return on equity, you disagreed with Ms. McShane's 10.5 percent.  Why is that?

DR. SCHWARTZ:  To me it appears to be too high.  If, as Ms. McShane appears to suggest, it is a goal of regulation to equate the market value and the book value of the rate base, then a lower ROE will produce a smaller discount rate and costs of capital, and hence a larger present value of the assets.

Excuse me.

I also disagree with her procedure for estimating the equity risk premium.  She calculates it as the difference between the future equity market returns, in the range of 11-1/2 to 12-1/4 percent per year and the yield on long-term government bonds.  However, since the current Treasury bill yield is -– well, I say, in my opinion, 1 and 3 percent, and I think it is still in that range -- it is unrealistic to use future equity market returns that she indicates.  That is to say if you think the Treasury bill is between 1 and 3 percent, to expect equity market returns of 11-1/2 to 12-1/4 percent, that, to me, is too high.

As a result, her equity market risk premium of 6-1/2 to 7-1/4 percent over the government bond yield is also too high -- is too high, and her ROE is overstated.

Third, Ms. McShane adds 50 basis points to the annual cost of equity for financial flexibility to her bare-bones cost of equity estimates using the equity risk premium DCF approaches.  I find her reasons for doing so unconvincing, and it might be worth emphasizing the word "unconvincing".  I am not here to say that it is not regulatory practice to do so.  I am just not convinced by her reasons for doing so.

Fourth, Ms. McShane uses, in addition, the comparable earnings test, which produces a 12-1/2 percent ROE, the highest of her three estimates.  I disagree with that test.

Ms. McShane then averages her three estimates, applying an ad hoc weighting scheme in which the comparable earnings estimate receives a weighting of approximately 25 percent in the averaging calculation.  And we know this from the OPG response to the Energy Probe Interrogatory No. 22F.

Why she chooses to weight the different ROEs and give a 25 percent weight for the comparable earnings test, I don't know.  I mean she might equally well have used 35 percent or 15 percent.  It's somewhat of an arbitrary matter to choose a weighting scheme and then to come up with the weighted average.

So that's why I disagree with her 10-1/2 percent ROE.

MR. FAYE:  You used the capital asset pricing model to estimate the cost of equity.  Why did you use only that approach?

DR. SCHWARTZ:  Well, there is general support for the capital asset pricing model in the finance literature, in finance texts, and in regulatory proceedings in Ontario.

Ms. McShane's criticisms are overstated, particularly when she quotes from a 1993 article by Professor Ross, which she does at page 154 of her report.  In fact, Professor Ross' texts advocate using the capital asset pricing model and beta.  In his advanced text, he reviews the literature, some of which Ms. McShane cites, and then he states -- and this can be found at page 16 of the document brief that you have received.

The photocopy isn't so good, but if you look at the very last sentence, that's an extract from Professor Ross' text.  He has an appendix called "Is beta dead?" and he relates to the -- reviews the evidence and then his final sentence is that:

"Thus, we believe that while the results of Fama and French are quite intriguing, they cannot be viewed as the final work."

So here is one of the leading finance theory experts, who is saying that criticisms of the capital asset pricing model are not entirely satisfying in his mind.

Now, if we also look at page 19 in the briefing -- in the document brief -- well, pages 17, 18, 19 and 20 are the index of his chapters, in Professor Ross' textbook "Fundamentals of Corporate Finance", fifth Canadian edition, which was published in 2005.

If you look at page 19, you will see that he devotes several chapters, beginning -- well, there is all of the chapter 13, and all of the ideas relating to the capital asset pricing model.  And in chapter 14, he discusses various ways of estimating the cost of equity, including the SML approach. I mean it is all there in his textbook.  So I haven't shown you the textbook.  I have just shown the index to his book.

So it is clear that Professor Ross, a leading theorist in finance, is prepared to advocate the use of the capital asset pricing model and beta.  So I don't think we should be too harsh on the capital asset pricing model just yet.

Well, we can be harsh in terms of research.  That's normal.  Research, that's the job of research is to be harsh on conventional ideas.  But the textbooks, generally speaking, advocate or teach the CAPM.

Now, more practically, why did I only use one estimate is the issue -- or one approach to estimating the ROE relates to the comment I made about Ms. McShane.

I wanted to avoid having to combine multiple estimates into a single number.  So, yes, I might have used the CAPM and the DCF method.  If they were very similar, then it wouldn't matter.  If they were very divergent, I would have to apply a weighting scheme somehow.  Should I weight the CAPM equally with the DCF approach to the ROE?  Or should I give one twice as much weight as the other?  These are questions that I can't answer.  They're just arbitrary judgments applied by an analyst.

So that's another reason why I only wanted to use one estimate.

Third, I think my number is reasonable.  I have come up with an equity market risk premium of 6.7 percent over the Treasury bill rate, and I have shown you my procedures in my report as to how I have done it.  I have then adjusted that by a risk-adjustment factor of 0.65, to produce a benchmark equity risk premium for Canadian utilities of 4.4 percentage points.

MR. FAYE:  Did you adjust the equity risk premium for relative risk by a beta factor of 0.65?

DR. SCHWARTZ:  Yes, yes, the 0.65 that I used is Ms. McShane's figure for beta, or at least it is one of the figures she has produced.

MR. FAYE:  How does your estimate compare with the equity risk premium estimate of Ms. McShane, then?

DR. SCHWARTZ:  My equity risk premium, as I've said, is 6.7 percentage points over the Treasury bill rate.

Ms. McShane forecasts expected equity returns, as I have said, of 11-1/2 to 12-1/2 percent per annum, and then deducts the long bond yield, government bond yield, of 5 percent to 5-1/2 percent.  And here, I am not referring to her updated.  I am just here referring to her methodology.

On this approach, she indicates that the equity risk premium is 6-1/2 to 7-1/4 percent over the long bond yield, and she adopts 6.5 percent in her report.

As discussed earlier, this ignores the fact that Treasury bills are low.  As a general matter, I disagree with her procedure of forecasting the equity returns first, then deducting the risk-free rate to obtain the risk premium.

In their texts -- in their textbook, Professors Brealey and Myers and show that this approach can lead to serious mistakes.


 If you turn to page 12 in the document brief - and by page 12, I mean the circled pages in the bottom right-hand corner - this is an extract -- well, if you turn to page 9, you will see this is an extract of "Fundamentals of Corporate Finance", first Canadian edition, Giammarino, Maynes, Brealey, Myers and Marcus, 1995.


Then if, as I indicate, you turn to page 12 of the document brief and you look at what they say in the first two paragraphs, they say:

"One way to estimate the expected return on the market is to assume that future returns will be like the past and that today's investors expect to receive the average rates of return shown in table 9.1.  In this case you would judge that the expected market return today is 11-1/2 percent, the average of past market returns."


Then they say this is not the way to do it.  Investors are not likely to demand the same return each year of an investment in common stocks.


I will leave that for the Panel.


So when Ms. McShane starts off with a forecast of equity market returns, and then subtracts the risk-free rate, I guess that is what I have a different point of view on.  I would start with the risk-free rate, and then add the equity risk premium to determine what investors are expecting on a diversified portfolio of common stocks.


Indeed, that's the approach recommended in this text by Giammarino, Maynes, Brealey, Myers and Marcus.


MR. FAYE:  Ms. McShane has criticized the 13-year time period that you used to measure your equity risk premium, I understand.


DR. SCHWARTZ:  Well, I agree with Ms. McShane that the time period should cover a full business cycle and should capture the ups and downs of equity markets.


According to the Brealey and Myers text that we have just seen, the equity risk premium over Treasury bills, over the period 1926 to 1994, is 6.6 percent.  This is the longest historical period of which I am aware for data.


If we turn to the document -- the brief of documents to page 13, we're again back to the Giammarino, Maynes, Brealey, Myers and Marcus text, and you will see there on table 9.1, if you look to the right-hand side of that table, the final two columns under "Average risk premium, the extra return versus T-bills and percentages", and you look down that column, the last line is 6.6 percent, which is the average risk premium on Canadian stocks over the period 1926 to 1992.


So, I mean, I get 6.7 percent over Treasury bills from 1994 to 2007.  So I think my risk premium is very consistent with the long-term risk premium shown by -- in the Brealey and Myers text.


MR. FAYE:  Did you estimate the cost of equity as the short-term Treasury bill rate, plus an equity risk premium adjusted for relative risk?


DR. SCHWARTZ:  Yes, yes.  The 4.4 percent risk premium for Canadian utilities, plus the recent Treasury bill yield, which at the time I wrote my report was in the range of 1.4 percent to 3.24 percent, produces an equity cost in the range of 5.8 percent to 7.64 percent.


T-bills at the lower -- at the low end of this range do not appear sustainable.  I adopt the high end T-bill rate, as it is favourable to OPG.


MR. FAYE:  Why did you use the T-bill rate as the risk-free rate, rather than the long-term government bond yield?


DR. SCHWARTZ:  Well, both are used in practice and both are flawed as estimates of the risk-free rate.


If you could correct the Treasury bill for its flaws and the long-term government bond yield for its flaws, they should provide the same estimated expected return on equity.  I mean, that's why we're using them.  They're two routes to get to the same number.


I am aware that regulatory proceedings often adopt the long-term government bond yield.  On the other hand, finance texts usually use or frequently use the Treasury bill rate, and since Professors Roberts and Kryzanowski have provided a report, they refer to a study on page 69 of their report that indicates that many large corporations use the Treasury bill rate as the risk-free measure in their capital budgeting decisions.


The idea, the basic idea, is to identify the equity market returns that induces investors to hold equities.  Using the Treasury bill rate, whatever criticisms one may have of it, does not refer only to short-term investments in equities.


Stated otherwise, if we use a T-bill rate in this process, we're not using it simply because we're going looking to make a quick jump into the equity market and jump out.  So in some sense, someone might say, Well, then use the Treasury bill.


That is not the ideas.  The Treasury bill -- I will get to it.


The equity risk premium that induces investors to hold equities would differ, depending on which risk-free instrument is used.  Since the long-term government bond yields are normally greater than the T-bill yields, the premium over long-term bonds must be less than the premium over T-bills, because ultimately we're trying to get to the same number.


On this basis, I would have thought that my 6.7 percent risk premium over T-bills would be much higher than the appropriate premium over long-term government bonds.  However, Ms. McShane's 6.5 percent premium over long-term bonds is quite similar to mine.


I would have expected a bigger difference, because her long-term bond yield is higher than my T-bill yield.


I regard the Treasury bill rate as the -- the Treasury bill as the closest market instrument available to the risk-free instrument.  Both government long-term bonds and corporate bonds contain what I have previously referred to in my questioning of Ms. McShane as a term premium, and that term premium should be removed if we're going to get an estimate of the risk-free component of the long-term government bond yield.


In their texts -- here, again, I referred to the briefing document, the document on page 12, which is again in the extract from the Brealey, Myers textbook, and if you look to the footnote, it addresses this point.  It says, "In practice, things might be" -- they're talking about here the use of the T-bill, I believe.


Then they say in the footnote:

"In practice, things might be a bit more complicated.  We have mentioned the term structure of interest rates, the relationship between bond maturity and yield.  When firms consider investments in long-lived projects, they usually think about risk premiums relative to long-term bonds.  In this case, the risk-free rate would be taken as the current long-term bond yield less the average maturity premium on such bonds."


And I think that is correct.  If you're going to use the long-term bond, government bond, as the risk-free rate, then you should subtract the compensation for the term premium.


And this -- it may be if Ms. McShane had done so, her risk premium over the long-term bond yield would have been lower than mine over T-bills, in which case I would have had less of a problem with her estimate.


Now, it is true that -- and Ms. McShane states this clearly, that the Treasury bill rate yield is affected by monetary policy.  Dr. Booth said the same thing.  It is also true that the long-term yield -- bond yield is affected by monetary policy, and, as I suggested in my questioning, perhaps on a lag basis, because monetary policy operates with a lag.


I might here at this point refer to Ms. McShane's report, page 131 in her appendix C, where she indicates the various problems with using the long-term government bond yield as an estimate of the true risk-free rate.


She says:

"The yield on long-term government bonds reflects the impact of monetary and fiscal policy."

Or what she calls, "the potential existence of a scarcity premium."

So, yes, I think the T-bill rate is influenced by monetary policy.  Just about everything in our economy is influenced by monetary policy, including the long-term bond rate.

In this regard, I might refer to a recent research paper by the Bank of Canada which suggests this, and I haven't included the whole thing, but rather just an extract -– rather, I think just the title page.  Page 6 of the brief of documents, it's a working paper last year by Kozicki and Tinsley.  It is called: "The term structure transmission of monetary policy."

If you would turn to page 8 in the document brief, which is the first page of text of that article, it might be instructive just to read the first quote under "Introduction".
"Monetary policy works largely through indirect channels, in particular by influencing private sector expectations and thus long-term interest rates. (Bernanke, 2004)."

Bernanke is the head of the Federal Reserve.

I haven't given you the entire article, but let's just say that monetary policy works at the short end as a way of influencing long-term interest rates.  That's just the way central banks choose to operate.

So we cannot say that long-term bond yields are not affected by monetary policy.  The effect may be less immediate, but today's long-term bond yields are what they are, in part, because of monetary policy.


MR. FAYE:  Now you estimate that the cost of equity to OPG is 7.64 percent per annum.  Is this independent of the capital structure issues?

DR. SCHWARTZ:  No.  No, it is not.  It reflects the capital structures of the companies in Ms. McShane's sample at table 2 on page 36 of her report.

She has estimated betas for a number of companies and indexes of companies, all of which have debt in their capital structure.

Accordingly, they are levered betas.  So when she takes the average or median beta of the sample, that beta is also a levered beta, in that it reflects the complicated average of capital -- of companies with debt in their various capital structures.  So if her beta -- the one I use is 0.65, that's a 0.65 of a sample of levered companies.

So I am essentially using this kind of complicated -- my beta, which is her beta, reflects a whole variety of companies with debt on their balance sheets.

MR. FAYE:  So using the 7.64 percent ROE and debt-oriented capital structure, what does that turn out to be in the fair market value of the prescribed facilities?

DR. SCHWARTZ:  As I say in my update, the discounted present value of the cash flow, using my 7.64 ROE and my debt-oriented capital structure, the cash flow from -- discounted cash flow from assets is approximately 9.9 billion, or 134 percent of book value.

MR. FAYE:  Now on the subject of financial flexibility, do you agree or disagree with Ms. McShane's adjustment by 50 basis points to the return on equity, for financial flexibility?

MR. PENNY:  Well, with great respect, Mr. Chairman, this question was asked.  It has already been answered.  He has already addressed this.  Perhaps Mr. Faye is not listening to the answers that his witness is giving.  We're getting a very long regurgitation of the witness's examination-in-chief, which I know is not the norm here.

I would have to actually ask Mr. Faye perhaps to get to the point.  On this particular issue, the witness has already addressed this issue.

MR. KAISER:  Mr. Faye?

MR. FAYE:  I would like to ask the witness if he has a further comment on that issue.

DR. SCHWARTZ:  Okay, well, I do find her reasons unconvincing, and I guess that is the bottom-line answer.

There is another issue, though, that arises.  Ms. McShane refers at various points of her report to the market-to-book ratio and to the market-to-replacement cost ratio, and concludes that since market-to-book ratios are not high enough to indicate market power, there is no reason to adjust the 12-1/2 percent ROE from the comparable earnings test downward.

I will leave that conclusion to her.  But I would say, based on my update, the market-to-book ratio is now, in my estimate, is 1.34.  This is well below the range of 1.7 to 2.1 market-to-book ratios that Ms. McShane finds for Canadian companies.  You can find this at appendix F of her report, page 179.

In any case, I do not find that the 1.34 market-to-book ratio indicates market power, because it is calculated on my ROE, which is only 7.64 percent.

MR. FAYE:  Thank you, Mr. Chair.  Those are all of my questions.

MR. KAISER:  Thank you.  Mr. Rodger.

MR. RODGER:  No questions, sir.

MR. KAISER:  Mr. Warren.

MR. WARREN:  No.

MR. KAISER:  Mr. Thompson.
Cross-examination by Mr. Thompson:

MR. THOMPSON:  I just have a few questions, Dr. Schwartz, and it is in reference to your evidence with respect to the plug.

Now, during the course of your examination, I understood you to refer to the company's table for the period ending in 2008.  This is the capital structure table.

If you have it there --

DR. SCHWARTZ:  It's in my report?

MR. THOMPSON:  Well, I don't know whether it is or it isn't.  But Exhibit C1, tab 2 -- this is the company's table.

DR. SCHWARTZ:  Okay, if someone could give it to me.  I don't have it.


MR. THOMPSON:  It's in the --

DR. SCHWARTZ:  I think I referred to it, but I don't have it in front of me.

MR. THOMPSON:  Okay.  It is in the CME brief, doc brief, K11.5, if somebody could give you that.  It is at page 12.

DR. SCHWARTZ:  I'm sorry.  The table is?

MR. THOMPSON:  It's table 3.  This is for the calendar year ending December 31, 2008.  Then that is table 3, Exhibit C1, tab 2, schedule 1, table 3.

DR. SCHWARTZ:  I'm sorry.  If you would excuse me --

MS. LEA:  Could you repeat the reference, please?

MR. THOMPSON:  C1, tab 2, schedule 1, table 3.  

DR. SCHWARTZ:  C1, tab 2, schedule 1, table 3, yes.

MR. THOMPSON:  Right.  I thought this was a table that you referenced in your examination-in-chief.  Am I correct?

DR. SCHWARTZ:  I believe I did refer to this, although not in connection with the plug, but --

MR. THOMPSON:  Well, I thought you did, but in any event, let's --

DR. SCHWARTZ:  I did, but there is another table where -- it doesn't matter.  Go ahead, please.

MR. THOMPSON:  All right.  Well, let's just see if I understand what you are recommending.  

If I understand your recommendation, you're suggesting the equity ratio should be 45 percent.  Is that correct?

DR. SCHWARTZ:  Yes, the approved equity ratio.

MR. THOMPSON:  All right.  And so at line 5, rather than having 57.5 percent of rate base, you would have 45 percent?  Am I correct?

DR. SCHWARTZ:  That's correct.  45 percent according -- well, yes.

MR. THOMPSON:  Okay.  Would you take, subject to check, that that amount is not for a 1,255.5 million, but at 45 percent, it becomes 3,330.4 million?

DR. SCHWARTZ:  All right.

MR. THOMPSON:  Okay.  So going back up, then, into -- this is the company's table -- at line 1, there is a short-term debt amount, which the evidence indicates is an allocation of actual short-term debt to the prescribed assets.

DR. SCHWARTZ:  I'm sorry, I don't -- you mean the 189.3 million?

MR. THOMPSON:  Yes.

DR. SCHWARTZ:  Okay.

MR. THOMPSON:  Do you have any quarrel with that number?

DR. SCHWARTZ:  No, I don't quarrel with it.

MR. THOMPSON:  Then at line 2, we have the company's allocation of actual long-term debt and planned long-term debt during the test year, to the prescribed assets at 2,197.2 million.  Do you have any quarrel with that number?

DR. SCHWARTZ:  Well, I don't quarrel with it in the sense that I understand how OPG has done it, and they've developed their rate base in the way they've done it.  I have tried to do it at market value.  So those would not be the numbers I would have used, would have come up with, 
but --

MR. THOMPSON:  Well, it's an allocation, as I understand it, of existing long-term debt issues.

DR. SCHWARTZ:  On the books?

MR. THOMPSON:  On the books.

DR. SCHWARTZ:  Yes.

MR. THOMPSON:  Do you have any quarrel with the amount that is on the books or the allocation of it?


DR. SCHWARTZ:  I'm sorry, I'm not sure I understand the question.  Do I have a problem with it?  No.  I presume OPG has followed, you know, traditional accounting practice in doing so.


MR. THOMPSON:  Okay.  So what we get at line 3 is, then, the plug?


DR. SCHWARTZ:  Yes.


MR. THOMPSON:  If we assume a 45 percent common equity, would you take, subject to check, that the plug amount is $1,683.9 million?


DR. SCHWARTZ:  I'm sorry.  That is if you put that into equity?


MR. THOMPSON:  No.  If you assume a 45 percent equity at line 5 --


DR. SCHWARTZ:  Yes.


MR. THOMPSON:  -- then the plug capital at line 3 increases --


DR. SCHWARTZ:  All right.


MR. THOMPSON:  -- to $1,683.9 million.  Would you take that subject to check?


DR. SCHWARTZ:  All right.  All right.


MR. THOMPSON:  Now, I think you agree that that amount is not representative of any debt that has been raised in the external market.  Stopping there, am I right?


DR. SCHWARTZ:  That's right.


MR. THOMPSON:  And it's not representative of any shareholders' book equity that has been raised externally?


DR. SCHWARTZ:  That's correct.


MR. THOMPSON:  Okay.  So I suggest to you that it is neither debt nor equity investment.  When you characterize it as "equity", I suggest you are dead wrong.


DR. SCHWARTZ:  Well, thank you.  The way I look at the world, from a finance perspective, it is either debt or equity, or at least it has to be classified one way as debt or equity.


There is no indebtedness associated with that provision.  There is no underlying trust indenture.  There is nothing there that to me -- that indicates to me that there is an obligation to pay anything.


So -- there is no obligation to pay interest on it.  So, to me, it looks more like an item of equity, in which there is no obligation to make any payments either.


MR. THOMPSON:  Well, it is certainly an item of other capital; right?


DR. SCHWARTZ:  Well, as I said, I'm trying to dichotomize.  It is either debt or it's equity, and you look at it by what it is, not by what it is classified as.


MR. THOMPSON:  All right.  Well, I suggest to you it is either debt, which it is not, or it's not shareholder investment, but it's other capital.  That's another classification that I suggest is available.


DR. SCHWARTZ:  All right, but I think -- well, to go -- to take a different example, I -- and I said this in my report.  I think it is the financially appropriate way to treat deferred income taxes on a corporation balance sheet as equity.  It's not shown under shareholders' equity, but de facto it is equity and I believe that most -- well, I have seen financial analysts who do, you know, measure debt-to-equity ratios, and when they have different income taxes, they include it as equity.


MR. THOMPSON:  Are you aware that the regulatory treatment of deferred taxes is not to treat it as equity?


DR. SCHWARTZ:  I am not aware of it and I don't question regulatory practice.


MR. THOMPSON:  If what you're suggesting is that the cost of this plug accrues as a return on shareholders' book equity, I think we agree with you.


But my client, I believe, will disagree with your characterization of that plug amount as equity.


DR. SCHWARTZ:  All right.  Well, then may I just add the comment that if I were classifying these items, I would put the provision, this amount, as under equity.  But if I could put my uninformed regulatory hat on, I would not allow a company to recover the cost of that equity.


MR. THOMPSON:  Okay.  So you would ascribe it a zero cost?


DR. SCHWARTZ:  Yes.


MR. THOMPSON:  Thank you.  Those are my questions.


MR. KAISER:  Thank you.  Mr. Stephenson?


MR. STEPHENSON:  Nothing, thanks.


MS. LEA:  I have no questions.  Thank you, sir.


MR. KAISER:  Mr. Penny.

Cross-examination by Mr. Penny:


MR. PENNY:  Yes, thank you.  Dr. Schwartz, you will be pleased that my examination will be a tenth of the time that you spent covering your evidence in-chief.


I just wanted to start with a couple of general questions.  You have never filed evidence previously on cost of capital for a regulated entity?


DR. SCHWARTZ:  That's correct.


MR. PENNY:  And nor have you ever published peer-reviewed journal articles on this topic?


DR. SCHWARTZ:  No, but I do have a peer-reviewed article that is relevant that I think has been cited, although it would have been some time ago.  I referred to it in my footnote.  It was cited in a Board hearing, I am told, in connection with flotation costs.  


This was the costs of -- I will find the quote.  It's in the Canadian Investment Review, where I looked at the announcement effects of equity offerings and for bought deals and fully marketed.  The late Professor Berkowitz, actually, I believe he told me he thought that was interesting and was going to cite it, and, indeed, may well have cited it in some of his evidence, because he testified here.  This is a number of years ago.


MR. PENNY:  I think you indicate you have not previously testified before any Canadian utility regulators?


DR. SCHWARTZ:  That's correct.


MR. PENNY:  Is it fair to say, sir, that your focus in previous testimony has been largely on competition and anti-trust matters?


DR. SCHWARTZ:  As I -- that is certainly true, and I was a finance expert in the Federal Court of Canada on a matter involving government yields on government extendable debt.


MR. PENNY:  You were a lay -- I think your CV indicated you were a lay member of the Competition Tribunal until 2003?


DR. SCHWARTZ:  Correct.


MR. PENNY:  Full time?


DR. SCHWARTZ:  Yes.


MR. PENNY:  What I missed was what you have been doing since then.  I couldn't figure that out.


DR. SCHWARTZ:  Well, I believe it is there.  I joined the consulting firm Law and Economics Consulting Group in the capacity of what they call director, which was a non-employee position.


I left that, was it -- Christmas 2005, I guess, and since then I have been working on my own.


MR. PENNY:  All right, thank you.


Now, Ms. McShane, I think it was volume 10, when she gave her evidence in-chief commented on certain aspects of your evidence, and you, I take it, were aware of that.  I think you were here?


DR. SCHWARTZ:  I was here.


MR. PENNY:  One of the -- in commenting on your market-to-book value analysis, she said, in respect of what you have done, and I am quoting from page 25:

"So if OPG had requested a capital structure and ROE, which they have, which is higher than what Dr. Schwartz proposes, and the cash flows which contain those proposed costs of capital are discounted at a lower rate than the cost of capital OPG has proposed, of course the market value has gone up, but it's not correct, because the cash flows that would be being discounted would also have to include that same lower cost of capital."


In effect, as I understand it, she's saying that in your analysis of market-to-book value, you discounted the cost of capital to reflect your lower recommended ROE, but failed to make the same adjustment to the cash flows to reflect your lower recommended ROE.


As I understand it, your update is your attempt to correct that error?


DR. SCHWARTZ:  I'm sorry, I am a little confused.


MR. PENNY:  Let's roll it back.  I will break it down in pieces.  You heard that criticism, and was that a valid criticism of your analysis?


DR. SCHWARTZ:  I heard it.  With respect, sir, I would probably have to read it a couple of times.  I am trying to recall what I said about market-to-book value in my original report, and then what I did in my update.


Can you tell me what number she is referring to that is challenged -- she is challenging?


MR. PENNY:  Well, I am not sure it is a number.  I think it is a methodological issue.  Let me put it a different way.  Was your update a response to that criticism?


DR. SCHWARTZ:  No, not especially.  No.  No, no.  I filed my update before she testified.


MR. PENNY:  That's not correct.


DR. SCHWARTZ:  Isn't it?  In any case, I was working on it and filed it because of the tax issue.  I'm sorry if I --


MR. PENNY:  So you don't know whether her criticism of your methodology was correct or incorrect?


DR. SCHWARTZ:  I -- honestly, I am not sure I understand it.  The only thing in my update that differs from my report is that I have given effect to the tax issue and how it affects the cost of debt.


The resulting discounted cash flow is higher than it was in my report when I use my ROE and suggested capital structure.


It turns out that the book value goes up, you know, the estimated -– accordingly, the estimated book value ratio of market-to-book has to go up.  It goes up to 1.34.

And I guess the only reason I mention that is that I did, subsequently -- I'm sorry, maybe I misspoke.

I did subsequently reread all of Ms. McShane's -- because she talks about the market-to-book ratio and replacement costs in different parts of her report, sometimes in the main and sometimes in different appendices, and I didn't really focus on all of it.

I'm sorry, maybe I did misspeak.  Maybe I did put in the reference to the market-to-book value in my update, because she had referred to it at various points in her report.  I'm sorry, I guess I should correct that.

MR. PENNY:  Well, as I understand it --

DR. SCHWARTZ:  It wasn't the motivation for my update.

MR. PENNY:  As I understand it, she said that you discounted the cash to capital to reflect your lower recommended ROE, but then you didn't make that adjustment when you were calculating the cash flows.  You used the 10-1/2 instead.

DR. SCHWARTZ:  The cash flows are what they are.

MR. PENNY:  Again, I say to you, sir, is that a valid criticism, or isn't it?

DR. SCHWARTZ:  I don't understand what she said.

There is 649 million in the test period in cash flow from assets.

MR. PENNY:  And your position is that your update was not a response to that issue?

DR. SCHWARTZ:  Well, I don't understand her issue.  My update was, in the main, a recalculation based on the tax adjustment.

MR. PENNY:  All right.  Would you look at your page 7, please?

DR. SCHWARTZ:  Of which?

MR. PENNY:  Of your evidence.

DR. SCHWARTZ:  Is that Exhibit 6 -- Exhibit M, tab 6?

MR. PENNY:  Yes.  And in paragraph 14, the first sentence says:

"If a deemed capital structure is adopted solely for the purpose of establishing the requested initial payments -–"
and so on.  I guess my question is:  Prior to writing this evidence, were you aware of the concept in determining cost of capital in regulated entities of a deemed capital structure?

DR. SCHWARTZ:  I came across it.  That's all I will say.

MR. PENNY:  Then you go on later in the paragraph, you say:

"However, if the ongoing capital structure of the prescribed facilities is itself an object of regulation -–"
and then you go on to comment on that.

I guess I was interested, are you suggesting, by saying:

"If the ongoing capital structure of the prescribed facilities is itself an object of regulation..."

Are you suggesting that the Ontario Energy Board has the jurisdiction to order OPG to issue debt or equity in specified amounts?

DR. SCHWARTZ:  I am not -- well, asking me about the Board's jurisdiction, I will just pass on that.  I don't know what that -- you know, if you're asking about that.

MR. PENNY:  Well, I am asking why you said:

"If the ongoing capital structure is itself an object of regulation..."

What did you mean by saying "if"?

DR. SCHWARTZ:  Thank you.  Let me just refer to what Ms. McShane said at one point in her report.  I can't give you the citation now, but she did make a point of saying that if a regulated utility's capital structure is to be maintained over a certain period, then it has to control its debt-equity ratio carefully to make sure it doesn't deviate from the approved capital structure, and it does so by paying or not paying dividends.

That's how it does it.

And fine, I accept her statement on that.

And that, perhaps it is that thought that led me to put this paragraph 14 in, because I wasn't sure until perhaps the last moment, when I decided to write this, that the deemed capital structure is not apparently to be maintained over the course of the test period, and there is an interrogatory response where I actually asked OPG about that, and I don't know if I cited the interrogatory or not, but it is there.  And it is clear that this is a deemed capital structure for the purpose of determining the payments.

MR. PENNY:  All right.  I guess that was the point.  You now understand that it is a deemed capital structure that we're talking about here?

DR. SCHWARTZ:  Yes, and that the purpose of this hearing is not to establish a debt-equity ratio for the test period in respect of these assets.

MR. PENNY:  All right.  And another high-level question:  You said in your examination-in-chief that your approach was different from Ms. McShane's -- and I'm talking methodological again -- and it is also different, I take it, from Dr. Booth's and Drs. Kryzanowski and Roberts and Mr. Goulding's?

DR. SCHWARTZ:  As I understand it, they didn't do a cash flow analysis of the type I have done.

MR. PENNY:  Yes.  Then would you turn to page 25 of your evidence, please?

You say in paragraph 64, sir, towards the end of the paragraph, and then going over to paragraph 65:

"The observation that there is no explicit charge for this support avoids the central issue, i.e. that ratepayers are being subsidized by taxpayers."

Then you go on:

"The stand-alone principle requires that the prescribed facilities be evaluated and financed at market rates generally applicable to such assets, in order to avoid subsidy."

Do you see that?

DR. SCHWARTZ:  Yes.

MR. PENNY:  And that is your operating principle for the purposes of your calculations, to avoid subsidy by taxpayers to ratepayers?

DR. SCHWARTZ:  No.  My analysis was an attempt to use the evidence on the record, together with Ms. McShane's recommended ROE and capital structure, to see what discounted present value that would produce and how it compared --

MR. PENNY:  Why have you said, sir:

"The stand-alone principle requires that the prescribed facilities be evaluated and financed at market rates generally applicable to such assets, in order to avoid subsidy"?


DR. SCHWARTZ:  Because otherwise, the rest of OPG is influencing -- you know, a lender, if it wants to lend, will look at the entity that is doing the borrowing.

MR. PENNY:  Maybe we're not communicating.  I am simply asking you whether you agree that this is an appropriate principle, to avoid cross-subsidy of ratepayers by taxpayers.

DR. SCHWARTZ:  I don't think I -– the 64 -- I guess the answer to that question is "no".  I --

MR. PENNY:  You're not worried about that?

DR. SCHWARTZ:  I'm sorry.  I'm sorry.  If you will just give me a second.

The point being made in 64, paragraph 64 of my evidence, is that because of the implicit support of the debt, there is essentially unmeasured equity in OPG.  The fact that OPG no longer -- or I understand that Ontario Hydro did, in fact, pay for the government guarantee.  I understand that OPG does not.

So I guess the answer to my question is, no, in paragraph 65, I am really not discussing the subsidy between ratepayers and taxpayers.

MR. PENNY:  Regardless of whether you are discussing it in paragraph 65 or not, is it a principle that informs your opinion or not, in this case?

DR. SCHWARTZ:  I guess I would say "no".

MR. PENNY:  Thank you.  Turn to page 27.  You say in paragraph 71:

"From a purely financial point of view, there is no unique value-maximizing capital structure, because the prescribed facilities do not and are not forecast to generate tax liabilities.  Accordingly, adding debt to the capital structure will not generate interest tax yields that benefit shareholders."

Do you see that?

DR. SCHWARTZ:  Yes.

MR. PENNY:  So you're saying that there is no optimal capital structure for OPG for the test period, because it isn't paying taxes in the test period?

DR. SCHWARTZ:  Excuse me.  I am talking about the conventional financial theorems that Ms. McShane referred to as the Miller-Modigliani propositions.  And the proposition is that the capital structure, or changes in a company's capital structure have no impact on the value of the firm if the company is not paying tax, if it is not taxable.


MR. PENNY:  But specifically with respect to this case, you're saying there is no unique value-maximizing capital structure, because the prescribed facilities, which are the facilities we're dealing with in this case, do not and are not forecast to generate tax liabilities; correct?


DR. SCHWARTZ:  That's right.  That was my understanding of the tax situation when I wrote this report and it led to my update.


MR. PENNY:  Just dealing with the principle, first, I assume the converse is true, that if OPG is paying taxes, that would change your view about whether there is a value-maximizing capital structure?


DR. SCHWARTZ:  For OPG.


MR. PENNY:  Yes.  And you do realize that the reason there is no request by OPG for a tax allowance in the test period is because of prior period losses which are being carried forward?


DR. SCHWARTZ:  I understand that.


MR. PENNY:  You are aware OPG is proposing to apply those tax loss carry-forwards for the benefit of ratepayers, to reduce --


DR. SCHWARTZ:  Yes.


MR. PENNY:  -- the cost?


DR. SCHWARTZ:  I'm sorry, I will agree with this, that it is proposing to apply accumulated tax losses to future periods, regulatory income.  I presume that benefits ratepayers.


MR. PENNY:  You understand, sir, that OPG has to generate income in order to take advantage of prior tax losses?


DR. SCHWARTZ:  Yes.


MR. PENNY:  And so you will agree that OPG's prescribed assets are generating tax liabilities in the test period.  It is just that they're being offset by prior period tax loss carry-forwards?


DR. SCHWARTZ:  I understand that.


MR. PENNY:  You're not proposing, are you, that the OEB -- well, then let's just take it the next step.  You're not proposing that the OEB should be resetting OPG's capital structure every year or two, depending on whether there happens to be a change from taxes payable in the year to taxes not payable because of particular losses in a particular time period?


DR. SCHWARTZ:  That's right.  Capital structure decisions are generally made with respect to tax.  I mean, that's clearly a factor, but there are other factors in setting the debt-equity ratio.  Usually - and here I'm talking in the non-regulated context - a firm, a corporation, will decide that on a variety of dimensions.


MR. PENNY:  Would you turn to page 33, please, of your evidence?


I am thinking particularly of table 10 and the discussion around that.  Just so I understand it, your estimated risk premium is based on 13 years of market data; right?


DR. SCHWARTZ:  That's correct.


MR. PENNY:  Will you agree with me that there is a large amount of volatility from year to year in that period?  For example, we go from 11.9 percent to 25.7 percent to 13 percent, and then plummet down to minus 3.2 percent, all in the space of four years?


DR. SCHWARTZ:  So you're looking at the column of --


MR. PENNY:  Looking at the --


DR. SCHWARTZ:  Yes, yes, there is volatility.


MR. PENNY:  All right.


And then you -- as I understand it, you get to a 6.7 percent market equity risk premium?


DR. SCHWARTZ:  Yes.


MR. PENNY:  Then you make a relative risk adjustment for the beta of 0.65, which -- from which you derive a risk-adjusted market equity risk premium of 4.4 percent?


DR. SCHWARTZ:  That's right.


MR. PENNY:  Is that how it works?  Then to that, you add the recent T-bill yields?


DR. SCHWARTZ:  Well, if you look at paragraph 90, the first sentence is the whole of my T-bill evidence, when I was doing that particular calculation - I guess it was Monday, March 24th - the T-bill yield was 1.4, but the screen that gave me that had also included the most recent four weeks' information.  Four weeks earlier it had been 3.24.  


So that's why I say the T-bill range that is relevant to my report is 1.4 to 3.24 percent, and I use the 3.24 percent as the risk-free rate, on top of which I added the 4.4.


MR. PENNY:  You are aware that Ms. McShane, Dr. Booth and Doctors Kryzanowski and Roberts all use a risk-free rate based on the consensus forecast of long Canada bond yields?


DR. SCHWARTZ:  Yes, I am aware of that.


MR. PENNY:  Are you aware that this Board, and indeed virtually every regulatory tribunal in Canada, has used the long Canada forecast as the risk-free rate?


DR. SCHWARTZ:  Well, I am aware this Board has done it, but I take it that other boards do so.


MR. PENNY:  Then I take it from your discussion this morning that if the Board were to reject your use of the Treasury bill as the risk-free rate and was going to use the long Canada as the risk-free rate, that it would not be appropriate to simply add the forecast yield of the long Canada to your 4.4 percent?


DR. SCHWARTZ:  Correct.  It would not be.


MR. PENNY:  For the 4.4 itself assumes the use of the T-bill as the determinant of the market equity risk premium?


DR. SCHWARTZ:  Yes, that's correct.


MR. PENNY:  All right.  Thank you.


And then on the financing flexibility, you have indicated, sir, that you didn't find Ms. McShane's reasons for adding that convincing.


You are aware that Drs. Kryzanowski and Roberts and Dr. Booth provide for a 50 basis point financing flexibility provision, as well?


DR. SCHWARTZ:  Hmm-hmm, yes.


MR. PENNY:  I take it that you are -- you don't find them convincing either?


DR. SCHWARTZ:  I haven't read their reports, and I was here for their evidence.


I will tell you what I took from Roberts -- Drs. Roberts and Kryzanowski when they were here testifying.  I took it that they felt they had to do it because that was standard practice.


MR. PENNY:  I didn't ask you, sir, what you felt.  I asked you whether you found them convincing or not.


DR. SCHWARTZ:  No.


MR. PENNY:  Thank you.  


Those are all of my questions.

Questions from the Board:


MR. RUPERT:  Dr. Schwartz, I have one question, and it flows from Mr. Penny's first question.  Just so I am clear on this.  If you go to page 12 of your report, page 12, table 5.

DR. SCHWARTZ:  Yes.


MR. RUPERT:  As I understand it, that table, and particularly the 649.4 million, is the cash flow for the 21-month test period, assuming that this Board were to approve OPG's application exactly as filed and assuming that the future actually played out according to the forecast in OPG's application; right?


DR. SCHWARTZ:  I just modified -- I would modify it that ever so slightly to say it assumes that the Board awards -- allows OPG to earn the revenues that it uses in its statement, in its report.


MR. RUPERT:  Correct.


DR. SCHWARTZ:  Yes.  


MR. RUPERT:  Now, I thought the purpose of coming at this cost of capital exercise was to help us figure out what we ought to award to OPG.  You started your analysis assuming we already awarded that to OPG.  So I am struggling with how you can assume the answer to begin with to help us determine the answer.


DR. SCHWARTZ:  Because I want to do a comparison.  I want to find the market value of assets associated with what they're asking for and to compare it to their rate base.


MR. RUPERT:  But your calculation then says they're asking for too much, is what your evidences; right?  They're asking for too high a return on equity?


DR. SCHWARTZ:  If I could, I will just answer that in two stages.


The first stage is that assuming they got -- OPG earns the revenues that allow it to generate 649 million, you know, that money will go to investors, so I discounted that.  And it is worth more than the book value -- sorry, less, less than the book value.


MR. RUPERT:  If we took your advice, though --


DR. SCHWARTZ:  The second step is -- I'm sorry, sir.  I'm sorry, I didn't mean to interrupt.


MR. RUPERT:  If we take your advice as I understand it, on what the appropriate return on capital is, and we were to redo table 5, we would find there is lower cash flows; right?  I mean, it just seems obvious to me if they want 10-1/2 percent and you're and suggesting a lower number, that the cash flows coming out of table 5, if we were to insert your number, would be lower.


DR. SCHWARTZ:  Well, then let me just finish off.  The second step is then I say, Why is there this divergence between the estimated fair market value and the book value?  One of the reasons could be that they've got the wrong -- or it could be an accounting issue, or perhaps it could be the fact that the recommended cost of capital and ROE are too high.


So that's what I have done.  I have tried to show that if you have a lower ROE and a more debt-oriented capital structure, you would produce something closer to or perhaps substantially above --


MR. RUPERT:  Let me try it one more time.


DR. SCHWARTZ:  I think I understand your question.  So you're saying --


MR. RUPERT:  Put it this way.  Let's say that Mr. Penny and his crew came in this afternoon and said, We're going to refile our application completely and we're going to incorporate Dr. Schwartz's ROE calculation.  And you went ahead and did your analysis again.  


You wouldn't be starting with table 5; right?  You would be starting with lower cash flows?


DR. SCHWARTZ:  Presumably, yes.

MR. RUPERT:  Which would then change the outcome.  There's this whole circularity here that I'm struggling with.

It seems to me your table 5 assumes an answer to begin with, that the Board awards OPG everything it is asking for, as a way to help us figure out how to award OPG payment amounts.  So there is a circularity there that I really have a hard time understanding.

DR. SCHWARTZ:  Well, I do see your point.  Maybe the observation I will make is I am talking about rates of return on estimated market value.

So if OPG came in to you and said:  This is our estimated market value based on a certain rate-of-return and that's why we need this much revenue, I think that would make sense to me.

MR. RUPERT:  Okay.  I will leave it there.  Thanks.

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

MR. FAYE:  No, sir.  No redirect.

MR. KAISER:  Thank you.  Thank you, Dr. Schwartz.

We will take the morning break.

--- Recess taken at 11:26 a.m.


--- Upon resuming at 11:51 a.m.


MR. KAISER:  Please be seated.


Mr. Penny.


MR. PENNY:  Thank you, Mr. Chairman.  We are now ready to proceed with the next OPG panel, which is going to deal with variance and deferral accounts.


We have two returnees in Ms. Frain and Mr. Mauti, but two witnesses who have not previously been sworn, so I would ask Ms. Ladak and Mr. Barrett to come forward and be sworn.

ONTARIO POWER GENERATION - PANEL 11 - VARIANCE/DEFERRAL ACCOUNTS
Andrew Barrett, Sworn

Joan Frain, Previously Sworn

Lubna Ladak, Sworn

John Mauti, Previously Sworn

Examination in chief by Mr. Penny:


MR. PENNY:  Now, Ms. Ladak, you are new to the Board, so let me start with you.  You are currently the manager of regulatory finance for Ontario Power Generation Inc.?


MS. LADAK:  Yes.


MR. PENNY:  In that role, you are responsible for regulatory accounting and reporting?


MS. LADAK:  That's correct.


MR. PENNY:  The maintenance of regulatory accounting policies, and the completion of financial studies for rate regulation purposes?


MS. LADAK:  Yes.


MR. PENNY:  I understand that you have a BA from the University of Toronto?


MS. LADAK:  Yes, that's correct.


MR. PENNY:  And an MBA from the Rotman School of Business?


MS. LADAK:  Yes.


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


MS. LADAK:  Yes.


MR. PENNY:  And I understand that from 1990 to 1995, you worked as an accountant with Ernst & Young?


MS. LADAK:  That's correct.


MR. PENNY:  You have been with OPG since 1995?


MS. LADAK:  Yes.


MR. PENNY:  You have been with internal audit at the controller's office, and most recently of course in regulatory finance?


MS. LADAK:  Yes.


MR. PENNY:  You participated in the preparation of the evidence on variance and deferral accounts?


MS. LADAK:  Yes, I did.


MR. PENNY:  As well, the answers to interrogatories on that evidence?


MS. LADAK:  Yes.


MR. PENNY:  Do you adopt that evidence?


MS. LADAK:  Yes, I do.


MR. PENNY:  We will come back to it in a moment, but I understand that you were principally responsible or at least took the lead on the preparation of the answer to Exhibit J8.1?


MS. LADAK:  Yes, that's correct.


MR. PENNY:  And do you adopt that evidence?


MS. LADAK:  Yes.


MR. PENNY:  Mr. Barrett, you are currently the vice president regulatory affairs and corporate strategy?


MR. BARRETT:  Yes, that's correct.


MR. PENNY:  Your responsibilities as vice president regulatory affairs include the development and execution of OPG's regulatory strategies and requirements?


MR. BARRETT:  Yes, that's correct.


MR. PENNY:  In addition, you deal principally with the interactions with all of your economic regulators, including the OEB, the Market Surveillance Panel and NEB, the IESO and the Ontario Power Authority?


MR. BARRETT:  Yes, that's correct.


MR. PENNY:  You have, sir, a bachelor of applied science in civil engineering?


MR. BARRETT:  I do.


MR. PENNY:  And, as well, a master's of business administration from McMaster University?


MR. BARRETT:  Yes, that's right.


MR. PENNY:  You were, from 1993 to 1998, on staff with the Ontario Energy Board as the manager of applications and monitoring?


MR. BARRETT:  That's correct.


MR. PENNY:  Since 1998 you have been with OPG?


MR. BARRETT:  Yes.


MR. PENNY:  And I understand that you have been in essentially regulatory -- in the regulatory affairs area throughout?


MR. BARRETT:  Yes, that's right.


MR. PENNY:  You have been in your present position as vice president since 2004?


MR. BARRETT:  Correct.


MR. PENNY:  You, sir, are a member of both the Professional Engineers of Ontario and, I understand, a member of the Board of the Northeast Power Coordinating Council?


MR. BARRETT:  Yes, that's right.


MR. PENNY:  Similarly to Ms. Ladak, I understand that you were involved in the preparation of the evidence that relates to variance and deferral accounts?


MR. BARRETT:  Yes, I was.


MR. PENNY:  Do you -- as well, I guess in the next panel - we might as well deal with that now, as well - with the payment amounts?


MR. BARRETT:  Yes, that's right.


MR. PENNY:  Do you adopt that evidence?


MR. BARRETT:  I do.


MR. PENNY:  You also had either prepared or had prepared under your supervision the answers to interrogatories --


MR. BARRETT:  I have.


MR. PENNY:  -- on those?  Do you adopt that evidence?


MR. BARRETT:  I do.


MR. PENNY:  Thank you.  Now, since this isn't a variance and deferral account matter, but since there is -- it's, I guess, not necessarily obvious what was done to answer Exhibit J8.1, I would ask you, Ms. Ladak, to perhaps, without going through all of the explanations and justifications for various things which are covered extensively in the written answer, but if you would, just focussing on the attachment itself, walk us through what you have done in order to make -- do this calculation?


MS. LADAK:  Okay.  So the request was to prepare an income statement for our Bruce lease and Bruce assets using generally accepted accounting principles, so we have done that.  That is in attachment A to this undertaking that was distributed.  


The first line we have is the revenue.  This includes the revenue that we earn with respect to the Bruce lease, as well as some revenues related to site services that are provided to Bruce Power, and that information is contained within the evidence in Exhibit G.


Then we have provided expenses related to the Bruce assets, and they're all prepared under generally accounting principles, so you will see here we have included things accretion and earnings on nuclear fixed asset removal costs, which are the normal presentation under generally accepted accounting principles for these items.  


We also have interest expense here, which is based on our accounting, interest expense that we record in our financial statements.


Then we have income taxes.  I will just point out that with respect to the income tax, we have only included current income tax, and we have tax losses, so we have put a zero in for the income tax line.  That is basically the income statement.


Then following that, we have some notes explaining some of the line items in the income statement.  Attachment 2, which is the last page of the document --


MR. PENNY:  Yes.  Can you first put the attachment 2 in context, and then explain what you have done there?


MS. LADAK:  Yes.  So in attachment 2, we have taken the net income that we have calculated under generally accepted accounting principles and we reconciled it to the information that we have in our evidence.  


So in Exhibit K, we showed a figure, which is the Bruce net income, in our payment amounts evidence, and that's the bottom line number here.  So we have shown the adjustments we would have to make to -- for example, in 2007, to the $143 million in the accounting basis to get to the amount that we have included in our evidence.


MR. PENNY:  All right.  So you have done the Bruce lease on this income statement basis in attachment 1, and then essentially reconciled it back to the prefiled evidence in attachment 2?


MS. LADAK:  Yes, exactly.


MR. PENNY:  Just so you can see how --


MS. LADAK:  Yes, to see what the differences are.


MR. PENNY:  All right.  Thanks very much.  That is all I have in -- and I suppose I should say I am in your hands as to how you want to deal with J8.1.  We can either -- for example, if Mr. Rupert has questions about it now, we can deal with that now.


MR. RUPERT:  Thank you for producing this.  I would like to read it.  Since tomorrow I know -- hopefully maybe this panel will finish today, but to the extent that I have any questions that may arise, I can ask them tomorrow if either Ms. Ladak is here, or Mr. Barrett can answer them.


MR. PENNY:  Yes.  All right, thanks.  We will do it that way.  


Then those are all of my questions in examination-in-chief, Mr. Chairman.


MR. KAISER:  Mr. Rodger.

Cross-examination by Mr. Rodger:

MR. RODGER:  Thank you, Mr. Chairman.


Now, Mr. Chairman, I put together another brief of documents for my cross-examination.  Perhaps that could be marked.


MS. CAMPBELL:  Yes.  And that will be K14.2.

EXHIBIT NO. K14.2:  BRIEF OF DOCUMENT PRODUCED BY MR. RODGER.


MR. RODGER:  Thank you, Ms. Campbell.  This is pages that we have assembled.  


Panel, I wonder if we could first turn to page 2 of the AMPCO document brief.  This is a table that AMPCO has put together that I sent to Mr. Penny yesterday morning.


 Let me just explain why we have done this, and then I will get to the questions.  What we have tried to do is put together all of the different variance and deferral accounts and their individual components or sub-components as you described it in your evidence and over the testimony over the last few days.  And that's contained over the three pages of this exhibit.


We wanted to get a sense, first of all, whether we have listed all of the accounts and sub-accounts properly.  But you will see, as part of this table, there are five headings:  The account components themselves, on the column to the left; what we're calling authority in the second column; the third column is the sharing mechanism proposed by OPG; the fourth is the OEB discretion to evaluate; and the fifth are balances to be cleared.


What we would ask not necessarily right now, but perhaps over the next couple of days, if you could just take a look at this and see whether we have this correct, that would be helpful in terms of argument, but I do have a couple of questions on this.


You will see under "authority", the vast majority of accounts and subaccounts, subcategories, arise as a result of O.Reg. 53/05.  The spaces where we don't have any authority, perhaps I could ask you about.  Starting at the very first account, "segregated mode and water transactions," we understand, from an interrogatory response, that this particular account does not arise under O.Reg. 53/05.  This is an account that OPG itself has created; is that correct?

MR. BARRETT:  Yes, that's correct.

MR. RODGER:  Is that the same answer for what we have as number 2, the interim variance account, or does that --

MR. BARRETT:  No, that's not correct.

MR. RODGER:  So this one should be 53/05?

MR. BARRETT:  Yes, that's right.

MR. RODGER:  Okay.  I take it that is the same answer for number 3, then, on our list?  It's a subcategory of number 2?

MR. BARRETT:  No.  The number 3 deals with the segregated mode of operations and water transaction accounts, again, which do not arise out of 53/05.

MR. RODGER:  Okay.

MR. BARRETT:  We use the term "interim variance account" to deal with the items found at 5.(1) in the regulation.

MR. RODGER:  Okay.  And just over on page 2, our item number 14, actually 12 and 14, I believe those are both -- arise pursuant to 53/05, but I just wanted to confirm that with you.

MR. BARRETT:  Yes, that's correct.

MR. RODGER:  Okay.

And you will see, as well, that we put in, on our fourth column, "OEB discretion to evaluate".  I distinguish that, and you will see it in our first account, the segregated mode of operations, segregated mode and water transactions, we have in our little box "subject to prudence review by OEB".

Then if you flip over to page 3, pertaining to various nuclear accounts, we have put in there: "OPG's position, OEB must accept values."

I want to just confirm that understanding, is that when OPG interprets the accounts that arise pursuant to the regulation, I take it that your evidence before the Board is that the clearance of these various accounts is automatic, because they arise under this regulation.  The OEB has no discretion to evaluate the account balances from a prudence perspective.

MR. BARRETT:  I think that depends on the accounts that you are referring to, and I think you would have to reference the regulation and look at the terms and conditions of the specific accounts.

Certainly, there are some accounts where that is the case.

MR. RODGER:  Okay.  So if I could just -- perhaps this could be done by undertaking, but if you could go through our list and just, please, identify those accounts where you think the clearing will be automatic, and those accounts where the OEB does have some discretion to apply principles of prudence about whether they should be acceptable and then cleared, that would be very helpful, if that could be done.

MR. BARRETT:  Yes, that could be done.

MR. RODGER:  Could I get an undertaking for that, please, Ms. Campbell?

MS. CAMPBELL:  The undertaking would be J14.1.
UNDERTAKING NO. J14.1:  To identify those accounts where OPG thinks the clearing will be automatic, and those accounts where the OEB does have some discretion to apply principles of prudence.


MR. PENNY:  I have to say that, as I think we have discussed before, that it won't necessarily be one or the other.  There are circumstances, as well, where it is split, so that part of it is fixed by regulation and part of it is subject to prudence review, but in those hybrid circumstances, we will identify that as well.

MR. RODGER:  Yes.  That would be very helpful, because we have found the record a little confusing as to where the different accounts fall with respect to this matter.

Now, Mr. Barrett, for those accounts that you come back with in your undertaking response, where you do say the Board has no jurisdiction, am I right, then, to say that whenever -- for those accounts and those balances -- whenever OPG says they're to be cleared, whether it is this hearing or a future hearing, again, the Board really doesn't have any say in it.  They will be cleared.  That is kind of how you're interpreting things?

MR. BARRETT:  Again, I think it depends on the account in question.  But certainly there are circumstances -- maybe an example would be helpful.  

For example, we have established an account, a deferral account dealing with segregated mode revenues and water transaction revenues that we think it is appropriate to share with ratepayers, that arise during the interim period, and that is the period before the Board assumes jurisdiction.  And we would say, since this is dealing with a period prior to the Board assuming jurisdiction, they would have no discretion to adjust those numbers.

Now, in this particular circumstance, these are accounts where we're returning money to ratepayers, so I don't expect that there would be much dispute about that.

MR. RODGER:  Well, I guess in those circumstances and also the circumstances arising under Reg. 53/05, where you say the Board really doesn't have a discretion to evaluate, in that case, the Board's role is, I guess, is to see whether the actual values have been transcribed accurately from the financial statements.  Is that fair?  It's more of, I guess, a mechanical review to check that the numbers are right, rather than the typical prudence review?

MR. BARRETT:  Again, with reference to sections of the regulation, I think there are places where they talk about ensuring that the numbers or balances have been accurately recorded.

MR. RODGER:  I guess, just to follow, again for those particular accounts where this Board doesn't have a discretion to evaluate the merits, there is absolutely no risk that OPG faces about recovery under those circumstances.

You say that they arise under 53/05, the Board doesn't have a discretion and, therefore, recovery to OPG is automatic.  Is that correct?

MR. BARRETT:  I wouldn't go quite that far, because even in the circumstances where there is a high degree of protection in the regulation, there can be circumstances where, for example, you have to make an assessment that the balance has been accurately recorded, the Board presumably would also have to satisfy itself that the amounts in that account are consistent with the definition of that account found in the regulation.

MR. RODGER:  Well, maybe we will -- the answer to the undertaking will be very helpful.  Maybe we will leave it at that for now.

MS. CAMPBELL:  Mr. Rodger, just something that has been noticed.  We don't see that the nuclear fuel cost variance account is listed.  Is that included?  Or was it omitted?

MR. RODGER:  It was to be included.

MS. CAMPBELL:  I'm sorry, I didn't see it.

MR. RODGER:  But we may have, by mistake or oversight, not included it, Ms. Campbell.  But we would like that included, if we have missed any.

MR. BARRETT:  Yes.  For the undertaking, we will identify all of the accounts and fill out the table accordingly.

MR. RODGER:  That would be appreciated.

MS. CAMPBELL:  Thank you.

MR. RODGER:  Now, just staying with this page 2 of the AMPCO exhibit and this first account we've identified.  The segregated mode and water transactions net revenue variance account, if you go to the page 5 of the AMPCO brief.  The CCC asked you a question about this.  Again, this account has to do with proposed sharing of profits from power sales to Quebec and water transactions with New York.

You say in your answer that OPG started to record amounts in this variance account in 2005.  Can you tell us, what was the actual year when OPG created this account?  Was it in 2005, or was it earlier?

MS. LADAK:  No.  It was created in 2005.

MR. RODGER:  It was created in 2005.  And was the creation of this account, did you discuss this with the government of Ontario?

MR. BARRETT:  No, we did not.

MR. RODGER:  No.  Did you discuss it with the Ontario Energy Board?

MR. BARRETT:  I don't believe so.

MR. RODGER:  Now, would you agree with me that if you did not set up this account, then the revenues in question would have gone to reduce OPG's regulated revenue requirement?

MR. BARRETT:  I am not sure I understand the question.  Are you talking about the revenue requirement during the 2005 to -- or April 1, 2008 period?

MR. RODGER:  Yes, for the period of time in which this account has been in effect.  So if this account didn't exist, these revenues that came in, wouldn't they go to offset your regulated revenue requirement?

MR. BARRETT:  No, that's not correct.

MR. RODGER:  Where would they go?

MR. BARRETT:  They would have just accrued to the shareholder, to the company.

MR. RODGER:  Accrued to the shareholder?

MR. BARRETT:  Yes, because the interim rates, the rates that were set by the government for the April 1, 2005 to April 1, 2008 period, did not factor these revenues into the calculation.

MR. RODGER:  Wouldn't the result be, then, you would simply have a higher net income?

MR. BARRETT:  Yes.

MR. RODGER:  Okay.  What's the percentage, again, the split that you are proposing for OPG and ratepayers with respect to this account?

MR. BARRETT:  There is a pool of money, which we can discuss in some detail.  We propose sharing that pool of money 50-50 between the company and ratepayers.


MR. RODGER:  Okay.  Now, you say that you just kind of created this account, this particular variance account.


Is it OPG's position that you can just go ahead and create these accounts whenever you want?


MR. BARRETT:  I think that the interim period was kind of a unique period in some respects.  It was a period where we were not under the jurisdiction, direct jurisdiction, of the OEB.


So we were guided by the regulation, and in looking at the circumstances around segregated mode and water transactions, we had a circumstance where regulated assets were used to generate incremental revenues.  And we thought -- we noted that the regulation had not taken account of these revenues, and we thought it was appropriate to create an account to bring these revenues back into the post April 1, 2008 period.


MR. RODGER:  But, again, you set up this account in 2005?


MR. BARRETT:  That's correct.


MR. RODGER:  Just to be sure, is there any other variance and deferral account that OPG has simply just created on its own volition that is before the Board now?


MR. BARRETT:  That doesn't arise from the regulation?


MR. RODGER:  Yes.  That you have just created on your own?


MR. BARRETT:  No, not covering the interim period.  Part of our evidence in this application is new accounts that we're proposing for the test period.


MR. RODGER:  Yes, okay.  But none that are in existence that you are using today?  There are no other ones beyond this one we're talking about?


MS. LADAK:  Well, there is a water transactions sharing account.


MR. BARRETT:  Which I would consider part of --


MS. LADAK:  Which is part of the --


MR. RODGER:  We kind of bundled them together, but it is actually two separate accounts?


MR. BARRETT:  Two separate accounts, but other than that account, there are no other accounts.  


MR. RODGER:  Now, just staying with these two accounts, the segregated mode and water transactions, I take it that the practical impact of what these accounts deal with are situations when OPG is diverting generation out of the Ontario market; is that correct?


MR. BARRETT:  We're disconnecting from the Ontario system and connecting with the Quebec system, yes.


MR. RODGER:  Diverting generation from Ontario to out of Ontario?


MR. BARRETT:  Yes, that's correct.


MR. RODGER:  And would you agree with me that the result of that is to increase prices for Ontario consumers?


MR. BARRETT:  It may have that effect.


MR. RODGER:  And did you consider these increases that Ontario ratepayers must deal with when you came up with the split that you are proposing between OPG and ratepayers?


MR. BARRETT:  Yes, that was part of our thinking, and maybe I will ask Ms. Ladak to explain some of the mechanics of the account.


MS. LADAK:  Sure.  There is a sharing formula that we use, and the difference between the $33 rate that we receive for hydroelectric versus HOEP and the province, 100 percent of that difference goes to ratepayers.  So the 50-50 that Mr. Barrett had mentioned previously represents the difference between HOEP and the -- our transaction price, basically.


MR. RODGER:  Now, in discussion with earlier panels, it has been suggested that OPG is exposed to risks with respect to the nuclear liability issue that -- I am kind of paraphrasing the evidence, but my understanding is that if there is a real-life shortfall between what is forecast for decommissioning and your actual costs, then there may be a liability that goes back to OPG.  Is that a fair summary?  Have I got that right?


MR. BARRETT:  Yes, that's correct.


MR. RODGER:  Is it OPG's evidence, Mr. Barrett, is OPG saying that if that situation were to arise, there is no way that OPG could recover that shortfall other than through its own means, or it being attributed to the shareholder or a reduction of net income in OPG?


MR. BARRETT:  I think it would depend.  You would have to consider how that shortfall arose and what opportunities were available to the company at that time.


MR. RODGER:  But I guess you're saying that -- you're not saying there is no way OPG could recover that shortfall.  That is not your evidence?  This is a liability that you will, in fact, be stuck with as OPG?


MR. BARRETT:  We have the liability.


MR. RODGER:  Yes.


MR. BARRETT:  What avenues we might have somewhere down the road, I am not in a position to speak to.


MR. RODGER:  Would you agree with me that one potential outcome could be the province of Ontario could enact another regulation similar to 53/05, or otherwise direct this Board to allow OPG to recover such a shortfall?  Would you agree that that is a possibility?


MR. BARRETT:  That is a possibility.


MR. RODGER:  Would you agree with me that if the province, your shareholder, did act in this regard, it would eliminate all risk associated with that shortfall that was discussed with other panels?


MR. BARRETT:  I think it would depend upon the circumstances we were in and the nature of the change in any regulation.


MR. RODGER:  If the regulation said, Yes, OPG, you can recover this, or we're going to direct the Ontario Energy Board to allow you to recover it, you would agree with me, in those circumstances, OPG would have no risk around any shortfall?


MR. BARRETT:  Again, I think it would depend on the circumstances.  If this is 50 or 60 years from now and the facilities are no longer operating, it's difficult to know what circumstances we would find ourselves in.


MR. RODGER:  You would agree with the principle of the regulation or a direction from the government had the effect that I described?


MR. BARRETT:  I believe it is possible for the government to pass a regulation which would make it clear that all of the liability costs would flow through to ratepayers.  I believe that is possible, yes.


MR. RODGER:  Now, just staying with the nuclear liability issue, we have heard a lot in the case about the Ontario nuclear funds agreement and the reference plan.  What is not clear from the evidence, do these items constitute two separate agreements or are they one agreement?


MR. BARRETT:  The Ontario nuclear funds agreement?


MR. RODGER:  Yes, and the references to the reference plan.  It wasn't clear to me from the evidence whether we're talking about two separate documents, or is this one agreement?


MR. BARRETT:  There is an agreement that, under that agreement, there is -- the agreement gives rise to approved reference plans periodically.


MR. RODGER:  I see.  So one is part of the other?


MR. BARRETT:  One is a sub-component of the other.  I think the agreement provides for a five-year period, typically, between the development of new approved reference plans.


MR. RODGER:  I see.  Now I think it was your counsel asked Dr. Booth if he had reviewed this nuclear funds agreement.  Is this document in evidence before the Board now?


MR. PENNY:  I think the answer to that is no.  It is a public document.  It is available, I know, on the OPG website and I believe probably some other government websites.  But I am pretty sure it hasn't actually been filed, because I don't think anybody has actually asked for it at this point.


MR. RODGER:  Perhaps we could get an undertaking to produce that document.  We would like to understand, in particular, Mr. Chairman, this concept of a funding gap between forecast and actual that might ultimately accrue to OPG.  If it is publicly available, I think that would be helpful for us to see.


MR. KAISER:  Is that acceptable, Mr. Penny?


MR. PENNY:  Yes.  It is large, but -- I mean, I wonder if it would be acceptable if we just sent everyone the URL that enables -- or if you want to actually file a hard copy of it?


MR. KAISER:  Let's at least file one copy on the record.


MR. PENNY:  We will get some hard copies and we will send everyone the URL that gives access to the document.


MR. RODGER:  Okay.


MR. PENNY:  I would say, just on this issue of the gap, I mean, I take Mr. Rodger's point he maybe wants to see it for himself, but the provisions of the agreement are all described in the evidence, and so the evidence deals with how these -- you know, which ones are capped and which ones aren't, and which ones are guaranteed and which ones aren't.


MS. CAMPBELL:  That would be undertaking J14.2.

UNDERTAKING NO. J14.2:  TO PROVIDE COPY OF NUCLEAR FUNDS AGREEMENT.


MR. RODGER:  Thank you, Ms. Campbell.


I wanted to turn to something that you said earlier, Mr. Barrett.  It has to do with interpretation around the regulation.


I don't want to get into a detailed legal examination of this, but just to kind of illustrate I think your earlier -- your comment.


If you could turn to page 6, we have included in the AMPCO package one page of Regulation 53/05.  I am particularly interested in 5(1)(b), where there is reference to unforeseen changes to nuclear regulatory requirements or unforeseen technological changes.


I want you to assume with me that, let's say, some new inspection report were to come back to OPG about your nuclear system that identified some new or unforeseen problem with nuclear, perhaps a new issue around pressure tube issues, or what have you, but of an unexpected new problem with CANDU technology.


When I look at the phrase "unforeseen technological changes", would this be the kind of event that OPG would say, Well, this unexpected change is something that is covered off by this regulation, so that in future hearings we might see unexpected additional costs for these things that you just couldn't anticipate?


Is that, as a general principle, the kind of the approach that OPG has taken to this regulation?

MR. PENNY:  Can I just say, Mr. Chairman, that to make it clear -- and I am happy to have Mr. Barrett answer, but just to be clear on this -- this section 5 is a requirement for a variance account during the interim period.  In other words, April 1, 2005 to April 1, 2008.

And there are no amounts recorded, there is no account, because no dollars are ever -- were ever recorded to deal with that, I believe.  And I believe that this is not an account that OPG is proposing to continue beyond the April 1, 2008.

MR. RODGER:  Well, perhaps Mr. Barrett can respond to my question, to the extent he can.

MR. PENNY:  Well, my only point is that we're not proposing this account, so I am not sure why we're hypothesizing about something that might occur in the future.

MR. RODGER:  Well, my question to Mr. Barrett is to understand, there is a lot of weight obviously being put on this regulation.  It is a justification for all of these variance accounts, and we'll hear through the response to the undertaking that not only does it establish these accounts, but it also, in a sense, restricts the OEB's jurisdiction to deal with values in that account.

I want to try to get an understanding about the regulation, to the extent to which OPG almost sees this regulation as a bit of an insurance policy, that is a catch-all for any number of potential costs that may emerge.

MR. PENNY:  I have no problem, Mr. Chairman, with the line of examination.  My only point is a factual one, that Mr. Rodger has picked a bad example, because this isn't one that we're proposing -- it has no dollars in it now and it is not one we're proposing to use in the future.

MR. RODGER:  That's a fair point.  Perhaps it wasn't the best example.  But can you respond to the general -- the question of we are trying to understand, really, how you view this regulation, and of course the concern for AMPCO is that, if it is interpreted by OPG as almost like an insurance policy, then it is very, very potentially wide open about what costs could go in there.  And if it's one of those accounts where you say the Board doesn't have any jurisdiction, then it is kind of a dollar in for OPG, and a dollar out at some point, with really no input of the Board or intervenors.  That's what we're trying to understand.

MR. BARRETT:  Fair enough.  As Mr. Penny pointed out, this particular account covers the interim period, what we call the interim period.  That is the period before April 1, 2008.

MR. RODGER:  Yes.

MR. BARRETT:  And there is no proposed account of this nature for the test period.

I will just -- I will point out, though, in the interests of completeness, that in J1, tab 3, schedule 1, page 16 of 19, in the prefiled evidence, we talk about some potential accounts that we may, in some future circumstance, make with respect to an accounting order application to the Board.

One of the ones that we have identified there is "unforeseen changes in nuclear technology".

MR. RODGER:  Well, perhaps I could ask it this way, Mr. Barrett.

And with respect to those potential accounts for the future, is it OPG's intention or practice, when one of these new accounts may arise, that you go back to the government and say:  Is this what you meant, that the net is wide enough to include these kind of new costs?  Is that a discussion you have with your shareholder?  Or do you just kind of go ahead and do it, and we argue about the legal interpretation at these proceedings?

MR. BARRETT:  In respect of the accounts under 5.(1) in the regulation, I think it is clear that they only apply to the interim period.  I don't think there is a point -– a fine point of interpretation there.

MR. RODGER:  But these new accounts that you may use in the future?

MR. BARRETT:  That's something that we would decide on our own, and then apply to the OEB via either an accounting order application or in the course of a future application to this Board.

I don't think that is any different, really, than any of the utilities that are regulated by the Board.

MR. KAISER:  Mr. Barrett, where does it say that the account terminates on April 1st, 2008?

MR. BARRETT:  The account deals with deviations from forecasts that apply only during the December 1, 2005 to April 1 -- sorry, April 1, 2005 to April 1, 2008 period.  So the construction of the account clearly just deals with the interim period.

MR. KAISER:  I take it the account, at least up until April 1st, 2008, did exist?  Or did not exist?

MR. BARRETT:  We have an account with a number of subaccounts.  As we say in the evidence, some of those subaccounts have zero balances, because we didn't -- there wasn't a need to book anything over that period.

MR. KAISER:  I guess your evidence was that this was one of those where you didn't book anything?

MR. BARRETT:  The unforeseen nuclear technology, that's correct.

MR. KAISER:  Thank you.

MR. RODGER:  I wonder if you could, please, turn to page 7 of the AMPCO brief.  This is Board Staff interrogatory 101, Exhibit L, tab 1, schedule 101.

This has to do with one of your hydroelectric accounts, the forecast variance account earned or foregone.

The question asked you about how you calculated the value of lost production.  And the answer back said that the calculation is based on a theoretical 100 percent factor equivalent to the maximum design rating for each of the units.

Would you agree with me that rarely, if ever, would OPG's hydroelectric be at 100 percent capacity factor?

MR. BARRETT:  I think that is true.  However, you need to appreciate that we haven't booked any amounts in this account for the hydroelectric assets.  The only entries in this account relate to our nuclear plants.

MR. RODGER:  I guess my point is 100 percent capacity factor, it is not your actual operating scenario.

MR. BARRETT:  For our nuclear plants?

MR. RODGER:  No, for hydroelectric.

MR. BARRETT:  That's correct.  But I don't think we would necessarily use this calculation in respect of our hydroelectric assets.

This response deals with the entries that we have made in respect of our nuclear assets.

MR. RODGER:  I see.  100 percent capacity factor, that's known as super peaking operation, I believe?  Does that apply to nuclear, as well?

MR. MAUTI:  No.  In the case for nuclear, I believe there were three events over the interim period where there were transmission outages, and I believe all were at the Darlington facility and we would basically use the name plate capacity for the unit that it is assumed to be operating as.

MR. RODGER:  I guess our concern was that because this 100 percent capacity factor doesn't really reflect reality of your actual operating, isn't it a rather aggressive way to record variances?

MR. BARRETT:  I'm not sure we would accept that it doesn't represent our operations.  A nuclear plant is usually either full on or entirely off, and in these circumstances, the units were fully on.


MR. RODGER:  How do you check whether or not you have exaggerated the value of lost production?

MR. MAUTI:  Each of the nuclear units have a design capacity and rating on them.  The specific events that caused the units to be taken offline, we could verify the production that was happening at those facilities and they weren't all operating at 100 percent.

MR. RODGER:  All right.  If you could turn to page 8 and 9 of the AMPCO --

MS. CHAPLIN:  I'm sorry, just a minute.  Mr. Mauti, you're saying they weren't operating at 100 percent?

MR. MAUTI:  Sorry.  They were operating --

MS. CHAPLIN:  They were.  Okay.  Thank you.

MR. RUPERT:  Mr. Rodger, sorry.

One other question, Mr. Mauti, on this.

This account, under 5.(1), says:

"Outages and transmission restrictions that are not otherwise compensated for through congestion management settlement credits under the market rules."

This may be in your evidence.  I haven't seen that part.  So you are saying this account, then, you calculate costs associated with the nuclear units when there is a transmission outage, above whatever compensation you get from the IESO for CMSC payments?

MR. MAUTI:  That's correct.

MR. RUPERT:  Is that set out in your -- it may be, I haven't focussed on this account -- set out the details of how you calculate the costs of this?

MR. MAUTI:  Yes, it is in the evidence.

MR. RUPERT:  Okay.  I will come back to that.  Thanks.

MR. RODGER:  So on pages 8 and 9 of the AMPCO brief, we have reproduced Board interrogatory 112, which is Exhibit L, tab 1, schedule 112, and on page 9, it is Board Staff interrogatory 113, Exhibit L, tab 1, schedule 113.

The parts of these two interrogatories is OPG has explained that you're proposing to this Board, higher interest rates for your variance and deferral accounts than those provided to all other Ontario LDCs and gas utilities that this Board regulates; is that correct?


MR. BARRETT:  We have proposals to use our long-term debt rate; that's correct.


MR. RODGER:  Yes.  I believe it is reflected in one of your interrogatories.  What the OEB has done, they established, on a generic basis, interest rates for deferral and variance accounts for distributors and gas utilities I think back in 2006.  And those are the values that you are departing from in your proposal; is that correct?


MR. BARRETT:  Yes, and for reasons which we think are good reasons.


Essentially, the term of these accounts is in the order of three to five years, in terms of the period over which the balance would be carried before recovery, depending upon the individual account in question.


If you look at our capitalization evidence, you will see that the average term of our long-term debt is about four-and-a-half years, or so.  So we thought that that was a reasonable basis for the carrying costs of those account balances.


MR. RODGER:  So you're proposing essentially long-run interest costs?


MR. BARRETT:  That's correct.


MR. RODGER:  And that would include the weighted average cost of capital for certain accounts?


MR. BARRETT:  For certain accounts.  For example, the parts account, which is a much longer-term liability, the regulation provides for that account to be amortized over a period up to 15 years.


We would say that long-term regulatory asset is supported by long-term capital over that period, and, if that is the case, then it is appropriate to use the weighted average cost of capital in that circumstance.


MR. RODGER:  That weighted average cost of capital includes things such as return on equity; right?


MR. BARRETT:  That's correct.


MR. RODGER:  Yes.  Would I be correct that if you get the approvals you want from this Board, you are looking at an interest rate for these deferral and variance accounts of somewhere between 7 and 8 percent?  Is that a good ballpark?


MS. LADAK:  That's about right.


MR. RODGER:  Okay.  And the spread, then, between that interest rate and what the rest of the province receives in terms of the utilities regulated by this Board, the other 90 or so, there is about a 5 percent spread.  Their rate is roughly around 3 percent, I believe, and, if you're at 8, there would be a 5 percent difference; is that fair?


MS. LADAK:  If that's the rate for the other entities, yes.


I also just wanted to clarify, when you asked me about the rate that we're proposing, the only account that we're proposing the weighted average cost of capital for is the Pickering A return to service deferral account with the lengthy period for recovery.


MR. RODGER:  Yes.


MS. LADAK:  For that, it would not be a rate of 7 to 8 percent.  It would be our weighted average cost of capital.


MR. RODGER:  So then the rest of the long-term --


MS. LADAK:  The rest at the long-term rate, yes.


MR. RODGER:  Can you tell me what the price impact of this 5 percent spread will be on consumers?  How much more additional rates will Ontario consumers pay because of this increased interest rate that you are requesting as opposed to the lower rates paid by every other utility that this Board regulates?


MS. LADAK:  I don't have that information with me.


MR. RODGER:  Would you be able to provide that by undertaking?  That would be great.  An undertaking, please?


MR. PENNY:  Sorry, that is to determine, with respect to the parts account amortized over 15 years, the cost implication of the difference between the proposed long-term interest rate and the interest rate embedded in the generic electricity LDC rate?


MR. RODGER:  I think it is the global number, Mr. Penny.  It is the increase for all of the accounts that attract this higher rate interest OPG seeks.


MR. PENNY:  I think the evidence is that it is only this one account.


MS. LADAK:  I think you're referring to for the other accounts, instead of using the 3 percent rate, where were proposing to use our long-term rate, as well.


MR. RODGER:  Yes, that's right.


MR. PENNY:  I understand.


MR. BARRETT:  I will point out that there is an interrogatory that dealt at least with this issue with respect to the parts account.  That is L-1-111.


MR. RODGER:  Okay.


MS. CAMPBELL:  Just to interrupt, that undertaking is J14.3.


MR. RODGER:  Thank you.

UNDERTAKING NO. J14.3:  TO PROVIDE COST IMPLICATION OF THE DIFFERENCE BETWEEN THE PROPOSED LONG-TERM INTEREST RATE AND THE INTEREST RATE EMBEDDED IN THE GENERIC ELECTRICITY LDC RATE


MR. RODGER:  Just, finally, Mr. Barrett, you mentioned earlier on in a discussion on this topic about it is multiple years that you may get recovery and, thus, the need for your increased interest costs you are proposing to the Board.


But are you aware, sir, that under the Ontario distribution sector, and on the question of regulatory assets, those distribution utilities had to wait some four years before they recovered those regulatory asset costs?  Are you aware of that?


MR. BARRETT:  I wasn't aware of the specific term, no.


MR. RODGER:  Those are my questions, sir.  Thank you.


MR. KAISER:  Thank you.  We will take the lunch break at this point.


--- Luncheon recess taken at 12:37 p.m. 


--- Upon resuming at 1:47 p.m.

MR. KAISER:  Please be seated.

Mr. Warren.

MR. WARREN:  Thank you, Mr. Chairman.

Mr. Barrett, if you will indulge me for a moment I wanted to preface this by saying that in listening to the description of your job functions, including regulatory strategies, I was reminded of the scene in Casablanca where Captain Renaud, upon being found in a gambling den at Rick's, said he was shocked and appalled to learn that there was gambling going on there.  I was shocked and appalled to learn there were any strategies in regulations.

I have three areas, panel, and the first is a general one dealing with how you arrive at deferral accounts.

Mr. Barrett, perhaps you're the person to deal with this.  If I could take you just briefly, historically, to the Ontario Regulation 53/05 -- you don't need to turn it up -- but it contains a number of deferral accounts which have been subject of some examination throughout the course of this hearing.

Would I be correct in understanding that it was OPG that proposed these particular deferral accounts?

MR. BARRETT:  I think, in large measure, that is correct.

MR. WARREN:  Can you tell me, was there a set of criteria that OPG used in proposing these particular deferral accounts?

MR. BARRETT:  I don't recall if there were specific criteria, but I think the thinking at the time -- and you will appreciate this was back in 2004, when we were dealing with ministry staff and their advisor, CIBC -- we were looking at covering off certain material risks, issues that were beyond our control during this three-year period over which rates would be set.

MR. WARREN:  So was the criteria, do I understand it that the criteria was to eliminate or mitigate or control risk?  Was that the -- roughly the criteria that were used?

MR. BARRETT:  That was certainly one of the criteria.  The other criteria was trying to be even-handed.

For example, the water variance account, there could be circumstances where there is more water than forecast and we wanted to be in a position to return the proceeds from that to ratepayers.

MR. WARREN:  Was it the case, Mr. Barrett, that the criteria that were used in selecting the deferral accounts -- I am still with 53/05 -- are those criteria written down?  Or are they criteria that are decided upon in the circumstances by senior management?

In other words, is there a list of criteria that you use for deferral accounts?

MR. BARRETT:  In the context of that discussion in 2004?

MR. WARREN:  Yes.

MR. BARRETT:  I don't recall.

MR. WARREN:  Now, let's move to the second category, which is when you make a decision whether to continue an existing deferral account.

Can you tell me, what are the criteria for decisions to continue an existing deferral account?  Is it the same set of criteria?

MR. BARRETT:  Almost.  I would say the first criteria is:  What does the regulation say?  If the regulation, for example, mandates continuation of an account, then we would start there.

The second step would be to look at circumstances, like mitigating certain risks, material risks that were beyond the company's ability to control, dealing with certain elements which are very difficult to forecast.  For example, ancillary service revenues or segregated mode revenues.  And also this desire to be even-handed, in terms of ratepayers.

MR. WARREN:  And this may be in the evidence, Mr. Barrett, and if it is I apologize for asking about it, but in the criteria of mitigating risk, is there a materiality threshold that you use?

MR. BARRETT:  We haven't identified a specific materiality threshold, no.

MR. WARREN:  Finally, Mr. Barrett, moving to the third category, a decision whether to seek new deferral accounts.  And there is in the evidence -- I don't think you need to turn it up, but you referred to it earlier this morning -- there is a list of accounts which you might seek in the future.  It's at J1, tab 3, schedule 1, page 14 and following.

In taking a decision, Mr. Barrett, whether to seek deferral accounts in any of those categories, would it be the same set of criteria, material risk or mitigating risk, materiality, matters that you can't control, that kind of thing?

MR. BARRETT:  This is with reference to the potential future accounts?

MR. WARREN:  That's right, yes.

MR. BARRETT:  Yes, I think that's right.

MR. WARREN:  And would I be fair in understanding that deferral accounts are, among other things, that they are a way, obviously, of mitigating risk?

MR. BARRETT:  Yes, that's correct.

MR. WARREN:  And the effect of the deferral account is to shift the risk from the shareholder to the ratepayer.  Is that fair?

MR. BARRETT:  I'm not sure I would necessarily agree with that.  I think the subtlety that I would interject is that it provides for a sharing of risks.  For example, there can be a circumstance where we have forecasted amounts and proposed an account, a deferral account.  If there is -- if we don't spend that amount, then there is an opportunity to return those unspent monies back to ratepayers.

MR. WARREN:  I apologize.  I said you didn't need to turn it up, and I would appreciate if you wouldn't mind just turning up that proposed list that is at J1, tab 3, schedule 1, beginning on page 14.

5.1 is unforeseen changes in nuclear technology.  First paragraph under that heading says --

MR. BARRETT:  Sorry, I'm not sure if we have the right reference.  What was that --

MR. WARREN:  J1, tab 3, schedule.  I am now on page 15.

MR. BARRETT:  Page 15?

MR. WARREN:  Fifteen, one-five.

MR. BARRETT:  Yes.

MR. WARREN:  Do you have it?

MR. BARRETT:  I do.  The section that deals with potential future accounts, though, in terms of my material, starts on page 16.

MR. WARREN:  Fair enough, sir.  I think I have the older version of it.  But I am dealing with section 5.1 and the text under that, in the second sentence on the first paragraph says:

"However, OPG may apply for a variance account for this purpose if OPG experiences a material financial consequence arising from an unforeseen change in nuclear technology or regulatory requirements."

Again, you can't help me with what the standard of materiality is there?

MR. BARRETT:  We haven't turned our mind to that.

MR. WARREN:  Now, if I go down to 5.2, I see:

"OPG is now proposing to establish a regulatory requirements variance account at this time.  However, in the event that the IESO changes the market rules and/or the Canadian Nuclear Safety Commission or other regulators establish new requirements that have imposed potentially significant costs in respect to the prescribed facilities, OPG will consider whether an application for a variance account is warranted."

Now, the reason that I bring those two, the unforeseen changes in nuclear technology and the regulatory requirements to your attention is that they were two of the material risks that Ms. McShane identified when she described the particular risks of the nuclear side of your operations.  Do you recall that?

MR. BARRETT:  I do.

MR. WARREN:  And you can agree, we can agree, I take it, that with respect to those two material risks identified with Ms. McShane, you have at hand a mechanism whereby you can mitigate those risks in applying to the Board for a deferral account; correct?

MR. BARRETT:  We have the opportunity, as all utilities do, to apply for an accounting order.  But I would say that applying for an accounting order is not the same as getting an accounting order, and getting an accounting order is not the same as getting recovery.

MR. WARREN:  Mr. Barrett and panel members, I would like to, then, turn to the second area I want to cover, and to some extent, this was covered off by Mr. Rodger.

I want to deal with the question of the interest rates to be applied to the deferral accounts.

Am I right, panel, that as I read the evidence, there are, in effect, four possible interest rates that are talked about?

The first is the 6 percent interest rate, which is prescribed in the regulations; correct?

MS. LADAK:  Correct.

MR. WARREN:  The second is the interest rate that arises from the Board's generic proceeding; correct?

MS. LADAK:  That's correct.

MR. WARREN:  Dealing with all utilities.  The third is the interest rate on your long-term debt, which is what you are proposing to apply; is that correct?

MS. LADAK:  Yes.

MR. WARREN:  And the fourth is the weighted average cost of capital, which is going to apply to the parts account; is that correct?

MS. LADAK:  Yes, that's correct.

MR. WARREN:  Okay.  Now, I would like to, if I can, just understand the criteria.


The 6 percent was rejected; why?


MS. LADAK:  In terms -- for which account?


MR. WARREN:  In terms of either of the -- or any of the deferral accounts.  Why was that rejected, given that it's in the regulation?


MS. LADAK:  The 6 percent in the regulation relates to the interim rate period, so that goes until March 31, 2008, and it was reflective of our long-term debt rate at the time those rates were established.


So we have taken a look at what the rates would be going forward.  But just to be clear, in terms of the information that we filed in our application, we have used the 6 percent rate as a new rate has not yet been approved by the Board, a new long-term debt rate.


MR. WARREN:  I appreciate that.  Thank you very much for that clarification, but I am talking about the selection of -- which of the four you decided to select.


Let's deal with the choice of the -- leaving parts aside, the choice between your long-term debt rate and the -- I will call it the generic rate, if I can, arising from the Board's generic proceeding.

Now, I would like to understand, if I can, the criteria you used to choose the long-term debt rate.  Mr. Barrett, I think, in response to a question this morning, said that it had something to do with the duration of the accounts; is that correct?


MR. BARRETT:  Yes.  What I said this morning is we looked at the duration of -- expected duration of the accounts, and we looked at our debt portfolio and determined the average term of our debt portfolio, and we saw that there was a reasonable matching of those terms.


On that basis, and reflecting what had happened during the interim period, we proposed the long-term debt rate.


MR. WARREN:  Was it -- was duration the only criterion you used, or did it have anything to do, for example, with the nature of your business or the size of the deferral accounts, or were those kinds of things relevant, or is it simply the duration of the accounts?


MR. BARRETT:  I think that some of these accounts are fairly sizeable, and, in that circumstance, you are thinking very critically about the cost of financing those large balances.


As Ms. Ladak mentioned, we also were informed, to some degree, on the basis of what was done during the interim period.


MR. WARREN:  Now, when you were comparing or considering the option of a generic interest rate, did you examine whether, for example, some of the other utilities in the province, for example, Toronto Hydro, might have had deferral accounts of roughly the same size and/or duration to see if they were comparable?


MR. BARRETT:  I don't recall the specifics of our analysis.


MR. WARREN:  Do any of the other panel members know if you compared the deferral accounts you have with some of the other utilities, in terms of duration or the size of the deferral account?  Do you know if you did that?


MS. LADAK:  No, we didn't specifically do that.  When we first looked at it, we looked at the rates that were established for the LDCs and we -- we assumed that the rates were -- the generic rates were established, because there's a significant number of LDCs and we weren't sure, in terms of ease of administration, that perhaps that was one of the reasons for selecting a standard rate for all of the LDCs, which we didn't think was appropriate for us.


MR. WARREN:  You posed that question to yourself, whether ease of administration.


But let me ask the question this way.  If, for example -- and I don't know this.  This is a hypothetical, okay.  If, for example, an LDC the size of Toronto Hydro had deferral accounts of similar -- roughly similar size and duration, is there any reason why, if the generic interest rate applies to them, it shouldn't apply to you, as well?


MS. LADAK:  We assumed we were going through -- our cost of capital was being examined as part of our hearing, so we thought this was a reasonable approach to take.


MR. WARREN:  It is an easy approach to take in terms of administration; fair enough?


MS. LADAK:  It's easier, as well, yes.  It matches our cost of financing, though, true.


MR. WARREN:  But in terms of comparisons, you can't help me out, because you don't recall whether you did 

that --


MS. LADAK:  I don't believe we did.


MR. WARREN:  You don't believe you did?


MS. LADAK:  Yes.


MR. BARRETT:  One thing I do recall, though, is I believe the Ontario Energy Board Act requires an annual review of deferral account balances for both the gas utilities and electrical LDCs.  I am not 100 percent certain of that, but that is my recollection.


If that was the case, then the terms would not line up.


MR. WARREN:  Can I turn, then, to the parts account?  Mr. Barrett, if you can just help me to confirm something?


Do you have a copy of Ontario Regulation 53/05 with you?


MR. BARRETT:  I do.


MR. WARREN:  I just want to make sure I understand the sections of that regulation which give rise to the parts account.


Am I right - please correct me if I am wrong - that it's a combination of section 5.4 --


MR. BARRETT:  Yes, that is relevant.


MR. WARREN:  -- and 6.2.3.


MR. BARRETT:  Yes.  It deals with parts recovery.


MR. WARREN:  And if I look at 6.2.3 -- if we both look at 6.2.3, it says:

"The Board shall ensure that Ontario Power Generation recovers the balance recorded in the deferral account established. Under subsection 5.4, the Board shall authorize recovery of the balance on a straight-line basis over a period not to exceed 15 years."


So it isn't necessarily going to be 15 years long; right?


MR. BARRETT:  That's correct.


MR. WARREN:  On what basis will a decision be taken, for example, by this Board -- and correct me if I am misinterpreting it.  As I understand it, it is the Board that is to decide whether the recovery is to be for 15 years or some shorter period of time; is that correct?


MR. BARRETT:  That is correct.


MR. WARREN:  Can you tell me what evidence there is before the Board, in this case, upon which -- sorry.  I'm missing a step.


Is it your proposal that the account be recovered over a period of 15 years?


MR. BARRETT:  Yes, it is.


MR. WARREN:  And your rationale -- sorry, your rationale for that and the evidence in support of that rationale is what, or are what?


MR. BARRETT:  It relates to the expected life of the facility.  We tried to match the recovery to the benefits that flow from the return to service of those units.


MR. WARREN:  Now, the decision to seek a higher interest rate for the parts deferral account, is that -- is there some requirement, for example, of the capital markets or the credit reporting agencies that you seek a higher interest for the parts account?


MR. BARRETT:  No, there isn't, as far as I know.


Our rationale was, as I think I might have indicated earlier, 15 years is a fairly long term to finance a regulatory asset.  And, in that circumstance, we thought it appropriate that you would use a long-term cost of capital, which is, in our proposal, WACC.



MR. WARREN:  Did you seek any outside third party or independent advice before you came up with this proposal?


MR. BARRETT:  No, we did not.


MR. WARREN:  Finally, did you consider adding parts to your rate base?


MS. LADAK:  When we started the parts project -- are you talking on an ongoing -- like, going forward?


MR. WARREN:  Yes.


MS. LADAK:  No, we did not, because it is not a fixed asset.


MR. WARREN:  Okay.  My final series of questions -- or my third series of questions, panel, have to do with your proposal with respect to pension costs, and I have just a few questions there.


First of all, panel, can you just explain to me, mechanically, how it is the $75 million threshold or trigger is supposed to work?


I am sure I am the dumbest guy in the room and doesn't understand how it works, but can you just explain to me how that works?


MR. BARRETT:  Yes, I can.  If we had, for example, a variance in one year and it was, say, $15 million, it wouldn't push through the threshold.  As a consequence, we wouldn't seek recovery.


I think what we say in the evidence -- and perhaps I can just find the precise description.  Here it is.


So in my version, it is J1, tab 3, schedule 1, page 12 of 19, and I am looking at lines 13 through 15.  What we say there is that if the accumulated actual variance plus the forecast variance to the end of the bridge year exceeds the $75 million, then we would propose to recover or refund the forecast balance over the coming test period.


MR. WARREN:  Is it the difference between 75 million and the actual amount, or what amount -- let's assume it is 75 million and one dollar.  What do you seek to recover?

MR. BARRETT:  We would propose to recover or return, depending on the circumstance, the entire amount in the account.

MR. WARREN:  Now, am I correct, Mr. Barrett, in my understanding that utilities are, as a general rule, responsible for the prudent management of their pension accounts?

MR. BARRETT:  Yes, that's correct.

MR. WARREN:  And why, then, should OPG be in any different situation from any other utility with respect to being responsible for the prudent management of their pension account?

MR. BARRETT:  We would be responsible for the prudent management of our account.

This proposed variance account just deals with one factor, and that's the discount rate, and that's a factor which is established independent of OPG.  It's a factor over which we don't have control, and may not know in advance.

As an example, if you look forward to the next rate case, we are planning at this point to file in the first quarter of 2009 an application that would cover the 2010 and 2011 period, and we will be using the information that is available to us at that time to make our application.

These discount rates, which are used to calculate the pension expense, are set essentially at January 1.  So on January 1, 2010, a number will be set which will cover the 2010 period, and in January 1, 2011, a discount rate which will be set which will cover the 2011 period.

We won't know when we file and when we have that hearing in 2009, what those numbers are going to be.  We will have a forecast, but we won't know.

MR. WARREN:  Is there -- Mr. Barrett, can you help me out -- is there much variation over time in the discount rate?

MR. BARRETT:  There has been, and maybe I will ask Ms. Ladak to speak to that.

MS. LADAK:  Yes.  It's just that there has been some variation in the discount rates over the past few years, but even a small variation in the discount rate, even 25 basis points can result in a significant impact on the pension expense.

I think we have quantified that in our evidence.

MR. WARREN:  Yes, I see the numbers, but what I don't have is the historical information on how much variation there has been in the discount rate.  What you're telling me is there has been significant variation in the discounts rate?

MS. LADAK:  There have been, yes.

MR. WARREN:  Do you know, Mr. Barrett or other members of the panel, is there any precedent you can point me to where there has been this regulatory treatment for a deferral account for variations in the discount rate?

I am not aware of any, but perhaps you can help me.

MR. BARRETT:  We were asked that specific question, I think, in preparation of the -- in advance of the technical conference.  This question came from Board Staff.

There is actually an undertaking which deals with our response, and that is JT1.1.

We were -– I'll be candid -- we weren't able to find many examples, but we did find two examples, or three examples, rather.

Circumstances in the Northwest -- dealing with Northland Utilities in the Northwest Territories, and Yellowknife, and also Terasen Gas.

MR. WARREN:  Is there any difference between the -- your responsibility for the accuracy of your forecast in this area, the discount rate, as opposed to other areas where you might be responsible for the accuracy of your forecast?

In other words, how does this differ from other areas where you might be responsible?  For example cost, of short-term debt, cost of long-term debt, and so on.

MR. BARRETT:  I think the main difference from my perspective is that, as Ms. Ladak has mentioned, a fairly small difference in the discount rate can have a very significant difference in the amount of pension expense.

I think, in part, that is a function of the size of our pension obligation.

MR. WARREN:  Is it, for example, did you get feedback from DBRS or Standard & Poor's or any of the other rating agencies with respect to this issue?  A direction from them that it would be a good idea to seek this deferral account?

MR. BARRETT:  No, I don't believe so.

MR. WARREN:  My final question, panel, is:  What are the implications, if any, for you if the Board were to deny this particular form of relief?

MR. BARRETT:  There was, again, a technical conference question.  This is KT1.6, and in this question, Ms. McShane was asked what would be the impact on her recommendations for ROE and capital structure, if certain accounts which we propose, were not approved by the Board.

I think in that answer, she deals with four accounts together, and says that the impact would be approximately 25 to 50 basis point on her recommendation.

I believe there is a current undertaking, which is to try and tease out -- to the extent that Ms. McShane can -- the specific impacts of individual accounts.

MR. WARREN:  Thank you very much, panel, those are my questions.  Thank you.

MR. KAISER:  Thank you.

Mr. Thompson.

MR. RUPERT:  Wait, Mr. Thompson, before you start.

Can I ask you a question, Mr. Barrett, on the pension thing, just to follow up while we're at this point from Mr. Warren's questions.  I just want to understand how it would work.

The pension cost that OPG books has got several components to it in the accounting.  There's the current service cost, there's interest on the liability, there's expected return on planned assets.  Your notes show there are five, at least, elements coming up to the total cost that is booked.  

Is your proposal for this variance account that only the change in the interest rate used to discount the liability is the only factor that would trigger, possibly, this variance account being used?
    MR. BARRETT:  Yes, that's correct.
    MR. RUPERT:  So if -- and some these, I assume, may be offsetting effects.  So for example, if interest rates went down, or they changed -- let's say they went down and there was a bigger liability, but there is an offsetting effect somewhere else in another one of these items, for example, you wouldn't be looking at the total change of the pension cost.  You would be saying, I am going to isolate my calculated portion of the pension costs that relates to this change in the discount rate, and it's that piece that we'll defer, irrespective of whether that piece is actually the overall increase in pension costs.  The increase in pension costs may be smaller.

Are you deferring just the change in pension cost from what you filed to what you may get?  Or are you sort of going deeper and saying, and in an extreme case, say:  The pension cost hasn't changed very much, but these discount rates and so on have changed.  Would you be saying, even if there is a zero change in the pension cost, you might still avail yourself of the deferral account because you would say that absent that change in the discount rate, the pension cost would have changed by over $75 million?

MR. BARRETT:  An interesting question.  Excuse me.  

[Witness panel confers]

MR. BARRETT:  That's an interesting question.  I think it's our understanding that these other factors, which you have indicated, tend not to have a significant impact on the expense, but I think the best thing is for us to go away and consider that question, and provide a full and complete response.

MR. RUPERT:  That would be good, if you could.

If you go to, if you wouldn't mind right now, I think note 12 to your 2007 financial statements.  Right towards -- page 103 of your annual report for the last year.

As you are looking at that, maybe you could also specify, of those -- you see at the top of the page, the table called "current costs recognized"?

MS. LADAK:  Yes.

MR. RUPERT:  Which ones of those lines, which contribute to the actual cost recognized, would be affected by the change in discount rate?

I assume that a change in discount rate might lead to some sort of an actuarial loss and that might get amortized over who knows how long, but I would just like to understand which elements of cost would be affected by this change in discount rates and whether, in fact, in looking back in past years, what you're saying about these other elements are right, that they don't move around much.  Or do they, in relation to the size of the move that would be caused by this change in discount rate?

MR. BARRETT:  We can do that.

MR. RUPERT:  Okay, thanks.

MS. CAMPBELL:  That would be undertaking J14.4.  
UNDERTAKING NO. J14.4:  TO ELABORATE ON THE OPERATION OF THE PROPOSED PENSION/OPEB DEFERRAL ACCOUNT, SPECIFICALLY WHETHER THE AMOUNTS NEEDED IN THE ACCOUNT WOULD BE RESTRICTED SOLELY TO THE IMPACT OF A CHANGE IN DISCOUNT RATES ON PENSION/OPEB EXPENSE IN THE TEST PERIOD, OR WHETHER ANY OFFSETTING CHANGES IN OTHER ELEMENTS OF PENSION/OPEB EXPENSE WOULD BE INCLUDED

MR. RUPERT:  Sorry, Mr. Thompson.  

MR. THOMPSON:  Thank you, Mr. Chairman.
Cross-examination by Mr. Thompson:

MR. THOMPSON:  Mr. Barrett, just by way of starting with the concepts, what we have in this case has been, as has been discussed by previous questioners, is we have the Regulation 53/05, which is one aspect of the relief that's being proposed, as I understand it; is that fair?  One justification for the deferral account relief proposed is the regulation?


MR. BARRETT:  That's correct.


MR. THOMPSON:  And that's what I call the "do as you are told" aspect of regulation in this case.  It's the government telling this Board what to do.


But there are, over and above that, some other proposals that you put forward, which I understand you to be presenting on the basis of traditional regulatory principles?


MR. BARRETT:  Yes, that's correct.


MR. THOMPSON:  Would you agree with me that one of the traditional regulatory principles that this Board has applied in the past is that regulation should be a surrogate for competition?


MR. BARRETT:  That principle has been used, yes.


MR. THOMPSON:  All right.  Does OPG accept that as one of the guiding principles that should be applied in this case?


MR. BARRETT:  It's not clear to me how that principle would apply to these accounts, sitting here.


MR. THOMPSON:  Okay.  Well, I will come back to it, if I might, in a moment.


If I could just start with an overview of the deferral and variance account, the presentation of the company, and this is the way you start in your Exhibit J1, tab 1, schedule 1.


As I understand it, there are four categories of deferral and variance accounts that you have discussed in your testimony, and the first is the existing deferral and variance accounts and the balances to be cleared.


MR. BARRETT:  Yes.


MR. THOMPSON:  Is that correct?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  And then we move from there, as I understand it, to the -- a proposal to continue existing variance and deferral accounts; is that correct?


MR. BARRETT:  Yes, we propose to continue some of them.


MR. THOMPSON:  Then we also have a proposal to establish new deferral accounts in the evidence; is that correct?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  And then there is a fourth category, notice of potential future accounts.  This is discussed in Exhibit J1, tab 3, schedule 1, I believe, in section 5 starting at page 16.


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  In that section of the evidence, you list, as I read it, six categories of potential future accounts:  Unforeseen changes in nuclear technology, changes in regulatory requirements, acts of God, transmission restrictions and limitations, First Nations settlement, and changes in the gross revenue charge.


Is that correct?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  Now, what's the Board supposed to do with this category of proposal?  Are we supposed to address that in argument, or is that just out there for information purposes?


MR. BARRETT:  I would describe it as being out there for information purposes.  I think, as I have indicated before, all utilities have the ability to file accounting orders to deal with circumstances that may arise after the Board issues an order.


This was just our attempt to be more transparent about that reality.


MR. THOMPSON:  Okay.  So silence won't be construed -- with respect to those six topics, will not be construed as acquiescence?


MR. PENNY:  No, that's correct, Mr. Thompson.  As Mr. Barrett I think has indicated, we have to come forward and justify the time and be on notice, and everybody would get to say whatever they want to say about it.


MR. THOMPSON:  Well, I won't waste time, then, questioning on those categories of account.


Let's go back, then, to the first category, the existing deferral and variance accounts and the balances to be cleared, and my understanding here is that we have two categories of account on the hydro side and four on the nuclear side.


There are sub-accounts in one of the hydro accounts and in one of the nuclear accounts.  Is that the big picture?


MR. BARRETT:  That's the picture, yes.


MR. THOMPSON:  In terms of amounts, am I correct -- if I look at table 1, Exhibit J1, tab 1, schedule 1, table 1, what I see there in lines 1 and 2, as I understand it, are the hydro accounts, interim variance account, which includes water conditions, I think, and ancillary services.


On a cumulative basis, that is a debit balance, as I understand it, as of December 31, 2007, of $13.4 million.  That's Exhibit J1, tab 1, schedule 1, table 1, line 1, column 3.  Have I got that straight?


MR. PENNY:  Mr. Thompson, are you using the update, the green page that was passed out?


MR. THOMPSON:  Yes.  It is actually white because -- but it's June 18, 2008?


MR. PENNY:  That's the right date, yes.


MR. THOMPSON:  Yes.


MR. BARRETT:  Sorry, what was the question again, sir?


MR. THOMPSON:  The interim variance account at line 1 is as of December 31, 2007, and that's cumulative to that point in time as a debit balance of 13.4 million?


MS. LADAK:  Yes, that's correct.


MR. THOMPSON:  Okay.  And the segregated mode and water transactions net revenue variance account on a cumulative basis to December 31, 2007 is $16.2 million?


MS. LADAK:  That's correct.


MR. THOMPSON:  Is that right?  And there is backup for that in the tables that follow, but just on that last point, my understanding is that that is 50 percent of the segregated mode and water transactions net revenue?


MS. LADAK:  That's not correct.


We have a formula, as I mentioned previously, to calculate the amount of revenue that we are going to be giving back to ratepayers.


So we take a look at all of the seg mode revenue that we earn, and the transactions that were undertaken during certain periods of time are subject to the sharing mechanism.  Then we give ratepayers 100 percent of the difference between our regulated rate of $33 and HOEP, and then we give 50 percent of the difference between HOEP and the contract price.


MR. THOMPSON:  All right.  Well, if the Board were to -- I had this discussion with an earlier panel.  I was trying to figure out:  What is the total revenue that has been received by the company with respect to these transactions?


We danced around and I was told, Take it up with this panel.


MS. LADAK:  Yes.


MR. THOMPSON:  So if it was 100 percent cumulative to December 31, 2007, what would the amount be rather than $16.2 million?


MR. BARRETT:  There is actually an undertaking I think we're going to refer you to.


MS. LADAK:  It is undertaking J4.5.


MR. THOMPSON:  Okay.  The number is, sorry?


MR. MAUTI:  4.5.


MR. PENNY:  The dollar amount.


MS. LADAK:  Oh, the dollar amount?  Okay.


MR. BARRETT:  That table presents the revenues on an annual basis for the interim period.  I guess we could total them up.


MS. LADAK:  It's about $185 million.


MR. THOMPSON:  Sorry, how much?


MS. LADAK:  I believe it is about $185 million.


MR. BARRETT:  That's the total revenue from segregated mode operations.


MR. THOMPSON:  But what you're proposing to credit to ratepayers, as I understood the evidence, was a share of the net revenue accumulated -- so that is revenue less expenses?


MS. LADAK:  Yes.


MR. THOMPSON:  Accumulated to December 31, 2007.  I thought we were told it was a 50 percent share.


MS. LADAK:  Well, there are different periods of time when we enter the seg mode transactions, so if it is during the period of time when the market is over 1,900 megawatt hours, OPG retains that revenue, because we have the hydroelectric incentive mechanism.


So any time market conditions exceed 1,900 megawatt hours, OPG is entitled to earn the market price.  So for revenue above that amount, above 1,900 megawatt hours, we would retain that entire amount.


So then the portion of revenue that is shared is when conditions are below 1,900 megawatt hours.


MR. THOMPSON:  All right.  So is the number 16.2 million 100 percent of those dollars, or something less than 100 percent of those dollars that you say should be shared?


MS. LADAK:  Well, that's the sharing mechanism.  We're saying a portion of it, 100 percent goes to ratepayers, and for the remaining portion, 50 percent goes.  


MR. BARRETT:  This is the amount we are proposing to return to ratepayers.

MR. THOMPSON:  16.2, I understand -- 

MR. BARRETT:  Yes.  That is what spills off from the formula that we have used.

MR. THOMPSON:  Well, let me ask this.  This is some sort of ex gratia offer you are making.  It is not required by the regulation.

MR. BARRETT:  It's not required by the regulation.  When we thought about this issue, we thought that it would be appropriate to return this amount.  We wanted to conduct ourselves in a reasonable way.  We thought that being reasonable in our proposals would result in us receiving reasonable treatment.

MR. THOMPSON:  All right.

And is there a sharing of these revenues as between the company and the ratepayer?  In other words, are you keeping something?

MS. LADAK:  Yes.  For that portion, as I explained, when we're below the 1,900 megawatt-hours, we're keeping 50 percent of the revenues that we earn, which is related to the difference between the contract price that we get with Hydro Quebec, less HOEP in Ontario.

MR. THOMPSON:  And that particular amount, is that 16.2 million that you are keeping?

MS. LADAK:  The 16.2 is a combination of -- actually, no.  That's correct, that is the 16.2 that we're keeping.

MR. THOMPSON:  You keep 16.2 and you give us 16.2.  Is that right?

MR. BARRETT:  I don't think that is quite right, sir.  Just one minute.

MR. PENNY:  I don't want to interject, but it might help if we look, I think, if we look at J1, tab 1, schedule 1, table 3 under the heading "segregated mode and water transactions", there's the line 17 that says "net revenue to share."

I don't know if that helps in parsing this out.  I think, as I understand it, what you are looking for, Mr. Thompson, is what the 50 percent sharing piece is on a stand-alone basis.

MR. THOMPSON:  That's right.  And if it were 100 percent, what would 16.2 become?  I am happy to have it by way of an undertaking, if this is getting too confusing.

MR. BARRETT:  Well, I think Mr. Thompson, if you look at that table, J1, tab 1, schedule 1, table 3, and you look at line 18, there is a line that says: "Ratepayers share at 50 percent."

MR. THOMPSON:  All right.

MR. BARRETT:  So to the extent that the ratepayer got 100 percent, you would just double that line.

MR. THOMPSON:  And I have to add them up, right?

MR. BARRETT:  You would have to add them up, yes, because this is --

MR. RUPERT:  Mr. Barrett, just while you are on this, to help me, then, to get to 16.2 on table 1, I have to add up, what, nine or 12 numbers here?  There is the line 14, three years.  Line 18, three years.  Line -- or just those two lines?  Is that what makes 16.2?  I haven't added it up.  I just want to understand how it links into the front table.

MS. LADAK:  It's actually -- it's line 19 for all three years, plus line 21 for all three years.

MR. PENNY:  We're focussing on seg mode, but it actually includes water -- a small, small piece of it, but there is also water transactions that are thrown in there, as well.

MR. RUPERT:  That gets you to 16.2 million, does it?  Okay.

MS. LADAK:  Yes.  Line 19 comes out to about $12 million, and then line 21 is about $4 million.

MR. THOMPSON:  What's the line at line 15, revenues for 50/50 there?  Is that something that's --

MS. LADAK:  So that's that piece --

MR. THOMPSON:  That's the gross amount that you are then netting below, is that right?

MS. LADAK:  Yes.

MR. THOMPSON:  Okay.  Then the 16.2, if I have done this correctly, would become, is that I think -- you would add 4.7 to it, if the share for ratepayers was 100 percent rather than 50 percent?

MR. BARRETT:  Yes.  That is what I calculate.

MR. THOMPSON:  Thanks.  Sorry to get bogged down there.

And then, so the net of those two amounts is a $2.8 million credit for hydro.

As I understand it, your proposal is simply to clear that as a credit to the hydroelectric revenue requirement for the test period.

MR. BARRETT:  That's right.

MR. THOMPSON:  Then, again, just big picture, in terms of amounts, what we see if I am reading this correctly, in table 1, lines 4 through to 6, are the nuclear deferral account balances.

On a cumulative basis, they total, as I understand this, $342.1 million to December 31, 2007.

MS. LADAK:  Yes, that's correct.

MR. THOMPSON:  And if we go to table 4, we can see that 183.8 of that relates to Pickering A return to service, the parts deferral account.  And the big pieces are parts, and line 2, the nuclear liability deferral account.

MS. LADAK:  Yes, that's correct.

MR. THOMPSON:  Okay.  And just to understand what your clearance proposal is with respect to that number, I think if we go to -- correct me if I'm wrong -- but if we go to Exhibit J1, tab 2, schedule 1, table 1 -- which is "summary of deferral and variance accounts, recovery period and methodology" -- we see at line 11 in the first column the 342.1 dollar amount that is on table one; correct?

MS. LADAK:  That's correct.

MR. THOMPSON:  And then over in column 3, you are proposing to recover 128 million of that in the test period, the 21-month test period?

MS. LADAK:  That's right.

MR. THOMPSON:  Then that leaves, as I calculate it, 224 million of deferral accounts accumulated to December 31, 2007, to be recovered in the next test period, which would begin January 1, 2010.  Am I right?

MR. BARRETT:  No, I don't think that's correct, because the parts amortization will extend beyond the next test period.

MR. THOMPSON:  Okay.  So it is 224, less amortization?

MS. LADAK:  Yes, plus interest on those balances, as well.

MR. THOMPSON:  So I can't just simply subtract 128 from 342 to get what's carrying forward?

MS. LADAK:  That is what's carrying forward.  But it is not the amount that will be recovered in the next rate application, because the amount related to the parts deferral account will be carried forward into future periods, as well.

MR. BARRETT:  Subject to the Board's --

MR. THOMPSON:  Yes, I understand that.  It's going out –- well, as you show in line 7, test period plus 10 years.

MS. LADAK:  Yes.

MR. BARRETT:  That's right.

MR. THOMPSON:  The other ones that are carrying beyond are test period plus one year, in lines 8, 9 and 10.  Right?

MS. LADAK:  Yes.

MR. THOMPSON:  Okay.  Anyway, that is a big number that's left over.  Am I right?

MS. LADAK:  We're just following the provisions in the regulation that say to recover them over a period of three years.

MR. THOMPSON:  Okay.  All right.  Well, then let's turn, then, from that sort of high-level overview of the dollars to, if we could, the existing deferral accounts.

The first one is the parts -- this is in nuclear, I'm talking about now -- is the parts deferral account, which is in table 4 of the J1, tab 1, schedule 1 exhibit; as we noted, $183.8 million.  

We, then, at table 5, as I understand it, have the derivation of that amount on a year-by-year basis.

MS. LADAK:  Yes.

MR. THOMPSON:  Stopping there, do I understand that correctly?

MR. MAUTI:  Yes, that's correct.

MR. THOMPSON:  Now, I sort of call this the Edsel deferral account, since you're spending a whole lot of money to -- with respect to an old piece of your nuclear fleet.

As I understand it, the decision has been made not to return Pickering A to service.  Is that right?  The two units.

MR. BARRETT:  Units 2 and 3, that's right.


MS. LADAK:  These costs relate to returning unit 1 to service.


MR. THOMPSON:  Now, in terms of the -- what is being deducted from these costs at line 1 in table 5 is accumulated amortization, and it goes from 1.9 million in 2005 to a much larger number in 2006, and then an even larger number in 2007.


Could you just explain how that number is derived?


MS. LADAK:  Sure.  The amount that we have recorded as the accumulated amortization, that reflects the amount that we have recovered for the parts deferral account through our existing interim rates that we're under.


MR. THOMPSON:  How was that determined?


MS. LADAK:  We did a forecast back in 2004 of the costs associated with returning unit 1 to service.  At that time, we also had costs associated with units 2 and 3.


Once unit 1 was expected to return to service in 2005, we had started amortizing those costs, and that amortization expense was built into our interim rates.


MR. THOMPSON:  Okay.  Now, is that forecast something that's in -- there's a document somewhere referred to as the forecast being on the OEB's website.  Is that where I find the amortization forecast that you are reflecting in this --


MS. LADAK:  That level of detail is not in that forecast, but we have provided -- it's on the next page here.  On J1, tab 1, schedule 1, table 6, it shows the amount of costs that were included in that, what we call the reference plan.


So it shows there is a total of $143 million of costs built into the interim rates, and it just goes through the methodology.  So then we had the amount of production that was built into the interim rates, and we calculated an annual rate for 2005, 2006 and 2007.


And that represents the amount of costs associated with that deferral account that were built into our rates.  We then multiplied that rate by the actual nuclear production in 2005, 2006 and 2007, because that represents the amount of costs that we recovered in those years.


MR. BARRETT:  The overall goal of this exercise, Mr. Thompson, was to get, at the end of the day to, recovering or amortizing the amount that was set in the interim rate period.  So the new starting balance for the post interim period would not be high or low.  It would be the right balance from that perspective.


MR. THOMPSON:  Is there any judgment involved in that, I mean, in terms of determining those amortization amounts, or is this just a mechanical exercise of coming up with these numbers?


MS. LADAK:  It was a mechanical exercise.


MR. RUPERT:  Can I ask Ms. Ladak on this table 6, if I am reading it correctly, and let me know if I am?


You're saying in the column under "reference plan" called "total", that was the forecast?


MS. LADAK:  Yes.


MR. RUPERT:  The actual amortization is some about $19 million lower; right?


MS. LADAK:  Right.


MR. RUPERT:  So that $19 million lower amortization for those three years, effectively it is carried forward into the future?


MS. LADAK:  Right.


MR. RUPERT:  Given that you have this forecast, why was it necessary to do this unit of production type of amortization, since the numbers were known with certainty?  Why not just amortize 96.7 million last year?


MS. LADAK:  We were taking a look at what we had actually recovered through the rates.


MR. RUPERT:  No.  I'm saying if your rates were set assuming the $96 million, then why not amortize 96.7 million in 2007?  Why even tie it to your production from the plants, if the amounts to be recovered are known with certainty?


MS. LADAK:  Well --


MR. BARRETT:  Since the actual production would be different than the forecast production, if we didn't take that into the account, we wouldn't have a balance at the end of this period which would ensure that we recover all of the parts amounts.


MR. RUPERT:  Okay.  I will come back to it.  My question is maybe more fundamental, is:  Why even do unit production amortization?  Why not just say it is X dollars per year irrespective of production?


MR. BARRETT:  Because the amount that was forecast at the time included recovery of costs associated with units 2 and 3, which were forecast to return to service, but they actually didn't.  But we still recovered those costs through those rates.  So if we didn't take the approach that we took, the balance at the end of -- on March 31, 2008 would have been a higher amount. 


We wouldn't have amortized as much, so we would be recovering costs again that we'd previously recovered through the interim rates.


MR. RUPERT:  Well, one more and I will return to Mr. Thompson, but am I right to say that your rates -- you're saying your rates for that interim period were based on $143.3 million of costs?


MS. LADAK:  Yes.


MR. RUPERT:  But you have only absorbed $124 million of costs?  Am I reading this right, the last column?  So you've got -- not the term, I realize, but you kind of made a profit of almost $20 million in this period on this; is that right?


MS. LADAK:  I don't think that is correct.


MR. BARRETT:  I don't think we would accept we made a profit, because we're taking into account -- essentially, we have calculated the unit rate that was baked into the interim rates, the dollars per megawatt-hour that you would recover from production.


Then we have used the actual production during that period to calculate the actual amount of amortization to recover.


MR. RUPERT:  Let me ponder that some more.  Sorry, Mr. Thompson.


MR. THOMPSON:  Okay, thanks.  I am going to move on now, in terms of the existing accounts, to the nuclear liability deferral account, and the amount here is set out in your financial statements, but it is also set out at chart 2 in Exhibit J1, tab 1, schedule 1 of about $131 million.


MR. BARRETT:  Sorry, can we have that reference again?


MR. THOMPSON:  Yes.  J1, tab 1, schedule 1, page 12, chart 2.


MR. BARRETT:  Yes.


MS. LADAK:  I have that now.


MR. THOMPSON:  And that's the $131 million that shows up in the table - I think it was table 4 that I referred to earlier - of $130.5 at line 2?


MS. LADAK:  Yes, that's right.


MR. THOMPSON:  Okay.  And just on table 4, the amount for this deferral account was zero in 2005 and zero in 2006.


Am I correct that that was because there was no change in the liability estimate until the reference plan showed up for December 31, 2006?


MS. LADAK:  Yes, that's correct.


MR. THOMPSON:  So if, in the test period, there is no new reference plan, then am I correct there would be no amounts to record to a nuclear liability deferral account  -- a new nuclear liability deferral account?


MR. BARRETT:  That is correct.


MS. LADAK:  That's correct.


MR. THOMPSON:  Okay.  So let me just, then, take you to the regulation that you say applies to this nuclear liability issue.


In terms of the existing account, I think I am correct that it is section 5.1(1); am I right?


MS. LADAK:  Yes, that's correct.


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  This directs you to establish a deferral account, and this covers from April 1, 2005, as I understand it, up to the effective date of the Board's first order.


If we assume that that is April 1 or March 31, 2008, that's what we're calling the interim period; am I correct?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  What you are to establish is this deferral account to record the revenue required impact of any change in its nuclear decommissioning liability arising from an approved reference plan approved after April 1, 2005, as reflected in the audited financial statements approved by the board of directors of OPG.


And then am I right that section 6, subsection 2, point 7 is a provision of the regulation that applies to this account?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  It says that:

"The Board shall ensure that the balances recorded in the deferral accounts established under subsections 5.1(1)..."


Just parenthetically, that's the interim nuclear liability account.  Right?

MR. BARRETT:  Yes, that's right.

MR. THOMPSON:  Okay.
"...are recovered on a straight-line basis over a period not to exceed three years, to the extent that the Board is satisfied that the revenue requirement impacts are accurately recorded in the accounts..."
And then it goes on:

"...based on the following items as reflected in the audited financial statements."

And it has a list of four items which had been referenced before on the record.

Would you agree with me that that language is open to an interpretation that the Board is to determine the manner in which the revenue requirement impacts of the nuclear liabilities are to be recorded for the interim period, as well as for the period after April 1, 2008?

MR. PENNY:  Well, that's a question of legal interpretation.  I suggest that we address that in argument.

MR. THOMPSON:  Okay.  Well, I am going to -- my questions proceed on the premise that that is the possible interpretation, so I am interested in the options for the deferral account treatment that you have developed here in your table 2.

Before I get there, though, I have to clarify a couple of points with respect to some methods that we have been describing for determining the revenue required impacts of the nuclear liabilities.

Mr. Barrett, you will be familiar with the discussion that has taken place about the flow-through method and the rate base method, and there have been some variance of those methods discussed.

MR. BARRETT:  Yes, I am generally familiar with that.

MR. THOMPSON:  Okay.  Just with respect to the flow-through method, can you -- I guess to help us understand this from both the company's point of view and other points of view that have been expressed, I think it might be helpful if you have in front of you Exhibit H1, tab 1, schedule 3.

MR. BARRETT:  H1, tab 1, schedule 3?

MR. THOMPSON:  Yes.

MR. BARRETT:  This is the exhibit that Mr. Long spoke to.

MR. THOMPSON:  Yes, it is.  It is referring to these nuclear waste management, the decommissioning costs in the revenue requirement, as well as cash requirements.

The other two documents you might want to have in hand are AMPCO interrogatory 55, which is Exhibit L, tab 2, schedule 5.

MR. BARRETT:  We are just going to dig that out.  
L2-55?

MR. THOMPSON:  Right.  That is the attachment to that is described "Facility rate base, nuclear".  Attachment 1.Do you have that?

MR. BARRETT:  No.  We are just turning that up.

MR. THOMPSON:  Okay.  It's attached to 55. 

MR. BARRETT:  Thank you.  We have L2-55.

Was there a third document?

MR. THOMPSON:  The third is K9.1, which is "A comparison of treatment of nuclear liability costs".

MR. BARRETT:  We have those three documents.

MR. THOMPSON:  Okay.  Now just in terms of the flow-through method, are we correct in understanding that the nuclear liability expenses to be recorded against OPG's income stream, under what has been characterized as the flow-through method, are as follows: the depreciation expense -- 

MR. PENNY:  Mr. Thompson, just before we carry on, I want to make sure everyone has the same pieces of paper.  You referred to a 9.1.  I just want to clarify.  We've got K7.1, which is "Comparison of treatment of nuclear liability costs".  Is that what you're referring to?

MR. THOMPSON:  Yes.  Sorry, is it 7?

MR. PENNY:  I believe it is 7.1.

MR. THOMPSON:  All right.  I'm sorry.

MR. PENNY:  Which has the rate base approach, the flow-through treatment, and option 2 from CIBC?

MR. THOMPSON:  Yes.

MR. PENNY:  That is 7.1, K7.1.

MR. THOMPSON:  My apologies.

We just want to make sure we understand the methodologies correctly.  So if we're dealing with the flow-through method or the financial statement reporting method, are we correct that the nuclear liability expenses that are recorded against OPG's income stream in a particular year include, first of all, the depreciation amount?

MR. BARRETT:  Yes.

MR. THOMPSON:  Secondly, an accretion amount?

MR. BARRETT:  Yes, that's right.

MR. THOMPSON:  And then there is a credit for earnings from the funds set aside previously to cover the liability?

MR. BARRETT:  Yes, that's right.

MR. THOMPSON:  Okay.  The accretion amount -– sorry, accretion is described at page 12 of the financial statement at Exhibit A2, tab 1, schedule 1.

And it says this:

"Accretion arises because liabilities for fixed asset removal and nuclear waste management are reported on a net present value basis.  Accretion expense is the increase in the carrying amount of the liabilities, due to the passage of time.  The resulting expense is included in operating expenses."

Can you refresh our memories, Mr. Barrett, as to how that amount is calculated?  What's the theory of that amount and how is it calculated?

MR. BARRETT:  I will actually ask Mr. Mauti or Ms. Ladak.

Again, this is outside the span of our -- this panel's evidence as far as I understand it but we will try to be helpful, to the extent that we know and can provide answers.

MR. THOMPSON:  I appreciate that.

MR. MAUTI:  As the present value for the various liability streams we have for decommissioning, used fuel and low- and intermediate-level waste, are discounted using sort of a discount rate and a factor, and as time progresses and that liability has to be trued up to reflect the next year's worth, present valuing, there is an interest factor applied to that, that basically goes into the accretion line of our financials.

MR. THOMPSON:  Are there accounting rules or legislation or regulation that tells us how that number is calculated in any year?

MR. MAUTI:  Yes.  I believe in 2003, the CICA did come up with requirements for asset retirement obligations, which lay out the parameters and rules.

MR. THOMPSON:  Is the theory of the calculation of the amount that eventually, over time, it will provide full funding of the liability?  If you set aside the accretion amounts, year after year after year, is the theory they're going to have full funding?

MR. MAUTI:  Funding is the right aspect.  The liability that you are accountable to discharge would grow over time, to hopefully match your estimated outflows, to be able to discharge that obligation in the years that those outflows occur.

MR. THOMPSON:  Okay.  Well, perhaps I asked the question poorly.


If that amount was set aside year after year, at the end of the day would you have a full funding condition, in theory?


MR. BARRETT:  I don't believe so, because the accretion, as I understand it, is just the increase, so that you are starting with an initial amount.  So you are starting with the ARO at a point in time, and then as you move forward, you add accretion to it.


So in order for it to be fully funded, you have to have an amount equal to both that ARO plus the accretion.


MR. THOMPSON:  Well, the reason I ask is it's described as the carrying amount of the liabilities, which to me means it's enough to cover -- to go out and borrow sufficient money to fund the liabilities.  Is that the way I should interpret that phrase?


MR. BARRETT:  I think the carrying amount is right, but you also need that initial ARO amount to cover off the liability, whether provided through your own funds or financed in some fashion.


MR. THOMPSON:  Let's just take a hypothetical.  If we had a brand new nuclear facility starting up tomorrow that cost $100, and so as of tomorrow -- this is the Thunder Bay nuclear plant -- and as of startup, there is some calculation of the liability to close that thing down, and that could be 50 years out or 40 years.


MR. BARRETT:  Or longer, yes.


MR. THOMPSON:  Hmm?


MR. BARRETT:  Or longer.


MR. THOMPSON:  Or longer, okay.  So you're going to need a certain amount of money 50 years out to close it down.  So that if you calculate the present value of that in year 1, it's going to be quite a small number; right?


MR. BARRETT:  Not necessarily.  I mean, as soon as you turn the plant on, you are taking all of the decommissioning and liability, as soon as the reactor goes critical, except that all of the --


MR. THOMPSON:  The net present value of it is a small number.


MR. MAUTI:  The net present value would be smaller than the dollars in the years that you would actually have to expend them, yes.


MR. THOMPSON:  Is the accretion amount the same number?


MR. MAUTI:  The accretion amount is the amount that that liability increases every year to try to match that future outflow.


MR. BARRETT:  So in your example, Mr. Thompson, if you had a nuclear plant that had a $100 cost to construct when you started it up, you might at that same instant be taking on a $100 ARO obligation, so your total fixed asset value at that point in time would be $200.


MR. THOMPSON:  Well, no, it is 150 years from now.  So the ARO is net present value; right?


MR. BARRETT:  It is net present value.  I'm saying in this example, the net present value, the ARO at that point in time is, say, 100 for purposes of illustration.  So the fixed asset value at that instant would be $200.


MR. THOMPSON:  I don't follow that.  If the fixed asset value is the net present value of 100 that we need 50 years from now, it is far less than 100.


MR. MAUTI:  If 100 is the dollars of the year you would need 50 years from now, or whatever that is discounted, it would be much smaller than 100.


MR. BARRETT:  Again, in my example, I'm saying that the present value is 100, just for simplicity.  So you're adding the present value plus the construction costs to get to 200.


MR. THOMPSON:  In any event, so the -- I will have to check that accounting rule, but your evidence is the accretion expense does not -- is not intended to -- if set aside year after year, not intended to provide the full funding?


MR. MAUTI:  Well, the funding with any long-term liability, you would want the funding level to eventually extinguish the liability and be matched.  The accretion is how we deal with the liability side of the equation and the ONFA funds, in dollars set aside and how those grow, become the funding part of that equation, so that they're two distinct processes we're talking about.


MR. BARRETT:  Just to use real numbers, Mr. Thompson, if you look at that schedule you asked us to turn up, H1, tab 1, schedule 3, page 2 of 2, on the bottom of that table, Mr. Long has shown the actual funding obligations, the cash funding obligations, for 2008 and 2009.


For example, if you look at 2009, the total funding obligations -- cash funding obligations are $450 million, and then if you look one line up -- or one section up, if you look at the total amount under our rate base proposal that we will recover in the revenue requirement, it's $394 million, which is less than the funding obligation we have during that year.


So to the extent that you went to a flow-through approach, which would provide even less funds to the company, there would be a bigger gap between what we receive and the revenue requirement and what we actually fund on a cash basis.


MR. THOMPSON:  Well, we went through this before, but the funding obligation is a by-product of your agreement with the province; right?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  And for all we know, you could have agreed to front end load the funding.


MR. BARRETT:  I think Mr. Long indicated that that was an aspect of the funding profile.


MR. THOMPSON:  At some point, it becomes fully funded and that funding obligations ceases; right?


MR. MAUTI:  At the inception of OPG, I believe there was somewhere in the neighbourhood of a $4 billion unfunded liability that, through our cash contributions, we are trying to make up that difference over time. 


MR. THOMPSON:  Okay.  So we will come back, then, to the flow-through method.  We have the accretion -- depreciation allowance, the accretion amount, and then the credit for income earned on the funds set aside.


We see that in the financial statements.


And so we must be correct, then, that for the purposes of determining OPG's profits on a financial statement basis, the profit is an amount that reflects a depreciation expense, plus the difference between the accretion amount and the funds earned amount -- the amounts earned on the funds?


MS. LADAK:  Yes, that's correct.


MR. THOMPSON:  And so the -- while you are obliged to report ARC as an asset, ARC is an account for which -- are we right ARC is an account for which full funding is eventually to be expected?


MR. BARRETT:  The asset retirement cost is part of the fixed asset value.  


MR. THOMPSON:  I'm sorry, I didn't hear you.


MR. BARRETT:  The asset retirement cost is part of the fixed asset value.  I wasn't sure I completely understood your question.  That would be -- the ARC will be recovered through depreciation of the fixed asset values.


MR. THOMPSON:  I had some clarifying questions that I think were deferred to Mr. Barrett about the extent to which ARC is in the prescribed facility rate base.


So just help me with this, if you wouldn't mind.  In H1, tab 1, schedule 3, we see -- I am looking at 2007.  We see the net book value of ARC at the third line of 2,528 million.  That we understand includes Pickering and Darlington and Bruce?


MR. BARRETT:  That's right.


MR. THOMPSON:  Okay.  Then if you look at L2-55, we see the 2007 at line 7, the gross plant -- sorry, the net plant at line 3 of 2,875 million; right?


MR. BARRETT:  For the prescribed facilities.


MR. THOMPSON:  Right.  The prescribed facilities exclude Bruce; am I correct?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  So there is no ARC with respect to Bruce in L-2-55?


MR. BARRETT:  Certainly in the line that you are referring us to.


MR. THOMPSON:  Okay.  Well, they back out ARC down below in the last line, nuclear decommissioning and waste disposal amounts, and that is the one million -- sorry, 1,369 million that we see for Pickering, Darlington in H-1, tab 1, schedule 3?


So I concluded that what's in the rate base for prescribed assets excludes Bruce, and excludes ARC for Bruce.

MR. BARRETT:  The rate base should exclude the fixed asset cost of Bruce, yes.

MR. THOMPSON:  Okay.  And so when we get to the other exhibit tomorrow, where we're dealing with Bruce on a GAAP basis -- the nuclear liabilities with respect to Bruce, are with Bruce, in the accounting that has been done for developing your revenue requirement?

MS. LADAK:  For purposes of that presentation of the income statement, it is.  Like the liabilities belong to OPG, but, yes, when we created that income statement, we included the Bruce liabilities in there with Bruce asset retirement costs.

MR. THOMPSON:  Now, the ARC amount for the company as a whole is, according to -- as of 2007, is $2,528 million.

Our understanding is that that is the net present value of the unfunded liabilities with respect to Bruce and Darlington, Pickering and Darlington.

MR. BARRETT:  I'm sorry.  I lost the thread of your question.

MR. THOMPSON:  I think -- let me back up.

Mr. Buonaguro was questioning Mr. Long, I think it was, trying to determine what ARC meant.

My understanding was he said it was the net present value of unfunded liabilities.

Do you recall that?

MR. BARRETT:  I don't recall that.  Do you have a transcript reference?

MR. THOMPSON:  Well, I do, but I don't have it with me at the moment.  Anyway, you tell me.  What is ARC?  Is it the net present value of all of the liabilities, or only the unfunded?

The discussion came up as a result of Mr. Buonaguro referring to the CIBC document that's attached to AMPCO 10, where -- throughout its time, but unfunded liabilities.

MR. PENNY:  Mr. Chairman, can I just do a reality check here?  Maybe I am completely off-base.  But Mr. Thompson has cross-examined Mr. Long on this twice.  He cross-examined him on the rate base panel, and then on the nuclear liability panel.  He made some reference to something being deferred to Mr. Barrett.

That's not my recollection.  The only things that have been deferred to Mr. Barrett had to do with issues of regulatory policy, and we're now in the realm of asking about something that Mr. Buonaguro asked Mr. Long, and I guess I would ask through you, Mr. Chairman, Mr. Thompson, what this has to do with deferral accounts and variance accounts.

MR. KAISER:  Mr. Thompson?

MR. THOMPSON:  Well, what I am leading to is to try and get a flow-through method calculation with respect to the deferral account liability in the interim period.

So I wanted to make sure that we understood these components of the flow-through method of calculation.

One of them is understanding the ARC value, and I had understood that when I raised with one of the panels, previously, questions about how much of the plug was nuclear liability-related, and Mr. Penny said:  Take that up with Mr. Barrett on the corporate panel.  If I am supposed to take it up with the next panel, I am happy to do it then.

MR. PENNY:  I don't think I said that at all.  But I mean we will try to be helpful, but my suggestion is, if you want to know how much of the deferral account -- how much the deferral account would change if the nuclear liability was accounted for in a different basis, that just get to it.

MR. THOMPSON:  Well, I will do that, but I would like Mr. Barrett, if you can tell me, what your understanding of NBV of ARC?  Is it unfunded?  Is it the 10 billion in the financial statements?  Help me with it, please.

MR. BARRETT:  I would defer to Mr. Long, who is the company's expert on this.

My layperson's understanding is that ARC and ARO equal each other at a point in time, and that the ARO is the total liability, not the unfunded portion.  But, again, we're way out of the area of my expertise.

MR. THOMPSON:  Okay.  Let's leave it there for now, and I will move on to the deferral account calculation in chart 2.  My understanding -- and you show this, as well, in a table, I think -- my understanding is that you have used the, what has been described as the rate base method to come up with 131 million.

MR. BARRETT:  Yes, that's right.

MR. THOMPSON:  Okay.  And am I correct that the -- well, what is the amount of rate base on which the $75.4 million has been calculated?

MR. BARRETT:  Well, there is actually an interrogatory on that very question.  If you can turn up L1, schedule 1.  On page 2 of 2 of that interrogatory response, there is a schedule which goes through that calculation.

MR. THOMPSON:  So it's a calculation.  It's 5.55 percent, if I am reading this correctly, on page 2, of the unfunded liability of 1.386 that I think is referenced in  -- sorry, it is -- how does this relate to the unfunded liability that we see in L2-55?  And again, that number is shown for ARC related to Pickering and Darlington, in line 2 of H1, tab 1, schedule 3?

Can you help me with that?

MR. BARRETT:  Sitting here, I don't believe I can.  No.

I mean I think the explanation for how this calculation is done is given in that interrogatory.

MR. THOMPSON:  It says: "Witness panel, variance deferral accounts."  That's you folks?

MR. BARRETT:  Yes.  We can explain this interrogatory response and how the numbers were calculated.  You were referencing us to a couple of other exhibits and trying to ask us, as I understood it, at least, to make comparisons between a set of numbers.

MR. THOMPSON:  All right.  Well, then, fine --

MR. BARRETT:  We can certainly explain the basis of the calculation here, and I would ask Ms. Ladak just to take you through that.  

MS. LADAK:  So at the end of 2006, the nuclear liability, as a result of the change in the reference plan, increased by $1.3 billion.  We looked at the various revenue requirement impacts as a result of that change.

The first one is depreciation. So when we recorded the increase in the liability, we recorded a corresponding amount in our fixed assets as asset retirement costs.

So we took the asset retirement costs and we divided it over the useful life of each of the stations that it pertained to, and that was the amount that we included in this deferral account for depreciation.

MR. THOMPSON:  Okay, thanks.  Now, can -- in terms of doing the calculation for the period -- and I guess it is the period January 1, '07 to December 31, '07, because that's the only year where we have this amount coming into account --

MS. LADAK:  Well it will come into -- in this application, yes.  The account does continue on into part of 2008.

MR. THOMPSON:  I understand that.  But in terms of this calculation for the period ending December 31, 2007, if we wanted to do that on a flow-through basis, how would we proceed?

MS. LADAK:  We would look into our financial statements and determine the accretion expense associated with the liability.

We could separate out the segregated fund earnings based on the contributions that were being made.

MR. THOMPSON:  Has that calculation been done?  Are we correct that you would look at accretion without the 1,396 in 2007, and then you would calculate accretion with the 1,396 in, and that would be the accretion expense, and then on the earnings on the funds, you would look at what was actually provided by way of funding in 2007 and calculate the incremental income on that?  Is that the way we would do this?


MS. LADAK:  Generally, yes.  We haven't done that, because that's not the method specified in the regulation.


MR. THOMPSON:  Well, we can argue that, but could you undertake to do that calculation for me; in other words, calculate what the deferral account balance would be if you applied the flow-through method rather than the rate base method?


MR. BARRETT:  Yes, we will undertake to do that.  It will, I think, take a little bit of work, but we will undertake to do that.


MS. CAMPBELL:  Sorry, J14.5.

UNDERTAKING NO. J14.5:  TO CALCULATE WHAT THE DEFERRAL ACCOUNT BALANCE WOULD BE APPLYING THE FLOW-THROUGH METHOD RATHER THAN THE RATE BASE METHOD.


MR. THOMPSON:  Thanks.  Now, in terms of the zero cost of capital method, am I correct we don't have any information on the record yet with respect to that method?  The flow-through method comes up with an expense less than 130 million, I think, but it will still be greater than -- it will be less than the 75 million, but it will be something greater than zero.


MR. BARRETT:  I'm not sure I understand the question, sorry.


MR. THOMPSON:  Well, let me ask you this.


In terms of the zero cost for the plug capital approach for unfunded liabilities, my understanding is that the theory is if you have a cost of a rate base item of 1.360 billion, roughly, and we're doing it at 5.55 percent, the theory is that if you actually borrowed that money at that cost, and then invested the borrowed money, you would get at least 5.55 percent and more.


So there is a set-off.  And the regulatory treatment is, therefore, to treat that item of capital as a zero cost.  Is that your understanding of the zero net?


MR. BARRETT:  My understanding of zero cost of capital is a circumstance where ratepayers are provided funds in the capital structure, and, in that circumstance, the utility wouldn't be allowed to earn a return on those ratepayer funds.


MR. THOMPSON:  But, in theory, if you receive a cost  -- if you receive $75 million on account of this notional borrowing of $1,355 million, if you actually borrowed it and invested the 1,355, you would earn, I suggest, more than the 5.55 percent --


MR. PENNY:  Well, Mr. --


MR. THOMPSON:  -- just by investing it in utilities of average risk.


MR. PENNY:  Mr. Chairman, again, Mr. Thompson has been over this with Mr. Long a couple of times.  He has been over it with Ms. McShane.  It has nothing to do with the deferral account.


I say that we're just -- Mr. Thompson's got -- we're certainly aware of Mr. Thompson's perspective, but he doesn't need to keep flogging that horse.


MR. THOMPSON:  Well, I suggest it is relevant as an alternative to what you have done in 2007, which would be the deferral account would be $75.4 million less, but I can argue that.  Let's move on.


Let's move on to the parts account.  Actually, I think I covered that off.


Let's move on to the continuance of the existing deferral accounts, and Mr. Warren has touched on this with you to some extent.


My understanding is that your plan is to clear balances in the interim deferral accounts to December 31, 2007; is that right?


MS. LADAK:  That's correct.


MR. BARRETT:  Yes, that's correct.


MR. THOMPSON:  So any accumulations in those accounts between January 1, 2008 and April 1, 2008 will roll over into the accounts that are continued, if they're continued?


MR. BARRETT:  Yes, for recovery in the next application.


MR. THOMPSON:  Thank you.


Okay.  And so you are proposing to continue all of these accounts, I believe.  With respect to the parts account, is there any change to the scope of that in the proposal to continue it?


MR. BARRETT:  There are no additional monies going into that account.  It is just the amortization of the existing balance, plus interest.


MR. THOMPSON:  Okay.  Do you expect any additions to the account; in other words, further costs?


MR. BARRETT:  No.


MR. THOMPSON:  Now, in terms of the nuclear liability account that you are proposing to continue, again, I am going back to 5.2(1), which is talking about this account post April 1, 2008.  It is says it is to capture the revenue requirement impact changes in the total nuclear decommissioning liability between the liability arising from the approved reference plan incorporating the Board's recent order and the liability arising from the current approved reference plan.


So the scope of that account is limited to a new reference plan?


MR. BARRETT:  That's right, a new approved reference plan.


MR. THOMPSON:  Yes.  So if there is nothing happening, then that account would be zero, just like it was in 2005 and 2006?


MR. BARRETT:  Subject to dealing with the balances.


MR. THOMPSON:  Yes, subject to that stub period carry forward.  Okay, thanks.


Let's move, then, to the new accounts, and these are not covered by the regulation, as I understand them; is that correct?


MR. BARRETT:  That's correct.


MR. THOMPSON:  So you are resorting to traditional methodology, and Mr. Warren has discussed the criteria with you to some degree.


Now, the first one is nuclear fuel.  Would you agree with me that nuclear generators operating in the competitive markets do not enjoy this protection that you are seeking?


MR. BARRETT:  They wouldn't have regulatory accounts, yes, with the following caveat, sorry, of OPG in its unique circumstance of both regulated and participating in competitive markets.


MR. THOMPSON:  Right.  But the rational here, as I understand it, you say these costs are becoming more commoditized and they're less controllable, and, therefore, you want protection?


MR. MAUTI:  There is more volatility in the acquisition of the uranium concentrate that is part of our fuel cycle, yes.


MR. THOMPSON:  Now the revenue account, this is -- it's a request for Board approval to continue the account you proposed for the interim period, is that right, the revenue sharing for water -- the segregated mode and the water transactions?


MR. BARRETT:  Yes, that's right.


MR. THOMPSON:  So the scope is the same?


MR. BARRETT:  Essentially, yes.


MR. THOMPSON:  And the sharing parameters are the same?


MR. BARRETT:  Essentially, yes.


MR. THOMPSON:  What do you mean "essentially"?


MR. BARRETT:  They are the same.


MR. THOMPSON:  Okay, thank you.


MR. BARRETT:  Sorry, with one caveat that Ms. Ladak reminds us, that we have proposed a different hydroelectric incentive mechanism in the test period as compared to the interim period.  The interim period used a 1,900 megawatt hour -- 1,900 megawatts of production in any hour as the cut-off point between regulated rates and market rates, and we have a slightly different methodology in the test period.


MR. THOMPSON:  Turning to the pension deferral account protection you're seeking and you discussed that with Mr. Warren, would you agree with me up regulated businesses don't have this retrospective protection that you are seeking?


MR. BARRETT:  As far as I know, that's correct, yes.


MR. THOMPSON:  And you have only been able to find as I understand it, a couple of examples in the utility world. 

So would you agree that this feature of regulation that you are proposing is not a feature that the Canadian utility of average risk enjoys?

MR. BARRETT:  It's not a common feature, that's right.

MR. THOMPSON:  The last area, I think, of new accounts, you are proposing is changes in taxation rates and rules, and you have included in here municipal taxes and a number of other items, I believe.

This seems like a pretty broad category of deferral account.  Are you aware of other average-risk Canadian utilities that have the benefit of such a broad taxation rate and rules variance account?

MS. LADAK:  Hydro One has pretty much the same account that we have proposed here.

MR. BARRETT:  I think, also, if you reference the Accounting Procedures Handbook for Ontario Electric Distribution Utilities, account 1592, you will see an account that has very similar features.

MR. RUPERT:  Mr. Barrett, can I ask you on that whether that would be true of all of the bulleted items, including -- the top of your page 15 -- the one dealing with tax assessments or reassessments?

Is it your understanding that that is part of the deferral account structure for distribution companies?

MR. BARRETT:  I am just looking at the account 1592, sir.

MS. CAMPBELL:  If I could, just for a second, I was planning on filing 1592, so perhaps the easiest thing is I should just file that excerpt right now, so that everybody has it in front of them.

MR. RUPERT:  Or we can wait until your examination, whatever you prefer.

MS. CAMPBELL:  No, as Mr. Barrett is discussing it --

MR. BARRETT:  There is, as I read 1592, two components of that account that deal with tax reassessments or new assessments, which is, I think, very similar to the wording that we have proposed.

MR. RUPERT:  Sorry.  Which part is that, Mr. Barrett?  I read the part here where it is time-limited or it relates to --

MR. BARRETT:  I am looking for example at A3:

"Any difference in PILs that result in change in distributors' opening 2006 balances for tax accounts, due to changes in debits and credits to those accounts arising from a tax reassessment."

MR. RUPERT:  Right.  But with A and B there, you're not proposing that your reassessment deferral account be similarly limited by 3A and 3B here, which specifies certain tax years and certain dates of receipt?

MR. BARRETT:  No.  Our proposal is broader than that, sir.

MR. RUPERT:  Yes, okay.

MS. CAMPBELL:  Excuse me, that should be given an exhibit number.  That's K14.3.
EXHIBIT NO. K14.3:  Accounting Procedures Handbook for Ontario Electric Distribution Utilities, account 1592.


MR. THOMPSON:  The last question, Mr. Barrett, is – well, second-last question is -- make it the last.

MR. BARRETT:  Small mercies.

MR. THOMPSON:  Your evidence suggests that you are worried about a provincial tax reassessment.

Did I read that right?

MS. LADAK:  We have had, since OPG was formed in 1999, we have had auditors, tax auditors reviewing our 1999 taxation year.  We have not had reviews of the subsequent years.  So there is a potential that we could receive a reassessment -- or assessment, excuse me.

MR. THOMPSON:  I just wonder if you can help us for what years we're talking about here.  This reassessment is discussed, I believe, it is at J3, schedule 1, page 15.

MS. LADAK:  Yes.  So, yes, we have not had assessments of our taxation years other than 1999.

MR. THOMPSON:  All right, but you say here you are:

"...currently being audited based on preliminary communications in respect to their initial filings, OPG expects to have a reassessment."
That is singular.  Now is that for one year, two --  

MS. LADAK:  Yes.  That relates to the audit for the 1999 year.

MR. THOMPSON:  1999 year only?

MS. LADAK:  Yes.

MR. THOMPSON:  So if you are given this deferral account protection that you seek, the amount of the reassessment of 1999 taxes would be captured in a subsequent period.  It would be '08-'09 or --

MS. LADAK:  I don't actually expect anything to go into that account.  We're nearing finalization of that -- with the audit is finalized.  We have been in discussions with the auditors and we're nearing conclusions.  We have actually built a lot of the information that came up as a result of that assessment into the update that we did in March.  So it is baked into our filing.

MR. THOMPSON:  So you are not -- are you expecting a reassessment now or not?

MS. LADAK:  Not for 1999.

MR. THOMPSON:  Have any other years been -- are any other taxation years in reassessment mode at the moment?

MS. LADAK:  They haven't even been assessed yet, is what I am saying.

MR. THOMPSON:  Not assessed?  Okay.

All of this is before 2005, right?

MS. LADAK:  That's correct.

MR. THOMPSON:  Okay, thanks very much.  Those are my questions.

MR. KAISER:  Thank you.  We'll take the afternoon break.

--- Recess taken at 3:34 p.m.


--- Upon resuming at 3:57 p.m.

MR. KAISER:  Please be seated.

Mr. Stephenson, anything for this panel?

MR. STEPHENSON:  I do, Mr. Chair, very briefly.  It's actually just a follow-up on the question about the pension deferral account question that I think my friend, Mr. Warren, was asking the panel about.
Cross-examination by Mr. Stephenson:

MR. STEPHENSON:  Mr. Barrett, I think this is for you.  I was involved in the Hydro One transmission case, a couple of years ago, relating to the 2007/2008 test period.  It is my recollection that Hydro One applied for, and the Board granted, a deferral account on pension costs differential.

I guess my question is that when you indicated you had done some looking at prior regulatory precedents.  Apparently you didn't come up with that one, but I am going to ask you in a minute a little bit more about it.

Are you familiar, generally, with that decision?  Are you familiar with the Board's decision in that case?

MR. BARRETT:  Very generally.

MR. STEPHENSON:  Maybe I can just say this.  I certainly don't have a copy of it handy, but obviously it is available generally.

Could I ask you, perhaps by way of undertaking, perhaps to take a look at that decision and perhaps advise us as to whether or not that is analogous, generally speaking, to what you are seeking here, whether it is broader, narrower or different than what you are seeking?  Is that possible, sir?

MR. BARRETT:  Yes, it is.

MR. STEPHENSON:  Okay.

MS. CAMPBELL:  Which decision are you referring to, Hydro One transmission or Hydro One distribution?

MR. STEPHENSON:  Hydro One transmission, 2007/2008.

My recollection was there was -- it was a settled issue, but it was contested, because Board Staff took a different view of it, and the Board actually ordered that there was to be a deferral account on that issue.

MS. CAMPBELL:  That would be J14.6.
UNDERTAKING NO. J14.6:  TO PROVIDE ANSWER AS TO WHETHER WHAT IS BEING REQUESTED IN THIS CASE IS ANALOGOUS TO HYDRO ONE TRANSMISSION 2007/2008 CASE.


MR. KAISER:  Anything further, Mr. Stephenson?

MR. STEPHENSON:  That's it.  Thank you very much.

MR. KAISER:  Mr. Shepherd.

MR. SHEPHERD:  I think Mr. Buonaguro will precede me.  He is going to be brief.

MR. KAISER:  All right.
Cross-examination by Mr. Buonaguro:


MR. BUONAGURO:  We were whispering there.  I think the EB number for that decision was either EB-2006-0501 or 2005-0501.

MR. RUPERT:  It went by various numbers, but 2006-0501, I think.

MR. BUONAGURO:  I just have a quick few questions.  If you could look at Exhibit K14.2, which is the document brief that AMPCO put in, just looking at the first page as an example, I understand that you have taken an undertaking to fill this out.  When I was looking at it, one of the things that didn't jump out to me was which one of these requested variance and deferral accounts was for the interim period, which ones were for the test period and which ones covered both periods.

I think that is an important distinction, particularly when it comes to the authority that you are relying on.  So I would just ask that when you are doing -- when you are performing the undertaking that has already been given, that you could perhaps add a column and indicate which ones are for the interim period, which ones are for the test period, and then which ones are for both, just by indicating interim, test period, both.  

It's just a simple thing for presentation purposes, so when we're using this exhibit, it is clear on the face of it what you are asking for.

MR. BARRETT:  We can add that to the undertaking and make that distinction clear.

MR. BUONAGURO:  Thank you.  That's all I have left.  Thanks.

MR. KAISER:  Mr. Shepherd.
Cross-examination by Mr. Shepherd:


MR. SHEPHERD:  Thank you, Mr. Chairman.  Let me first make sure I understand.  The schedules in J1, tab 1 and tab 2 were updated last night; right?

MR. BARRETT:  Yes, there was an update.

MR. PENNY:  We filed it yesterday.  It has been a work in progress for several days.

MR. SHEPHERD:  Understood.  Now, the ones I have after -- starting at table 4 are still dated March 14th.

They have in fact been corrected; right?  They should be June 18th?

MR. BARRETT:  Sorry, could you give the reference again, sir?

MR. SHEPHERD:  Starting at table 4 and all of the ones after that still have the March 14th date on them.

MR. BARRETT:  You are in J1, tab 1 schedule 1.

MR. SHEPHERD:  Schedule 1, table 4 and thereafter.  So I just want to make sure those have been changed last night?

MR. PENNY:  No, those have not been changed.  Those are nuclear.

The change relates to the segregated mode, the change in the sharing mechanism for segregated mode of operation, so it applies only to the hydro accounts.

MR. SHEPHERD:  So where they are marked with changes, those marks are not correct?

MR. PENNY:  Those marks result from the update that was done in March of 2008 resulting from the change between the 2007 business planning process and the 2008 business planning process.

MR. SHEPHERD:  So you are just filing, again, the March 14th ones along with the three new ones, is that --

MR. BARRETT:  No.  We're only updating the hydroelectric ones to reflect the changed approach to the sharing of SMO.  We are not updating any of the nuclear-related tables.

MR. SHEPHERD:  Okay.

Let me start with just -- I want to try to understand this parts amortization thing you were talking about with Mr. Thompson.

You said -- well, what you're doing here -- this is -- the reference, I think, is J1, tab 1, schedule 1, tables 5 and 6; is that right?  Table 6 actually is the best one to look at.

This is the one you were talking about where -- tell me whether this is right.  

You originally forecast amortization of these obligations based on a straight-line depreciation; right?

MS. LADAK:  That's correct.

MR. SHEPHERD:  Then you calculated how much you would recover -- how much would be included in the payment amounts based on a forecast of your production in your reference plan; right?

MS. LADAK:  Yes.  Based on the forecast of costs in production, yes.

MR. SHEPHERD:  But it turned out your production was lower?

MS. LADAK:  Right.

MR. SHEPHERD:  So as a result, you didn't recover as much?

MS. LADAK:  That's right.

MR. SHEPHERD:  So now you are asking the Board to allow you to recover the amount that you didn't recover in those two-and-a-half years or three years, to recover it in the test period, that extra $19 million?

MS. LADAK:  Yes.  This is similar to the common approach where you have a rate rider, so that is the approach we have taken.

MR. SHEPHERD:  So this has nothing to do with using a different amortization method, is it?  This is just, We have a shortfall and we would like to collect it, please.  Is that right?

MR. BARRETT:  I think what we're trying to do is respect the terms of the regulation, which indicate that we shall recover the parts balance.

And we needed to make this true-up against actual production to ensure that we actually did recover the balance in the account.

MR. SHEPHERD:  Precisely.  So it is a true-up.  That's what it is?

MR. BARRETT:  It has that character, yes.

MR. SHEPHERD:  Thank you.

So then let me talk, briefly, with you about the segregated mode variance account.  I guess we see that in table 3 where you have given us the breakdown of that.  You had some discussion with Mr. Thompson about that, so I won't go over that again.  I think I understand what it is about.  

But what I am trying to understand is:  How does this interact with the water variance account, because you have an account that says, if you don't have enough water, then you can collect extra money through ratepayers.  You can come get it from us, right, or the other way around.

Then you're saying, But if we have enough water and we divert it, we sell it to somebody else and make a profit on that, we're only going to give the ratepayers part of that.

I want to understand how the two interact.  Can you help us?

MS. FRAIN:  The water variance account, as you said, looks after changes in production due to change in water flow, whereas the one for the segregated mode would look after the difference for that commodity.  Where the generation is already at the Saunders plant, there would be -- it would be treated according to the incentive mechanism currently, so there could still be a consideration of sharing.

MR. SHEPHERD:  Tell me whether this is right.  If you divert some water to -- who is it, New York that gets to use it?  Where does the water go?  You're talking about – sorry – the segregated --

MS. FRAIN:  If it's a water transaction?

MR. SHEPHERD:  We will start with the water transactions.  You divert some water, right?  You are not going to use water that you are otherwise able to use.

MS. FRAIN:  In a case of the water transactions, very seldom can we use that water.  Close to 100 percent of the transactions are actually a case where the water would be spilled, and they're at Niagara.

MR. SHEPHERD:  Okay.  I didn't see that anywhere, so I just -- let me just take a look at that reference.

But as I understood what you were saying, you were saying that when you calculate this, if you are under the 1,900 megawatt-hours, then you have a different calculation than if you are over the 1,900 megawatt hours.

Presumably, if you're under, then you wouldn't be spilling water, right?

MS. LADAK:  Well, no.  There are times when we would be, depending on the timing of when that transaction takes place.  In some cases we are spilling water.

MS. FRAIN:  The water that is spilled at Niagara, while we may still be under the 1,900 megawatts, is because we might have insufficient capacity to divert that water to the Beck plants.

That's where the water transactions come into play at Niagara.  It is utilizing water that we cannot get to the Beck stations.

MR. SHEPHERD:  You can't use it because you have a turbine being repaired or something?

MS. FRAIN:  No.  It is diversion capacity.  This is partly the reason for building the new tunnel, to utilize the water that is available to us as our share, but that we can't currently divert to the plant.

MR. SHEPHERD:  Oh, I see.  Okay.  So then we never have a situation where the water you diverted to New York, or that they were allowed to use under a water transaction, would be water that you would otherwise be able to produce electricity from?

MS. FRAIN:  Very seldom.

MR. SHEPHERD:  Okay.  So then the other part of this is segregated mode.  That is at Saunders, right?

MS. FRAIN:  Correct.

MR. SHEPHERD:  Where you actually produce the power, but you don't sell it.  You don't use it in Ontario.  You sell it somewhere else, right?

MS. FRAIN:  Correct.

MR. SHEPHERD:  Okay.  In that circumstance, you may have a situation where you are under the 1,900, but you can make more money from that by selling it to New York or Quebec, right?

MR. BARRETT:  There may be other circumstances, as well.  We may be avoiding spill at the Saunders facility.

MR. SHEPHERD:  Okay.  But you don't have a similar problem at Saunders with excess water capacity, right?

The problem you have at Niagara is a very specific one.  But at Saunders, generally you can use the water that is available to you, right?

MR. BARRETT:  Subject to market demand being there, so if there isn't sufficient demand in Ontario to absorb that production, you could segregate certain of the facilities, use the water, produce the power, and transfer that power to an adjacent jurisdiction.

MR. SHEPHERD:  Well, you could also just make more money from it by selling it to somebody who will pay more than you will get for it, right?

MR. BARRETT:  That could be a circumstance, yes.

MR. SHEPHERD:  Okay.  Did I hear you say that in segregated mode, you had $185 million of revenue from that?  Did I hear that right?

MS. LADAK:  Yes.  That was from the undertaking that I referenced.

MR. SHEPHERD:  And the ratepayers' share of that was 16.2?

MS. LADAK:  Simplistically, yes.

MR. SHEPHERD:  And so can you -- does the undertaking break that down, how that happens?

MR. BARRETT:  There is a breakdown in that undertaking.

MR. SHEPHERD:  Okay.  Sorry, I didn't have it with me when I arrived.

That seems like a very -- it seems like you would be highly motivated to sell to Quebec and New York instead of provide the power at a regulated rate in Ontario.

MS. LADAK:  We were just talking about the gross revenue in that undertaking, the gross revenue.  It is about $180 million.  We didn't factor in any costs that are associated with conducting those transactions.  We didn't look at the portion of time when we're doing those transactions, when we're above 1,900 megawatt-hours.  We didn't consider the fact that if we did sell in Ontario, we're at least entitled to earn $33 for that river.  So all of these different factors come into play when we're calculating the sharing mechanism.

MR. SHEPHERD:  I guess what I'm trying to understand here is, within the 1,900 megawatt-hours, basically the way this works is the 1,900 megawatt-hours is supposed to be Ontario's production, and then above that you are free to do what you want with it.

But instead, what you are doing is taking some of the Ontario production, and you're selling it for more and keeping some of the money.  Isn't that right?

MR. BARRETT:  No, that's not correct.

MR. SHEPHERD:  So then how is that not correct?

MR. BARRETT:  The 1,900 is a pricing mechanism.  There is no explicit obligation to provide the power to Ontario.

MR. SHEPHERD:  It is true, isn't it, that the net result of this segregated mode sharing that you are talking about, which you have structured as, We're doing the ratepayers a favour, is, in fact, you're taking some of the 1,900 megawatt-hours and selling it for more money and keeping some of the money.  Isn't that right?

MR. BARRETT:  I think if you look at the G, Exhibit G, there is an explanation of the circumstances around segregated mode, and I am certainly not an expert in that.  But there can be a number of reasons why one would do segregated mode, and there are benefits that potentially accrue -- I think as Mr. Lacivita indicated when he was on the stand -- to the extent that we, for example, sell power into Quebec in the off-peak period, there is a potential for that power to return into Ontario in the peak period.

That would represent a benefit to Ontario consumers.

MR. SHEPHERD:  Yes, but Mr. Barrett, they're not paying you $185 million for off-peak power.  The reason why you are getting more, selling it into, selling it to Quebec and New York is you're selling them peak power.  Right?

MR. BARRETT:  I don't know that.  That is a question you would have to take up with Mr. Lacivita.

MR. SHEPHERD:  Well, too late now, isn't it?

MR. BARRETT:  Mr. Lacivita is on panel 11, which should be up tomorrow.

MR. SHEPHERD:  I want to turn to the water variance account, which we sort of alluded to.

The thing that -- now, this account is an account that the government mandated in the regulation, right?

MR. BARRETT:  That's right.

MR. SHEPHERD:  It is an account that ends at the end -- at the Board's first order.

MR. BARRETT:  Under the regulation, that's correct.  We have proposed to continue that account.

MR. SHEPHERD:  So you are asking the Board to make a determination that it would be a good idea to have a variance account for this particular operating condition; correct?

MR. BARRETT:  That's correct.

MR. SHEPHERD:  Okay.  And you are not suggesting that one of the reasons why the Board should do it is because the government said to do it three years ago, are you?

MR. BARRETT:  Well, certainly that's a factor that the Board can take into account, that the Board -- the province, when it established the regulation, thought this was an appropriate count, but that doesn't bind the Board in any way.

MR. SHEPHERD:  Well, okay.

Have you filed something that shows the government's rationale for giving you this account?

MR. BARRETT:  No.

MR. SHEPHERD:  So the Board has no way of knowing why the government said you should have it?

MR. BARRETT:  No, I don't believe so.

MR. SHEPHERD:  Can you tell us?  You were involved in those discussions.  Could you help us understand why the government said you should have it?

MR. BARRETT:  My recollection of the discussion of this issue was that it was a risk mitigator.

MR. SHEPHERD:  And part of that was you were only getting a 5 percent ROE, right?

MR. BARRETT:  I don't believe at the point in time when we were talking about this account that we understood we were going to get a 5 percent ROE.

Our proposal, and the proposal in the CIBC Advisory Report, was for a 10 percent ROE.

MR. SHEPHERD:  Isn't it true that in your discussions with the government -- and obviously you can't say anything that is confidential -- but isn't it true, in fact, that one of the reasons why you got a substantial number of variance accounts was that the government was giving you a low ROE and, therefore, reduced your risk accordingly; isn't that right?


MR. BARRETT:  I don't believe so, no.


MR. SHEPHERD:  That was never discussed, to your knowledge?


MR. BARRETT:  We had discussions about variance accounts.  What accounts we got made sense.


MR. SHEPHERD:  And you had discussions about using variance accounts to reduce risk?


MR. BARRETT:  Among other things, yes.


MR. SHEPHERD:  Okay.  So still on the water variance account, I am trying to understand how forecasting hydrology is different from forecasting weather.


Can you help me with why those are different things, how it is more uncertain forecasting hydrology than weather?


MS. FRAIN:  I don't know that I would say it is more uncertain.  The forecasting of the water is tied, to some degree, to the forecasting of weather.


MR. SHEPHERD:  Good.  Thank you.  That was my next question, and that is:  How do the two interact?  If the weather is more -- is hotter, for example, does that typically mean less water, or if you have a more extreme winter, does that mean more water?  Is there a predictable connection between the two?


MS. FRAIN:  Each component that you have identified does have an impact.  An example could be where we have milder winters, there's less ice covering, you are going to get more evaporation, less water.


Sometimes in the real hot periods, you may get thunderstorms that drop significant rain fall in a local basin.  That could actually contribute to more water, but there is no guarantee that that is going to happen.  It could also be a hot summer with little water.


MR. SHEPHERD:  And you don't know where it is going to be, because it is only two prescribed facilities, right, so it is those water basins that matter?


MS. FRAIN:  And they're large basins.


MR. SHEPHERD:  True.  Okay.


I want to turn -- I have one brief question about the capacity refurbishment account.  This is at J1, tab 1, schedule 1, page 16 I found this.


This is the existing account now.  As I understand what you have said, it is that all of the amounts in this account were within the project budgets approved by your board of directors, and, therefore, this Board basically has to accept the dollar amount; is that a fair statement?


MR. MAUTI:  The dollars were part of the project budgets.  The amounts that are going into this account are the delta between what had been incorporated as part of the interim rate period and the actual cost expended during these periods.


MR. SHEPHERD:  Now, have you filed the project budgets?


MR. BARRETT:  Yes, we have.


MR. SHEPHERD:  Can you just tell me where they are, if you know?


MR. BARRETT:  I think they were filed in two places.  One was where we filed the nuclear business plans.  I think there was a separate undertaking or exhibit that Ms. Swami spoke to when she was on the stand.


MR. SHEPHERD:  I will find it.  That's fine.  Is there somewhere a breakdown that shows where the amounts in the account have varied -- are variances from the budget, so we can track one to the other?


MR. MAUTI:  In total, within -- I believe it is J1, tab 1, schedule 1, table 8 gives you the total spends for both the -- what was included in the reference plan and matters for the capacity refurbishment versus the nuclear -- new nuclear development account.  That would be in total dollars for those two projects.


MR. SHEPHERD:  So you do this on a total basis; right?


MR. MAUTI:  In the J series, yes.


Now, Ms. Swami within the section D, talking about nuclear projects, there may be more detail within there, the D section.


MR. SHEPHERD:  What I am asking is:  When you calculated what you put in the variance account, you didn't look at line items within your budget?  


You looked at your total spend for projects; right?


MR. MAUTI:  Well, our detailed budgets within the business do have individual components and details of costs.  The amounts that were included in the interim rates were based on a business plan which included lump sum dollars for a project that was called -- I believe it was life extension and aging management, which was akin to the capacity refurbishment work we were doing.


So we have the totals within the interim period.  We have detailed project budgets, we know the total dollars within those.


The delta between the two, positive or negative, went into the variance account.


MR. SHEPHERD:  So that's what I am trying to understand.  So the amount that this Board sees in the variance account is a global variance from your overall annual budgets.


It's not on a project-by-project basis and not on a line-by-line basis.  You didn't look at individual variances for prudence, for example, or for appropriateness.  You just said, We spent more than our budget; therefore, we collect it.


Is that right?


MR. MAUTI:  For the section J, yes, but, as I said, we do have detailed project management within each one of those areas that breaks out the work from capacity refurbishment into several components and line items, which I believe Ms. Swami spoke to when she was on the stand.


If I could just add, the regulation does talk about the different types of components within those costs, including engineering assessment costs, and whatnot, so...


MR. SHEPHERD:  Yes.  I guess I thought the implication of this was that you were supposed to look -- the Board was supposed to look on an individual line item basis for anything that wasn't initially budgeted.


If it wasn't included in the initial budget, then the Board would say, Okay, was that a prudent additional expenditure?  I can't find anywhere where you got that.  Maybe it's in the detailed information that you provided, but I couldn't find it.  Do you understand?


MR. MAUTI:  No, I understand.  As I said, in the D section evidence dealing with projects for nuclear, a more detailed breakout of those projects is included there.  I believe there was the opportunity, with Ms. Swami here, to perhaps delve into some of those issues in detail.


MR. SHEPHERD:  Okay.


Let me ask you about the parts account.  My reference here is J1, tab 1, schedule 1, page 9.


MR. MAUTI:  That was page 9?


MR. SHEPHERD:  Nine, yes.


Do I understand correctly that of this figure, which I guess totals $271 million on this chart, the $35 million of it is internal allocations within OPG?


MR. MAUTI:  Sorry, the 35 million you're referencing is --


MR. SHEPHERD:  Line 13.


MR. MAUTI:  Correct, yes.


MR. SHEPHERD:  Is there any more of it that is internal allocations?  Like, would some of the maintenance costs, for example, be your own people that are allocated?


MR. MAUTI:  Yes.  When we say internal allocations, this would be from support functions.  We have listed a few of them there, engineering, human resources, finance, regulatory affairs, whose effort was directly related to the RTS project.  There was also an organization directly working on the project.  So trades people would actually be working on maintenance activities, and whatnot.  


That doesn't reflect 100 percent of the effort from OPG staff on the project.


MR. SHEPHERD:  You had outside contractors, too; right? 


MR. MAUTI:  Yes, there were contractors that we brought on.  There was an organization of OPG employees that was working directly on the project, as well.


MR. SHEPHERD:  The reason I ask this is I am trying to understand how much of this was incremental, how much of this was extra money you were spending, and how much of it was reassignment of existing people that were not backfilled.


MR. MAUTI:  That were not?  


MR. SHEPHERD:  Backfilled.


MR. MAUTI:  Backfilled?


MR. SHEPHERD:  Do you have any idea?  You must have done some internal analysis of that to understand what it was costing you incrementally.


MR. MAUTI:  The organization that was set up specifically to work on the RTS project, in our view, was fully incremental.


They were staff that -- whose job was 100 percent dedicated to the project.  And so from our view, all of those costs -- labour, as well as contracts, overtime, materials, it was all, in our view, considered incremental.


MR. SHEPHERD:  Those people are now back doing other stuff?


MR. MAUTI:  Once the decision was made not to return units 2 and 3 to service and in respect of our collective agreements, we took every effort possible to find other employment for those individuals.


MR. SHEPHERD:  Okay.  So that separate organization, how much of the $271 million is represented by that?  Just give me an idea.

MR. MAUTI:  The dollars involved in the time period for Pickering, especially for Pickering unit 1 from April 1, '05 onwards, I would feel more comfortable if I could perhaps get that for you and give it back.  I don't want 
to --

MR. SHEPHERD:  You want to undertake that?

MR. MAUTI:  Sure.

MR. SHEPHERD:  Okay, that would be good.  If you could just break it down into what that separate organization, that incremental organization cost out of the 271?

MR. PENNY:  Let's give that a number.

MS. CAMPBELL:  I believe that needs a number.  That would be 14.7.
UNDERTAKING NO. J14.7:  TO Break out the cost of the incremental organization from the $271 million total cost.


MR. SHEPHERD:  Then the $35 million that is allocated for support functions, that's not incremental, right?

That's simply, under the Rudden methodology, I suspect, the share that this project should bear.

MR. MAUTI:  No.  These dollars were staff that were incremental to the normal operations of the human resources or finance or regulatory affairs function.  So it was not an allocation of a generic cost for any one of those functions.  These were people within those support groups that were purely and directly in support of the RTS project.

MR. SHEPHERD:  I asked you -- my first question was:  Is this $35 million an allocation from those departments?  You said yes.

But you're saying they hired extra people to do this?

MR. MAUTI:  As an example, within the finance organization, which I am familiar with, there was a group of people that were over and above the staff required to operate finance for the Pickering, Darlington and other sites within nuclear, additional resources whose sole function was dedicated to the RTS project.

Those individuals were within the finance organizations, but they were funded specifically by the project, to work directly on that project.

MR. SHEPHERD:  Understood.  But they were there before the project and they're still there now?

MR. MAUTI:  Some of the staff are not there.  Some have been redeployed to other vacancies within the organizations.  Some have retired.

MR. SHEPHERD:  Most of them are still there?

MR. PENNY:  Still there?

MR. MAUTI:  Still within OPG?

MR. SHEPHERD:  Still in finance.

MR. MAUTI:  Potentially, but not all of them.

MR. SHEPHERD:  All right.  You also note that this $42 million of infrastructure costs for leases and maintenance of facilities --

I guess, I mean I understand some of that is extra stuff you needed.  But was some of that existing facilities that you allocated to this organization?  Here is a floor of a building; you need that for your people?

MR. MAUTI:  I believe at the height of the project, within NRTS there were upwards of 3- to 4,000 people that were working specifically on this.  So it wasn't so much here's a building, here is a floor of the building.  We actually constructed buildings at the site to basically house some of the staff.  There were significant amount of temporary trailers and facilities that were brought on board, the security, the -- all of the other related infrastructure that was required to basically process this large number of folks and house them at the site.

MR. SHEPHERD:  Some of it was existing facilities that you reallocated to these staff; correct?

MR. MAUTI:  I don't believe there was really a significant amount of existing sort of space that we're talking about that was allocated.  The majority of the costs within the RTS program were, in reality, incremental or new costs that had to be incurred.  Some of those facilities still are in existence, as the project has wound down, but they are for the most part, I believe, costs that were incurred as a result of having this size of this project in place for the number of years.

MR. SHEPHERD:  Those new facilities you built are being used for other things?

MR. MAUTI:  Currently, they are.  For example, at the Pickering site there are two large sort of engineering buildings that had been constructed as part of the RTS program, which are still in existence and are being used to house other staff.

MR. SHEPHERD:  Let me then turn to a question, a couple of questions about this transmission outages and -- I can't even remember the name of it.  You know, the transmission outages account.

Mr. Rodger asked you this morning about this -- referred you, I think, to Board Staff interrogatory 101, L1-101, on the use in this calculation of the 100 percent factor, capability factor.

I mean it doesn't amount to a lot of money, does it?

MR. MAUTI:  No.  It's very small.

MR. SHEPHERD:  You are not, in fact, proposing to continue this account, are you?

MR. MAUTI:  No, I don't believe it is.

MR. BARRETT:  No, we're not.

MR. SHEPHERD:  But I guess you have, for each of these units, an expected availability factor which is not 100 percent, right?

MR. BARRETT:  Yes, that's right.

MR. SHEPHERD:  And that expected availability factor, factors in your assumptions about forced outages and your assumptions about deratings and things like that, right?

MR. BARRETT:  Yes, that's right.

MR. SHEPHERD:  Typically, that's in the 90s for most of these units?  The expected availability factor is somewhere in the 90s?

MR. MAUTI:  For the Darlington units, yes, they would be low- to mid-90s.

MR. SHEPHERD:  The ones that were affected by the transmission outages that you are claiming for --

MR. MAUTI:  Were all Darlington units, so they 
would --

MR. SHEPHERD:  They would be 90 percent, 92 percent, 93 percent, like that, right?

MR. MAUTI:  Right.

MR. SHEPHERD:  Okay.

MR. MAUTI:  The basis for the 100 percent is that the three instances where there was a transmission interruption at the Darlington station, the units were operating at 100 percent capacity.

MR. SHEPHERD:  Yes, but of course, your expected availability factor is based on the probability of a forced outage at any given time, isn't it?

MR. MAUTI:  Correct, but they are not forced outages.  These are grid-related transmission bottlenecks that prevent us from generating.  Maybe rephrased another way, had one of these units been in a forced outage and there was a transmission interruption, we wouldn't have claimed credit for any losses for transmission.

MR. SHEPHERD:  I understand.  Okay.

MR. MAUTI:  To further put it in perspective, each of the outages probably lasted in the area of 12 to 15 hours.  It is not as though it was an extended outage for a period where perhaps there would have been an expectation of less than 100 percent availability.

MR. SHEPHERD:  Let me turn to the nuclear fuel cost variance account.

You don't need to turn up the evidence.  It is more of a higher-level question.

I am trying to understand -- have you spend money on many commodities in your business, right?

MR. MAUTI:  True.  Yes.

MR. SHEPHERD:  And I am trying to understand why the costs of nuclear fuel is one that you should offload the risk to the ratepayers, but the variances in costs in other operating costs, including commodities, you will manage.

Why do you manage all of those, but this one, you don't think you should manage?

MR. MAUTI:  A couple of points.

The other commodities we're talking about, whether it be fuel, oil, steel, or something like that, may be used in different parts of our operation, but nuclear fuel is obviously integral as part of our operation.  We spend close to, if not over, $100 million in acquisition -- our fuel costs end up being over $100 million-plus a year.  So it is a rather large component of that.

Second is the recent experience in the uranium market suggests there is tremendous volatility over the last three or four years, where we saw price spikes and in fact, over the last several months, there has been a rapid decline in prices, as well, indicating volatility in that marketplace.

So those two factors and, again, rather than considering transferring the risks to the shareholder, to the ratepayer, we consider it more of a sharing, both of potential upside and, you know, downside.

Prices may be higher, may be lower than what we have in our forecast period, and a sharing of that between the company and the ratepayer seems equitable.

MR. SHEPHERD:  Did I misunderstand that?  Are you suggesting if there is a variance, 50 percent of that is eaten by the ratepayers and – or are you --

MR. MAUTI:  No.  I'm suggesting that the variance accounts would deal with both escalating prices as well as prices perhaps lower than what we have in our test period.

MR. SHEPHERD:  So the ratepayers bear the volatility, rather than the shareholder?

MR. MAUTI:  They bear the volatility both in the positive and negative, given the marketplace for uranium, yes.

MR. BARRETT:  Sir, if I could just return to one of your earlier questions, to perhaps provide some additional information.

In terms of two other fuel commodities -- for example, coal or natural gas, which we use in certain unregulated facilities -- to the extent there is a change in the market price for those commodities, that change would be reflected in our offer prices into the market.  So there is a mechanism in that context to recover those changes in commodity prices.

In the regulated context, once rates are set, absent an account of this nature, there isn't an opportunity to recover those variances.

MR. SHEPHERD:  But that's true, Mr. Barrett, of things like interest rates, of wage rates, even.  You could have 
-- in 21 months -- you could have a big change in interest rates, particularly with the volatility in the economy in the United States right now.

MR. BARRETT:  A number of things could change.  I was just trying to respond to your question about commodities and what was unique about this commodity relative to other commodities that we purchased.  I wanted to give you that broader context.


The other thing I might point out is that one of the features of this account is that Ms. McShane took that account's existence into account when she made her own recommendations for ROE capital structure.


MR. SHEPHERD:  Understood.  You can't -- this is not something that you can hedge, this cost?


MR. BARRETT:  I think you heard from -- or Mr. Boguski, who has had responsibility for this function within the company, talked about the risk management programs and contracting strategies that we have instituted to do what we can to manage this risk.


As I think he indicated, due to market circumstances, we can't manage that risk entirely.


MR. SHEPHERD:  But then what you're proposing, as I understand, is that you as management and the shareholder as owner have the responsibility to manage this risk, but you don't have any consequences if you fail to do so?


MR. BARRETT:  I wouldn't accept that, sir.


To the extent that we are found subsequent by this Board not to have managed that risk prudently, and when we go to clear the balances in that account, the Board may find that we're not able to recover those balances.


So we expect that we would be held to that standard.


MR. SHEPHERD:  Let me move to the pension variance account.  The -- and this is not as much about risk management as about forecasting.


You have a 21-month test period, and you have a forecast of what you think the discount rate is going to be built into your pension fund obligations; right?


MS. LADAK:  Yes.


MR. SHEPHERD:  And as I understand it, what you're saying is your forecast might be wrong, and if it is wrong, you want the variance to be for the account of the ratepayers.


MR. BARRETT:  Only if it pierces the $75 million threshold.


MR. SHEPHERD:  Understood.  You have to forecast discount rates in the economy for quite a lot of things in your business; right?


MS. LADAK:  Yes.


MR. SHEPHERD:  So I guess I have the same question.  How is this different?


MS. LADAK:  I guess for this particular item, there is a specified rate that we have to use under CICA accounting standards, that you have to use a particular rate as of December 31 for the upcoming year.


So we can forecast the rate, but whatever the rate is at that point in time is the rate that we will end up using.


MR. SHEPHERD:  It is not an arbitrary rate.  It is a rate that is set by actuaries.


MS. LADAK:  I agree.


MR. SHEPHERD:  And specific to your situation, it is actually done on a very formal and thorough basis, isn't it?


MS. LADAK:  It is, but to forecast that rate two years in advance, it would be very difficult to get that correct.


MR. BARRETT:  I think the other feature that is worth noting, as we have said in the evidence, that a relatively small error difference in that discount rate can have a very significant impact on the pension cost for the period in question.


MR. SHEPHERD:  Of course one of the effects of being wrong in the discount rate is that your current year obligation to fund is changed; right?


MS. LADAK:  The expense?


MR. SHEPHERD:  Yes.


MS. LADAK:  Yes.


MR. SHEPHERD:  But another effect is that when you next do the discount rate, it trues up; right?


MS. LADAK:  Yes, part of it would true up.


MR. SHEPHERD:  All of it would true up; right?  It comes back to the correct spot.  In fact, you had that in the past.  Over the last ten years, you have had your -- your contributions go up and down to a very significant amount, because of changes in discount rates; right?


MS. LADAK:  Well, that is the reason we proposed this threshold, so there wouldn't be arbitrary fluctuations -- like, being put into the account would be a significant amount that's changed from forecast.


MR. SHEPHERD:  So what you're expecting is this account will carry over to the next test period, and so on and so on; right?  This is not a variance account for this test period.  It's ongoing?


MR. BARRETT:  We have proposed this as an enduring account, yes.


MR. SHEPHERD:  And I think it was Mr. Warren asked you some questions about this earlier, and I guess what I didn't understand is:  Why wouldn't the amount that you put into the variance account be the lesser of the discount rate impact of the variances in your contributions and the actual variance in your contribution?  


As you have proposed it, as I understand it, a change in the discount rate that increases your contributions by a substantial amount might give you more in the variance account than you actually have to pay; isn't that right?


MR. BARRETT:  I think we took an undertaking to consider that question and provide a response.


MR. SHEPHERD:  Okay.  So you didn't consider whether it should be the lesser of, in your previous analysis of this, when you were proposing it?


MR. BARRETT:  Sitting here today, I don't recall that specific element, and I think that the better approach is for us to go back and reflect on that question and provide a complete and comprehensive response.


MR. SHEPHERD:  Okay.  Let me turn to the tax account, tax assessments, rules and rates.


Your evidence at L14-50, pages 4 and 5 -- this is School's Interrogatory No. 50, pages 4 and 5, talks about the 1999 tax audit and suggests that --


MR. BARRETT:  We will have to turn that up, sir.


MR. SHEPHERD:  Oh, sorry.


MR. RUPERT:  Mr. Shepherd, I have several attachments to L-14-50.  Which one is it?


MR. SHEPHERD:  It's not an attachment.  It is the actual answer, page 4 and 5 of the actual answer itself.


MR. RUPERT:  Okay, thank you.


MR. SHEPHERD:  It is the omnibus variance and deferral accounts IR.


MS. LADAK:  Which part of that 14-50?


MR. SHEPHERD:  It's the actual answer itself, pages 4 and 5.


MS. LADAK:  Okay.


MR. SHEPHERD:  You will be happy to know I won't refer you to any of the attachments.  Do you have that?


MS. LADAK:  Yes.


MR. SHEPHERD:  So this talks about that 1999 assessment.  And as I understand it, what you are -- what you were expecting, at least when you wrote this, was the possibility that you would have increased taxable income over a period of five years of about $200 million; is that right?


MS. LADAK:  That's correct.


MR. SHEPHERD:  You don't think that is going to happen anymore; right?


MS. LADAK:  It's not a high probability, yes.


MR. SHEPHERD:  Okay.  That's the only year they have assessed so far?


MS. LADAK:  That's correct.


MR. SHEPHERD:  What you are proposing, if I understand it correctly, is that when they get around to assessing 2000 through 2007, if they ask you for more tax dollars, you want to be able to put that money, that debt or credit, whatever it is - I can't remember - in this account and collect it from the ratepayers?


MS. LADAK:  Well, the only reason we're proposing this is because we're giving up tax losses during this period.  So the amount of tax losses that we have estimated are based on the way we had filed our tax returns.


So if that changes, the amount of the tax losses would change.


MR. BARRETT:  Just to be clear, sir, we're not talking about the period prior to April 1, 2005.  So if there were tax effects in that prior period, that would be OPG's issue.  We're only talking about effects in the post April 1, 2005 period, which would, as Ms. Ladak has said, affect the tax loss calculation that we brought forward for purposes of this test period.


MR. SHEPHERD:  Okay, so that I didn't understand, so let me make sure I clearly understand this.  


You are saying an assessment for a year before 2005 still counts; right?  If they assess you and increase your income for 2003, that still counts, but the impacts prior to 2005 don't count; is that right?


MR. BARRETT:  No, I don't think that's...


For example, let's look at 2003.  Let's say there is a reassessment or assessment on 2003.  If the results of that only affects 2003 taxes and no other year, there would be no entry in the account.


If there is something that comes out of that assessment that affects the tax loss calculation, for example, that we did for the 2005 through 2007 period, then we would book an amount in the account.


MR. SHEPHERD:  Okay.  So, for example - and I am just picking numbers out of the air - they say you have an extra $500 million of income in 2003, and that uses up a bunch of your tax losses, but there is no additional tax in 2003.  But you have a lower loss carry-forward for 2004.  You'd still have enough.  Then in 2005, suddenly you are taxable, say.

That tax, you're saying that the ratepayers should pay, right?

MS. LADAK:  I think it is more related to when the assessment is done, the type of finding that they have.

For example, if they change the CCA class that a particular asset would go into, or change the deductibility of an expense, and it relates to – they're assessing, say, 2000, but that same treatment was adopted in 2005.  That's more the type of thing that we're talking about.

MR. SHEPHERD:  So that is why I am trying to drill down, because as I understood your evidence, what you were saying is:  Whatever the impacts are of an assessment, any previous assessment, whatever the impacts are after April 1st, 2005, the ratepayers bear it.

I didn't see any qualifications to that.  Isn't that right?

MS. LADAK:  I would just like to review the evidence.

MR. SHEPHERD:  Well, let me just clarify.  So if the impact is a tax bill, if the impact is interest or penalties, if the impact is reduced CCA in subsequent years, reduced loss carry-forwards, any of those impacts, the ratepayers bear it, starting from 2005.  Right?

MR. BARRETT:  Well, I guess yes and no.

The 2005 through 2007 period is a prior period, so I would say, to the extent that we had extra costs or penalties as in your example for 2005, I don't believe that we would be able to bring those forward, because it's a prior period.  I think this is something that Mr. Rupert raised with Mr. Heard at an earlier panel.

So in that period, the 2005 to 2007 period, as you know, we have calculated tax losses for that period and we're bringing them forward.  So if this assessment was to reduce those tax losses that we are proposing to bring forward, then we would make an adjustment on that basis.

MR. SHEPHERD:  So can this Board understand, then, that the proposed variance account, with respect to past assessments, the only impact would be if the losses available to you in the test period changed?

Only that impact would be reflected in this variance account, and no other?

MR. BARRETT:  I think we're almost there.  I think the other thing is, as far as I understand it -- and I will ask Ms. Ladak to check whether I have it right or wrong -- if there are things which affect the calculation that we have done for, say, 2008 and 2009, spill-over circumstances or assessments that cause us to readjust our approach for the calculation of '08 and '09, then that will also be a factor in the recount.

MR. SHEPHERD:  So if the assessment is this particular category of asset which you have included in class 8 should be in class 2, and therefore your depreciation is lower, your CCA is lower, then you would want to be able to apply that to the test period and reflect the impact of that in the variance account?

MR. BARRETT:  Yes, that's correct.

MS. LADAK:  That's correct.

MR. SHEPHERD:  Okay.  But if you get a bill from the tax department that relates to a period prior to the first order, you are not anticipating that any portion of that bill would be paid by the ratepayers?

MR. BARRETT:  Other than if it caused a recalculation of the tax losses that we were bringing forward from the '05 to '07 period.

MR. SHEPHERD:  All right.  I understand.

Now, related to that is, you have said also if there is changes to the tax rules or the tax -- your tax rates, I assume you're referring to legislated changes, or regulatory changes -- that you want a variance account for that, too, which would be similar to the type of Z-factor that is sometimes used in IRM mechanisms.  Right?

MS. LADAK:  That would be included in the variance account.  I am not familiar with the Z-factor.

MR. SHEPHERD:  Well, what you're saying is your corporate tax rate goes down next year, right?  If that has a dollar effect, which it probably won't because you have losses, but if it does, then that is reflected in the account.

MS. LADAK:  Yes, that's correct.

MR. SHEPHERD:  Okay.  So I take it, then, that in your filing, you haven't reflected the expected changes in either tax rates, for example, the capital tax rates, or the CCA rates?  You haven't reflected those yet.  The expected changes, not the ones that have been legislated already, the ones that are coming and we know they are coming.

MS. LADAK:  I didn't prepare the tax evidence, so I can't recall.  But we may have.  I would have to check on that.

MR. SHEPHERD:  All right.  You talked briefly with Mr. Thompson about the list of what I call the future variance accounts that you are not asking for, but you might.

As I understood what you were saying, you're saying:  Well, if something happens that we're out of pocket for these particular causes, we'll be back asking for an accounting order.  So just in fairness, we are telling you now.  We're only leaving these ones aside because we don't think there is going to be anything.  But if there is, we will be back.  Is that right?

MR. BARRETT:  No, that's not correct.

MR. SHEPHERD:  Okay.

MR. BARRETT:  I think that we haven't made a decision about whether or not we would come back for any of these accounts.  I think we would have to look at the circumstances we found ourselves in and make a decision at that time.

MR. SHEPHERD:  But as I understand, what you're saying is, for example, if there is a major storm and that causes you a substantial loss, you think that the appropriate thing to do is, after the fact, after the storm, to come to the Board and say:  We spent all of this extra money.  Can we please have a special accounting order so we can collect it later?

MR. BARRETT:  We might.

MR. SHEPHERD:  Okay.

All right.  Two final brief areas.

You have proposed that with respect to the hydroelectric -- the net hydroelectric variance accounts that are existing in the net recovery, that instead of a rate rider as you would normally do, that you build it into revenue requirement, because it is smaller.  Right?

MR. BARRETT:  Yes, that's right.

MR. SHEPHERD:  Why wouldn't you just throw it in with the other recoveries of various types into a net amount and have one rider, and then your revenue requirement is still correct?

MR. BARRETT:  We have a -- the rider that we have is, it's a nuclear rider.  It applies to nuclear production only.

MR. SHEPHERD:  Okay.  So this is the only stuff that affects the hydroelectric?

MR. BARRETT:  Yes, that's right.

MR. SHEPHERD:  All right.  Okay.

The last thing is -- and you may have touched on this this morning and I couldn't hear this over the Internet to listen in -- you are proposing with respect to the existing accounts, whereas the government says you have to recover them over no more than 36 months, you are proposing to recover them over 21 months.  Right?

MR. BARRETT:  No.  That's not correct.

MR. SHEPHERD:  Okay.

MR. BARRETT:  We are proposing to recover the balances as of December 31, 2007.

MR. SHEPHERD:  Over 21 months?

MR. BARRETT:  Yes.

MS. LADAK:  Well, over 33 months.  Over the test period, plus an additional 12 months.

MR. BARRETT:  There is actually a schedule that sets out the --

MR. SHEPHERD:  Okay.

MR. BARRETT: -- the period for recovery.

MR. SHEPHERD:  Already.  I misunderstood that.  My bad.

Those are all of my questions.  Thank you.

MR. KAISER:  Ms. Campbell, do you want to start now or do you want to start in the morning?

MS. CAMPBELL:  I think the right answer is I will start tomorrow morning, sir.

MR. KAISER:  All right.  9:30.

--- Whereupon the hearing adjourned at 4:56 p.m.
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