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INTRODUCTION
1. These are the Final submissions of the School Ené&galition ("SEC") in the

application by Ontario Power Generation Inc. ("OP®&r an Order determining payment
amounts pursuant to s.78.1 of the Ontario Energar®oAct (the "Act") and regulations

proclaimed in relation thereto, in particular OrdaReg. 53/05 (the "Regulation”).

2. Nature of the Proceeding.OPG's prescribed assets generate a significanbgirap of
the electricity required by the province of Ontarithe efficient operation of these assets,

therefore, is vital to the economic well-being atanhdard of living of the people of Ontario.

3. In SEC's submission, the lack of independent regujaversight over OPG's operations,

and those of its predecessor, in the past hastedsu inefficiencies and costs that are much
higher than comparable utilities. The Ontario EyeBoard has now been given the important
and difficult job of regulating OPG's prescribedets with a view to ensuring that they operate

in a cost effective manner.

4. That task necessitates that the Board take stepdféot immediate and meaningful

change at OPG, requiring it to operate like arcedfit commercial enterprise.

5. The Importance of OPG’s History.In this context, it is important for the Board tedp

the Applicant’s history firmly in mind. This is @eempany that was effectively insolvent ten
years ago, and had to offload more than $16 bilibstranded debt to the province because of
its own failure to contain the costs of generatiofhat failure was, in turn, at least partially
caused by the fact that the Applicant’s predecessm not subject to independent and binding

regulatory oversight.

6. Today, the Ontario Energy Board has the mandasmsare OPG’s costs are and remain
reasonable and prudent. In this respect, the Bisdrgling to achieve what no-one else has done
before with this company — ie. cost containmenhe Bdvantage this time — and probably the
reason why the government elected to hand thisoressipility to the Board — is that this Board
has considerable experience in keeping the costsgofated entities to reasonable levels. And,
it has sufficient power to ensure that its guidaisdellowed.



7. But unlike most other entities regulated by thi@aBh OPG operates within a competitive
market. While it is true that their dominant margesition, and the public need for their output,
mean that OPG has some of the indicia of a monogetyice provider, that is not the whole
story. Yes, OPG has market power, but as a pedanatter competitors can enter that market

too.

8. The importance of that fact is this: If OPG alloeasts to spiral out of control again, as
it did once in the past, it could easily price litsut of the market. Despite OPG's preferred
position, other generators would be able to efmeimarket and sell electricity at lower prices. If
that were to happen, despite Board supervisionetieet on OPG would be the same as the last
time — inability to compete at market prices, ingoicy, and stranded assets. With rare
exceptions, this can’'t happen with a wires or pip@spany. In this respect, the consequences
of uncontrolled spending by OPG would be differérgn a similar problem at Hydro One, or
Enbridge, or Ottawa Hydro.

9. We therefore urge the Board, in dealing with ea¢hthe issues before it in this
proceeding, to focus on its long-term responsibtlit ensure that OPG’s costs are contained, and
that OPG and its customers never again have tohgoudgh the pain of writeoffs and

restructuring.
CAPITAL STRUCTURE AND COST OF CAPITAL (Exhibit C)

2.1 What is the appropriate capital structure for OPG’s regulated business for the 2008
and 2009 test years? Should the same capital struce be used for both OPG’s regulated
hydroelectric and nuclear businesses? If not, whatapital structure is appropriate for each
business? (C1/T1/S1, C1/T2/S1, C2/T1/S1)

2.2 What is the appropriate return on equity (ROE)for OPG'’s regulated business for the
2008 and 2009 test years? Should the ROE be the sarfor both OPG’s regulated
hydroelectric and nuclear businesses? If not, whats the appropriate ROE for each
business? (C1/T1/S1, C1/T2/S1, C2/T1/S1)



10.  This proceeding has included the evidence of sex@erts on capital structure and cost
of capital — one from the Applicant, one from Bo&taff, and five from intervenors. Given the
thorough nature of the debate before the Board, tardextensive arguments the Board is
receiving from other parties on this point, we khihis more useful for SEC to provide, instead
of a detailed parsing of the technical issues, ssessment of the various experts’ reports and
how they fared in this process. We will then sgttthe conclusions we draw from that analysis

later in these submissions.

11. The Evidence of Ms. McShane on behalf of the Applint. Kathleen McShane is well
known to this Board and to other regulatory tridsreround North America as a cost of capital
expert with a great deal of experience, but witbradlency over more than twenty years of giving
evidence to propose low debt ratios and high RGHnates. Not surprisingly, she is almost
always retained by utilities, and it is only rarelgat a regulatory tribunal adopts her
recommendations unamended. In fact, Mr. Pennyamgit to impugn the evidence of Drs.
Kryzanowski and Roberts by referring to one of tee decisions in which Ms. McShane”s
opinions found regulatory favour [eg. Tr.13:119-[L28ally only served to highlight what a

rarity such an event is.

12. In this case, it is our view that the evidence o$.M/cShane has been completely
destroyed by the detailed critique from Drs. Kryaahki and Roberts [Ex. M, Tab 12, pp. 104-
153 and related Schedules], supplemented by tbeinents in direct evidence [Tr. 13:45-58].
If their critique wasn’t devastating enough, th@tand a half days of cross-examination of Ms.

McShane by the parties and the Board exposed thg atdity-side biases inherent in her work.

13. It therefore appears clear to us that the evidendds. McShane has been demonstrated
to be not credible, and in our submission it showddinfluence the Board’'s decision on capital

structure and cost of capital.

14.  The Evidence of Mr. Chernick on behalf of GEC.Paul Chernick has appeared before
this Board on a number of previous occasions a§ aihough not often as a capital structure
and cost of capital expert. His expert evidendendt include a thorough review of the issues in
this area, and was basically limited to whethés gensible to have different decisions on capital
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for nuclear and for hydroelectric. In the contekthe much more detailed and thorough work
by others, we did not find his evidence particylarseful, and therefore we urge the Board not

to give it any weight.

15.  The Evidence of Dr. Murphy on behalf of AMPCO.This evidence also has a narrow
focus. In our submission, while the historical ot is useful as a factual reference, this
evidence is not persuasive because of the assumipi@d the identity of OPG’s shareholder is
the defining fact that controls capital structumedacost of capital. This may indeed be a
reasonable position to take, particularly given hitory of OPG, but by implication it would
require this Board, in making a decision on thig oate case, to make fundamental changes to

the well-established “stand-alone” principle.

16.  Are changes to the stand-alone principle somethiogh considering? The answer to
that is clearly yes. However, if this Board is mpito reconsider the application of that very
fundamental principle, in our view there shouldebmore detailed debate on the issue than that
which arose in this proceeding. Evidence on holemwojurisdictions have dealt with unique
public ownership issues, and expert analysis ot#ptal market and regulatory implications of
modifying the stand-alone principle, are both im view essential elements of any re-thinking of
that principle. That is not possible on the recondently before the Board. Therefore, in our
submission the evidence of Dr. Murphy should néiuance the Board’'s conclusions on these

issues.

17. The Evidence of Dr. Schwartz on behalf of EnergydPe. The evidence of Dr.
Schwartz was, perhaps unfortunately, characterigethe expert's obvious lack of familiarity
with the unusual problems presented in the reguladmena. In principle, application of a
private sector analysis to OPG should be a usgfoiaach, since the stand-alone principle is in
essence a private sector construct. In fact, @laglitucture and cost of capital in the regulatory

sphere have developed a lot of nuance of whiclsbinwartz was clearly not aware.

18. It may be appropriate at some point for this Botrdyet a fresh look at these issues,
untrammelled by a history within the regulatory eorment, and in that circumstance Dr.
Schwartz may have valuable insights to offer thearBo However, if and when that is
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appropriate, the expert will still have to be atdearticulate the differences between that fresh,
private sector point of view, and the regulatedtgmioint of view that it is proposed to supplant.
Without any real understanding of the context, werwt find that the evidence of Dr. Schwartz
added significant value to the process in this cpadicularly in light of the plethora of more

experienced experts already in the mix.

19. The Evidence of Mr. Goulding on behalf of Board Sta A.J. Goulding and London
Economics are respected in this field, and at h lagel the analysis provided in this evidence is
persuasive. However, because it does not get dowatail and make specific recommendations
(that was not the mandate), its value is more adexod than direct guidance. That is, if the
Board were planning to reach a conclusion incoestswith the high level principles set out on
this evidence, it would be appropriate to assessthdn there was good reason to do so.
Conversely, we do not believe it is possible to theeGoulding paper as a roadmap to come to a
conclusion on the appropriate capital structureRQE for OPG. The work lacks sufficient

specifics to be used for that purpose.

20. The Evidence of Dr. Booth on behalf of CCC/VECQ.awrence Booth is probably as
well known to this Board as Ms. McShane, and hegmts a thoughtful and pointed analysis of
the issues in this case. That analysis has notwitht any significant challenge from the
Applicant or from any other party. While Ms. McSleaclearly disagrees with Dr. Booth (they
have disagreed in many regulatory tribunals over ybars), as noted earlier Ms. McShane’s
evidence has been successfully debunked, where&oDbih's evidence is essentially unshaken.

21.  The main concern we have with the evidence of DtB is that he continues to take the
view that Canadian allowed utility ROEs are curemto high due to incorrect analysis by
regulators of the risk mitigation effects of the R@pproach they are using. While we agree in
principle with his conclusion on this point, it hgenerally not been accepted by this or any other
regulatory tribunal in Canada, and that fact weakehat is otherwise a very good analysis of

the issues in this case.

22. It is therefore SEC’s submission that the evidenfeDr. Booth should be given
substantial weight by this Board in making decision capital structure and cost of capital, with
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the proviso that his ROE number may be understdtedto his particular point of view with
respect to Canadian utility ROESs, unless this Baardersuaded that his view in that regard is

correct.

23. The Evidence of Drs. Kryzanowski and Roberts on aklof Pollution Probe. This
paper, from two highly respected experts in theddfiwith a long track record, is the most
thorough and rigorous of those filed in this cas&he authors speak with authority, and
demonstrate through their analysis that they haresidered not only overall principles, and
detailed technical rules, but also trends and temking in the field.

24. It is possible, clearly, to debate each issue amth-issue discussed in the
Kryzanowski/Roberts opinion. What is not possilitds submitted, is to identify any bias or
predetermination in their analysis. Their papendestrates an almost relentless pursuit of the
“right” answer (in the sense of the empirically elesible answer), as opposed to the answer that
suits the purposes of any particular party. Justfact that their own client, Pollution Probe,
would generally like to see higher nuclear costeamthan lower (since that indirectly favours
renewable generation), and higher electricity comlityocosts rather than lower (since that
indirectly favours conservation and demand managé&meéut the experts came in with an

overall cost of capital below that of the Applicatémonstrates their unceasing independence.

25. We also found that as each component of the asafysise, the authors had not only
considered in a very thoughtful way the possibleraaches to it, but had looked at the work of
many other experts to see who had the best (is¢hse of most rigorous) technique, paradigm,
or methodology. That intellectual discipline i®ma pronounced (or perhaps just more obvious)

in this evidence than in the evidence of any ofatieer experts.

26.  Our review of the evidence of the seven expertsy tinterrogatory responses, and the
cross-examinations, thus leads us to the conclukiainthis Board should adopt the opinion of
Drs. Kryzanowksi and Roberts in setting the capstalicture and ROE for OPG for the Test

Period.



27. Capital Structure — Equity Ratio.We adopt the recommendation of Drs. Kryzanowski
and Roberts that the equity component for OPG shdid 47%, made up of 40% for
hydroelectric and 50% for nuclear, and generatati@sveighted average of those two figures.

28.  Capital Structure — Nuclear vs. Hydroelectride note that the capital structure can be
separate, or combined. In principle, we believevaiuld be useful to calculate the costs of
nuclear and hydroelectric using different equitiias appropriate to their different risk levels.

This allows the Applicant, this Board, and othersluding the government, to make or review
operating and investment decisions using cost $etledt are technology specific. This is the

more rigorous approach.

29. The one caveat we have is that none of the nuctesis are real anyway. Because $16.4
billion [Ex. M, Tab 2, p. 4] of nuclear liabilitiesvere shifted from OPG at the time of its
creation, nothing that is being done now represtirgdrue costs of the generation from OPG’s

nuclear facilities.

30. What is true, however, is that incremental investimgecisions (for both nuclear and
hydroelectric new build, refurbishment, repair,somilar costs) will be more precise and more
reliable if the cost of capital part of the anadyts correct relative to the specific technology.

31. We therefore believe that, whether this Board @d®rd7% equity ratio, or a more
detailed bifurcated equity ratio, it should dir€®PG to maintain records of the relative costs of
production and investment using separate equitys;aand to carry out business case and similar
forward-looking expenditure analyses using thoshrielogy-specific equity ratios.

32. Return on Equity — Overall Level. We adopt the (updated) recommendations of Drs.
Kryzanowski and Roberts that, assuming a 25% fo@dponent for nuclear payment amounts,
and assuming variance account protection againswater, the ROE should be 7.35% for 2008
and 7.40% for 2009. This is very close to the %o#8commended by Dr. Booth, and the 7.64%
recommended by Dr. Schwartz, but, not surprisinglg|/l below the levels proposed by Ms.
McShane.



33. Return on Equity — Nuclear vs. HydroelectricWe believe the experts have generally
agreed with Dr. Booth that risk is usually (perhayos always) best managed through equity
thickness, not ROE. Therefore, having recommeritiatl this Board assign the two business
units different equity ratios, we believe that steflects and accounts for their differences in
risk, and the same ROE should apply to both.

2.3 Is it appropriate to establish a formula for an adjustment mechanism? Is the

formula proposed appropriate? (C1/T1/S1,C1/T2/S1,C2/T1/S1)

34. The formula that has been used by this Board famynyears has stood the test of time,
and in our opinion was not seriously challengedaby of the evidence before the Board in this
proceeding. Therefore, we believe that it is appate to continue to apply that formula for
years after 2009.

2.4 Are OPG’s proposed costs for its long-term and short-term debt components of its

capital structure appropriate? (C1/T1/S2,C1/T1/S3,C1/T2/S2,C1/T2/S3)

35.  We have had the opportunity to review the submmssimf AMPCO at pp. 22-24 of their
Argument on short and long-term debt rates, an@gvee with their conclusions, for the reasons

they have presented.

36. We therefore urge the Board to adopt a rate of 5&%ong term debt, and 4.0% for
short term debt, in place of the rates proposedhbyApplicant, and recalculate the revenue

requirement accordingly.

2.5 What are the implications of the deferral and &riance accounts on OPG’s financial
risk? How should the implications be considered whedetermining the appropriate return
on equity?

37. As noted earlier, we believe that the variance aetdor low water, and the fixed
monthly charge for nuclear, are risk mitigation ideg that, if absent, would have a material

impact on the risk levels — and therefore the gquaitio or ROE — of OPG.
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38.  We note that, with respect to the nuclear fixedrgbawe do not believe that the amount
that will ultimately be payable by the ratepayerd e any different if the fixed charge is

approved, or not. Because of the size of the Gi@mnvestment by the people of Ontario in the
Prescribed Assets, it will be essential that tteaaosts of production be recovered from either
the ratepayers or the taxpayers over time. In those will include not just the costs incurred by

OPG, but also the costs associated with the egisdind any future, stranded assets.

39. There is an old saying in the investment businétgnd me $100, you're my creditor.

Lend me $1 million, you're my partner.” Such iethase here. Thus, in our view the only
difference between OPG with and without the nuckeeed charge is its perceived risk, and
therefore its cost of capital. Changing paymeittepas to achieve a lower cost of capital is, in

our view, a sensible approach for this Board t@ tgiken the proposal currently before it.

40.  With respect to the other deferral and varianceoats, in our view none of them on
their own would have a material impact on financiak and therefore either equity ratio or
ROE. We have provided the Board with specific sissians on each of those proposed

accounts later in this Argument.

5.1 Are the Operation, Maintenance and Administration (“OM&A”) budgets for the

prescribed hydroelectric and nuclear business appropriate?

41.  For the detailed reasons that follow, SEC belighes OPG's nuclear OM&A costs for
the test year are too high. At a high level, theme two reasons for this: first, they represent an
unacceptable increase over the historic period; ssswbnd, OPG's costs in the historic period

were far in excess of those of a reasonably efftaireiclear operator.

42.  As we have noted in our introduction, SEC beliethed the Board must begin the task of
bringing cost sanity to OPG after years of opetptiith no independent regulatory oversight.
Nuclear operating costs are probably the singletimpgortant area the Board has to address in

that context.
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43. For that reason, SEC recommends a reduction in ©fRi&lear OM&A in the amount of

$284.4 million in 2008 and $217.1 million in 200While those reductions appear to be large in

absolute dollars, they represent a combined realuati the as-fled OM&A budget for the test

years of 11.7%, as shown in the following table:

Total Operating Cost - Nuclear (Ex F2/1/1)

$M 2009 vs.
2005 2006 2007 2008 2009 2005
Base OM&A 1,036.3 1,133.8 1,216.6 1,360.7 1,368.1 32.0%
Project OM&A 1559 1421 1115 1446 137.1 -12.1%
Outage OM&A 163.0 187.7 2156 192.2 207.9 27.5%
Allocation of Corporate Costs 356.2 423.2 446.8 457.0 430.2 20.8%
Sub-total 1,711.41,886.8 1,990.5 2,154.5 2,143.3 25.2%
Sub-total Assuming 3% 1,797.0 1,886.8 1,981.2 2,080.2 21.6%
Increase per year
Reduction from As-Filed 2844 217.1
Reduction from As-filed- as 11.7%

% of Total'
44,  SEC arrived at the 2008 and 2009 budget amountakigg the 2005 actual costs and
escalating them at a rate of 3% per year. SEC\edi¢hat this escalator from 2005 — well in
excess of inflation - is a more than reasonablecese in OPG's budgets. It represents increases
in budgets that, as discussed in greater detaiMelere already higher than they should have
been. Also, the increase is applied across ah®fQM&A categories, including Project OM&A,
even though the Project OM&A budget as filed shewgduction of 12.1% between 2005 and
2009. In our view, a 3% per year increase on géuthat is already too high is very generous.

The only reason we are proposing such a high lisviat the resulting level of cutback is still

'Equals the combined proposed reduction ($284.47+12 Hivided by the combined as-filed nuclear OM&k the
test years ($2,154.5 +2,143.3).
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substantial, and this Board may feel that a stefhénright direction is to be preferred over a

more aggressive approach to containing these costs.

45.  In the remainder of section 5.1, as well as inieast5.3 and 5.4, SEC discusses various
elements of OPG's cost structure that are eith@high to begin with and/or are increasing at
unacceptable levels. In SEC's submission, theusson more than justifies the proposed

overall reduction in OPG's test year OM&A.

46. In addition to the above reductions, SEC also remends that New Generation
Development ($100 million in 2008 and $90 million2009) be removed from Base OM&A and
capitalized. These expenditures are describedeasybdue to “increasing effort in plant
refurbishment programs (Darlington and Pickering &) well as preliminary investigations into
a new nuclear build at the Darlington site." [F2;2p. 25] In SEC's submission, these functions
describe capital improvement projects and not djmeral costs. Those costs should properly be
capitalized so that current prices for OPG’s outpilect the costs of that output, not the costs of
future output. When that future output arisess¢heosts to get there should be included in those

unit costs. Capitalization of these costs toddyeaes that result.

Nuclear OM&A
47. OPG's Base OM&A increases by 32% from 2005 to 2[Fi92-1, Table 1]. Of that
amount, two thirds, or $213 million of the totatirase of $331 million, is due to increases in

labour costs.

48. Even excluding Generation Development, which ineesasubstantially in 2008 over
2007 largely as a result of new nuclear build [F2-pg. 4], Base OM&A increases 23% in 2009
over 2005’

2 F2-2-1, Table 2, total of rows 1, 2, and 3 ("Lab&egular”, "Overtime" and "Augmented Staff", respeely),
2005 vs. 2009.

3F2-2-1, Table 1, row 17 less row 13, 2005 vs. 2009
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49. Outage OM&A and corporate costs allocated to nuc{earporate costs discussed in
greater detail below) also increase by 28% and Bf$pectively during the same period. [F2-2-
2, Table 1]

50. During that time, total labour costs increased byagerage of 3.74% per year and total
regular staff labour increased by an average dfo@gr year [L-16-16, pg. 2]. OPG could not

explain this increase [Tr4:56].

51. Even excluding pension and benefit costs, whichsare to be the main drivers of labour
cost increases, OPG forecasts an increase in l@osts per FTE of 6.5% in 2008 [J2%].

52. These extra expenditures are yielding higher cémtsconsumers with no resulting
increase in production or productivity. As a résper unit costs, which OPG says exclude the

cost of new nuclear build [L-14-6(g), pg.4] havergased substantially during that time.

53. Before turning to the benchmark figures, SEC ndied the various figures presented
below do not appear to be consistent. Presentétkiparagraphs below are, respectively, data
from the EUCG database, the pre-filed evidence,@R@&'s financial statements. All appear to
yield slightly different unit production costs. @&hApplicant has not reconciled those
discrepancies, and we were unable to do so loakirige evidence on the record. All of these

figures, however, appear to be moving in the wrdingction.

54. We begin with the EUCG data, which shows OPG's| totst per MWh of nuclear

generation increasing from 2005 to 2007 for ait®huclear units:

* This increase appears to be caused, in part,rbgution in non-regular staff FTE's. In 2008,uleg staff FTE's
increase from 7,542 to 8,109, while non-regulaff tAE's decline from 736.8 to 192.3. The net dffbowever, is
a 5.5% increase in total nuclear labour costs BB2@ver 2007 [see L-16-16, pg. 2, line 19]

14



EUCG Data Total Cost /MWh

2005 2006 2007
Darlington
1 21.7 27.37 27.01
2 26.07 23.43 31.11
3 21.15 31.24 27.69
4 24.14 23.74 31.85
Pickering A
1 319.69 64.41 125.47
4 64.26 74.99 112.12
Pickering B
5 72.59 43.9 67.05
6 59.87 44.16 53.57
7 38.72 50.96 47.43
8 41.39 64.85 45.32

Source: Exhibit K1.10 (revised May 30, 2008)

55. Next we have the nuclear benchmark results predentehe pre-filed evidence and

augmented through undertaking responses:

Production Unit Energy Costs 2008 and 2009
Targets***
2006* 2007+ 2008 2009

Pickering A 68 119 76 77
Pickering B 50 53 50 50
Darlington 26 29 30 34
OPG average 39¥* 44 43 46

U.S. industry median 24 23

U.S. industry top quartile 20 20

* 2006 figures from A1-4-3, pg. 17

**2007 Figures from J4.6.

***A1-4-3, PG. 13 (Chart 2)

***xAt Tr4:54, the 2006 total was corrected frometlamount shown in the exhibit ($48)
to $39.
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56. The production unit energy costs (PUEC) taken frOfAG's annual reports show a
similar trend. What is interesting from this dasathat in some cases unit production costs
increase even though production, as shown by waptlgility factor and total generation, is

relatively stable:

PUEC from OPG Annual Report
($/MWh- from OPG Annual Report and as broken down n J4.9)

2005 2006 2007
As broken down in J4.9:
Pickering A $113.90 $75.60 $130.10
Pickering B $51.30  $55.50 $55.90
Darlington $23.90 $28.70 $31.60

Nuclear average from Annual Reports $40.24  $42.87$47.18

Nuclear Capability Factor from OPG Annual Report

Pickering A 69.9 72 41.3
Pickering B 77.7 75.2 75
Darlington 90.6 88.7 89.5
Nuclear Average 84.4 81.9 77.5

Electricity Generation
Regulated Nuclear (TWh) 45 46.9 44.2

57.  Of particular concern is Darlington, which is OP&ést-performing nuclear plant, whose
PUEC increases from $23.90/MWh in 2005 to $31.60MVk 2007. During this time

Darlington's nuclear capability factor remainedktat around 89%.

58. Part of OPG's explanation for the increased costBalington is that it has been
attempting to reduce the elective maintenance bgsk[Tr5:14]. Yet those backlogs, which
stood at 400 in 2006, are down only slightly to ®y32007 [A1-4-3, pg. 17, and J4.6]

59.  All of this is against a backdrop of what OPG adgre@as a mandate from its shareholder

to control its costs and produce efficiencies [I8}:
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60. As aresult, OPG's performance compared to othdeaugenerators has worsened. The
table above shows the PUEC for all of OPG's nuale#ts moving away from the U.S. industry
median and U.S. top quartile. Those benchmarke shat only Darlington performs close the
per unit cost of OPG's U.S. comparators. Even tBamlington's performance ranks it in the
third quartile of the U.S. comparators [Tr4:26; 1432].

61. OPG explains in the pre-filed evidence that theeeaanumber of limitations to this data,
including the changing U.S.-Canada exchange ratepumting differences and technology
differences as between U.S. (light water) and Camagheavy water, or natural uranium) plants.
Nonetheless, OPG also states that "the U.S. nuabelustry began improvement programs
earlier and have achieved a steady state of tog [@erformance in cost and output. OPG is
moving in the same direction, but with the excaptad Darlington, has not yet achieved this
level [A1-4-3, pg. 18, lines 25-27]. FurthermoreR@s witnesses stated in cross-examination
that this is the best data to use, since the qm®sented use standard industry definitions
(developed by the Electricity Utility Cost Grouy fOM&A costs [Tr4:28-30].

62. SEC makes one final comment with respect to thetmeark figures: although PUEC

includes both capital and operating costs, it do&s in the case of OPG, include the cost of
stranded debt. In other words, the figures abawleich are already far in excess of U.S.
comparators, are substantially understated. I theluded stranded debt now held by OEFC,
which ratepayers are still paying off, the OPG PYE@uld be much higher, and much farther

out of line with other jurisdictions.

Navigant Study

63. The Navigant study said that the Darlington units staffed above the benchmark of
other CANDU reactors [Tr4:168]. When asked by Bresiding Member, Mr. Kaiser, if that
meant that Navigant had concluded they were operadiss efficiently than other reactors, the
OPG witness disagreed, and stated that the Navgjady was based on a single point in time,
early 2006. [Tr4:168]

64. When asked, however, whether that meant that thgadson would be more favourable
for 2007, the witnesses did not give a clear answer
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MR. KAISER: So with respect to this conclusionstadvice that Navigant gave
you at page 43, those Darlington organizationsstatfed above the benchmarks,
you would say, yes, but that was true at the tioog it was a temporary situation.
If you were to look at 2007, it would be closer?

MR. ROBINSON: | wouldn't say necessarily thatwiould be closer.
Again, one of things that you want to do when yoweénchmarking is, when you
are benchmarking against the best, then you cdndbthose and say, you know,
they're doing this better than we are.

But Darlington station is performing better thanyaof the Canadian
CANDU plants, and, therefore, we would have to eey\careful about where we
looked for opportunities for reduction at Darlingtso that we would not drive
the performance in the wrong direction.

MR. KAISER: ...You said there was an opportunifhat's a politer way
of putting it, | suppose. As a result of this ciston, this recommendation by
Navigant, did you take any action?

MR. ROBINSON: We, over the course of the busingiss, basically
followed the process that is laid out, and lookatgthe targets that we have,
looking at how we achieve those targets and lookingow other folks achieve
those targets, if in fact they are achieving them.

So | go back to the best example, because it'srikeghat comes to mind.
Yes, we looked at the operations and maintenanogbars at Darlington. We
looked at them compared to this benchmark, andarek ¥es, they're high.

We then said, Do we know why they're high? Wel,s¥es, we do. We
forced them high to deliver this product, and weledivering that product now
and those numbers will come down.

[Tr4:171-172]

65. In fact, as discussed above, the experience atngarh after 2006 shows the situation
has actually worsened. Darlington's PUEC incre&sed $28.70/MWh in 2006 to $31.60/MWh
in 2007, a 10% increase in a single year. Durimagt time, Darlington's Base OM&A has
increased from $278.6 million to $294.6 million,thvia further increase to $311.2 million in
2008.

66. In response to Navigant, OPG pointed to some sgdlfictions in respect of its nuclear

supply chain costs. Nuclear Supply Chain, howevepresents less than 8% of total Base
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OM&A.” In any event, total Nuclear Supply Chain OM&A aity increased from 2005 to 2008

(from $54.9 million to $60.4 million), despite tdecrease in headcount.

67. The OPG witnesses were asked several times in -es@snination whether OPG

intended to proceed with the subsequent phasesisat the Navigant report (Phase 2, Set OPG
Strategy & Performance Target; Phase 3: DevelopEmtute Implementation Plan; Phase 4:
Continuous Improvement). These subsequent phases ®© be directed at actually addressing
the disparities between OPG's status and that efcmparators. OPG's answers, however,

made reference only to actions taken with resmentitlear supply chain. [see Tr5:27-28]
68. In fact, OPG's appears to take no guidance atat the benchmark figures:

MR. WARREN: Now, do | take it that that is -- f@urposes of this
Board's scrutiny of your efforts to make yourselirm efficient, that that
IS, ... a meaningless number which you don't acciyat; there are...
relative circumstances that are changing all theetiand that the Board
should pay effectively no attention to that 12 petdigure. Is that a fair
interpretation of your evidence?

MR. ROBINSON: You have to take into context whhaatt number
means, and saying that we were 12 percent abovbethehmark at that
point in time is an accurate statement.

It is not indicative of performance. It is not indicative of special
projects that you have going on at that time toromp performance that
the other benchmark utilities would not have.

[Tr5:57; emphasis added]

69. OPG's position, however, assumes that other asiliiave no special projects or other

initiatives to improve their performance.

70.  Even if that were true, it would still be an indioa of OPG's poor performance. That is,
what OPG describes are catch-up expenditures ng I@PG's nuclear plants in line with other

more efficient operators.

® 2008 Nuclear Supply Chain OM&A=$60.4 milion vessutotal 2008 Base OM&A of
$787.5 million. See F2-2-1, pg. 42 and F2-2-1, €dbl
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71. It is evident, therefore, that despite its pastufas, and despite a mandate from its
shareholder to control costs, OPG has failed teadoln SEC's submission, it is up this Board to
exercise independent financial control over OPQG ties been sorely lacking throughout its
history.

No Clear Plan for Pickering A and B

72. In response to questions from Energy Probe, the @R@esses said that, despite the
poor performance of the Pickering A and B relaty®ther nuclear units, both in terms of costs
of operating and in term of capability factors, OB&s not have a plan in place to determine
when and if the units are no longer efficiently\yading power to Ontario ratepayers and should
be shut down. The OPG witnesses' answer was th@tsQéb is to operate the units safely and if
OPG determined that it could not operate them gateey would, presumably, be shut down.
[Tr4:71]. OPG's witnesses also testified that tdeynot expect Pickering B units will ever
perform as well as Darlington [Tr4:131]. Presuryalthat answer would also apply to the

Pickering units' performance versus other nucleéswas shown in the U.S. examples.

73. OPG also testified that with sufficient investmenteliability, it would expect Pickering
A and B to be sufficiently reliable and that consewtly the per unit costs will start to decline

[Tr4:108]. In SEC's submission, those investmshtsuld have occurred already.

74. In SEC's submission, a supplier in a competitiveketawould not continue to operate a
plant that was so much more costly to operateiveldb its peers, as are Pickering A and B.
Therefore, SEC submits that the Board should dentargke, by the next payment amounts
proceeding, a clear plan to have Pickering A angpBrate at a level that is at least reasonably
proximate to other nuclear generators. If thahas possible, then the Board, and OPG (and
presumably OPA and the province) should start tosicter whether there are more economical
alternatives to the generating capacity produceRiblgering A and B.
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Corporate OM&A

75. The allocation methodology for allocating corporatests as between regulated and
unregulated operations is discussed under sectidnb&low. Here we discuss the overall

quantum of corporate costs.

76. The level of Corporate Support Costs in the testryds up substantially from the
historical period. Departmental costs (FinancerpGate Affairs, CIO, Corporate Centre,
Energy Markets, Human Resources and Real Estaa)m5% in 2008 versus 2006. [F3-1-1,
Table 1, line 8]

77. The main drivers of this increase are the Corposdtairs and CIO budgets. The
Corporate Affairs budget increases from $16.7 onllin 2006 to $31 million in 2008, a 85%
increase in two years. During the same periodC@ budget increases from $146.4 million to

$192.3 million, a 31% increase.

Corporate Affairs

78. A breakdown of the increase in the Corporate Afféindget is found at L-1-37 and L-3-
79. Almost all of the increase is due to expemdguon Consultant/Purchased Services. This
category of costs increases from $3 million in 260%$17.2 million by 2008 [see L-3-79, tables
on pg. 1 and 2 thereof]

79. Of the $8.7 million for Consultants/Purchased gmysiin the Corporate Affairs-
Regulatory Affairs and Strategic Planning budgénoest all of it pertains to this proceeding.
[Tr8:23]

80. OPG has forecasted spending an equivalent amow@df for another rate proceeding
in that year. [Tr8:24]

81. The 2008 budget for the Consultants/Purchased &=vior Regulatory Affairs and
strategic Planning is mainly related to non-comsulpurchased services. Of the $8.7 million
total, $6.4 million is related to non-consultartited purchased services such as OEB fees, OEB

cost awards and temporary hearing office. [J8.4]

21



82. Given the fact that many of these fees (in paricDEB fees and intervenor cost
awards) are not under OPG's control, and giverutfeertainty around the actual timing of the
next OPG rate proceeding, SEC submits these cbsislds be subject to deferral account

treatment.

Corporate Affairs: Nuclear Advertising

83. OPG has included in its revenue requirement fortéise years $3 million for the cost of
its membership in the Canadian Nuclear Associaff@NA") [J8.10]. Of this amount, $2.3
million is for "OPG's contribution to Canadian Neat Association's advertising initiatives"
[ibid].

84. OPG spends an additional $3.7 million of its ownagkvertising initiatives in support of

nuclear generation [JT1.2].

85. Together these expenditures account for $1.9 millkd the $4 million increase in
Corporate Affairs budget from 2006 to 2008. [JT1.2]

86.  With respect to the advertising by the Canadianl®arcAssociation, the presentation
describing the CNA's communication strategy ex@diis objectives as follows:

* to "reclaim the word nuclear by overcoming certaggative emotional

aspects associated with 'nuclear’ and 'nucleaggner

» to utilize the public education/advertising platfoias a hub from which
other CAN and industry initiatives can be builtand;

» to leverage within our advertising program a straadj to action to the
website to allow the public to learn more about lteeefits of nucleaas

part of the energy mix.
[J4.2, Attachment 3, pg. 2; emphasis added]

87. The Program and Business Plan for Nuclear Publi@i&sf provided in response to
Undertaking J8.11, further described the nucleatipaffairs objective as follows:
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* Maintain status quo on very high opinion leadeeagsh results;

* Move forward the top 30 per cent 'opinion shap&hs) influence opinion
leaders: targeted earned media, enhanced nuclegertiathg, other

targeted outreach initiatives;
[J8.11, Attachment 1, pg. 6]

88. In response to undertaking J8.12, OPG says the Wagdinst" in J4.2, Attachment 3,
Slide 4 (which is a CNA document summarizing itsvextising strategy with respect to
newspapers and stating that newspaper placemenessdop “increase support against
stakeholders™), was a typographical error and shbel read as "among". With respect, SEC
doubts it was a typographical error. The CNA isadmocacy organization whose mandate is to

promote nuclear power and counter those who opipose

89. In SEC's submission, the timing of this advertisdrye, coming as it does just as the
proceeding in respect of the OPA's supply mix phas getting underway, demonstrates that
these advertising objectives are not simply meardréate a supportive atmosphere for nuclear
plants as is claimed by OPG [J4.2, line 36]. BRathey are meant to influence public opinion

on an important public policy debate, namely, thteirfe of Ontario’s energy supply mix.

90. It would be inappropriate, in SEC's submission, foe government to fund such

advertising directly given the context of the IP@®Bceeding. Other forms of energy suppliers
do not have access to ratepayer-subsidized adwugrtis convince the public of the virtues of

their respective form of energy supply. It is dumappropriate, in SEC's submission for the
government to fund such advertising indirectly tlgh OPG or OPG’s contributions to the
CNA.

91. It is therefore submitted that nuclear support aibsiag expenses should be disallowed,
whether made directly or made indirectly through @NA.
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Corporate Affairs: CIO Costs

92. The CIO costs include information technology cdstsn the New Horizon Systems
Solutions contract. These costs increase signtfican the test years, from $126 million in
2007 to $155.4 million in 2008, a 23% increase e gear [L-3-80]. Some of the increase is
offset by reductions in CIO costs as a result dftiasly some work previously done in-house to
NHSS [Tr8:140]. The net result, however, is still $18.3 million increase in 2008 over 2007, a
10% increase.

93.  Although some of the increase in NHSS costs idedlto new initiatives such as the re-
engineering of the OPG help-desk, much of the NkfEases are in areas unrelated to new
initiatives. For example, the budgets for Contraantsl Application Maintenance budgets both
increase by 25% in 2008 over 2007. These two teras increase by the exact same percentage
as the Infrastructure Management line item, evenigh the Infrastructure Management budget
includes the cost of the $7 million help-desk rgiraering initiative [Tr8:143]. No specific
justifiation has been provided by the Applicantdah appears to us that these substantial
increases are just ballparks picked out of thevalrout any underlying foundation.

94. In addition, with respect to Infrastructure Managai $7 million of the $10.5 million
increase in 2008 is due to the re-engineering planthe first place, that plan has not yet been
approved [Tr8:144-145]. Secondly, the budget f002 remains at the same level as 2008.
When asked by Member Chaplin why that is the cése, OPG withesses had no answer
[Tr8:147].

5.3 Are the 2008 and 2009 human resource related costs (wages, salaries, benefits,
incentive payments, FTEs and pension costs) appropriate? (F3/T4/S1)

95. SEC has dealt with the quantum of labour costghag feed into the total nuclear or
hydroelectric OM&A budgets, in issue 5.1 abovethis section we add additional submissions

regarding OPG's wage and benefits issues.
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96. OPG argues that its labour costs track well agaiostparable nuclear generators. The

only other comparator provided, however, was Bieower.

97. There was a suggestion in cross-examination byS#phenson on behalf of PWU that
Bruce Power is the best comparator, in terms @fres, for OPG on the basis that it: operates in
Ontario using the same technology as OPG; usee tpbrated by OPG; and has many former
OPG employees working for it [Tr3:83-84]. In SEGlsbmission, the latter two, which PWU
suggested were evidence of Bruce Power being a gomgarator for OPG, in fact demonstrate
why it is not. As a successor employer to OPG,cBrRower inherited the legacy collective
agreements and labour costs from OPG. If BruceGi»@ have a commamroblem that doesn’t

make it any less of a problem.

98. Other evidence suggests that OPG's labour costsedr@bove market. The benchmark
summaries from the Mercer Compensation Review, ésample, shows OPG's total

compensation versus non-utility and utility compara [F3-4-1, Figures 1 and 2 respectively].
Although these tables show OPG to be both abovéalmlv market depending on the pay band,
in general OPG is below market in only a few categy namely, pay bands A, B, and C in the
non-utilities comparison [Figure 1]. In SEC's sussion, those bands are likely influenced by
incidence of very high pay for senior executiveshi@ non-utilities sector. In the utilities sector,
OPG's compensation for Band A (the only band foiclwltomparators are available) is in fact

almost 200% higher than the average.

99. In the middle and lower pay bands, where the btil®BG's employees would fall, the

data show OPG to be either at or far above maalsas demonstrated by the following table:

OPG vs. Non-Utility OPG vs. Utility Average

Average
Band OPG Avg. | Non-utility % Difference| Ultility % Difference
average OPG vs. Average OPG vs.
Non-Utility Utility

A $2,128,187| $3,940,045 (45.9%) | $719,055 195%
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B $939,899 | $1,678,582  (44.0%) |n/a

C $662,380 | $1,109,467  (40.2%) |n/a

D $454,198 $408,467 11.2% n/a n/a
E $322,905 $354,457 (8.9%) $219,228 47%
F $241,875 | $252,627 (4.3%) $241,923 0%
G $187,405 $181,494 3.3% $16,5316 13

H $161,263 $142,180 13.4% $168,797 (4%)
I $121,947 $105,303 15.8% $116,010 5

J $90,315 $85,208 6 n/a n/a
K $82,603 $75,116 1 n/a n/a
L $71,303 $60,683 17.5 n/a n/a
M $55,191 $45,951 20.1 n/a n/a

Towers Perrin Study

100. OPG also included in the pre-filed evidence a surgméa study conducted by Towers
Perrin comparing OPG positions with the"7Sercentile of power services industry in Canada.
The study showed that, of the 33 positions profieBG is above the 5ercentile for 28, and
lower for 5. In addition, for 11 of the positiopsofiled, OPG is between 15-28% above th8 75
percentile of the market. [see F3-4-1, pg.35 arid35].

101. OPG states in the pre-filed evidence that the tesflthis study show it to be "slightly
above the 78 percentile of market on an overall basis." [F3;44. 31, line 24]. When asked
how OPG could consider itself to be "slightly abbwearket given these percentages, OPG
explained that in standard compensation practiee térm "on market refers to a value that is
within plus or minus 10 percent of the median valu¢lL-1-53] Despite the fact that the 75
percentile is not, of course, the "median valud?@nonetheless considers itself to be within the
"market" range if it is within 10%f the 78" percentile. [Tr8:93].
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102. Without knowing the distribution of absolute sadariit is not possible to determine
precisely where 10% above the™Bercentile would put OPG on a percentile basig, &u
threshold of 10% above the"7Hercentile would likely mean OPG's salaries cdiddabove the
80" percentile of the market and still be considebgdDPG, to be within the "market range." In
SEC's submission, there is no point in doing a berack comparison if your attitude appears to

be that your results are acceptable even if youges the top of the market.

103. Even using OPG's inflated "benchmark” thresholdyéacer, 19 of the 33 positions are
more than 10% above the"7percentile.

104. In addition, the wage comparisons do not include libence retention bonuses and/or
leadership allowance that some OPG staff receiv®:162]. These substantial additional

compensation amounts would put OPG further offsadde industry benchmarks.

Performance Incentives

105. In addition, SEC is concerned that the performamoentives do not seem to be
responsive to actual production performance ofégelated facilities. In particular, the evidence
shows that performance incentives increased bytal&% between 2005 and 2007 even though

the per unit production costscreasedoy 19% during that time.

106. When asked about this issue during cross-exammatie@ OPG witnesses said is there is
nothing in scorecards that determine performanaentives that would link performance
incentives to unit production costs. [Tr8:56]

107. Although the scorecard does reward employees fampéeting scheduled work at or
under budget, that cost component of the scoraegmesents only about 18% for employees in
the corporate function, and as little as 8% foeo#mployees. The OPG witness testified that it
might be more for some employ@elsut based on the data available it was not plessibverify

that statement, or find any details.

6 See Tro:61.
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108. In SEC's submission, OPG's performance incentieesl mo be more explicitly, and more

proportionately, tied to achieving cost efficiersie This is a company that succeeds or fails
based on the efficiency of its day to day operatiolt is not developing new technologies. It is
not finding new markets for its products. The asseof its business is efficient production of
the same product — electricity — day in and day durteir focus should be on that efficiency, and

performance should be incented on that basis.

Licence Retention Bonus

109. The total cost of these bonuses in the Test Pasi&10.1 million, $4.9M in 2008 and
$5.2M in 2009 [J8.17]. The OPG witnesses said foatthose who receive them, the value can
range from between 15-28% of salary [Tr8:96].

110. OPG said that these bonuses are necessary intorgeavide an incentive for employees
who require a licence to be in a particular jobssification to keep that licence. When asked
whether the pay for the classification wouldn'elitcompensate the individual for holding the
licence, the OPG witnesses said that the termshefcbllective agreement require that the
individual keep the same salary even if they |bsértlicence. [Tr8:162]

111. In addition, OPG stated that the Licence RetenBonus and the Leadership Allowance
are included in pensionable earnings. OPG's wsg®wesaid that this is common in the nuclear
industry but acknowledged that these sorts of besmiase not usually included in pensionable

earnings in the private sector [Tr8:167].

112. In SEC's submission, the need for the Licence Retemonus is obviously due to an

imprudent decision on the part of OPG to agree pooaision in the collective agreement that
forces it pay employees, who are paid a salaryement for working in a position that requires a
licence, the same salary whether they retain tende or not. This is, in our view, a good
example of the problems that can arise when a coynfike OPG does not have effective
independent oversight. With a vigilant regulatoplace, saying “If you agree to provisions like
this in your collective agreement, we will not pé&rmgou to recover the cost from your

customers”, OPG would have a compelling reasonakenmore prudent decisions.
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Post-Retirement Benefits

113. OPG's post-retirement benefits are increasing agmd rate: OPEG attributed to
regulated operations are projected to increaserBfy #filom 2005 to 2009 [from $44.6 combined
(hydro plus nuclear) in 2005 to $65.7 million in020 see F3-4-1, pg. 26, Chart 6]. These costs
are likely to increase further in future years [I@4]. OPG says that the increase is related to
changes in the discount rate that resulted in naiger increases for pension costs, as well as

increase in the number of employees covered [TBIIb].

114. OPG's post-retirement benefits essentially contemeloyees' health and dental benefits
in retirement as if the employee was still employBeétirees do not pay any portion of the

premiums and benefits continue for life [Tr8:99-100

115. In response to questions from Energy Probe, thepeosn said that its post-retirement
benefits are in line with comparator employers. suipport of that contention, OPG cited the
Watson Wyatt survey [L-6-14 and Tr8:100] OPG safer example, that "the majority of
comparators in the Energy, Resources and Utildestor [in the Watson Wyatt survey] do
provide post-retirement benefits and ...most of thed® do provide them do not require
contributions." [L-6-14]

116. A copy of the Watson Wyatt survey was provided @ésponse to Undertaking J8.9.
While it is true that the majority of respondenighe Energy, Resources and Utilities sector do
not require contributions from retirees for healtid dental benefits [J8.8, pg. 33, 37], the survey
also shows that only 18% of respondents in the sseotr provide health coverage for future
retirees "the same as active employees”, and 0% Provide dental benefits "the same as

active employees" [J8.9, pg,. 34, 38].

117. OPG also noted that, though the Watson Wyatt sudegs not address the issue of
length of benefits, it is OPG's understanding thatlong benefits are common in the public
sector: "lt's not a common benefit within the ptevaector, but it certainly is in the public sector

where most of the utilities began.” [Tr8:101]
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118. Public sector employers, however, do not receieeramercial rate of return. In SEC's

submission, OPG cannot have it both ways: it cam®$t on a commercial rate of return, as a
proxy for the return it would earn in the privatmmpetitive, market, yet insist on comparing
itself, in terms of costs, to non-commercial entisgs. If OPG is to begin receiving a rate of
return that mimics what a private company wouldnedhen it should start acting like one.

Otherwise, ratepayers will be saddled with theaxtrst of paying a commercial rate of return
with none of the benefits of efficiency and lowestthat would accrue to a company operating
under competitive pressure of the private market.

Summary- Labour Costs

119. As stated above, the days when OPG can simply campself to public sector
employers are gone. OPG is applying for a comrakraie of return. The basis for granting
regulated utilities a rate of return is that theg &reated as if they were commercial entities

competing in a competitive market.

120. In SEC's submission, the reason OPG's labour emstso excessive is there has never
been a market mechanism, or mechanism in lieunodiket mechanism, such as OEB oversight,
to exert a counter-balance to the demands posedtiebynions representing OPG's employees.
As long as labour costs are simply a flow througnatepayers, there is no incentive for OPG to
bring them into line. The Board, in its positiaeconomic regulator, now stands in the place of
a competitive market. This is the first time is ftistory, therefore, that OPG will be subject to
the sort of pressures created by market forcemrder for the Board's oversight of OPG to have
any effect on OPG, however, the Board must exeritssgurisdiction as the proxy for a

competitive market and tell OPG it must bring ibsts in line or face financial consequences.

Summary- OM&A and Labour Costs
121. For all these reasons, SEC believes that OPG's OM&dget for the test years should be

substantially reduced from the amounts requeste@®§. As set out in greater detail above, a
number of OPG's costs are out of line with comparalilities. The Board has been given an

important task of imposing economic regulation onompany that has already once become
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insolvent and, given its current cost structurgyldado so again. In SEC's submission, only
immediate and substantial reductions to its progposependitures will produce meaningful

change at a company that has long operated witheumposition of external discipline.

5.4 Are the corporate costs allocated to the regulated hydroelectric and nuclear

businesses appropriate?

122. In response from questions from intervenors, Mmrige on behalf of the company,
responded that the company's position is that tineecessary for the company to have to
comply with an affiliate code-like regime. The caang's rationale is that the company has been

organized historically so as to achieve efficiea@ad not cross-subsidize [Tr2:2-3]

123. In SEC's submission, whether or not that is true i@ bearing on whether OPG should
be subject to an affiliate relationships code samito the one that applies to electricity
distributors and transmitters. OPG has significeamtrally-organized costs and significant
unregulated operations. In SEC's submission, ¢ael ior an affiliate-relationships Code is just

as pressing, if not more so, for OPG than it isdigtributors or transmitters.

124. Total OPG costs allocated to its regulated openat@ppear to be increasing at a much
faster rate than costs allocated to its non-regdlaperations. Exhibit K8.1, pg. 5, for example,
shows that costs allocated to the non-regulatedatipas increased by 6.5% from 2005 to 2007,
while costs allocated to regulated operations esed by 37.7% during the same period [Exhibit
K8.1 pg. 5].

125. In addition, corporate support costs allocatecetultated operations equal 72.2% of OPG
total OM&A’, even though generating capacity for the regulatesiness is approximately 45%
of the totaf® By revenue, the regulated operations represeb856 of OPG total [Tr9:27]

126. OPG's answer is that the bulk of the increase éstduncreases in costs that are directly

allocated to the regulated divisions, such as pensosts [Tr8:77-78].

" Total OPG OM&A of $2,974 million [A2-1-1, Appendi&, 2007 Financial Results, pg. 4] versus totaltated
OM&A of: $125.9 for hydro [F1-1-1, Table 1, line &hd $2,023.8 for nuclear F2-1-1, Table 1, line 7.

8 Taken from Exhibit A2-1-1, Appendix "A", OPG 20@&nual Report, pg. 19.
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127. As is seen from the following table, however, cogie support group costs (i.e.
excluding directly allocated centrally held costjocated to the regulated hydroelectric
businesses also appear to be increasing faster tttah corporate costs or corporate costs

allocated to nuclear:

Department % Increase: 2005-2009
OPG Unregulated | Nuclear | Hydro
Total Operations
Finance 21.89% 8.41% | 21.09% | 165.22%
Corporate Affairs 87.88% 2.86% | 115.22% | 1233.33%
CIO 27.29% 28.89% | 24.80% 57.89%
Corporate Centre 5.88% 16.67% -2.52% 21.05%
Energy Markets 15.15% 4.23% | 46.43% | 100.00%
Human Resources 18.74% 12.31% | 20.00% 47.06%
Real Estate -9.11% -11.22% | -11.08% 61.54%
Total 21.37% 14.24% | 20.31% 97.26%
Total less Corp Affairs 18.14% 14.93% | 16.13% 73.43%

Source: Exhibit K8.3, adapted from Exhibit F3-1-1, Tables 1-3.

128. The company explained that part of the reason Her relatively larger increase in
corporate costs allocated to regulated businessthasthe 2008 and 2009 hearing costs are
allocated exclusively to regulated [Tr8:153]. Thasests are mainly in the Corporate Affairs
budget. Even excluding that line item, however, thigle above shows the total departmental
costs allocated to regulated hydroelectric increasg®.43% between 2005 and 2009. By
comparison, OPG total corporate support groupslusxe of Corporate Affairs, increase by

18% during the same peridd.

® Exhibit F3, Tab 1, Schedule 1, Table 1: total ooape support groups for 2005 equal $355.6, le6s5Hillion for
Corporate Affairs equals $339.1 million; for 20@8e equivalent figures are $431.6 million totakd&31 million
for corporate affairs, for a total, exclusive ofporate affairs of $400.6 million. The adjusted®2Qotal ($400.6M)
is 18.1% greater than the adjusted 2005 total (#1320
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129. OPG explained that the larger allocation to hydroteic in departments like Finance, for
example, has to do with the fact that regulatedrdsiéctric has a number of large capital
projects underway, such as the Niagara Tunnel &roecause those costs are allocated, under
OPG's methodology, using a OM&A capital blend akoe, regulated hydroelectric would be

allocated a larger share of the overhead costs]57§.

130. SEC submits, however, that either those incremeuistis are related to operations, or to
capital projects. If they are related to operajo®@PG should explain why an increase that
substantial is forecast given that operating ouipugéxpected to be fairly stable. | they are
related to the Niagara Tunnel Project, or otheitahprojects, it is not clear why they would not
be included in the capital costs of those projeststhat they are included in the unit costs of
production from those projects, rather than beimgjuded in the unit costs from unrelated

current production.

6.1 Are the proposals for the treatment of revenues from Segregated Mode of
Operation, water transactions and congestion Management Settlement Credits

appropriate?

i.) Segregated Mode of Operations

131. OPG proposes to share net revenues from segremgaigel of operations on a 50/50 basis
when its production is below 1,900MWh. For trangatt occurring when OPG’s production is
above 1,900MWh, OPG proposes to keep 100% of trentees.

132. SMO revenues are the revenues produced when OPGexwess hydroelectricity
production. OPG proposes to keep the bulk of tmegenues. When the reverse is true, that is,
when hydroelectric revenues are less than expeltedo lower than forecast water flows, OPG
is protected by a variance account, namely the édldctric Water Conditions Variance
Account that was established under the Regulatiothk interim period. OPG seeks to continue
that full downside protection through continuatiointhe variance account [OPG Argument-in-
Chief, pg. 103].
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133. The combination of these two proposals by OPGas @PG would keep 50% or 100%
of SMO revenues when it has excess hydroelectadymtion, and would also be protected in

the event of lower than expected revenues whenrwatlitions are lower than forecast.

134. When asked why a 50% incentive is required for Q#@n gas distributors receive 10%
incentive for similar transactions, the OPG pointed the risk of the transactions as well as a
rate of return. As a result, OPG indicated thataty engage in SMO transactions less frequently

if the incentive were lower [L-2-53]

135. However, the OPG witnesses admitted that noneefilk the company has identified

[at L-1-68] have ever resulted in the company inogra loss on SMO transactions [Tr3:8-10]

136. In fact, the economics of SMO transactions makeniikely that OPG would ever
experience such a loss. In response to a Boaft iStirrogatory, OPG explained that SMO
transactions are entered into "when the basisreadbetween Ontario and the receiving market
exceeds the costs" [L-1-105].

137. The only real risk, therefore, is that the costsilda@xceed the price for each transaction.
But given that the costs are relatively easy taiteand the transactions typically take place a
day in advance, and "are in response to markeals'g[irr3:59], that is unlikely to happen.

138. Furthermore, the evidence shows that the ancilbenyefits of SMO transactions also
provide a benefit to OPG and therefore the incentorengage in them does not have to be as
high as OPG claims it should be.

139. The OPG witnesses agreed, for example, that SM@drdions allow the company to

manage excess load, which is beneficial to the emmgecause it prevents it from having to
take other steps to manage load, such as shuthwg @ nuclear reactor. The witness agreed
that the company would not need an incentive toagagin SMO transactions under those
conditions [Tr4:68]. Similarly, the witnesses agptethat the company would not need an

incentive to minimize spillage from hydroelectresources [Tr3:68].
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140. The third benefit that OPG claims accrues from Ski@hsactions is the economic
benefit to Ontario from SMO transactions. The nadie is that energy OPG sells is used to
pump water into a reservoir somewhere else- Newk Yo Quebec- and then when the peak
period of the day arrives, the owner of that watar sell it to the highest bidder- if it's Ontario,
then it can re-import the power (presumably atghéi price) [Tr4:51]. That benefit, however,
is external to the company [Tr4:68]. In other wardDPG would not take that supposed
economic benefit into account regardless of thentige mechanism. Furthermore, OPG has no
way of quantifying that benefit [Tr3:69].

141. In SEC's submission, therefore, SMO revenues shpudgerly be considered revenue
offsets and be credited 100% against OPG's reveaguerement. There is no real risk to OPG
in carrying out the transactions, and there ardllancbenefits to OPG which would make the
transactions economic regardless of the incentigehanism SEC also points out that the assets
upon which OPG is able to earn SMO revenue aradyréencluded in rate base, and therefore
already incur a rate of return. SEC also subrhits the company has an obligation to operate
the system as efficiently as possible, and thans@aximizing revenue from ratepayer-funded
assets. SEC submits that it is inappropriate f8GQo keep a portion of the marginal revenues
from those assets while ratepayers pay 100% odvbeage cost, including a commercial rate of

return on invested capital.

142. That having been said, we propose below a compmrhased on the natural gas model,
that in our view provides an incentive as requedteatigives the ratepayers a benefit as well.

SEC Proposed Incentive Mechanism for SMO Revenues

143. If SMO revenues were forecast then, just like atmgpforecast item, OPG would have a

financial incentive to beat the forecast.

144. OPG has stated that it is difficult to forecast Siv®enues "as they are a response to
hourly market-based signals and prices.” [G1-1¢l,%. There is, however, a history of SMO
revenues on which to base a forecast and, framidysee no reason why it is any more difficult
to forecast this revenue item than to forecast ather aspect of OPG’s revenue or expenses.
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SEC suggests that the average of the last threes yea used as the basis for the revenue

requirement offset.

145. So that OPG has an incentive to beat the forecaspitd the variance account, OPG
suggests an incentive mechanism whereby OPG kepgpgian of the net revenues in excess of

the forecast amount.

146. SEC submits that an appropriate mechanism is ttowolthe approach used for
transactional services revenues for gas distrisutorThese are revenues earned by gas
distribution companies for storage and transpamatcapacity which is surplus to their
requirements to serve in-franchise customers. ififi@nchise customers are paying to have the
assets available, but sometimes those assets cailized more efficiently, so this Board
incents the utilities to do so. Many of these s$ations are short-term, short-notice transactions

similar to SMO transactions.
147. The incentive mechanism for transactional serweaiks as follows:

@) 75% of the forecast amount is embedded in ratesmaoffset to revenue
requirement. The ratepayers get the benefit &f #mount regardless of what

actually happens.

(b)  The company keeps 100% of any revenues between ati®6100% of the

forecast amount. Thus, management has a 25% ine¢otmeet forecast.

(© All revenues in excess of the forecast amount g@lé $5/25 in favour of

ratepayers.

148. In EB-2005-0001, the Applicant, Enbridge Gas Dimition Inc. proposed to change the
above-referenced sharing mechanism on the bagisaheevenues were too difficult to predict;

b) the "risk/reward" sharing of the mechanism wssymmetrical and penalized the company for
failing to meet the guaranteed (75% of forecastpami’® The Board rejected the Company's

proposal and continued the existing sharing meshani Furthermore, although the Applicant

19 See EB-2005-0001, Decision with Reasons, para6.6.1
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had been asked to provide a "best efforts" forefoaghe upcoming year, the Board felt that that
forecast was too low and instead used a simpleageeof the past five years of transactional

services revenug.

149. The effect of this approach to transactional sewwas to cause a substantial increase in

these revenues at both Union and Enbridge ovevexaeyear period. In essence, it worked.

150. In SEC's submission, the transactional servicessaeions are comparable to SMO
transactions and the incentive mechanism usechtmet TS revenues should be adopted by the
Board for SMO revenues.

ii.) Congestion Management Settlement Credits

151. OPG proposes to keep 100% of its Congestion Manager8ettlement Credits it
receives from the IESO. These revenues totaledB$88lion in the interim period [G1-1-1, pg.
15].

152. OPG's rationale for keeping 100% of the Congestilamagement Settlement Credits it
receives from the IESO is that the credits represests to OPG resulting from inefficient
operation of the generation system, either frorndpdorced to operate when it is otherwise
inefficient to do so, or being forced to constraimduction when it is otherwise efficient to

generate electricity [Tr3:25].

153. OPG was asked to demonstrate that the costs fahwhis being compensated directly
offset the revenues that it receives. The ansaere in a response to interrogatory from the
Consumers Council of Canada [L-3-96]. OPG offetad examples, one where it was
constrained off and one where it was constrainéd dihe response, however, demonstrates that
the cost to OPG is not a physical cost, but rathedoss of efficiency in having to operate when

it is not most efficient to do so, or not beingeatdl operate at peak efficiency.

154. Besides the anecdotal evidence provided in L-3€¥BG was not able to quantify the

costs versus the revenues of congestion manageettisiment credits.

" bid, at para. 6.2.7.
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155. OPG's position is that the CMSC revenue simply kEqita costs and neither the lost

production nor extra costs are factored into it®neie requirement forecasts. [Tr3:38]

156. In SEC's submission, it is impossible for the Bodxaksed on the evidence on the record,
to make a determination that the CMSC revenue siregluals thancremental unforecasted
costs (lost revenue or incremental expendituregdlued in congestion management activity.

OPG has provided no evidence to substantiate tiat,gust their assertion of that conclusion.

157. In order to accept OPG's unsubstantiated contetlmat all of these revenues are simply
compensation for unforecasted loss of revenue @emental expenditures, one would have to
believe that OPG's revenue and expenditure fore@astdone with such precision as to exclude
any contingency for less than optimal operatiorive® the size of OPG's revenue requirement

and revenue forecasts, SEC submits that that indyhugnlikely.

158. As a result, SEC submits that the Board should lodec that CMSC revenue is
incremental revenue that offsets revenue loss apdnalitures that are likely already included in
the forecasts used to determine OPG's requestethted payment amounts. They should be

treated, therefore, as revenue offsets.

7.1 NUCLEAR WASTE MANAGEMENT AND DECOMMISSIONING

159. OPG claims the "rate base" approach to nucleailitiab is the most appropriate for

three reasons:
€)) It is the method adopted by the Legislature inrsgtihterim 2005 to 2007 rates;

(b)  O.Reg. 53/05 requires the OEB to allow OPG to recolvese costs using the rate

base method;
(c) The rate base is the best and most appropriat@apr

160. The following sections will deal with each of thesmtentions in turn. However, before
doing so it is appropriate to step back and asesdrom a more general perspective, raising

two overriding issues.
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161.

Nature of the Problem. This is, mathematically, a “saving for retirertietype of

problem. It has four steps:

162.

(@)

(b)

(€)

(d)

What amounts in the future do you need to havelaaP? This is about
assessing what spending requirements will arisé varen. The Legislature has
overseen a process to determine this part, thrahghReference Plan and its

updates.

What rate of return can you plan on earning, overet, on your savings?The
spending requirements will be met in part by mogey save, and partly by the
return on those savings. Therefore, you needuarreissumption to calculate the

split between those funding sources.

What pattern of saving is reasonabl@his is about the shape of the savings plan,
rather than the amounts. For a person savingeimement, for example, the
shape will be heavily influenced by changes in meolevels, and other
obligations, year by year. For a utility settirgjde funds for “negative salvage”,
the shape is more likely to be influenced by thi& production from the facilities
expected year by year, since matching the costagtoduction is generally the

most stable form of saving.

What amount of savings annually is requiredhis is a mathematical exercise.
Given known future costs, an assumed rate of retamd a savings shape, the
savings amount in any given year can be calcubatdtbut the application of any

judgment, or any policy debates. It is what it is.

If the appropriate information were available to tihis Board could do the above

calculations and get a number for the Test Peoduiy other period of time) that is the correct

amount to set aside applicable to that period. evphasize the term “correct”.

163.

Unfortunately, the Applicant has not filed suffisteinformation for the Board to carry

out that analysis, and during the course of a lgnghterrogatory and hearing process, and

despite the best efforts of all concerned (asdatéast week), the other parties have not elicited
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that information. The Board is, therefore, beisgeal to order the recovery of $704 million over
the Test Period for this “expense”, and yet it does have the right information on which to

make that decision.

164. Accounting vs. Regulatory TreatmentThe second general aspect of this problem that
needs to be highlighted is the fact that this Badweds not do accounting. The mandate of this
Board is to determine “just and reasonable rated; a the context of nuclear negative salvage,
to determine the just and reasonable amounts tedmvered from ratepayers in any given Test
Period. The fact that there is a particular actiagrireatment associated with an asset, expense,

or obligation, is not determinative of the reguigttyeatment.

165. This is not to say that the Board must reinventwiheel. The Board regularly accepts
accounting rules and standards and does not cgell&eir utility in the regulatory context. The
reason is that accounting rules and standardshameselves the result of extensive analysis and
review. They are not simply picked out of the ditxperts spend countless hours assessing and
debating the optimum approach to various accounsisges, and the Board quite rightly gives

significant weight to the results of those processe

166. But it is also true that sometimes the goals obanting — fair disclosure, conservatism,
etc. — are not identical to the goals of regulatiand therefore an accounting rule does not
achieve the regulatory goals. An oft-cited examplfuture tax liabilities, which GAAP says
must be treated as a current expense. Regulatwes ¢oncluded that, while the principle of
conservatism may require that it be a current es@ea tax expenditure that is not in fact going
to be made until far into the future should notreeovered from ratepayers today, because that

would not be just and reasonable. There are numerther examples.

167. In the case of nuclear negative salvage, it is stibednhthat the Board should determine
independently what it believes a reasonable regoserount should be in any given year, taking
into account the fact, noted earlier, that thia isaving for retirement” type of problem. To the
extent that the accounting rules mandate a diffecaitulation, the Board should accept that

there may be a difference, because the goals oBtad in balancing the interests of the
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ratepayers and the Applicant may not, in this cé®ethe same as the goals of GAAP in

achieving the clearest, and most conservativenéiah statement presentation.

168. We note that, with respect to this difference betvaccounting and regulatory goals, as
with the basic calculation discussed earlier, thall does not have sufficient information to do
a thorough analysis. With better information, #e@ard could determine whether the GAAP
approach to negative salvage can (or should) pethe right annual recovery from ratepayers.
On the information currently before the Boardsitniot possible to assess why GAAP produces
the results it does, whether those results diffemfa more straightforward (and technically

correct) approach, and which is more appropriatbeérratemaking context.

169. Further Review. It is therefore SEC’s submission that all the Boaeh do in this
situation is order an interim solution, while renang that a more thorough review, with proper
information, is required. Given the fact that o#tee course of the next several years, many
billions of dollars will be payable by ratepayecsfind nuclear negative salvage, it is, in our
opinion, essential that such a review be carriedd Mle therefore urge the Board to establish a
process — whether by way of consultation, workingug, expert study, or a combination — to
determine the proper approach to calculating tivemee requirement associated with nuclear

negative salvage.

170. We note that negative salvage is currently a losi¢ at the National Energy Board, and
the specific subset of nuclear negative salvagé beila concern in a number of jurisdictions
around the world. There should be a wealth abrimfation available to make a sound policy
decision. The problem is simply that all of thaformation is not on the record in this

proceeding.

171. The remainder of our submissions on this issuestbex proceed from the premise that
some amount must be included in the Test Periodl tla® Board must, in effect, do the best it

can with the limited information it has available.
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i) What Guidance has the Legislature Given to the Board on this Issue?

172. The Applicant’s first two arguments boil down tdlitegy the Board that it should not
exercise its independent judgment on how to detexrthie amounts recoverable from ratepayers
for nuclear negative salvage. The first argumeawys ghat the Board should blindly follow the
Legislature’s lead when it set the payment amofartthe interim period. The second argument
says that the Legislature has, obliquely, “insedttthe Board to use the rate base approach to

calculating the amounts recoverable from ratepayers

173. Let's start with a basic truth: if the rate basetmod is the “just and reasonable”

approach to recovery of nuclear negative salvaggn nheither of these arguments is relevant.
The Board simply does what is correct, and the dlagire’s views, however expressed, are
immaterial. It is only if the rate base methodNiST the “just and reasonable” approach that the

Board has to consider whether the Legislature hangt guidance on this point.

174. Once you realize that these two arguments areretdyant if the rate base method is not

the best approach, it is much simpler to considemt

175. Follow the Legislature’s Example for the Interim P®d. The Board does not have

before it any basis on which to assess how theslagre determined the nuclear negative
salvage recovery for the interim period. Was thertudy done? Were the practices in other
jurisdictions analysed or assessed? Did the Lagig even know what those practices were?
To what extent, if any, was the Legislature infloet by the views of OPG, untested by debate

and analysis?

176. With respect, this Board is not even bound by thecedent of its own previous
decisions, made in open and transparent procefieeghrough deliberation. Even when the
Board looks at one of its own previous decisioislooks at the evidentiary basis for the
decision, the underlying reasoning, and any fdetd tmake it more or less applicable to the
instant situation. After such a review, the Bodinén assesses whether it agrees with the
decision and its current applicability, and therefehould apply it to the case before it. In fact,
if the Board concluded after review of those fasttitat applying the previous decision would
not produce a just and reasonable result in tltase before it, the Board would not apply it.
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177. Here, the situation is much worse. The Board isina position to look at how the
Legislature’s decision on nuclear negative salwage made, nor the evidence it had before it,
nor whether the specific circumstances of thatsieciare different from the current situation.
For example, did the Legislature decide “Theresarenany things going on with the Reference
Plan, and the plans for new build, that the nuclesgative salvage amounts are going to be
changing soon anyway. The best thing to do istals the GAAP approach for now, and when
the independent regulator takes over in 2008, widyget to the bottom of what approach is the
best.” Is that what they decided? We don’t know.

178. We could propose numerous other plausible basethéir decision at that time which
would make that decision clearly inapplicable te tturrent situation. The point is that this
Board cannot look at that decision in a proper negnand therefore the Legislature’s decision
on interim payments cannot have any influence erBibard’'s decision in this case. If rate base
treatment is the just and reasonable approachhatld be used. If not, the fact that the
Legislature used it in a different, and non-tramepg context is not a proper consideration for
the Board. As we have said many times in the plaistBoard has a mandate to make decisions.
It should not decline that jurisdiction without tbikearest possible evidence that the mandate has

been circumscribed.

179. Has the Legislature Directed the Rate Base Approachrhe last point leads directly to
this one. If the Legislature has validly deterndingmat the Board should not exercise its
independent judgment on the proper way to calculatdear negative salvage for rate recovery
purposes, then the Board cannot exercise thatdjatisn. It would be circumscribed.
Conversely, if the Legislature has not validly lied the Board’s jurisdiction or discretion on
this issue, then the Board mestercise its independent judgment. It does nee lthe freedom

to elect not to worry about this issue, becausélithas a positive obligation to ensure that sate

are just and reasonable.

180. The Regulation does not deal explicitly with thgukatory treatment of nuclear negative
salvage, or any nuclear liabilities. OPG's argumntbat the Regulation requires that nuclear
liabilities be given rate base treatment is basedsinterpretation of the indirect implication of

various provisions of the Regulation. NowheretsnArgument in Chief does OPG point to a
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specific provision in the Regulation directing tBeard to give nuclear liabilities rate base

treatment.

181. OPG's position is that the combination of sect®fZ5(i) and 6(2)6(i) "make it clear that
asset values resulting from accounting policy dens approved by OPG's auditors and OPG's
Board of Directors must be accepted by the OEB aking its first order.” [OPG Argument-in-
Chief, pg. 83]

182. Section 6(2)5(i) and 6(2)6(i) O.Reg 53/05 statéodews:

5. In making its first order under section 78.1tleé Act in respect of Ontario Power
Generation Inc., the Board shall accept the amdonthe following matters as set out in
Ontario Power Generation Inc.’s most recently aadlifinancial statements that were
approved by the board of directors of Ontario Po@eneration Inc. before the effective
date of that order:

i. Ontario Power Generation Inc.’s assets andlliads. ..

6. Without limiting the generality of paragraphtbat paragraph applies to values
relating to,

il. the revenue requirement impact of accounting @x policy decisions,

183. These sections, however, refer only to the Bodidsorder and do not define "revenue
requirement impact." These sections alone, thezeftannot give the Board guidance as to the

future treatment of nuclear negative salvage.

184. Next OPG points to s.6(2)8, which states that tharB, in making an Order for payment
amounts "shall ensure that OPG "recovers the reverguirement impact of its nuclear
decommissioning liability arising from the currayproved reference plan."” Again, however,
revenue requirement impact is not defined in tlistisn. In this section, it is left up to the
Board to determine the revenue requirement imgachething that is, of course, a central aspect

of the Board’s normal regulatory function.
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185. OPG then points to section 6(2)7 of the Regulatioithis section refers to the
determination of the amounts in the two deferraloaats contemplated by s.5.1 and 5.2 of the
Regulation. This provision does appear to contatepthat the amounts recorded in the deferral

accounts will include a "return on rate base."

186. OPG then extrapolates from that to argue that thgidlature could not have meant to
employ one approach for dealing with the balancéndeferral account and a different method

to recover the costs of existing obligations frdme teference plan itself. [Argument-in-Chief,
pg. 84]

187. To the extent that this provision is meant to aggdter the interim period, however, it is
problematic. Section 6(2)7 of the Regulation refier the "following items" as reflected in the
OPG's audited financial statements. The "followiteghs” are "return on rate base"; depreciation

expense, income and capital taxes, and fuel expense

188. The problem, however, is that there is no "retuon™rate base" reflected in OPG's

audited financial statements. These are regulatomnstructs. The Board determines what
constitutes rate base. Although generally rate asludes fixed assets, that is not always the
case: there are in virtually every case differermsveen regulatory “rate base” and accounting

“fixed assets”.

189. The Board has in the past, for example, made adigin between accounting treatment
and regulatory treatment. In EB-2007-0598, for epleanthe Board was hearing an application
from Union Gas Ltd. ("Union") in which Union sougtd include certain the cost of certain
deferred tax liabilities be included in the caldida of its Earnings Sharing Mechanism. The
deferred taxes had to do with the removal from baige of Union's ex-franchise storage assets as
a result of a previous Board decision (the "NGEtRtision) to forbear from regulating those
assets. With respect to the deferred tax lighdrt those assets, Union argued that, because the
assets were no longer regulated, accounting rulsdyaled it from continuing to use the "flow

through" approach to those assets.

Union’s contention is that the Canadian Generallgcépted Accounting
Principles (“GAAP”) require that once a segmenaattility’s operation ceases to
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be rate regulated, as is the case with ex-frandi@m@age services, that portion o
the company’s operation ceases to qualify for defetax accounting treatment
Accordingly, the deferred tax deferral account Wahas been in place since 1997
cannot continue to capture amounts related to tbpegtions.

The Board notes that while accounting treatment ¢en an important
consideration in the regulatory treatment of maftéris not always predictive of
the regulatory outcome. The fact that Union mayehev change its accounting
treatment of the deferred tax account as a re$ulteoNGEIR decision, does not
automatically lead to the conclusion that the aotiog tax liability associated
with it should come into rates now, or at all. lretabsence of a near certain
revenue stream that matches future costs, a comparst book the future
liability. Regulated entities have the assuranea grudently incurred costs will
be offset by regulated revenues and therefore tted not book the future
liability. In these circumstances, this rule hasited relevance for how the
change may be reflected from a regulatory pointviw. The respective
accounting treatments for regulated and non-regdlagéntities reflect the
distinction of one entity having a predictable mnewe stream where as the other
does not. Furthermore, the CICA handbook does aosider the disposition of
the historic costs or who bears them in a regwatantext. This remains the
purview of the regulator.

[EB-2007-0598, pg. 6, 8-9]

190. In fact, OPG states in response to an interrogdrem Board Staff that in the U.S.
"utilities with nuclear generation recover deconmsiogaing costs as part of depreciation expense
(depreciation and accretion charges net of any rdegesioning fund earnings)". That is
essentially the flow through method. In that santerrogatory response, OPG says that with
respect to accounting treatment, the approach appeabe consistent that such costs are
recorded as a liability and the asset retiremestscare capitalized [L-1-82]. Clearly, therefore,
the regulatory and accounting treatments diffedfds. utilities.

191. In addition, the "return” on rate base is a functd the Board's determination of the rate
base, but also the Board's determination of thetalagtructure, cost of debt, and return on
equity. These are not — except by accident - #petal structure, cost of debt, and return on
equity that would be shown in the financial statetae

192. Finally, although s.6(2)7 of the Regulation reféosthe deferral account established

pursuant to s.5.2(1) of the Regulation, this act@ionly effective from and after the date of the
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Board's first order'? To the extent that s.6(2)7 is intended to appbspectively therefore, the

interpretation urged by OPG in their Argument in€tlvould mean the OPG Board of Directors
deciding in perpetuity the contents of the defeaatount through approval of the financial
statements. This would be a very surprising breathnormal regulatory practice, and
inconsistent with the Legislature’s obvious deaisio give regulatory responsibility over OPG
to the Board.

193. In our submission, the appropriate way to resohis problem of interpretation of the
Regulation is in three steps:

€)) Can the provision be applied by this Board usingiraple, plain language

interpretation of its words?

(b) If the answer to (a) is no, as we will suggessitthen what is the purpose of the

provision?

(c) Once the purpose is identified, what is a reas@neddding of the provision that

achieves that purpose?
194. The first question is answered easily by lookinthatfour enumerated items in 6(2)7:

(@) As noted above, the financial statements do not rather return or rate base
anywhere, so on a plain reading there is no “returmate base” for the Board to
allow. In fact, a simple reading of the words wbsliggest that, given this does
not appear in the financials, the result is thatetarn on rate base can be allowed
in the deferral accounts.

(b)  “Depreciation expense” is included in the finanattements, but is not normally
disaggregated into line items. Further, the depten expense calculated on a

rate base number will in most cases be differemhfthe accounting depreciation.

12 section 5.2(1) of the Regulation stipulates thRQ0is to establish a deferral account that rectodsand after
the effective date of the Board's first ordevder 78.1 of the Act the revenue requirement ohpéchanges in its
total nuclear decommissioning liability..."
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(€)

(d)

(@)

This provision would, on this interpretation, appéa contemplate that unlike
every other asset of a regulated entity, this it®ould be depreciated on an

accounting basis, not a regulatory basis.

“Income and capital taxes” are accounted for ddifely for regulatory and
accounting purposes. The financial statements,ef@mple, will record the
difference between the flow-through tax impacts dahd accrual-based tax
impacts. Although an amount may be deductibletéxr purposes, a different
amount may be expensed for accounting purposesjrashel the accounting rules
the tax impact of the latter amount is the oneedéld in the financial statements.
On the other hand, for regulatory purposes it s tiix impact of the former
amount that is reflected. If the Regulation isdréigerally, this would mandate
that, for this category of expenditure, conventiaheferred tax accounting must
be applied to the regulatory sphere. It would bepising if the government

intended to make such a major change without sasongxpressly.

Fuel expense is, of course, not separately seinaie financial statements, and
in any case on a plain reading this would appeaeduire that all nuclear fuel
costs are charged to the deferral account. Thisldvbe inconsistent with the
purpose of the account set out in 5.2(1), whiobnly supposed to record impacts

from a change in the reference plan.

195. We could continue with examples of why a plain regdwill not work, but these are
probably enough. It is clear, we submit, thatgbgernment in enacting this Regulation did not

intend 6(2)7 to be read literally, without consatésn of the context and purpose of the section.

196. The overall purpose of the Regulation appears tovbéold:

To determine what amounts the Board must accepiaking its first Order under
s.78.1. Generally, they are based on amounts apgroy the OPG Board of

Directors where they refer to amounts set out glitad financial statements.
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(b)

With respect to Orders after the first Order, tregiation also gives guidance to
the Board on what should be included in future msd®y way of recovery from

ratepayers. In every place where it does so (exagpably 6(2)7), that guidance
is an explicit instruction as to a goal the Bodndidd achieve, not a re-allocation

of jurisdiction from the Board to another bodygdithe OPG board of directors.

197. The wording of 6(2)7 is clearly unfortunate, butomar view it should not be interpreted

as allocating the entire decision-making respohsilior recovery of nuclear negative salvage to

the OPG board of directors. If that were the ihténs submitted that the Regulation would say

so expressly, just as it has provided express tthrex in 6(2)8 and 6(2)9, to take but two

examples.

198. Instead, we believe that the Board should interpré(2)7 of the Regulation to mean that

calculation of the revenue requirement impact change in the reference plan, with respect to

the deferral account to be established under £ €hould include:

(@)

(b)

(€)

(d)

A reflection of the time value of money, to the entt that cash outlays and
accounting liabilities arise, or will arise, at féifent times. This time value of
money can use any reasonable approach the Boanchdets, and should apply a

just and reasonable discount or interest rate.

An allocation of the principal amount (ie. the adtamount to be saved to deal
with the future liability) to time periods, essatly an expression of the
accounting rule called the “matching principle”’hi§ can be based on accounting
depreciation, regulatory depreciation, or any otmeasonable amortization

methodology.

A reflection of the actual tax impacts of the aaeguliability and the funding
regime associated with it.

A reflection of any change in fuel expense assediatith the change in the

reference plan, to the extent that it is not oth&eva current operating expense.
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199. Under this interpretation of the Regulation, theaBbat some future date, when OPG
seeks clearance of the s. 5.2(1) account, woulld &cthe amount of the regulatory asset as
recorded in the most recent audited financial statés approved by the OPG board of directors,
and determine whether, based on the Board’s guedaado how the items in the last paragraph
are to be calculated, those amounts have beenraeburecorded” in the account. If they have,
then the Board will accept the figure in the autlitmancial statements and order its recovery
over not more than three years. If not, the Beafidorder that they be corrected, and then order

such recovery.

200. In our submission, under this more reasonable prégation of 6(2)7, the Board asks
whether the number in the financials followed thestructions, and if so there is no further
debate. Intervenors cannot at that time, for exemguestion whether the methodology the
Board proposed was the best one, or argue thaartteunt is so high that the Board should
arbitrarily reduce it. If the OPG board has apgeba number that complies with the Board’s

instructions, there is certainty that it will becowered.

201. In SEC's submission, this Board should not fetterdiscretion to determine payment
amounts under s.78.1 on the basis of an implieelction in s.6(2)7. The Board should only
decline jurisdiction when its mandate is clearlyl axpressly circumscribed, which is not the
case here. The alternative is for the Board tolempent rate recovery for nuclear negative
salvage on a basis that the Board knows (or at gepects) is not just and reasonable, on the
theory that the government may hawelirectly limited the Board’s jurisdiction to dehat is
right.

202. In addition, the “implied direction” that has beguostulated only arises on an
interpretation of 6(2)7 that produces an absurdltesWhen 6(2)7 is interpreted using a more
purposive approach, no such implied direction aris@d the Board’s discretion with respect to
the deferral account itself is only fettered to theent that it would otherwise not allow time
value of money, principal, tax impacts or fuel cimspacts in the deferral account balance. This
would leave the Board free, on the same basiseterghine what it believes to be the just and
reasonable approach to recovery of nuclear negsdivage.
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203. For all these reasons, we urge the Board to réecproposition that the apopropriate
way to include nuclear negative salvage in ratesbegn pre-ordained, and the Board should not
exercise its expertise and judgment to implemeet dpproach it determines to be just and
reasonable.

ii) Is Rate Base Treatment the Just and Reasonable Method?

204. OPG's final submission is that the rate base appras, in any event, the most
appropriate method of recovering the nuclear wasteagement costs. OPG's argument in can
be summarized as follows: a) the CICA accountingesurequire OPG to recognize asset
retirement costs as part of its fixed assets; gnthé approach recognizes the reality that an
investor will require recovery the cost of capdabkociated with the asset and the asset retirement
obligation. [OPG Argument in Chief, pg. 84]

205. SEC submits that, as noted earlier, the Board hssfficient information on which to
determine whether this approach produces the jugtreasonable result, and so for this First
Order the Board should adjust the rate base apipr@agiested for obvious problems, and order
a more detailed review in time for OPG’s next i@p@lication.

206. In this regard, it is submitted that the amount€3Q#toposes to recover from ratepayers
for nuclear negative salvage during the Test Pemi@dset out in detail in Exhibit H1, Tab 1,
Schedule 3, page 2, as follows:

(@) Time value of money category. OPG proposes $14fomifor 2008 and $186
million for 2009, total $334 million, based on deiotd equity returns on rate base

at their proposed capital structure and returrsrate

(b) Depreciation expense category. OPG proposes $1l86mfor 2008 and $172
million for 2009, as set out under the headingsgieiation of Asset Retirement

Costs (ARC)” and “Low level & intermediate level sta provisions”.

(c) Tax impact category. There are no impacts in tlst TPeriod, as taxes are

sheltered by loss carryforwards.
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(d) Fuel expense category. OPG proposes $26 millior2@®08 and $36 million for
2009, as set out under the heading “Used fuel geofadisposal provisions”.

207. With respect to the amounts in categories (b),aftj (d) above, it is submitted that,
without further information, the Board is not inpasition to determine if those amounts are
correct or not. However, as they all relate taifatliabilities, and we are proposing that the
Board initiate a more thorough review, we belidvat the Board should accept them as filed. If
it turns out, on further review, that they are gotrect, they can be adjusted in a subsequent
payment order from the Board.

208. That just leaves the time value of money. In adbmsission, the “rate base method” has
the effect of misleading the Applicant into thinginhat nuclear negative salvage should be

treated like other assets. That is not the case.

209. The concept of rate base is designed, in the remylaontext, to accomplish two

unrelated goals.

210. First, in_ the same wayas fixed assets in accounting, rate base is usednaethod, via

depreciation, of allocating capital costs to midtiime periods in order to comply with the
matching principle. In effect, capital costs atl&ough this method, converted into annual
charges reflective of the amount “used up” throogkrations in any given year. In this respect,
rate base and depreciation work in almost exab#ysame way as fixed assets and amortization,

and in fact the regulatory rules are based diremlyhe accounting rules.

211. Second, andunlike fixed assets in accounting, rate base is usedatoulate the

appropriate amounts to be recovered for capitaliirements of the enterprise. There is no
equivalent in accounting, which in fact looks atawreal debt exists, and the actual interest on it,
and leaves return on equity as a residual numlo¢ra prescribed number as is the case in the

regulatory environment.

212. The use of rate base to calculate the amount ofvable debt (and therefore interest

recovery), and the amount of allowed equity (artdrreon it), presupposes that this amount of

capital is needed by the utility to operate. Tisathe regulatory methodology used starts from
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the assumption that the utility needs to be capédl by an amount equal to the rate base,
through issuing either debt or equity. That asdiongs only correct in the circumstance where

the rate base involves real capital expendituresiatly incurred and needing to be funded.

213. Thatis not true in the case of nuclear negativeag@. No money has been spent, and no
capital has to be raised through debt or equitffo assume that capital is required is wrong,

because we know for a fact that it isn’t.

214. Therefore, under the time value of money categiwy,$334 million claimed by OPG is
clearly incorrect. That leaves open the issue tughthe correct figure? In our submission, the

Board has three choices:
(@  Zero, since no capital requirement means no cosaital.
(b) 4.6%, the discount rate used to discount the futabdities to the present.

(© 5.25%, being the real interest rate guaranteedhbylegislature on the funded
portion, 3.25% [L-1-72], plus a 2.00% long termlation rate (ie. the Bank of

Canada inflation target).

215. The first option, zero, is akin to the treatmenuafunded pension obligations. When a
pension obligation is unfunded, no amount is recaive from the ratepayers. The ratepayers
pay the funding requirements, and as those aregmgidime value of money is caught up at the

same rate as funding is caught up.

216. OPG was asked about the consistency of treatméwebe the unfunded liability with
respect to OPG's pension plan, and the unfundddard@bility.

MR. BRYDON: If you're asking if there is a consisty between other post
employment benefits and the nuclear liability, lulb-- | believe that there is
not.

As we indicated when we discussed the nuclearlilpbassociated with the
nuclear liability is what we referred to as theedsstirement costs, which are -- is
a cost that is then associated with the costs effitted assets, whereas in an
OPEB liability, there is no such equivalent to asset retirement cost. It
associates itself with the value of any asset.
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The value of the OPEB liability -- first of all, i$ part of a deferred compensation
plan that -- to be part of costs today associat#ld people who are employed
today, but when we say it is a deferred compensgtian, the payments will
actually be made in -- sometime in the future.

So as part of that, then there's a current semost. The fact that there is a
liability that's unfunded, that is that is actuadlyfunding decision. So if there is
an unfunded liability, that would appear on OP@iaricial statements.

[Tr9:51]

217. In SEC's view, an amount payable in the futuretiredeto someone’s employment today
is not different from an amount payable in the fatvelating to nuclear production today. In
both cases, they are a future liability arising @upresent operations. To the extent that they ar
funded, the ratepayers pick up the tab. To thergxthat they are unfunded, the cost to the

ratepayers is deferred. This would result in a4d3@lion reduction in revenue requirement.

218. The second option, 4.6%, has the value of symmeiryuture liability is discounted by
4.6% per annum to today. The amount by which idality naturally increases from one year
to the next — ie. the time value of money comporgdrhat increase — is by definition 4.6%,
since that's the time value of money used to gettirrent value in the first place. The recovery
from ratepayers would be $180 million over the TRstiod ($80 million in Q2-4 2008, and $100
million in 2009), a reduction of $154 million invenue requirement.

219. The third option, 5.25%, uses a quasi-funding modki effect, it assumes that the
discounted future liability has to earn the sante @s the sinking fund in order to keep the
Applicant whole in the long term. This is not adty true, but there is an argument to be made
that this is a more conservative approach to tleéo4figure. The recovery from ratepayers
would be $205 million over the Test Period ($91lionl in Q2-4 2008, and $114 million in

2009), a reduction of $129 million in revenue regoient.

220. In our submission, the appropriate time value ohayoto be used is the mathematically
correct one, 4.6%. Although this is not consisteith how pensions and other future costs are
treated, it ensures that the full extent to whiahave edging closer to having to actually spend

the money on nuclear cleanup is included as aafastrrent nuclear production, as it should be.
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221. |If the Board accepts this submission, the amoubgteecovered from the ratepayers over

the Test Period for nuclear negative salvage wbalthe following:
(@  Time value of money - $180 million.
(b) Depreciation - $307 million (as filed).
(c) Tax impacts — nil (as filed)
(d) Fuel expense - $62 million (as filed)

222. The total of these amounts is $549 million. Weentbiat this is very close to the total
revenue requirement for the flow-through method5&%nillion [K7.2]. While we are not
advocating the flow-through method, due to laclkewtlence before the Board on which to make
that decision, we believe that the close resulivbeh the corrected rate base method we have
proposed and the flow through method suggeststhistresult may be a reasonable interim

approach for the Board until it can dig more deeply this issue.

223. In this regard, we note that OPG has not citedragulatory precedent for the rate base
approach to nuclear liabilities. In fact, the tewamples cited in response to an interrogatory

from Board Staff [L-1-82] appear to suggest thaeofjurisdictions use the flow through method:

€)) New Brunswick Power: the annual expense amoundégeckito nuclear liabilities
(depreciation and accretion charges) are recovéremigh a power purchase

agreement with the distribution company;

(b) In the US, utilities with nuclear generation recodecommissioning costs as part
of depreciation expense (depreciation and accretbarges net of any
decommissioning fund earnings.) The liability fased fuel lies with the US
federal government, too whom utilities pay a pertkéharge for assuming the

disposal obligatior®

13 Although the ultimate disposal obligation has b#ansferred to the federal government in the WnS¢ates, the
creation of the nuclear deferral account unde2s5the Regulation has effectively also transfttee obligation
away from OPG as well. The deferral account hasffect, treated the obligation as a flow throighOPG, since
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224. Therefore, while we are not proposing the flow-tlgbh method, the interim result
proposed using a corrected rate base method predusemilar recovery level to the method

used by many other nuclear jurisdictions.

8.1 Are OPG’s suggested changes to the hydroelectric incentive payment system
appropriate? (I11/T1/S1)

225. Section 4(2) of the Regulation provided that hytfciic generation in excess of 1,900
MWh in any hour was to be paid by the IESO at tleek®t price. Since section 4(2) refers to
section 78.1(2)(a) of the Act, which only appliespayment amounts during the interim period,
this incentive mechanism applies to payment amoduatsg the interim period (up to April 1,
2008) only.

226. For payment amounts beyond the interim period efioee, the Board is free to determine
any incentive mechanism for hydroelectric outputhone at all. That is, the Board's options in
this proceeding are not simply to decide whethezdwotinue the existing incentive mechanism
(as set out in s.4(2) for the interim period) ooIdOPG's proposed changes. The Board must

decide whether to continyincentive mechanism.

OPG's Proposed Incentive

227. OPG's proposed incentive replaces the 1,900MWtslilotd set out in the Regulation
with a threshold that is based on the differenoenfOPG'sown average energy production for
the montht? That is, OPG would receive the market price mmt éxceeding an energy
production target which the Legislature deemedeftect peaking energy requirements (i.e.

1,900MWh in a given hour) but for exceeding its cawerage monthly production.

228. OPG admitted in cross-examination that it woulderee an incentive on days when its

production is greater than its own monthly averf@g&5:109].

the revenue requirement impact of any changesetdidbility are recorded therein. The Legislathes therefore
insulated OPG from any risk that the ultimate adifign will be larger than forecast, making the O$t@ation very
similar to the US situation.

1411-1-1, pg. 12 states that the incentive mechamisamges each month and is "equal to the actuahgeeourly

net energy production over the month [calculatedaiyng] the net energy productiorfram the prescribed assets
for that month [and dividing by] the number of heim the month." [emphasis added]
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229. OPG was asked in cross-examination about the proldé its proposal in effect
rewarding OPG for a lower hourly average producti@ddPG's response was that the proposed
incentive mechanism did not produce a perversentnae for OPG since a lower average
production would also mean lower revenues from leggd payments. That is, although
revenues are higher on the specific day when ptaduexceeds the monthly average, revenue
is lower for other periods since OPG would forge tkegulated payments as a result of having
lower production. [Tr15:108-109]

230. In the first place, that is not entirely accuraiace, under the existing proposal,
production that is diverted to other jurisdictiotisough SMO is not included in the monthly
average for the purpose of triggering the trigggpoint for the incentive [I11-1-1, pg. 12, line 8-
9]. OPG does, however, receive market rate for tvaenue. OPG can therefore reduce its

average monthly production total without necesgaatucing its revenue.

231. In any event, the point is that OPG's proposal iplex/it with a reward - market prices -
for generating electricity at a time that is notessarily related to market peak. Because the
production target that triggers the incentive isG3own average monthly production, OPG is
being rewarded simply for exceeding its own aveqa@eluction on a particular day, and not for
exceeding a production target that is exogenoudterchined to meet peak production

requirements.

232. In SEC's submission, that is a fundamental flawORG's proposal and it should,
therefore, be rejected.

233. That leaves the question of what, if any, the itiwgenmechanism should be. In SEC's
submission, there was insufficient evidence in pheceeding regarding whether or not the

existing 1,900MWh incentive should be continued #msb what the trigger point should be.

15 |t appears there was only one interrogatory onstitgiect, L-1-86(b). That interrogatory, howevegswa high
level question as to how OPG would operate itsesysibsent the incentive mechanism. OPG's answenlsa at
a high level: "In a scenario where the 1900MWhrig bour threshold is eliminated and OPG receiveg¢igulated
rate of $33/MWh for all of the output from the rémped hydroelectric facilities, economically ratidroperation
would result in OPG operating its assets with & glamduction profile to maximize total energy outpmstead of
time-shifting water."
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SEC submits that the existing mechanism be contimean interim basis, and that the issue be
revisited at OPG's next payment amounts proceedinghich time OPG and the IESO should
be invited to submit evidence as to whether orthetexisting 1,900MWh trigger point has had
the effect of providing a sufficient incentive tergerate electricity from prescribed assets at peak

times.

8.2 Is the fixed payment of 25% of revenue requirement an appropriate design for

the nuclear facilities?

234. SEC also notes that all of the cost of capital espeho testified in the proceeding
agreed that a fixed payment would significantlyussl OPG's risk. In addition, having 25% of
its revenues fixed would not, in SEC's view, beignificant disincentive to the company to

operate efficiently. SEC therefore supports thedipayment proposal.

9.7 What deferral and variance accounts, other than those mandated by Reg. 53/05,
should be established for 2008 and 2009?

235. SEC's submissions will follow the same format use@PG's Argument-in-Chief, which
distinguishes between non-mandated accounts OR8elsing to continue and non-mandated

accounts OPG is seeking to establish.

236. Subject to SEC's submission in other sections, artiqular, section7.1, SEC has no
submissions on the four accounts (PARTS Deferralofot, Nuclear Liability Deferral Account
Nuclear Development Variance Account, and CapaRigjurbishment Variance account) that

are mandated to continue in, and/or be establi&irethe test period.

i.) Non-Mandated Accounts, Created by Regulation, that OPG Proposes to Continue

237. These are existing accounts that OPG proposesitmmae and which were created by the
Regulation for the interim period but not statujomnandated to continue in the test period.
OPG seeks approval from the Board to continue theseunts.
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a.) Hydroelectric Water Conditions Variance Account

238. In SEC's submission, the existence of this acceigmtficantly reduces OPG's risk with
respect to its hydroelectric operation. On thatigaSEC supports the continuation of this

account.

b.) Ancillary Services Variance Account

239. This account, established by the Regulation, trabksimpact of changes to revenues
from ancillary services from the regulated faati OPG claims that the revenues from these
services (black start capability, operating reseaugomatic generation control, and reactive
support/voltage control service) are unpredictavid beyond their control [Argument in Chief,
pg. 103] Indeed, the level of ancillary serviceghe interim period ranges from $24 million in
2005, to $44.1 million in 2006, to $35.6 million 2007 [G1-1-1, Table 1]. The evidence also
shows a possibility of significantly under-foredagt these revenué§. On that basis, SEC

supports the continuation of the variance account.

ii.) Non-Mandated Accounts, Created by OPG, that OPG Proposes to Continue

240. There is only one account in this category, ther&gged Mode and Water Transactions
Net Revenue Variance Account. For reasons seinogrteater detail in section 6.1 above, SEC

supports the continuation of this account.

iii.) Non-Mandated Accounts that OPG Proposes to Establish

241. These are new accounts that OPG proposes to shtaid for which OPG claims no

statutory authority.

a.) Nuclear Fuel Cost Variance Account

242. Similar to SEC's submissions in respect of thedigayment structure, SEC supports this
account on the basis that it significantly reduo&sG's risk. The corollary, of course, is that all
of the risk of volatile fuel prices is placed omsamers.

18 Under-forecast by $4.5 million in 2006 ($39.6 ioifl forecast vs. $44.1. million actual) and $4 iwillin 2007
($31.6 million forecast vs. $35.6 million actuape G1-1-1, Table 1.
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b.) Pension/Other Post Employment Benefit ("OPEB") Cost Variance Account

243. SEC is opposed to the creation of this accountnsiéa and benefits costs are a core
element of OPG's cost of service. OPG has justthedcreation of this account by arguing that it
only applies to changes emanating from changebldaliscount rate, which is beyond OPG's
control [J1-3-1, pg. 12-13]. The discount ratewbwer, is only one factor that determines OPG's
pension and other employment benefits. It is OP€sponsibility to manage these costs overall.
Allowing OPG to have a variance account over on@pmunent of this cost would amount to
single issue rate making. At the same time as ggmno the discount rate increase OPG's
pension costs, for example, other aspects of Op&ision and benefits costs may decrease. In
addition, the discount rate itself may reflect apasin the economy- such as inflation rates- that
may produce reductions in OPG's other costs. Tisastngs would not be passed on to

ratepayers.

244. In addition, allowing deferral account treatmentdbanges to the discount rate would set
a dangerous precedent. Many of the costs includedilities' revenue requirement, such as cost
of debt, leasing costs, and construction costspatentially impacted by the discount rate.

c.) Changes in Tax Rates, Rules and Assessments Variance Account

245. As noted in Board Staff's submissions, OPG's pregp@Ecount would capture a broader
array of tax changes than does Account 1592 usealdayricity distributors. Specifically, OPG
proposes that changes to its taxes payable regutm audits or reassessments of prior tax
years be recorded in the variance account. OPGoadkdged in questioning from Member
Rupert that its proposal is broader than the pateimef Account 1592 [Tr14:163]

246. OPG also stated that, in the event the reassesshetst 1999 taxes resulted in a tax
payable, it would not seek to bring those costwédod into the test period. On the other hand,
OPG's position is to the extent such a reassessraesed a recalculation of the tax losses that
accrue during the interim period that it is propgsto bring forward, there would be an effect
[Tr15:20] Either way, the result would be thategmdyers would be responsible for a
reassessment of OPG's taxes from the 1999 tax year.
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247. In SEC's submission, if the Board approves thisamae account, it should be on the

same basis as applies to distributors.

iv.) Interest Rate on Deferral Accounts

248. OPG proposes to apply interest rate on its defagabunts as follows:

* Interest at the long-term debt rate for all defeaecounts except
the Pickering A Return to Service ("PARTS") Defédacount;

* Interest equivalent to the weighted average costapital on the
PARTS Deferral Account.

[J1-3-1, pg. 2]

249. In both cases, the proposed rate is significantihdr than the interest rate allowed on

deferral accounts of all other utilities in the istgture.

250. The only justification provided by OPG is that @scounts will be paid out over a longer
period than most other accounts held by otheridigtirs; and, its account balances are larger,
on an absolute basis, than most other deferraluatso

251. OPG provided no evidence to substantiate eithéncldn SEC's submission, both points

are speculative and irrelevant. As pointed outBmard Staff [at pg. 45 of the Board Staff

Submission] other utilities have recorded largeabeés accumulated over several years in their
deferral and variance accounts. These utilitiegl@happlied the Board's prescribed interest rate
for deferral and variance accounts. In additidrcaurse, the size of the account balance should
be considered relative to the size of the utilitgf in absolute terms as is suggested by OPG.
OPG's deferral account balances, as a proportiais sfze, are much smaller than the balances

carried by many electricity distributors.

10.2 Is the proposed treatment of OPG'’s loss carrforwards for the regulated business
appropriate? (K1/T1/S2)
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252. SEC supports the use of loss carry forwards togatii the payment amount increases
during the test years. SEC notes, however, thatrdalibe, temporary, mitigating effect of the

loss carry forwards, the increase in payment ansowauld be substantially higher than they
appear to be in this application. SEC submitstiatrue impact the Board should look at is the
increase in payment amounts that will result oheeldss carry forwards are used up; this is the

actual amount consumers will pay in the long run.

253. In addition, SEC questions the way in which thevjmes year tax losses have been
allocated as between the regulated and unregulaisthesses. In particular, OPG has used
losses generated by the regulated business t@shelbme tax payable on income earned by the

unregulated businesses [Tr9:78-79]

254. SEC recognizes that OPG files income tax as aesiogiporate entity for both regulated

and unregulated business units. For regulatorgqaes, however, OPG should have to separate
both income and losses generated by the two sifiéseobusiness. That means that losses
generated by the regulated business should noség 10 decrease income tax payable by the
unregulated business. In SEC's submission, tleedoapplied against the unregulated business
income should be carried forward, for regulatorypmses, and be used to offset the income tax

component of OPG's revenue requirement in the na¢stperiod following 2009.

Implementation Date

255. Though not on the Issues List, the order making ®p@yment amounts interim as of
April 1, 2008 has raised the issue of what thectiffe date of the new payment amounts should
be. OPG has addressed this issue in its Argumebhief [at p.110-111].

256. The Regulation establishing interim payment amquwtsch went into force in 2005,
specifically contemplated that the Board would setv payment amounts effective April 1,
2008.

257. The Filing Guidelines for Ontario Power Generategre not issued, however, until July
27, 2007. In SEC's submission, OPG moved withomrasle diligence to file its application
within a reasonable time after the Board issuedriling Guidelines. Could OPG have filed
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sooner? Yes, but in our view the difference betwe filing date and the earliest reasonable
filing date is not sufficiently material that the&d should place responsibility for the late order

in this case at the feet of OPG.

258. Nonetheless, making the effective date of the nawn@nt amounts April 1, 2008 as

suggested by OPG would force ratepayers to abseribetvenue deficiency from a planned 21-
month test period in a 13- or 14- month span (déimgnon the date of the Board's decision).
As a result, OPG's estimated total bill impact fritsnapplication, 2.73% for average customers,
would likely be in the range of 4%. That is, aseault of payment amounts to OPG alone,

customers in Ontario would be seeing a 4% increaeir electricity bill.

259. SEC proposes that new payment amounts be effe&pvié 1 with the exception of the

portion relating to the increased return on equithat portion of the payment amounts should
be effective on the implementation date of the paywment amounts. In our submission, this is
a reasonable compromise that balances the intereie shareholder and the ratepayers in this

difficult situation.
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Costs

260. SEC participated responsibly in this proceeding eodperated extensively with other
parties to reduce the time spent by all concerrfeHC therefore respectfully requests that it be

awarded 100% of its reasonably incurred costs.

All of which is respectfully submitted this Z2ay of July, 2008:

John De Vellis

Jay Shepherd

Counsel to the School Energy Coalition
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