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EB 2007-0905

Final Argument On Behalf Of
Energy Probe Resear ch Foundation

How these Matters came before the Board

1. On November 30, 2007, Ontario Power Generation Inc. (the“ Applicant” or
“OPG”), filed an application with the Ontario Energy Board (the “Board”) seeking
an Order or Ordersof the Board for approval of increasesin payment amountsfor

the output of certain of its generating facilities, effective April 1, 2008.

2. Energy Probe Research Foundation (“ Energy Probe”) participated in the
Board process leading up to this proceeding: EB-2006-0064, A Regulatory
Methodology for Setting Payment Amountsfor the Prescribed Generation Assets of
Ontario Power Generation Inc., and subsequently, under the Board File Number,

Filing Guidelinesfor Ontario Power Generation.

3. OPG made arequest for the setting of Interim Rates by the Board as part of
its Application, not only requesting interim rates but an increasein payment
amountsin theinterim. Energy Probe actively participated in the | ssues Day on
February 6, 2008 and the M otion for Interim Order on February 7, 2008. Ener gy
Probe supported therequest for an Order making the current payment amounts of
OPG interim at April 1, 2008 but opposed an Order increasing the payment

amountsas part of the Interim Order.

4, Inits Oral Decision on the February 7, 2008, the Board ruled in favour of
making the current rates of OPG interim as of April 1, 2008 but denied the request

for increasing the payment amountsas part of the Interim Order.

5. On April 24, 2008, Energy Probe filed evidencein respect of Cost of Capital

| ssues.
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6. Energy Probedid participatein the Technical Conference on May 13, 2008
and in that forum pursued evidence in respect of the Applicant’s spending on

advertising initiativesin support of nuclear generation in Canada.

Argument Overview

7. Energy Probe has conducted itself asan all issuesintervenor throughout this
proceeding.
8. Inits Argument, Energy Probewill not seek to explore all outstanding | ssues

before the Board, but will be examining those | ssues of concern to Energy Probe

wher e we believe we can be of most assistanceto the Board.

RATE BASE

Issuel.l Istheratebase appropriately determined in accor dance with
regulatory and accounting requirements?

Stand Alone Principle

0. Energy Probe agreesthat therequired revenuesin respect of the Prescribed
Facilities should be established on a stand-alone basis. M oreover, Energy Probe
submitsthat the Prescribed Facilities should be operated on a stand-alone basis and
guestionswhether therequired segregation of activities of the Prescribed Facilities
and the unregulated businesses of OPG can be achieved without transferring the

Prescribed Facilitiesto a subsidiary.

10. OPG hasindicated that it will achieve segregation by maintaining separ ate
accounts. Energy Probe submitsthat thisaccounting-based segregation ensures
that OPG will operatethe Prescribed Facilitiesasa division of OPG rather than asa
stand-alone entity, and that the financing and tax decisionsregarding the

Prescribed Facilitiesand OPG’ s unregulated businesses will be made on the basis of

OPG’soverall position,
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11. Energy Probe believesthat, because of the economic significance of the
Prescribed Facilitiesto Ontario, it isimportant that financing and tax decisions
thereon be made without reference to OPG’s unregulated businesses so asto avoid

cross-subsidy between the Prescribed Facilitiesand OPG’s unregulated businesses.

12. Energy Probe submitsthat the Board should requirethat OPG transfer the
Prescribed Facilitiesto a wholly-owned subsidiary even if it meansthat total taxes
paid by that subsidiary and by OPG asrequired by the Electricity Act exceed the
amount that would be paid by OPG if no subsidiary wer e established.

13. Thesubsidiary should have an actual, rather than a deemed, capital
structure, deviations from which can, as Ms. M cShane hasindicated, be managed

through the dividend policy.

14. Energy Probe submitsthat if, in the alternative, the Board decidesto allow
OPG to manage the Prescribed Facilities as a division, the Boar d-approved capital
structure should be maintained throughout the test period and reflected in the
separ ate accounts of the Prescribed Facilities. While this approach will not
maintain therequired segregation for OPG’ s financing and taxation purposes, it

may contributeto segregation in other areas.

! Exhibit C2/T 1/Sch. 1, p. 122
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Plug

15. OPG statesthat it hasused a provision for long-term debt to reconcile the
debt component of OPG’sregulated capital structure with the proposed rate base
that financing supports.? Energy Probe submitsthat the provision for long-term
debt ($758.9 million at December 31, 2008° $573.2 million at December 31, 2009°)
arises only as an accounting adjustment needed to equate assets of the Prescribed
Facilitieswith theliabilitiesand net worth thereof and isnot related to the

operations of the Prescribed Facilities.

16. OPG hasindicated that such debt will not beissued; neverthelessit has
assigned a cost to that debt which cost isincluded in itscost of capital. In hisoral
evidence, Dr. Schwartz stated that this debt was not governed by a trust indenture
and will not be serviced. He concluded that such debt is more accurately accounted

for asequity than debt.

17. Energy Probe submitsthat the provision for long-term debt should be
accounted for asequity. Accordingly, OPG’s common equity account for the
Prescribed Facilities at December 31, 2008 should beincreased from $4, 255.5°
million to $5,014.4 million. Similarly, OPG’s common equity account at December
31, 2009 should be increased from $4,228.4° million to $4,801.6 million.

18. Energy Probe accordingly submitsthat the interest expense that OPG has
attributed to the provision for long-term debt should be removed from its projected
income statementsfor financial, regulatory and tax reporting regarding the

Prescribed Facilitiesin thetest period.

2 Exhibit CL/T 1/Sch. 2, p.5

% Exhibit CUT 2/Sch. 1, Table 3
* Exhibit CUT 2/Sch. 1, Table 2
® See footnote 3, supra

® See footnote 4, supra
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19. Energy Probe submitsthat thisre-classification of the provision for long-
term debt into equity will result in an unacceptably low debt/equity ratio and an

over-payment to the shareholder.

20.  Energy Probefurther submitsthat if the Board has discretion to adopt a
different return on equity in respect of the additional equity, then it should adopt a
0% rate, effectively treating this sour ce of equity as no-cost capital for regulatory

pur poses.

21. Energy Probe observesthat the need for an accounting adjustment would not
ariseif the Prescribed Facilitiesweretransferred to a wholly-owned subsidiary with

an approved capital structure.

CAPITAL STRUCTURE AND COST OF CAPITAL

Issue2.1 What istheappropriate capital structurefor OPG’sregulated business
for the 2008 and 2009 test year s? Should the same capital structure be
used for both OPG’sregulated hydroelectric and nuclear businesses? | f
not, what capital structureisappropriate for each business?

Capital Structure

22. Energy Probe submitsthat the equity-oriented capital structure proposed by
Ms. McShaneisinappropriate. It ignoresthe significant equity already present in
the form of implicit Provincial support for the debt of the Prescribed Facilities, as
Dr. Schwartz pointed out. Thissupport influencesthe termson which OPG can
financethe Prescribed Facilities. Moreover, although Ms. McShane draws on the
familiar Modigliani-Miller theorems on capital structurein conventional finance,
shefailsto draw the appropriate conclusion, i.e. that leverage is value-maximizing
when afirm istaxable. Sinceit appearsthat Ms. M cShane acceptsthat OPG is
taxable, her recommendation on capital structure should have provided for a debt-

oriented, rather than an equity-oriented, capital structure.
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23. In addition, Ms. McShane provides evidence of a U.S. sample of utilitiesin
which the debt ratio exceeds 50% when measured at book value.” It is noteworthy
that, while Ms. M cShane states that these utilities achieve high ROE’s, she does not
attributethisresult to high allowed ROE’s granted by regulators. Indeed, it is
likely that the explanation for these high reported ROE’sisto be found in the
financial leverage resulting from the relatively high debt/equity ratio.

24. Dr. Schwartz observed that the substitution of debt could addressthe agency
coststhat arise when a firm hastoo much equity. He observed that the existence of
the Memorandum of Agreement between OPG and the Province and the statement
therein of the Province' sright in law to issue special directivesindicate that these
costsare non-trivial. Since OPG iswholly-owned by the Province, the other
conventional means of controlling agency costs (such as management shar eholdings)
arenot available. Moreover, the Province does not attempt to maximize the value of
itsinvestment in OPG; rather, it pursuesa variety of goalsin the public interest.
Accordingly, substituting debt for equity in the capital structure can provide greater
financial discipline on management than would an equity-oriented capital structure.

25. Dr. Schwartz called attention to Professor Gordon’s observation that
investor-owned electric utilities prefer conservative capital structures. Professor
Gordon observed that too little debt imposes a cost on consumer s because the cost of
debt islower than the cost of equity, while having too much equity benefitsthe

manager s and the stockholders.?

26. Energy Probe submitsthat the available evidence supports both the need for,
and the viability of, a debt-oriented capital structure. Accordingly, the Board
should require a capital structure of 55% debt and 45% equity asrecommended by
Dr. Schwartz.

" Exhibit C2/T 1/Sch. 1, p. 90
8 Schwartz Report at para. 59.

Energy Probe Research Foundation Argument 8



Issue2.2 What istheappropriate return on equity (ROE) for OPG’sregulated
businessfor the 2008 and 2009 test year s? Should the ROE be the same
for both OPG’sregulated hydroelectric and nuclear businesses? If not,
what isthe appropriate ROE for each business?

Evaluation of Proposed Revenue Requirement

27.  OPG requestsapproval for arevenuerequirement of approximately $6.4
billion® for thetest period. Energy Probe submitsthat, regardless of how OPG
arrived at thisamount, the Board should adopt that figure provisionally and

deter mine the appropriateness ther eof by capitalizing (or valuing) the resulting cash
flow generated by the Prescribed Facilities at the Boar d-approved capital structure
and costs of debt and equity. If the Board findsthat theresulting asset valueis
reasonable, then it should accept OPG’s proposed revenuerequirement if it is

otherwise satisfied with OPG’ s evidence on cash flow.

28. Energy Probeiswell-aware that OPG’s proposed revenue requirement
contains OPG’srequested cost of capital which isin excess of $1 billion™ for the test
period. Nevertheless, Energy Probe submitsthat the cash flow analysis performed
by Dr. Schwartz asksthe proper question: “How much internally generated cash is
availableto fund investor returns after OPG’s approved operational, working
capital and capital expenditure outlaysfor the Prescribed Facilities have been
made?’ Thisisthe proper starting point for a conventional valuation because
internally-generated cash flow (i.e. cash flow from assets) isthe basis of value. On
the basis of his cash flow analysis, that amount is $649.4 million on an after-tax basis
for the test period.

° Exhibit AU/T 2/Sch. 2, p.4

10 Exhibit K1/T 1/Sch. 1, Tables 1, 2
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29. Energy Probe notesthat no criticism has been made of Dr. Schwartz’ method
of valuing the Prescribed Facilities on the basis of cash flow from assets or his
measur ement of that cash flow. The concernsraised by OPG appear to bethat (1)
he has not followed the conventional regulatory approach and (2) his estimate of

future cash flow isincorrect.

30. In responseto the former criticism, Energy Probe acknowledgesthat Dr.
Schwartz has not followed the conventional approach, because that was the object of
hisfinancial evaluation. Energy Probe further submitsthat OPG’srequested cost of
capital does not withstand conventional financial analysis. Simply put, if cash flow
from assets did allow OPG to make paymentstoinvestors of $1 billion in the test
period then the value of the Prescribed Facilities would be significantly higher than
indicated by Dr. Schwartz' valuation. However, only $649.4 million isavailable. As
discussed below, this does not mean that the proposed revenue requirement is
necessarily incorrect, but it does mean that the requested cost of capital is seriously
over-stated.

31 In responseto the second concern, Dr. Schwartz acknowledgesin hiswritten
submission™ that it would be inappropriate to value the Prescribed Facilities on the
assumption that cash flow in futuretest periods would remain at $649.4 million in
perpetuity. However, the available evidence does not provide information on future
cash flow and so he made the only reasonable assumption that the evidence allows,
that cash flow would increase with therate of inflation indicated by OPG. Hence,
the cash flow from assetsis a per petuity only in inflation-adjusted terms. Hethen
gener ated the cash flow stream and valued it using the cost-of-capital and capital
structurerecommended by OPG’sexpert, Ms. M cShane, and then using hisown

recommendations.

! Report of Lawrence P. Schwartz, Ph.D., April 24, 2008 Ex. M, Tab 6 (“ Schwartz Report”), at para,40
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32. Energy Probe acknowledgesthat, as Dr. Schwartz testified, he has not
previously given evidence in energy-related hearings. It appearsthat hisapproach
has not been used in previous cost-of-capital proceedings at the Board and may,
therefore, appear unfamiliar to the parties. Energy Probe submits, however, that

bringing a new or different approach can be helpful to the Board.

33. Energy Probe submitsthat if that capitalization of cash flow isdone at the
cost of equity (10.5%) and capital structure (57.5% equity/42.5% debt)
recommended by OPG’sexpert, Ms. McShane, then theresulting fair market value
of the Prescribed Facilitiesis approximately $6,201 million*?. Since OPG'’s estimated
book value of those assetsis approximately $7,401 million for calendar 2008, Dr.
Schwartz' estimated fair market value under Ms. McShane’' s recommendationsis

approximately 84% of the book value of the Prescribed Facilities.

34. Energy Probe submitsthat, on thisvaluation, the Board must find either that
OPG’sproposed revenuerequirement istoo low, or that the ROE and capital
structur e recommendations of Ms. McShane areinappropriate. Asdetailed further
below, Energy Probe believesthat Ms. McShane' srecommended ROE and equity
ratio aretoo high and that thisiswhy the estimated market value based thereon is
so low. It isconventional financial analysisthat a higher discount rate produces a

lower discounted present value.

35. Using Dr. Schwartz' recommended cost of equity (7.64%) and capital
structure (55% debt/45% equity), theresulting fair market value of the Prescribed
Facilitiesis approximately $9,885 million'*, which is 134% of OPG'’s planned book
value of assets. Stated differently, the market/book ratio of assetsis 1.34 times.

12 Evidence of Energy Probe Research Foundation-Update, Exhibit M Tab 6.1 (“ Schwartz Update”) at p.3,
para 7.

13 Exhibit BU/T 1/Sch. 1, Tables 1, 2

14 Schwartz Update, at para. 9.
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36. Energy Probe submitsthat the $9.9 billion valuation is plausible and is
reasonable based on the available evidence and, therefore, the Board should accept
it. If theBoard acceptsthisestimate of fair market value then, sinceit is based on
the cash flow from assets using OPG’ s proposed revenue requirement, the Board

should also accept that revenue requirement.

37. In responseto a question from the Board Panel during Dr. Schwartz' oral
evidence, thereisno reason to reduce therevenue requirement if the Board accepts
Dr. Schwartz' recommended ROE and capital structure and theresulting estimated

fair market value.”®

Evaluation of Shareholder Return

38.  SinceDr. Schwartz' recommended capital structureis45% equity, the
estimated fair market value of equity of the Prescribed Facilitiesis 45% of $9,885
million, or approximately $4,448 million.

39. It isuseful to comparethis market value with the planned book value of
equity. Since OPG adopts Ms. M cShane's equity ratio of 57.5%, the planned book
value of equity for 2008 is57.5% of $7,401 million, or approximately $4,256 million.
Accordingly, the market/book equity ratio isapproximately 1.05.

40.  Energy Probe submitsthat this market/book ratiois consistent with Ms.
McShane' s view that, according to the “fairness principle’, theregulator should
allow a slight premium over book value.’® Shealso reportsthat market/book equity

ratiosfor the overall Canadian equity market averaged 1.7 times from 1980-2006

> Transcript, Volume 14, June 19, 2008. Question of Mr. Rupert, p.25
18 Exhibit C2/T 1/Sch. 1, p.42
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and 2.1 times from 1994-2006."" Accordingly, the market/book equity ratio of 1.05
that Dr. Schwartz' valuation suggests cannot be taken astoo high. Thus, the Board

has another reason to accept that Dr. Schwartz' valuation isreasonable.

41.  AsDr. Schwartz recommended ROE is 7.64% per annum (equivalent to
approximately 13.75% for thetest period), thereturn to the shareholder is
approximately $454.6 million in thetest period.’

42.  Thisshareholder return iswell below the approximately $779 million cost of
equity proposed by OPG for thetest period.” Thisfigureisreached by applying
Ms. McShane srecommended ROE and capital structureto the book value of the

rate base.

43. Therearetwo principal reasonsfor the differences between Dr. Schwartz’
shareholder return and OPG’samount. First, Dr. Schwartz ROE and equity ratio
areboth lower than Ms. McShane' srecommendations. Second, Dr. Schwartz has
used solely market returns and estimated fair market values of assets and equity,
whereas OPG has applied a market-based ROE estimate to its book value of equity.

44, Energy Probe submitsthat if the Board accepts Dr. Schwartz' estimated fair
market value of assets, it must accept his estimated equity market value. On this
basis, the Board will find that OPG’s shareholder return over-compensatesthe

shareholder. Energy Probe submitsthe Board should approve a shareholder return

Y Exhibit C2/T 1/Sch. 1, p.179
18 Dr. Schwartz used the constant-growth dividend discount formulain his asset valuation, so it is also
relevant for valuing the equity portion thereof. Using rounded-off figures, if the market value of equity
(V) is $4,448 million, then the shareholder payment in the test period (P) is calculated according to the
formula:
Ve = Pl(re-g)

where re is the test-period equity cost (13.75%) and g, the growth rate, is the test-period rate of inflation
(3.53%). Hence,

4448 = P/(0.1375-0.0353)
Solving for the payment, P= $454.6 million. Using exact numbers, the precise payment figure is $454.8...
million.
9 Exhibit K1/T 1Sch. 1, Tables 1, 2. Also provided in Schwartz Report at para. 5.
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of $454.6 million for thetest period.

Equity Risk Premium

45. Energy Probe submitsthat Ms. McShane' s estimate of the equity market risk
premium over the long-term government bond yield is seriously over-stated. Her
approach wasto estimate a long-term return on equities of 11.5%-12.25% per
annum and to subtract therefrom the long-term gover nment bond yield. The
resulting 6.5% premium contributesto an over-estimate of the cost of equity and
should not be accepted.

46. In hiswritten evidence, Dr. Schwartz' estimate of the equity market
premium is6.7% over the Treasury bill yield. OPG callsthisevidenceinto question
on the basisthat it isbased on only 13 yearsof historical data. Energy Probe points
out that, in hisoral evidence, Dr. Schwartz handed up an extract from the finance
text authored by Professors Brealy and Myerset al.”® that shows, in Table 9.1, that
the average Canadian equity market risk premium over Treasury billswas 6.6%
over the period 1926-1992. Dr. Schwartz' own calculations merely show that the
average equity risk premium over Treasury billsover thelast 13 yearsisentirely

consistent with the long-term evidence on the premium.

47. Energy Probe submitsthat thisevidenceillustratesthe seriousflaw in Ms.
McShane sevidence. AsDr. Schwartz stated in hisoral evidence, the expected
return on equity may be estimated using either the long-term gover nment bond
yield or the Treasury bill yield and that the former isnormally higher than the
latter. Accordingly, the premium over the long-term gover nment bond yield must be
lower than the premium over Treasury bills. However, at 6.5%, Ms. McShane's

equity market risk premium over thelong-term gover nment bond yield isvirtually

2 R.M. Giammarino, E.M. Maynes, RA. Brealy, S.C. Myers and A.J.Marcus, Fundamentals of Corporate
Finance, First Canadian Edition, McGraw-Hill, 1995, Table 9.1 at p.212. The surrounding text makes it
clear that the yields on government bonds are for long-term government bonds.
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identical to the 6.6% historical premium over Treasury bills. With respect, Ms.
M cShane' s estimate cannot be correct, particularly when her method of calculating

that estimateistaken into account.

48.  Tofurther illustratetheissue, Energy Probe calls attention to the above-
mentioned extract from the Brealy and Myerstext. Table 9.1 thereof presents
evidence from 1926-1992 that the average annual rate of return to Canadian
common stockswas 11.4%. The Table also showsthat long-term gover nment bonds
provided an average annual return of 5.8%. Thedifference of 5.6% isthe average
equity market risk premium over the long-term gover nment bond yield.
Accordingly, Ms. McShane' s estimated equity market risk premium of 6.5% over
thelong-term gover nment bond yield is significantly larger than the evidence from
the period 1926-1992 suggests.

49, Energy Probe submitsthat there are other reasonsfor reecting Ms.
McShane' s equity market risk premium. AsDr. Schwartz pointed out, her expected
return on equities of 11.5%-12.25% istoo high when the current 3-month Treasury
bill yield isbelow 3%. Casual observation of current economic and financial
conditions supportsthe view that the expected return on equities over thetest

period is much lower.

Risk-Free Rate of Return

50. Energy Probe acceptsthat the equity market risk premium can be estimated
either asthe appropriate premium over thelong-term government bond yield or as
the appropriate premium over the Treasury bill yield. Dr. Schwartz stated that
both approaches are used and both are flawed. One problem with the long-term
bond yield isthat, unlessthe premium therein for holding a longer -term instrument
(the“term premium”) isremoved, then that yield over-states the risk-freerate of

return. Ms. McShane appearsto agree with this, but maintainsthat the long-term
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government bond yield should be used without such adjustment.

51. Energy Probe also acceptsthat using the Treasury bill yield astherisk-free
rateisnot freeof problemsbecauseit fluctuates. In recognition of this, Dr.
Schwartz did not usethe current Treasury bill yield. Instead, he used the highest
such yield (3.24%) he found over the cour se of hisresear ch, which worksto the
benefit of OPG.

52. Energy Probe submitsthat if the Board acceptsthe long-term gover nment
bond yield astherisk-freerate of return, it should also accept that the appropriate
equity risk market premium must be lower than the appropriate premium over
Treasury bills. On thisbasis, it should reject Ms. McShane' s equity market risk

premium of 6.5% over long-term gover nment bonds as submitted above.

ROE/Cost of Equity

53.  Energy Probe submitsthat the 10.5% annual rate of return on equity
recommended by Ms. McShane istoo high, leadsto an under-valuation of the

Prescribed Facilities and over-compensates the shareholder.

54.  Energy Probe submitsthat, despite Ms. McShane's criticisms, the Capital
Asset Pricing Model (* CAPM”) isavalid method of estimating the market-based
expected return on equity and should be used in preference to other approaches as
long astheresulting estimate isreasonable. AsDr. Schwartz showed in hisoral
evidence, CAPM isbroadly accepted in the finance community and is discussed at
length in conventional finance textbooks. Further, no other finance theory has been
proposed that would be both superior and workable. His evidence was not

contradicted.
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55.  Second, asindicated in his Report, Dr. Schwartz believes that the broad
evidenceisthat investorsdo diversify and that, consistent with CAPM, expected
returnson equitiesreflect market risk and exclude unsystematic or firm-specific
risk. However, Ms. McShane's 10.5% estimated ROE includes compensation for
risksfaced by OPG in respect of the Prescribed Facilitiesthat are firm-specific. In
recommending compensation for risksthat investors, but not OPG, can diversify
against, her proposed ROE isagain too high.

56.  Third, Ms. McShane's ROE estimate is an aver age of three methods of
arriving at the cost of equity. Two of these, CAPM and DCF, give very similar
results, but the “ comparable earnings’ method gives a substantially higher estimate.
Energy Probe calls attention to the fact that, in averaging these estimates, she

attached a 25% weight to the result of the compar able ear nings method.*

57. Energy Probe submitsthat the 25% weight isarbitrary and without support.
The Board should disregard the impact of the compar able ear nings appr oach.

58. Energy Probe further submitsthat adding 50 basis pointsto the average
ROE estimate for financial flexibility isunwarranted. OPG will not issue shares so
requires no compensation for flotation costs. If thereismerit in the claim that the
“fairnessprinciple” requiresregulatorsto allow an ROE such that the market value
of equity exceedsthe book value by a small premium then, as shown above, this
premium is produced by Dr. Schwartz' valuation without adding the 50 basis

points.

59. Energy Probe submitsthat the proposed ROE of 10.5% isover-stated and
leads to over-compensation of the shareholder. It should berejected.

! Response to Energy Probe Interrogatory #22 (f). Ex. L-T6-S22
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Dr. Schwartz’ ROE Estimate

60. Energy Probe submitsthat the weighted average cost of capital proposed by
Dr. Schwartz, based on 55% debt and 45% equity and the 7.64% cost of equity, is
reasonable and that the asset value of approximately $9.9 billion resulting from the

capitalization processisthereforereasonable.

61. Dr. Schwartz used the CAPM to derive hisrecommended cost of equity of
7.64%. Asnoted above, heused arisk-free Treasury bill rate (3.24%) that is higher
than the current yield and an equity market risk premium for Canadian equity of
6.7% that isvirtually identical to thelong-term historical premium. He adjusted
that premium for market risk using the 0.65 adjusted beta, the middle of Ms.

McShane' srange for the median Canadian utility.?

62.  Energy Probe submitsthat thisprocedure provides a better estimate of the
cost of equity for the Prescribed Facilitiesthan the 10.5% estimate provided by Ms.
McShane. The ultimatetest, however, iswhether an estimated ROE and capital
structure produce a plausible and reasonable estimate of fair market asset value.
Ms. McShane' srecommendations support a fair market value of $6.2 billion that is

substantially below book value and hence implausible.

63. Dr. Schwartz' 7.64% ROE and capital structureindicate afair market value
of $9.9 billion, 1.3 times book value of assets. His market/book equity ratio is 1.05.
Hisvaluation is plausible, and also reasonable when judged against conventional

mar ket/book ratios.

2 That rangeis 0.63-0.68. Ex. C2-T1-S1,p.36.
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Final Submissions on Cost of Capital

64. Energy Probe submitsthat the Board should approve an ROE of 7.64% and
a capital structure of 55% debt and 45% equity.

65. Onthisbasis, the Board should accept OPG’s proposed revenue

requirement.

66. TheBoard should reect Ms. McShane' srecommended ROE and capital

structure.

67. TheBoard should also regect OPG’s proposed shareholder return in favour
of the amount of $454.6 million for the test period.

PRODUCTION FORECASTS

Issue4.2 Hasthe methodology been appropriately applied to create the

production forecasts?

68.  Asweindicate below under Issue 5.1, we believe it would be reasonable for
the Board to withhold paymentsto OPG for the operation of some or all of
the Pickering reactors. Should the Board agree, it would follow that the
proposed nuclear business production forecast has over stated production
from the affected reactors.

69. Even if the Board should regect our recommendation in thisregard, we argue
below that it would beimprudent for the Board to accept OPG’s promises of
improved long-term nuclear performancein return for unusually high short-
term OM & A spending. Accordingly, we expect Pickering's future
performance to continue to disappoint, compared to OPG’ s for ecasts.
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70.  Specifically, weurgethe Board to apply appropriate levels of skepticism to
OPG’sever-improving forecasts of itsnuclear Forced L oss Rate, as discussed
extensively in Tr. Vol. 5, pages 129-132, in the underlying Ex. L/T6/S29, page 1, in
the ensuing Undertaking Ex. J5.10, and in discussionswith Messrs. Rupert and
Kaiser at Tr. Vol. 5, pages 147-155.

71.  Webédievethisentire exchange of evidence—including OPG’s concession in
Ex. J5.10 that a single problem in Pickering Unit 7 will singlehandedly shift
Pickering B'sFLR from aforecast 6.2% to a now-likely 16.1%, and the FLR for
OPG’sentirenuclear division from aforecast 5.1% to a now-likely 8.2% -- shows
that OPG apparently has an inexhaustible supply of both nuclear confidence and

nuclear disappointments.

72. Indeed, it isworth remembering that PickeringisOPG’s, and Ontario’s
oldest nuclear installation, and that the two Pickering-A received an enor mously
expensiverefurbishment to bring their material stateto as high a standard as
practicable. If there arereactors anywherewhose supply of “nasty surprises’
should by now finally be depleted, surely these arethereactors. But no.

73. Asthe Chair characterized therecord at Pickering Ain Tr. V. 5, page 153,
lines 10-28, the FL R forecasts have steadily improved, year over year, despite the
fact that actual FL Rs have consistently disappointed. And as OPG’s Mr. Gonsalves
conceded at thetop of Tr. V. 5, page 155, Pickering-A has managed to produce
another disappointing FLR in thefirst quarter of thisyear. The supply of “ nasty
surprises’ in OPG’soldest, most studied, and most refurbished reactors smply

shows no sign of depletion.
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74. OPG’sforecast of a5% Forced LossRatein itsoverall nuclear fleet isnow
virtually certain not to come truein 2008, and we would submit that OPG’sFLR
forecast isnot credible for 2009 or any subsequent year, either.

75. If these reactor s wer e low-cost generators, it might be reasonable to ssimply
adjust their expected FLRs, and by doing so, raise their regulated payments per
MWh. But they already appear to be grossly economic, as argued below.

OPERATING COSTS

Issue5.1  Arethe Operation, Maintenance and Administration (“OM&A™)
budgetsfor the prescribed hydroelectric and nuclear business
appropriate?

76. It would appear from thetotality of the evidence that one or two of OPG's

prescribed nuclear facilities-- Pickering A and perhaps also Pickering B -- have

been generating electricity, and arelikely to continue gener ating electricity, at
avoidable coststhat significantly exceed the HOEP, or any other reasonable
measur e of the value of that electricity. Remarkably, those excessive costs exclude

OPG's capital or depreciation costs, aswell asthat part of the capital costs of OPG's

nuclear stationsthat was diverted to the Debt Retirement Charge on our electricity

bills. In short, these facilities ar e appar ently grossly uneconomical even when
judged solely on the basis of their truly avoidable costs. (Wewill leaveit to other

partiesin thisHearing to document the precise quantum of these excessive costs.)

77.  Wewould urgethisBoard -- in its brand-new role asfinancial regulator of
Ontario'snuclear generators -- to withhold paymentsto oper ate any Boar d-

regulated generator that islikely, or virtually certain, to raise the cost of power to
Ontario'selectricity customers, compared to the case wher e that generator simply
does not oper ate. Given the safety risks, toxicity, waste gener ation, grid-reliability

risks, costs, and operational inflexibility of these particular stations, and the
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impressive amount of Ontario's wealth they have already consumed, we can see
little justification for the Board to compel customersto pay OPG to run them at

above-market avoidable costs.

78. If the Board should be hesitant to withdraw these paymentsfor fear that
Ontariowill run short of generating capacity, it should (a) take comfort from 2007,
when Ontario survived well with no power from either reactor of Pickering-A
through the peak summer season, and/or (b) require OPG and other partiesto deal

with that issue at the next OEB hearing on the paymentsfor these facilities.

79. Furthermore, we would urgethe Board, in general, to be wary of accepting
promisesthat expensive investmentsin nuclear upgradeswill bear fruit in future
reliable performance or life-extension. We would urge the Board to be especially
wary of accepting such promisesfrom any regulated producer (like OPG) that is
currently seeking a financial guarantee for the non-performance of its nuclear
facilities, in the form of 25% fixed payment, regardless of electrical production.
Ontario'sratepayer s have paid, and are still paying, the price of many earlier
broken nuclear promises, made without the Board'sregulatory oversight. Any
future broken promises can only be funded with this Board's explicit approval, and

we would urge you to withhold that approval wherever it isreasonable to do so.

Issue5.4  Arethecorporate costs allocated to theregulated hydroelectric and
nuclear businesses appropriate?

80. Energy Probeis concerned that some of the payment amountsfor OPG's

prescribed nuclear facilities are being directed to public-relations activitiesthat are

not worthy to receive such payments from rates. These activitiesare outlined in

ExhibitsJT1.2, J4.2, J8.10, J8.11, and J8.12, and in viva voce testimony at Tr. Vol. 8,

pages 104-125.

Energy Probe Research Foundation Argument 22



81.  Specifically, some of these OEB-regulated funds are being spent in an
attempt to change public opinion on a number of important and controversial issues
of public policy upon which Ontario's citizens -- and Ontario'smajor political
parties-- aredivided, or smply to enhance the cor porate image of OPG, or to
enhance the image of the nuclear industry asawhole. These funds are being spent

in several different ways -- by OPG directly, by advertising firms and others
retained by OPG directly, by the Canadian Nuclear Association (a nuclear-industry
lobby group) directly with funding from OPG'sregulated revenues, and by
advertising firmsand othersretained by the Canadian Nuclear Association with
funding from OPG'sregulated revenues.

82.  Amongtheinternally stated aims of this spending ar e the following:

e "proactively supporting increased new [nuclear] generation development
activity" (J4.2, Att. 1, 2nd page)

e "Support aPickering B refurbishment decision: Garner support - employees,
community and government” (J8.11, Att. 1, page 4)

e " Support Darlington new build campaign" (J8.11, Att. 1, page 4)

e "Mitigate anti-nuclear tactics (specifically-related to OPG)" (J8.11, Att. 1,
page 4)

e "Moveforward thetop 30 per cent ‘opinion shapers who influence opinion
leaders. targeted earned media, enhanced nuclear advertising, other targeted
outreach initiatives' (J8.11, Att. 1, page 6)

e " Strategic identification and proactive actions to addr ess potential issues:
CNSC, NGOs, Refurb, New Build" (J8.11, Att. 1, page 7)

e "Pickering positioned as safe generation workhor se for the province - the
beacon for the Canadian nuclear industry” (J8.11, Att. 1, page 9)
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83.  Whilethe quantum of spending -- approximately $6 million for all nuclear
advertising during the test period (JT1.2) -- isnot very large asa fraction of OPG's
total proposed paymentsfor itsprescribed facilities, we would urge the Board to
withhold all paymentsthat are destined to be spent on these activities, on the
groundsthat regulated ratepayer funds of thiskind should not be directed toward
political or controversial public-relations activities, or the aggrandizement of OPG's
image or that of the nuclear industry. In effect, the vast majority of Ontario's
electricity consumersare currently being compelled to pay for a number of
campaignsto changetheir views on important and controversial issues of public
policy. Should this Board approve OPG's application for continued funding for
these activitiesin 2008 and 2009, it will be complicit in thisinappropriate

compulsion.

84. Wenoteherethat it isa matter of public record that the wisdom of nuclear
generation development in Ontario and the optimum pace or extent of such
development (if any), are issues which not only divide thoughtful Ontarians, they
strikingly and clearly divided all three of Ontario'smajor (elected) partiesas
recently asthe past provincial election, and they continueto do so inside and outside
the House of Commons. In short, theseissues -- and any public-relations
expenditures dealing with them -- are undeniably " political” in every sense of the
word in Ontario. We would also submit that nobody who has attended the Board
hearings on this matter (or on the IPSP) could reasonably doubt that the issue of
nuclear power and itsrolein Ontario's electricity supply constitutesa

" controversial issue of publicimportance”. Indeed, Energy Probe submitsthat
much of OPG's own self-justification of its nuclear-advertising expenditures-- e.g.,
in Ex. J4.2, pages 1-2 -- would be rendered meaningless or nonsensical if nuclear

power were not obviously a" controversial issue of public importance”.
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85.  Whilewe believe the Board has broad and general powersto include or
exclude expenditures of thistypein regulated payments, based solely on the Board's
view of whether or not inclusion isin the best interest of ratepayers, it may be of
some comfort to know that a large number of other jurisdictions have already taken
the sort of action that Energy Probeisurging this Board to take today. While we
have by no means performed an exhausting sear ch for precedents, a smpleonline
sear ch hasturned up quite afew, including the following:

Precedentsfor excluding controversial or " political” or "institutional”
public-relations activities from rates:

[We have added emphasisto the quotesasan aid to thereader. All italicsin
the quotations are ours, not found in the original.]

The US government, through the Public Utilities Regulatory Policy Act
(PURPA -- online at http://uscode.house.gov/download/pls/16C46.txt ), has
given State-level regulators guidanceto prohibit the use of regulated
paymentsto electricity utilitiesfor the purposes of " political" or

" promotional” advertising:

16 USC Sec. 2623 01/03/2007
TITLE 16 - CONSERVATION
CHAPTER 46 - PUBLIC UTILITY REGULATORY POLICIES
SUBCHAPTER |l - STANDARDSFOR ELECTRIC UTILITIES
Sec. 2623. Adoption of certain standards

(b) Establishment
Thefollowing Federal standards ar e her eby established:

(5) Advertising
No electric utility may recover from any person other than the
shareholders (or other owners) of such utility any direct or
indirect expenditure by such utility for promotional or political
advertising as defined in section 2625(h) of thistitle.
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16 USC Sec. 2625
Sec. 2625. Special rulesfor standards

(h) Advertising
(1) For purposes of this section and section 2623(b)(5) of this
title -

(A) Theterm "advertising" meansthe commercial use, by an
electric utility, of any media, including newspaper, printed
matter, radio, and television, in order to transmit a messageto
a substantial number of membersof the public or to such
utility's electric consumers.

(B) Theterm " political advertising” means any advertising for
the purpose of influencing public opinion with respect to
legidlative, administrative, or electoral matters, or with
respect to any controversial issue of public importance.

(C) Theterm " promotional advertising" means any advertising
for the purpose of encouraging any person to select or usethe
service or additional service of an electric utility or the
selection or installation of any appliance or equipment designed
to use such utility's service.

(2) For purposes of thissubsection and section 2623(b)(5) of
thistitle, theterms" political advertising" and " promotional
advertising”" do not include -

(A) advertising which infor ms electric consumer s how they can
conserve energy or can reduce peak demand for electric energy,

(B) advertising required by law or regulation, including
advertising required under part 1 of title Il of the National

Energy Conservation Policy Act [42 U.S.C. 8211 et seq.],

(C) advertising regarding service interruptions, safety
measur es, or emer gency conditions,

(D) advertising concer ning employment opportunitieswith such
utility,

(E) advertising which promotes the use of energy efficient
appliances, equipment or services, or

(F) any explanation or justification of existing or proposed
rate schedules, or notifications of hearingsthereon.

The corresponding federal (US) guidance regar ding natural-gas utilitiesis
virtually identical, and found in 15 USC Sec. 3203, 01/03/2007, TITLE 15 -
COMMERCE AND TRADE, CHAPTER 59 - RETAIL POLICIESFOR
NATURAL GASUTILITIES, Secs. 3203 and 3204. Available online at
http://uscode.house.gov/download/pls/15C59.txt .
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In addition, many Stateregulators have expressly excluded several types of
advertising expenditures from therates of their eectric utilities, including
the following examples, all available online:

State of Utah Rule R746-406. Advertising by Electric and Gas
Utilities. Asin effect on May 1, 2008. Available online at
http://www.r ules.utah.gov/publicat/code/r 746/r 746-406.htm :

" R746-406-1. General Provisions.

Except as provided in Subsection C, no electric or gas utility may
recover from a person, other than shareholdersor other ownersof the
utility, adirect or indirect expenditure by the utility for political,
promotional or institutional advertising.

A. For the purposes of thisrule:

1. Theterm "advertising" meansthe commercial use, by an electric or
gas utility, of media, including newspaper, printed matter, radio, and
television, in order to transmit a message to a substantial number of
member s of the public or to the utility's consumers.

2. Theterm " political advertising” means advertising for the purpose of
influencing public opinion with respect to legislative, administrative, or
electoral matters, or with respect to an issue of public dispute.

3. Theterm " promotional advertising” means advertising for the

pur pose of encouraging a person to select or usethe service or
additional service of an electric or gas utility or the selection or
installation of an appliance or equipment designed to usethat utility's
service.

4. Theterm " ingtitutional advertising" means advertising which is
designed to create, enhance, or sustain an electric or gas utility's public
image or good will with the general public or the utility's customer.

B. For the purposesof thisrule, theterms" political advertising,”
" promotional advertising,” and institutional advertising” do not
include:

1. advertising which informs consumer s how they can conserve
energy, use energy wisely, or reduce peak demand for energy;

2. advertising required by law or regulation, including advertising
required under Part 1 of Titlell of the National Energy Conservation
Policy Act;

3. advertising regarding service interruption, safety measures, or
emer gency conditions,

4. advertising concer ning employment opportunities with the utility;
or
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5. an explanation of existing or proposed rate schedules, or
notifications of hearing thereon, or
6. information about the availability of energy assistance programs.

C. Notwithstanding the foregoing provisions, expendituresrelating to
promotional and institutional advertising may berecovered in ratesif
the Commission hasfound, after due consideration in either arate
case or separate proceeding prior to implementation, that the
advertisingisin the publicinterest.”

The State of Maine, at http://maine.gov/sos/cec/r ules/65/407/407c083.doc ,
has adopted a similar set of prohibitions, and also requiresannual reporting
of all such expenditures. The expenditures are permitted, and are also
deductible from taxable income, but they may not be recovered as expenses
in rates.

"...nopublic utility shall recover from any person other than its
shareholdersor other owners. . ."

[At thetime of drafting this argument, we note that the server at
http://maine.gov isfailing to produce the aforementioned document.
But it isalso available from Googlein HTML format at
http://72.14.205.104/sear ch?q=cache: OliY |Ej 8T 84J: maine.gov/sos/cec/
rules/65/407/407c083.doc .]

The State of Kentucky -- online at
http://www.Ir c.ky.gov/kar/807/005/016.htm -- has adopted an overar ching
principlein thismatter:

" (1) No advertising expenditur e of a utility shall be taken into
consider ation by the commission for the purpose of establishing rates
unless such advertising will produce a material benefit for the
ratepayers.”

Kentucky, like most jurisdictions, expressly includes both direct advertising
costsincurred by the utility itself, and " those costs of advertising incurred by
contribution to third parties, including parent and affiliated companies.” We
would submit that OPG's contributionsto CNA's" political” and
"institutional” advertising (see definitions below) would and should be
excluded from ratesunder thisrule.

In addition to the overarching principle, Kentucky lists advertising costs that
are expressly excluded from rates:

Section 4. Advertising Disallowed. (1) Advertising expendituresfor
political, promotional, and institutional advertising by electric or gas
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utilities shall not be considered as producing a material benefit to the
ratepayers and, as such, those expenditures are expressly disallowed for
rate-making purposes.

(a) " Political advertising” means any advertising for the purpose of
influencing public opinion with respect to legislative, administrative, or
electoral matters, or with respect to any controversial issue of public
importance.

(b) " Promotional advertising” means any advertising for the
pur pose of encouraging any person to select or use the service or
additional service of an energy utility, or the selection or installation
of any appliance or equipment designed to use such utility's service.

(c) " Institutional advertising" means advertisng which hasasits
sole objective the enhancement or preservation of the corporate image of
the utility and to present it in a favorable light to the general public,
investors, and potential employees.

The State of North Carolina, in Rule 12-13 -- available online at
http://ncrules.state.nc.us/ncac/title% 2004% 20-
% 20commer ce/chapter % 2011% 20-
% 20utilities¥ 20commission/04% 20ncac% 2011% 20r 12-13.html -- similarly
excludesthe costs of " political or promotional advertising” from rates, and
further requirestheinclusion in all such ads of a statement similar to the
following:
"THISMESSAGE ISNOT PAID FOR BY THE CUSTOMERS OF
(the electric or natural gas utility sponsoring the advertisement). "
Even within categoriesthat are considered proper for inclusion in rates -- see
Rule 12-12, online at http://ncrules.state.nc.us/ncac/title% 2004% 20-
% 20commer ce/chapter % 2011% 20-
% 20utilities¥% 20commission/04% 20ncac% 2011% 20r 12-13.html -- North
Carolinaretainstheright to disallow such " expenditures [which] may have
exceeded areasonable level or amount” from rates, and offersthe following
two testsfor inclusion:

Q) the advertising is of benefit to the using and consuming
public, or
2 the advertising enhances the ability of the public utility to

provide efficient and reliable service.

The State of Oklahoma originally went even farther, and completely banned
its utilities from making expendituresfor " institutional advertising” . But by
doing so, it ran afoul of the law, as determined by the Supreme Court of
Oklahomain STATE v. OKLAHOMA GASAND ELECTRIC COMPANY,
1975 OK 40, 536 P.2d 887, Case Number: 46255, 46283, 46287, 46234,
Decided: 03/11/1975, available online at
http://www.oscn.net/applications/oscn/Deliver Document.asp?Citel D=46958 .

The Court found as follows:
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86.

143 Rule 3(a)(2) prohibits utilities from making expenditures for
institutional advertising. I nstitutional advertising is defined as
advertising designed to promote the corporate image of the utility, and
present it in a favorable light to the public and potential investors.

144 By definition institutional advertising isnot designed to increase
consumption of energy.

145 Rule 3(a)(2) prohibits utilities from expending money for
institutional advertising regardless of whether such expendituresare
passed on to ratepayers. This greatly impedesthe utilities ability to
present their viewsto the public. The only argument presented to
support theruleis" the product being hawked is not utility service,
but the corporate image and such expenses benefit the shareholder
rather than theratepayer and should be borne accordingly."

146 The same end could be achieved by disallowing such expenditures
as operating expenses for ratemaking purposes and this method would
not impede the utilities ability to communicate with the public. We
concludethe prohibition on expendituresfor institutional advertising
isan unreasonable means of protecting ratepayer s from these
expenditures. Rule 3(a)(2) isinvalid.

151 We conclude the Commission may disallow any institutional
advertising expenditures from operating expenses for ratemaking
purposes unless the utility establishes such expenditures benefit all
ratepayers.

In short, these jurisdictions and appar ently several others have recognized
that it isoffensive to force ratepayersto pay for advertising expensesthat are
incurred for the political or institutional or image benefit of the utility
company, rather than the benefit of the vast majority of itscustomers. We
urgethis Board to adopt that view, and to act accordingly in (a) disallowing
all offending expendituresfrom OPG'sregulated paymentsfor thetest
period, and (b) directing OPG to exclude all such expendituresfrom itsrates
and rate applications henceforth.

In addition to our objectionsto these expendituresin principle, we also note

that a number of the specific claims and statements made by OPG and CNA, with

the support of OPG'sregulated payments, are either false or misleading or seriously

lacking in transparency -- in violation of OPG's Mandate from the Province, as

exerpted in Ex. J4.2, p. 2, lines 2-6. We would certainly includein that category
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CNA's OPG-funded campaignsthat repeat (over and over again) that nuclear
power is"reliable" and even claim that " Canadian nuclear energy provides

dependable electricity that you can count on, any time, all thetime" !

87. Inthisregard, it is certainly not Energy Probe'sintent to hinder OPG's
effortsto share, reveal, or publish factual information about itsnuclear activities, or
to communicate openly with its many stakeholders. Indeed, it isat least conceivable
that some (small) fraction of the planned $6 million may be spent on
communications activities that are both appropriate and essential to the proper

operation of a nuclear utility company.

88. Nor would we have the OEB function as a guardian over the veracity or
balance of every document that OPG publishes, although the Board may haveto
function asafinal arbiter in cases of abuse or dispute. But when OPG appears
beforethisBoard for a 25% guarantee of itsnuclear costs, rather than bear the
risksof their own uncertain nuclear production, while OPG is simultaneously
contributing regulated ratepayer fundsto CNA campaignsthat proclaim that
nuclear power is"reliable" and that " Canadian nuclear energy provides
dependable electricity that you can count on, any time, all thetime", we believe the
time has clearly come for this Board to intervene. Thefact that two of OPG's
witnesses were willing to adopt that latter cringe-worthy statement astheir own
under oath (Tr. Vol. 8, pages 123-124) only addsto the problem, in our submission,
and to the need for the problem to be solved.

89. Finally, we note that Ener gy Probe represents, and isdirectly supported by,
an impressive number of Ontario residents, virtually all of whom are consumer s of
OPG'sregulated electricity, at home and at work. We would urge thisBoard to
relieve those fineindividuals of the responsibility to pay for OPG's effortsto

" Mitigate anti-nuclear tactics' and " address potential issues. .. NGOs'! Energy
Probe's supporters should not be forced to finance Energy Probe's debate
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opponentsthrough their OEB-regulated electricity payments. If OPG's shar eholder
wishesto forgo profits so that OPG may spend money on political or institutional
advertising, we would consider that unfortunate, but (a) it will do so without the
OEB's stamp of approval, (b) it will do so without raising electricity rates, and (c)
there are other mechanisms available to hold governments and political parties
accountablefor their actions-- far more accountable, in our submission, than OPG
and CNA.

0. In the absence of a financial accounting of exactly which OPG nuclear
advertising expenditures ar e offensive and which are not, we recommend the

following appr oach:

e TheBoard should require OPG to ensureimmediately, as of the date of the
Board'sforthcoming Decision, that no further expenditures of regulated
ratepayer fundsareto be made on " political” or "institutional” or
"promotional” public-relations activities, defined by thisBoard similarly to

numerous USjurisdictions.

e TheBoard should require OPG to respect thisdistinction -- fundamentally
between public-relations activitiesthat are clearly in the best interests of all
of OPG's customers, and thosethat are not, including those that are designed
to enhance OPG'simage or to change opinions on matters of public

controversy -- in all its future accounting and filing befor e this Board.
e InthisDecision, the Board should clearly disallow 100% of

e OPG'scontribution to Canadian Nuclear Association’s advertising
initiatives -- $1.0 million in post-April-1 2008, $1.3 million in 2009 (EX.
JT-1.2); and

e OPG'sown " New nuclear generation development advertising” -- $ 1.3
million in post-April-1 2008, $1.7 million in 2009 (Ex. JT-1.2).

e Webedlievethat these two classes of expendituresareclearly " political”

and/or "institutional" as defined above, based on the descriptionsand
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justificationsin the above-cited Exhibits. In addition, we note that
expendituresin regardsto " New nuclear generation development” , if they
wer e for the benefit of all ratepayers (which these are not), should be
accounted for aspart of OPG's expenditureson new nuclear generation
development. (On the later issue, see the exchange between Mr. Rupert and
OPG'sMr.Heard at Tr. Voal. 8, p. 125.)

e Regarding" OPG’snuclear billboard advertising initiative" -- $0.1 million in
post-April-1 2008, $0.2 million in 2009 (Ex. JT-1.2): Judging by the one
example of which OPG has provided to us (Ex. J4.2, Att. 5), we believe that
thisinitiative also failsthe test for inclusion in regulated ratepayer payments,
and should be disallowed.

e Regarding " Advertising in OPG nuclear host communities' -- $0.2 million in
post-April-1 2008, $0.2 million in 2009 (Ex. JT-1.2)": Judging by thethree
examples contained in Ex. J4.2 (Att. 6, 7, and 8), we believe that thisinitiative
also failsthetest for inclusion in regulated ratepayer payments, and should
be disallowed.

e Wesuspect that at least half of OPG's M ember ship feesto the Canadian
Nuclear Association that areincluded in therevenuerequirement -- $0.3
million in post-April-1 2008, $0.4 million in 2009 (Ex. J8.10) -- are destined to
be used in waysthat areinappropriate for inclusion in regulated rates,
including support for CNA's misleading web-site (discussed at (Tr. Vol. 8,
pages 122-124). At the least, we would urgethe Board to require OPG to
account for the use of those funds, in its next application. To the extent that
the funds are spent on public persuasion and political lobbying and
enhancement of the nuclear industry's public image, they should be excluded

from rates.
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DESIGN OF PAYMENT AMOUNTS

Issue8.1 AreOPG’ssuggested changesto the hydroelectric incentive payment
system appropriate?

91. OPG'sproposed hydroelectric incentive mechanism is seriously flawed and

needsto be corrected or withdrawn.

92.  Theunderlying idea of aligning OPG'sfinancial interests with the inter ests of
the Ontario grid and its customersis an excellent one, which Energy Probe

completely supports.

93. Unfortunately, OPG has chosen to use a constantly moving (and currently
unknowable) number -- the average rate of power production during the month in
guestion -- asthe key target in its proposed incentive scheme, atarget Energy Probe

referred to asthe" set point” in itscross-examination on thistopic.

94. In OPG's Argument in Chief (p. 89, lines 7ff), OPG refersto thisnumber as
"thethreshold at which market prices begin to apply" and explainsitssignificance

asfollows:
" The setting of thisthreshold isan important consideration. If it is set too
low then OPG will earn market priceson alarger portion of itsregulated
output. If it isset too high, then OPG will effectively have to purchase from
the market in many hourswhen the priceiswell in excess of the regulated
hydroelectric rate, resulting in afinancial lossto OPG."

95. Weagreeentirely with that characterization of this" threshold" or " set

point" in OPG's proposed incentive mechanism, and commend its wisdom to this

Board.
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96. OPG’sproposesto set this"threshold" equal to itsactual monthly average
rate of generation at the prescribed hydroelectric assets (Ex. 11-T1-S1, Section
5.2.2). In other words, the actual value will not be known during the current month,
but will be calculated after the end of the month, and applied retroactively.
Obvioudly, any action that changes the amount of energy generated during the
month affectsthe setting of the " threshold" .

97. In responseto a question from Energy Probe, all three of OPG's Panel 12
witnesses conceded that they could not think of a single other instance of an
incentive schemein any arena, wherea " set point" for agiven time period -- the
measur e against which the current period's performanceisto be judged -- was
determined by the performance in that sametime period (Tr. Vol. 15, pages 120-
121). We are also unawar e of any precedent for the proposed approach, and we

believe there are good reasonsto avoid such circularity.

98.  Whilethe proposed approach may produce appropriate resultsregarding the
simple " time-shifting" or "holding back" of water use (and hydroelectric
generation) from one period to a later period, it produces a perver se effect -- and an
inappropriate incentive -- regarding the use of the Sir Adam Beck Pump Generating
Station (*PGS’). That facility uses electricity to pump water uphill at Sir Adam
Beck, typically at times of low demand and price, so that same water can later

gener ate electricity again, typically at a significantly higher price.

99. In the process, only approximately 46% of the originally consumed
electricity isgenerated at the later time, and approximately 54% islost dueto
inefficiencies (Ex. L2-060; Tr. Vol. 15, pages 103-104).
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100. Because of thislossof net and total generation at the" prescribed” Sir Adam
Beck complex, and because OPG is proposing to base itsincentive threshold on the
actual monthly averagerate of generation at the prescribed hydroelectric assets, the
effect of any and all pumping at the PSF will unavoidably and always be to lower
the actual monthly average rate of generation at Sir Adam Beck, and thereby to
lower the proposed " threshold at which market prices begin to apply” for that

month.

101. Inturn, theunavoidable effect of that lowering of the proposed " threshold at
which market prices begin to apply” will bethat " OPG will earn market priceson a
larger portion of itsregulated output”, and thereby increaseitsrevenues. (Note that
asEx. 11-T1-S1, Section 5.2.2 explains, any use of the PGS which isin the public

interest will by itself produce a net increase in revenuesto OPG.)

102. Thisaddition to OPG'srevenuesis above and beyond the addition that
creates an appropriate incentive, asexplained at Ex. | 1-T1-S1, Section 5.2.2.
Together, the two separ ate additionsto OPG's revenues from use of the Pump
Generating Station will over-reward OPG for using the PGS, and create situations
in which it isin OPG'sfinancial interest to pump water with the PGSwhen it is, at
least marginally, contrary to the best interests of the Ontario grid and its customers.
In short, the proposed scheme will create perverseincentivesto over-use the PGS.

103. OPG'sPand 12 witnessesinsisted repeatedly in oral testimony throughout
Energy Probe'slengthy cross-examination on thistopic (Tr. Vol. 15, pages 99-120)
that thisadditional, indirect revenue increase from PGS pumping simply does not
exist. But after the Hearing concluded, OPG confirmed in itsresponse to
Undertaking 15.6 (Ex. J15.6) that the effect isindeed real.
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104. Unfortunately, rather than following this surprising concession to itslogical
conclusion, by proposing a solution to the now-agreed problem, OPG spent most of
its Undertaking Response attempting to minimize or dismissthe impact of the

problem. Wefind OPG's minimizations unconvincing.

105. Inparticular, we note that the Undertaking question was based on a
thoroughly ssimplified and unrealistic scenario to establish a point in principle,
which OPG'switnesses would not concedein principle, in 20 pages of cross-
examination. That scenario, for simplicity's sake, involved 29 days of completely
"flat" or constant generation, followed by extremely active use of the PGS. We note
that most of OPG's minimizationsinvolve that extreme scenario, rather than the

appar ently most realistic scenario, wherethe PGSisused throughout the month.

106. Inthat latter scenario -- dismissed in thefinal four lines of the four-page
response -- it appearsthat the net gain to OPG from this unintended, unexplained,
and repeatedly denied effect is 30 timesthe estimated gain from using the PGS for
one day only. Multiplying OPG's estimate of the net gain from running the PGS for
one day ($18,730) times 30 yields a per ver se-incentive benefit of $561,900 for the full
(simplified) month, compared to an estimated $51,882,130 revenuesfor the entire
SAB complex for the month. Even if OPG iscorrect that the simplified calculation
leads to some over estimate of the financial benefitsto OPG, we may well betalking
about an unintended benefit in the range of $4 or $5 million per year from using the
PGS extensively. And we note that OPG has estimated for Board Staff (Ex. L/1/90,
p. 1) that itsforecast distribution for itsdirect incentivesfor use of the PGS " hasa
mean of $11.6M, with a 90% confidence interval from $5.2M to $19.3M" . Based on
car eful examination of the evidence that OPG has produced, thereisno apparent
reason to conclude that theindirect, unintended, supplementary, and perverse

incentive amount is small, much less de minimis.
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107. Regardless of the precise quantum, we are certain that the proposed
incentive scheme would be better aligned with the public interest and the interest of
electricity consumersif these added revenues did not accrueto OPG. (Wearealso
concerned that the proposed incentive mechanism creates similar and additional
perver se incentives concer ning the oper ation of the SMO, as discussed briefly
below.)

108. Webelievethat theissueistoo important to beignored, and too significant to
be minimized or dismissed with the wave of a hand. In the absence of a better
proposal from OPG, we urge the Board to adopt either of Energy Probe' stwo
proposalsto correct the now-acknowledged and agreed flaw in the proposed

incentive mechanism:

Proposal "A": The"threshold" should be established " externally" , without
thecircular referenceto OPG's performance during the period in question.
E.g., it could be set asthe average hourly production for the same calendar
month in the previousthreeyears.
OPG hasalready madeit clear on numerous occasionsthat it views
any external or fixed threshold as something that raisesits business
risks, and we would expect it to view thisproposal in that light. We
simply note herethat other OEB-regulated entities face many similar
risks, both weather-dependent and based on business cycles,
competing fuels, etc., and that the annual variability in SAB output is
clearly avery modest risk for the owner of the Pickering and
Darlington stations.
Proposal " B": The" threshold" could beleft as OPG proposes, provided that
the effect of OPG's pumping at the PSF on that " threshold" is expressly
"netted out" . Because that inappropriate effect arises from the fact that the
threshold drops by approximately 54% of the electricity expended at the
PSF, the proposal isto raise the threshold by that same amount, 54% of the

electricity expended at the PSF. The effect isto align the proposed incentive
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with itsoriginal stated purpose and explanation, by eliminating the effect of
the pumping on " the threshold at which market prices begin to apply” . OPG
would still get to keep the net proceeds of the pumping itself, but would not
profit from the downward shift in the threshold.

109. Finally, although we arelessfamiliar with Segregated Mode Operation
(“*SMQ”) than with the Pump Generation Station, we suspect that shifting water
and generation from OPG's normal regulated production to SM O would create a
similar and additional perverseincentive under the proposed mechanism, perhaps
in both directions (i.e., to increase OPG's profit from shifting production from
regulated to SM O, and to decrease OPG's profit from shifting production the other
way). If so, we urge the Board to extend its preferred solution tothe SMO's

activitiesaswell, to avoid perverse incentivesthere.

Issue8.2 Isthefixed payment of 25% of revenuerequirement an appropriate
design for the nuclear facilities?
110. Energy Probesubmitsthat the most frequently stated justification for the
nuclear fixed payment -- that 90 percent of nuclear costs arefixed -- haslittle or no
merit. OPG has conceded in itsresponse to Undertaking J15.7 (Tr. Vol. 15, page
154) that the fixed-cost component of its hydroelectric represents 67% of revenue
requirement and the variable-cost component 33%, yet OPG is obviously content to
get all itshydroelectric revenues based on its generation output. We concede that
90% isgreater than 67%, but it isclear that neither of those figures has previousy
prompted OPG or its predecessor to seek any fixed guarantee of revenues above 0%
until now, and OPG is still obviously content with 100% variable revenuefor its

hydroelectric generation.

111. Wetherefore conclude that the main motivation for the nuclear proposal
must lie elsewhere. And we believeit isremarkably easy to find, in the obviously
erratic and uncertain output of OPG's nuclear generators. Unfortunately for OPG,

the very same unreliability that makesthese stations owner seek the comfort of a
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guaranteed income stream, independent of their unreliable output, makestheir
customer s seek the comfort of maximum incentives on OPG, and minimum risk of
rate shock to ratepayers. We also notethat Ontario electricity customersare
already forced to pay a number of fixed chargesfor non-performing and
prematurely retired nuclear reactors, including the Debt Retirement Char ge on our
electricity bills, which isvirtually 100% attributable to fixed nuclear coststhat will

never be covered by nuclear revenues.

112. Inshort, wefind thejustificationsfor the 25% guarantee unconvincing and
contrary to the public interest, and we urge the Board to regect them, and to reject
the requested guaranteed fixed nuclear payment.

Costs

113. Energy Probe submitsthat it participated responsibly in this proceeding.
Energy Proberequeststhe Board award 100% of itsreasonably incurred costs.

ALL OF WHICH ISRESPECTFULLY SUBMITTED
July 21, 2008

Peter Faye, Counsel to Energy Probe Resear ch Foundation
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