Ontario Energy
Board

Commission de l’énergie
de l’Ontario

EB-2007-0905
IN THE MATTER OF AN APPLICATION BY

ONTARIO POWER GENERATION INC.
PAYMENT AMOUNTS FOR PRESCRIBED FACILITIES

DECISION WITH REASONS
November 3, 2008

EB-2007-0905
ONTARIO POWER GENERATION INC.

EB-2007-0905

IN THE MATTER OF the Ontario Energy Board Act, 1998, S.O.1998,
c.15, (Schedule B);
AND IN THE MATTER OF an application by Ontario Power Generation
Inc. pursuant to section 78.1 of the Ontario Energy Board Act, 1998 for an
Order or Orders determining payment amounts for the output of certain of
its generating facilities.

BEFORE:

Gordon Kaiser
Presiding Member & Vice Chair
Cynthia Chaplin
Member
Bill Rupert
Member

DECISION WITH REASONS
NOVEMBER 3, 2008

Decision with Reasons
November 3, 2008

EB-2007-0905
ONTARIO POWER GENERATION INC.

Decision with Reasons
November 3, 2008

EB-2007-0905
ONTARIO POWER GENERATION INC.

Table of Contents
1

INTRODUCTION.....................................................................................................................1
1.1
The Prescribed Generation Facilities ..........................................................................1
1.2
OPG’s Application .......................................................................................................4
1.3
Legislative Requirements and Scope of Board Review ..............................................7
1.4
General Approach to Statutory Interpretation............................................................14
1.5
Summary of Board Findings......................................................................................15

2

NUCLEAR FACILITIES.........................................................................................................17
2.1
Production Forecast ..................................................................................................17
2.2
Operating, Maintenance and Administration Costs ...................................................19
2.3
Nuclear Advertising ...................................................................................................32
2.4
Nuclear Fuel ..............................................................................................................33
2.5
Capital Expenditures .................................................................................................34
2.6
Nuclear Refurbishment and New Build .....................................................................35
2.7
Other Revenues ........................................................................................................38

3

HYDROELECTRIC ...............................................................................................................39
3.1
Production Forecast ..................................................................................................39
3.2
Operating Costs ........................................................................................................40
3.3
Capital Expenditures .................................................................................................41
3.4
Other Revenues ........................................................................................................45
3.5
Design of Payment Amount.......................................................................................50

4

CORPORATE COSTS ..........................................................................................................57
4.1
Corporate Cost Allocation Methodology....................................................................57
4.2
Corporate Costs – Regulatory Affairs........................................................................61

5

NUCLEAR WASTE MANAGEMENT AND DECOMMISSIONING........................................63
5.1
Background ...............................................................................................................63
5.2
OPG’s Proposed Treatment of Nuclear Liabilities.....................................................69
5.3
The Issues and Board Findings.................................................................................72

6

BRUCE NUCLEAR STATIONS: OPG’s REVENUES AND COSTS .....................................99

7

DEFERRAL AND VARIANCE ACCOUNTS........................................................................113
7.1
Existing Nuclear Accounts.......................................................................................113
7.2
Existing Hydroelectric Accounts ..............................................................................120
7.3
Test Period Deferral and Variance Accounts ..........................................................122
7.4
Interest Rates ..........................................................................................................129

8

RATE BASE AND COST OF CAPITAL ..............................................................................133
8.1
Rate Base................................................................................................................133
8.2
Capital Structure and Cost of Capital – Introduction ...............................................134
8.3
Capital Structure......................................................................................................135
8.4
Return on Equity......................................................................................................150
8.5
Cost of Debt ............................................................................................................162

9

DESIGN AND DETERMINATION OF PAYMENT AMOUNTS............................................167
9.1
Tax Losses and Rate Mitigation ..............................................................................167
9.2
Nuclear Payment Structure .....................................................................................172
9.3
Hydroelectric Payment Structure.............................................................................175

10 IMPLEMENTATION ............................................................................................................177
Decision with Reasons
November 3, 2008

EB-2007-0905
ONTARIO POWER GENERATION INC.

Appendices:
A- Procedural Details Including Lists of Parties and Witnesses
B- Approvals Sought by OPG in EB-2007-0905
C- Decision on Interim Payments in EB-2007-0905
D- Section 78.1 of the Ontario Energy Board Act, 1998, S.O.1998, c.5 (Schedule B)
E- Ontario Regulation 53/05
F- Memorandum of Agreement between OPG and the Province of Ontario

Decision with Reasons
November 3, 2008

EB-2007-0905
ONTARIO POWER GENERATION INC.

1 INTRODUCTION
This proceeding concerned an application by Ontario Power Generation Inc. (OPG)
under section 78.1 of the Ontario Energy Board Act, 1998, S.O. 1998, c. 15 (Schedule
B) (OEB Act) requesting Board approval for payment amounts with respect to six
hydroelectric generating stations and three nuclear generating stations owned and
operated by OPG.
This was an unusual proceeding in at least two respects. First, until now the Board has
not regulated the prices charged by electricity generators in Ontario. Second,
regulations under the OEB Act constrain in some important respects the scope of the
Board’s consideration of OPG’s application as compared to the scope of the Board’s
hearings on rates charged by transmitters and distributors.
This chapter briefly describes the generation facilities in question and summarizes
OPG’s application. It also describes the legislative framework that governs the Board’s
setting of payment amounts for OPG’s facilities and how that framework affected this
proceeding.
Details of the procedural aspects of this proceeding are contained in Appendix A.

1.1 The Prescribed Generation Facilities
OPG requested that the Board approve payment amounts for nine generating stations.
These facilities, and their nameplate capacities, are listed in Table 1-1. These plants are
referred to as the “prescribed generation facilities” under regulations to the OEB Act,
and that term is used extensively in this decision. (OPG’s other generating facilities are
unregulated, including various hydroelectric and fossil fuel stations.)
The nine generating stations have a combined capacity of 9,938 MW, or about 45% of
OPG’s total generation capacity. The Sir Adam Beck Pump Generating Station, which is
integrated with the Beck complex, provides the bulk of the peaking capability from
OPG’s regulated facilities. The other plants are “baseload” facilities although the other
hydroelectric facilities have some minor peaking capability.
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Table 1-1: Prescribed Generation Facilities
Hydroelectric
Station

Sir Adam Beck I
Sir Adam Beck II

Nuclear
Capacity

Station

Capacity

447 MW

Pickering A NGS

1,030 MW

1,499 MW

Pickering B NGS

2,064 MW

Darlington NGS

3,512 MW

Sir Adam Beck Pump
Generating Station

174 MW

DeCew Falls I and II

167 MW

R.H Saunders

1,045 MW

Total

3,332 MW

6,606 MW

The prescribed hydroelectric generation facilities are owned directly by OPG and are
not held in a subsidiary or other separate legal entity. The nuclear stations are held in
wholly-owned subsidiaries of OPG. The prescribed facilities essentially are operated as
two divisions of OPG – Regulated Hydroelectric and Regulated Nuclear.
From the opening of the Ontario wholesale power market on May 1, 2002 until March
31, 2005, the price charged by OPG for output from these plants was not subject to
regulation by either the government of Ontario or the Board. OPG sold output from
these plants into the hourly market operated by the Independent Electricity System
Operator (IESO) and received the market price. The company was obligated, however,
to make rebates to consumers pursuant to a Market Power Mitigation Agreement
(MPMA), which had the effect of constraining OPG’s total revenues.
Effective April 1, 2005, the government of Ontario eliminated the MPMA rebate
mechanism. Amendments to the OEB Act gave the government the authority to set
prices for output from the prescribed facilities. The payment amounts were set at $33.00
per mega-watt hour (MWh) for hydroelectric production up to 1900 MWh per hour, with
market pricing for hydroelectric production greater than 1,900 MWh in any hour. The
payment for nuclear output was set at $49.50 per MWh. OPG continues to offer the
output of these plants into the IESO market but the amounts paid monthly to OPG by
the IESO are based on the regulated payment amounts, not hourly spot market prices.
The prescribed facilities generate a significant portion of Ontario’s electrical energy.
Production for the past three years and forecast production for 2008 and 2009 are
Decision with Reasons
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shown in Chart 1-1. (The Niagara Plant Group is comprised of the Beck and DeCew
Falls plants.) In 2007, the nine stations generated 62.4 terra-watt hours (TWh) of
electrical energy, or over 40% of the electrical energy used by Ontario consumers.
Chart 1-1: Actual and Forecast Energy Production
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Sources: Ex. E1-1-2, Table 1; Ex. E2-1-1, Tables 2a and 2b.

OPG is subject to the terms of a Memorandum of Agreement (MOA), dated August 17,
2005, with the Province that sets out the Province’s expectations regarding OPG’s
mandate, governance, performance, and communications. Key aspects of the MOA
include:


OPG has a commercial mandate, and is to operate on a financially sustainable
basis and maintain the value of its assets for its shareholder.



OPG’s key nuclear objective is to reduce the risk exposure to the Province
arising from its investment in nuclear generating stations.



OPG is to seek continuous improvement in its nuclear generation business and
internal services. OPG will benchmark its performance in these areas against
CANDU reactors worldwide as well as against the top quartile of private and
publicly-owned nuclear generators in North America.

The MOA is attached as Appendix F to this decision.
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1.2 OPG’s Application
Section 78.1 of the OEB Act requires that the payment amounts set by the regulation
stay in effect until the later of (i) March 31, 2008, and (ii) the effective date of the
Board’s first order.
In its application, which was filed November 30, 2007, OPG requested that the Board
set new payment amounts based on a 21-month test period from April 1, 2008 to
December 31, 2009. The new payment amounts proposed by OPG are based on a
forecast cost-of-service methodology. OPG also sought an interim order from the Board
for increased payment amounts effective April 1, 2008.
In February 2008, the Board held a hearing on OPG’s request for an interim order. The
Board did not grant OPG’s request for increased payments on an interim basis but it did
order that the current payment amounts be made interim as at April 1, 2008. Given the
provisions of Section 78.1 of the OEB Act and the related regulation O. Reg. 53/05, a
direct result of the Board’s decision to make the current payment amounts interim was
that the effective date of the Board’s first order under Section 78.1 would be April 1,
2008. 1 Although that decision set the effective date as April 1, 2008, it was not
necessary at that time for the Board to determine whether the new payment amounts
would be the same as, or different from, the existing payment amounts. The issue of
the implementation for new payment amounts remained outstanding and is addressed
in Chapter 10.
OPG’s proposed revenue requirement and revenue deficiency are summarized in Table
1-2. OPG’s proposed revenue requirement is approximately $6.4 billion for the 21month test period. If the current payment amounts were to stay in place until December
31, 2009, OPG estimated that the prescribed facilities would generate $5.4 billion of
revenue for the 21-month period, about $1 billion less than OPG claims it requires. OPG
has asked for increases in the payment amounts for the prescribed facilities to offset a
large part, but not all, of that revenue deficiency. The company proposed a mitigation
measure that would reduce the deficiency by $228 million, and asked for new payment
amounts that would cover the remaining estimated deficiency of $798 million.

1

The Board’s oral decision is at pages 111 to 118 of the transcript, “EB-2007-0905, Motion for Interim
Order, February 7, 2008” and is reproduced in Appendix C.
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Table 1-2: OPG’s Proposed Revenue Requirement
Hydroelectric

Nuclear

Test
Period
Total

2008

2009

Test period

2008

2009

Test period

9 months

12 months

21 months

9 months

12 months

21 months

212.0

$ 1,587.7

$ 2,078.7

$ 3,666.4

$ 3,878.4

$ millions

Expenses
OM&A

$

93.1

$

119.0

$

179.9

244.1

423.9

125.7

204.2

329.9

753.8

47.1

63.2

110.3

221.5

316.4

537.9

648.2

-

-

-

75.0

90.0

165.0

165.0

6.5

8.7

15.2

16.3

22.0

38.4

53.6

-

-

-

-

-

-

-

Short-term debt

5.8

6.0

11.8

5.2

5.4

10.6

22.4

Long-term debt

65.4

91.5

156.9

59.2

82.4

141.5

298.4

Return on equity

175.7

233.6

409.3

158.9

210.3

369.2

778.5

(24.3)

(33.1)

(57.4)

(49.4)

(50.9)

(100.3)

(157.7)

-

-

-

(51.8)

(82.6)

(134.3)

(134.3)

(1.2)

(1.6)

(2.8)

55.7

72.5

128.2

125.4

Gross revenue charge/nuclear fuel
Depreciation and amortization
New nuclear build/refurbishment
Property and capital taxes
Income taxes
Cost of Capital

Other Revenue
Ancillary and other
Bruce NGS (net)
Deferral, variance account recovery
Revenue Requirement

548.0

731.4

1,279.3

2,204.1

2,948.4

5,152.5

6,431.8

Forecast Revenue Based on Current
Payment Amounts

427.1

611.1

1,038.2

1,897.7

2,470.2

4,367.9

5,406.1

Revenue Deficiency

120.9

120.3

241.1

306.4

478.2

784.6

1,025.7

Mitigation
Revenue Deficiency, net of mitigation

(90.1)
$

151.0

(137.9)
$

646.7

(228.0)
$

797.7

Sources: Ex. A1-3-1, Tables 1 and 2; Ex. J1-2-1, Tables 2 and 3; Ex. F2-2-2, Table 1; Ex. K1-1-1, Table 3; Ex. K1-2-1, Table 1;
Ex. K1-3-1, Table 1.

The principal reasons cited by OPG for the significant revenue deficiency are:


Capital structure/return on equity – OPG proposed a deemed capital structure
of 42.5% debt and 57.5% equity (current payment amounts are based on a
capital structure of 55% debt and 45% equity). OPG also requested an increase
in the return on equity to 10.5% from the 5% that was used to set current
payment amounts. This issue is addressed in Chapter 8.



Rate base – A higher rate base due largely to an increase at the end of 2006 in
nuclear waste management and decommissioning liabilities. This issue is
addressed in Chapter 5.
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Operating expenses – Increased operations, maintenance and administrative
(OM&A) expense for the nuclear facilities, increased nuclear fuel expense, and
the inclusion of interest expense on other post-employment benefit obligations,
which was not included when the current payment amounts were set. This issue
is addressed in Chapter 2.

Table 1-3 sets out the payment amounts proposed by OPG compared to current
amounts. (Per MWh amounts and percentage increases in Table 1-3 are calculated
assuming the new payments went into effect on April 1, 2008.)
Table 1-3: Proposed Payment Amounts
Hydroelectric

Nuclear

$33.00

$49.50

-

$1,221.6 million

$37.90

$41.50

-

$1.45

$37.90

$56.85

14.8%

14.9%

($ per MWh except fixed payment)

Current
Proposed
Fixed payment
Variable
Deferral account rate rider
Net effective rate
% increase

OPG estimated that the proposed new payment amounts would increase the commodity
portion of the bill by 5.1% for a typical Ontario electricity customer consuming 1,000
kWh per month.
The company proposed that it continue to charge only a per MWh amount for output
from the hydroelectric facilities. OPG proposed a change to the incentive mechanism
under which it receives market prices for some of the output from the hydroelectric
plants. This issue is addressed in Chapter 3.
OPG proposed a new payment structure for the nuclear facilities, which would provide
OPG with $1.2 billion over the test period (payable in equal monthly instalments)
irrespective of the amount of energy produced by the nuclear plants. As a result of this
fixed payment, the variable charge for nuclear output would decline from $49.50 to
$41.50 per MWh, or to $42.95 per MWh if the nuclear deferral account rate rider is
Decision with Reasons
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included. Under the current 100% variable payment structure, OPG would need to
charge $56.85 per MWh (“net effective rate” in Table 3) to collect its proposed nuclear
revenue requirement. This issue is addressed in Chapter 9.
The complete list of approvals sought by OPG is contained in Appendix B.

1.3 Legislative Requirements and Scope of Board Review
This is the first time the Board has set prices for an electricity generator. The Board has
considerable experience in setting rates for electricity and natural gas distributors and
transmitters that are, in substance if not legally, monopoly providers of energy delivery
services. The electricity generation business in Ontario, however, is very different from
distribution and transmission of electricity and gas. For example, there is no “market” for
distribution of electricity to homes and businesses but there is a market in the electricity
commodity that is produced by OPG and other generators. And, unlike the electricity
and natural gas distributors that are subject to rate regulation, generators do not have
an “obligation to serve.”
Given that this is a new activity for the Board, and in light of the differences between the
electricity generation and energy delivery businesses, the Board determined that it
needed to carefully consider the appropriate regulatory methodology before OPG filed
an application. In 2006, the Board consulted with consumer groups, electricity retailers,
generators (including OPG), and other stakeholders on a variety of possible regulatory
approaches. In the end, the Board determined that it would use a cost-of-service
methodology to set the initial payment amounts for the prescribed generation facilities. 2
It left open the possibility of using an incentive regulation mechanism for subsequent
payment orders.
Section 78.1(1) of the OEB Act establishes the Board’s authority to set the payment
amounts for the prescribed generation facilities. Section 78.1(4) states: “The Board shall
make an order under this section in accordance with the rules prescribed by the
regulations and may include in the order conditions, classifications or practices,
including rules respecting the calculation of the amount of the payment.”

2

EB-2006-0064, Board Report, A Regulatory Methodology for Setting Payment Amounts for the
Prescribed Generation Assets of Ontario Power Generation Inc., November 30, 2006.
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Ontario Regulation 53/05, Payments Under Section 78.1 of the Act, 3 (O. Reg. 53/05)
provides that the Board may establish the form, methodology, assumptions and
calculations used in making an order that sets the payment amounts. O. Reg. 53/05
also includes detailed rules that govern the determination of some components of the
payment amounts.
O. Reg. 53/05 affects the setting of payment amounts in three significant ways:


It requires OPG to establish certain deferral and variance accounts and requires
the Board to ensure recovery of the balances, subject to conditions in some
cases;



It requires the Board to ensure OPG recovers costs incurred and firm financial
commitments related to certain activities. This requirement extends to costs and
revenues of activities that are not related to the ongoing operation and
maintenance of the prescribed facilities.



It requires the Board to accept, in making its first order under section 78.1,
certain financial values as set out in OPG’s audited financial statements.

Each of these items is discussed below.

1.3.1 Transitional deferral and variance accounts
The initial version of O. Reg. 53/05, which was released in February 2005, required
OPG to establish five variance accounts and one deferral account for the period up to
the date of the Board’s first order. Two additional transitional deferral accounts were
added through amendments to the regulation in 2007 and 2008. The transitional
accounts are listed in Table 1-4.
According to OPG, the total balance of all transitional variance and deferral accounts as
at December 31, 2007, including some accounts that are not explicitly authorized by O.
Reg. 53/05, is $339.3 million. These accounts are discussed in Chapter 7 of this
decision.

3

O. Reg. 53/05, Payments Under Section 78.1 of the Act, made February 16, 2005 and amended June 6,
2005, February 7, 2007, and February 13, 2008. O. Reg. 53/05 is reproduced in Appendix E.
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O. Reg. 53/05 constrains the scope of the Board’s review of the transitional variance
and deferral account balances. For all accounts, the regulation sets the rate to be used
to record interest on the balances, specifies the maximum recovery periods, and
requires that the balances be recovered on a straight-line basis. For some accounts the
regulation provides the Board with discretion to evaluate the prudence of the costs. In
other cases, the Board is required to accept the account balances as set out in OPG’s
December 31, 2007 audited financial statements.
Table 1-4: Transitional Variance and Deferral Accounts per Regulation 53/05
Reg. 53/05
Reference

OEB Discretion to
Evaluate Prudence?

Differences in hydroelectric electricity production due to
differences between forecast and actual water conditions

5(1)(a)

Yes

Unforeseen changes to nuclear regulatory requirements
or unforeseen technological changes which directly affect
the nuclear generation facilities

5(1)(b)

Yes

Changes in revenues for ancillary services

5(1)(c)

Yes

Acts of God, including severe weather events

5(1)(d)

Yes

Transmission outages and transmission restrictions that
are not otherwise compensated for through congestion
management settlement credits under the market rules

5(1)(e)

Yes

Non-capital costs incurred on or after January 1, 2005
that are associated with the planned return to service of
all units at the Pickering A Nuclear Generating Station 4

5(4)

No

The revenue requirement impact of any change in OPG’s
nuclear liabilities resulting from a reference plan
approved after April 1, 2008 5

5.1

No

Costs incurred on or after June 13, 2006 in the course of
planning and preparation for new nuclear facilities 6

5.3

Yes

Account

The only significant interpretation issues in respect of transitional accounts related to
the Section 5.1 account, the revenue requirement impact of a change in nuclear
4

In February 2007, the regulation was amended to allow OPG to include in this account costs related to
Units 2 and 3 at Pickering A, which OPG’s board of directors had determined would not return to service.

5

Effective December 31, 2006, OPG recorded a significant increase in its nuclear decommissioning and
waste management liabilities pursuant to a new approved reference plan under the Ontario Nuclear
Funds Agreement. In February 2007, O. Reg. 53/05 was amended to require OPG to establish a
transitional nuclear liability deferral account to record the revenue requirement impact of this change.

6

The transitional nuclear development deferral account was authorized pursuant to a February 2008
amendment to Regulation 53/05.
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liabilities. The issues were how the “revenue requirement impact” should be determined
and whether the regulation permits OPG to include in the account costs arising from a
change in the nuclear liabilities related to the Bruce nuclear generating stations. That
issue is addressed in Chapters 5 and 6 of this decision.

1.3.2 Continuing deferral and variance accounts
The regulation requires that OPG establish three variance or deferral accounts to
capture certain costs incurred on and after the effective date of the Board’s first order.
The three required accounts are:


Section 5(4) – Pickering A return to service deferral account (continuation of
transitional account);



Section 5.2 – Nuclear liability deferral account to capture the revenue
requirement impact of changes in OPG’s nuclear liabilities arising from new
approved reference plans; and



Section 5.4 – Nuclear development variance account to capture differences
between (a) actual non-capital costs incurred by OPG in the development of
proposed new nuclear facilities, and (b) the amount of any such non-capital costs
included in the payments set by the Board.

As with the transitional deferral and variance accounts, O. Reg. 53/05 specifies the
method and maximum period of recovery. The interest rate on the accounts is to be set
by the Board.
In addition to these accounts, OPG has requested Board approval for several other
deferral and variance accounts, as discussed in Chapter 7 of this decision.

1.3.3 Assured recovery of certain costs and firm financial commitments
In addition to the requirements related to recovery of variance and deferral accounts, O.
Reg. 53/05 also directs the Board to ensure OPG recovers certain other costs. The
relevant sections of the regulation are reproduced below.
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6(2)4 – Costs to increase output from or to refurbish prescribed facilities
The Board shall ensure that Ontario Power Generation Inc. recovers capital and
non-capital costs, and firm financial commitments incurred to increase the output
of, refurbish or add operating capacity to a generation facility referred to in
section 2, including, but not limited to, assessment costs and pre-engineering
costs and commitments,
i.if the costs and financial commitments were within the project budgets approved
for that purpose by the board of directors of Ontario Power Generation Inc.
before the making of the Board’s first order under section 78.1 of the Act in
respect of Ontario Power Generation Inc., or
ii.if the costs and financial commitments were not approved by the board of
directors of Ontario Power Generation Inc. before the making of the Board’s first
order under section 78.1 of the Act in respect of Ontario Power Generation Inc., if
the Board is satisfied that the costs were prudently incurred and that the financial
commitments were prudently made.
6(2)4.1 – New nuclear development
The Board shall ensure that Ontario Power Generation Inc. recovers the costs
incurred and firm financial commitments made in the course of planning and
preparation for the development of proposed new nuclear generation facilities, to
the extent the Board is satisfied that,
i.

the costs were prudently incurred, and

ii. the financial commitments were prudently made.
6(2)8 – Revenue requirement impact of nuclear decommissioning liability
The Board shall ensure that Ontario Power Generation Inc. recovers the revenue
requirement impact of its nuclear decommissioning liability arising from the
current approved reference plan.
6(2)9 – OPG’s costs related to the Bruce nuclear generating stations
The Board shall ensure that Ontario Power Generation Inc. recovers all the costs
it incurs with respect to the Bruce Nuclear Generating Stations.
6(2)10 – Bruce Revenues in Excess of Costs
If Ontario Power Generation Inc.’s revenues earned with respect to any lease of
the Bruce Nuclear Generating Stations exceed the costs Ontario Power
Generation Inc. incurs with respect to those Stations, the excess shall be applied
to reduce the amount of the payments required under subsection 78.1 (1) of the
Act with respect to output from the nuclear generation facilities referred to in
paragraphs 3, 4 and 5 of section 2 [Pickering A, Pickering B, Darlington].

Two of the categories listed above (new nuclear development, and the revenues and
costs of the Bruce nuclear stations) are for costs that are not related to the prescribed
facilities. Thus, O. Reg. 53/05 requires the Board to take into account costs and
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revenues of unregulated activities when setting payment amounts for regulated
activities.
Issues that arose in the hearing on these sections of the regulation included: the
method to be used to determine the “revenue requirement impact” of nuclear
decommissioning and waste management liabilities (Chapter 5); the method of
determining OPG’s revenues and costs related to the Bruce nuclear stations (Chapter
6); and, whether Section 6(2)4 permits OPG to recover non-capital costs incurred
before April 1, 2008 (Chapter 7).

1.3.4 Acceptance of certain values in OPG’s 2007 financial statements
O. Reg. 53/05 requires that, in making its first order, the Board accept certain financial
values set out in OPG’s audited financial statements. Sections 6(2)5 and 6(2)6 of the
regulation state:
5. In making its first order under section 78.1 of the Act in respect of Ontario
Power Generation Inc., the Board shall accept the amounts for the following
matters as set out in Ontario Power Generation Inc.’s most recently audited
financial statements that were approved by the board of directors of Ontario
Power Generation Inc. before the effective date of that order:
i. Ontario Power Generation Inc.’s assets and liabilities, other than the variance
account referred to in subsection 5 (1), which shall be determined in accordance
with paragraph 1.
ii. Ontario Power Generation Inc.’s revenues earned with respect to any lease of
the Bruce Nuclear Generating Stations.
iii. Ontario Power Generation Inc.’s costs with respect to the Bruce Nuclear
Generating Stations.
6. Without limiting the generality of paragraph 5, that paragraph applies to values
relating to,
i. capital cost allowances,
ii. the revenue requirement impact of accounting and tax policy decisions, and
iii. capital and non-capital costs and firm financial commitments to increase the
output of, refurbish or add operating capacity to a generation facility referred to in
section 2.

The most recent audited financial statements approved by OPG’s Board of Directors are
as at and for the year ended December 31, 2007.
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OPG identified the amounts in the 2007 audited financial statements that it believes the
Board must accept. A summary of OPG’s submission is shown in Table 1-5.

Table 1-5: OPG’s Position on Financial Statement Amounts That the Board Must Accept
Description

Amount

Impact on Payment Amounts

($ millions)

Assets
Fuel Inventory

$231

Opening rate base

Materials and supplies

420

Opening rate base

Fixed assets in service

7,901

Opening rate base; depreciation
expense for prescribed facilities and
Bruce

Construction work in progress

509

Addition to rate base during test period

Net regulatory assets

356

Deferral/variance account recovery

Liabilities
Long-term debt
Deferred revenue
Regulatory liabilities

4,065

Deemed interest expense in test period

132

Bruce NGS revenue during test period

14

Deferral/variance account recovery

Source: Exhibit 2.7.

Under OPG’s interpretation of these sections of O. Reg. 53/05, the Board has very little
discretion in determining the amount of OPG’s rate base. The rate base proposed by
OPG is based mainly on amounts that OPG submits the Board must accept (fixed
assets, inventory, material and supplies at December 31, 2007), and a significant
portion of additions to rate base during the test period are made up of costs that are
classified as construction work in progress in the 2007 financial statements.
The following chapters in this decision cover the major issues addressed in this
proceeding – nuclear and hydroelectric OM&A and capital expenditures, nuclear waste
management and decommissioning liabilities, revenues and costs related to OPG’s
lease of the Bruce nuclear generating stations, deferral and variance accounts, cost of
capital, and the design of the payment amounts. As is evident in these chapters, O.
Reg. 53/05’s requirements on deferral accounts, assured cost recovery, and
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acceptance of financial statement amounts were relevant to the Board’s deliberation
and findings on most of the major issues in this case.

1.4 General Approach to Statutory Interpretation
As stated previously in this chapter, Section 78.1(1) of the OEB Act establishes the
Board’s authority to set the payment amounts for the prescribed generation facilities,
and Section 78.1 (4) requires, among other things, that the Board shall make an order
under that section in accordance with the rules prescribed by the regulations. O. Reg.
53/05 includes detailed rules that govern the determination of some components of the
payment amounts.
When interpreting Section 78.1 and O. Reg. 53/05, the Board applied the modern
principle of statutory interpretation cited and adopted by the Supreme Court of Canada, 7
and referred to by Board staff in its legal submissions:
Today there is only one principle or approach, namely, the words of an Act are to
be read in their entire context, in their grammatical and ordinary sense
harmoniously with the scheme of the Act, the object of the Act and the intention
of Parliament. 8 (the “modern principle”)

Board staff’s legal submissions concerning the principles of statutory interpretation and
the relevant statutory framework were not challenged by any party, and were accepted
and relied upon by the Board.
In addition, the Board relied upon Monsanto Canada Inc. v. Superintendent of Financial
Services and Biolyse Pharma Corporation v. Bristol-Myers Squibb, in which the
Supreme Court of Canada discussed and applied the modern principle to the
interpretation of regulations.

7

The Supreme Court of Canada has cited the modern principle in such cases as Monsanto Canada Inc.
v. Superintendent of Financial Services [2004] 3 S.C.R. 152 and Biolyse Pharma Corporation v. BristolMyers Squibb [2005] 1 S.C.R. 533.

8

Board Staff Submissions, p. 3. citing Ruth Sullivan, Sullivan and Driedger on the Construction of
Statutes (4th ed.), Butterworths (Toronto), 2002, p.1.
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1.5 Summary of Board Findings
The Board has reduced OPG’s requested revenue requirement in a number of areas.
The following list summarizes those adjustments; the details of the findings are
contained in the subsequent chapters of this decision:











A reduction in Base OM&A for the Pickering A nuclear station
A reduction in nuclear advertising expense
An increase in the revenue attributable to various activities in the hydroelectric
business (segregated mode operation and water transactions)
A reduction in the revenue requirement related to the nuclear waste management
and decommissioning liabilities
A reduction in the deemed equity ratio from the proposed level
A reduction in the return on equity to 8.65% from the proposed level of 10.5%
An increase in the revenue attributable to the Bruce nuclear station
An increase in the revenue requirement due to adjustments to the balances in
various deferral and variance accounts and an adjustment to the proposed
recovery period for one account
A reduction in the level of mitigation to be provided by OPG

OPG applied for a total revenue requirement of $6,203.8 million for the 21 month period.
The Board does not yet have all of the data necessary to establish the final revenue
requirement. Based on the data the Board does have, the Board estimates that the
revenue requirement will be approximately $6,017 million for the 21 month period. The
Board further estimates that the resulting impact will be an approximate 8.5% increase
in the per MWh payment amounts.
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2 NUCLEAR FACILITIES
OPG operates by far the largest nuclear fleet in Canada and one of the largest in North
America. OPG’s prescribed nuclear facilities – Pickering A, Pickering B and Darlington –
have a combined generating capacity of 6,606 MW, or twice the capacity of the
company’s prescribed hydroelectric facilities.
This chapter deals with issues related to the prescribed nuclear facilities –the nuclear
production forecast, operating, maintenance and administration expenses (OM&A),
capital expenditures, fuel costs, and other revenue. This chapter also addresses costs
related to new nuclear facilities and the possible refurbishment of existing nuclear units.

2.1 Production Forecast
Forecast nuclear production is 51.4 TWh for 2008 and 49.9 TWh for 2009. For the 21month test period, forecast production is 88.2 TWh. Actual and forecast production for
the prescribed nuclear facilities are set out in Table 2-1.
Table 2-1: Nuclear Production (TWh)
2005

2006

2007

2008

2009

Forecast

Forecast

Nuclear stations:
Darlington

27.6

27.0

27.2

28.6

26.6

Pickering A

3.6

6.4

3.6

7.1

7.3

Pickering B

13.9

13.5

13.4

15.7

16.0

Total - Nuclear stations

45.1

46.9

44.2

51.4

49.9

Unit capacity factor (%)

83.8

81.5

77.1

88.7

86.2

Planned outages (days)

345.8

323.5

331.2

254.1

343.4

39.8

167.0

131.2

-

-

5.4

6.4

11.7

5.1

4.2

Forced extensions of planned outages (days)
Forced loss rate (%)
Source: Ex. E2-1-1, Table 1

OPG’s forecast of nuclear production starts with the assumption that all units run every
hour of the year at a 100% capacity factor. From that full capacity output of
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approximately 58 TWh, OPG deducts production that will not occur due to planned
outages and an estimate of forced production outages. OPG also deducts a fleet
uncertainty adjustment, typically 0.5 TWh (around 1% of forecast production), to bring
the fleet level production to within acceptable confidence limits.
OPG is not seeking a variance account for deviations between actual production and
forecast. Accordingly, any variance of the forecast from actual production will be OPG’s
risk.
None of the intervenors objected to OPG’s forecast although Energy Probe Research
Foundation (Energy Probe) argued that, given OPG’s past performance, the Board
should be skeptical of the production forecasts and the estimated forced loss rates
(FLR). OPG responded that history does not necessarily repeat itself and that OPG has
taken measures to improve its production performance. OPG further claimed that while
the production target is challenging, this forecast will incent the organization to achieve
maximum generation while ensuring safe and reliable operation.
OPG also questioned submissions by Board staff that the fleet level uncertainty
adjustment factor does not reflect historical performance. OPG replied that unplanned
outages are properly captured by the FLR, not the fleet level uncertainty adjustment.
Board Findings
Except for forecast production for the Pickering A station, OPG’s forecast nuclear
production is line with its past experience. Darlington production is expected to fall off
slightly in 2009 due to a required four-unit outage for vacuum building inspection.
OPG is forecasting substantially higher production from the two Pickering A units than
occurred during 2005 to 2007. OPG expressed confidence in its ability to achieve a
higher capacity factor at Pickering A. The Board notes that OPG will be at risk if actual
production is less than forecast.
The Board accepts the OPG forecast of nuclear production of 88.2 TWh and directs that
OPG use that amount to derive the nuclear payment amount for the test period.

Decision with Reasons
November 3, 2008

18

EB-2007-0905
ONTARIO POWER GENERATION INC.

2.2 Operating, Maintenance and Administration Costs
OPG forecast total OM&A costs of $2,184.6 million for 2008 and $2,168.7 million for
2009. Table 2-2 shows the components of actual and forecast nuclear OM&A. Those
amounts include forecast OM&A costs of $100 million in 2008 and $90 million in 2009
related to preparatory work on new nuclear facilities and the possible refurbishment of
existing units. Those costs, which are subject to specific provisions in O. Reg. 53/05,
are not related to the operations of the prescribed facilities. The new generation
development and refurbishment OM&A costs are shown separately in Table 2-2 and are
addressed in section 2.6 of this decision.
Table 2-2: Total OM&A Expenses
2008

2009

CAGR

Forecast

Forecast

2005-2009

$1,181.6

$1,260.8

$1,278.0

5.4%

142.0

111.6

144.6

137.1

-3.2%

163.0

187.7

215.6

192.2

207.9

6.3%

356.2

423.2

446.8

457.0

430.2

4.8%

14.7

30.8

33.2

29.9

25.5

14.8%

$1,724.9

$1,906.0

$1,988.8

$2,084.5

$2,078.7

4.8%

1.3

11.5

35.0

100.0

90.0

$1,726.5

$1,917.5

$2,023.8

$2,184.5

$2,168.7

2005

9

2006

2007

$1,035.1

$1,122.3

Project OM&A

155.9

Outage OM&A
Allocation of corporate costs 10

$ millions

Base OM&A (see Table 2-3)

Asset service fee
Total OM&A
(before new generation development)

New generation development/
refurbishment
Total OM&A

5.9%

Sources: Ex. F2-1-1, Table 1; F2-2-1, Table 1.

Base OM&A, which accounts for 60% of total OM&A, includes costs incurred at the
three nuclear stations as well as the costs of common nuclear support divisions, nuclear
services, and waste and transportation services.

9

2005 total excludes impairment charges and write-offs related to Pickering A, Unit 2.

10

The allocation of corporate costs is addressed in Chapter 4 of this decision.
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The components of actual and forecast Base OM&A are set out in Table 2-3 below.
Over the period 2005 to 2009, the Base OM&A expenses for Darlington increase at an
average annual compound rate of 6.7%, compared to 3.9% for Pickering A and 2.8% for
Pickering B.
Table 2-3: Base OM&A (excluding new generation development and refurbishment)
2005

2006

2007

$ millions

2008

2009

CAGR

Forecast

Forecast

2005-2009

$

311.2

$ 314.9

6.7%

Nuclear stations:
Darlington

$

243.1

$

278.6

$

294.6

Pickering A

172.9

169.5

177.1

197.7

201.3

3.9%

Pickering B

246.9

263.2

272.7

278.6

275.7

2.8%

Total - Nuclear stations

662.8

711.3

744.5

787.5

791.9

4.5%

Nuclear support divisions

341.2

371.0

393.2

414.0

424.0

5.6%

26.9

35.5

39.1

54.1

56.6

20.4%

4.2

4.5

4.8

5.3

5.6

7.5%

$ 1,035.1

$ 1,122.3

$ 1,181.6

$ 1,260.9

$1,278.0

5.4%

Nuclear services

11

Waste and transportation
services
Total Base OM&A
Source: Ex F2-2-1, Table 1

Forecast Project OM&A costs include $5.1 million for the possible Pickering B
Refurbishment (which is addressed in section 2.6 of this decision), $40.6 million for
work to isolate Pickering A units 2 and 3 (P2/P3 isolation project), $58.4 million for
Infrastructure, and $52.2 million for listed work awaiting release approval. The P2/P3
isolation project involves moving, isolating or repositioning safety or control systems that
are required for the continued operation of Pickering A units 1 and 4 after the safe
storage of Pickering A units 2 and 3.
Outage OM&A represents incremental costs necessary to complete planned outages,
including forced extensions of planned outages. They include costs for overtime, nonregular labour, augmented services, materials, other purchased services and the costs
of Inspection and Maintenance Services.
The Asset Service Fee is Nuclear’s share of the costs of the fixed assets that are
centrally held by OPG, but that are used to provide services for the regulated nuclear

11

The nuclear services category includes indirect costs of staff working on refurbishment programs.

Decision with Reasons
November 3, 2008

20

EB-2007-0905
ONTARIO POWER GENERATION INC.

and hydroelectric businesses. These fixed assets include OPG’s head office, the Kipling
Building complex, and OPG-wide IT systems and applications.
The Corporate Costs component of OM&A, with the exception of the nuclear advertising
element, is addressed in Chapter 4 of this decision.
Board staff and several intervenors questioned the amount of forecast OM&A costs on
three grounds. These were (i) the substantial increase in costs between 2005 and 2009;
(ii) the increase in labour costs; and (iii) the poor benchmarking of productivity
performance. Each is considered in turn.
Increases in total OM&A, 2005 to 2009
For the period 2005 to 2009, the increase in total OM&A costs is forecast to be $442.5
million, a growth of 6.4% per year based on simple average (or 5.9% per year on a
compound basis as indicated in Table 2-2).
The School Energy Coalition (SEC) submitted that the annual escalation over the 2005
to 2009 period should be limited to 3% per year which would reduce the proposed
OM&A budgets by $284 million in 2008 and $217 million in 2009. CME proposed the
total increase be restricted to 6% above 2007 OM&A costs, the rationale being the
recent OEB-approved incentive rate adjustments of less than 2% per year for Enbridge
Gas Distribution and Union Gas.
OPG responded that using 2007 as a base year ignored the significant cost impact of
spending on nuclear generation development during the test period ($100 million in
2008 and $90 million 2009 as shown in Table 2-2). OPG submitted that the arguments
of SEC and CME failed to recognize the unique cost drivers during the period. These
included safety requirements of the Canadian Nuclear Safety Commission and vacuum
building outage preparation at both Darlington and Pickering, as well as new reliability
improvement initiatives at Pickering.
OPG also pointed out that of the $331.6 million increase in Base OM&A between 2005
and 2009, $165 million was due to labour escalation and of the remaining $166 million,
$88 million was for new generation development. Approximately $39 million was for
security and other improvements in nuclear training. OPG noted that labour costs
constitute 74% of OPG’s nuclear Base OM&A costs and that 90% of OPG’s employees
are covered by collective agreements.
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OPG argued that the intervenors are in substance attempting to place OPG under a
formulaic or incentive rate-making program. OPG noted that the Board rejected this
concept in its Filing Guidelines for Ontario Power Generation, 12 which indicated that the
Board will implement an incentive regulation formula when it is satisfied that the base
payment amounts provide a robust starting point for that formula. OPG further argued
that it was important to examine the cost drivers that underlie OM&A increases as
opposed to simply discounting the average increase of 6% a year to 3% a year or
establishing a formulaic 6% increase over the entire period.
OPG claimed that the funding levels proposed by the intervenors will deny OPG the
funds necessary to reduce maintenance backlogs, improve preventative maintenance,
and outage planning. It would also compromise OPG’s ability to comply with the
Province’s directions regarding refurbishment and new nuclear build. OPG stated that
almost $189 million of the Base OM&A increase from 2005 to the 2009 period was due
to nuclear new build and Pickering B refurbishment. Both were undertaken at the
direction of the Province.
Increased labour costs
Intervenors also expressed concern about the increase in labour costs over the period
2005 to 2009. SEC pointed out that labour costs, as demonstrated in reports prepared
by Mercer Human Resources Consulting (Mercer) and Towers Perrin, are well above
market levels. SEC also questioned the rationale for a license retention bonus that is
paid to nuclear operators, and the richness of other post employment benefits (OPEBs).
The Vulnerable Energy Consumers Coalition (VECC) argued that as the 6.5% increase
in compensation from 2007 to 2008 per nuclear FTE (excluding OPEB costs) was not
satisfactorily explained by OPG, the increase should be limited to 4%, which would
reduce total 2008 compensation costs by $20.6 million.
Both the Association of Major Power Consumers in Ontario (AMPCO) and SEC
questioned the OPG Incentive Pay Program given OPG’s poor economic performance.
They noted that performance payouts increased from $24.6 million in 2005 to $29
million in 2007 while nuclear production productivity declined and operating costs per
unit increased by 19%. AMPCO recommended that OPG introduce a more meaningful
incentive pay plan at its next rates case. OPG responded that these arguments rely on
12

Ontario Energy Board, Filing Guidelines for Ontario Power Generation: Setting Payment Amounts for
Prescribed Generation Assets, EB-2006-0064, July 27, 2007.
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a selective use of evidence and demonstrate a lack of understanding of its Incentive
Pay Program; that its staffing levels increased due to initiatives by nuclear regulators
and changing demographics; and that any labour costs must consider annual wage
scale movements.
OPG stated that any organization with a heavily unionized workforce must balance its
business requirements with the long-term interest in working with a union. OPG
submitted that the Board’s review of OPG’s management decisions regarding labour
negotiations must consider the consequences of potential labour disruptions.
The Power Workers Union (PWU) supported OPG’s proposed OM&A expenditures as
costs necessary for the reliable and safe operation of OPG’s prescribed nuclear assets.
PWU submitted that any analysis of labour cost trends should exclude components that
are subject to significant variance such as pension and OPEB costs. PWU argued that
the average annual increase of 4% is reasonable and consistent with the 3% to 4%
increase in OPG’s standard labour rate. PWU further submitted that the labour costs of
Bruce Power L.P., the operator of the Bruce nuclear stations, are the proper comparator
for OPG’s labour costs. PWU submitted that such a comparison revealed OPG’s 2006
wages (for PWU staff) were, on average, 12.8% lower than Bruce Power’s costs.
Productivity and benchmarking
The third area of concern raised by many intervenors was OPG’s benchmarked
performance.
A number of benchmarking analyses and cost studies were examined in this
proceeding. These included:


the Electricity Utility Cost Group (EUCG) cost performance data base,



the World Association of Nuclear Operators (WANO) database,



the Navigant Staffing Benchmarking Analysis (Navigant Report), and



salary surveys prepared by Towers Perrin, Mercer Human Resources
Consulting, and Watson Wyatt.

EUCG is a voluntary association of nuclear generators, including most American
nuclear generators, as well as non-North American ones. EUCG collects, validates and
publishes cost and production data.
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The WANO data base provides non-cost performance data, including a unit capability
factor and nuclear index performance. The unit capability factor is a WANO standard
while the nuclear performance index is a weighted average of ten WANO indicators.
The Navigant Report was commissioned by OPG in 2006. The primary objective of the
study was to develop staffing benchmarks for OPG nuclear operations. Benchmarks
were based on data from the four Canadian CANDU plants not operated by OPG
(Bruce A, Bruce B, Pt. Lepreau in New Brunswick, and Gentilly-2 in Quebec).
Towers Perrin, Mercer and Watson Wyatt conduct yearly surveys of their clients to
determine overall salary increases. OPG engaged Mercer to conduct a market
benchmarking review comparing actual salary band compensation levels. OPG also
participated in a study of the Power Services Industry conducted by Towers Perrin. The
study compares salary levels by position where job matches are sufficiently close.
A number of parties referred to the MOA between the Province of Ontario and OPG
which sets out the Province’s expectations regarding benchmarking and operational
performance:
OPG will seek continuous improvement in its nuclear generation business and
internal services. OPG will benchmark its performance in these areas against
CANDU nuclear plants worldwide as well as against the top quartile of private
and publicly-owned nuclear electricity generators in North America. OPG’s top
operational priority will be to improve the operation of its existing nuclear fleet. 13

SEC, AMPCO and the Canadian Manufacturers & Exporters (CME) noted that over the
2005 to 2007 period, OPG’s productivity declined and production did not match, let
alone exceed, the increase in costs. The intervenors questioned OPG’s commitment to
benchmarking.
Board Staff submitted benchmarking evidence indicating that OPG’s operating costs
substantially exceed others in the industry.
Chart 2-1 shows the differences in the production unit energy cost (PUEC) in the period
from 2005 to 2007 along with OPG’s forecasts for 2008 and 2009. PUEC is calculated
by dividing a plant’s OM&A and fuel costs by the amount of energy produced in a
13

Memorandum of Agreement, paragraph A.3.
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period. The per MWh amounts shown on the face of the chart are for the Pickering A
station, which has the highest PUEC of the stations shown on the chart.
Chart 2-1 shows that the production cost per MWh for Pickering A and Pickering B have
been substantially greater than for Bruce Power. Over the three years 2005 to 2007,
Pickering A’s unit production cost was on average three times higher than Bruce Power
and four times the U.S. median. Darlington’s performance is better than Bruce Power,
but is worse than the U.S. median. The average cost per MWh at Pickering A over the
three-year period was $107 compared to $24 for the U.S. median and $41 for Bruce
Power.
Chart 2-1: Comparative Nuclear PUEC Costs
150
$130.10

PUEC ($ per MWh)

125

$113.90

100
$75.60

$76.00

$77.00

75
50
25
0
2005

2006

Pickering A

2007

Pickering B

Bruce

2008 Forecast

Darlington

2009 Forecast

U.S. Median

Sources: Ex. J5.4; Ex. L-4-2, Attachment 3, pp. 18, 21, and 24.

Many intervenors were critical of both the results of OPG’s benchmarking and what they
viewed as the apparent reluctance to engage in benchmarking. AMPCO submitted that
Pickering A is almost five times more costly than the top quartile of U.S. operations,
while Pickering B is two and a half times more costly.
The PUEC of a generating plant is a function of both the level of costs incurred and the
plant’s capacity factor. Even a very low-cost facility can have a high PUEC if the plant
has an extended outage in a period.
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Chart 2-2 shows the capacity factors for the OPG-operated plants compared to the
capacity factors of Bruce Power and the Canadian CANDU median. The capacity
factors shown on the face of the chart are for the Pickering A station, which had the
lowest capacity factor of the plants included in the chart.
OPG stated that in the first quarter of 2008, the capacity factors achieved at its nuclear
stations were: Darlington – 99%; Pickering A – 79%; and Pickering B – 86%.
Chart 2-2: OPG’s Nuclear Capacity Factors Compared to Bruce and Canadian CANDU
Median
100%
90%

Capacity factor (%)

80%
79%

70%
70%

81%

72%

60%
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40%
41%

30%
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2007
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2008 Forecast

Darlington

2009 Forecast

CANDU Median

Source: Ex. J5.4, Ex. L-4-2, Attachment 3

Darlington’s performance over the three-year period 2005 to 2007 was similar to that of
Bruce Power and the Canadian CANDU median; however, Pickering A and Pickering B
operated at lower capacity factors, especially in 2007. Over the three-year period 2005
to 2007, the average capacity factor at Pickering A was 61% compared to 85% at Bruce
Power and 87% for the CANDU median.
A number of parties questioned the long-term viability of the Pickering plants,
particularly Pickering A. Energy Probe noted that the operating costs of Pickering A
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exceeded the value of the electricity generated and asked the Board to withhold
payments for any facility that raises the cost of power for consumers.
AMPCO argued that over the 2005 to 2007 period, the average cost of Pickering A
power was double the Hourly Ontario Energy Price and the nuclear payment amount
received by OPG under O. Reg. 53/05. AMPCO concluded that even with the
forecasted cost of 8.1 cent/kWh (AMPCO’s calculation) in the test period, the prudence
of continued operation of Pickering A remains a concern. AMPCO argued that OPG
should be required to file a long-term assessment of the viability of Pickering A in the
next rates application. SEC also argued that OPG should be directed to file a plan
which demonstrates that Pickering A and Pickering B can operate at costs similar to
other generators.
OPG responded that the Board’s role in this application is to review the costs of
Pickering A, and based on these costs, set reasonable payment amounts. OPG argued
that the Board should not, and cannot, decide the ultimate viability of Pickering A, as
this is beyond the scope of Section 78.1 of the OEB Act.
Regarding the AMPCO and SEC submissions that OPG’s costs are excessive given the
benchmarking results, OPG responded that the intervenors used selective data and
disregarded technical differences regarding Pickering A and Pickering B. OPG also
argued that AMPCO’s assertion that OPG was resistant to benchmarking was
unsupported. OPG maintained that it is committed to benchmarking and is in full
compliance with the requirements in the MOA.
OPG also noted that it expects Pickering A and B’s performance to improve
substantially in the future and submitted that Darlington will continue to perform as well
as it has in the past. Most of the intervenors countered that the forecasted results for
2008 and 2009 are unduly optimistic and the Board should discount these projections.
OPG also questioned the arguments by a number of intervenors that the Navigant
Study supports the conclusion that 2006 staffing levels were 12% higher than
benchmark. OPG claimed that the Navigant Study cannot be used to test the level and
reasonableness of OPG’s labour cost because the Navigant Study is not representative
of staffing levels in the test period.
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Regarding the suggestion that the OM&A budget should be treated on an envelope
basis, OPG responded that while it should be free to manage specific expenditures
within an OM&A envelope, it is opposed any determination of the OM&A costs through
a benchmarking exercise.
Board Findings
This aspect of the decision gives rise to two significant issues. The first is whether the
Board has the jurisdiction to determine the viability of the Pickering stations. The second
is the extent to which the Board should use the detailed benchmarking evidence to
assess the reasonableness of the costs OPG seeks to recover.
With respect to the first issue, the Board agrees with OPG that the Board’s role in this
application is to review the proposed costs of the prescribed facilities and to order
reasonable payment amounts.
As discussed in Chapter 9 of this decision, the Board has rejected OPG’s proposed
payment structure for the nuclear plants (which was to include a fixed amount of $1.2
billion during the test period plus a per MWh payment amount to cover the balance of
the revenue requirement). Instead, the Board has decided to retain the current variable
payment structure of an amount per MWh regardless of the level of production. If OPG
operates its plants at a unit cost higher than the approved payment amount, the excess
costs will be borne by OPG and its shareholder. Consumers will not be at risk for costs
in excess of the costs used to set the payment amount. Therefore, the Board does not
accept the suggestion of intervenors that it order OPG to file a study on the long-term
viability of Pickering. The long-term viability of the Pickering stations is an assessment
more properly made by the shareholder knowing that the Board will only allow the
recovery of reasonable costs and that the payment structure will be such that
consumers will not bear production risk.
The benchmarking issue is more important. The direction given by the Province to OPG
in the MOA is very specific. OPG is directed to seek “continuous improvement in its
nuclear generation business.” To this end, the MOA states: “OPG will benchmark its
performance in these areas against CANDU Nuclear plants worldwide as well as
against the top quarter of private and publicly owned nuclear electricity generators in
North America.” And finally, the MOA states: “OPG’s top operational priority will be to
improve the operation of its existing nuclear fleet.”
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The Board in this proceeding is faced with the task of determining whether the costs
OPG seeks to recover are reasonable. A very important tool available to the Board is
the benchmarking analysis.
Very little benchmarking evidence was filed by OPG in its initial application. This
evidence was largely produced during cross-examination when OPG filed the Navigant
Study.
The most common measure of productivity in nuclear generation industry is PUEC. The
PUECs of the two Pickering stations are far above industry averages as Chart 2-1
indicates; in fact, the operating cost performance of Pickering A may be the worst of any
nuclear station in North America. In 2006, Pickering A had a PUEC three times the U.S.
average ($75.60 per MWh compared to $24.00 for the U.S. Median) and twice the
Bruce unit cost of $38.00 per MWh; in 2007 Pickering A had increased to $130.00 per
MWh compared to $23.00 for the U.S. median and $42.00 at Bruce.
Pickering B’s 2006 PUEC was better at $55.00 per MWh but was still more than twice
the U.S. median and significantly above Bruce. In 2007, Pickering B remained relatively
constant at $56.00 per MWh, which was still more than twice the U.S. median and 30%
greater than Bruce. The Darlington plant demonstrates a more respectable
performance at $29.00 per MWh in 2006 and $32.00 per MWh in 2007.
The unit costs at Pickering A and Pickering B are forecast to improve in 2008 due to
higher planned capacity factors. OPG claimed that the Pickering A operating costs will
decline from $130.10 per MWh in 2007 to $76.00 in 2008 and $77.00 in 2009. Similarly,
OPG claimed that the Pickering B costs will decline from $56.00 in 2007 to $50.00 in
both 2008 and 2009. A number of intervenors were skeptical of these promised results.
OPG made two arguments concerning the PUEC benchmarking data. The first
argument made by OPG was that the productivity results flow from technology decisions
made in the past that should not be questioned using hindsight. In other words, the
Board must assume that the technology decisions were prudent at the time they were
made and the poor productivity results evident today, while unfortunate, are
consequences of those decisions to be borne by the Ontario consumer. The Board finds
this an unsatisfactory response.
OPG’s primary argument was that the benchmarking data is unreliable.
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The Board does not believe it is sufficient for OPG to simply discount the benchmarking
studies on the basis of data quality. The studies are all based on standard measures
used by the nuclear industry throughout the United States and Canada. While caution
should be exercised when reviewing such data, the Board is satisfied that the studies
provide meaningful insights into OPG’s operations. Moreover, even if there are frailties
in the data, the differentials remain striking, particularly with respect to Pickering A. The
reason why the MOA emphasized benchmarking was because such studies can and do
shine a light on inefficiencies and lack of productivity improvement.
While OPG criticizes the data, the Board notes that few steps have been taken to
improve the quality of studies. The Board also notes that benchmarking studies were
not filed as a matter of course but rather were reluctantly produced during the course of
cross-examination.
Moreover, the Board was surprised that OPG has not followed up with the suggested
Phases 2, 3 and 4 of the benchmarking analysis suggested by Navigant. While the
benchmarking is critical to the Board (and it would seem to the shareholder), it appears
that OPG has done little since the completion of the Navigant Study. The Navigant
Study was delivered two years ago on September 15, 2006. There appear to be no
benchmarking studies underway. And OPG has not decided what benchmarking
evidence, if any, it will present at the next rates case.
Navigant completed Phase I of its study in 2006. Phase 2 as described at page 9 of the
Navigant Report was to set OPG’s strategy and performance targets. Specifically,
Phase 2 was to address the question “what level of cost and operational performance
improvement is justified”. Phase 3 was to develop and execute an implementation plan.
Specifically, Phase 3 was to address the questions “what specific initiatives and actions
are needed to achieve identified performance improvement targets”.
The questions Navigant suggested should be addressed in the second and third phases
of the study are important questions. They are directly responsive to paragraph A.3 of
the MOA. 14

14

“OPG will seek continuous improvement in its nuclear generation business and internal
services. OPG will benchmark its performance in these areas against CANDU nuclear plants
worldwide as well as against the top quartile of private and publicly-owned nuclear electricity
generators in North America. OPG’s top operational priority will be to improve the operation of its
existing nuclear fleet.”
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The Board directs OPG to produce further benchmarking studies in its next application
that specifically address the questions raised in the proposed Phase 2 and Phase 3 of
the Navigant Report. Whether these studies are performed by Navigant or another firm
is a matter to be determined by the applicant.
The production costs of the Pickering A station are a particular concern. In the past, a
major reason for the high PUEC for Pickering A has been the extent of unplanned
outages and the resulting low capacity utilization. OPG has forecast significantly higher
capacity factors for Pickering A in 2008 and 2009. But, as Chart 2-1 illustrates, even at
those higher production levels, the PUEC for Pickering will still remain well above the
PUEC for Pickering B, will be significantly higher than the PUEC of the Darlington
station, and will stay well above the PUEC achieved by the Bruce station over the
period 2005 to 2007. Thus, poor capacity factors are not the whole reason for a high
PUEC at Pickering A.
The Board estimated the PUEC for Pickering A assuming it were able to reach the
forecast capacity factors of the Pickering B station in 2008 and 2009. Even if Pickering
A were able to increase its planned capacity factors by that much (from 79% in 2008
and 81% in 2009 to 86% in both years), the Board estimates that the PUEC of Pickering
A would only fall to around $70 per MWh, a level that is still much higher than the next
highest cost station in Chart 2-1. In the Board’s view, this indicates an issue with the
overall level of production costs at Pickering A.
Under these circumstances, the Board believes that a reasonable action is to disallow
10% of the Base OM&A costs of Pickering A. This represents a test period disallowance
of $14.9 million in 2008 and $20.1 million in 2009. Even with those amounts removed
from the revenue requirement, the amount of the operating costs of Pickering A will still
remain well above those of other nuclear plants.
The Board will have an opportunity to reexamine this issue when the benchmarking
studies are updated in the next proceeding. At that time the Board will examine any
improvement or deterioration in production unit energy costs compared to other utilities,
and the reasons for those changes.
Aside from this adjustment, the Board will allow the OM&A forecast by OPG. The Board
understands the concern of the intervenors regarding the level of costs, but believes it is
important to examine underlying cost drivers. A number of the planned expenditures are
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related to safety and cost improvements. The Board’s main concern is that there be a
significant improvement in operating costs. As the MOA stated, “OPG’s top operational
priority will be to improve the operation of its existing nuclear fleet.” The Board
recognizes that new investments will be necessary to reduce these costs.

2.3 Nuclear Advertising
OPG included in its revenue requirement for the test period $3 million for membership in
the Canadian Nuclear Association (CNA). Of this amount, $2.3 million is for OPG’s
contribution to CNA’s advertising program. OPG forecast an additional expenditure of
$3.7 million on advertising in support of nuclear generation. In total, $6 million is
forecast to be spend on advertising related to nuclear generation.
The OPG position was that this advertising is designed to create public support for
nuclear generation and communicate to the public that nuclear generation is safe and
environmentally friendly. SEC claimed this was not the purpose of the advertising.
Rather SEC claimed it was an attempt to influence public opinion on the future of
Ontario’s supply mix. SEC asked the Board to disallow all the advertising expense.
Energy Probe also submitted that customers should not pay for nuclear advertising
intended to influence public opinion or public policy. It cited numerous examples where
U.S. regulators disallowed such expenditures and concluded that the entire nuclear
advertising expenditure of $6.7 million should be disallowed.
OPG responded that its nuclear advertising activities have nothing to do with the future
power supply but are designed to inform Ontario residents about nuclear safety and
environmental benefits. OPG stated that Energy Probe’s arguments were questionable
characterizations of statements by OPG’s witnesses and should not be treated as
evidence. In addition, OPG noted that Energy Probe failed to acknowledge that some of
the U.S. rules cited allowed for exemptions.
OPG also disputed that nuclear advertising can influence the outcome of the IPSP
proceeding noting that the Province has already decided the future course for nuclear
generation in Ontario. OPG claimed that a full discussion of nuclear energy, by both
proponents and opponents, is in the public interest and OPG’s communication is an
essential part of that discussion.
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Board Findings
The Board is of the view that the advertising program is largely directed to convincing
the public of the advantages of new nuclear facilities and has little to do with established
nuclear facilities or prescribed assets.
The Board finds that $2.3 million of the $6.0 million that the OPG forecast for nuclear
advertising is related to development of new nuclear facilities and will therefore be
disallowed as it is not related to the prescribed assets.

2.4 Nuclear Fuel
OPG forecast nuclear fuel costs of $162.4 million for 2008 and $204.2 million for 2009.
Actual fuel expenses were $105 million in 2005, $104.9 million in 2006 and $113.0
million in 2007.
Compared to 2007, the 2008 fuel costs represent an increase of 47% and the 2009
forecast costs represent an increase of 81%.
OPG stated that the nuclear fuel cost forecast is based on the best information available
at the time the forecast is prepared. Up to mid-2007, the spot price of uranium
increased significantly over historical levels. OPG said that it attempts to manage price
volatility by using a mix of both market and fixed-price contracts. OPG argued that this
blended supply will ensure that any price increases are mitigated.
No intervenor objected to the OPG nuclear fuel cost forecast. Board staff noted that
since OPG filed its application in late 2007, the market price of uranium has fallen
sharply. OPG proposed the establishment of a nuclear fuel variance account to capture
differences between forecast and actual nuclear fuel expense.
Board Findings
The Board accepts that uranium costs and fuel prices are highly volatile and OPG has
developed a reasonable strategy to manage this risk through a supply portfolio
consisting of both market and fixed-price contracts. The Board accepts the forecast
nuclear expense. The Board has also determined that the proposed variance account
should be established. This is discussed further in Chapter 7.

Decision with Reasons
November 3, 2008

33

EB-2007-0905
ONTARIO POWER GENERATION INC.

2.5 Capital Expenditures
Table 2-4 sets out actual and forecast nuclear capital spending. OPG proposed capital
expenditures of $189 million in 2008 and $330 million in 2009. The 2009 forecast
amount includes $148.8 million in possible capital spending on Pickering B
refurbishment, a project that has not yet been approved by OPG’s Board of Directors.
Recovery of refurbishment costs is covered by specific requirements of O. Reg. 53/05.
For that reason, the Board deals with the possible refurbishment costs separately in
section 2.6 of this decision.
Table 2-4: Nuclear Capital Expenditures (excluding refurbishment capex)
2005

2006

2007

$ 138.9

$ 152.2

$ 195.7

2008

2009

Forecast

Forecast

$ millions

Nuclear capital
expenditures

$ 189.0

$ 182.0

Source: Ex: D 2-1-1

The capital expenditure plans include $27.0 million for the P2/P3 isolation project, and
released projects amounting to $83.9 million for Darlington, $30.5 for Pickering A and
$21.4 million for Pickering B.
Intervenors did not object to the proposed capital budgets. The Consumers Council of
Canada (CCC) recommended that the Board order an external review of OPG’s capital
budgeting process. Citing examples of costs over-runs and project delays, CCC
concluded that the capital expenditure decisions lack “the required degree of central
control and accountability” necessary for effective regulatory oversight. OPG responded
that such a review would be costly and without merit given the extensive evidence
regarding the existing controls in OPG’s capital budgeting process.
CCC noted that OPG wrote off the book values of the non-operating Units 2 and 3 at
Pickering A in 2005. OPG intends, however, to capitalize the $27 million cost of the
P2/P3 isolation project as part of the book value of Units 1 and 4, which continue to
operate. CCC submitted that the Board should direct OPG to provide evidence in its
next application to justify the capitalization of the costs of the P2/P3 isolation project.
CCC also requested that OPG provide evidence that it is unable to use the nuclear
segregated funds to cover the safe storage costs for Units 2 and 3.
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OPG argued that review requested by CCC is unnecessary for two reasons. First, the
P2/P3 isolation project costs are a minor part of the total safe storage costs for Units 2
and 3 and relate to work that is associated with the continuing operations of Units 1 and
4. Second, OPG stated that it anticipates that the costs of safe storage can be charged
to the segregated funds so the additional evidence sought by CCC is unnecessary.
Board Findings
The Board accepts forecast nuclear capital expenditures as set out in Table 2-4.
With respect to capitalization of the P2/P3 isolation project costs, the Board agrees with
CCC that additional evidence and analysis of the accounting for these costs would be
useful. The issue arises because OPG has shut down only two units at Pickering A, and
continues to operate two others. Unless OPG intends in the future to shutdown all units
at a station at the same time, the accounting for unit isolation costs is likely to recur.
Thus, the Board directs OPG to provide in its next application a more detailed analysis
of the nature of the costs and why accounting standards require that such costs be
capitalized as part of the book values of the operating units, rather than treated as costs
of shutting down units.
CCC requested that the Board direct an external review of OPG’s capital budgeting
process. While the Board has some concern with the process, ultimately OPG
produced the business case summaries which support the proposed capital
expenditures. The Board views these case summaries as an important part of the
assessment of the costs and benefits of the capital expenditures, and therefore they
should form part of the application. The Board directs OPG to file this analysis as part
of the pre-filed evidence for its next application. This will permit a more timely and
meaningful review of capital expenditures by both the Board and intervenors.

2.6 Nuclear Refurbishment and New Build
The nuclear OM&A expenses as set out in Table 2-2 of this decision contain expenses
related to new nuclear generation development and the possible refurbishment of
Pickering B. As noted in section 2.5 of this decision, OPG’s capital expenditure forecast
also included $148.8 million related to the possible refurbishment of Pickering B.
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O. Reg. 53/05 contains the following specific requirements in respect of OPG’s recovery
of costs related to refurbishment of existing units and planning new nuclear facilities:
6(2)4 – Costs to increase output from or to refurbish prescribed facilities
The Board shall ensure that Ontario Power Generation Inc. recovers capital and
non-capital costs, and firm financial commitments incurred to increase the output
of, refurbish or add operating capacity to a generation facility referred to in
section 2, including, but not limited to, assessment costs and pre-engineering
costs and commitments,
i. if the costs and financial commitments were within the project budgets
approved for that purpose by the board of directors of Ontario Power Generation
Inc. before the making of the Board’s first order under section 78.1 of the Act in
respect of Ontario Power Generation Inc., or
ii. if the costs and financial commitments were not approved by the board of
directors of Ontario Power Generation Inc. before the making of the Board’s first
order under section 78.1 of the Act in respect of Ontario Power Generation Inc., if
the Board is satisfied that the costs were prudently incurred and that the financial
commitments were prudently made.
6(2)4.1 – New nuclear development
The Board shall ensure that Ontario Power Generation Inc. recovers the costs
incurred and firm financial commitments made in the course of planning and
preparation for the development of proposed new nuclear generation facilities, to
the extent the Board is satisfied that,
i.

the costs were prudently incurred, and

ii. the financial commitments were prudently made.

Table 2-5 shows the proposed nuclear OM&A and capital expenditures that are subject
to these two sections of O. Reg. 53/05. The refurbishment of Pickering B has not yet
been approved by OPG’s Board of Directors. Even if it had been approved, the possible
capital spending in 2009 would not be included in rate base for the test period.
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Table 2-5: Proposed Nuclear Refurbishment and New Build Costs
2008

2009

$ millions

OM&A
Pickering B refurbishment

OM&A

6.2

-

Darlington refurbishment

18.5

New build
Total

$

Capital

$

15

Capital

5.1

$ 148.8

-

22.7

-

75.3

-

67.2

-

$ 100.0

-

$ 95.0

$ 148.8

Source: Ex. F2-2-1, Table 1 and Ex. K6.2

OPG stated there was no need for a prudence review of the projects because all of the
costs during the test period are within approved budgets.
None of the intervenors disagreed with the company. Board staff submitted, however,
that as the O. Reg 53/05 refers to “incurred” costs, the regulation applies to costs which
have been expended and not those which will be expended. OPG argued that Board
staff’s interpretation was incorrect, noting that the plain English meaning of “incurred” is
that of “takes responsibility”. Consequently, OPG argued, O. Reg. 53/05 applies to past
and future costs associated with the identified projects.
SEC submitted that the $100 million of OM&A costs for 2008 and $90 million in 2009 for
nuclear refurbishment and new build should be capitalized since these costs relate to
future output from the nuclear plants.
OPG replied that SEC’s recommendation should be rejected because the capitalization
of these costs would be inconsistent with GAAP and OPG’s established accounting
policy, which does not permit capitalization of costs related to possible projects before
an alternative has been selected. OPG noted that of the three alternatives under
consideration (Pickering B refurbishment, Darlington refurbishment, and a new nuclear
plant), none have been selected; if any of the initiatives do not proceed, capitalization
would be clearly inappropriate.
Board Findings
OPG submitted that all the OM&A costs in Table 2-5 fall within approved budgets and
that all relate to planning and preparation for possible refurbishments and the
15

The $5.1 million in 2009 OM&A for the Pickering B refurbishment is included in OPG’s Project OM&A
forecast found in Table 2-2.
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development of new nuclear generation facilities. The Board finds that the proposed
expenditures are of the type described in Sections 6(2)4 and 6(2)4.1 of O. Reg. 53/05
and approves the inclusion of these costs in the revenue requirement.
Board staff’s submission on the meaning of “incurred” in Sections 6(2)4 and 6(2)4.1
suggests that the Board need not include any forecast amounts in the revenue
requirement but could permit recovery only when OPG has actually spent money on
these activities. The Board agrees with the staff’s interpretation and would consider
delaying recovery if there was little assurance that forecast amounts would actually be
spent during the test period. However, with the announcement by Infrastructure Ontario
in June 2008 that OPG’s Darlington property will be the site for a new nuclear plant, it is
clear that OPG will incur substantial expenditures relating to the facilities during the test
period. Therefore, the Board accepts inclusion in the revenue requirement of all of the
OM&A amounts shown in Table 2-5.
There is no need for the Board to approve the $148.8 million in possible capital
spending on Pickering B refurbishment. OPG’s Board of Directors has yet to approve
proceeding with refurbishment of that station. In any event, if the project is approved
during the test period, the project would not be completed during the test period and the
capital costs, therefore, would not enter rate base until a later period.
The Board does not agree with SEC’s submission that $100 million in preliminary costs
for 2008 and $90 million for 2009 should be capitalized. SEC provided no evidence that
OPG’s accounting policy is contrary to GAAP.

2.7 Other Revenues
Other nuclear revenues include revenues, net of associated costs, for: ancillary
services; heavy water sales and processing; tritium and other radioisotope sales; and,
nuclear inspection and maintenance services. OPG forecast $100.3 million of these
revenues over the 21-month test period.
No intervenors disagreed with the forecast of other nuclear revenues.
Board Findings
The Board accepts OPG’s forecast of other nuclear revenues.
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3 HYDROELECTRIC
The regulated hydroelectric business consists of the following prescribed facilities:
 Sir Adam Beck I and II
 Sir Adam Beck Pump Generating Station
 DeCew Falls I and II
 R.H. Saunders
The Sir Adam Beck and DeCew Falls facilities are part of the Niagara Plant Group and
are located in the Niagara region. R.H. Saunders is part of the St. Lawrence Plant
Group, which also includes nine unregulated facilities. R.H. Saunders is located on the
St. Lawrence River near Cornwall. Together, these prescribed facilities have capacity
totaling 3,332 MW.
This section of the decision addresses the following issues:
 Production Forecast
 Operating Costs
 Capital Expenditures
 Other Revenues
 Design of Payment Amount

3.1 Production Forecast
The hydroelectric production forecast for the test period is 31.5 TWh. The forecast
methodology incorporates a number of components:
 Water availability forecasts
 Constraints on available water at the Niagara facilities
 Capacity to pump and store water to shift production timing
 Unit efficiency levels
OPG testified that its methodology is equally likely to over-forecast production as underforecast production and that recent forecast deviations were attributable to differences
in water conditions. OPG submitted that variations in water conditions are beyond its
control and difficult to forecast, and proposed that the deferral and variance account
(established under O. Reg. 53/05) be continued to capture the impact of variations in
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natural water conditions. No intervenor took issue with the hydroelectric production
forecast.
Board Findings
The Board accepts the evidence of OPG in respect of the hydroelectric production
forecast and will incorporate the forecast of 31.5 TWh into the determination of the
payment amount for the test period. The issue of the deferral and variance account for
water conditions is addressed in Chapter 7.

3.2 Operating Costs
The hydroelectric OM&A budget includes base OM&A, project OM&A, the asset service
fee and an allocation of corporate support and centrally held costs. (This last category
of costs is addressed in Chapter 4.) OPG forecast the hydroelectric OM&A budget to
remain stable at $119m in both 2008 and 2009.
Table 3-1: Hydroelectric Operating, Maintenance and Administrative Expenses
2008

2009

Niagara Plant Group

41.7

43.1

Saunders GS

14.4

14.8

Total Base OM&A

56.1

57.9

Niagara Plant Group

10.8

10.3

Saunders GS

2.1

1.8

Total Project

12.9

12.1

Allocation of Corporate Costs

47.5

46.8

Asset Service Fee

2.5

2.1

119.0

119.0

$ millions

Base OM&A

Project OM&A

Total OM&A

Source: Ex F1-1-1, Table 1; F1-2-2, Table 1; F1-3-1, Table 1

OPG explained that the 9% increase in base OM&A from 2007 to 2008 is due to the
expected hiring of additional staff, the timing of projects, and a one-time credit in 2007
from Hydro One, related to earlier work. Project OM&A relates to non-recurring
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expenditures which do not qualify for capitalization. OPG maintained that these
expenditures are subject to the same project management and oversight as capital
projects.
OPG benchmarks the hydroelectric business on reliability, safety and cost. OPG
pointed out that the aggregate cost of the regulated hydroelectric facilities were in the
top quartile for 2005 and 2006 as shown in a report by Haddon Jackson Associates.
Hydroelectric production is also subject to a Gross Revenue Charge (“GRC”), budgeted
at $228.2 million for 2008 and $244.1million for 2009. The GRC is charged to
hydroelectric generators under Section 92.1 of the Electricity Act, 1988. The GRC
consists of a property tax component based on production levels and a water rental
component of 9.5% on the gross revenue calculated from the annual generation. 16
OPG explained that it does not pay the water rental component on the DeCew facilities
because it does not hold a water power lease for that facility, but it does pay
compensation to the St. Lawrence Seaway Management Company for conveying water
through the Welland Canal.
Board staff noted that the Board has used both a line item approach and an envelope
approach to assessing OM&A forecasts. Board staff noted that another approach is to
use benchmarking and that the Board has used proxies and utility comparisons as a
basis for determining OM&A in other situations. No other intervenor made submissions
regarding the hydroelectric OM&A test period forecast.
Board Findings
The Board accepts the forecast hydroelectric OM&A for the test period. The Board
notes that the benchmarking results support a conclusion that the OM&A levels for the
hydroelectric business are appropriate.

3.3 Capital Expenditures
OPG is seeking approval of amounts it has spent to increase capacity, as contemplated
by O. Reg. 53/05, and it is seeking approval of its forecast capital budget for the test
period. Table 3-2 sets out the level of capital expenditures in the test period and shows
that the Niagara Tunnel Project is by far the largest capital expenditure for this
16

The water rental component is set at 9.5% in O. Reg. 124/02.
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business. Table 3-3 shows the additions to Gross Plant in rate base over the test
period.
Table 3-2: Hydroelectric Capital Expenditures
2008

2009

Niagara Plant Group

33.6

42.2

Niagara Tunnel Project

170.6

346.8

4.6

6.6

208.8

395.6

$ millions

Saunders GS
Total
Source: Ex D1-1-1, Table 1

Table 3-3: Continuity of Hydroelectric Gross Plant
2007

2008

2008

2009

2009

Gross
Plant

In-service
additions

Gross
Plant

In-service
additions

Gross
Plant

Niagara Plant Group

2,893.6

33.1

2,926.7

41.9

2,968.7

Saunders GS

1,516.5

13.1

1,529.6

6.6

1,536.2

Total

4,410.1

46.2

4,456.3

48.5

4,504.9

$ millions

Source: Ex B2-3-1, Tables 1 and 2

Paragraph 6(2)4 of O. Reg. 53/05 states:

6 (2) 4. The Board shall ensure that Ontario Power Generation Inc. recovers
capital and non-capital costs, and firm financial commitments incurred to
increase the output of, refurbish or add operating capacity to a generation facility
referred to in section 2, including, but not limited to, assessment costs and preengineering costs and commitments,
i.if the costs and financial commitments were within the project budgets approved
for that purpose by the board of directors of Ontario Power Generation Inc.
before the making of the Board’s first order under section 78.1 of the Act in
respect of Ontario Power Generation Inc., or
ii. if the costs and financial commitments were not approved by the board of
directors of Ontario Power Generation Inc. before the making of the Board’s first
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order under section 78.1 of the Act in respect of Ontario Power Generation Inc., if
the Board is satisfied that the costs were prudently incurred and that the financial
commitments were prudently made.

OPG reported two hydroelectric projects under this section of O. Reg. 53/05: the
Niagara Tunnel Project and the Sir Adam Beck 1 GS – Unit 7 Frequency Conversion
Project. The Niagara Tunnel Project will increase water diversion capacity at the Beck
complex and is expected to increase average annual production by 1.6 TWh. The total
approved budget for the project is $985 million. The capital expenditures for 2008 and
2009 are $170.6 million and $346.8 million, respectively. This project will not be
completed in the test period and therefore these amounts will not be included in rate
base in the test period. The Sir Adam Beck 1 GS – Unit 7 Frequency Conversion
Project will convert the existing 25Hz unit to a new 60Hz unit and return G7 to service.
The approved budget for the project is $32.5 million, and the capital expenditures in
2008 and 2009 are $23.4 million and $3.9 million, respectively, and are within the
approved budget. This project is expected to be completed in the test period, and the
amounts are included in the test period rate base.
OPG is not seeking recovery of any costs related to “financial commitments” or “preengineering commitment”.
With respect to the balance of the capital budget (for projects not covered by 6(2)4 of O.
Reg. 53/05), OPG is seeking approval of in-service additions of $46.2 million in 2008
and $48.5 million in 2009 associated with regulated hydroelectric capital projects. OPG
explained the capital budgeting process as follows:
All regulated hydroelectric projects reflected in this category of additional capital
spending are identified and prioritized using a structured portfolio approach
whereby engineering reviews and periodic plant condition assessments are
performed to determine the short-term and long-term expenditures required to
sustain or improve assets…After a project is initiated, a rigorous project
management process is in place to provide project oversight...Project closure
reports are produced for all projects and post-implementation reviews are
conducted for all projects over $200,000. 17

The following table summarizes the major projects for the hydroelectric business which
fall outside of Section 6(2)4 of O. Reg. 53/05. The first two projects are included in the
proposed test period rate base.
17

OPG Argument in Chief, p. 45.
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Table 3-4: Major Hydroelectric Capital Projects Not subject to O. Reg. 53/05, Section 6(2)4
($ million)

In-Service
Date

Rehabilitate unit for the first time since 1974 to
prevent unit failure, overcome a 10MW de-rating
and provide additional generation through improved
turbine runner efficiency.

$30.0

Dec. 2009

Replace HVAC to eliminate the costs of repairing
this aging system, to eliminate the use of ozonedepleting refrigerants and to eliminate health risks
associated with exposure to lead and asbestos.

$11.5

May 2008

Rehabilitate Canal
Lining at Niagara

Investigate and repair the walls and liners of the
open cut canal that services the Beck complex to
restore and maintain their integrity, prevent erosion
and weathering and improve water flow.

$55.0

Dec. 2011

Unit G3 Upgrade
Project at Beck

Overhaul this unit to allow for reliable production in
future, prevent unit failure and to achieve increased
capacity through improved turbine runner efficiency.

$31.5

Jan. 2012

Dyke Foundation
Grouting Project
at Beck PGS

Upgrade the protective measures to prevent
recurrence of the 1958 dyke failure due to sinkholes
and other phenomena on the bottom of the
reservoir.

$20.0

Dec. 2010

Project
Unit G9 Upgrade
Beck
Replace HVAC
System Project at
R.H. Saunders

Description

Budget

Source: OPG Argument in Chief, page 46.

Board Findings
The Board accepts that the Niagara Tunnel and Beck G7 conversion projects are
projects which come within the scope of Section 6(2)4 of O. Reg. 53/05 and notes that
both projects continue to be budgeted at the level originally approved by the OPG Board
of Directors. The Board will accept the inclusion of the G7 project in rate base. Any
variance between the OPG Board of Directors approved forecast and actual cost will be
subject to review at a future proceeding. The Board notes that the Niagara Tunnel
Project is subject to continued delay and concludes that the cost for this project is
uncertain at this point. However, no finding related to the cost is required because it is
not forecast to enter rate base in the test period. To the extent the final costs exceed
the OPG Board approved level, the recovery of those incremental costs will be the
subject of a future proceeding.
The Board also accepts the balance of the capital budget for 2008 and 2009 and the
rate base consequences for those projects scheduled to become in-service during the
test period.
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3.4 Other Revenues
In the hydroelectric business, OPG earns additional revenues from the following
activities:
 Ancillary Services
 Segregated Mode of Operation
 Water Transactions
 Congestion Management Settlement Credits
We will address each activity in turn.

3.4.1 Ancillary Services
Ancillary services provided by some of the hydroelectric generating facilities include the
provision of black start capability, operating reserve, reactive support/voltage control
service, and automatic generation control. OPG forecast ancillary service revenues of
$32.4 million in 2008 and $33.1 million in 2009. These forecast revenues are used as
an offset when determining the revenue requirement. OPG proposed that any variance
between forecast and actual be captured in a deferral and variance account. No
intervenor opposed the forecast.
Board Findings
The Board will accept the forecast for purposes of determining the revenue requirement.
The Board’s finding with respect to the proposed variance and deferral account is set
out in Chapter 7.

3.4.2 Segregated Mode of Operation (“SMO”) and Water Transactions
(“WT”)
OPG earns SMO revenues by segregating some of its R.H. Saunders generating units
from Ontario and reconnecting them directly into Quebec. Revenues are received from
Hydro Quebec. SMO net revenues have ranged between $9.9 million and $4.4 million
over the last 3 years. 18 OPG submitted that forecasting revenues from SMO is difficult
18

“SMO net revenues are defined as gross revenues less HOEP (or HOEP proxy costs), incremental
variable costs, and costs associated with the non-regulated business. If the transaction is not indexed to
HOEP but is executed at a fixed price, the HOEP for that hour is used as a proxy.” (Ex. G1-1-1, p. 8)
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because SMO is dependent upon hourly market conditions and advised that these
revenues are expected to decline with the new high voltage transmission line between
Ontario and Quebec. As a result, OPG did not propose to include a forecast of SMO
net revenues as a revenue offset, but rather proposed to track the revenues in a
variance account for later disposition. Further, OPG submitted that because it incurs
costs and risks in undertaking these transactions it is necessary for it to have an
incentive to undertake this activity. OPG pointed out that its trading function (which
undertakes these transactions) has other commercial opportunities: “Without sufficient
incentive to engage in SMO transactions, OPG will focus on these other
opportunities.” 19 OPG proposed that the net revenues be shared 50/50 with customers.
Water Transactions (WT) occur pursuant to agreements between the New York Power
Authority and OPG to maximize energy production from the total water available for
generation under international treaties. WT generally happen for maintenance,
economic efficiency and climatic (ice) reasons, largely with the intention to salvage the
water that forms part of an entity’s generation share that would otherwise be spilled over
Niagara Falls. WT net revenues have ranged between $8.4 million and $4.5 million
over the last 3 years. 20 As with the SMO, OPG proposed to track WT revenues and to
return 50% of the net revenues to customers through the use of a variance account. No
forecast revenue would be included as a revenue offset in the determination of the
revenue requirement.
Board staff questioned whether SMO revenues should in some way be incorporated into
the revenue requirement and noted the approach used in the past for Union Gas
Limited whereby a forecast of net revenues from transactional services is incorporated
in the revenue requirement, and any incremental revenues are subject to variance
account treatment and sharing. Board staff noted that under OPG’s proposal, it is
possible there could be a debit in the variance account if costs exceeded revenues.
CCC and AMPCO proposed alternative sharing formulas. CCC submitted that the
customers should receive 75% of the net revenue, in recognition that the assets are
included in rate base and in line with other similar sharing mechanisms in the gas
industry. AMPCO submitted that a sharing ratio of 80/20 between customers and OPG
would be appropriate, recognizing that OPG needs an incentive to undertake these
19

OPG Argument in Chief, p. 74

20

WT net revenues “are gross revenues less accommodation charges, and GRC.”
(Ex.G1/Tab1/Sch.1/p.11)
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transactions, and that customers bear the costs underpinning these transactions and all
costs are netted against the gross revenues before any sharing. CME supported
AMPCO’s submissions. VECC also questioned whether customers should receive the
majority of the net revenues, given that the assets are included in rate base.
CCC also submitted that customers should not bear the costs of any uneconomic
transactions. OPG did accept that customers should not be responsible for a negative
balance in the account, but it was of the view that if individual transactions resulted in a
net cost, those should be included in the account:
Transactions are economic when entered into; if they become uneconomic, it is
due to changing market conditions and prices. Transactions to manage excess
baseload generation may result in a negative sub-account entry but have
associated social and environmental benefits. 21

SEC noted OPG’s testimony that it has other incentives to enter into SMO transactions,
including allowing OPG to manage excess baseload generation. SEC submitted that
customers should receive 100% of the net revenues from these transactions as there is
no real risk associated with the transactions and the transactions provide ancillary
benefits to OPG which make them economic in any event. SEC also made an
alternative proposal based on the transactional services model for gas distributors.
Under SEC’s alternative proposal, a forecast of SMO net revenues based on the
average of the last three years’ experience would be included as a revenue requirement
offset and OPG would be entitled to retain a portion of any net revenues in excess of
this forecast. SEC proposed that 75% of the forecast be included as an offset to the
revenue requirement and that the excess be shared 75/25 between customers and
OPG. SEC noted that in the case of Enbridge Gas Distribution Inc., this incentive
structure worked to increase transactional revenues over a several year period.
OPG responded that changing the sharing would “disincent economic SMO
transactions, as OPG’s trading function will pursue other, more lucrative,
opportunities.” 22 OPG noted that unlike the transactional services in the gas utilities, the
SMO and WT transactions are undertaken by staff which is also engaged in other
transactional opportunities.

21

OPG Reply Argument, p. 106.

22

OPG Reply Argument, p. 104.
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OPG also argued that the SMO transactions benefit consumers more generally because
Hydro Quebec has significant water storage capacity and the SMO transactions tend to
take place during off-peak hours, thereby facilitating greater generation at peak.
Although OPG could not quantify the benefit, it claimed that to the extent there is more
supply available at peak times, the market price (Hourly Ontario Energy Price, or
HOEP) will decline, to the benefit of Ontario consumers.
With respect to SEC’s proposed alternative, OPG responded that the use of a three
year average for purposes of establishing a revenue offset is inconsistent with the
evidence that these transactions are difficult to forecast and are expected to decline.
Board Findings
The Board agrees with intervenors that the analogy of transactional services in the
natural gas industry is appropriate in the context of SMO and WT transactions. In both
cases, the assets are part of the regulated business and customers pay all of the costs
associated with operating these assets. OPG has an obligation to manage these
regulated assets in an efficient manner, and if there are market opportunities available
to offset costs, then the benefits of those transactions are appropriately shared with
customers. It is also appropriate for OPG to have an incentive to optimize these
revenues. The Board concludes that it is appropriate to incorporate a forecast of the net
revenues from SMO and WT into the test period revenue requirement and to allow OPG
to retain any incremental revenues during the test period. The Board concludes that
this will provide a strong incentive to the company to pursue these transactions and will
ensure that customers receive a benefit from the transactions as well.
The Board must establish the appropriate forecast to be included. The Board accepts
OPG’s position that it is difficult to forecast market driven activities, but concludes that a
forecast of zero does not accord with the historical evidence. OPG has claimed that
these transactions are likely to decline because of various developments. With respect
to SMO transactions, the Board notes that only Phase 1 of the Ontario-Quebec
interconnection is forecast to be in-service during the test period. With respect to WT,
OPG’s claim that WT activity will decline with completion of the Niagara Tunnel Project
is not relevant since the project will not be completed during the test period.
OPG also argued that an enhanced incentive is required as these transactions compete
for trading resources within OPG’s unregulated trading business. However, the fact that
the trading staff is also undertaking unregulated trading activities does not diminish
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OPG’s obligation to manage the regulated assets efficiently and for customers to share
in those benefits. Incorporating a forecast into the revenue requirement determination
will provide a positive incentive to pursue these transactions.
The Board concludes that an appropriate approach will be to include the average net
revenues over the last three years into the forecast as a revenue offset in each year of
the test period. In the case of SMO, the offset will be $6.6 million; for WT, the offset will
be $6.9 million. (These amounts are for 2009; the amount for test period portion of
2008 will be 75% of that amount.) Any incremental revenues will accrue to OPG. This
also simplifies the regulatory structure by eliminating the need for deferral accounts.
OPG has also argued that these transactions benefit customers generally through a
beneficial impact on market prices. The Board finds that these benefits are too
speculative to be taken into account in the determination of an appropriate sharing
mechanism.

3.4.3 Congestion Management Settlement Credit (“CMSC”) Payments
Under the IESO market rules, the IESO dispatches wholesale electricity generating
facilities using its dispatch scheduling optimizer which determines process and
schedules. Two schedules are run, one assuming no transmission or other constraints
in the system and the other which considers known constraints, and which is actually
used to dispatch. A Congestion Management Settlement Credit (CMSC) is paid to any
market participant in compensation for either being constrained on (operating when not
economically justified) or constrained off (not operating when economically justified).
CMSC payments for OPG’s regulated assets have ranged between $7.7 million and
$12.6 million over the last three years.
OPG submitted that CMSC payments are different from SMO and WT revenues
because “CMSC payments are not incremental revenues but rather an offset to lost
production/revenue and increased costs.” 23 OPG explained that most CMSC payments
arise from constrained off situations that can result in wasted or inefficient use of water
because dispatch is below the level of maximum efficiency. Similarly, constrained on
situations can result in use of the generating units above the level of maximum
efficiency or inefficient use of the Beck Pump Generation Station. OPG proposed to
23

OPG Argument in Chief, p. 75.
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retain all of the CMSC payments, arguing that to do otherwise would prevent it from
recovering its losses associated with constrained off or constrained on situations.
AMPCO submitted that OPG had failed to demonstrate that CMSC revenues are totally
absorbed by the incremental costs and therefore recommended that the revenues be
shared 50/50 net of incremental costs. Similarly, SEC submitted that OPG had
provided no evidence to support its claim that the CMSC revenues equal the
incremental unforecast costs. SEC submitted that these revenues should be treated as
a revenue offset because the costs are likely included in OPG’s forecasts.
OPG responded:
CMSCs are intended to keep market participants whole, up to the operating profit
they would have otherwise received, had they not been constrained-on or off by
system conditions beyond their control. 24

OPG quoted from an IESO presentation in support of this characterization. OPG
maintained that if it is not able to retain the payments it will have no way to recoup the
losses it would otherwise experience. OPG maintained that it would be too complex to
quantify the incremental costs associated with constraint situations, but maintained that
the payments, over a year, are a reasonable approximation of the impact on OPG’s
revenue. OPG noted that these payments are also subject to IESO review.
Board Findings
The Board will accept OPG’s proposal. The losses which OPG incurs in constrained on
and constrained off situations are mostly related to opportunity costs – the reduced
production or less efficient production which results in lost revenues. The Board
accepts OPG’s evidence that the CMSC payments are designed to compensate for
these losses – losses which are not otherwise incorporated into the revenue
requirement. The Board will therefore not establish a deferral and variance account for
this item.

3.5 Design of Payment Amount
Under the existing payment design, OPG receives $33/MWh for the first 1,900 MWh of
output in any hour. Any production beyond the level of 1,900 MWh receives the market
24

OPG Reply Argument, p. 107.
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price. The objective of the incentive scheme is to provide OPG with an incentive to
produce peaking supply in response to demand. The expectation is that this will benefit
consumers by having a peaking resource available to improve system reliability and
temper market prices through increased supply. OPG explained that this peaking
capability is primarily available through the Beck complex, although there is also some
capability at R.H. Saunders and DeCew.
OPG’s evidence is that there have been situations when the current mechanism did not
provide the right market signal to OPG because decision making is driven by the
opportunity cost associated with the regulated price, rather than being driven by the
market price in the off peak period. For this reason, OPG has proposed a new incentive
mechanism. The formula for the proposed payment structure is as follows:

∑t [MWavg * RegRate + (MW(t) – MWavg) * MCP(t)]
Where:
MWavg = hourly volume or the actual average hourly net energy production
over the month
RegRate = the regulated rate ($/MW) for the regulated hydroelectricity
facilities
MW(t) =

net energy production supplied into the IESO market for each hour of
the month

MCP(t) =

market clearing price for each hour of the month

Under the proposed mechanism, for production greater than the threshold level OPG
will receive the market price, and for production which is less than the hourly threshold
OPG will notionally pay the market price for the production shortfall. The threshold will
not be set at a fixed pre-determined level; the threshold will be the actual average
hourly production during the month. OPG submitted that the incremental revenues
associated with the proposed mechanism (revenues over the regulated payment level)
will be significantly less than under the current scheme and that the proposed
mechanism results in better operational drivers because decision making is driven by
market signals and not the regulated rate. OPG concluded that the proposed
mechanism is therefore preferred, but noted that under the mechanism OPG is exposed
to greater financial risk because it must notionally purchase any production shortfall.
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OPG estimated (using market simulation modelling) that the result of this production
displacing more expensive generation would reduce the hourly market price by between
$.40/MWh and $1.20/MWh, with annual estimated savings for consumers of between
$80m and $270m. OPG submitted that in relation to the level of benefit to consumers,
the incremental benefit to OPG (revenues in excess of the revenue requirement), which
is estimated at between $5 million and $19 million, is reasonable. OPG submitted:
The proposed mechanism provides the correct signals for peaking operations
since it drives the decision to pump on the spread between forecast on-peak and
off-peak prices. 25

Most intervenors expressed dissatisfaction with the proposed mechanism although they
supported the objective of the mechanism and generally agreed with OPG’s evidence
regarding the weaknesses of the current approach. VECC concluded that the proposal
should be adopted but that its operation should be tracked in a deferral account for
future disposition. Energy Probe and AMPCO each submitted that the proposed
mechanism should be modified. SEC submitted that the current mechanism should be
continued.
In Energy Probe’s view, the proposed structure is flawed because the threshold is set at
the end of the month and applied retroactively. This approach results in a perverse
incentive to over-use the Sir Adam Beck Pump Generating Station (“PGS”) because all
pumping will lower the actual monthly average rate of generation at Sir Adam Beck
thereby lowering the threshold for that month; this may happen when it is contrary to the
interests of the grid and consumers. Energy Probe submitted that although OPG
attempted to minimize the impact of this flaw, the scenario explored in the undertaking
was simplified and unrealistic, and if the PGS were used throughout the month, the
impact would be multiplied by 30. Energy Probe suggested that the unintended benefit
could run to $4 million to $5 million per year.
AMPCO submitted that the treatment of PGS volumes resulted in double counting which
should be corrected:
…pumping has the effect of decreasing the average monthly volume used to set
the incentive mechanism threshold. Since, ceteris paribus, a lower threshold
translates into a higher monthly average realized price for OPG than a higher
threshold, the incentive for OPG to pump at the PGS is greater than indicated by
25

OPG Reply Argument, p. 130.
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the expected differential in market prices between peak and off-peak demand
periods. 26

OPG responded that these concerns were unfounded:
The decision to pump is based solely on the price differential between the peak
and off-peak prices at a point in time, less the associated costs. It is not based
on any plan to lower the average hourly volume. 27

OPG acknowledged that pumping will reduce the average hourly volume, but noted that
the benefits to consumers from increased pumping (in terms of lower peak prices) far
exceed any benefit to OPG. OPG also maintained that the concern regarding potential
for gaming was baseless once elements of reality were included. For example, OPG
would not be able to run the PGS continuously for physical reasons.
VECC also expressed concern that the structure of the proposal could give rise to
unintended consequences including raising off-peak market prices or providing OPG a
bonus even if the regulated rate exceeds the average market price for the month.
A number of intervenors took the position that the perceived flaws in the methodology
could be addressed by modifying the threshold. SEC submitted that the threshold
should be set exogenously:
Because the production target that triggers the incentive is OPG’s own average
monthly production, OPG is being rewarded simply for exceeding its own
average production on a particular day, and not for exceeding a production target
that is exogenously determined to meet peak production requirements. 28

Energy Probe proposed two alternative approaches. One would be to set the threshold
externally, for example using the average hourly production for the same month in the
previous three years.
OPG responded that there are two benefits to setting the threshold on the basis of
actual production: it is rooted in reality and it allows for a higher volume at the regulated
rate than would a predetermined volume because a predetermined volume would need

26

AMPCO Argument, p. 49.

27

OPG Reply Argument, p. 132.

28

SEC Argument, p. 57.

Decision with Reasons
November 3, 2008

53

EB-2007-0905
ONTARIO POWER GENERATION INC.

to incorporate a risk premium. OPG submitted that setting a higher pre-determined
threshold would be inappropriate because it would drive OPG to maximize production:
The objective is not to maximize OPG’s production at the regulated hydroelectric
facilities but to optimize economically efficient production based on market
signals, which represent the value of production at various times. 29

Similarly, OPG opposed setting the threshold based on average historical production.
OPG argued that this alternative has the same flaw as any pre-determined threshold: “it
disconnects the threshold from the actual water available to the regulated facilities.” 30
Energy Probe’s other alternative would be to use OPG’s proposed threshold, but to net
out the effect of OPG’s pumping at PGS on the threshold. Similarly, AMPCO proposed
that 54MWh be added to the monthly total for every 100 MWh used for pumping. (This
reflects that, on average, 46 MWh is generated for every 100 MWh of energy used for
pumping.) In OPG’s view, adjusting the hourly volume by adding pump energy losses
(AMPCO’s approach) is punitive because it is higher than what OPG has actually
achieved in a given month. OPG submitted that setting an unreasonably high threshold
is unwarranted given the significant consumer benefits to be achieved.
AMPCO also submitted that all SMO production should be included in the calculation of
the monthly average production. Energy Probe submitted that a perverse incentive may
exist in relation to the SMO and urged the Board to extend its preferred solution to the
SMO activities as well. OPG responded that the SMO volumes are already included in
the hourly volume (the threshold) but not in the actual net energy production (the
amount compared against the threshold for settlement purposes).
Board staff questioned whether an independent evaluation or regular reporting of the
impact and results might be warranted. AMPCO supported Board staff’s suggestion that
there be an independent review of the mechanism at the next case. OPG responded
that while it supported a future review of the mechanism it would not be necessary or
feasible to conduct an independent review in time for the next filing. OPG proposed to
file its own review of the incentive’s effects on its operating decisions as part of its next
application.

29

OPG Reply Argument, p. 131.

30

Ibid., p. 132.
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Board Findings
The Board will accept OPG’s proposed incentive mechanism. The Board finds that the
structure of the proposed mechanism is an improvement on the current mechanism as it
leads to decision making based on the comparison of market prices, rather than on a
comparison between the market price and regulated payment.
The Board also agrees with OPG that adopting a pre-determined threshold is not a
preferred approach because the objective is not to maximize production but to optimize
economically efficient production based on market signals. A number of the intervenors
expressed concern with the potential for gaming opportunities under the new structure,
particularly as a result of the threshold being determined after the fact. The Board
concludes that these concerns are overstated. The opportunities to manipulate the
average hourly production for the month are effectively limited by the physical
operations of the PGS and by the financial risk which OPG faces related to its decision
making. The Board accepts that OPG has an incentive to base pumping decisions on
the forecast spread or risk being unable to recoup pumping costs. The Board would
also note that if additional pumping takes place toward the end of a month, generation
will necessarily take place before further pumping is possible, and this additional
generation will increase production in the associated time period thereby raising the
average production.
The Board will require OPG to present a review of the mechanism at the next
proceeding, as it has undertaken to do. This review will examine the impact of the
incentive structure on OPG’s operating decisions.

Decision with Reasons
November 3, 2008

55

EB-2007-0905
ONTARIO POWER GENERATION INC.

Decision with Reasons
November 3, 2008

56

EB-2007-0905
ONTARIO POWER GENERATION INC.

4 CORPORATE COSTS
OPG’s Corporate Costs include the costs of centralized support functions such as the
Chief Information Office (“CIO”), Finance, Human Resources, Corporate Affairs, Energy
Markets, Real Estate, Executive Office, Corporate Secretary and Law, and centrally
held costs including Pension and Other Post Employment Benefits, Insurance,
Performance Incentives and IESO Non-Energy Charges. OPG allocates corporate
support and centrally held costs to its regulated businesses using direct assignment,
when specific resources can be linked to a specific business, and any remaining costs
are allocated based on cost drivers. Table 4-1 sets out the amounts allocated to the
regulated hydroelectric and nuclear businesses.
Table 4-1: Summary of OPG Corporate Costs Allocated to Prescribed Facilities
2006

$ millions

2007

2008

2009

Hydro

Nuclear

Hydro

Nuclear

Hydro

Nuclear

Hydro

Nuclear

Support Group

19.5

210.3

21.9

236.6

28.2

263.7

28.8

262.4

Centrally Held

19.1

212.9

16.1

210.2

19.3

193.3

18.0

167.8

Total

38.6

423.2

38.0

446.8

47.5

457.0

46.8

430.2

Source: Ex. F3-1-1, Tables 2 & 3

4.1 Corporate Cost Allocation Methodology
OPG retained R.J. Rudden Associates (“Rudden”) to review and provide a written report
on OPG’s methodology for assigning and allocating Corporate Costs, including the
methodology for allocating common hydroelectric business unit costs between regulated
and unregulated hydroelectric facilities. The Rudden report included a number of
recommendations regarding the need for a formal quarterly review process,
documentation improvements and cost driver standardization. OPG adopted the
recommendations, except the recommendation to implement a standardized template to
document time estimation. In OPG’s view, permitting individual groups to use different
formats suitable for their specific needs was an appropriate approach and meets the
objective of ensuring an appropriate allocation.
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OPG submitted:
...Rudden concluded that OPG’s allocation methodology uses direct allocation
where possible and appropriate allocators where direction [sic] allocation is not
possible; and is consistent with best practices and applicable regulatory
precedents. 31

AMPCO and SEC expressed concern at the level of corporate costs allocated to the
regulated businesses, particularly when compared to the level of costs allocated to the
unregulated businesses. AMPCO noted that the increases between 2005 and 2007 for
the nuclear and regulated hydroelectric costs were 25% and 38% respectively, while the
increase for the unregulated costs was 6.5%.
OPG maintained that it has fully explained the growth in these costs. Whereas the
intervenors have compared costs between 2005 and 2007, OPG argued that a better
comparison would be between 2005 and 2009, to include the test period. Costs
allocated to unregulated operations increase by 17% in that period; total corporate costs
increase by 22%; and costs allocated to nuclear increase by 21%. Costs allocated to
hydroelectric increase by a greater amount, 69%, because of the high levels of capital
spending in the regulated hydroelectric business, especially relative to the capital
spending in the unregulated business. OPG also noted that the overall level of costs
allocated to regulated operations, as a percentage of total corporate costs, has ranged
between 68% and 71% over the period and is under 70% for the test period.
CME argued that the allowance for the corporate cost allocation should be limited to the
2006 level and that the revenue requirement for the test period should be reduced by
$40 million as a result:
We submit that the Rudden Study on which OPG relies only operates to establish
the reasonableness of OPG’s 2006 allocation of corporate costs. Since there is
no independent evidence to justify the increase in the allocations of corporate
costs which OPG seeks to recover in its test year revenue requirement, the
allocated amounts should remain at their 2006 level. 32

OPG responded that Rudden used 2006 data because that was the most recent data
available when the application was filed in November 2007. OPG’s testimony is that the
31

OPG Argument in Chief, p. 83.

32

CME Argument, p. 62.
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methodology has been applied consistently for 2008 and 2009 forecast costs, and that
the auditors have confirmed its application to 2007 costs.
AMPCO submitted that a more comprehensive cost allocation methodology should be in
place to ensure there is no cross-subsidization of the unregulated business:
AMPCO recommends that the Board establish for OPG mandatory requirements
based upon principles that reflect the policies underlying the recently amended
Affiliate Relationship Code for Electricity Transmitters and Distributors.
Specifically OPG should be required to satisfy the same principles with respect to
Transfer Pricing, restrictions on sharing of Confidential Information, and similar
reporting protocols to the Chief Compliance Officer so that transparency can be
achieved to ensure that ratepayers are not subsidizing OPG’s unregulated
business. 33

OPG responded that an affiliate relationship type code would impose costs without
additional benefits. OPG noted that it is a single company without affiliates, and argued
that it has developed a fair and reasonable methodology for allocating common
corporate costs which is consistent with the ARC provisions and has been
independently reviewed.
A number of intervenors proposed further independent evaluation of the corporate cost
allocation. Board staff suggested there should be an external review of the corporate
costs allocated to the prescribed assets, noting the Board’s decision in Enbridge Gas
Distribution’s 2006 rates proceeding which required an independent review of these
costs. VECC also submitted that an external evaluation was warranted given the
significant increase in costs allocated to the regulated operations. While CCC
recognized the Rudden report as an important first step, it submitted that the Board
should direct OPG to undertake an independent study of internal corporate processes to
ensure that services are not duplicated and the processes for review, reporting and
approval are effective.
OPG responded that it will submit an independent evaluation of its corporate cost
allocation methodology, and its use of the methodology in the test period, as part of the
next application. OPG submitted, however, that an independent review of its corporate
processes was not warranted and cited various internal activities it undertakes to ensure
these costs are reasonable.

33

AMPCO Argument, p. 36.
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CCC also recommended that OPG should continue benchmarking all corporate support
and administrative departments. CCC submitted that intervenors should have a role in
establishing the terms of this benchmarking. CCC suggested this approach could
reduce regulatory time and expense. OPG responded that it intends to continue
benchmarking CIO, Finance and Human Resources. However, OPG submitted that it
would be inappropriate for the Board to direct that intervenors be involved in
establishing the terms of benchmarking. In OPG’s view, this is appropriately the
responsibility of OPG. OPG noted that the example of the Enbridge CIS intervenor
involvement followed from a decision in which the Board rejected a proposed 12-year
contract and cited deficiencies in the company’s evidence; in OPG’s view no
comparable circumstance is present in this application which would warrant intervenor
involvement.
Board Findings
The Board will accept the allocation of corporate costs for the test period. The
percentage increase in costs allocated to the nuclear business between 2005 and 2009
is comparable to the overall increase in corporate costs during that period. The
increase in costs allocated to the hydroelectric business is much larger in percentage
terms than the overall increase, but the Board accepts that this increase is related to the
relative size of the Niagara Tunnel Project and its impact on the resulting allocations.
The Board notes that the allocation of total costs to the regulated businesses (in
percentage terms) is in line with historical levels. Intervenors have criticized the
Rudden report on the basis that it used 2006 data. The Board finds that using 2006
data was acceptable in the circumstances, given the timing of the report and the
availability of actual data.
AMPCO has recommended that OPG be subject to requirements similar to the Affiliate
Relationships Code for Electricity Distributors and Transmitters. The Board concludes
that such an approach is not necessary at this time because the provisions of the Code
related to shared corporate services (namely, pricing based on fully allocated costs) are
essentially the same as the approach adopted by OPG for the allocation of corporate
costs. An appropriate cost allocation methodology and independent review can ensure
there is no cross-subsidy between OPG’s regulated and unregulated businesses. The
Board notes that OPG has undertaken to present another independent evaluation of the
corporate cost allocation as part of its next application. The Board accepts this
undertaking and will direct OPG to file such a study.
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The Board expects the next independent review to include an evaluation of the cost
allocation methodology and consideration of the Board’s “3-prong test”. This test was
addressed in the Board’s decision for Enbridge Gas Distribution 2006 rates. 34 That
decision stated:
The 3-prong test was defined in the Board’s Decision in EBRO 493/494 and can
be summarized as follows:
Cost incurrence: Were the corporate centre charges prudently incurred
by, or on behalf of, the companies for the provision of services required
by Ontario ratepayers?
Cost allocation:
Were the corporate centre charges allocated
appropriately to the recipient companies based on the application of cost
drivers/allocation factors supported by principles of cost causality?
Cost/Benefit: Did the benefits to the Company’s Ontario ratepayers equal
or exceed the costs?
The costs must pass all three tests. If a service, or the scope of service, is not
needed by the gas distribution utility, then the cost should not be recovered from
ratepayers. This is so even if the benefits may exceed the costs in question. 35

The Board encourages OPG to continue with its benchmarking activities in the
corporate areas it has identified. While it is often advisable to consult with intervenors
where practicable in these activities, the Board will not require OPG to involve
intervenors in these activities at this time.

4.2 Corporate Costs – Regulatory Affairs
CCC submitted that OPG’s regulatory affairs budget for 2009 should be reduced by
50% because the 2008 budget, which included preparation of studies to support the
application, is not an appropriate baseline for the 2009 budget. CCC stated that a
variance account could be established to capture deviations from budget. SEC noted
the 85% increase in the Corporate Affairs budget between 2006 and 2008, and
submitted that costs for consultants and purchased services for regulatory affairs should
be subject to deferral account treatment because many of these fees are beyond OPG’s
control and the timing of the next rate proceeding is uncertain.
34

EB-2005-0001/EB-2005-0437, Decision with Reasons, February 9, 2006.

35

Ibid., pp. 79-80.
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OPG responded that it will be filing a new application in 2009 and therefore the
regulatory affairs budget is not excessive. OPG submitted that a deferral account is not
required because it would not meet a materiality threshold in the context of OPG’s
operating costs.
Board Findings
The Board will not make any adjustments to the regulatory affairs budget. It is clear that
OPG will be filing another application shortly after this decision is issued. Therefore, the
regulatory affairs costs for 2009 are likely to be of the same magnitude as the budget for
2008. The Board agrees with OPG that a deferral account is not necessary for
regulatory costs. In the context of OPG’s overall situation, these costs are not material.
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5 NUCLEAR WASTE MANAGEMENT AND
DECOMMISSIONING
OPG’s balance sheet includes substantial liabilities for nuclear used fuel management,
nuclear decommissioning, and low- and intermediate-level waste management. At
December 31, 2007, those liabilities totalled almost $10.8 billion. They are projected to
grow to $11.7 billion by the end of 2009.
The regulatory treatment of these liabilities was a major issue in this proceeding. The
nuclear liabilities are relevant to the determination of: the amount of costs with respect
to the Bruce nuclear generating stations (Chapter 6); the balance in the nuclear liability
transitional deferral account (this chapter and Chapter 7); and, rate base and cost of
capital (Chapter 8).
This chapter first provides some factual information and background on OPG’s
obligations for waste management and decommissioning at each of its nuclear facilities,
the arrangements in place to fund those liabilities, and how the company presents them
in its consolidated financial statements. It then summarizes OPG’s proposed treatment
of nuclear liabilities in the calculation of the revenue requirement, the balance in the
Section 5.1 deferral account, and the calculation of Bruce costs. The balance of the
chapter deals with OPG’s rationale for its proposal, the submissions of the other parties,
and the Board’s findings.

5.1 Background
5.1.1 Nuclear liabilities
OPG is legally responsible for the ongoing, long-term management of radioactive waste
from each of its nuclear facilities – Pickering A, Pickering B, Darlington, Bruce A, and
Bruce B. OPG is also responsible for decommissioning the nuclear plants after the
plants are shut down permanently. The Bruce A and Bruce B stations are not prescribed
facilities. They are owned by OPG but have been leased to, and are operated by, Bruce
Power L.P.
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The amounts of OPG’s nuclear waste management and decommissioning liabilities
(collectively the “nuclear liabilities”) are based on the costs OPG expects to incur up to
and beyond the termination of operations and the closure of nuclear facilities. Costs will
be incurred to dismantle, demolish and dispose of facilities and equipment, to remediate
and restore the plant sites, and to manage nuclear used fuel and low- and intermediatelevel waste material.
OPG estimated that the undiscounted amount of future cash outflows for waste
management and station decommissioning at the end of 2007 was $24 billion
(measured in 2007 dollars). The amounts and timing of future cash outflows are based
on significant assumptions and are necessarily subject to considerable uncertainty.
OPG’s current nuclear waste management and decommissioning plan includes cash
flow estimates for decommissioning nuclear stations for approximately 40 years after
station shutdown, and to 2065 for placement of used fuel into a long-term depository
followed by extended monitoring.
OPG measures the nuclear liabilities by discounting the estimated cash flows for the
time value of money. When OPG acquired the generation business of Ontario Hydro on
April 1, 1999 and commenced operations, the nuclear liabilities were less than $6.5
billion, which equalled the expected future cash outflows discounted at 5.75%. 36 By the
end of 2007, the liabilities had grown to $10.8 billion. The principal reasons for the
increase since 1999 are accretion expense (as time passes, the present value of
estimated cash outflows increases) and a material upward revision to estimated future
cash flows that was recognized at the end of 2006.
Table 5-1 is a continuity schedule of nuclear liabilities from the beginning of 2005 to the
end of 2009. For liabilities established before the end of 2006, the discount rate is
5.75%. For liabilities recorded on December 31, 2006, the discount rate is 4.6%, which
was based on bond market conditions at that time.

36

OPG 1999 consolidated financial statements, Note 7.
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Table 5-1: OPG’s Actual and Forecast Nuclear Liabilities
2005

2006

2007

$ millions

Opening balance

$

Accretion
Accrue variable expense
Liabilities settled
Change in cost estimates
Ending balance

8,150

$

8,567

$

10,328

$

2008

2009

Forecast

Forecast

10,781

$

11,207

467

490

575

603

626

34

38

76

48

39

(84)

(153)

(198)

(225)

(193)

-

1,386

-

-

-

$

8,567

$

10,328

$

10,781

$

11,207

$

11,679

$

5,009

$

5,714

$

5,921

$

6,182

$

6,466

By facility:
Pickering/Darlington
Bruce

3,558

4,614

4,860

5,025

5,213

Source : Exhibit J1.5.

At December 31, 2007, total nuclear liabilities of $10,781 million were comprised of a
liability for used fuel management of $5,938 million and a liability for nuclear
decommissioning and low- and intermediate level waste management of $4,843 million.
OPG advised that its nuclear liabilities are substantially higher than the liabilities of
nuclear operators in the United States, which do not directly bear the risk of managing
nuclear fuel waste. In the U.S., the federal government bears the liability for managing
used fuel and collects a per kWh charge from operators.

5.1.2 Funding
At the end of 1999, the year that OPG assumed the nuclear waste management and
decommissioning obligations from Ontario Hydro, the nuclear liabilities were largely
unfunded. There was only $367 million segregated to satisfy the liabilities compared to
total nuclear liabilities of $6,591 million. 37
In 2002, OPG and the Province of Ontario finalized the Ontario Nuclear Funds
Agreement (ONFA). That agreement established two segregated funds – a used fuel
fund and a decommissioning fund – to be held by an independent custodian. The used
fuel fund will be used to fund future costs of long-term nuclear used fuel waste
management. The decommissioning fund will be used to pay for the cost of
37

OPG 1999 consolidated financial statements, Note 7.
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decommissioning the plants and the cost of managing low- and intermediate-level
waste.
The ONFA requires OPG to make quarterly payments to the funds. OPG’s payments
are determined by a Provincially-approved reference plan (Approved Reference Plan)
that sets out the estimated costs to meet OPG’s nuclear waste management and
decommissioning obligations. The ONFA requires OPG to prepare reference plans
when required by law or regulatory bodies, or every five years, whichever is earlier. The
current Approved Reference Plan was approved by the Province in December 2006.
The ONFA also requires OPG to prepare a new or amended reference plan in the event
of a material change, which includes reductions in the remaining operating period for a
nuclear station and any change in circumstances or assumptions that would cause a
change in estimated costs by more than an agreed amount.
Under the ONFA, the Province limits OPG’s financial exposure for used fuel
management with respect to the first 2.23 million used fuel bundles, a threshold that
OPG expects will be reached in 2011. OPG is fully responsible for costs of managing
used fuel bundles in excess of that amount. The Province also guarantees an annual
rate of return of 3.25% above the Ontario Consumer Price Index on the portion of the
used fuel fund related to the first 2.23 million used fuel bundles. Actual returns in excess
of the guaranteed return accrue to the Province, not OPG.
OPG contributed approximately $4.2 billion to the segregated funds during the five
years ended December 31, 2007. 38 The Province made a substantial one-time
contribution to the decommissioning fund in 2003. The decommissioning fund had a fair
value of approximately $5.1 billion at December 31, 2007 and is considered to be
overfunded under the provisions of the ONFA.
At the end of 2007, the fair value of the investments held in the used fuel fund was
approximately $4.2 billion, after deducting $511 million relating to excess earnings that
accrue to the Province. A revised schedule for OPG’s contributions to the used fuel fund
was approved by the Province in March 2008. That schedule shows OPG making
contributions of approximately $2.1 billion to the used fuel fund over the ten-year period
2008 to 2017, with smaller amounts being contributed thereafter.

38

Exhibit J15.11, page 4.
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5.1.3 Financial reporting
For external financial reporting purposes, OPG accounts for its nuclear liabilities in
accordance with the requirements of Section 3110 of the Handbook of the Canadian
Institute of Chartered Accountants (CICA).
Section 3110 defines an asset retirement obligation (ARO) as:
[A] legal obligation associated with the retirement of a tangible long-lived asset
that an entity is required to settle as a result of an existing or enacted law,
statute, ordinance or written or oral contract, or by legal construction of a contract
under the doctrine of promissory estoppel. 39

OPG’s nuclear liabilities meet the definition of an ARO.
Section 3110 requires that an entity recognize the fair value of an ARO as a liability on
its balance sheet in the period in which it is incurred, provided a reasonable estimate of
fair value can be made. The fair value of an ARO is generally calculated by discounting
expected future cash flows, the approach used by OPG.
When an ARO is recognized as a liability, Section 3110 requires that an equal amount
be recorded as an increase in the net book value of the related long-lived assets. The
addition to net book value is referred to as an asset retirement cost (ARC). An ARC is
amortized over the useful life of the assets in the same manner as any other capital cost
related to the asset.
Section 3110 is essentially the same as the United States accounting standard on asset
retirement obligations issued by the Financial Accounting Standards Board (FASB) in
2001.
The net book values of OPG’s nuclear stations include material amounts of unamortized
ARC, as shown in Table 5-2.

39

CICA Handbook Section 3110, “Asset Retirement Obligations,” paragraph .03 (a), issued March 2003.
OPG adopted Section 3110 in 2003 and retroactively applied the new standard to financial statements for
earlier periods.
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Table 5-2: Nuclear ARO and ARC Amounts on OPG’s Balance Sheet
2005

2006

2007

$ millions at December 31

2008

2009

Forecast

Forecast

Pickering and Darlington
Fixed asset net book value

$

2,493

$

2,924

$

2,826

$

2,762

$

2,630

Unamortized ARC in net book value

$

1,013

$

1,435

$

1,301

$

1,181

$

1,061

Unamortized ARC as % of NBV
Nuclear liabilities (ARO)

41%

49%

46%

43%

40%

$

5,009

$

5,714

$

5,921

$

6,182

$

6,466

Fixed asset net book value

$

492

$

1,271

$

1,195

$

1,128

$

1,063

Unamortized ARC in net book value

$

388

$

1,188

$

1,128

$

1,080

$

1,032

Bruce

Unamortized ARC as % of NBV
Nuclear liabilities (ARO)

79%
$

3,558

93%
$

4,614

94%
$

4,860

96%
$

5,025

97%
$

5,213

Sources: Ex. B3-3-1, Tables 1 and 2; Ex. B3-5-1, Tables 1 and 2; Ex. G2-2-1, Table 2; Ex. J1.5; and Ex.
J15.1, Addendum #2.

An entity must recognize period-to-period changes in the ARO liability due to the
passage of time (accretion expense) and due to revisions to the timing or amounts of
the expected future cash flows required to carry out the asset retirement activities.
Accretion expense is a charge against earnings. Increases or decreases in AROs due
to changes in cost estimates are accounted for the same as the initial recognition of an
ARO – they give rise to an equivalent amount of ARC, which is an adjustment to the net
book value of the related long-lived assets.
At the end of 2006, OPG revised its cost estimate for nuclear waste management and
recorded a $1,386 million increase in the nuclear liabilities and a corresponding
increase in the net book values of the nuclear plants ($509 million related to Pickering
and Darlington and $878 million related to the Bruce stations).
In its GAAP income statement, OPG books expenses for accretion, depreciation of
ARC, and variable waste management expenses (this last expense arises because the
nuclear liabilities increase as more nuclear fuel is used each period). OPG also books
the earnings on, and change in fair value of, assets held in the segregated funds. Table
5-3 shows the forecast pre-tax charge in OPG’s income statement due to the nuclear
liabilities and the segregated funds.
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Table 5-3: Forecast GAAP Expense – Nuclear ARO, ARC, Segregated Funds
2008
$ millions, periods ending December 31

2009

nine months

Total

Pickering and Darlington
Depreciation of ARC

$

Nuclear waste variable expense
Accretion expense
Segregated fund earnings
Total - Pickering, Darlington

90

$

120

$

210

16

23

39

251

344

595

(186)

(264)

(450)

$

171

$

223

$

394

$

36

$

48

$

84

Bruce
Depreciation of ARC
Nuclear waste variable expense
Accretion expense
Segregated fund earnings
Total - Bruce

$

19

17

36

201

282

483

(176)

(262)

(438)

80

$

85

$

165

Sources: Ex. H1-1-3, page 2; Ex. J1.5; Ex. J7.2; Ex. 8.1; Ex. J15.1, Addendum #2.

5.2 OPG’s Proposed Treatment of Nuclear Liabilities
Section 6(2)8 of O. Reg. 53/05 requires the Board to ensure that OPG recovers the
“revenue requirement impact of its nuclear decommissioning liabilities arising from the
current approved reference plan”. OPG proposed the following ratemaking approach for
nuclear liabilities related to the prescribed facilities, and the related segregated funds,
for the test period:


Depreciation of the ARC component of the net book value of the prescribed
nuclear plants is included in the test period revenue requirement.



Nuclear waste variable costs for Pickering and Darlington are included in the
revenue requirement as either fuel costs or depreciation.



The rate base for 2008 and 2009 would include the average net book values of
OPG’s Pickering and Darlington nuclear stations. Those net book values include
significant amounts of ARC as shown in Table 5-2 above. OPG proposed
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applying its debt rate and return on equity to the entire rate base, including
unamortized ARC, to determine the revenue requirement.


Accretion expense and the earnings on segregated funds, both of which affect
OPG’s reported income under GAAP, are excluded from the revenue
requirement under OPG’s proposal.

OPG referred to this approach as the “rate base method.”
Section 6(2)9 of O. Reg. 53/05 requires that the Board ensure OPG recovers all of the
costs it incurs with respect to the Bruce Nuclear Generating Stations (“Bruce stations”).
Section 6(2)10 requires that if OPG’s revenues from the lease of the Bruce stations
exceed its costs, the excess shall be applied to reduce the payment amounts for the
Pickering and Darlington facilities. OPG proposed to use the rate base method for
nuclear liabilities to calculate its test period costs of the Bruce stations.
Table 5-4 sets out the amounts OPG proposed to recover during the test period in
respect of nuclear liabilities. The amounts for depreciation of ARC and nuclear waste
variable expenses are the same as the amounts OPG forecasts it will charge to
expense in its financial statements (as shown in Table 5-3). For ratemaking purposes,
OPG proposed to ignore accretion expense and earnings on segregated funds. Instead,
OPG proposed to recover $175 million as a return on the average unamortized ARC of
the Pickering and Darlington facilities ($51 million of deemed interest and a return on
equity of $124 million). OPG also proposed to include a $161 million return on
unamortized ARC in its forecast costs related to the Bruce stations (deemed interest of
$47 million and a return on equity of $114 million).
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Table 5-4: OPG’s Proposed Recoveries Related to Nuclear Liabilities
2008
$ millions, periods ending December 31

2009

nine months

Total

Pickering and Darlington
Depreciation of ARC

$

Nuclear waste variable expense

90

$

120

$

210

16

23

39

Interest

23

28

51

ROE

56

68

124

Cost of capital:

Total - Pickering, Darlington

$

185

$

239

$

424

$

36

$

48

$

84

Bruce
Depreciation of ARC
Nuclear waste variable expense

19

17

36

Interest

20

27

47

ROE

50

64

114

Cost of capital:

Total - Bruce

$

125

$

156

$

281

Source: Ex. H1-1-3, page 2.

The increase in the nuclear liabilities that OPG recorded at the end of 2006 occurred
before the Board assumed responsibility for setting the payment amounts. That
increase is nonetheless relevant to this application because the deferral account
mandated by Section 5.1 of O. Reg. 53/05 requires OPG to record the “revenue
requirement impact” of that increase in the nuclear liabilities for the period up to the date
of the Board’s first order.
OPG proposed to adopt the same rate base method to calculate the balance in the
Section 5.1 deferral account that it proposes to adopt for the test period revenue
requirement for Pickering and Darlington. That treatment, which OPG proposed should
apply to both the increase in 2006 in the Pickering/Darlington nuclear liabilities and the
increase in nuclear liabilities related to the Bruce stations, resulted in OPG recording
$75.4 million as a “return on rate base” in the Section 5.1 deferral account.
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5.3 The Issues and Board Findings
The ratemaking treatment for nuclear liabilities is complex, and it is made more complex
in this case because the issues involve two types of facilities (Pickering and Darlington,
which are prescribed facilities under O. Reg. 53/05, and the Bruce stations, which are
not prescribed facilities) and two time periods (the test period, and the period prior to the
date of the Board’s first order.) Some of the relevant issues and considerations are
common to both time periods and types of facilities while other issues are unique to a
particular time period or type of facility. The Board has chosen to deal with OPG’s
rationale for its proposal, the positions of the parties, and the Board’s findings under
four headings:


Interpretation of O. Reg. 53/05. OPG submitted that the regulation requires the
Board to allow OPG to recover costs related to nuclear liabilities using the rate
base method. Several intervenors disputed that claim and submitted that the
Board has the discretion under the regulation to adopt other methods. Section
5.3.1 below deals with this issue. The Board finds that O. Reg. 53/05 does not
obligate the Board to accept OPG’s use of the rate base method and that the
Board has the discretion to set the revenue requirement using other methods.



Method of recovering the costs of nuclear liabilities of the prescribed facilities.
Section 5.3.2 below reviews the arguments made in favour of and against the
rate base method, and the alternatives suggested by intervenors. This section is
restricted to the test period revenue requirement of the nuclear liabilities of the
prescribed nuclear facilities, Pickering and Darlington. The Board has
determined that OPG’s revenue requirement related to the cost of nuclear
liabilities for the prescribed facilities should not be calculated using the rate base
method. Instead, the Board finds that OPG shall use a method that provides
separate rate base treatment for the amount of unfunded liabilities.



Section 5.1 and 5.2 deferral accounts. Section 5.3.3 below deals with the
question of how the revenue requirement impact of the 2006 change in nuclear
liabilities should be calculated for purposes of the deferral account mandated by
Section 5.1 of the regulation. It also addresses how OPG should calculate entries
into the deferral account mandated by Section 5.2 of O. Reg. 53/05, in the event
OPG records a change in its nuclear liabilities after the date of the Board’s first
order. The Board finds that for each account the revenue requirement impact will
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be calculated using the method that was used to set the revenue requirement
during the period of time which the account covers.


Bruce nuclear liabilities. The issue is whether the costs of nuclear liabilities
related to the Bruce stations, which are not prescribed facilities, should be
calculated in the same manner as the costs related to the prescribed facilities, or
whether a different methodology should be used. This issue is addressed in
Chapter 6 of this decision.

5.3.1 O. Reg. 53/05 and nuclear liabilities
Section 6(1) of the regulation states: “Subject to subsection (2), the Board may establish
the form, methodology, assumptions and calculations used in making an order that
determines payment amounts for the purpose of section 78.1 of the Act.” Nuclear
liabilities are referred to in Section 6(2)8, which requires that: “The Board shall ensure
Ontario Power Generation Inc. recovers the revenue requirement impact of its nuclear
decommissioning liability arising from the current approved reference plan.” The
regulation does not contain definitions of “revenue requirement” or “revenue
requirement impact.”
OPG took the position that the regulation requires the Board to allow OPG to recover
nuclear liability costs using the rate base method. OPG submitted that both:
(i) Section 6(2)5(i) of O. Reg. 53/05, which requires the Board to accept the
amounts of assets and liabilities as set out in OPG’s 2007 audited financial
statements, and

(ii) Section 6(2)6(ii), which states that Section 6(2)5 applies to values relating
to the revenue requirement impact of accounting and tax policy decisions,

make it clear that asset values resulting from accounting policy decisions approved by
OPG’s auditors and OPG’s Board of Directors must be accepted by the Board in making
its first order.
The net book value of nuclear fixed assets set out in OPG’s 2007 audited financial
statements includes material amounts of unamortized ARC (as shown in Table 5-2
above). OPG submitted that those fixed asset amounts must be accepted into rate base
because those amounts appear in the financial statements. OPG claimed that any other
interpretation of Sections 6(2)5 and 6(2)6 would “render them meaningless and totally
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ineffective.” OPG asserted that accepting ARC into rate base but attaching a different
cost of capital to that element of rate base would contravene the clear intention of those
two sections of the regulation.
OPG also submitted that O. Reg. 53/05’s provisions for the deferral accounts authorized
by Sections 5.1 and 5.2 support its view that the test period revenue requirement must
be set using the rate base method. Those deferral accounts capture the “revenue
requirement impact” of certain changes in nuclear liabilities before (Section 5.1) or after
(Section 5.2) the date of the Board’s first order. Section 6(2)7 requires those revenue
requirement impacts to be based on four items as “reflected in” OPG’s financial
statements, including a “return on rate base.” 40 OPG argued that there would be no
meaning to this provision if the regulation did not require the Board to use the rate base
method. OPG argued that it would be capricious and arbitrary to employ one method to
calculate deferral account balances related to changes to nuclear liabilities as a result of
new reference plans (Sections 5.1 and 5.2) and a different method to set the revenue
requirement impact of those changes for the test period (Section 6(2)8).
CCC, CME (supported by AMPCO), SEC, VECC and Board staff disagreed with OPG’s
interpretation of O. Reg. 53/05.
CCC submitted that the regulation does not directly, or by necessary implication, require
the Board to accept the rate base method for the costs of nuclear liabilities. CCC also
submitted that although the Board is required by Section 6(2)5 to accept amounts set
out in OPG’s financial statements, the Board is not required to adopt all of the
accounting and ratemaking assumptions therein.
CME acknowledged that Sections 6(2)5 and 6(2)6 require the Board to accept amounts
set out in OPG’s financial statements. CME submitted, however, that the “revenue
requirement impact” of nuclear liability costs is an item of regulatory policy, not an item
of tax or accounting policy. CME argued that the regulation does not empower OPG and
its auditors to make a regulatory policy determination with respect to the recovery of
costs associated with nuclear liabilities. CME also submitted that if the recovery of the
costs of nuclear liabilities is a matter of accounting policy, and not regulatory policy,
then GAAP provisions relating to expensing of nuclear liability costs should apply. Yet,

40

The four items are: return on rate base; depreciation expense; income and capital taxes; and fuel
expense.
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CME noted, OPG’s rate base method disregards and does not apply GAAP to calculate
the amount of expense related to nuclear liabilities.
SEC urged the Board to reject OPG’s proposition that the inclusion of nuclear liability
costs in the revenue requirement has been predetermined by the regulation. SEC
observed that OPG does not cite any specific provision of O. Reg. 53/05 that directs the
Board to accept the rate base method and noted that “revenue requirement impact” is
not defined in the regulation. SEC submitted that the regulation leaves it to the Board to
determine the revenue requirement related to the cost of nuclear liabilities.
SEC disagreed with OPG’s submission that the reference to “return on rate base” in
Section 6(2)7, which deals with the deferral accounts for changes in nuclear liabilities,
supports a conclusion that the regulation requires OPG’s rate base method. SEC
pointed out that while Section 6(2)7 requires revenue requirement impacts to be based
on four items as reflected in OPG’s audited financial statements, one of which is a
“return on rate base,” OPG’s audited financial statements do not contain any items
called “return” or “rate base.” SEC argued that on a plain reading of Section 6(2)7, no
return on rate base could be permitted as there is no item called “return on rate base” in
the financial statements; a plain reading of the other parts of Section 6(2)7 would lead to
similarly absurd results. 41 For these reasons, SEC submitted that the government, in
enacting the regulation, did not intend Section 6(2)7 to be read literally, and did not
intend that the entire decision-making responsibility for recovering the costs of nuclear
liabilities be granted to OPG’s Board of Directors.
SEC submitted that:
… this Board should not fetter its discretion to determine payment amounts
under s. 78.1 on the basis of an implied direction in s. 6(2)7. The Board should
only decline jurisdiction when its mandate is clearly and expressly circumscribed,
which is not the case here. The alternative is for the Board to implement rate
recovery for nuclear negative salvage on a basis that the Board knows (or at
least suspects) is not just and reasonable, on the theory that the government

41

Of the three remaining items, SEC pointed out that depreciation expense is included in the financial
statements but not normally disaggregated into line items; income and capital taxes are accounted for
differently for regulatory and accounting purposes, and a literal reading of section 6(2)7 would require the
application of conventional deferred tax accounting to the regulatory sphere, a significant and major
change in regulatory process that is unlikely to have been implemented by the government without
express direction; and fuel expense, another of the four items, is not separately set out in the financial
statements. (SEC Argument, paragraph 194.)
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may have indirectly limited the Board’s jurisdiction to do what is right. 42
(emphasis in original)

VECC submitted that whether and how a particular accounting item is included in the
regulatory construct of “rate base” is entirely at the discretion of the Board, and is not
something imposed on the Board by a non-regulatory accounting policy. VECC
acknowledged that although the accounting treatment for an item can provide guidance
in a regulatory context, the method of accounting is not determinative of the appropriate
regulatory treatment.
Board staff submitted that Sections 6(2)5 and 6(2)6, on which OPG relies in its
argument, must be read in conjunction with Section 78.1(4) of the OEB Act 43 and
Section 6(1) of O. Reg. 53/05. Board staff concluded that:
… while the Board must accept the amounts and certain values set out in the
audited financial statements when making its first order, the Board’s discretion in
dealing with matters which are placed in rate base, either through the operation
of the Regulation or as a result of its own determination of the composition of rate
base, remains. Board staff submits that it is open to the Board to determine
whether a different cost of capital should be applied to an element of rate base. 44

In its reply argument, OPG submitted that O. Reg. 53/05 does not confer any jurisdiction
on the Board with respect of the recovery of the cost of nuclear liabilities. OPG asserted
that the regulation merely confirms the continuation of what OPG describes as the
status quo – the use of the rate base method.
OPG argued that the phrase “revenue requirement impact” used in Section 6(2)7 does
not convey total discretion to the Board, as CME and the other intervenors suggest. In
OPG’s view, the role of the Board is quite limited. OPG submitted that the phrase “to the
extent the Board is satisfied that revenue requirement impacts are accurately recorded
in the accounts” in Section 6(2)7:

42

SEC Argument, paragraph 201. “Nuclear negative salvage” is the term that SEC used to describe
nuclear decommissioning liabilities.
43

Section 78.1(4) of the OEB Act states: “The Board shall make an order under this section in
accordance with the rules prescribed by the regulations and may include in the order conditions,
classifications or practices, including rules respecting the calculation of the amount of the payment.”
44

Board Staff Argument, page 14.
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… obligates the OEB to ensure that OPG has accurately calculated the
“revenue requirement impacts” and recorded the correct figures in the deferral
account; it has nothing to do with the methodology that the OEB must follow for
determining the “revenue requirement impacts.” 45

OPG claimed that a conclusion that the Board retains discretion over the composition of
rate base and the return on ARC would make a complete mockery of Sections 6(2)5
and 6(2)6 of the regulation. OPG asked: “If the OEB must accept the ARC as a fixed
asset but is free to assign it a zero cost [a position advocated by some intervenors], how
has the Board “accepted” anything?” 46
OPG claimed that the Province of Ontario knew, when it approved O. Reg. 53/05 in
2005, that the initial payment amounts were set using the rate base method for the
costs of nuclear liabilities. OPG submitted this is an important factor to be considered
when interpreting Sections 6(2)5 to 8 of the regulation. OPG also claimed that the
Province is aware that OPG used the rate base method in preparing this application and
the interpretation of the regulation that it was putting forward, namely, that the regulation
required the Board to ensure OPG recovers nuclear liability costs calculated using the
rate base method. OPG stated: “As the sole shareholder, if OPG’s request was out of
line with the intent of O. Reg. 53/05, it would be reasonable to expect that the Province
would have so advised the company.” 47
Board Findings
The Board does not accept OPG’s position that O. Reg. 53/05 requires the Board to
ensure OPG recovers nuclear liability costs calculated using the rate base method. The
Board finds it has discretion to determine the method that OPG should use to calculate
and so recover the revenue requirement impact of the nuclear liabilities.
Section 6(2)8 of O. Reg. 53/05 obligates the Board to ensure OPG recovers the
revenue requirement impact of its nuclear liabilities. Section 6(1) of O. Reg. 53/05
specifies that the Board “may establish the form, methodology, assumptions and
calculations used in making an order that determines payment amounts.” The only
restriction in Section 6(1) is that a Board order is subject to the provisions of section
6(2). The Board has concluded that none of the provisions of section 6(2) require the
45

OPG Reply Argument, page 127.

46

OPG Reply Argument, page 126.

47

OPG Reply Argument, page 126.
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rate base method be used to calculate the revenue requirement impact referred to in
Section 6(2)8.
The Board reached this conclusion for several reasons.
First, the regulation does not define “revenue requirement impact” and does not state
anywhere that the rate base method must be used to determine the cost of nuclear
liabilities. In its role as economic regulator of electric and natural gas utilities, the Board
has many years of experience in setting the revenue requirements of the entities it
regulates. Determining what items should be included in an entity’s revenue
requirement, and how those items should be measured, is one of the most important
functions of an economic regulator. Had the government intended that the Board
relinquish the jurisdiction to determine how the revenue requirement should be
calculated, it could have included clear and unambiguous language to that effect in the
regulation. It did not do so.
The Board notes that OPG was unable to provide any examples from other North
American jurisdictions of the rate base method being used to calculate the costs of
nuclear liabilities. While the lack of examples does not invalidate the method, it certainly
casts doubt on OPG’s contention that, notwithstanding the lack of any explicit
statement, the government clearly intended that only the rate base method be used.
The Board cannot accept that the government intended to require the Board to accept a
method not known to be used in any other jurisdiction yet did not consider it necessary
to make this requirement explicit in the regulation.
Second, the Board does not agree with OPG’s interpretation of the sections of O. Reg.
53/05 concerning acceptance of amounts in OPG’s 2007 financial statements. OPG
correctly pointed out that Section 6(2)5 of the regulation requires the Board to accept
the net book values of OPG’s fixed assets as set out in its 2007 audited financial
statements. It also noted that those net book values include substantial amounts of
unamortized ARC (as shown in Table 5-2 above). OPG then asserted: “According to O.
Reg. 53/05, the OEB must accept into rate base OPG’s prescribed fixed asset
values.” 48 The Board does not agree that OPG’s conclusion follows from the
requirements of Sections 6(2)5 or 6(2)6.

48

OPG Argument-in-Chief, page 83.
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Section 6(2)5 requires the Board to accept the amounts of certain items as set out in
OPG’s financial statements. In the Board’s view, the purpose of this section was to limit
the extent to which the Board and intervenors could go back in history and question the
impact of OPG’s past accounting decisions on amounts that were determined before the
Board took over the responsibility for setting payment amounts. A requirement to accept
certain amounts is not an instruction as to how the Board should use those amounts in
determining OPG’s revenue requirement. The Board notes that when it is intended that
the Board ensure OPG recover certain amounts, O. Reg. 53/05 is explicit. For example,
Section 6(2)4 obligates the Board to ensure OPG recovers nuclear refurbishment costs.
In contrast, Sections 6(2)5 and 6(2)6 do not require the Board to ensure recovery of any
amounts or to use certain methodologies, and do not circumscribe the Board’s authority
as set out in Section 6(1).
Third, the Board is not persuaded by OPG’s argument that the reference to “return on
rate base” in Section 6(2)7 on nuclear liability deferral accounts supports a conclusion
that O. Reg. 53/05 obligates the Board to accept the rate base method for the cost of
OPG’s nuclear liabilities.
As more fully explained in section 5.3.3 of this decision on nuclear liability deferral
accounts, the Board has concluded that the term “return on rate base” in Section 6(2)7
does not restrict in any way how the Board determines the revenue requirement impacts
under Section 6(2)8. The Board’s interpretation of Sections 5.1, 5.2, and 6(2)7 is that
those sections require that OPG be “kept whole” when its nuclear liabilities increase in
response to a new reference plan. However, contrary to OPG’s interpretation, the Board
finds that those sections do not specify how to calculate the amounts that would keep
OPG whole.
The Board finds that O. Reg. 53/05 does not require the Board to use the rate base
method when determining the revenue requirement impact for purposes of Section
6(2)8.

5.3.2 Recovering the cost of nuclear liabilities related to Pickering and
Darlington
Having found that the Board is not required by O. Reg. 53/05 to accept OPG’s use of
the rate base method for the costs of nuclear liabilities, the Board considered the merits
of various methods, including the rate base method, of recovering the costs.
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In addition to OPG’s rate base method, four other methods of determining the revenue
requirement impact of the nuclear liabilities were discussed during the hearing. Those
methods and OPG’s rate base method are summarized in Table 5-5, which is based on
calculations filed by OPG. The table deals only with the “return on rate base” aspects of
each method. It omits depreciation of unamortized ARC and the other elements of the
revenue requirement proposed by OPG that were not opposed by any party. Table 5-5
includes amounts for both the prescribed assets (Pickering and Darlington) and the
Bruce stations. (The Board did not have all of the information required to separate the
Bruce amounts from the amounts for Pickering and Darlington.) Cost of capital in the
table is based on OPG’s application (a capital structure of 42.5% debt, 57.5% equity;
proposed debt rates of 5.65% in 2008 and 6.47% in 2009; and a return on equity of
10.5%).
In their arguments, some intervenors proposed new approaches or variations on the
methods shown in Table 5-5.
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Table 5-5: Comparison of Methods to Calculate the Revenue Requirement for
Nuclear Liabilities
$ millions

OPG’s Rate
Base Method

CIBC Option 2

Rate base

Average
unamortized
ARC ($2,325
million for 2008
and $2,178
million for
2009)

Rate base per
OPG, less
average
unfunded
nuclear liability
($1,231 million
for 2008 and
$878 million for
2009)

Revenue
requirement

Cost of capital
applied to rate
base

Cost of capital
applied to rate
base. Revenue
requirement
also includes
total forecast
accretion
expense and
total forecast
segregated
fund earnings

Cost of
capital

$334.3

Accretion
expense

Flow-through
Method
Zero

Method 3

Method 3(b)

Same as
OPG’s rate
base method

Same as CIBC
Option 2

Total forecast
accretion
expense, less
total forecast
segregated
fund earnings

Cost of capital
applied to rate
base. Cost of
debt is based
on a blend of
the OPG’s
average
accretion rate
of 5.6% (for
the amount of
the unfunded
liability) and
the forecast
long-term debt
rate (for the
balance of
deemed debt)

Cost of capital
applied to rate
base. The
revenue
requirement for
the unfunded
liability is
based on
OPG’s
average
accretion rate
of 5.6%

$180.9

-

$326.2

$179.3

-

1,074.7

1,074.7

-

100.9

Segregated
fund
earnings

-

(888.1)

(888.1)

-

-

Revenue
requirement

$334.3

$367.5

$186.6

$326.2

$280.2

Sources: Ex. J12.1, Attachment 1; Ex. H1-1-3, page 2; Ex. J7.1
Note 1: Amounts in the table relate to both the prescribed nuclear facilities and the Bruce stations.
Note 2: The amounts in the table are all taken from an OPG-prepared exhibit. The Board notes that the cost of capital amounts
shown for CIBC Option 2 and Method 3(b) are different. Those amounts should be identical, however, given that the rate base for
each method is the same. “CIBC Option 2” is contained in a report written in December 2004 by CIBC World Markets,
commissioned by the government to assist it in determining the current payment amounts.

OPG noted that its total proposed revenue requirement for nuclear waste management
and decommissioning costs (as shown in Table 5-4) would be less than the company’s
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cash flow requirements during the test period (expected contributions to the segregated
funds and nuclear costs funded through operations).
In addition to its argument that the regulation requires the Board to accept use of the
rate base method (see section 5.3.1 above), OPG argued that the Board should
approve the use of the method because it was used by the government when it set the
current payment amounts in 2005, and it is the most appropriate methodology.
OPG referred to a December 2004 report from CIBC World Markets to support its
contention that the rate base method was used to set current payment amounts. That
report provided CIBC’s analysis and advice on the initial regulated payment amounts for
the prescribed assets. CIBC described two methods of dealing with nuclear liabilities.
CIBC’s preferred method, which it submitted followed traditional rate base methodology,
involved recovering the unfunded liability through OPG’s return on assets. CIBC
acknowledged that this method “effectively requires rate payers to fund a higher cost of
capital associated with the unfunded liability than the interest rate used in calculating
the liability pursuant to ONFA.” 49 This method is summarized in Table 5-5 under the
heading “OPG’s Rate Base Method”.
CIBC also described an alternative method that involved removing the unfunded liability
from rate base, which would lower OPG’s return on capital, and collecting interest at the
rate used under the ONFA to calculate the liability. This method is summarized in Table
5-5 under the heading “CIBC Option 2”. According to CIBC, this method would have
lowered the initial payment amounts by $1 per MWh.
OPG acknowledged that the various payments amounts discussed in the CIBC report
are not the same as the payment amounts set by the government effective April 1,
2005. Part of the reason for the difference is that the payment amounts in the CIBC
report were based on a 10 per cent return on equity while the government used a five
per cent rate to set the initial payments. OPG’s evidence was that the CIBC report and
the initial rates were “entirely consistent in every regard, except for their
recommendation on return on equity.” 50 OPG concluded that the government must have
used CIBC’s preferred method, which OPG submitted is the same as its rate base
method, to set the initial payments.
49

CIBC World Markets Inc., Engagement Review of Financial Advisory Services on OPG’s Initial
Regulated Rate and Financial Soundness, December 2004, page 19. [Exhibit L-2-10, Attachment 1]
50

Transcript Volume 1, page 78.
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OPG submitted that the rate base method is “the best and most appropriate method to
recover OPG’s nuclear waste management costs.” 51 The CICA Handbook requires ARC
to be included in the net book value of fixed assets and depreciated like any other
element of asset cost. OPG considered that to be a rational allocation of the costs over
the lives of the related assets. OPG also submitted that no investor would invest in
nuclear generation if no consideration were given to the capital required to finance ARC.
OPG submitted that the rate base method is consistent with traditional regulatory
practice in that it does not require “streaming” of particular costs to particular assets.
OPG noted that the revenue requirement that results from using the rate base method is
not tied to the level or pace of cash contributions to the segregated funds or to fund
earnings. An OPG witness submitted that:
… we feel that any approach that involves nuclear fund earnings is going to
result in volatility of regulatory earnings, as well as increased regulatory burden
associated with scrutiny of those forecasts, and that earnings can be volatile is
certainly illustrated by things that occurred in the early part of this year … 52

CCC, CME (supported by AMPCO), SEC, and VECC objected to OPG’s proposed rate
base method. Other intervenors were silent on the issue.
There were three arguments against OPG’s use of the rate base method that appeared
in various forms in the written submissions of the intervenors. Those arguments are
summarized below, followed by a description of the alternative approaches suggested
by the intervenors.
First, intervenors argued that a rate base return on capital should be allowed only when
capital has been supplied by debt or equity investors. Most intervenors who opposed
OPG’s use of the rate base method submitted that ARC is not funded by debt and
equity and, therefore, none of that amount should attract a return equal to OPG’s
weighted average cost of capital (WACC). (CCC seemed to suggest that some amount

51

OPG Argument-in-Chief, page 82.

52

Transcript Volume 7, page 46. The event in the early part of the year referred to by the OPG witness
was OPG’s recognition of a loss of $51 million on the segregated funds in the first quarter of 2008,
compared to earnings of $91 million in the first quarter of 2007.

Decision with Reasons
November 3, 2008

83

EB-2007-0905
ONTARIO POWER GENERATION INC.

of ARC should attract a return equal to WACC.) SEC’s comment on funding of nuclear
liabilities and ARC is typical:
The use of rate base to calculate the amount of allowable debt (and therefore
interest recovery), and the amount of allowed equity (and return on it),
presupposes that this amount of capital is needed by the utility to operate. That
is, the regulatory methodology used starts from the assumption that the utility
needs to be capitalized by an amount equal to the rate base, through issuing
either debt or equity. That assumption is only correct where the rate base
involves real capital expenditures, actually incurred or needing to be funded.
That is not true in the case of nuclear negative salvage. No money has been
spent, and no capital has been raised through debt or equity. 53

Second, intervenors noted there is no precedent in North America for the use of the rate
base method for ARC, and this was acknowledged by OPG. Neither of the two owners
of other nuclear generation facilities in Canada, Hydro-Québec and New Brunswick
Power, are subject to cost-of-service regulation for nuclear output. With respect to rate
regulated nuclear plants in the United States, OPG’s expert on cost of capital provided
her views on the impact of FASB Statement No. 143, Accounting for Asset Retirement
Obligations, which is virtually identical to CICA Handbook Section 3110. She indicated
that “FASB 143 has not resulted in material changes in regulatory practice with respect
to rate base or capital structure for U.S. utilities with ARCs and AROs.” 54
VECC noted that the U.S. Federal Energy Regulatory Commission (FERC) has not
mandated a single method of dealing with recovery of asset retirement costs. VECC
filed FERC Order No. 631, which deals with accounting and rate filing requirements for
asset retirement obligations, and which states: “The Commission finds that the issue of
whether, and to what extent, a particular asset retirement cost must be recovered
through jurisdictional rates should be addressed on a case-by-case basis in the
individual rate change filed by the public utilities, licensees, and natural gas
companies.” 55
Third, contrary to OPG’s submission, the intervenors took the position that how the
government treated ARC when it set the current payment amounts on April 1, 2005 is
53

SEC Argument, paragraphs 212 and 213.

54

Addendum to Exhibit J1.3, page 4.

55

Federal Energy Regulatory Commission, Docket No. RM02-7-000, Order No. 631, Accounting,
Financial Reporting, and Rate Filing Requirements for Asset Retirement Obligations, April 9, 2003,
paragraph 62. [Exhibit K11.7]
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not relevant in this proceeding and not binding on the Board. CCC submitted that to
imply the ratemaking treatment for 2008 and 2009 must be consistent with the 20052007 interim rates is tantamount to stating that the interim rates established a binding
precedent.
SEC submitted that with respect to ARC, it is not clear what the government took into
account when it set the initial payment amounts. SEC submitted that:
[T]he Board is not in a position to look at how the Legislature’s decision on
nuclear negative salvage was made, the evidence the Legislature considered, or
whether the specific circumstances of that decision are different from the current
situation. 56

SEC argued that the government’s earlier decision should not influence the Board’s
consideration of the issue in this case.
Intervenors recommended alternative approaches to setting the revenue requirement.
CCC agreed that ARC should be included in rate base and that depreciation of that
amount should be an allowable cost. CCC submitted, however, that the Board should
distinguish between the funded and unfunded components of ARC in awarding a return
on rate base. CCC proposed that the unfunded part of rate base would equal the
average unfunded nuclear liabilities during the test period. It was not clear how CCC
would calculate unfunded liabilities. CCC’s argument referred to an OPG exhibit that
showed the forecast average unfunded nuclear liabilities are $1,231 million for the last
nine months of 2008 and $878 million for 2009. Another part of the CCC argument,
however, suggests that unfunded liabilities equal annual average ARC minus average
annual fund contributions. 57
CCC submitted that the shareholder should only earn a return on capital raised to date
and that customers should not pay for a return on capital that has not been raised. CCC
likened unfunded nuclear liabilities to deferred income taxes and submitted that there
should be a zero rate of return on the unfunded part of rate base.
CCC argued that the calculation of the unfunded portion of rate base would not
represent an administrative burden and OPG has overstated the ratemaking difficulties.
56

SEC Argument, paragraph 177.

57

CCC Argument, paragraph 111.

Decision with Reasons
November 3, 2008

85

EB-2007-0905
ONTARIO POWER GENERATION INC.

CCC claimed that customers would be willing to accept the risk that the unfunded
portion of rate base may fluctuate due to conditions in the investment markets in order
to defer the cost of funding to future test years when the funds have been raised.
CME recommended including ARC in rate base for the limited purpose of determining
depreciation, which CME would allow as a recoverable expense. It argued for excluding
ARC from the capital structure for the purposes of determining OPG’s cost of debt and
equity capital. CME recommended that the Board adopt a method CME called “Cost of
Service Supplement to ARC Depreciation.” Under this approach, OPG would be
permitted to recover “the estimated annual amount needed, over and above the ARC
depreciation amount, to produce, at the end of the economic life of the nuclear assets,
the portion of the fund needed to retire and decommission the assets which will not be
funded by ARC depreciation and interest accruals thereon.” 58 CME’s argument
contained calculations to illustrate how its proposed method might work.
CME proposed, as a surrogate for its recommended approach, that OPG be permitted
to recover 4.6% per annum on the unamortized balance of ARC included in rate base
during the test period. 59 CME asserted that the combination of ARC depreciation and
this 4.6% return would “be more than sufficient to produce, at the end of the economic
life of the nuclear assets, the unfunded portion of the total undiscounted liability which
gave rise to ARC.” 60 CME also urged the Board to characterize its determination on
these issues as interim only. It recommended that the Board sponsor, before OPG’s
next application, a consultation on the regulatory treatment of nuclear decommissioning
costs, a process that could consider the results of the National Energy Board’s ongoing
assessment of retirement costs with respect to abandonment of pipelines. 61
AMPCO supported CME’s recommended approach, and also advocated that the Board
undertake further review of the ratemaking treatment of ARC.

58

CME Argument, paragraph 91.

59

CME refers to 4.6% as the “prevailing discount rate.” [CME Argument, paragraph 113] The Board
understands, however, that only a portion of the $10.8 billion ARO liability at December 31, 2007 (being
the $1,386 million increase that was booked at the end of 2006) has been calculated using a 4.6%
discount rate; the balance of the ARO liability has been measured using a 5.75% discount rate.
60

CME Argument, paragraph 97.

61

See National Energy Board Discussion Paper, Land Matters Consultation Initiative, Stream 3: Financial
Issues Related to Pipeline Abandonment, March 2008.
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SEC submitted that the Board has insufficient evidence to determine whether OPG’s
rate base method produces a just and reasonable result. SEC urged the Board to
accept an adjusted rate base method for making its first order under Section 78.1 and to
order a more detailed review of the regulatory treatment of nuclear liabilities before
OPG’s next application. SEC recommended that the Board accept the amount of
depreciation expense proposed by OPG for the test period but that it not award the
return on unamortized ARC that was proposed by OPG. Instead, SEC recommended
that the Board allow a return of 4.6% on average unamortized ARC in rate base. 62
VECC supported granting a return on unamortized ARC that is lower than the weighted
average cost of capital. It advocated a sinking fund approach to recovery of nuclear
liability costs, an approach that was not set out in detail in VECC’s argument. VECC
said one way to implement its sinking fund method would be to adopt the treatment
recommended by CME. VECC did not comment on whether OPG should be allowed to
recover depreciation of ARC.
By recommending that the Board isolate a portion of rate base and attribute a different
return to that component, the intervenors support “streaming” of costs to the particular
assets, a practice opposed by OPG. CCC, CME and VECC submitted that the Board
has the discretion to determine the cost of capital to be applied to any element of rate
base, a position also taken by Board staff. VECC submitted that the two Board
decisions cited by OPG as precedents for not streaming financing costs are not relevant
because they involved relatively small amounts of rate base and because “streaming”
was not at issue in the cases. 63
In its reply argument, OPG stated that most of CME’s assumptions, claimed facts and
calculations in respect of CME’s proposed method had not been put into evidence or
tested in the hearing, and that many of them were wrong. OPG submitted that the Board
should disregard CME’s new calculations of the revenue requirement.
OPG disagreed with the intervenors that cited the normal regulatory practice of
awarding no return on deferred tax balances as support for their recommendation that
62

SEC described its proposed 4.6% rate as “the discount rate used to discount the future liabilities to the
present.” [SEC Argument, paragraph 214] As noted in footnote 12, only a portion of the current ARO
liability (being the $1,386 million increase that was booked at the end of 2006) has been calculated using
a 4.6% discount rate. A higher discount rate applies to the balance of the ARO liability.
63

VECC Argument, paragraph 38. The two Board decisions cited by OPG, in the addendum to Exhibit
J1.3, were: Toronto Hydro (EB-2007-0680) and Centra Gas (EBRO 474).
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there be no return on unamortized ARC. OPG pointed out that deferred taxes are
considered to be a form of no cost capital because customers have already prepaid
taxes through rates. That is not the case for OPG’s nuclear liabilities.
OPG opposed the interim treatment advocated by the intervenors. In OPG’s view, its
proposal on nuclear waste management and decommissioning costs has been clear
since the start of this proceeding. Intervenors have had the opportunity to gather
evidence through the Technical Conference, interrogatories and cross-examination of
OPG witnesses. OPG also asserted that deferring a final decision on the method of
recovering the costs would result in a significant risk for OPG, and would require further
consideration of the cost of capital when the final nuclear waste methodology is
determined.
Board Findings
In the Board’s view, there is no doubt that the cost of nuclear liabilities should be
included in the revenue requirement for the prescribed facilities. Managing nuclear
waste, and decommissioning the plants at the end of their lives, is an integral part of
operating the Pickering and Darlington plants. The issue is not whether such costs
should be recovered by OPG but, rather, how those costs should be measured for
ratemaking purposes.
As noted by OPG and intervenors, there does not appear to be any consistent and
generally accepted treatment of AROs and ARCs in other North American jurisdictions.
The standards governing the financial accounting for AROs are relatively new. The
FASB in the United States issued Statement No. 143 in 2001, and the CICA Handbook
section 3110 in 2003. Whether North American regulators will ultimately modify their
ratemaking approaches to be compatible with the accounting standards is not clear.
Given the newness of the financial accounting standards for AROs, and the apparent
lack of any consensus among regulators about whether to accept a rate base that
includes ARC, the Board is not prepared to accept use of the rate base method in
precisely the form proposed by OPG.
The Board will accept inclusion in the revenue requirement of depreciation expense for
the nuclear plants computed in accordance with GAAP, as proposed by OPG. Under
GAAP, ARC included in the net book value of fixed assets is depreciated like any other
fixed asset cost. It appears as an expense in OPG’s income statement. The Board finds
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that this approach results in a rational allocation of cost. Several intervenors explicitly
supported that approach and no intervenor objected to it.
The more difficult issue is whether OPG should be permitted to recover its cost of
capital on a rate base that includes 100% of unamortized ARC. There was no evidence
provided at this hearing that any regulator has yet permitted the inclusion of ARC in rate
base. Indeed, the policies of FERC in the United States specifically require that:
… all asset retirement obligations related rate base items be removed from
the rate base computation through an adjustment. If the public utility, licensee
or natural gas company is seeking recovery of an asset retirement obligation
in rates, it must also provide a detailed study supporting the amounts
proposed to be collected in rates. 64

Under accounting standards that existed before the release of FASB Statement No. 143
and CICA Handbook Section 3110, it was reasonable to conclude that the original cost
of fixed assets on a regulated entity’s balance sheet had been financed by investorsupplied debt and equity funds. While that remains true for many regulated entities, it
clearly is no longer true for entities that have booked AROs.
When OPG increased its nuclear liabilities by $1,386 million at the end of 2006, and
increased its fixed asset book values by the same amount, it did not have to arrange a
debt or equity issue, or invest some of its retained earnings. All that happened was that
OPG posted a journal entry to its general ledger – it debited fixed assets for $1,386
million and credited nuclear liabilities for the same amount.
At some point, the unamortized ARC that is included in fixed assets in effect will be
funded by debt or equity because OPG is obligated by ONFA to make cash
contributions to the segregated funds; however, until those contributions occur, the ARC
component of fixed assets has not been funded with capital supplied by investors.
It would be inappropriate, in the Board’s view, to award OPG a rate base-type return on
unamortized ARC when OPG has not had to raise the full amount of ARC as new debt
or equity. In the Board’s view, the rate base method over-compensates OPG when
OPG’s nuclear liabilities are not fully funded. As CIBC noted in its December 2004
report, the rate base method “effectively requires ratepayers to fund a higher cost of
64

FERC Order No. 631, paragraph 62.
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capital associated with the unfunded liability than the interest rate used in calculating
the liability pursuant to ONFA.” 65
The Board finds that OPG should use a variation of Method 3(b) shown in Table 5-5.
The Board will accept the rate base for the prescribed nuclear assets as proposed by
OPG. Rate base shall be calculated using average annual fixed asset balances that are
determined in accordance with GAAP. Those fixed asset balances include unamortized
ARC. The return on rate base, however, will not be as proposed by OPG.
The Board will require that the return on a portion of the rate base be limited to the
average accretion rate on OPG’s nuclear liabilities, which is currently 5.6%. That portion
of rate base that attracts that return will be equal to the lesser of: (i) the forecast amount
of the average unfunded nuclear liabilities related to the Pickering and Darlington
facilities, and (ii) the average unamortized ARC included in the fixed asset balances for
Pickering and Darlington. When the average unfunded nuclear liabilities exceed the
amount of unamortized ARC in fixed assets, then the portion of rate base that attracts
the 5.6% return would be capped at the average amount of unamortized ARC; if the
average unfunded liabilities are forecast to be lower than the average unamortized
ARC, it is appropriate to limit the portion of rate base that attracts the 5.6% return to the
unfunded amount. That approach recognizes that OPG has raised debt (or used its
retained earnings) to fund part of the unamortized ARC.
For the balance of the rate base, the return on capital should be calculated using the
capital structure, debt rate, and return on equity approved by the Board in Chapter 8 of
this decision.
The Board has some, but not all, of the information required to calculate the portion of
rate base that will attract the 5.6% return. OPG’s evidence includes the forecast
amounts of average unamortized ARC in the Pickering and Darlington fixed assets
($1,227 million for 2008 and $1,121 for 2009). Its evidence, however, did not include the
forecast unfunded liability in respect of Pickering and Darlington (the evidence provided
by OPG showed a combined unfunded amount that included amounts related to the
Bruce stations). OPG should provide the amounts of forecast average unfunded
liabilities related to Pickering and Darlington as part of the information supporting the
draft payment order based on this decision.

65

CIBC Report, page 19.
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The Board notes that the method it will require OPG to use to set payment amounts
yields much the same result as Option 2 proposed by CIBC in its December 2004 report
(Option 2). The CIBC report described the Option 2 calculation as follows: “Remove the
unfunded liability from rate base, and instead collect interest as calculated per ONFA on
the unfunded liability explicitly in rates.” 66
The Board agrees with those intervenors who submitted that the cost of capital impact
should be based only on amounts of “funded ARC.” The Board did not accept, however,
the specific methods advocated by the intervenors.
The Board disagrees with CCC’s submission that OPG should earn no return on
unfunded amounts. Clearly, OPG incurs accretion expense (at an average rate of 5.6%)
on its nuclear liabilities whether they are funded or not.
CME advocated its “Cost of Service Supplement to ARC Depreciation” concept as a
model the Board should consider in the future, while VECC advanced a sinking fund
method as the right approach. Neither model was fully developed in the intervenor
arguments. It appeared to the Board that both models would require the Board to
develop an alternative funding schedule in order to calculate the revenue requirement.
The Board questions the utility and practicality of developing alternatives to the funding
schedule set out in the ONFA.
The Board does not adopt the recommendation from intervenors that the Board’s
decision on this issue should be labelled as “interim” or that the Board should launch a
consultation process on the ratemaking aspects of asset retirement obligations. The
Board agrees with OPG that there was ample opportunity in this proceeding for all
parties to explore the issues and alternative treatments. The Board believes the right
forum for dealing with this issue is a hearing on an application from OPG. To the
Board’s knowledge, no other entity it regulates has recorded any material amounts of
AROs. For OPG, the issue is both real and material.

66

CIBC Report, page 19. The calculations provided by OPG at the hearing and summarized in Table 5-5
indicate a different interpretation of Option 2. The calculation of the revenue requirement in Table 5-5
includes forecast accretion expense on OPG’s entire nuclear liability (which was $10.8 billion at the end
of 2007), net of forecast earnings on the segregated funds. By including amounts related to funded
liabilities, that calculation appears to be in conflict with the description of the Option 2 calculation in the
CIBC report, which refers to unfunded liabilities only.
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Before the hearing on OPG’s next payment amounts application is completed, the
National Energy Board, Provincial regulatory bodies, FERC, or other bodies may issue
position or policy papers or release decisions dealing with AROs. If such external
developments occur, OPG, intervenors, and Board staff will have the opportunity in that
hearing to submit evidence and argue for a different approach to AROs.

5.3.3 Section 5.1 and 5.2 deferral accounts
O. Reg. 53/05 was amended in 2007 to require OPG to establish a deferral account to
capture certain amounts related to changes in nuclear liabilities that occurred after April
1, 2005 and before the effective date of the Board’s first order (Section 5.1), and after
the date of the Board’s first order (Section 5.2). O. Reg. 53/05 states:
Nuclear liability deferral account, transition
5.1 (1) Ontario Power Generation Inc. shall establish a deferral account in
connection with section 78.1 of the Act that records for the period up to the
effective date of the Board’s first order under section 78.1 of the Act the revenue
requirement impact of any change in its nuclear decommissioning liability arising
from an approved reference plan, approved after April 1, 2005, as reflected in the
audited financial statements approved by the board of directors of Ontario Power
Generation Inc.
(2) Ontario Power Generation Inc. shall record simple interest on the monthly
opening balance of the account at an annual rate of 6 per cent applied to the
monthly opening balance in the account, compounded annually.
Nuclear liability deferral account
5.2 (1) Ontario Power Generation Inc. shall establish a deferral account in
connection with section 78.1 of the Act that records, on and after the effective
date of the Board’s first order under 78.1 of the Act, the revenue requirement
impact of changes in its total nuclear decommissioning liability between,
(a) the liability arising from the approved reference plan incorporated into the
Board’s most recent order under section 78.1 of the Act; and
(b) the liability arising from the current approved reference plan.
(2) Ontario Power Generation Inc. shall record interest on the balance of the
account as the Board may direct.

On December 31, 2006 OPG recorded an increase of $1,386 million in its nuclear
decommissioning and nuclear waste management liabilities. In accordance with
Canadian GAAP, the increase in the nuclear liabilities was added to the net book value
of the relevant nuclear stations. The net book value of the Bruce stations was increased
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by $878 million (to $1,271 million at the end of 2006), and the net book value of the
Pickering and Darlington stations was increased by $508 million (to $2,454 million at the
end of 2006). 67
OPG’s 2006 financial statements described the basis for the change in the liabilities and
the impact the change would have on OPG’s future financial results:
The determination of the accrual for fixed asset removal and nuclear waste
management costs requires significant assumptions, since these programs run
for many years. As at December 31, 2006, OPG updated the estimates for the
nuclear used fuel management and nuclear decommissioning and low and
intermediate level waste management liabilities. The resulting updated
Reference Plan (“2006 Approved Reference Plan”) was approved by the
Province in accordance with the terms of the ONFA [Ontario Nuclear Funds
agreement]. The increase in cost estimates reflected in the Approved Reference
Plan is mainly due to additional used fuel and waste quantities resulting from
station life extension, recent experience in decommissioning reactors, and
changes in economic indices. The increase is partially offset by the deferral of
some station decommissioning dates.
As a result of the new Reference Plan, OPG will recognize additional expenses
including accretion on the fixed asset removal and waste management liabilities
and depreciation of the carrying value of the related fixed assets. The impact of
these additional expenses will be reduced by the recognition of a regulatory
asset to be recovered through future prices charged to customers, as prescribed
by the amended regulation pursuant to the Electricity Restructuring Act, 2004
(Ontario) … 68

The balance in the Section 5.1 nuclear liability deferral account as at December 21,
2007 was $130.5 million. The components of that balance are shown in Table 5-6.
OPG’s pre-filed evidence included the components shown in the total column but did
not include a breakdown by facility. The figures in the Pickering/Darlington and Bruce
columns in Table 5-6 are estimates based on the oral testimony of an OPG witness.

67

Exhibit J1.5; Exhibit B1-1-1, Table 2; and Exhibit G2-2-1, Table 2.

68

OPG 2006 consolidated financial statements, Note 9.
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Table 5-6: Nuclear Liability Deferral Account, December 31, 2007
Pickering/
Darlington

Bruce

Total

$ millions

Return on rate base

$

Depreciation

27.0

$

48.5

$

75.4

44.7

9.0

53.7

Capital tax

n/a

n/a

3.1

Fuel expense

n/a

n/a

(5.2)

Interest (6%)

n/a

n/a

3.5

Total

$

76.5

$

54.0

$

130.5

Sources: Ex. J1-1-1, page 12, and Transcript Vol. 15, page 86.
n/a - Not available

Section 6(2)7 of O. Reg. 53/05 sets out the maximum recovery period and provides a
list of items on which the account balance is to be based:
7. The Board shall ensure that the balances recorded in the deferral accounts
established under subsections 5.1 (1) and 5.2 (1) are recovered on a straight line
basis over a period not to exceed three years, to the extent that the Board is
satisfied that revenue requirement impacts are accurately recorded in the
accounts, based on the following items, as reflected in the audited financial
statements approved by the board of directors of Ontario Power Generation Inc.,
i. return on rate base,
ii. depreciation expense,
iii. income and capital taxes, and
iv. fuel expense.

OPG has used the rate base method to determine the balance of this deferral account.
The “return on rate base” included in the Section 5.1 deferral account was based on the
average 2007 balance of the incremental ARC added to the net book value of fixed
assets as a result of the increased nuclear liability ($1,359 million), multiplied by a
5.55% return on rate base. The 5.55% return was based on a capital structure of 55%
debt and 45% equity, an interest rate of 6%, and a return on equity of 5%. OPG
indicated that the capital structure and rates are the same as those used by the
Province to set the initial payment amounts.
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Submissions from OPG and intervenors on using the rate base method for the Section
5.1 and 5.2 deferral accounts were essentially the same as their arguments in support
of, or in opposition to, using the rate base method for the prescribed assets for the test
period (see section 5.3.2 above).
As noted in the preceding section of this decision, OPG submitted that the reference in
Section 6(2)7 to “return on rate base” shows that the government intended OPG to use
the rate base method to calculate balances in the Section 5.1 and 5.2 deferral accounts.
OPG argued that:
There would be absolutely no need for, or even meaning to, this provision if it
had not been the LGIC’s [Lieutenant Governor in Council] intention that payment
amounts reflect the revenue requirement impact of the rate base approach to
recovering the cost of OPG’s nuclear waste management obligations. 69

Board staff submitted that Section 6(2)7 of the regulation requires the Board to accept
the amounts in the Section 5.1 deferral account.
CME disagreed with the staff position because it “implies that the Board cannot assess
the appropriateness of the method OPG has used to calculate the amount of the
revenue requirement impact to be recorded in the Deferral Account.” 70 In CME’s view,
the phrase “to the extent that the Board is satisfied that revenue requirement impacts
are accurately recorded” in Section 6(2)7 means that the account balance must be
determined in accordance with a method that the Board has determined is appropriate.
CME argued that no amounts related to the increase in the Bruce nuclear liabilities
should be included in the Section 5.1 deferral account.
SEC’s submissions on the nuclear deferral accounts related mainly to the Section 5.2
account, which relates to changes in nuclear liabilities that occur after the date of the
Board’s first order. As noted in section 5.3.1 above, SEC concluded that the references
to “return on rate base” and the other three items in Section 6(2)7 of the regulation are
problematic because OPG’s audited financial statements either do not contain such
items or because a literal interpretation of the item leads to an absurd result. SEC
submitted that an appropriate interpretation of “return on rate base” as it relates to the
69

OPG Argument-in-Chief, page 84.

70

CME Argument, paragraph 42.
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Section 5.2 deferral account is that it is intended to require OPG to record an amount
reflective of the time value of money.
Board Findings
The two issues with respect to the nuclear liability deferral accounts are: (i) Does the
regulation require OPG to use the rate base method to calculate the balances in the
accounts?, and (ii) Are the deferral accounts solely to record costs of nuclear liabilities
of the prescribed facilities, or should costs related to the Bruce stations also be
included? Reaching answers to these questions required the Board to interpret the
meaning of the term “return on rate base” in Section 6(2)7.
OPG’s position is that the inclusion of the term “return on rate base” in Section 6(2)7
means the LGIC must have intended that OPG use, and the Board adopt, the rate base
method. The Board does not agree with OPG’s position.
On the surface, the instructions in Section 6(2)7 seem to make no sense. The section
contemplates that the amount of “return on rate base” and the amounts of other items
listed in the section are the amounts “as reflected in” OPG’s December 31, 2007
financial statements. As SEC points out, there is no item “return on rate base” in OPG’s
financial statements. Thus, a literal interpretation of Section 6(2)7 would lead to no
recovery whatsoever for amounts in the Section 5.1 deferral account that OPG labels as
“return on rate base”.
Another difficultly in interpreting Section 6(2)7’s reference to “return on rate base” is
that, by definition, the additional ARC that arises when a nuclear liability is increased is
not included in rate base at the time the ARC is recorded. If it were in rate base at that
time, a deferral account would be unnecessary. The additional ARC will not be included
in rate base until the Board resets the payment amounts in a subsequent hearing. Once
again, a literal application of the “return on rate base’ in Section 6(2)7 would lead to a
zero return for OPG because there would be no amount in rate base on which a return
could be calculated.
The Board has adopted an approach to Section 6(2)7 that is consistent with the purpose
of the Section 5.1 and 5.2 deferral accounts. In the Board’s view, the purpose of those
accounts is to capture revenue requirement impacts of certain events that occur after
payment amounts for OPG have been set. The Section 5.1 account was for nuclear
liability increases that occurred after the effective date of the payment amounts set by
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the Province but before the effective date of the Board’s first order. Section 5.2 is for
liability changes that occur after the Board has set payment amounts for a particular
period. It is reasonable to conclude that the intent of the deferral accounts is to ensure
OPG is “kept whole” for the cost consequences of liability increases that were not, and
could not have been, considered when payment amounts were set.
In the Board’s view, the accounts should operate to ensure OPG is in no worse, or
better, a financial position than it would have been had the Province (in the case of the
Section 5.1 account) or the Board (in the case of the Section 5.2 account) been aware
of the future increase in the liabilities at the time it set the payment amounts. Had there
been knowledge of a pending increase in the nuclear liabilities, presumably the
approved revenue requirement would have included some additional revenue to offset
the known costs of liability increases that were going to happen during the test period.
Having concluded that the intent of O. Reg. 53/05 with respect to the deferral accounts
was to ensure OPG is “kept whole,” the Board also concluded that Section 6(2)7 does
not specify any particular method for calculating the amounts that would keep OPG
whole. In the Board’s view, the method that should be used to determine balances in
the deferral accounts should be the same as the method used by the Board (or for the
initial period, the Province) to include the cost of nuclear liabilities built into the existing
payment amounts.
Under this interpretation of Section 6(2)7, what does the phrase “as reflected in the
audited financial statements” mean as it relates to “return on rate base”? In the Board’s
view, that phrase means that, in respect of new liabilities, OPG should be allowed to
record in the deferral account the “return” that it is inherent in the existing payment
amounts that are recognized as revenue in OPG’s financial statements.
To assess the appropriateness of the balance in the Section 5.1 deferral account, it is
necessary determine how the cost of nuclear liabilities was included in the initial
payment amounts. OPG’s evidence was that those payment amounts were determined
by the Province using: the rate base method for both the prescribed assets and the
Bruce stations; a 55% debt-45% equity capital structure; a debt rate of 6%; and, a return
on equity of 5%.
As SEC pointed out, it is not entirely clear how the initial payment amounts were set by
the Province. Based on the evidence in this proceeding, except for the inclusion of the
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Bruce stations, the Board accepts that the Province used the approach described by
OPG. In Chapter 6 of this decision, the Board concludes that the record is less clear as
to whether the Province adopted the rate base method for the Bruce nuclear liabilities
when it set the initial payments.
Notwithstanding the lack of clarity about how the Bruce stations were handled in the
initial payment amounts, the Board approves the balance in the Section 5.1 deferral
account, including the accrual of a 5.55% return on the incremental unamortized ARC
related to Pickering, Darlington and Bruce nuclear stations. The Board notes that 63%
of the increase in nuclear liabilities that occurred at the end of 2006 related to the Bruce
stations. That increase occurred before the amendment of O. Reg. 53/05 to add Section
5.1, so the government presumably would have been aware of the magnitude of the
increase in the Bruce liabilities. If the government intended to restrict the Section 5.1
deferral account to just Pickering and Darlington, and exclude the substantial increase
in the Bruce liabilities, the regulation would have stated that.
As for the Section 5.2 deferral account, the Board is taking a different approach. First,
the account should be restricted to the revenue requirement impact of changes in the
nuclear liabilities for Pickering and Darlington. As discussed in Chapter 6, the Board has
concluded that the terms “revenue requirement” and “return on rate base” are not
applicable to OPG’s unregulated Bruce activities. Second, the “return on rate base”
component should be calculated in accordance with the method outlined in section 5.3.2
of this decision concerning the calculation of the revenue requirement impact of nuclear
liabilities for the test period. This is consistent with the Board’s interpretation of the
regulation that the deferral accounts are intended to keep OPG whole and that entries
to the account should be made using the same regulatory structure as was used to set
the payment amounts. The practical consequence of this approach is that the “return
on rate base” element of the Section 5.2 deferral account will be determined using the
discount rate that OPG used to calculate the new increased liabilities until such time as
OPG begins to fund the additional liability.
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6 BRUCE NUCLEAR STATIONS: OPG’s REVENUES AND
COSTS
OPG owns the Bruce A and Bruce B nuclear generating stations located on the shore of
Lake Huron near Kincardine, Ontario. Currently, six units are operational and the two
other units are being refurbished. When all eight units are operational, the aggregate
capacity of the stations will be over 6,200 MW.
In 2001, OPG leased the stations to Bruce Power L.P., a partnership not related to
OPG. 71 The lease runs until 2018 and Bruce Power has an option to renew the lease for
a further 25 years. Bruce Power operates the stations and supplies energy to the IESOadministered electricity market.
OPG receives lease payments from Bruce Power as well as revenues for providing
engineering and other services to the partnership. OPG retained responsibility for the
decommissioning and nuclear waste management liabilities related to Bruce A and
Bruce B.
The Bruce nuclear generating stations are not prescribed generation facilities under O.
Reg. 53/05. Bruce Power holds a generation license issued by the Board. The Board,
however, has no authority to set or review the terms of the lease between OPG and
Bruce Power and it does not regulate the prices for engineering and other services
provided to Bruce Power by OPG.
Despite the fact that the Bruce nuclear stations are not prescribed generation facilities,
OPG’s revenues and costs related to the Bruce lease were major issues in this
proceeding.
O. Reg. 53/05 requires the Board to include OPG’s revenues and costs for Bruce in the
determination of the payment amounts for the Pickering and Darlington nuclear stations.
OPG forecast net Bruce revenues for the test period of $134.4 million, which OPG
deducted from the nuclear revenue requirement to determine the payment amounts for
Pickering and Darlington. This chapter addresses the question of whether OPG has
71

Bruce Power L.P. is a partnership among Cameco Corporation, TransCanada Corporation, BPC
Generation Infrastructure Trust, a trust established by the Ontario Municipal Employees Retirement
System, the Power Workers’ Union and The Society of Energy Professionals.
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used an appropriate method to calculate the revenues and costs for the test period for
Bruce.
OPG proposed to include certain 2007 costs related to the Bruce nuclear liabilities in the
deferral account established by Section 5.1 of the regulation. That issue is addressed in
Chapter 5 of this decision.
Paragraphs 9 and 10 of Section 6(2) of O. Reg. 53/05 state:
9. The Board shall ensure that Ontario Power Generation Inc. recovers all the
costs it incurs with respect to the Bruce Nuclear Generating Stations.
10. If Ontario Power Generation Inc.’s revenues earned with respect to any
lease of the Bruce Nuclear Generating Stations exceed the costs Ontario Power
Generation Inc. incurs with respect to those Stations, the excess shall be applied
to reduce the amount of the payments required under subsection 78.1 (1) of the
Act with respect to output from the nuclear generation facilities referred to in
paragraphs 3, 4 and 5 of section 2 [Pickering A, Pickering B, and Darlington].

OPG proposed that the test period revenue requirement for Pickering A, Pickering B
and Darlington be reduced by approximately $134 million in respect of net revenues
related to Bruce. OPG’s forecast test period revenues and costs for the Bruce stations
are shown in Table 6-1, together with actual 2007 amounts calculated on a comparable
basis.
Some of the forecast revenues and costs included in OPG’s application in respect of
Bruce were determined in accordance with Canadian GAAP applicable to a nonregulated entity. OPG calculated certain other costs and revenues using other
accounting bases. The significant non-GAAP policies used by OPG were:


OPG used a cash basis of accounting for revenue from the Bruce lease. Had
OPG computed the revenue in accordance with GAAP, the lease revenue for the
test period would have been approximately $30 million more than shown in
OPG’s application.



OPG’s calculation of the net revenues related to Bruce omits both the accretion
expense on the fixed asset removal and nuclear waste management liabilities
related to the Bruce stations and the earnings on the related segregated funds.
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Table 6-1: OPG’s Calculation of Excess Bruce Revenues
2007
Actual

$ millions

2008
Plan

2009
Plan

Revenue:
Lease with Bruce Power

$

Services revenue

252.8

$

257.4

$

263.2

48.1

19.7

12.6

300.9

277.1

275.8

Depreciation

120.6

77.5

66.7

Property tax

13.8

15.2

15.5

2.8

2.6

2.5

Used fuel storage and management

13.3

14.1

14.8

Interest

37.6

28.4

27.6

-

-

-

27.7

70.2

66.1

215.8

208.0

193.2

Total revenue
Costs:

Capital tax

Income tax
Return on equity
Total costs
Revenue less costs

$

85.1

$

69.1

$

9/12's of 2008 net revenue
Offset to test period revenue requirement

82.6
51.8

$

134.4

Sources: Ex. G2-2-1, Tables 1 and 3; Ex. K1-1-1, Tables 1 and 2.



OPG has proposed to use the same “rate base method” to calculate the cost of
the Bruce nuclear liabilities as it proposed to use for the nuclear liabilities of the
prescribed facilities. Under that approach, the net book value of OPG’s fixed
assets related to the Bruce stations was considered to be part of the rate base on
which OPG calculated a return on capital. Table 6-1 shows that OPG has
included a return on equity as a cost of the Bruce lease. That cost would not be
included in an income statement prepared in accordance with GAAP. The return
was calculated using the same deemed capital structure (42.5% debt and 57.5%
equity) and 10.5% ROE that were proposed by OPG for the prescribed facilities.



The interest expense in Table 6-1 has also been calculated using the rate base
method, which results in the inclusion of deemed interest expense, which is
greater than the amount that would be recorded under GAAP.



OPG’s calculation of costs does not include any income tax provision.
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The GAAP approach to calculating OPG’s revenues less costs for the Bruce stations
would result in a substantially higher net revenue amount than would OPG’s proposed
approach. The pre-tax amounts determined under the two different approaches are
reconciled in Table 6-2.
Table 6-2: Bruce Revenues and Costs: Reconciliation of OPG’s Calculation with GAAP

$ millions

Revenues less costs per OPG (Table 6-1)

2007
Actual
$

2008
Plan

2009
Plan

85.1 $

69.1 $

82.6

Adjust lease revenue to accrual accounting

20.7

20.7

15.5

Eliminate deemed interest expense

37.6

28.4

27.6

Eliminate return on equity

27.7

70.2

66.1

Eliminate deemed capital taxes

2.8

2.6

2.5

Expenses recorded in nuclear deferral account

3.5

-

-

Add:

Earnings on segregated funds

194.2

234.9

262.0

(207.2)

(255.9)

(282.0)

(20.3)

(21.2)

(21.1)

(1.1)

(4.4)

(3.6)

Deduct:
Accretion on nuclear liabilities
Interest on actual debt
Actual capital taxes
GAAP income before tax

$

143.0

$

144.4

$

149.6

Source: Ex. J8.1, page 6.

OPG noted that Section 6(2)9 of O. Reg. 53/05 requires the Board to ensure OPG
recovers “all the costs it incurs” with respect to the Bruce stations. OPG argued that it is
clear that a return on equity in respect of OPG’s investment in the Bruce stations is a
cost incurred by OPG. OPG submitted that Section 6(2)8 of the regulation, which
requires the Board to ensure OPG recovers the revenue requirement impact of its
nuclear decommissioning liability arising from the current approved reference plan, is
not restricted to nuclear liabilities related to the prescribed facilities. Rather, OPG
contends that Section 6(2)8 is of general application and must be applicable to the
Bruce liabilities because those liabilities arise from OPG’s approved reference plan
under ONFA. OPG submitted: “Nothing about the legislative purpose of O. Reg. 53/05
demands excluding Bruce nuclear waste and decommissioning liabilities from the
determination of OPG’s revenue requirement.” 72
72

OPG Reply Argument, page 115.
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OPG claimed that its proposed treatment of Bruce lease costs, including the use of the
rate base method, is the same as that recommended by CIBC World Markets in its
December 2004 report (the “CIBC report”). That report stated:
Based on CIBC World Markets’ analysis and the objectives of the Province
previously stated, we believe that the revenues from the Bruce lease, net of
OPG’s costs for these assets, should be included as part of the regulated rate
base, which has the effect of lowering the regulated rate for OPG’s nuclear
assets. 73

OPG also claimed that its proposed treatment is the same as the treatment used by the
Province to set the existing payment amounts. OPG submitted that the policy issue of
how much of the Bruce lease revenues the government intended to be used to offset
the revenue requirement for Pickering and Darlington is made clear from the
government’s decision to include the Bruce fixed assets in OPG’s rate base during the
interim period. OPG argued that this interim period treatment is “strong evidence that
the cost arising from the ‘rate base’ approach to recovering nuclear waste management
was intended to qualify under Section 6(2)9 of O. Reg. 53/05 as a ‘cost’ which OPG
‘incurs’ with respect to the Bruce stations.” 74
OPG also provided its opinion on what the Province knew, and what the Province
assumed, when it set the current payment amounts:
…it was well known to the Province that the interim rates that it approved for the
2005 to 2008 period reflected costs associated with Bruce A and B nuclear
liabilities. Not only did the province assume that “costs incurred” with respect to
the Bruce facilities included nuclear liabilities associated with the Bruce facilities,
it also assumed, for purposes of interim rates, that the proxy for the recovery of
that cost was the return on the value of the Bruce NGS fixed asset, i.e., the “rate
base method.” … [T]he fact that interim rates employed the rate base method for
the recovery of nuclear liability costs and the fact that the Province was aware,
before the application was made, of what OPG was seeking in this case, while
not binding on the OEB after April 1, 2008, are powerful evidence of surrounding
circumstances, which must be considered in determining the meaning and intent
of sections 6 (2) 7 to 10 of the Regulation. 75

OPG asserted that “common sense” and “common regulatory practice” support a
conclusion that return on equity is a “cost” under Section 6(2)9 of the regulation.
73

CIBC Report, page 20.

74

OPG Argument-in-Chief, page 87.

75

OPG Reply Argument, pages 113 and 114.
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Board staff took the position that Section 6(2)8 of the regulation, which deals with
recovery of the revenue requirement impact of OPG’s nuclear liabilities, is applicable
only to the cost of the nuclear liabilities related to the prescribed nuclear facilities,
Pickering and Darlington. Board staff submitted that the relevant sections of the
regulation with respect to the OPG’s test period costs for Bruce are Sections 6(2)9 and
6(2)5. Staff submitted that it is appropriate for the Board to determine the Bruce costs
incurred and revenues earned by OPG in the test period:
… by giving those terms (“cost” and “revenues”) the meaning they would
ordinarily have in the context of rate-setting applications (including those based
on a cost-of-service application). In other words, the Board should use generally
accepted accounting principles applicable in a rate setting environment to
determine what constitutes a cost with respect to Bruce Facilities. 76

CCC submitted that the Board should exclude a return on Bruce assets when
calculating costs recoverable under Section 6(2)9 of the regulation. CCC contended that
O. Reg. 53/05 does not guarantee OPG a return on the Bruce assets.
CME argued that the only reasonable interpretation of Sections 6(2)9 and 6(2)10 of the
regulation is that “nuclear liability costs attributable to Bruce are only recoverable to the
extent that Bruce costs exceed Bruce revenues.“ 77 CME argued that the total amount of
the “rate base method” elements of OPG’s calculation of Bruce costs – deemed interest
expense, return on equity, and deemed capital taxes – should not be recovered. CME
calculated that by including those items as costs, OPG has understated the excess of
its Bruce revenues over costs for the test period by $171 million.
CME submitted that whether the word “costs” in Sections 6(2)9 and 6(2)10 should be
construed to include a return on Bruce assets is a question for the Board to resolve. In
CME’s view, the Board is not bound by the method used to set initial rates. CME
contended that there is nothing in the regulation that supports OPG’s contention that
“costs” must include a profit or return. It also submitted that OPG’s interpretation of the
regulation would result in OPG earning a guaranteed return on its Bruce investment, a
result CME argued was not intended by O. Reg. 53/05.
VECC adopted CME’s submission on the proper interpretation of the regulation with
respect to the Bruce assets.

76

Board Staff Argument, page 10.

77

CME Argument, page 16.
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In its reply, OPG stated that CME, VECC and Board staff argued that “OPG has no right
to any recovery of the cost of nuclear liabilities, however calculated, with respect to the
Bruce facilities.” 78 OPG submitted that those arguments are based on a “profoundly and
patently unreasonable misinterpretation of the Regulation which, if adopted, would
constitute grounds for reversal on a matter of law”. 79
OPG objected to CME’s submission that nuclear liability costs for the Bruce stations are
only recoverable to the extent that Bruce costs exceed Bruce revenues. OPG submitted
that Sections 6(2)9 and 6(2)10 “can only be read to mean that any credit to the revenue
requirement arising from the Bruce facilities is after recovery of all costs incurred with
respect to those facilities.” 80 (emphasis in original)
Board Findings
The Board agrees with OPG that O. Reg. 53/05 requires the Board to ensure that OPG
recovers all of its costs with respect to Bruce. The language in Section 6(2)9 (“all the
costs it incurs”) is clear and unambiguous.
The Board also finds that costs related to the Bruce nuclear liabilities are costs for the
purposes of Sections 6(2)9 and 6(2)10. As owner of the Bruce stations, OPG has the
obligation to manage nuclear waste and to decommission the plants, and that obligation
gives rise to substantial costs. Although there are different views about how those costs
should be measured, there was no evidence in this proceeding that OPG will not be
incurring costs during the test period in respect to the Bruce nuclear liabilities.
The Board also finds that any reduction in the payment amounts for Pickering and
Darlington pursuant to Section 6(2)10 should take into account the amount of the Bruce
costs required to be recovered under Section 6(2)9. The Board does not agree with
CME’s interpretation that Bruce nuclear liability costs are only recoverable to the extent
that Bruce costs exceed Bruce revenues. As the Board understands CME’s position, no
costs related to the Bruce nuclear liabilities are recoverable by OPG whenever Bruce
revenues exceed Bruce costs. In the Board’s view, Section 6(2)10 does not in any way
limit the Section 6(2)9 requirement that the Board ensure recovery of all costs incurred.

78

OPG Reply Argument, page 112.

79

Ibid.

80

OPG Reply Argument, page 116.
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The remaining issue is determining how the test period revenues and costs related to
the Bruce stations should be measured. As noted earlier in this chapter of the decision,
OPG has computed some test period revenues and costs for Bruce in accordance with
GAAP but, in other cases, has used non-GAAP measures or included items that would
not qualify as costs under GAAP.
In making its determination on how OPG’s Bruce-related revenues and costs should be
calculated for purposes of Sections 6(2)9 and 6(2)10 of the regulation, the Board first
considered why the Province directed that any revenues or expenses related to Bruce
should be included in the calculation of the payment amounts for Pickering and
Darlington. In the Board’s experience, it is unusual to decrease (or increase) rates for a
regulated service by using the profits (or losses) of a separate, unregulated business
that happens to be owned by the same entity.
OPG’s involvement with the Bruce stations is quite different from its involvement with
Pickering and Darlington. For example, the Board (and previously the Province)
regulates the prices for energy production from the prescribed facilities. In contrast, the
lease payments charged by OPG to Bruce Power (and the prices charged for
engineering and other services) are the result of a commercial contract; they are not
regulated by the Board or any other body. In addition, OPG operates the Pickering and
Darlington plants and is responsible for offering the energy produced into the IESO
electricity market. The Bruce plants are operated by Bruce Power, not OPG.
There was very little in the evidence in this hearing that explained why the regulation
requires the Board to consider OPG’s Bruce-related revenues and costs. The Bruce
stations were not identified in the August 2004 draft regulation and consultation paper
that was issued for public comment by the Ministry of Energy. 81 The first references to
using Bruce revenues to reduce the payment amounts for the prescribed facilities
appear to be in the December 2004 CIBC report. The executive summary of that report
states:
OPG’s Regulatory Construct: We took as the starting point for OPG’s
regulatory construct the draft regulation and consultation paper for the initial rates
for OPG’s price regulated plants issued by the Ministry of Energy in August 2004.
Following discussions with officials at the OFA and Energy, and based on its
analysis, we provided several additional recommendations or variances from the
draft consultation regulation and paper, as follows:
81

The draft regulation and consultation paper are reproduced in Appendix J to the CIBC report.
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•

Use as an offset to OPG’s regulated revenue requirement, OPG’s
revenues from the lease of its Bruce assets to Bruce Power, net of OPG’s
costs, which reduces the regulated rate. 82

The CIBC report also notes that: “Whether these OPG assets are included or excluded
under the regulation of OPG is a governmental policy issue rather than one that can be
evaluated from regulatory precedents.” 83
Although not stated explicitly in any document issued by the Province to the Board’s
knowledge, it appears that the inclusion of the Bruce net revenues is essentially a
mitigation measure. This view is supported by testimony of an OPG witness, who
agreed that the inclusion of Bruce revenues and costs in the calculation of the payment
amounts was intended to provide shelter against higher payments on the prescribed
assets. 84
In the Board’s view, the fact that the net revenues related to OPG’s unregulated Bruce
lease are intended to mitigate the payment amounts for Pickering and Darlington does
not lead to a conclusion that the Province must have intended that the Bruce revenues
and costs be calculated as if OPG’s investment in Bruce were subject to regulation.
Further, the Board finds that the Bruce net revenues, as a mitigation measure, do not
form part of OPG’s revenue requirement for the prescribed assets. Rather, the Board
concludes that the regulation requires net revenues be used to reduce the payment
amounts that would otherwise be set based on the revenue requirement for the
prescribed assets. In the Board’s view, “revenue requirement” is a concept that is
applicable only to rate-regulated activities.
OPG advanced two arguments in support of its position that the rate base method
should be used when calculating Bruce test period costs.
First, OPG has submitted that its use of the rate base method to calculate Bruce test
period costs is consistent with the recommendations in the December 2004 CIBC
report.

82

CIBC report, page 2.

83

CIBC World Markets report, page 20.

84

Transcript, Volume 7, page 36.
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It is true, as OPG notes, that page 20 of the CIBC report mentions “regulated rate base”
when it refers to the Bruce stations. The Board is not convinced, however, that those
words refer to OPG’s “rate base method” because the CIBC report uses different, and
inconsistent, terminology when it discusses CIBC’s recommended treatment for the
Bruce lease. For example, the CIBC report refers, in one place, to including “revenues
from the lease of Bruce” in rate base, a concept that is difficult to understand because
assets, not revenues, are included in rate base. 85 The Board also notes that other parts
of the CIBC report that discuss the Bruce lease do not mention rate base at all but refer
simply to using revenues from the Bruce lease as an offset to “OPG’s regulated revenue
requirement” 86 or to including “lease cash flows from Bruce Power.” 87
The CIBC report also states that rate base “reflects a company’s investment in assets
related to its regulated business,” 88 which, in OPG’s case, does not include its
investment in Bruce, an unregulated business.
In short, after reviewing the CIBC report to determine if it recommended the rate base
method for calculating the Bruce test period costs, the Board is of the view that it did
not.
OPG’s second argument was that when the Province set the initial payment amounts for
the prescribed facilities, it deducted net revenues for the Bruce lease that had been
calculated using the rate base method.
Aside from OPG’s claim, no evidence has been filed with this Board that sets out how
the initial payments were calculated by the Province. The Board was unable to
determine what was included in the rate base amount shown in the CIBC report; in any
event, the initial payment amounts struck by the Province were different than the
amounts set out in the CIBC report. The Board notes that a February 23, 2005
presentation on the payment amounts by Ministry of Energy officials indicated only that:
“Earnings from the Bruce Nuclear Lease incorporated [sic] in the setting of the regulated

85

CIBC Report, page 20.

86

CIBC Report, pages 2, 27 and 34.

87

CIBC Report, page 26.

88

CIBC Report, page 10.
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price of nuclear.” 89 The term “earnings” does not suggest any particular basis of
calculation.
The Board also notes that the “rate base” amount included in OPG’s application is
restricted to assets related to the prescribed facilities. No amounts related to the Bruce
stations are included.
The Board concludes that the evidence is unclear as to whether the Province used the
rate base method to calculate the net revenues for the Bruce lease when it set the initial
payment amounts. Even if the rate base method were used to set the initial payments,
however, the Board concludes it is not bound to continue that approach after April 1,
2008.
The Board finds that the appropriate method to calculate OPG’s test period revenues
and costs related to the Bruce stations is to use amounts calculated in accordance with
GAAP. OPG’s investment in Bruce is not rate regulated. In the Board’s view, it would
not be a reasonable interpretation of Sections 6(2)9 and 6(2)10 to find that OPG should
use an accounting method to determine revenues and costs that an unregulated
business would otherwise never use. Had the Province intended the Board to determine
revenues and costs related to Bruce in accordance with principles applicable to a
regulated business, the regulation would have so stated.
OPG proposed to calculate Bruce lease revenue for the test period in accordance with a
policy that would not be acceptable for an unregulated commercial entity. The
company’s rationale for following a cash basis of accounting for lease revenue, rather
than a GAAP basis, is not clear to the Board.
OPG took the position that O. Reg. 53/05 requires the Board to accept OPG’s cash
basis accounting policy for Bruce lease revenue. Section 6(2)5 of the regulation
requires the Board to accept certain amounts that are set out in OPG’s 2007 audited
financial statements, including “OPG’s revenues earned with respect to any lease of the
Bruce Nuclear Generating Stations.” Section 6(2)6 stipulates that section 6(2)5 applies
to “values relating to … the revenue requirement impact of accounting and tax policy
decisions.” OPG claimed that Section 6(2)6 obligates the Board to accept the

89

Ministry of Energy, “Technical Briefing on OPG Pricing Announcement,” February 23, 2005, page 8.
[Exhibit J1.4]
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accounting policy that was used by OPG to record lease revenue in 2007 when the
Board determines OPG’s Bruce lease revenue for the test period.
The Board does not accept that it is required to use the cash basis of accounting to
calculate the test period revenues for the Bruce lease. In the Board’s view, section 6(2)5
obligates the Board to accept the book values of assets and liabilities as at December
31, 2007 and requires the Board to accept the accounting policies that were used to
compute those book values. Bruce lease revenue for the test period, an income
statement amount for a period subsequent to 2007, is clearly not an asset or liability that
is set out in OPG’s 2007 financial statements. Those financial statements show lease
revenue for 2007; the financial statements are not projections or forecasts of future
revenues.
The Board will require that Bruce lease revenue be calculated in accordance with GAAP
for non-regulated businesses. The Board’s rationale is the same as its rationale for
requiring that the cost of the Bruce nuclear liabilities be computed in accordance with
GAAP – it is not reasonable to interpret the regulation to find that OPG can calculate
revenues from an unregulated activity using an accounting policy that an unregulated
company would not be permitted to use.
The Board directs OPG to revise its calculation of the net test period revenues related to
Bruce as follows:
1. The rate base method should not be used to calculate OPG’s costs in respect of
Bruce. That means that “costs” should exclude the return on equity and deemed
interest expense that flow from the rate base method.
2. OPG should base its calculation of costs on GAAP. The costs should include all
items that would be recognized as expenses under GAAP, including accretion
expense on the nuclear liabilities. Forecast earnings on the segregated funds
related to the Bruce liabilities should be included as a reduction of costs.
3. OPG should calculate lease revenue in accordance with GAAP.
4. OPG should include an income tax (PILS) provision, calculated in accordance
with GAAP, in its computation of Bruce costs. OPG proposed to exclude income
taxes on the basis that there are tax loss carry forwards available to the
regulated businesses. As OPG’s Bruce investment is not regulated by the Board,
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the Board sees no basis for omitting a tax provision in the calculation of Bruce
costs.
The net effect of these findings is that any profit (or loss) in respect of OPG’s Bruce
lease, calculated in accordance with GAAP, will increase (or decrease) the payment
amounts for the prescribed assets. Under this approach, the payment amounts for the
prescribed assets are likely to be lower in all cases than the payment amounts
calculated under OPG’s interpretation of O. Reg. 53/05. When OPG earns a profit
(measured in accordance with GAAP) on its Bruce activities, the Board’s approach calls
for all of that profit to be used to reduce the payment amounts for Pickering and
Darlington. OPG’s approach would result in a smaller offset to the payment amounts
because OPG would include a regulated return on its Bruce investment as a cost. If
OPG were to incur a loss on its Bruce activities, which could happen if there are
significant increases in the Bruce nuclear liabilities in the future, that loss would
increase the payment amounts for the prescribed assets under the Board’s approach.
OPG’s approach likely would result in a greater increase to the payment amounts, again
because OPG would include a regulated return on its Bruce investment as a cost.
Under OPG’s approach, as CCC and CME pointed out, electricity consumers would in
effect be guaranteeing that OPG earns a return on its Bruce fixed assets. The Board
has no evidence that supports such an approach, and believes the effect of such an
approach on the nuclear payment amounts would not be reasonable. Under O. Reg.
53/05, electricity consumers, not OPG, are exposed to the risk that they will have to
absorb, through higher payment amounts for the prescribed assets, any losses related
to Bruce in the future. It is, therefore, appropriate that when OPG earns profits on its
Bruce activities that consumers receive the full benefit of those profits, without
deduction of a regulated return as proposed by OPG.
Calculating revenues and costs in accordance with GAAP will result in a higher excess
of Bruce-related revenues over costs for the test period than the $134.4 million
proposed by OPG. The Board estimates that the excess revenues under the GAAP
approach are approximately $175 million (based on the GAAP pre-tax income amounts
in Table 2, adjusted to reflect a 21-month test period, and tax rates of 31.5% in 2008
and 31.0% in 2009 as specified in OPG’s application). The precise amounts will be
determined by OPG and filed with the Board.
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OPG did not apply for a variance account for test period revenues and costs in respect
of the Bruce stations. Section 6(2)9 of the regulation requires the Board to ensure that
OPG recovers all of its costs related to the Bruce stations. In the Board’s view, this
section obligates the Board to ensure OPG recovers its actual, not forecast, costs
related to Bruce. Section 6(2)10 requires that the excess of revenues earned in respect
of the Bruce stations over the costs incurred by OPG should reduce the payment
amounts for the prescribed facilities. In the Board’s view, this section obligates the
Board to ensure that the actual, not forecast, excess of revenues over costs is used to
offset the payment amounts for Pickering and Darlington. Accordingly, the Board directs
OPG to establish a variance account to capture differences between (i) the forecast
costs and revenues related to Bruce that are factored into the test period payment
amounts for Pickering and Darlington, and (ii) OPG’s actual revenues and costs in
respect of Bruce. The cost impact of any changes in nuclear liabilities related to the
Bruce stations should be recorded in this account, not the nuclear liabilities deferral
account required by Section 5.2 of the regulation.
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7 DEFERRAL AND VARIANCE ACCOUNTS
O. Reg. 53/05 authorized OPG to establish several deferral and variance accounts to
record amounts for the period up to the effective date of the Board’s first order under
Section 78.1 of the OEB Act, which will be April 1, 2008. OPG has applied for clearance
of deferral and variance accounts based on December 31, 2007 balances, which are set
out in OPG’s most recent audited financial statements. OPG indicated it will continue to
record amounts in these accounts during the three-month period ending March 31, 2008
and will bring those balances forward for disposition in its next application.
Existing nuclear deferral and variance accounts are addressed in section 7.1. Existing
hydroelectric accounts are covered in section 7.2.
OPG also applied for several new deferral and variance accounts and intervenors also
recommended some new accounts. Proposed new accounts are addressed in section
7.3. The rate to be used to accrue interest on the account balances is covered in
section 7.4.

7.1 Existing Nuclear Accounts
Table 7-1 sets out the nuclear deferral account balances at December 31, 2007. OPG
proposed to recover $128.1 million of the balance during the 21-month test period via a
nuclear rate rider of $1.45 per MWh.
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Table 7-1: Nuclear Deferral and Variance Accounts, December 31, 2007
Amount

Account

Reg. 53/05
Section

$ millions

OPG Proposal

Maximum per Reg.
53/05

183.8

5 (4)

11.75 years

15 years

130.5

5.1

2.75 years

3 years

Nuclear development - New
facilities

11.7

5.3

2.75 years

3 years

Nuclear development - Capacity
refurbishments

16.2

6 (2) 4

2.75 years

n/a

Ancillary services

(1.7)

5 (1) (c)

2.75 years

3 years

1.6

5 (1) (e)

2.75 years

3 years

Pickering A return to service

$

Recovery Period

Nuclear liability

Transmission outages and
restrictions
Total

$

342.1

Sources: Ex. J1-2-1, Table 4; O. Reg. 53/05.

7.1.1 Pickering A return to service (PARTS)
This deferral account records non-capital costs incurred on or after January 1, 2005 that
are associated with the planned return to service of all units at the Pickering A Nuclear
Generating Station. Section 5(4) of O. Reg. 53/05, as amended in 2007, authorized
OPG to include costs related to the Pickering units that OPG determined will not return
to service, being Units 2 and 3. The regulation also permits OPG to include interest on
the balance at an annual rate of 6%.
Section 6(2)3 of the regulation requires the Board to ensure OPG recovers the balance
in this account on a straight-line basis over a period not to exceed 15 years.
OPG recorded non-capital costs in this account totalling $271 million (mostly related to
Pickering A Unit 1). The company commenced amortization of the costs in 2005. The
December 31, 2007 balance of $183.8 million is net of the accumulated amortization
and includes interest.
Section 6(2)(5) of O. Reg. 53/05 requires that, in making its first order under section
78.1 of the OEB Act, the Board shall accept amounts as set out in OPG’s most recently
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audited financial statements, which are as at and for the year ended December 31,
2007. The PARTS deferral account balance is included in those financial statements.
OPG concluded that the long recovery period of 11 years and nine months is
appropriate because the costs were incurred to extend the service life of Pickering A.
Most of the costs related to extending the service life of Unit 1, which OPG estimates
has an “end of life” date of 2021. The proposed recovery during the test period is $27.4
million.
Intervenors and Board staff did not contest the balance in the PARTS account or the
proposed recovery period.
Board Findings
OPG’s evidence was that the balance in the PARTS account has been recorded
accurately. None of the parties in this proceeding objected. The account balance is set
out in OPG’s audited 2007 financial statements and O. Reg. 53/05 requires the Board to
accept that amount.
OPG has proposed a lengthy recovery period on the basis that the account is
associated with a long-term asset, Pickering A, that is expected to generate electricity
over the period to 2021.
The Board does not find this rationale convincing. Although the costs may be
“associated” with the Pickering A return to service project, the fact remains that they are
non-capital costs that, absent the regulation, would not have been capitalized and
amortized under generally accepted accounting principles. In the Board’s view, there is
no compelling rationale for linking recovery of the costs to the service life of Pickering A.
Under OPG’s proposal, the recovery of the balance in the PARTS account during the
test period would be $27 million. This is substantially lower than the test-period recovery
of the nuclear liability deferral account of $83 million, which is being recovered over a
three-year period and is addressed later in this chapter. The Board concludes that it is
appropriate to recover the PARTS account balance over a shorter period than that
proposed by OPG. The Board approves recovery over the period April 1, 2008 to
December 31, 2011.
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7.1.2 Nuclear liability deferral account
O. Reg. 53/05 was amended in 2007 to require OPG to establish a deferral account to
capture certain amounts related to changes in nuclear liabilities that occurred after April
1, 2005 and before the effective date of the Board’s first order. The regulation requires
the Board to ensure that the balance in this account is recovered on a straight-line basis
over a period not to exceed three years. The regulation also requires OPG to accrue
interest on the account balance at an annual rate of 6 per cent.
On December 31, 2006, OPG recorded an increase of $1,386 million in its nuclear
decommissioning and nuclear waste management liabilities. In accordance with
Canadian generally accepted accounting principles, OPG also increased the net book
values of the relevant nuclear stations by an equal amount. The increases in the net
book values at the end of 2006 for these asset retirement costs, or ARC, were $878
million for the Bruce stations and $508 million for the Pickering and Darlington stations.
The balance in the nuclear liability deferral account as at December 31, 2007 was
$130.5 million. The components of the balance are shown in Table 5-6 in Chapter 5.
Chapter 5 of this decision (section 5.3.3) sets out the submissions by OPG and
intervenors, and Board findings, on the two significant issues related to this account
balance: OPG’s use of the rate base method to calculate the account balance, and the
inclusion of costs related to the increase in the Bruce nuclear liabilities. Except for those
two issues, intervenors did not comment on OPG’s calculation of the other components
of the account balance.
Board Findings
In section 5.3.3 of this decision, the Board found that it would accept including in the
deferral account a return of 5.55% on the average unamortized ARC related to the
increase in nuclear liabilities. The Board also found that it would accept the inclusion of
costs related to the increase in the Bruce nuclear liabilities in this account. There were
no questions raised by any party with respect to the entries in the account for
depreciation and the other expenses.
The Board accepts disposition of the balance in this account over the period proposed
by OPG.
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7.1.3 Nuclear development – New facilities
On June 16, 2006, the Minister of Energy directed OPG to begin a federal approvals
process, including an environmental assessment, for new nuclear units at an existing
site. Section 5.3 of O. Reg. 53/05 authorizes a deferral account to record costs incurred
and firm financial commitments made on or after June 13, 2006 in the course of carrying
out these activities, for the period up to the effective date of the Board ‘s first order. The
regulation permits OPG to include interest on the balance at an annual rate of 6%.
The new nuclear facilities deferral account balance is included in OPG’s audited 2007
financial statements. The balance at December 31, 2007 is made up of costs to explore
development of new capacity at the Darlington site plus interest.
Section 6(2)7.1 of the regulation requires the Board to ensure OPG recovers the
balance in this account on a straight-line basis over a period not to exceed three years.
OPG has proposed that recovery take place over two years and nine months, being the
21-month test period plus one additional year.
Intervenors and Board staff did not contest the balance in this account or the proposed
recovery period.
Board Findings
OPG’s evidence was that the balance in this account has been recorded accurately and
no party disputed that. The balance is set out in OPG’s audited 2007 financial
statements. The Board approves recovery of the balance as proposed by OPG.

7.1.4 Nuclear development – Capacity refurbishments
The June 16, 2006 directive from the Minister of Energy on new nuclear facilities also
required OPG to begin feasibility studies on refurbishing its existing nuclear units. The
Minister directed OPG to begin an environmental assessment on the refurbishment of
the four units at Pickering B.
OPG has deferred $16.2 million at December 31, 2007, being non-capital costs related
to exploring refurbishment of Pickering and Darlington. OPG stated that these
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expenditures were not included in forecast information provided to the Province when
the existing payment amounts were set in 2005.
O. Reg. 53/05 does not establish deferral or variance accounts for pre-April 1, 2008
spending on assessing the feasibility of refurbishing Pickering or Darlington. OPG
supported the deferral and recovery of these expenditures by reference to Section 6(2)4
of O. Reg. 53/05, which states:
The Board shall ensure that Ontario Power Generation Inc. recovers capital and
non-capital costs, and firm financial commitments incurred to increase the output
of, refurbish or add operating capacity to a generation facility referred to in
section 2 [the prescribed generation facilities], including, but not limited to,
assessment costs and pre-engineering costs and commitments,
i. if the costs and financial commitments were within the project budgets
approved for that purpose by the board of directors of Ontario Power Generation
Inc. before the making of the Board’s first order under section 78.1 of the Act in
respect of Ontario Power Generation Inc., or
ii. if the costs and financial commitments were not approved by the board of
directors of Ontario Power Generation Inc. before the making of the Board’s first
order under section 78.1 of the Act in respect of Ontario Power Generation Inc., if
the Board is satisfied that the costs were prudently incurred and that the financial
commitments were prudently made.

OPG also submitted that the Board is obligated to approve recovery of the account
because the balance is set out in OPG’s 2007 audited financial statements, and
because the costs incurred were within approved project budgets.
None of the intervenors objected to OPG’s recovery of this balance.
Board Findings
This is the only nuclear deferral or variance account established by OPG that is not
expressly authorized by O. Reg. 53/05.
The Board does not dispute that OPG incurred the costs in response to a directive from
the Minister of Energy or that OPG recorded the costs accurately. The issue is whether
the Board has any authority to approve recovery of out-of-period OM&A expenses
booked in a deferral account that is not expressly authorized by O. Reg. 53/05.
OPG argues that Section 6(2)4 implicitly authorizes a deferral account because that
section requires the Board to ensure OPG recovers costs related to refurbishing nuclear
facilities, including assessment costs and pre-engineering costs and commitments.
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The Board did not set payment amounts for the period April 1, 2005 to March 31, 2008.
Its jurisdiction to set payment amounts, found in section 78.1 and O. Reg. 53/05,
commences with the effective date of the Board’s first order, which is April 1, 2008.
The Board has concluded that Section 6(2)4 can only reasonably be interpreted as
being applicable to refurbishment-related OM&A expenses incurred on or after April 1,
2008. In the Board’s view, had the government intended the Board ensure OPG
recovers pre-April 2008 OM&A expenses for refurbishment activities, O. Reg. 53/05
would have explicitly directed such recovery, as they did with certain pre-April 2008
nuclear activities.
O. Reg. 53/05 requires the Board to ensure OPG recovers three specific pre-April 2008
non-capital costs related to nuclear activities: (i) Section 5(4) established a deferral
account for non-capital costs related to the Pickering A return to service project; (ii)
Section 5.1 authorized a deferral account for costs related to pre-April 2008 changes in
nuclear liabilities; and (iii) Section 5.3 authorized a deferral account for pre-April 1, 2008
costs associated with planning new nuclear generation. In the Board’s view, the fact that
the government chose to direct the Board to ensure recovery of these specific pre-April
2008 non-capital costs supports the reasonableness of its interpretation of Section
6(2)4. In each instance, the government chose clear and explicit language when it
intended the Board to ensure recovery of out-of-period non-capital costs. Absent such
clear and explicit direction, the Board finds no basis on which to grant OPG recovery of
non-capital costs incurred before April 1, 2008.
Additional support for the Board’s interpretation of Section 6(2)4 is found in the most
recent amendment to O. Reg. 53/05. Section 6(2)4.1 was added to the regulation in
February 2008. It requires the Board to ensure that OPG recovers the costs incurred in
the course of planning and preparation for the development of proposed new nuclear
generation facilities. O. Reg. 53/05 uses the same language to direct recovery under
section 6(2)4.1 as it did to direct recovery of refurbishment costs under Section 6(2)4
(“The Board shall ensure Ontario Power Generation Inc. recovers …”).
Logically, OPG’s interpretation of implicit authorization should be equally applicable to
Section 6(2)4.1, that is, the creation of a deferral account to capture the costs directed
to be recovered should be implicitly authorized by Section 6(2)4.1.
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It is notable that when the government added section 6(2)4.1 to O. Reg. 53/05, it also
added Section 5.3, a deferral account to capture the pre-April 2008 costs related to new
nuclear activity. If OPG’s interpretation was correct, the government would not have
needed to do so as the authorization for the Section 5.3 deferral account would have
been implicitly authorized by Section 6(2)4.1. That the government found it necessary
to add Section 5.3 supports the Board’s finding that absent clear and express direction
to the contrary, the Board does not have the jurisdiction to review or order recovery of
pre-April 2008 costs.
For the reasons above, the Board does not approve recovery of the $16.2 million
recorded in this account.

7.1.5 Ancillary services/transmission outages and restrictions
The balances in these two accounts are relatively small and OPG’s evidence is that the
amounts are accurately recorded in accordance with O. Reg. 53/05. None of the
intervenors objected to OPG’s recovery of these balances.
Board Findings
The Board approves recovery of the balances as proposed by OPG.

7.2 Existing Hydroelectric Accounts
The December 31, 2007 hydroelectric deferral and variance account balances are much
smaller than the nuclear balances and are presented in Table 7-2.
Because the net balance is relatively small, OPG did not propose a separate rate rider
for recovery of the hydroelectric accounts. Instead, it proposed to deduct the net credit
balance of $2.8 million from the test period hydroelectric revenue requirement.
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Table 7-2: Hydroelectric Deferral and Variance Accounts, December 31, 2007
Amount

Account

($ millions)

Recovery Period
OPG Proposal

Maximum per Reg.
53/05

6.7

5 (1) (a)

1.75 years

3 years

6.7

5 (1) (c)

1.75 years

3 years

(11.5)

n/a

1.75 years

n/a

Water transactions

(3.0)

n/a

1.75 years

n/a

Interest (6%)

(1.7)

5 (3)

1.75 years

3 years

Water conditions

$

Reg. 53/05
Section

Ancillary services
Segregated mode of operations

Total

$

(2.8)

Sources : Ex. J1-1-1, Table 2; O. Reg. 53/05.

The accounts for segregated mode of operations (SMO) and water transactions are not
required by O. Reg. 53/05. OPG earns revenue from segregating some of the units at
the Saunders plant from the Ontario transmission system and reconnecting them
directly to the Quebec grid. OPG also earns revenue when a portion of its Niagara water
entitlement is used at the New York Power Authority’s generating facilities. The
balances in these deferral accounts are portions of OPG’s net profits from these
activities from April 1, 2005 to December 31, 2007. OPG has voluntarily proposed to
share the profits because the SMO and water transactions were earned through the use
of prescribed generation facilities.
No intervenors took issue with either the balances in the hydroelectric deferral and
variance accounts or OPG’s proposed method of recovery.
Board Findings
The Board accepts the balances in the hydroelectric deferral and variance accounts
required by O. Reg. 53/05 and recovery of those balances over the test period.
As for the SMO and water transaction accounts, the Board concludes there is no basis
for permitting clearance of this account. OPG is proposing to voluntarily share profits
from SMO and water transactions that are not caught by O. Reg. 53/05 and that
occurred before the Board took over regulating OPG’s payment amounts. As noted
earlier in this chapter in section 7.1.4 under “Nuclear development – Capacity
refurbishments,” the Board has concluded that it has no authority under O. Reg. 53/05
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to make determinations on costs incurred or revenues earned by OPG before the
effective date of the Board’s first order unless there is express provision to that effect in
the regulation.
The Board will not take these historical revenues into account when setting the OPG
payment amounts.

7.3 Test Period Deferral and Variance Accounts
7.3.1 Continuation of existing accounts
O. Reg. 53/05 requires OPG to utilize three deferral or variance accounts for periods
after the date of the Board’s first order. Those accounts are:


Pickering A Return to Service deferral account, per O. Reg. 53/05, Section 5(4),



Nuclear liability deferral account, per Section 5.2, and



Nuclear development variance account, per Section 5.4.

In addition, OPG proposed to continue these variance accounts:


Hydroelectric water conditions variance account
This account is to capture the revenue impacts of differences in hydroelectric
electricity production due to differences between forecast and actual water
conditions for the prescribed facilities. OPG indicated this is a continuation of the
account authorized by Section 5(1)(a) of O. Reg. 53/05 for the period up to the
date of the Board’s first order.



Ancillary services variance account
OPG also proposed to continue the ancillary services variance account
authorized by Section 5(1)(c) of O. Reg. 53/05. The account is intended to record
variances between ancillary services revenues from the IESO included in the test
period revenue requirement and the revenues actually realized.



Capacity refurbishment variance account
Section 6(2)4 of O. Reg. 53/05 requires the Board to ensure that OPG recovers
capital and non-capital costs, and firm financial commitments, incurred to
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increase the output of, refurbish or add operating capacity to a prescribed
generation facility. This variance account is intended to capture differences
between forecast amounts of such costs included in the test period revenue
requirement and actual costs incurred.
Intervenors either supported OPG’s request for these accounts or were silent in their
submissions.
Board Findings
The Board authorizes OPG to establish the hydroelectric water conditions and ancillary
services for the test period. As discussed earlier in this chapter, the Board disallowed
the balance in the capacity refurbishment variance account proposed by OPG for the
period before April 1, 2008. In light of the obligation imposed on the Board by Section
6(2)4, the Board accepts that a variance account is required for the period beginning
April 1, 2008 and authorizes OPG to establish the capacity refurbishment variance
account.
O. Reg. 53/05 requires OPG to maintain the PARTS, nuclear liability, and nuclear
development accounts. As discussed in Chapter 5 on nuclear liabilities, the Board finds
that the nuclear liability deferral account required by O. Reg. Section 5.2 should be
restricted to the revenue requirement impact of changes in nuclear liabilities related to
the prescribed nuclear facilities at Pickering and Darlington.

7.3.2 New Accounts Proposed by OPG
OPG requested approval to establish four new variance accounts:


Nuclear fuel expense
This account would capture the difference between the forecast and actual
nuclear fuel expense during the test period. OPG proposed to determine a per
MWh fuel expense based on the forecast fuel expense and production levels in
its application. Entries to the account would be made when OPG’s actual fuel
expense per MWh differs from the forecast.
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SMO, water transactions
This account would hold electricity consumers’ shares of OPG’s revenues from
energy sales when the R.H. Saunders plant is segregated from the Ontario
system, and consumers’ share of revenues from water transactions with the New
York Power Authority.



Pension/OPEB interest
OPG proposed this account to capture the impact of changes in the discount rate
used to determine pension and other post-employment benefit (OPEB) costs.
OPG is required by GAAP to reset the discount rate annually based on the state
of the bond markets. The proposed account would only be cleared when the
accumulated variance in pension and OPEB costs caused by a change in the
discount rate, plus the forecast variance to the end of the bridge year, exceeds
$75 million.
The forecast pension costs for the test period have been calculated using a
discount rate of 5.60%, 90 being the rate used by OPG to calculate the present
value of its pension obligation at the end of 2007. OPG submitted that a change
in discount rate, which is outside OPG’s control, could have a material effect on
pension and OPEB costs. It estimated that a 25 or 50 basis point change in the
discount rate would result in a $50 million or $110 million change in pension and
OPEB costs per year, assuming all other factors affecting the costs remain
unchanged.



Changes in tax rates, rules and assessments
OPG proposed that differences between actual and forecast taxes, due to the
following factors, be recorded in this account: (i) changes to tax laws that govern
the determination of payments in lieu of income taxes, capital taxes, and property
taxes; (ii) legislative or regulatory changes to municipal property tax rates; (iii)
changes in, or disclosure of, new assessing or administrative policies of federal
or provincial tax authorities, or court decisions for other taxpayers that will affect
OPG; and (iv) tax assessments or re-assessments.

OPG also included in its application six potential future accounts that it wanted to “bring
to the Board’s attention the possibility that OPG may apply for a variance account via an

90

Exhibit F3-4-1, page 24.
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accounting order application in the event unforeseen material events/activities occur.”
The Board did not consider the potential accounts as OPG did not apply for the
accounts.
There were no objections by any party to OPG establishing the nuclear fuel expense
and SMO/water transactions variance accounts. Several intervenors did take exception
to OPG’s proposals for the pension/OPEB cost and tax variance accounts.
AMPCO, CCC, CME, SEC and VECC opposed the proposed pension and OPEB
interest variance account. They argued that the Board should take the same approach
for variances in OPG’s pension and OPEB costs as it does for other entities regulated
by the Board. CCC submitted that forecast risk and interest rate risk are fundamental
business risks for a regulated entity, and that shareholders are compensated for such
risks through the deemed capital structure and return on equity.
SEC noted, and OPG agreed, that the discount rate is only one factor that determines
the amount of OPG’s pension and OPEB costs in any year. SEC submitted that
changes in other factors that affect OPG’s pension and OPEB costs could lead to
decreased costs. Allowing the proposed variance account, in SEC’s view, would amount
to single issue ratemaking.
OPG cited four Board decisions on rates for electric utilities in which the Board
approved deferral or variance accounts for pension costs. OPG argued that the
variance accounts for pension costs of Hydro One’s distribution and transmission
businesses provide a greater level of protection than the account sought by OPG.
In response to SEC’s comment that the proposed account would capture the effects of
only one cause of variation in pension and OPEB costs, OPG said it would not oppose
increasing the scope of the account to capture the impact of changes in all factors.
Intervenors generally supported, or were silent on, the need to establish a variance
account for taxes but several parties expressed concerns about OPG’s specific
proposal.
CCC supported the use of the account only for the effect of tax assessments and reassessments related to the period after April 1, 2008, the effective date of the Board’s
first order. CME and SEC submitted that the parameters of the account should be
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compatible with those for the tax deferral account approved for use by electricity
distributors. CME also submitted that the cost consequences of tax re-assessments for
periods before April 1, 2008 should not automatically be recoverable in rates; for such
re-assessments, CME suggests the Board should deal with requests for relief on a
case-by-case basis. VECC also requested that before OPG clears any balances in the
account in respect of re-assessments for past periods, customers should have an
opportunity to explore the circumstances leading to the re-assessment.
OPG objected to CCC’s proposal that the tax variance account be used solely for the
impacts of tax assessments and reassessments for the period after April 1, 2008. OPG
has resolved all issues related to the audit of its 1999 tax return, 91 and indicated it has
incorporated the results of that audit in its estimate of tax losses for the 2005 to 2007
period. Based on the amount of those losses, OPG did not include any tax provision in
test period costs. OPG submitted, however, that the results of audits of 2000 and later
tax years could materially affect the amount of estimated tax losses for 2005 to 2007.
OPG explained its rationale for requesting that the impact of all reassessments be
recorded in the variance account as follows:
OPG is seeking the inclusion of impacts of reassessments for the years prior to
regulation by the OEB because it is voluntarily providing the benefits of the
calculated tax losses from the 2005 to 2007 period. If there is a reassessment
that reduces the actual losses for 2005 to 2007, then OPG would have given
ratepayers a benefit that turns out not to have existed. In this circumstance, OPG
believes it is entirely appropriate to include reassessments in the tax variance
account. 92

Board Findings
Nuclear fuel expense
The Board approves the nuclear fuel expense variance account as proposed by OPG.
91

OPG’s 2008 Second Quarter Report, at pages 24 and 25, stated:
In the third quarter of 2006, OPG received a preliminary communication from the
Provincial Tax Auditors with respect to their initial findings from their audit of OPG’s 1999
taxation year. Many of the issues raised through the audit were unique to OPG and
related either to start-up matters and positions taken on April 1, 1999 upon
commencement of operations, or matters that were not adequately addressed through
the Electricity Act, 1998. In the first quarter of 2008, a number of outstanding tax matters
related to the 1999 tax audit were substantially resolved and as a result, OPG reduced its
income tax liability by $85 million. During the second quarter of 2008, all remaining issues
relating to the 1999 tax audit were resolved resulting in a further reduction of OPG’s
income tax liability of $21 million.

92

OPG Reply Argument, page 147.
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SMO and water transactions
In Chapter 3, the Board determined that revenues from SMO and water transactions
would not be subject to variance account treatment, so there is no need for the Board to
approve the proposed variance account.
Pension interest rate
The Board does not approve the proposed variance account related to changes in the
discount rate used for pensions and OPEBs. The Board acknowledges that changes in
the discount rate are outside OPG’s control but that is true of many elements of OPG’s
proposed revenue requirement.
It has not been the Board’s practice to allow regulated entities to establish variance
accounts for changes in the costs of pensions and other benefits although there have
been a few exceptions, as noted by OPG. The Board does not consider the two Board
decisions on Hydro One’s pension deferral accounts, which were cited by OPG, to be
analogous to OPG’s proposal. Unlike the account OPG has requested, the deferral
account that Hydro One Distribution sought, and was granted, in 2004 was not intended
to capture changes in pension costs that had not occurred but that might arise due to
future changes in economic factors. Rather, the Hydro One Distribution account was
established for known and material increases in pension costs above the amount
included in rates. 93 The other Hydro One pension deferral account referenced by OPG
(an account established in 2007 for Hydro One Transmission) was part of a settlement
agreement accepted by the Board. As the Board has noted on other occasions, specific
elements of settlement agreements have limited precedential value.
In the event that OPG’s actual pension and OPEB costs during the test period are
materially in excess of the amounts included in the revenue requirement, OPG would
have the ability to apply to the Board.
Income and other taxes
The Board approves the variance account to track variations in municipal property
taxes, and variations in payments in lieu of capital taxes, property taxes, and income
taxes. The Board has authorized a tax variance account for electricity distributors
(Account 1592, which deals with tax variances after April 2006 94) that is used to record
93

RP-2004-0180/EB-2004-0270, Decision and Order, July 14, 2004.

94

Account 1592 is described in the Board’s Accounting Procedures Handbook for Electric Distribution
Utilities.
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variations due to changes in tax rates or rules, new assessing or administrative
practices of tax authorities, and tax re-assessments for past periods. The events and
circumstances that give rise to entries into Account 1592 are essentially the same as
those proposed by OPG, except that OPG includes court decisions for other taxpayers
that will affect OPG’s tax position. The Board finds that OPG’s inclusion of variations
due to court decisions for other taxpayers is appropriate.
The Board does not accept CCC’s argument that only variances due to tax reassessments for periods after April 1, 2008 should be permitted. The Board does not
consider it appropriate to make use of the account more restrictive than Account 1592 is
for electricity distributors.
With respect to income taxes, it is necessary to determine what the benchmark should
be for measuring variations due to changes in tax laws and other factors. OPG did not
address this issue in its evidence or argument. This is complicated by the fact that OPG
did not include any provision for income taxes in its proposed revenue requirement on
the basis that there are tax loss carry forwards for regulatory purposes. As set out in
Chapter 9, the Board is uncertain about whether such regulatory tax loss carry forwards
exist and, if they do, whether OPG was required to adopt the approach it took in its
application.
To establish a benchmark to measure variations in taxes during test period, the Board
directs OPG to calculate the income tax provision, before consideration of any tax loss
carry forwards, which would result from the revenue requirement determined in
accordance with this decision. That tax provision will not form part of the test period
revenue requirement but should be used by OPG to calculate any variations in taxes
that it records in the variance account.
The appropriateness and recovery period of any balance in the tax variance account will
be reviewed by the Board when it considers OPG’s next application. The Board notes
that it has commenced a proceeding to deal with the disposition of Account 1562 (the
tax variance account for electricity distributors for periods before May 2006) and that
proceeding is expected to deal with variations in taxes due to tax audits and
reassessments for past periods. 95 In a future hearing when the Board reviews any

95

The Account 1562 proceeding (EB-2007-0820) was announced in March 2008. A staff discussion
paper on the issues was released on August 20, 2008.
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balance in OPG’s tax variance account related to re-assessments, it will take note of
any relevant decisions made by the Board in the Account 1562 proceeding.

7.3.3 New accounts proposed by intervenors
Two intervenors suggested that OPG be required to establish additional variance and
deferral accounts.
In connection with its submission that the Board should cut OPG’s proposed regulatory
costs by 50%, CCC stated that OPG could establish a regulatory cost variance account
to capture deviations from budget as OPG gains more experience with regulatory
forecasting.
AMPCO recommended a variance account be approved in connection with its proposal
that OPG be required to share 50% of any Congestion Management Settlement Credits
received by OPG from the IESO, net of incremental costs.
AMPCO also proposed a variance account to capture variances between actual and
forecast non-energy charges from the IESO (which OPG pays when the prescribed
facilities consume power). AMPCO said these charges are difficult to forecast and
submitted that OPG’s forecasting methodology is questionable.
OPG did not agree that these accounts are required. It said its test period budget for
regulatory costs is appropriate because it plans to file another cost of service application
with the Board in 2009. It disagreed with AMPCO’s submission that there is any net
revenue from CMSC payments. And it disputed AMPCO’s claim that OPG’s forecasting
methodology is suspect.
Board Findings
The Board agrees with OPG comments on the proposed accounts. It will not require
OPG to establish the accounts. As noted in Chapter 4, the Board accepts OPG’s
forecast of regulatory costs and found a variance account is not required.

7.4 Interest Rates
OPG proposed that, for all deferral and variance accounts except PARTS, interest after
March 31, 2008 should be accrued on the account balances at OPG’s forecast rate for
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other long-term debt of 5.65% for 2008 and 6.47% for 2009. 96 For the PARTS account,
OPG proposed to accrue interest using the weighted average cost of capital (WACC),
which OPG proposed to be 8.48% for 2008 and 8.56% for 2009.
AMPCO, CCC, CME, VECC, and Board staff objected to OPG’s proposed interest
rates. They submitted that the rates should be set in accordance with the Board’s
interest rate methodology for regulatory accounts. 97 The arguments in favour of that
approach were essentially that an unfortunate regulatory precedent would be set if the
Board allowed OPG to depart from the Board’s policy and that OPG has not established
that its circumstances are sufficiently different from those of other regulated entities to
justify special treatment.
Under the Board’s policy, the interest rate for deferral and variance accounts is set each
quarter at the prevailing three-month Bankers’ Acceptance rate plus 25 basis points.
The interest rate for the three months beginning April 1, 2008 was 4.08%. The rate was
reset effective July 1, 2008 to 3.35%, and was kept at that level effective October 1,
2008.
OPG argued that its circumstances are substantially different from those of distribution
utilities in terms of the size of the account balances and the length of time until full
recovery. OPG noted the interest rates allowed by the Board in 2004 (before the
Board’s policy was issued) on the substantial deferral account balances for market
ready and other transitional costs of electricity distributors were based, at least for some
distributors, on long-term debt rates. OPG also submitted that it would be carrying
deferral and variance account balances for longer periods than the distributors.
OPG characterized its request to use WACC to accrue interest on the PARTS account
as an “exceptional situation” given OPG’s proposed recovery period of almost 12 years.
Board Findings
The Board is not persuaded that OPG’s circumstances are sufficiently different from
those of other regulated entities to justify interest rates that are higher than those
permitted by the Board’s policy.
96

The proposed rates are set out in the pre-filed evidence at Exhibit C1-2-1, Tables 2 and 3.

97

The policy is set out in a November 28, 2006 letter to Natural Gas Utilities and Electricity Local Distribution
Companies, and is on the Board’s website at http://www.oeb.gov.on.ca/documents/cases/EB-20060117/letter_accountinginterest_281106.pdf.
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With the exception of the PARTS account, the Board has approved recovery of the
balances in the existing deferral and variance accounts over periods not exceeding two
years and nine months. With respect to PARTS, the Board determined that OPG should
recover that balance over three years and nine months. These recovery periods are not
substantially longer than the recovery periods for many deferral accounts of other
regulated entities. And, in some cases, electricity distributors have been carrying
deferral and variance accounts for longer periods.
With the Board’s decision to shorten the recovery period for the PARTS account, the
Board does not agree that the PARTS account represents an exceptional situation. The
Board notes that, even if it agreed that an exception to its policy were warranted, it
would not have granted OPG’s request to accrue interest using OPG’s WACC. Deferral
and variance accounts are not rate base items and should not attract a rate base type of
return.
The Board directs OPG to accrue interest on deferral and variance account balances
after March 2008 using the interest rates set by the Board from time to time pursuant to
the Board’s interest rate policy.
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8 RATE BASE AND COST OF CAPITAL
8.1 Rate Base
OPG submitted that O. Reg. 53/05 requires the Board to accept the assets and liabilities
as established by OPG’s audited 2007 financial statements. The proposed regulated
hydroelectric rate base is $3,885.5 million in 2008 and $3,869.9 million in 2009 and the
proposed regulated nuclear rate base is $3,515.4 million in 2008 and $3,453.8 million in
2009. OPG has used the 2007 financial statements as the starting point and used the
mid-year average methodology for in-service additions within the period. OPG
maintained that capital costs for in-service additions included construction work in
progress in 2007 financial statements and must be accepted for inclusion in rate base.
Table 8-1: Proposed Rate Base

Hydroelectric
$ millions

Gross plant at cost

2008

Nuclear

2009

2008

2009

4,433.2

4,480.6

4,531.7

4,733.2

570.2

633.1

1,737.8

2,037.1

3,863.1

3,847.5

2,794.0

2,696.0

21.8

21.8

16.0

16.0

Fuel inventory

0.0

0.0

281.1

330.1

Materials and supplies

0.6

0.6

424.4

441.7

3,885.5

3,869.9

3,515.4

3,483.8

Accumulated depreciation
Net Plant
Cash working capital

Total
Source: Ex B1-1-1, Tables 1 and 2.

Board Findings
The treatment of liabilities associated with nuclear waste management and
decommissioning was the only significant aspect of rate base which was disputed in the
proceeding. The Board’s findings on that issue are set out in Chapter 5, namely that the
return awarded on the rate base associated with the unamortized ARC and unfunded
liabilities for Pickering and Darlington will be 5.6%. The balance of the rate base will be
used for purposes of determining the amounts to be included in the revenue
requirement for cost of capital related to the deemed capital structure and the return on
equity. The Board accepts the remainder of the proposed rate base. If adjustments are
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needed as a consequence of any other findings in this decision, OPG should detail
those adjustments in its draft order.

8.2 Capital Structure and Cost of Capital – Introduction
OPG’s interim rates are based on a debt/equity ratio of 55/45 and a return on equity
(ROE) of 5%. The following table sets out OPG’s proposed capital structure and cost of
capital for 2008 and 2009.
Table 8-2: Proposed Capital Structure and Cost of Capital
2008

2009

% of Capital
Structure

Rate

% of Capital
Structure

Rate

Short-Term Debt

2.6%

5.83%

2.6%

5.98%

Existing/Planned Long-Term Debt

29.7%

5.79%

32.1%

5.79%

Other Long-Term Debt Provision

10.3%

5.65%

7.8%

6.47%

Total Debt

42.5%

5.76%

42.5%

5.92%

Common Equity

57.5%

10.50%

57.5%

10.50%

Total Rate Base

100%

8.48%

100%

8.56%

Source: Ex. C1-2-1, Tables 2 and 3.

OPG also proposed that the Board adopt a formula to be used for future adjustments to
the ROE.
Ms. McShane provided evidence for OPG. Intervenors also presented expert evidence
as follows:







Board staff sponsored evidence by Mr. Goulding.
The Pollution Probe Foundation (Pollution Probe) sponsored evidence by Drs.
Kryzanowski and Roberts.
VECC and CCC sponsored evidence by Dr. Booth.
Energy Probe sponsored evidence by Dr. Schwartz.
Green Energy Coalition (GEC) sponsored evidence by Mr. Chernick.
AMPCO sponsored evidence by Dr. Murphy and Mr. Adams.
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The following table summarizes the quantitative evidence of the witnesses.
Table 8-3: Summary of Expert Recommendations
Expert

Return on
Equity

Capital Structure
Debt

Equity

42.5%

57.5%

7.35% (2008)
7.40% (2009)

53%

47%

Dr. Booth

7.75%

60%

40%

Dr. Schwartz

7.64%

55%

45%

Ms. McShane
Equity Risk Premium test

9.5-10.25%

Discounted Cash Flow test

9.5-10.0%

Comparable Earnings test

12.5%

Recommendation

10.50%

Dr. Kryzanowski / Dr. Roberts

This chapter will address the following issues:
 Capital structure
 Return on equity
 Cost of debt

8.3 Capital Structure
8.3.1 Approach to setting capital structure
CME submitted that the Board should begin with the premise that the debt/equity
structure determined by the Province for purposes of setting the payments in the interim
period was appropriate and that the structure should only change if there has been a
material change in OPG’s risks. CME pointed to OPG’s testimony that its risks had not
changed.
OPG responded that this position would have some merit if the prior capital structure
had been set by the Board. OPG submitted that the Province adopted the interim equity
ratio “as a transition to full cost of service rates established after an independent review
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by the OEB.” 98 OPG pointed out that the level was set without a thorough cost of
capital study and O. Reg. 53/05 clearly makes the Board the authority to set the
payments. OPG also argued that if the Province thought the capital structure was
appropriate, it could have indicated as such in O. Reg. 53/05. In OPG’s view, the fact
that the O. Reg. 53/05 does not stipulate the equity ratio supports the conclusion that
the Province expected the Board to make its determination of the cost of capital on a
commercial basis.
Board Findings
The Board finds that the approach to setting the capital structure should be based on a
thorough assessment of the risks OPG faces, the changes in OPG’s risk over time and
the level of OPG’s risk in comparison to other utilities.
The equity ratio underlying the interim rates is informative, but not determinative for
purposes of the Board’s decision; rather it is an expression of the Province’s
expectations at that time and its assessment of what would be reasonable in the
circumstances. The Board agrees that an important distinction is that the equity ratio
was not set under the auspices of a Board proceeding with evidence, testimony and
argument.
The following factors were raised in the context of the risk assessment, each of which
will be addressed in turn:
 The stand-alone principle
 Regulatory risk
 Operating risk

8.3.2 The stand-alone principle
Many regulated utilities are part of a broader entity that includes affiliates or nonregulated operations. Under the stand-alone principle, the regulated operations of the
utility are treated for regulatory purposes as if they were operating separately from the
other activities of the entity. The intent is that the cost of capital borne by customers, in
respect of the regulated operations, should not reflect subsidies to or from other
activities of the firm and should only reflect the business risks associated with the
regulated operations.
98

OPG Reply Argument, p. 9.
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OPG has several characteristics which differentiate it from other utilities regulated by
the Board. Both the regulated and unregulated operations are in the business of
generating power for sale into the Ontario market; both the regulated and unregulated
operations are owned by the Province. It is also the Province that has determined, in
certain respects, the Board’s current and future approach to setting payment amounts.
That is the context in which the Board considers the application of the stand-alone
principle to the regulated operations of OPG.
At issue in the hearing was whether in the course of setting an appropriate capital
structure, the application of the stand-alone principle excluded a consideration of the
significance of the Province’s ownership of OPG as part of the assessment of business
risks associated with the regulated operations.
OPG’s position is that the matter of ownership should not be taken into account, and the
cost of capital for the regulated operations should reflect what the cost would be if OPG
were raising capital in the public markets on the strength of their own business and
financial parameters. OPG noted that Mr. Goulding and Drs. Kryzanowski and Roberts
agree that the stand-alone principle is a fundamental principle in determining the cost of
capital.
OPG also noted that Mr. Goulding recognized the political risk which OPG faces due to
changing power sector policies and that the bond rating agencies have highlighted
political risk. Mr. Goulding’s evidence was that the prescribed assets face greater
political risk than transmission, distribution or merchant generators because these other
entities are less likely to be used directly by government for policy purposes. Ms.
McShane assessed that “the risk of future political intervention in the market is higher
than in other Canadian jurisdictions.” 99
CCC, VECC, AMPCO, and CME all took the position that provincial ownership of OPG
should be a factor in assessing OPG’s risk and in determining the appropriate capital
structure.
CCC took the position that the real shareholders are the residents of Ontario, and that
the government is acting as their agent or proxy and is responsible for ensuring there is
an adequate supply of electricity at reasonable prices:

99

Ex. C2-1-1, p.64
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The Council submits that the facts require the Board to consider the capital
structure and return on equity, not on the basis of what amounts to an artificial
concept of a stand-alone entity, but on the basis of the reality that the
government, because of its obligations to the residents of the province, has a
stake in limiting the risks which OPG faces, and ensuring that OPG does not
fail. 100

CCC noted that the government had directed the OPA to include up to 14,000MW of
baseload nuclear generation in its planning, directed OPG to refurbish existing and
develop new nuclear capacity, and established a deferral account to recover the costs
related to refurbished and new nuclear capacity. In CCC’s view, “the government has
exercised a power no private sector shareholder has, namely to direct the regulator to
ensure risks which are taken in the public interest are protected.” 101
VECC made similar submissions:
While the identity of any private group of shareholders or owners is not of
relevance, ownership of a utility by the same entity that can simultaneously direct
utility operations and direct regulatory treatment is of the utmost relevance in this
case especially with respect to risk and return. 102

VECC submitted that three factors reduce OPG’s risk in relation to other utilities,
especially unregulated generators:
 The requirements imposed on OPG through the MOA to mitigate the Province’s
financial and operational risk in operating the assets and reducing the Province’s
risk exposure to its nuclear assets
 The requirements in O. Reg. 53/05 that the Board accept certain amounts from
OPG’s audited financial statements and provide for recovery of various costs
 The various deferral and variance accounts which increase the probability of
recovering unforecast costs
AMPCO submitted that the ownership of OPG affects the risks it bears and should be
taken into account by the Board. AMPCO noted that both Standard & Poors’ and
Dominion Bond Rating Service recognize this in citing ownership of OPG as an
important factor in determining OPG’s debt rating. AMPCO pointed to the evidence it
filed from Mr. Adams and Dr. Murphy, which concluded that the impact of past political
100

CCC Argument, p. 8

101

Ibid.

102

VECC Argument, p. 14.
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changes on OPG have been passed on to consumers. AMPCO questioned why, if
political uncertainty creates risk for OPG, the shareholder should be compensated for a
risk of its own creation. AMPCO concluded that regardless of the Board’s findings, if
the shareholder is dissatisfied with the risk borne by OPG, it can issue a further
Directive to shift the impact to consumers.
CME submitted that Ms. McShane “misapplies the stand-alone principle by ascribing
little weight to the risk mitigation effects of the government’s ownership of OPG.”103
CME also disagreed with Ms. McShane’s assessment of political risk:
We submit that it is unreasonable to suggest that electricity consumers should
pay a higher return because OPG’s owner, the Government, might take some
action which could harm the shareholder interest the Government holds in OPG.
Ratepayers should not be burdened with higher Costs of Capital because the
Government might decide to act in a way which causes harm to taxpayers as the
ultimate owners of OPG. 104

In response to CCC, OPG submitted that customers’ interests must be kept separate
from taxpayers’ interest, and that this principle has been recognized by the Board in the
past. OPG further submitted that the Province’s objective of limiting its risk is no
different than any other shareholder’s, and that the proposed regulatory framework,
including deferral and variance accounts, is a reasonable sharing of those risks and
consistent with the approach of other utilities.
OPG argued that Hydro One is as important to the province as OPG and it is permitted
to earn a commercial rate of return on a stand-alone basis.
OPG also argued that it was incorrect to claim that the government’s legislative power
has always been used to benefit or protect OPG. OPG pointed to the price caps of the
early 2000s and the original requirement to decontrol a substantial portion of OPG’s
assets: “It is the very fact that the government can act both in ways to advantage and
disadvantage OPG that creates uncertainty – and therefore political risk – in the
future.” 105

103

CME Argument, p. 50.

104

CME Argument, p. 51.

105

OPG Reply Argument, p. 14.
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OPG also noted Ms. McShane’s testimony that the circumstances suggest that the
Province is trying to establish an arm’s-length company and concluded as follows:
To proceed on the assumption that the shareholder will intervene to protect OPG
as an argument for ignoring the stand-alone principle directly contradicts the
province’s decision to place OPG’s prescribed assets under the independent
jurisdiction of the OEB. 106

Board Findings
The stand alone principle is a long-established regulatory principle and the Board has
considered its application in a variety of circumstances. The unique circumstances of
OPG, however, are in many ways without precedent. As noted above:




Both the regulated and non-regulated operations perform the same function (i.e.,
generate power).
The owner is the Province.
The Board’s approach to setting the payments now and in the future have in
some respects been determined by the Province (through O. Reg. 53/05).

OPG is also different from the other entities the Board regulates in that it is not a natural
monopoly.
Risk, in the regulatory context, can be considered to be the magnitude of the range of
potential outcomes, with the focus generally being on the potential for an adverse
outcome. In other words, the greater the range of potential outcomes, the greater is the
risk. The Board is faced with two questions when considering the appropriate
application of the stand-alone principle in the assessment of risk for OPG:

106



Should OPG’s risk be considered lower than other regulated Ontario energy
utilities because the Province as owner has substantial control over OPG’s risks
– either in creating them or in protecting OPG from them (shifting the risk to
consumers)? This is the issue of the shareholder impact on a regulated entity’s
risk.



Is the political risk higher for OPG’s regulated assets than for other regulated
Ontario energy utilities? This is the issue of the impact of electricity policy
changes on risk.

OPG Reply Argument, p. 16
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The witnesses and the parties generally agreed that deferral and variance accounts
affect the level of risk and reduce it from what it would otherwise be. Similarly, where O.
Reg. 53/05 mandates the recovery of certain costs, it is agreed that this reduces risk.
O. Reg. 53/05, and in particular the establishment of various deferral and variance
accounts and the requirement that certain types of cost be recovered, operates to
transfer risk from OPG to customers. The Board must consider the precise nature of
the accounts and determine the impact on risk; this is discussed in more detail later in
this chapter.
In summary, some of these protections relate to expenditures before the period of
Board regulation (the PARTS account) or to activities beyond the operation of the
prescribed facilities (recovery of Bruce costs and new nuclear costs). These do not
affect the level of risk for the prescribed facilities in the test period. Some of the
accounts are comparable to the accounts of other regulated entities; they have not been
stipulated through O. Reg. 53/05 for the test period, but rather have been approved by
the Board (the accounts related to tax changes, water conditions, nuclear fuel expense,
and ancillary service revenues). OPG also applied for other accounts, which the Board
has decided not to approve (OPEB changes and SMO and WT revenues).
Two significant protections related to the prescribed assets have been established by O.
Reg. 53/05 and will be ongoing: changes in nuclear liabilities and refurbishment costs.
These are significant additional protections which have been established by the
government and exceed the level of protection typically granted to a regulated utility.
The Board’s conclusion is that these accounts do reduce risk. The Board notes,
however, that under O. Reg. 53/05, amounts placed in the deferral and variance
accounts after the Board’s first order will be subject to a prudence review. These
accounts will operate the same way for OPG as they do for other regulated entities,
although the breadth of protection is greater.
While OPG’s risk is lower due to these accounts, should OPG be considered of even
lower risk because the shareholder can control whether OPG’s financial risks are borne
by the customers or the shareholder? The Board concludes that it should not. To
conclude that OPG is of lower risk would be comparable to assuming that, after the
Board’s first order, the Province will direct the regulation of the prescribed assets, and
regulate the distribution of risks between OPG and its customers, beyond the
protections already established and assessed for purposes of setting the capital
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structure. O. Reg. 53/05 is viewed by the Board as setting the baseline for OPG as it
enters into a formal regulatory framework; essentially limiting any review of activities in
the period prior to the Board’s payment setting mandate and requiring protection against
forecast error (subject to a prudence review) for certain significant costs going forward.
The Board concludes that if OPG is operated at arm’s length, then it should be
examined in the same way as Hydro One, another energy utility owned by the Province.
In other words, Provincial ownership will not be a factor to be considered by the Board
in establishing capital structure.
The Board must also consider how it will address the shareholder’s ability to control
future risk. If the Province transfers risks from OPG to consumers in future, then the
Board would need to assess the resulting level of risk and adjust the risk ranking (and
possibly the capital structure) accordingly.
OPG suggests that its regulated assets are subject to greater political risk than other
energy utilities in the province. The Board does not agree that this is a risk that should
be reflected in OPG’s cost of capital. All of Ontario’s energy utilities are subject to risks
arising from changing energy policy. The Province has established cost recovery
requirements for utilities in which it has no ownership (for example, the regulations
related to smart meter implementation). For example, the Province also required the
LDCs to spend the third tranche of their market rates of return on conservation and
demand management expenditures. The Board concludes that OPG’s exposure to the
risks and benefits of Provincial direction regarding expenditures and cost recovery are
comparable to that of other regulated utilities.
The Board finds no evidence that OPG’s regulated hydroelectric and nuclear facilities
will be uniquely exposed. Mr. Goulding’s evidence suggests that the risk of political
interference is higher for OPG, but precisely because the Province is the owner and
may choose to use OPG in a way which would be adverse to OPG’s financial interests.
It would not be appropriate for the Board to assume that the Province will interfere in the
distribution of OPG’s risks now that the Board has regulatory authority over OPG; it is
consistent therefore to regulate OPG on the basis that the Province will not control
OPG’s currently regulated facilities in a manner which is adverse to OPG’s commercial
interests. The stand alone principle leads us to conclude that OPG’s financial risks are
not lower as a result of Provincial ownership; therefore it is consistent to conclude that
political risk is not higher as a result of Provincial ownership.
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8.3.3 Regulatory Risk
OPG noted that this is OPG’s first application under the Board’s regulatory authority. In
OPG’s view there is no track record of stable or consistent regulation and, therefore,
there is regulatory uncertainty about the regulatory end state and OPG’s ability to
recover its costs. As a result, OPG argued, there is a risk of unintended consequences
from specific decisions until there is a track record of consistent, stable regulation.
AMPCO pointed to Ms. McShane’s evidence wherein she assumes the Board will
regulate OPG the way it regulates other utilities and that the Board will provide OPG
with a reasonable opportunity to recover its costs and earn a risk related return.
AMPCO concluded that this was inconsistent with the claim that OPG’s regulatory risks
are higher than for other utilities. AMPCO noted that Dr. Booth and Drs. Kryzanowski
and Roberts agreed that OPG did not face higher regulatory risk. Pollution Probe
pointed, in particular, to Drs. Kryzanowski and Roberts’s testimony that regulatory risk is
low in reality because the Board has extensive experience with regulating gas and
electric utilities, even if it has not regulated OPG previously. CCC and CME also
disagreed that OPG’s regulatory risks are higher than for other utilities.
OPG noted that both Ms. McShane and Mr. Goulding recognized the regulatory risk
associated with the newness of OPG’s regulatory regime. In OPG’s view, it is not an
issue of the Board’s competence or integrity; it is an issue that there is not yet an
established track record.
OPG also submitted that it faces operating risk from the fact that it is regulated by the
Canadian Nuclear Safety Commission (CNSC) which has powers to make orders,
including without a hearing in the event of an emergency, the consequences of which
have the potential to impose significant costs on OPG. OPG argued that these powers
are a significant factor in the regulatory risk assessment.
Board Findings
The Board finds that there is little evidence to support the conclusion that OPG’s
regulatory risk is higher than that of other regulated energy utilities because of its new
regulatory framework. Hydro One and the electric LDCs were also new to Board
determined cost of service regulation, but no evidence was presented that those entities
were exposed to higher regulatory risk. It is also important to note that the Board’s
regulatory process provides ample opportunities to address issues of cost recovery
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through applications, deferral accounts, and motions to review. These are standard and
well established regulatory tools; cost of service is a long established regulatory
framework; even incentive regulation is well established.
The Board does accept that there could be some risk associated with the uncertainty of
applying cost of service regulation, which is typically applied to natural monopolies, to
generation assets in Ontario’s hybrid market. However, the Board notes that throughout
North America there continues to be rate regulation of generation facilities, and that the
traditional models of cost of service or incentive regulation are applied in these
circumstances. The Board concludes that the risk is therefore minimal.
The risk with respect to the CNSC is whether OPG would be able to recover the costs
arising from CNSC action. The Board does agree that it is a category of costs not faced
by other regulated Ontario utilities. However, the Board expects that were such costs to
arise, OPG would apply for recovery through an application, as would any other
regulated entity faced with a significant cost which it claimed was beyond its control and
imposed by a body with the authority to do so. The Board would consider the
application in the normal way, including a test of prudence.
The Board concludes that regulatory risk is not a significant factor for OPG and is not
materially higher for it than for the other utilities the Board regulates.

8.3.4 Operating Risk
For OPG, operating risk entails outage risk, dispatch risk, non-payment risk and the risk
associated with environmental obligations. There was general agreement that
electricity generators have greater operational risks than non-generation entities
regulated by the Board. It was also generally agreed that OPG’s risks were lower than
those of merchant generators. Given the proposed continuation of the deferral account
covering fluctuations in water availability during the test period for the hydroelectric
operations, the focus was largely on OPG’s nuclear operations and primarily on the risk
related to forced outages and dispatch.
OPG took the position that although much has been made of deferral and variance
account protection in this case, most of the accounts are simply reflections of the
prohibition against retroactive rate making; i.e., they are designed to ensure the
recovery of costs associated with initiatives that were directed, authorized or approved
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by the government before the introduction of rate regulation by the Board. OPG also
noted that operating and production risk is the largest risk it faces as nuclear technology
is more complex than other types of generation and is subject to a higher risk of
unanticipated costs of repair, and loss of production and revenues.
One of the risks that OPG and Ms. McShane identified is dispatch risk. This is the risk
that baseload generation from OPG’s regulated assets will not be dispatched because
of economic conditions and/or the presence of generators with lower marginal costs.
AMPCO submitted that this risk is insignificant and pointed to Ms. McShane’s analysis
of the Ontario market over the last three years. In AMPCO’s view, her analysis shows
that even at low levels of demand there is the opportunity for additional baseload
capacity to be added without a risk that OPG’s regulated assets will not be dispatched.
AMPCO also noted the evidence of Dr. Booth and Drs. Kryzanowski and Roberts, both
of which concluded that dispatch risk is low. CME supported AMPCO’s submissions. In
the end, there was limited dispute that dispatch risk for OPG is low.
AMPCO submitted that there appears to be a consensus that the major risk facing OPG
is related to the operation of the nuclear units. AMPCO submitted that these risks are
largely mitigated: ONFA limits OPG’s potential liabilities, as changes in the nuclear
liability resulting from changes to the decommissioning reference plan are recovered
through a variance and deferral account; other deferral and variance accounts cover
unexpected costs related to nuclear regulatory costs and technological changes, and
the non-capital costs associated with the Pickering A return to service; and new
accounts are proposed to cover variances in nuclear fuel costs, pension costs, and
taxes.
AMPCO pointed to the evidence of Dr. Booth as supporting the conclusion that the
variance and deferral accounts effectively transfer operational risks to consumers.
AMPCO submitted that the remaining operational risks are within the control of
management and are not risks for which OPG should be compensated.
CCC submitted that while the nuclear assets are undoubtedly riskier than the
hydroelectric assets, many of the risks have been covered off with deferral accounts
and the only substantive remaining risks are production and operating risks. In CCC’s
view, “It is inconceivable that the government would allow OPG to be materially
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adversely affected by production or operating risks.” 107 CCC submitted that these risks
can be mitigated by increasing the fixed portion for nuclear payments to 50%.
CME submitted that if the proposed additional variance and deferral accounts and the
fixed nuclear payment are approved, then the equity ratio should be reduced to 40% in
recognition of the reduction in risk from these mechanisms.
OPG replied:
It was Mr. Goulding’s opinion, shared by Drs. Kryzanowski and Roberts, that
OPG’s nuclear assets are far more exposed to potential loss of revenues due to
operational risk than a transmission or distribution network. The operational risk
associated with OPG’s prescribed assets is, in fact, the principal risk that faces
OPG. 108

OPG submitted that none of OPG’s nuclear production risk is mitigated by a deferral or
variance account. OPG argued that Dr. Booth’s contention that all of OPG’s risks are
covered by deferral and variance accounts does not recognize that deferral and
variance accounts are a common feature of regulated utilities or that OPG does not
have an account to cover nuclear production risk. Further, OPG argued that Dr. Booth
had not reviewed the ONFA or analyzed the actual extent of the nuclear liabilities and
OPG’s risk related to residual unfunded liabilities and the limits on the provincial
guarantee cap. In OPG’s view it still faces significant exposure to this item, even with
the related deferral and variance account.
With respect to the deferral and variance accounts generally, OPG characterized them
as being designed to prevent “hindsight re-examinations of historical decisions and
commitments made long before the OEB acquired jurisdiction to determine payment
amounts.” 109 In OPG’s view, the most recently established accounts reflect the reality
that the Board was not the regulator at the time.
All of the experts acknowledged that the use of deferral and variance accounts reduced
risk. Ms. McShane testified that her recommendations were based on the assumption
that the proposed variance and deferral accounts are implemented. She estimated that
if the new proposed accounts (related to nuclear fuel, OPEBs/Pension costs, and tax
107
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changes/assessments) were not implemented, the increased risk would warrant an
upward adjustment to either the equity ratio or the ROE.
OPG argued that the evidence is clear that Ms. McShane’s recommendations are
premised on the approval of the proposed deferral and variance accounts, and that if
they are not approved, the equity ratio and/or ROE would need to be adjusted
accordingly. OPG submitted that if the scope of the accounts, including, for example,
the Nuclear Liabilities Deferral Account, is reduced, then OPG’s risk will increase which
would need to be reflected in the cost of capital.
Mr. Goulding testified that the fixed payment component would reduce OPG’s business
risk and pointed out that this payment structure would not be available to merchant
generators nor to the generators under contract with the OPA. Ms. McShane estimated
that without the fixed payment component, the ROE would need to increase by about
half the increase in the variability, approximately 25 basis points, or the equity
component should be increased to 60%.
Board Findings
The Board finds that while the dispatch risk for the regulated facilities is low, the
operational and productions risks, particularly for the nuclear assets, are significant.
Some of these risks are mitigated by the existing and ongoing deferral and variance
accounts, but the accounts do not cover all of the risk, particularly not the risk of forced
outages and the corresponding impact on costs and production. The accounts fall into
four categories: those not related to the prescribed assets; one which provides for
recovery of costs which pre-date the Board’s regulation of OPG; those that have been
specifically approved by the Board in this decision and are typical of utility variance and
deferral accounts; and those which provide extended protection against forecast
variance. We will review each in turn.
Some of the accounts and cost recovery protection mechanisms contained in O. Reg.
53/05 do not relate to the prescribed assets. The Board is required to ensure that OPG
recovers the costs associated with Bruce and the costs associated with new nuclear
build. Although these represent significant shifts of costs and risks to customers, they
are not related to the regulation of the prescribed facilities. The Board finds that
although these requirements may lower OPG’s risk as a corporation, they have no
impact on the risks of the prescribed facilities.
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One of the accounts relates to circumstances and decisions taken before the period in
which the Board has regulatory authority. The PARTS account is related to non-capital
expenditures related to Pickering A which pre-date the period of the Board’s regulatory
authority. No new amounts will be added to this account; it is being maintained as the
amounts are recovered over the next four years. The Board concludes that this account
has no significant impact on OPG’s risk in the test period, as the expenditures pre-date
the Board’s regulatory authority.
Some of the approved accounts going forward are related to protection against forecast
error, namely tax changes, nuclear fuel cost, water conditions and ancillary services.
The Board concludes that while these accounts each reduce risk, they are not dissimilar
to the accounts of other regulated utilities. The electric LDCs have accounts related to
tax changes; the ancillary services account ensures customers receive the full benefit of
these revenues; and the nuclear fuel and water accounts, while providing protection
against inputs over which OPG has little control, are not large relative to the size of
OPG’s revenue requirement.
The Board is also required to ensure that OPG recovers the revenue requirement
implications of changes in the nuclear liabilities Reference Plan and the costs of the
refurbishment of the prescribed nuclear facilities. These represent a more extensive
risk protection than might typically apply to a regulated utility. Although the nuclear
liabilities are unique to OPG, the deferral account ensures that OPG is kept whole and
the impact of any change in the Reference Plan is borne by customers. This protects
OPG against a significant risk. The refurbishment account provides protection against
forecast variance in non-capital costs; this could be significant given the high levels of
project OM&A. While the account also provides protection related to capital costs,
these costs will not be included in rate base until the assets are in-service in any event
and therefore the account does not provide significant additional risk protection. The
requirement for a prudence review continues to provide a measure of protection to
customers and ensures that OPG retains some risk.
The Board notes that future accounts may be established which further reduce risk;
however, that factor is not determinative of the Board’s assessment of the current level
of risk. The proposed payment structure would also mitigate some of the risk, but as set
out in Chapter 9, the Board has determined that it is not appropriate to include a fixed
component in the payment structure.
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The Board concludes that OPG’s regulated nuclear business is riskier than regulated
distribution and transmission utilities in terms of operational and production risk, but is
less risky than merchant generation (for example, given the risk reduction afforded by
some of the deferral and variance accounts). The Board also concludes that it is not
appropriate for the shareholder to be compensated for all of the operational risks
associated with the regulated nuclear facilities. Under cost of service regulation OPG
has the opportunity to forecast production and operating costs and to seek recovery of
the associated revenue requirement. The Board concludes that it would not be
appropriate for shareholders to be fully compensated for the risk that those forecasts
are incorrect given that management controls the development of the forecasts and has
some considerable control over the achievement of those forecasts.

8.3.5 Capital Structure Conclusion
CCC concluded that OPG was no riskier than any other utility and that Dr. Booth’s
recommended equity ratio of 40% was appropriate. Similarly, AMPCO took the position
that OPG and Ms. McShane have exaggerated the risks facing OPG and concluded that
the equity ratio should remain unchanged. SEC submitted that the equity component
should be 47%, representing 40% for hydroelectric and 50% for nuclear. OPG replied
that those who have recommended lower equity ratios than Ms. McShane have
underestimated OPG’s business risk.
Board Findings
Union Gas Limited and Enbridge Gas Distribution Inc. both have equity ratios of 36%,
and the risk differential between Union and Enbridge is reflected in Union’s ROE which
is 15 basis points higher. The electric LDCs and Hydro One have equity ratios of 40%,
and Great Lakes (transmission) has an equity ratio of 45%. The Board has concluded
that OPG is of higher risk than electricity LDCs, gas utilities and electricity transmission
utilities and of lower risk than merchant generation. And while the deferral and variance
accounts mitigate some aspects of OPG’s risk, they do not protect against outage risk.
The Board finds that the proposed equity ratio of 57.5% is excessive. The incremental
level of risk does not warrant the additional 12.5% equity over that of the next highest
regulated utility. It is also well in excess of the equity levels of merchant generators,
who have higher risk than OPG, as pointed out by Mr. Goulding. The Board concludes
that the recommendation of Drs. Kryzanowski and Roberts, namely an equity ratio of
47%, is appropriate in the circumstances. This ratio is higher than the equity ratio of
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any other regulated Ontario energy utility, thereby recognizing the higher risk of OPG.
The Board notes that this deemed capital structure will be applied to the rate base
which is net of the specific treatment to be applied to the nuclear liabilities related to
Pickering and Darlington (which is discussed in Chapter 5).

8.4 Return on Equity
8.4.1 Introduction
Ms. McShane used three tests: the Equity Risk Premium (“ERP”) test, the Discounted
Cashflow (“DCF”) model test and the Comparable Earnings (“CE”) test. For the ERP
test, she used three approaches:




Capital Asset Pricing Model (“CAPM”)
Historical utility risk premium test
Discounted Cash Flow (“DCF”) risk premium test

Although Ms. McShane updated her estimates of the various tests in April 2008, the
result was no change in the aggregate ROE recommendation: in her view, the lower
government interest rate is partially offset by a higher risk premium which is reflected in
a higher spread between government bonds and long-term A-rated utility bonds.
Pollution Probe submitted that the Board should prefer and accept the
recommendations of Drs. Kryzanowski and Roberts. They used four methods to
estimate the market equity risk premium: the Equity Risk Premium (including CAPM)
methodology and three other methods to support the “directional conservatism” of the
estimate derived from the ERP method. Pollution Probe noted that OPG acknowledged
that this was now the dominant methodology used for regulated energy utilities in
Canada.
CCC submitted that the Board should prefer the testimony of Dr. Booth to that of Ms.
McShane. Dr. Booth estimated that OPG will have sufficient financial flexibility to
access capital markets on reasonable terms with an ROE of 7.75% and an equity ratio
of 40%. Dr. Booth relied on a CAPM risk premium model and a two-factor model, with
the CAPM estimate based on an historic average market risk premium adjusted for the
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changing risk profile of the long Canada bond, and the two factor model taking into
account the interest rate sensitivity of utility stocks.
CCC noted that the average return on the Canadian equity market has been 10.42%
over the period 1924-2007 and that current allowed ROEs are generally less than 9%
for utilities on a formula mechanism. CCC submitted that Ms. McShane’s
recommendation of 10.5% ROE on a 57.5% equity ratio implies that OPG’s risk
exceeds that of other regulated Canadian assets by a considerable margin. In CCC’s
view, there is no factual basis for this view. VECC supported CCC’s submissions.
SEC submitted that the critique by Drs. Kryzanowski and Roberts of Ms. McShane’s
evidence and the cross-examination of Ms. McShane, which revealed the utility-side
biases in her evidence, lead to the conclusion that her evidence is not credible and
should not be relied upon by the Board. SEC also expressed concern with Dr. Booth’s
continuing view that Canadian allowed utility ROEs are too high, due to incorrect
analysis by regulators of the risk mitigation effect of the ROE method being used, and
noted that this conclusion has generally not been accepted. SEC concluded that Drs.
Kryzanowski and Roberts’ evidence was the most thorough and rigorous, and should be
adopted by the Board in setting ROE.
OPG submitted that there was a fundamental contradiction in the evidence of Dr. Booth
and Drs. Kryzanowski and Roberts, in that both recognized that OPG was of higher risk
than other Canadian utilities, yet both made recommendations for ROE below that of
any regulated Canadian utility.
First, the Board will address the alternative approaches to setting the ROE proposed by
CME, AMPCO, and Dr. Schwartz and Energy Probe. We will then turn to a discussion
of the various analytical tools used by Ms. McShane, Dr. Booth and Drs. Kryzanowski
and Roberts.

8.4.2 Alternative approaches (CME, AMPCO, Dr. Schwartz and Energy
Probe)
AMPCO submitted that the use of CAPM and DCF models is inappropriate for OPG’s
heritage assets.
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AMPCO submits that OPG is a financial hybrid with a government-assigned ROE
reflective of its character as a government-owned, but commercially structured
body. In AMPCO’s view, the initial conditions established in O.Reg. 53/05 were
well considered at the time of issuance and remain appropriate…The setting of
the ROE was a fair solution that recognized the role consumers had played in
assuming stranded debt obligations while at the same time providing for OPG’s
financial needs. 110

In AMPCO’s view, the current ROE has not prevented OPG from undertaking capital
projects and the credit rating agencies have indicated that OPG’s financial performance
has improved under the current arrangements. AMPCO concluded that “the ROE
should be set to the true cost to the shareholder of having assumed this segment of
OPG’s debt obligation to the OEFC, namely the interest rate on this debt, which is
5.85%.” 111
CME submitted that the ROE should be between 5.85% and 8.57% (the most recently
approved level for Hydro One), and should be set at the lower end of the range given
the acknowledgement by the government in its February 23, 2005 announcement that
the 5% ROE ensures a fair return to taxpayers.
OPG responded that a return of 5.85% violates the stand-alone principle, regulatory
principles, and finance principles:
CME and AMPCO miss the central point: that the return the government or any
other investor would expect from its investment is one that reflects the riskiness
of the project it is investing in, not the cost incurred to raise the capital for the
investment. 112

OPG also pointed to Mr. Goulding’s testimony that “OPG should not be compelled by
the regulator to suppress what would otherwise be just and reasonable equity returns to
serve other policy objectives.” 113 With respect to the upper bound of CME’s proposed
range, OPG responded that OPG’s ROE should be no less than Hydro One’s.
In applying the CAPM test, Dr. Schwartz used a Treasury bill rate (3.24%) and
estimated the equity market risk premium at 6.7% over the Treasury bill yield. He
110
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adjusted this premium by the 0.65 adjusted beta (the median of Ms. McShane’s range
for the median Canadian utility). Dr. Schwartz’s evidence was that the long-term bond
yield overstates the risk free rate unless the premium for holding a longer-term
instrument is removed.
Energy Probe submitted that the test of whether Dr. Schwartz’s recommendations are
more appropriate than Ms. McShane’s is whether the ROE and capital structure
“produce a plausible and reasonable estimate of fair market asset value.” 114 Energy
Probe submitted that Ms. McShane’s recommendations support a fair market value of
$6.2 billion, which is below book value, and hence results in the shareholder being overcompensated. Dr. Schwartz’s recommendations support a fair market value of $9.9
billion, or 1.3 times book value, which is more reasonable in Energy Probe’s view.
SEC submitted that Dr. Schwartz’s evidence was of limited value given his unfamiliarity
with the standard regulatory approach. Although a private sector analysis of OPG
would be a useful approach, SEC submitted that “the expert will still have to be able to
articulate the differences between that fresh, private sector point of view, and the
regulated entity point of view that it is proposed to supplant.”115
Board Findings
The Board agrees with OPG that it would be inappropriate to set OPG’s ROE at 5.85%.
This rate does not represent the cost of capital for OPG’s regulated facilities; it is the
interest rate on OPG’s prior debt obligation to the OEFC. The Province may have
assumed this debt, but that is related to the shareholder’s cost of capital, not OPG’s
cost of capital.
The Board finds while it is relevant to consider Hydro One’s ROE, and the ROEs of
other regulated utilities, they are not determinative of the appropriate ROE for OPG. It is
appropriate to determine OPG’s ROE using the standard tests for establishing a
benchmark return. This reflects the Board’s long-standing approach to these issues.
The Board concludes that while Dr. Schwartz presented novel ideas, he was unable to
address his recommendations within a regulatory context. As a result, the Board did not
rely on his evidence for purposes of setting the cost of capital.
114
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8.4.3 Review of standard tests for establishing a benchmark return
The Discounted Cashflow (“DCF”) Test
PWU noted Ms. McShane’s testimony that the DCF test has the advantage of
estimating the cost of equity directly because it relies on analysts’ projections. PWU
pointed to Ms. McShane’s testimony that her examination of the analysts’ forecasts
back to 1993 (for the DCF risk premium test) found the average forecast was about 60
basis points lower than the consensus forecast for economic growth, concluding there is
no reason to believe investors would view analysts’ estimates as systematically
optimistic.
Pollution Probe noted the testimony of Drs. Kryzanowski and Roberts to the effect that
the DCF model is more appropriately used at the level of the overall market, rather than
the firm or industry level. Pollution Probe also submitted that Ms. McShane has not
adjusted the results for the bias in analyst forecasts: “This bias is widely documented
for samples that include utilities, and, absent evidence showing that the bias does not
apply to utilities, there is no reason why an adjustment should not have also been made
in this case.” 116
CCC noted that Dr. Booth used the DCF method (estimating a DCF return for the
market as a whole) as a check only, because of the endemic data problems and the
lack of pure play utilities. CCC pointed to Dr. Booth’s testimony that the latest research
indicates the forecast bias at an average of 2.84% and that Ms. McShane’s estimates
have not been adjusted for this bias.
OPG responded that there was no need to make an adjustment for optimism bias
because there was no evidence or reason for such a bias in the utility context. OPG
also noted that the DCF test is the one relied on by US regulators who would
presumably be aware of this alleged optimism bias but continue to find the DCF test,
based on the analysts’ forecasts, compelling.
Comparable Earnings Test
Pollution Probe noted Drs. Kryzanowski and Roberts’ criticisms of the CE test and
maintained that the Alberta Utilities Commission gives no weight to the CE test.
Pollution Probe submitted that “when common finance tests are applied, the rate of
116

Pollution Probe Argument, p. 6.

Decision with Reasons
November 3, 2008

154

EB-2007-0905
ONTARIO POWER GENERATION INC.

return in Ms. McShane’s sample abnormally outperforms the S&P/TSX Composite,
especially given that this sample represents firms with low risk relative to the market.” 117
Energy Probe also submitted that the Board should disregard the CE test approach.
CCC noted Dr. Booth’s testimony that while it is appropriate to examine the returns of
Canadian companies to establish where we are in the business cycle, it is not
appropriate to use this data to establish a fair ROE.
OPG responded that all of the tests have their drawbacks, but the CE test is useful in
the context of the fair return standard as a measure of fair return based on the concept
of opportunity cost. OPG noted that some of the criticisms of the CE test by Drs.
Kryzanowski and Roberts (disagreements as to the appropriate time period and
treatment of structural changes in the economy, and the fact that the rates are
backward looking) are equally applicable to the CAPM. OPG maintained that formula
returns driven by the CAPM test alone are too low.
Equity Risk Premium (“ERP”) Test
The ERP test considers three factors: the long-term risk free rate, the market equity risk
premium, and the relative risk adjustment for a benchmark Canadian utility (or beta
coefficient). There was some disagreement amongst the experts as to the forecast of
the risk free rate, but the differences were more marked in relation to the estimation of
the market equity risk premium and the appropriate beta coefficient. These differences
result in material differences in the recommendations. AMPCO noted that having
started with essentially the same data, Ms. McShane ends up with a much higher “bare
bones” ROE recommendation of 9.25%-10.25% than Dr. Booth (7.25%) or Drs.
Kryzanowski and Roberts (6.35% and 6.75% for 2008 and 2009, respectively).
Ms. McShane estimated the market risk premium at 6.5%; Dr. Booth and Drs.
Kryzanowski and Roberts estimated it to be 5%. AMPCO submitted that the evidence
based on Canadian data over long time periods indicates a market risk premium of
4.5%-5.5%, and that a shorter time period yields a lower market risk premium.
OPG noted that achieved equity returns have remained relatively constant. This,
coupled with increasing long Canada returns, has tended to shrink the achieved market
equity risk premium. Forecast long Canada yields are much lower, and therefore, in
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OPG’s view, Drs. Kryzanowski and Roberts’ estimate is downwardly biased: “They
have not given sufficient recognition to market equity risk premium increases resulting
from lower anticipated bond market returns.” 118
OPG submitted that Dr. Booth’s evidence regarding government budgets and the bond
market supports a conclusion that bond returns in the future are expected to be lower
than historically. OPG concluded that “the Canadian equity risk premium under current
capital market conditions is higher than the observed risk premium.” 119 OPG concluded
that the equity risk premium must be substantially higher than Dr. Booth’s estimate of
5%, and must be at least 6.5% if equity returns remain stable at 11.2%-11.6% and the
forecast yield on government bonds is 4.5%.
While both Dr. Booth and Ms. McShane use adjusted betas for the relative risk
adjustment, they adjust their beta data differently. Ms. McShane adjusted the betas to
estimate a relative risk adjustment of 0.65-0.70; Dr. Booth and Drs. Kryzanowski and
Roberts estimated the adjustment to be 0.50.
CCC submitted that because Ms. McShane adjusts the raw betas by averaging them
with 1.0, they are generally increased because utility betas are almost always less than
1.0. Dr. Booth also adjusts his beta estimates upwards, but based on recent market
conditions.
AMPCO pointed to the evidence of Drs. Kryzanowski and Roberts and Ms. McShane
which indicate a downward trend in beta. AMPCO noted Ms. McShane’s adjustment to
correct for interest sensitivity of regulated utilities introduces a bias towards the value of
one, whereas Dr. Booth and Drs. Kryzanowski and Roberts’s adjustments for the same
issue do not alter their beta estimates significantly.
OPG responded that Dr. Booth and Drs. Kryzanowski and Roberts’s betas are too low
and maintained that use of adjusted betas “recognizes that ‘raw’ utility betas do not
adequately explain utility returns; their use mitigates the deficiencies in raw betas as a
predictor of future returns.” 120 Dr. Booth and Drs. Kryzanowski and Roberts only
adjusted their betas by taking averages of ‘raw’ betas, which is not the appropriate
adjustment in OPG’s view.
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Board Findings
It is important to emphasize that the establishment of the ROE is for purposes of the
prescribed assets only; it is not related to OPG’s unregulated businesses, nor is it
related to attracting capital for new generation build which is unregulated.
The Board finds that each of the analytical tests has value as each provides a different
perspective on the question of the appropriate ROE. However, each test also has its
weaknesses. For example, there is evidence of analyst bias, which although not
conclusive with respect to utilities, suggests that the DCF cannot be relied upon wholly.
These weaknesses were highlighted during the testimony of the experts and in
references to other studies in the financial literature. In all cases, significant judgment is
brought to bear by the experts because historical data are being used to estimate the
future. In addition, the data may not be sufficiently comparable; if, for example, it is U.S.
data, or there may be varying time periods under consideration. As Ms. McShane
acknowledged, each test is a “blunt instrument.” 121
The Board concludes that the various expert recommendations provide the reasonable
range of results, but the extremes of the range (both highest and lowest) should not be
adopted given these inherent limitations in the methodologies.
The Board concludes that the ERP test is the most reliable test upon which to base its
determination. The Board has the benefit of having had a number of experts develop
their recommendations based on this approach. As noted above, each test includes
important elements upon which the expert must apply judgment. For the ERP test,
judgment is applied in determining the appropriate adjustment to the raw betas and in
estimating the appropriate market equity risk premium. The Board accepts that an
upward adjustment of the raw betas is warranted, and, similarly, that changes in the
anticipated bond yields may require an adjustment to the observed market equity risk
premium. However, the Board concludes that no particular approach by a single expert
is wholly reliable. The Board considers it reasonable to consider the range of risk
premiums in determining the appropriate level, but neither extreme of the range is
appropriate. The estimates of the risk premium range from about 2.5% to over 5%,
although these are applied to different forecasts of the risk free rate. The Board
concludes that a risk premium of 3.4% is appropriate in the circumstances, based on
the Board’s judgment of the evidence before it and the previously discussed factors.
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Using a forecast long-term risk free rate of 4.75% and a risk premium of 3.4%, the
resulting “bare bones” ROE would be 8.15%.

8.4.4 Adjustment for financing flexibility
The purpose of adding an adjustment for financing flexibility to the “bare bones” cost of
equity is to compensate the utility for potential equity flotation issuance costs and to
protect the financial integrity of the utility against any adverse impacts from potential
unexpected events in the capital markets and the economy.
Energy Probe submitted that adding 50 basis points for financial flexibility was
unwarranted as OPG will not issue shares and therefore requires no compensation for
floatation costs. AMPCO agreed with Dr. Schwartz that the reasons given for adding 50
basis points for financial flexibility are unconvincing: all of OPG’s borrowing will be from
the OEFC and there is no expectation that equity will be raised in the test period.
OPG responded that the 50 basis point allowance does not turn on whether the utility is
actually forecast to enter the market or not. It is a margin for unanticipated market
conditions and “recognizes the basic principle of regulation, that the market return
derived from the equity risk premium test needs to be translated into a return that is fair
and reasonable when applied to book value.” 122 OPG maintained that this principle is
well established and noted that Drs. Kryzanowski and Roberts, Dr. Booth and Ms.
McShane all included the provision and that it has been included in setting the ROE for
Hydro One and the electricity LDCs.
Board Findings
The Board will include this adjustment of 50 basis points. The adjustment has been
used in the past and forms part of the recommendations made by Drs. Kryzanowski and
Roberts, Dr. Booth and Ms. McShane. Adding 50 basis points to the “bare bones” ROE
of 8.15% results in an ROE of 8.65%. The Board concludes that this result is also
reasonable because it is comparable to the levels of return allowed to other Ontario
regulated energy utilities, and although OPG is of higher risk, that risk has been
recognized through the higher equity ratio.
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8.4.5 Should there be separate costs of capital for regulated nuclear and
regulated hydroelectric?
GEC-Pembina-OSEA took the position that OPG should recognize the higher risks of
the nuclear business in its capital and OM&A expenditure decisions. GEC-PembinaOSEA sponsored the evidence of Mr. Paul Chernick on this issue. GEC-PembinaOSEA concluded:
The Board should select an acceptable combined cost of capital (with the
deferral accounts it finds acceptable in place) and then adjust the nuclear division
equity ratio and RoE upward and make a corresponding balancing downward
adjustment to the hydraulic division values in accord with Ms. McShane’s
estimates. 123

GEC-Pembina-OSEA submitted if the Board does not set a separate cost of capital for
each division, then the Board should direct OPG to use project-specific discount rates to
reflect the relative risk level. GEC-Pembina-OSEA also suggested that in a future
proceeding it might be appropriate to consider Mr. Chernick’s proposal that deferral
accounts be minimized, that the risk be reflected in the cost of capital, and that the
added revenue be segregated to mitigate those risks if they arise.
Pollution Probe submitted:
For purposes of cost allocation and rate design, separate and distinct costs-ofcapital should be used since: 1) the nuclear assets are riskier than the hydro
assets; and 2) OPG is already proposing different charges per MWh for its
nuclear and hydro-electric assets [due to separate costs of production]. 124

Pollution Probe noted OPG’s testimony that it did not object to this approach in
principle, although it expressed concern as to whether such an approach was pragmatic
in terms of the necessary calculations. Pollution Probe was of the view that the Board
has the necessary evidence for such an approach and submitted that the evidence of
Drs. Kryzanowski and Roberts should be accepted as they did determine separate
capital structures for nuclear and hydroelectric as part of their analysis.
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SEC submitted that there would be value in setting separate capital structures in terms
of reviewing investment decisions, but noted that the nuclear costs are not “real” in any
event because the liabilities were shifted from OPG when it was created. SEC
concluded that whether or not the Board sets separate structures,
…it should direct OPG to maintain records of the relative costs of production and
investment using separate equity ratios, and to carry out business case and
similar forward-looking expenditure analyses using those technology-specific
equity ratios. 125

SEC submitted that the same ROE should apply to both, because the difference in risk
is appropriately captured through the equity ratio.
CME submitted that there was no need to set separate capital structures for the nuclear
and regulated hydroelectric when they are operated by a single business entity.
OPG responded that alleged benefits of technology-specific cost of capital either do not
exist or are insignificant. For example, there is no evidence that a higher nuclear
payment amount would impact operating decisions, and OPG already has a strong
incentive to meet its production targets. Further, OPG’s project specific risk analysis
provides more rigour than a technology-specific discount rate would.
Board Findings
Although the regulated hydroelectric and regulated nuclear businesses are held by the
same entity, in many respects they are operated quite separately. The rate base is
separate; the production forecasts, capital budgets and OM&A forecasts have been
established separately; the corporate cost allocation is done separately; and the
payments are set separately. The two businesses also face different risks. The Board
finds that there may be merit in establishing separate capital structures for the two
businesses. It would enhance transparency and more accurately match costs with the
payment amounts.
However, the Board also finds that the evidence in this proceeding is not sufficiently
robust to set separate parameters at this time. Drs. Kryzanowski and Roberts
developed separate estimates, but concluded with a combined recommendation. Ms.
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McShane developed separate estimates, but cautioned that she was not as confident
with the analytical results because they had been derived from working backwards.
The Board concludes that this is an approach worthy of further investigation which will
be explored in OPG’s next proceeding. In examining whether to set separate costs of
capital, the Board intends only to examine whether separate capital structures should
be set for the regulated hydroelectric and nuclear businesses. The Board expects that
the same ROE would be applicable to both types of generation. This is consistent with
the general approach of setting a benchmark ROE and recognizing risk differences in
the capital structure.
The Board recognizes that this approach will not alter the overall cost of capital for
OPG’s prescribed facilities. However, in all other significant respects the specific costs
or the hydroelectric and nuclear businesses are used to derive the specific payments for
each type of generation. Specific and separate costs of capital for hydroelectric and
nuclear would be consistent with the separate nature of these businesses and would
provide a more transparent link between the payment amounts for each type of
generation and the underlying costs.

8.4.6 Should the Board adopt a formula to determine the ROE in future?
OPG proposed that the Board adopt an ROE adjustment formula for purposes of
determining OPG’s ROE in future proceedings. Specifically, OPG proposed adoption of
the existing ROE adjustment formula outlined in the Board’s report on cost of capital
and 2nd generation incentive regulation for Ontario’s electricity distributors. 126 That
formula results in a 75 basis point change in ROE for every one hundred basis point
change in the 30-year Long Canada Bond forecast.
OPG noted that it would seek a review of the formula returns if its business risk or
access to capital changed materially and submitted that the adoption of a formula
should not preclude it or another party from seeking a review. SEC supported the use
of Board’s formula approach to adjusting the ROE for years after 2009. CME also
submitted that the formula approach was reasonable.
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Board Findings
The Board agrees that adoption of a formula approach to setting the ROE is appropriate
in the circumstances. The Board will adopt the existing ROE adjustment formula
outlined in its report on cost of capital and 2nd generation incentive regulation for
purposes of determining OPG’s return on equity. The Board intends to examine
whether the regulated hydroelectric and nuclear businesses should have separate
capital structures. Setting the ROE through a formula is consistent with the Board’s
expectation that risk differences in the regulated businesses are appropriately
addressed through the capital structure rather than the ROE.

8.5 Cost of Debt
8.5.1 Short-term debt
OPG forecast the cost of short term debt at 5.83% for 2008 and 5.98% for 2009.
AMPCO submitted that OPG’s short-term rate on commercial paper of 8.4% appears
excessive given the prime corporate paper rate was 3.17%. AMPCO also submitted
that OPG’s cost for Account Receivable securitization of 5.54% appears to be above
current short-term rates. AMPCO submitted that a target cost of about 4% is more
consistent with current conditions. SEC and CME supported AMPCO’s submissions.
OPG responded that it uses commercial paper and Account Receivable securitization
as its main source of short-term financing, but it also has a bank credit facility that has a
forecast $1.4 million fixed cost. OPG noted that AMPCO had inappropriately rolled in
this fixed cost with the forecast cost of commercial paper to derive its “implicit cost rate”
of 8.4%. The rates on commercial paper are forecast to be 5.13% in 2008 and 5.32% in
2009, based a forecast of bankers’ acceptances rate, the corporate spread and the
dealer fee. OPG concluded its proposed short-term debt rate was reasonable as it is
based on independent forecasts.
Board Findings
The Board will accept OPG’s forecast cost of short term debt. The rates are based on
independent forecasts. The Board finds that there is no evidence to support AMPCO’s
proposed level of 4%; that level is derived from an examination of then-current market
conditions, not an assessment of conditions over the test period.
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8.5.2 Long-term debt and the “other” long-term debt provision
OPG noted that its long-term debt outstanding with the OEFC is comprised of financing
for unregulated projects, corporate debt of $3.2 billion and Niagara Tunnel project debt
of $240 million. OPG added that about $1.6 billion in new borrowing is needed over the
test period. OPG allocated its existing and planned corporate debt issues to regulated
and unregulated operations using the ratio of regulated net fixed assets at December
31, 2007 to the total net fixed assets as per OPG’s 2007 audited financial statements.
(Project-related debt is assigned directly.) The forecast cost of planned new and
refinanced corporate debt and project-related debt for 2008 and 2009 is based on the
December 2007 Global Insight forecast of the 10-year Long Canada Bond plus an OPG
credit margin of 130 basis points.
This allocation of OPG’s existing and planned debt is not sufficient to equate OPG’s
proposed rate base with its proposed deemed capital structure. The “other” long-term
debt provision – or “plug” – is the difference between the debt needed to equate the
proposed deemed capital structure to the proposed rate base and the allocated debt.
The interest rate attributable to this debt is the “average unhedged interest rate of new
and refinanced debt issued each year for both corporate and project-related borrowing
purposes.” 127
OPG forecast its long-term debt rates as 5.79% across the test period for its existing
and planned long-term debt, and as 5.65% in 2008 and 6.47% in 2009 for its “other”
long-term debt.
AMPCO submitted that the allocated existing long-term debt and the project-related
debt were determined in a reasonable way and that the costs, being the actual rates
paid, were acceptable. AMPCO submitted, however, that the proposed rates for new
long-term debt of 5.65% in 2008 and 6.47% in 2009 are too high. AMPCO pointed out
that OPG has proposed a credit risk spread of 130 basis points but the evidence is that
OPG paid a spread of only 74.25 basis points on the Niagara Tunnel financing.
AMPCO submitted that applying a spread of 75 basis points to an average 10-year
Canada rate for 2008 and 2009 of 4.25% would result in an interest rate of 5.0%.
AMPCO recommended that a rate no higher than 5.5% be used for 2008 and 2009.
127

OPG Argument in Chief, p. 37.
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AMPCO further submitted that the Board’s principle that in the case of long term debt
held by an affiliate a utility shall only recoup the lower of the negotiated rate or market
rate should apply to OPG as well. SEC and CME supported AMPCO’s submissions.
OPG disagreed with AMPCO’s forecast long term debt rate of 5.5%. OPG submitted
that the 75 basis point spread available in June 2007 is not expected to be available
under market conditions in the test period. The evidence is that spreads have widened
and are expected to remain higher. OPG’s most recent spread is 168 basis points,
even higher than the spread of 130 basis points underpinning its proposed debt rate.
OPG maintained that AMPCO’s forecast 10 year Canada rate is also understated and
that OPG’s forecast was based on an independent forecast by Global Insight.
With respect to the affiliate argument, OPG responded that its arrangements with OEFC
use an estimate of market rates derived through objective and independent information.
Energy Probe relied on the evidence of Dr. Schwartz and submitted that the “other”
long-term debt provision should be accounted for as equity instead, and that the interest
expense associated with the plug should be removed. Energy Probe submitted that
using equity for the plug would result in an unacceptably low debt/equity ratio and that
therefore the additional equity should be assigned a return of 0%. Energy Probe noted
that this approach would not be necessary if the prescribed assets were transferred to a
subsidiary with an approved capital structure.
Board Findings
The Board accepts OPG’s proposed rates for 2008 and 2009 for existing and planned
debt. The Board does not agree with AMPCO’s conclusion that the cost of new debt
should be set at 5.5%. The forecast costs of the planned debt are based on
independent forecasts. The Board also accepts OPG’s evidence that the credit spreads
have widened and the spread available in June 2007 is not expected to be available in
test period. Further, the Board accepts OPG’s evidence that the OEFC rate is designed
to be a market rate.
The Board finds, however, that the method for setting the cost of the “plug” debt is not
appropriate. Rather than using the average of the unhedged cost planned debt, as
OPG proposed, the Board finds that it is appropriate to use the average of the hedged
cost of planned debt. This results in a forecast cost of debt for the “plug” which is
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consistent with the forecast cost of the allocated debt. On this basis, the cost of longterm “other” debt will be set at 5.63% for 2008 and 6.16% in 2009.
The Board will not adopt the approach suggested by Energy Probe. The Board has
already noted that it did not rely on Dr. Schwartz’s evidence.
The Board’s decision with respect to the treatment of the unfunded nuclear liabilities for
Pickering and Darlington will affect OPG’s allocation of existing long-term debt and the
level of “other” long-term debt. The Board does not have sufficient data to determine
these impacts and therefore directs OPG to perform these calculations as part of the
draft order.
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9 DESIGN AND DETERMINATION OF PAYMENT AMOUNTS
9.1 Tax Losses and Rate Mitigation
OPG proposed to reduce the test period revenue requirement by $228 million because
it “recognizes that the revenue requirement increase over the current payment amounts
is significant and will have an impact on electricity consumers.” 128 OPG characterized
this mitigation as an acceleration of the application of regulatory tax loss carry forwards
that OPG claimed existed at the end of 2007 and that would not be utilized in 2008 or
2009.
OPG said its regulatory tax losses at December 31, 2007 were $990.2 million. It
forecast that $487 million of that amount would be used in 2008 and 2009, leaving
$503.2 million available for subsequent periods. 129
In addition to this mitigation, OPG decided not to recognize any provision for payments
in lieu of income taxes (PILs) in the test period. PILs payments are calculated in
accordance with federal and Ontario tax laws but are paid to the Ontario Electricity
Financial Corporation. Assuming the Board were to approve its application as filed,
OPG estimated that its regulatory taxable income, before consideration of the regulatory
tax losses, would be $487 million for the two years ended December 31, 2009. At
currently enacted tax rates, the PILs payments would be approximately $150 million for
that period. The amount of PILs for the 21-month test period related to the prescribed
facilities would be lower than that amount but would still be quite substantial. 130
OPG calculated the accumulated “regulatory tax losses” of $990.2 million at the end of
2007 by computing the taxable income or loss since April 1, 2005 of the prescribed
facilities (plus the Bruce lease). OPG indicated that the main reasons for the regulatory
tax losses were:

128

Exhibit K1-1-2, page 1.

129

Exhibit F3-2-1, Table 9.

130

The Board was not able to calculate even a rough estimate of the amount of PILs for the test period for
the prescribed facilities because regulatory taxable income as calculated by OPG includes taxable
income related to OPG’s Bruce lease. Also, the 2008 PILs amount provided by OPG is for a full year, not
nine months.
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OPG made substantial tax-deductible contributions to the segregated nuclear
funds (contributions during the period were $888 million, including a special onetime payment of $334 million in 2007 related to the Bruce facilities);



the deduction in 2005 of $258 million in Pickering A return to service costs; and



a loss before income tax from the prescribed facilities in 2007.

OPG referred to its accumulated loss carry forwards as “regulatory tax losses” to
distinguish them from actual tax loss carry forwards that are recognized by the tax
authorities. In fact, OPG’s witnesses noted that OPG did not have any actual tax loss
carry forwards at the end of 2007. The benefit of all tax losses that were generated by
the prescribed facilities during the period 2005 to 2007 were used to reduce PILs
payable by OPG in respect of its unregulated operations. OPG’s witnesses also noted
that in its consolidated financial statements for 2005 through 2007, OPG recorded the
benefit of those “regulatory tax losses” in earnings; it did not credit any of the benefit of
those losses to a deferral account to be used to reduce the payment amounts for the
prescribed assets after April 1, 2008.
In its argument, OPG submitted that: “While an argument could be made that these tax
losses belong to OPG and not to ratepayers since they arose in a period prior to Board
regulation, OPG has decided that it is appropriate that they be returned to
ratepayers.” 131
Only a few intervenors commented on OPG’s proposed mitigation and its elimination of
a tax provision for 2008 and 2009. CCC, CME and SEC supported OPG’s approach.
CCC and SEC noted that, absent the mitigating effect of the tax losses, the increase in
payment amounts sought by OPG would be much higher than proposed in its
application. CME supported OPG’s approach and noted that OPG was not obliged to
allocate the benefit of the prior period tax losses to consumers.
Board Findings
OPG’s proposals to exclude a tax provision from the revenue requirement and to reduce
the revenue requirement by a further $228 million mitigation amount are both linked to
the $990.2 million of “regulatory tax losses” that OPG claims existed at December 31,
2007.

131

OPG Argument-in-Chief, page 109.
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OPG’s tax calculations did not receive much scrutiny during this proceeding. Although
intervenors supported OPG’s proposals (or were silent on the issues), the Board is not
convinced that OPG has taken the right approach to income tax issues in its application.
The Board is not convinced that there are any “regulatory tax losses” to be carried
forward to 2008 and later years, or if there are any, that the amount calculated by OPG
is correct. Reasons for the Board’s concerns about OPG’s treatment of taxes include:


OPG’s calculation of regulatory tax losses for 2005 to 2007 includes revenues
and expenses related to OPG’s Bruce lease. The Bruce stations are not
prescribed facilities and OPG’s Bruce lease is not regulated by the Board. In the
Board’s view, any calculation of tax losses in respect of the prescribed facilities
should exclude revenues and expenses related to the Bruce lease. 132



OPG did not have any tax loss carry forwards at the end of 2007. OPG’s
witnesses confirmed that OPG was able to use the tax losses generated by the
prescribed facilities for period 2005 to 2007 to reduce the income taxes that OPG
would otherwise have paid in respect of its unregulated businesses. That is, the
benefit of the tax losses related to OPG’s regulated assets for 2005 to 2007 has
already been realized by OPG.



OPG witnesses confirmed that the benefit of the pre-2008 tax losses in respect of
the regulated assets was recorded in OPG’s audited financial statements in the
form of a lower tax expense. Those witnesses also confirmed that OPG did not
establish a deferral account at the end of 2007 to capture the tax benefits it
claimed should be used to reduce regulatory taxes for 2008 and later periods in
its application. The treatment of tax losses adopted in OPG’s financial statements
appears to conflict with the position taken in OPG’s application to the Board.



OPG stated that an argument could be made that the regulatory tax losses
belong to OPG and not to customers since they arose in a period prior to Board
regulation. Nonetheless, OPG submitted it was appropriate that the tax benefits
be credited to customers although it offered no reasons why it was considered to
be appropriate.

132

As noted in Chapter 8, the Board has determined that revenues and costs related to the Bruce stations
should be calculated for purposes of section 6(2)10 of Regulation 53/05 in accordance with GAAP (not
regulatory accounting) and that a tax provision should be included in the Bruce costs.
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Although the Board is not convinced that regulatory tax loss carry forwards existed at
the end of 2007, or that OPG’s treatment of taxes is appropriate, the Board is not
making a finding that all of the tax benefits of pre-2008 tax losses should accrue to
OPG’s shareholder. The Board believes that the benefit of tax deductions and losses
that arose before the date of the Board’s first order should be apportioned between
electricity consumers and OPG based on the principle that the party who bears a cost
should be entitled to any related tax savings or benefits. The Board has adopted this
principle in other cases where a company owns both regulated and unregulated
businesses.
The practical consequences of this principle can be illustrated by reference to two of the
items that OPG cites as causes for the 2005 to 2007 regulatory tax loss.


In 2005, OPG deducted $258 million of Pickering A return to service costs in
computing taxable income for that year. For accounting purposes, OPG recorded
those costs in the PARTS deferral account. As noted in Chapter 7 of this
decision, the remaining deferral account balance at December 31, 2007 of
$183.8 million will be recovered through future payment amounts for the nuclear
facilities. In the Board’s view, the majority of the tax benefit realized by OPG in
2005 should be for the account of consumers given that the nuclear revenue
requirement after 2007 will include $183.8 million to recover the deferral account
balance.



OPG’s evidence indicated that in 2007 its regulated operations incurred an $84
million loss before income taxes (how much of that loss, if any, that relates to
Bruce is unclear). It would appear that the operating loss in 2007 was borne
completely by OPG’s shareholder. Consumers have not been required to absorb
that loss because the payment amounts for 2007 were set in 2005 and did not
change. Accordingly, in the Board’s view, none of the tax benefit of that loss
should accrue to consumers.

The Board does not have the information necessary to determine the tax benefits which
should be carried forward to offset payment amounts in 2008 and later periods. The
Board has therefore examined the proposed level of mitigation within the context of
OPG’s overall application.
With respect to 2008 and 2009, the Board is not able to agree, for the reasons outlined
above, with OPG’s position that “regulatory tax losses” permit it to eliminate an income
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tax provision. Because there is no evidence about the amount of pre-2008 tax benefits
that appropriately should be carried forward to offset 2008 and 2009 PILs, the Board
views OPG’s proposal to eliminate an income tax provision in the test period as simply
mitigation. OPG has effectively agreed to absorb whatever tax provision would
otherwise be required for those years. The Board finds that this mitigation should be
retained in OPG’s calculation of the revenue requirement and payment amounts that
flow from the Board’s findings in this decision. That is, OPG should not include any tax
provision for 2008 and 2009 in respect of the prescribed assets.
As for OPG’s proposed $228 million mitigation amount, the Board also does not accept
that there is any connection between that amount and any regulatory tax losses. OPG’s
offer of $228 million of mitigation was made in the context of the revenue requirement,
before mitigation, shown in OPG’s application. The revenue requirement that results
from the Board’s findings in this decision will be lower than that proposed by OPG. The
Board concludes that it would be unreasonable to hold OPG to its original offer of
mitigation. The mitigation amount of $228 million was about 22% of the $1,025.7 million
revenue deficiency shown in OPG’s application. The amount of mitigation the Board will
require OPG to provide for the test period will be equal to 22% of the revenue deficiency
calculated based on the Board’s findings in the decision. The Board estimates that this
amount will be about $170 million, compared to the $228 million in OPG’s application.
In its next application for payment amounts for the prescribed assets, the Board will
require OPG to file better information on its forecast of the test period income tax
provision. To that end, the income tax provision for the prescribed facilities in future
applications should not include any income or loss in respect of the Bruce lease. The
Board also expects OPG to file an analysis of its prior period tax returns that identifies
all items (income inclusions, deductions, losses) in those returns that should be taken
into account in the tax provision for the prescribed facilities. That analysis should be
based on the principle that if OPG is proposing that electricity consumers should bear a
cost (or should benefit from revenues) they will receive the related tax benefit (or will be
charged the related income taxes).
The Board also believes that its assessment of income taxes (and other elements of
OPG’s proposed revenue requirement) would be improved if OPG were to file a
complete set of audited financial statements, including a balance sheet, for the
prescribed facilities. The Board regulates the rates of a few utilities that are owned by
entities that also own substantial unregulated businesses. Those regulated utilities do
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file separate audited financial statements as part of their applications. The Board directs
OPG to file such audited financial statements for the prescribed facilities. Assuming that
OPG’s next application is filed in mid-2009, the Board expects OPG to file financial
statements as at and for the year ended December 31, 2008.

9.2 Nuclear Payment Structure
9.2.1 OPG’s fixed payment of $1.2 billion
OPG requested a change in the structure of payments for the nuclear facilities. The
current nuclear payment amount is $49.50 per MWh, with OPG being fully at risk for
outages at Pickering and Darlington. OPG proposed that the Board approve a fixed
payment of $1,221.6 million (25% of OPG’s proposed revenue requirement, net of
variance and deferral account amortization), payable in equal monthly instalments. The
balance of OPG’s proposed nuclear revenue requirement would be recovered through a
variable payment amount of $41.50 per MWh and a further $1.45 per MWh to cover
clearance of variance and deferral accounts.
OPG argued that it should be awarded a significant fixed payment for the nuclear
facilities because over 90 percent of nuclear costs are fixed, and because generators in
Ontario and other jurisdictions receive some form of fixed payment. It also noted that
the rates for utilities that provide regulated distribution services include a fixed
component. OPG acknowledged that receiving a significant fixed payment for nuclear
facilities would reduce OPG’s risk. It submitted that the variable component of the
proposed payment structure would still provide a strong incentive to maximize nuclear
unit availability, avoid outages, and bring units back from an outage as quickly as
possible.
Intervenors were split on the merits of OPG’s proposal. CCC, PWU, SEC supported, or
did not object to, a fixed component for nuclear payments. CCC submitted that it is
more important to mitigate OPG’s risk than to provide a meaningful incentive to avoid
unscheduled outages. It recommended that the fixed portion of the nuclear payments be
set at 50% of the revenue requirement. PWU and SEC supported OPG’s proposed 25%
fixed payment.
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AMPCO, CME, Energy Probe, and GEC-Pembina-OSEA opposed OPG’s proposal.
AMPCO submitted that it would be inappropriate to relieve OPG of the incentive to
maximize nuclear production that is inherent in the fully variable payment structure
approved by the government in 2005. CME supported AMPCO’s position and argued
that if the Board were to approve any amount of a fixed payment for nuclear it should
reduce the equity element of the deemed capital structure. GEC-Pembina-OSEA noted
that several witnesses were asked to provide examples of generators receiving
payments for non-production and that no precedents were provided.
Board Findings
The Board does not approve OPG’s fixed payment proposal. The Board will continue
the current 100% variable payment structure for nuclear output.
OPG’s request to move away from a fully variable payment structure for the prescribed
nuclear facilities does not appear to have been in response to a change in operational
risk at the plants compared to the risk level in 2005. The Board could not identify any
change in the operating environment that would dictate a need to revise the payment
structure.
OPG’s proposal would result in an increasing effective price per MWh for energy
produced from the nuclear plants when OPG’s production deteriorates. If OPG’s nuclear
production for the 21-month period ending December 31, 2009 were to exactly equal its
forecast of 88.2 TWh, the proposed payment structure would result in revenue of
$4,886.5 million, or $55.40 per MWh (excluding recovery of deferral and variance
accounts). If, however, nuclear production is 5% less than forecast, the realized price
under OPG’s proposal would increase to $56.13 per MWh. The Board is not aware of
any generator in Ontario that has such an arrangement, and OPG was not able to
provide any relevant examples.
OPG stated that generators in Ontario and other jurisdictions receive some form of fixed
payment. It did not provide examples. The Board is aware that generators in some
jurisdictions receive fixed capacity payments as compensation for standing ready to
generate when called on. As the Board understands those contracts, the fixed
compensation paid to the generator is contingent on the generator actually being able to
produce when called on. If the generator cannot produce when required, some of the
fixed payments are clawed back. This is different from OPG’s proposal, which would
allow OPG to keep all of the fixed payment regardless of the level of its nuclear output.
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The Board is also aware that some contracts between generators and the Ontario
Power Authority provide for fixed monthly payments. As far as the Board is aware,
generators with those contracts are deemed by the OPA to have operated, and deemed
to have earned revenue that reduces the monthly fixed payment, when certain prices
prevail in the gas and electricity markets. The fixed monthly payment is reduced by the
deemed revenue whether or not the generator was able to generate when the OPA
deems that it did so and earn revenue in the IESO market. In the Board’s view, the
payment structure in these contracts is not equivalent to OPG’s proposed structure
because the generator will lose part of its fixed payment if it is unable to operate when
the OPA deems it to do so.
OPG likens its proposed fixed payment to monthly fixed payments charged to
customers by regulated gas and electricity distribution companies. The Board does not
accept OPG’s comparison. It is true that most of the costs of regulated delivery utilities
in Ontario and elsewhere are fixed. But, unlike OPG, those entities are essentially
monopoly providers, with an obligation to serve, that must make sure their systems are
available and capable of serving customers regardless of the level of customer demand
any point. OPG is not seeking to mitigate the risk of fluctuating customer demand.
Rather, it is seeking a fixed payment structure to mitigate the risk that OPG is unable to
produce the amount of energy that it has forecast.
The Board believes OPG should be fully incented to produce as accurate a forecast of
nuclear production as possible and should be at risk if actual output falls short of
forecast. This is the same position OPG would be in if the nuclear facilities were not
regulated and were compensated through the hourly spot market or bilateral contracts.

9.2.2 Separate payment rider for deferral and variance account clearance
OPG said it favours recovering deferral and variance account balances through
separate payment riders. It did not propose a separate rider for the hydroelectric
accounts, because the amounts being cleared are small, but it did propose a rate rider
of $1.45 per MWh to cover clearance of nuclear deferral and variance account
balances.
No intervenor opposed establishing a separate rider for clearance of the nuclear
accounts.
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Board Findings
The Board approves the use of a rate rider to collect the amount of nuclear deferral and
variance account balances approved for clearance in Chapter 7 of this decision.

9.3 Hydroelectric Payment Structure
The Board approves continuation of the current 100% variable payment structure for
hydroelectric output. It also agrees with OPG that there should be no separate rate rider
for recovery of hydroelectric deferral and variance accounts.
Chapter 3 sets out the Board’s findings on the hydroelectric incentive payments.
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10 IMPLEMENTATION
OPG proposed that its new payment amounts be made effective April 1, 2008 and that
the retrospective amounts to April 1, 2008 should be recovered over the balance of the
test period outstanding at the time of the issuance of the Board’s Decision, through the
monthly payments OPG receives from the IESO. The amount to be recovered for the
retrospective period would be equal to the difference between the new payments
approved by the Board, multiplied by actual production from the regulated facilities
during that period, and the actual revenues received by OPG under the existing
payment amounts, excluding any hydroelectric incentive revenues.
AMPCO supported OPG’s proposal to recover the retrospective amounts back to April
1, 2008 using actual consumption. SEC proposed that the new payment amounts be
effective April 1, 2008 except for that portion related to OPG’s increased return on
equity. No other intervenors made submissions on OPG’s implementation proposal.
OPG urged the Board to accept OPG’s proposal for implementing the new payment
amounts, and to reject SEC’s proposal.
The Board has determined that the new payment amounts will be effective April 1, 2008
and that the shortfall for the period from April 1, 2008 to the implementation of the
Board’s order should be recovered over the balance of the test period.
The Board directs OPG to file with the Board, and copy all intervenors, a draft order
which will include the final revenue requirement and payment amounts for the
prescribed nuclear and hydroelectric faculties, and reflect the findings made by the
Board in this Decision. OPG should also include supporting schedules and a clear
explanation of all calculations and assumptions used in deriving the amounts used.
With respect to the calculation of the payment amounts, OPG should assume that the
IESO can start billing the new rates as of December 1, 2008 and that the payment
amounts will be adjusted through the use of a rider to allow for the recovery of the 21
month revenue requirement over the 13 month period remaining in the test period.
With regard to the calculation of production for April 1, 2008 to November 30, 2008,
OPG should use the monthly forecasts for both hydroelectric and nuclear production
which underpinned its application. This will ensure that OPG remains at risk for its
Decision with Reasons
November 3, 2008

177

EB-2007-0905
ONTARIO POWER GENERATION INC.

production forecast in the same way it would have been had the payment amounts been
set on a prospective basis.
OPG is directed to file the draft order within 10 calendar days of the issuance of this
decision. Intervenors shall have 7 calendar days to respond to the Company’s draft
order. The Company shall respond within 5 calendar days to any comments by
intervenors.

DATED at Toronto, November 3, 2008
ONTARIO ENERGY BOARD

Original Signed By
__________________________
Gordon Kaiser
Presiding Member & Vice Chair

Original Signed By
_________________________
Cynthia Chaplin
Member

Original Signed By
__________________________
Bill Rupert
Member
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PROCEDURAL DETAILS INCLUDING LISTS OF PARTIES
AND WITNESSES
THE PROCEEDING
Ontario Power Generation Inc. (OPG) filed its application for new payment amounts on
November 30, 2007. On December 13, 2007 the Board issued a Notice of Application
and Oral Hearing which was published in accordance with the Board’s direction.
The Board issued Procedural Order No.1 on January 23, 2008 which established the
procedural schedule for all events, including the hearing of OPG’s request for an interim
payment amount adjustment to take effect on April 1, 2008. Procedural Order No.1 also
provided a draft issues list and a listing of the parties to the proceeding.
The procedural schedule included the following:
 Submissions on the issues list and the interim payment request were filed by
February 1, 2008.


The Issues Day/Interim payment hearing was held on February 6-7 2008.



Interrogatories to OPG were filed by March 24, 2008. OPG responded to
interrogatories by April 11, 2008.



Intervenors and Board staff filed evidence by April 18, 2008.



Interrogatories on intervenor and Board staff evidence were filed by April 23,
2008.



Intervenors and Board staff filed responses to interrogatories by May 8, 2008.



A technical conference was held on May 13 and 14, 2008.



The oral Hearing commenced May 22, 2008

On February 7, 2008, the Board orally ruled on the matter of the issues list and OPG’s
request for an interim payment adjustment after hearing submissions from the parties,
including OPG, the Association of Major Power Consumers of Ontario, the Schools
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Energy Coalition, and Energy Probe, Power Workers Union and the Independent
Electricity System Operator.
On March 20, 2008, April 9, 2008 and April 18, 2008 the Board issued Procedural
Orders No. 2, No. 3 and No. 4 respectively which amended or extended the events
schedule of the proceeding.
In response to OPG’s request that certain interrogatory responses be treated
confidentially, the Board issued Procedural Order No. 5 pursuant to the Board’s Rules
of Practice and Procedure and Practice Direction on Confidential Filings.
On July 29, 2008 the Board issued Procedural Order No. 6 which set out the timetable
for the filing of cost claims by eligible intervenors in accordance with the Board’s
Practice Direction on Cost Awards.
PARTICIPANTS AND REPRESENTATIVES
Below is a list of participants and their representatives that were active either at the oral
hearing or at another stage of the proceeding. A complete list of intervenors is available
at the Board’s offices.
Board Counsel and Staff

Donna Campbell
Richard Battista
Russell Chute
Chris Cincar
Russell Holden

Ontario Power Generation

Michael A. Penny
Josephina Erzetic
Andrew Barrett
Barbara Reuber

Association of Major Power Consumers in
Ontario

Mark Rodger
Adam White
Wayne Clark
Tom Adams
Lawrence Murphy

Canadian Manufacturers & Exporters

Peter Thompson
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Consumers Council of Canada

Robert Warren
Julie Girvan

Energy Probe Research Foundation

Peter Faye
David MacIntosh
Lawrence Schwartz
Norman Rubin
Kimble Ainslie

Green Energy Coalition

David Poch

Pollution Probe Foundation

Murray Klippenstein
Basil Alexander
Jack Gibbons

Power Workers Union

Richard Stephenson
John Sprackett
Judy Kwik
Alfredo Bertolotti

.School Energy Coalition

Jay Shepherd
Bob Williams
Mikaela Cameron
Rachel Chen

Vulnerable Energy Consumers Coalition

Michael Buonaguro
Bill Harper

WITNESSES
The following OPG employees appeared as witnesses.
David Halperin

Director, Business and Financial Planning, Corporate
Finance

Fred Long

Vice President, Financial Planning

Colleen Sidford

Vice President, Treasurer

Joan Frain

Manager, Water Policy and Planning Water Resource
Division

Don B. Gagnon

System Support Manager Niagara Plant Group
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Mario Mazza

Director, Business Support and Regulatory Affairs
Hydro Business Unit

Mark Shea

Asset and Technical Services Manager Ottawa/St
Lawrence Plant Group
Director, Trading and Origination Energy Markets

Ken Lacivita
Robert Boguski

Senior Vice President, Business Services and
Information Technology

John Mauti

Director, Nuclear Reporting

Paul Pasquet

Deputy Site President, Pickering B

Bill Robinson

Senior Vice President, Nuclear Programs and Training

Dana Letts

Outage Program Manager Nuclear Programs and
Training

Vincent Gonsalves

Director, Business Planning

Michael Allen

Director, Work Management

Michael McFarlane

Outage Manager Darlington

Robert Latimer

Department Manager, Strategic Planning, Pickering A

Mark Arnone

Director, Projects and Modifications

Randy Leavitt

Director, Investment Management

Craig Sellers

Chief Engineer, Nuclear New Build

Laurie Swami

Director of Licensing, New Generation Development

Mario Cornacchia

Director, Commercial Services Inspection and
Maintenance and Commercial Services

Dennis Dodo

Controller, Inspection and Maintenance Services

Bob Morrison

Vice President, Engineering and Modifications and
Chief Nuclear Engineer

Neil Brydon

Manager, External Reporting and Policy
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Angelo Castellan

Director, Nuclear Waste Business Support

Robin Heard

Vice President, Financial Services

Lorraine Irvine

Vice President, Compensation and Benefits

Tom Staines

Controller, Corporate Accounting Finance

Andrew Barrett

Vice President, Regulatory Affairs and Corporate
Strategy

Lubna Ladak

Manager, Regulatory Finance

Sean Granville

Director, Nuclear Programs

OPG also called the following expert witness: Kathleen McShane of Foster Associates
Inc.
The intervenors and Board staff called the following expert witnesses:

Laurence Booth of the University of Toronto appearing for VECC and CCC

Paul Chernick of Resource Insight Inc. appearing for GEC

A.J. Goulding of London Economics International appearing for Board staff

Lawrence Kryzanowski of Concordia University and Gordon Roberts of York
University appearing for Pollution Probe

Lawrence Murphy of Henley International Inc. and Tom Adams appearing for
AMPCO

Lawrence Schwartz of York University appearing for Energy Probe
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APPROVALS SOUGHT BY OPG IN EB-2007-0905
(Source; Exhibit A1- 2- 2)



An order from the OEB declaring OPG’s payment amounts interim as of April 1,
2008.



An order from the OEB establishing interim payment amounts of $35.35/MWh for
the
−
output of Sir Adam Beck I, Sir Adam Beck II, Sir Adam Beck Pump
Generating Station,
−
−

−
−
−

DeCew Falls I, DeCew Falls II, and R.H. Saunders Generating Stations (the
“regulated
hydroelectric facilities”) and $53.00/MWh for the output of Pickering A
Generating Station, Pickering B Generating Station, and Darlington
Generating Station (the “nuclear
facilities”) effective April 1, 2008. During the period of interim rates, OPG
expects to
retain the hydroelectric incentive mechanism under O. Reg. 53/05 under
which the
output from the regulated hydroelectric facilities in excess of 1900 MWh in
any hour receives market price.



The approval of a revenue requirement of $1283M for the regulated hydroelectric
facilities and a revenue requirement of $5152M for the nuclear facilities for the
period of April 1, 2008 through December 31, 2009 (the “test period”) as set out in
Ex. K1-T1-S1.



The approval of a rate base forecast of $3886M and $3870M for the regulated
hydroelectric facilities for the years 2008 and 2009, respectively and $3515M and
$3484M for the nuclear facilities for the years 2008 and 2009, respectively, as
summarized in Ex. B1-T1-S1. OPG’s request for this approval is supported by an
examination of the asset and liabilities values and other related matters in the
2006 audited financial statements pursuant to paragraph 6 (2) 5 of the Regulation
and asset forecast as found in Exhibit B.
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Approval of a capital budget for the regulated hydroelectric facilities for the test
period, as presented in Ex. D1-T1-S1 and for the nuclear facilities for the test
period, as presented in Ex. D2-T1-S1.
Approval of a production forecast of 31.5 TWh for the test period for the regulated
hydroelectric facilities and 88.2 TWh for the test period for the nuclear facilities.
Production forecast is presented in Ex. E.



Approval of a deemed capital structure of 42.5 percent debt and 57.5 percent
equity and a combined rate of return on rate base of 8.48 percent and 8.56
percent for 2008 and 2009, respectively, including a rate of return on equity
(“ROE”) forecast of 10.5 percent, as presented in Ex. C1-T1-S1 and Ex. C1-T2S1.



Approval of the automatic adjustment mechanism to adjust the rate of return on
common equity in future periods, as discussed in Exhibit C1-T1-S1.



Approval of a payment amount for the regulated hydroelectric facilities of
$37.90/MWh for the average hourly net energy production (MWh) from the
regulated facilities in any given month (the “hourly volume”) for each hour of that
month. Production over the hourly volume will receive the market price from the
Independent Electricity System Operator (“IESO”) – administered energy market.
Where production from the regulated hydroelectric facilities is less than the hourly
volume, OPG’s revenues will be adjusted by the difference between the hourly
volume and the actual net energy production at the market price from the IESO administered market. The payment amount for the regulated hydroelectric
facilities is set out in Ex. K1-T2-S1 and the design of the regulated hydroelectric
payment amount is set out in Ex. I1-T1-S1.



Approval of a payment amount for the nuclear facilities, of $58.2M/month plus
$41.50/MWh, as set out in Ex. K1-T3-S1.



For the nuclear facilities, approval for recovery of $342M from the variance and
deferral accounts using a payment rider of $1.45/MWh, as presented in Ex. J1T1-S1 and Ex. J1-T2-S1. For the regulated hydroelectric variance account,
recovery of $0.7M by adding this amount to the revenue requirement used to
calculate the hydroelectric payment amount, as presented in Ex. J1-T2-S1 and
Ex. K1-T1-S1.
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Approval to establish, re-establish or continue variance and deferral accounts as
follows:
− A variance account to record the deviation from forecast revenues associated
with differences in hydroelectric electricity production due to differences
between forecast and actual water conditions.
− A variance account to record the deviation from forecast revenues for
ancillary services from the regulated hydroelectric facilities and the nuclear
facilities.
− A variance account to record the deviation from forecast non-capital costs
associated with work to increase capacity or to refurbish a generation facility.
The account would include deviations in costs associated with the potential
refurbishment of Pickering B and Darlington Generating Stations.
− A variance account to recover the deviation from forecast non-capital costs
for planning and preparation for the development of proposed new nuclear
generation facilities.
− A variance account to record the deviation between actual and forecast
nuclear fuel costs.
− A variance account to record the customer’s share of revenues from energy
sales to Hydro Quebec as a result of segregated mode of operation at R.H.
Saunders, and from water transactions at the regulated hydroelectric facilities.
− A variance account to record the deviation between actual and forecast
pension and other post-employment benefit expenses related to changes in
the discount rate.
− A deferral account to record non-capital costs associated with the planned
return to service of units at the Pickering A Generating Station.
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− A deferral account to record the revenue requirement impact of the change in
the nuclear decommissioning liability arising from the December 2006
approved reference plan as defined in the Ontario Nuclear Funds Agreement.
− A variance account to capture the tax impact of changes in tax rates, rules
and assessments.
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DECISION ON INTERIM PAYMENTS - EB- 2007- 0905
Source: EB-2007-0905 Transcript dated February 7, 2008 p.p. 111-118
See following pages:

NO EXHIBITS WERE FILED DURING THIS PROCEEDING
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Excerpt:

Section 78.1 of the Ontario Energy Board Act, 1998, S.O.1998, c.15
(Schedule B).

Payments to prescribed generator

78.1 (1) The IESO shall make payments to a generator prescribed by the regulations, or to the OPA on behalf of a
generator prescribed by the regulations, with respect to output that is generated by a unit at a generation facility prescribed by
the regulations. 2004, c. 23, Sched. B, s. 15.
Payment amount

(2) Each payment referred to in subsection (1) shall be the amount determined,
(a) in accordance with the regulations to the extent the payment relates to a period that is on or after the day this section
comes into force and before the later of,
(i) the day prescribed for the purposes of this subsection, and
(ii) the effective date of the Board’s first order in respect of the generator; and
(b) in accordance with the order of the Board then in effect to the extent the payment relates to a period that is on or after
the later of,
(i) the day prescribed for the purposes of this subsection, and
(ii) the effective date of the Board’s first order under this section in respect of the generator. 2004, c. 23, Sched. B,
s. 15.
OPA may act as settlement agent

(3) The OPA may act as a settlement agent to settle amounts payable to a generator under this section. 2004, c. 23,
Sched. B, s. 15.
Board orders

(4) The Board shall make an order under this section in accordance with the rules prescribed by the regulations and may
include in the order conditions, classifications or practices, including rules respecting the calculation of the amount of the
payment. 2004, c. 23, Sched. B, s. 15.
Fixing other prices

(5) The Board may fix such other payment amounts as it finds to be just and reasonable,
(a) on an application for an order under this section, if the Board is not satisfied that the amount applied for is just and
reasonable; or
(b) at any other time, if the Board is not satisfied that the current payment amount is just and reasonable. 2004, c. 23,
Sched. B, s. 15.
Burden of proof

(6) Subject to subsection (7), the burden of proof is on the applicant in an application made under this section. 2004,
c. 23, Sched. B, s. 15.
Order

(7) If the Board on its own motion or at the request of the Minister commences a proceeding to determine whether an
amount that the Board may approve or fix under this section is just and reasonable,
(a) the burden of establishing that the amount is just and reasonable is on the generator; and
(b) the Board shall make an order approving or fixing an amount that is just and reasonable. 2004, c. 23, Sched. B, s. 15.
Application

(8) Subsections (4), (5) and (7) apply only on and after the day prescribed by the regulations for the purposes of subsection
(2). 2004, c. 23, Sched. B, s. 15.
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Ontario Energy Board Act, 1998
Loi de 1998 sur la Commission de l’énergie de l’Ontario

ONTARIO REGULATION 53/05
PAYMENTS UNDER SECTION 78.1 OF THE ACT
Consolidation Period: From February 19, 2008 to the e-Laws currency date.

Last amendment: O. Reg. 27/08.
This Regulation is made in English only.
Definition

0.1 In this Regulation,
“approved reference plan” means a reference plan, as defined in the Ontario Nuclear Funds Agreement, that has
been approved by Her Majesty the Queen in right of Ontario in accordance with that agreement;
“nuclear decommissioning liability” means the liability of Ontario Power Generation Inc. for decommissioning its
nuclear generation facilities and the management of its nuclear waste and used fuel;
“Ontario Nuclear Funds Agreement” means the agreement entered into as of April 1, 1999 by Her Majesty the
Queen in right of Ontario, Ontario Power Generation Inc. and certain subsidiaries of Ontario Power Generation
Inc., including any amendments to the agreement. O. Reg. 23/07, s. 1.
Prescribed generator

1. Ontario Power Generation Inc. is prescribed as a generator for the purposes of section 78.1 of the Act. O. Reg.
53/05, s. 1.
Prescribed generation facilities

2. The following generation facilities of Ontario Power Generation Inc. are prescribed for the purposes of section
78.1 of the Act:
1. The following hydroelectric generating stations located in The Regional Municipality of Niagara:
i. Sir Adam Beck I.
ii. Sir Adam Beck II.
iii. Sir Adam Beck Pump Generating Station.
iv. De Cew Falls I.
v. De Cew Falls II.
2. The R. H. Saunders hydroelectric generating station on the St. Lawrence River.
3. Pickering A Nuclear Generating Station.
4. Pickering B Nuclear Generating Station.
5. Darlington Nuclear Generating Station. O. Reg. 53/05, s. 2; O. Reg. 23/07, s. 2.
Prescribed date for s. 78.1 (2) of the Act

3. April 1, 2008 is prescribed for the purposes of subsection 78.1 (2) of the Act. O. Reg. 53/05, s. 3.
Payment amounts under s. 78.1 (2) (a) of the Act

4. (1) For the purpose of clause 78.1 (2) (a) of the Act, the amount of a payment that the IESO is required to
make with respect to a unit at a generation facility prescribed under section 2 is,
(a) for the hydroelectric generation facilities prescribed in paragraphs 1 and 2 of section 2, $33.00 per megawatt
hour with respect to output that is generated during the period from April 1, 2005 to the later of,
(i) March 31, 2008, and
(ii) the day before the effective date of the Board’s first order in respect of Ontario Power Generation Inc.;
and
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(b) for the nuclear generation facilities prescribed in paragraphs 3, 4 and 5 of section 2, $49.50 per megawatt
hour with respect to output that is generated during the period from April 1, 2005 to the later of,
(i) March 31, 2008, and
(ii) the day before the effective date of the Board’s first order in respect of Ontario Power Generation Inc.
O. Reg. 53/05, s. 4 (1).
(2) Despite subsection (1), for the purpose of clause 78.1 (2) (a) of the Act, if the total combined output of the
hydroelectric generation facilities prescribed under paragraphs 1 and 2 of section 2 exceeds 1,900 megawatt hours in
any hour, the total amount of the payment that the IESO is required to make with respect to the units at those
generation facilities is, for that hour, the sum of the following amounts:
1. The total amount determined for those facilities under clause (1) (a), for the first 1,900 megawatt hours of
output.
2. The product obtained by multiplying the market price determined under the market rules by the number of
megawatt hours of output in excess of 1,900 megawatt hours. O. Reg. 53/05, s. 4 (2).
(2.1) The total amount of the payment under subsection (2) shall be allocated to the hydroelectric generation
facilities prescribed under paragraphs 1 and 2 of section 2 on a proportionate basis equal to each facility’s
percentage share of the total combined output in that hour for those facilities. O. Reg. 269/05, s. 1.
(2.2) Subsection (2.1) applies in respect of amounts payable on and after April 1, 2005. O. Reg. 269/05, s. 1.
(3) For the purpose of this section, the output of a generation facility shall be measured at the facility’s delivery
points, as determined in accordance with the market rules. O. Reg. 53/05, s. 4 (3).
Deferral and variance accounts

5. (1) Ontario Power Generation Inc. shall establish a variance account in connection with section 78.1 of the Act
that records capital and non-capital costs incurred and revenues earned or foregone on or after April 1, 2005 due to
deviations from the forecasts as set out in the document titled “Forecast Information (as of Q3/2004) for Facilities
Prescribed under Ontario Regulation 53/05” posted and available on the Ontario Energy Board website, that are
associated with,
(a) differences in hydroelectric electricity production due to differences between forecast and actual water
conditions;
(b) unforeseen changes to nuclear regulatory requirements or unforeseen technological changes which directly
affect the nuclear generation facilities, excluding revenue requirement impacts described in subsections 5.1
(1) and 5.2 (1);
(c) changes to revenues for ancillary services from the generation facilities prescribed under section 2;
(d) acts of God, including severe weather events; and
(e) transmission outages and transmission restrictions that are not otherwise compensated for through congestion
management settlement credits under the market rules. O. Reg. 23/07, s. 3.
(2) The calculation of revenues earned or foregone due to changes in electricity production associated with
clauses (1) (a), (b), (d) and (e) shall be based on the following prices:
1. $33.00 per megawatt hour from hydroelectric generation facilities prescribed in paragraphs 1 and 2 of section
2.
2. $49.50 per megawatt hour from nuclear generation facilities prescribed in paragraphs 3, 4 and 5 of section 2.
O. Reg. 23/07, s. 3.
(3) Ontario Power Generation Inc. shall record simple interest on the monthly opening balance of the account at
an annual rate of 6 per cent applied to the monthly opening balance in the account, compounded annually. O. Reg.
23/07, s. 3.
(4) Ontario Power Generation Inc. shall establish a deferral account in connection with section 78.1 of the Act
that records non-capital costs incurred on or after January 1, 2005 that are associated with the planned return to
service of all units at the Pickering A Nuclear Generating Station, including those units which the board of directors
of Ontario Power Generation Inc. has determined should be placed in safe storage. O. Reg. 23/07, s. 3.
(5) For the purposes of subsection (4), the non-capital costs include, but are not restricted to,
(a) construction costs, assessment costs, pre-engineering costs, project completion costs and demobilization
costs; and
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(b) interest costs, recorded as simple interest on the monthly opening balance of the account at an annual rate of 6
per cent applied to the monthly opening balance in the account, compounded annually. O. Reg. 23/07, s. 3.
Nuclear liability deferral account, transition

5.1 (1) Ontario Power Generation Inc. shall establish a deferral account in connection with section 78.1 of the
Act that records for the period up to the effective date of the Board’s first order under section 78.1 of the Act the
revenue requirement impact of any change in its nuclear decommissioning liability arising from an approved
reference plan, approved after April 1, 2005, as reflected in the audited financial statements approved by the board
of directors of Ontario Power Generation Inc. O. Reg. 23/07, s. 3.
(2) Ontario Power Generation Inc. shall record simple interest on the monthly opening balance of the account at
an annual rate of 6 per cent applied to the monthly opening balance in the account, compounded annually. O. Reg.
23/07, s. 3.
Nuclear liability deferral account

5.2 (1) Ontario Power Generation Inc. shall establish a deferral account in connection with section 78.1 of the
Act that records, on and after the effective date of the Board’s first order under 78.1 of the Act, the revenue
requirement impact of changes in its total nuclear decommissioning liability between,
(a) the liability arising from the approved reference plan incorporated into the Board’s most recent order under
section 78.1 of the Act; and
(b) the liability arising from the current approved reference plan. O. Reg. 23/07, s. 3.
(2) Ontario Power Generation Inc. shall record interest on the balance of the account as the Board may direct.
O. Reg. 23/07, s. 3.
Nuclear development deferral account, transition

5.3 (1) Ontario Power Generation Inc. shall establish a deferral account in connection with section 78.1 of the
Act that records, for the period up to the effective date of the Board’s first order under section 78.1 of the Act, the
costs incurred and firm financial commitments made on or after June 13, 2006, in the course of planning and
preparation for the development of proposed new nuclear generation facilities that are associated with any one or
more of the following activities:
1. Activities for carrying out an environmental assessment under the Canadian Environmental Assessment Act.
2. Activities for obtaining any governmental licence, authorization, permit or other approval.
3. Activities for carrying out a technology assessment or for defining all commercial and technical requirements
to, or with, any third parties. O. Reg. 27/08, s. 1.
(2) Ontario Power Generation Inc. shall record simple interest on the monthly opening balance of the account at
an annual rate of 6 per cent applied to the monthly opening balance in the account, compounded annually. O. Reg.
27/08, s. 1.
Nuclear development variance account

5.4 (1) Ontario Power Generation Inc. shall establish a variance account in connection with section 78.1 of the
Act that records, on and after the effective date of the Board’s first order under section 78.1 of the Act, differences
between actual non-capital costs incurred and firm financial commitments made and the amount included in
payments made under that section for planning and preparation for the development of proposed new nuclear
generation facilities. O. Reg. 27/08, s. 1.
(2) Ontario Power Generation Inc. shall record interest on the balance of the account as the Board may direct.
O. Reg. 27/08, s. 1.
Rules governing determination of payment amounts by Board

6. (1) Subject to subsection (2), the Board may establish the form, methodology, assumptions and calculations
used in making an order that determines payment amounts for the purpose of section 78.1 of the Act. O. Reg. 53/05,
s. 6 (1).
(2) The following rules apply to the making of an order by the Board that determines payment amounts for the
purpose of section 78.1 of the Act:
1. The Board shall ensure that Ontario Power Generation Inc. recovers the balance recorded in the variance
account established under subsection 5 (1) over a period not to exceed three years, to the extent that the Board
is satisfied that,
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i. the revenues recorded in the account were earned or foregone and the costs were prudently incurred, and
ii. the revenues and costs are accurately recorded in the account.
2. In setting payment amounts for the assets prescribed under section 2, the Board shall not adopt any
methodologies, assumptions or calculations that are based upon the contracting for all or any portion of the
output of those assets.
3. The Board shall ensure that Ontario Power Generation Inc. recovers the balance recorded in the deferral
account established under subsection 5 (4). The Board shall authorize recovery of the balance on a straight
line basis over a period not to exceed 15 years.
4. The Board shall ensure that Ontario Power Generation Inc. recovers capital and non-capital costs, and firm
financial commitments incurred to increase the output of, refurbish or add operating capacity to a generation
facility referred to in section 2, including, but not limited to, assessment costs and pre-engineering costs and
commitments,
i. if the costs and financial commitments were within the project budgets approved for that purpose by the
board of directors of Ontario Power Generation Inc. before the making of the Board’s first order under
section 78.1 of the Act in respect of Ontario Power Generation Inc., or
ii. if the costs and financial commitments were not approved by the board of directors of Ontario Power
Generation Inc. before the making of the Board’s first order under section 78.1 of the Act in respect of
Ontario Power Generation Inc., if the Board is satisfied that the costs were prudently incurred and that
the financial commitments were prudently made.
4.1 The Board shall ensure that Ontario Power Generation Inc. recovers the costs incurred and firm financial
commitments made in the course of planning and preparation for the development of proposed new nuclear
generation facilities, to the extent the Board is satisfied that,
i. the costs were prudently incurred, and
ii. the financial commitments were prudently made.
5. In making its first order under section 78.1 of the Act in respect of Ontario Power Generation Inc., the Board
shall accept the amounts for the following matters as set out in Ontario Power Generation Inc.’s most recently
audited financial statements that were approved by the board of directors of Ontario Power Generation Inc.
before the effective date of that order:
i. Ontario Power Generation Inc.’s assets and liabilities, other than the variance account referred to in
subsection 5 (1), which shall be determined in accordance with paragraph 1.
ii. Ontario Power Generation Inc.’s revenues earned with respect to any lease of the Bruce Nuclear
Generating Stations.
iii. Ontario Power Generation Inc.’s costs with respect to the Bruce Nuclear Generating Stations.
6. Without limiting the generality of paragraph 5, that paragraph applies to values relating to,
i. capital cost allowances,
ii. the revenue requirement impact of accounting and tax policy decisions, and
iii. capital and non-capital costs and firm financial commitments to increase the output of, refurbish or add
operating capacity to a generation facility referred to in section 2.
7. The Board shall ensure that the balances recorded in the deferral accounts established under subsections 5.1
(1) and 5.2 (1) are recovered on a straight line basis over a period not to exceed three years, to the extent that
the Board is satisfied that revenue requirement impacts are accurately recorded in the accounts, based on the
following items, as reflected in the audited financial statements approved by the board of directors of Ontario
Power Generation Inc.,
i. return on rate base,
ii. depreciation expense,
iii. income and capital taxes, and
iv. fuel expense.
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7.1 The Board shall ensure the balances recorded in the deferral account established under subsection 5.3 (1) and
the variance account established under subsection 5.4 (1) are recovered on a straight line basis over a period
not to exceed three years, to the extent the Board is satisfied that,
i. the costs were prudently incurred, and
ii. the financial commitments were prudently made.
8. The Board shall ensure that Ontario Power Generation Inc. recovers the revenue requirement impact of its
nuclear decommissioning liability arising from the current approved reference plan.
9. The Board shall ensure that Ontario Power Generation Inc. recovers all the costs it incurs with respect to the
Bruce Nuclear Generating Stations.
10. If Ontario Power Generation Inc.’s revenues earned with respect to any lease of the Bruce Nuclear Generating
Stations exceed the costs Ontario Power Generation Inc. incurs with respect to those Stations, the excess shall
be applied to reduce the amount of the payments required under subsection 78.1 (1) of the Act with respect to
output from the nuclear generation facilities referred to in paragraphs 3, 4 and 5 of section 2. O. Reg. 23/07,
s. 4; O. Reg. 27/08, s. 2.
7. OMITTED (PROVIDES FOR COMING INTO FORCE OF PROVISIONS OF THIS REGULATION). O. Reg. 53/05, s. 7.
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Memorandum of Agreement
Source: EB-2007-0905 Exhibit A1-4-1 Appendix B
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