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BACKGROUND

On May 19, 2010 Hydro One Networks Inc. (Hydro One, the Applicant, or the Company)
filed an application for 2011 and 2012 transmission revenue requirement and rates. The
revenue requirement and charge determinants approved for Hydro One in this
proceeding would be combined with other licensed Ontario transmitters to determine the
Uniform Transmission Rates (UTRs) for 2011 and 2012. The Board assigned file
number EB-2010-0002 to the application and issued an approved issues list on July 20,
2010.

Hydro One Networks Inc. is the largest electricity transmitter in Ontario with
approximately 29,000 circuit kilometers of transmission line, 247 transformer stations
and 33 switching stations. The network connects 91 generating stations, 51 Local
Distribution Companies (LDC’s) and 65 end-use transmission customers (89 connection
points).

Hydro One sought approval of a transmission revenue requirement of $1,446 million for
2011 and $1,547 million for 2012, and approval of changes to the provincial UTRs that
are charged for electricity transmission, to be effective January 1, 2011 and January 1,
2012.

The Board issued Procedural Order No.1 on June 28, 2010, establishing the procedural
schedule for a number of early events and included a draft issues list.

The timing of the filing of the application was influenced by the receipt by the Company
of a letter from the Minister of Energy, the sole shareholder of the Company on May 5,
2010. The Company'’s original proposal was held back in order to allow the Company to
accommodate the Minister's instructions to re-focus the Company’s proposals in the
application to only those spending proposals necessary to ensure the safe and reliable
operation of the system, and the implementation of capital programs specifically
identified by the Ontario Power Authority as required immediately. The Company
reviewed its application in light of the Minister's instruction and made consequential
changes. The extent and adequacy of those changes was a matter of dispute among
the parties in this case.

Intervenors

The following intervenors took an active role in this proceeding: Vulnerable Energy
Consumers Coalition (VECC), Building Owners and Managers Association of the
Greater Toronto Area and the London Property Management Association
(BOMA/LPMA), School Energy Coalition (SEC), Canadian Manufacturers and Exporters
(CME), Consumers Council of Canada (CCC), Energy Probe Research Foundation
(Energy Probe), Association of Major Power Consumers in Ontario (AMPCO), Power
Workers Union (PWU), Ontario Power Authority (OPA), Independent Electricity System
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Operator (IESO), Association of Power Producers of Ontario (APPrO), Bruce Power,
HQ Energy Marketing Inc., Pollution Probe and Toronto Hydro-Electric System Limited
(THESL). A full list of all 27 intervenors in this case is attached in Appendix “A”.

Hydro One Motion

Hydro One brought a motion before the Board on June 16, 2010 requesting an order
severing the issue of the AMPCO proposal to alter the method of determining the
transmission network charge, termed the “High 5 Proposal” (Issue 8.1), for review and
assessment in a separate generic proceeding. The Board heard this motion on July 20,
2010 and denied the motion in an oral decision delivered on that day. The Board also
issued its decision on the draft issues list in the same oral decision. That approved
issues list was attached to Procedural Order No. 2, issued on July 21, 2010.

A copy of the decision on the motion is attached as Appendix B and the approved
Issues List is attached as Appendix C.

Canadian Manufacturers and Exporters Motion

CME brought a motion before the Board on the first day of the oral hearing, September
20, 2010, requesting an order requiring Hydro One to produce certain materials
provided to the Hydro One Board of Directors and requested in CME Interrogatories 1
and 2. The Board granted the motion in an oral decision on September 20, 2010.

A copy of the decision on the CME motion is attached as Appendix D.
Intervenor Evidence

Two intervenors filed evidence before the Board: AMPCO provided evidence on the
High 5 charge determinant issue (Exhibit M-1), and CME provided evidence on Total
Ontario Electricity Bill Impacts (Exhibit N-1).

Settlement Conference

A settlement conference for this proceeding was held on September 16, 2010, however
no settlement was achieved.

The Hearing, Submissions and Evidence

The oral hearing for this proceeding took place in September and October 2010,
concluding with Hydro One’s oral argument-in-chief on October 7, 2010.
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Board staff and intervenor submissions were filed on October 22, 2010 and November
2, 2010 respectively. The IESO filed its submissions on October 15, 2010. Hydro One
submitted its reply argument on November 12, 2010.

Copies of the evidence, exhibits, submissions and transcripts of the proceeding are
available for review at the Board’s offices or on the Board website, www.oeb.gov.on.ca.

Further procedural details are found in Appendix A.
Confidentiality

During the proceeding, confidential treatment was requested for a number of
documents. These documents are filed at the Board'’s offices.

The Board considered the full record of the proceeding but has summarized the record
only to the extent necessary to provide context to its findings.

Decision with Reasons Page 3
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LOAD FORECAST

Hydro One’s transmission load forecast for the 2011 and 2012 test years, including the
impact of Conservation and Demand Management (CDM), is shown in the table below:

Transmission Load Forecast, 2011 and 2012
(12 Month Average Peak MW)

Rate Categories
Demand Network Line Transformation
Connection Connection Connection
2011 20,613 20,150 19,500 16,850
2012 20,292 19,485 19,286 16,667

Source: Exhibit A/Tab12/Schedule 3

CDM, increased embedded generation and slower economic growth coming out of the
recent economic downturn are the major influences on the 2011 forecast resulting in a
1.3 percent decrease 2010. For 2012, load is forecast to decrease by a further 1.6
percent.

The load forecast as presented in the pre-filed evidence was largely accepted without
comment by Board staff and intervenors. Concern was raised by SEC and
BOMA/LPMA respecting the apparently outdated information that was used in overall
business planning and to develop the load forecast. For example, some of the forecasts
date from November and December 2008.

The major load forecast issue raised in argument was the issue of the adjustment of the
load forecast for CDM. This was primarily raised by VECC, supported by CCC.

VECC indicated that the Board, in its EB-2008-0272 decision, had found that it was
appropriate for Hydro One to base its CDM adjustment on OPA information and
analysis. In conformity with this direction Hydro One had used OPA information, but
only information based on the OPA’'s CDM forecasts made as part of the Integrated
Power System Plan (IPSP) proceeding (EB-2007-0707), which was suspended in 2008
as the result of a ministerial directive. VECC indicated that Hydro One had not used
information recently released by the OPA as part of the CDM Targets consultation (EB-
2010-0218) and revealed in a current Hydro Ottawa rates case (EB-2010-0133). VECC
maintained that this new information showed that CDM savings are less than half of that
reflected in the original IPSP documentation.
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Accordingly, VECC submitted that it would be reasonable to assume a cumulative CDM
impact for 2011 of no more than 1868 MW, as opposed to the 2486 MW assumed by
Hydro One. For 2012, it would be reasonable to assume a cumulative CDM impact of
no more than 2377 MW, as opposed to the 3064 MW assumed by Hydro One.

VECC also noted that Hydro One was unable to provide any details as to how the peak
MW savings attributed to each type of CDM program was translated into average
monthly MW savings (as this information was not provided by the OPA). VECC
submitted that Hydro One has the responsibility to obtain sufficient supporting details so
it can satisfy both itself and other participants in these proceedings that CDM has been
properly incorporated into its load forecast.

CCC supported the VECC submissions, indicating that it is critical for Hydro One to use
the best available information regarding the impact of CDM programs in the
development of its load forecast.

In its reply argument, Hydro One submitted that VECC’s argument relied on the CDM
energy impact from the OPA, not the corresponding CDM peak impact, which is the
appropriate comparison to the CDM values used by Hydro One in its load forecast.

It is Hydro One's position that the OPA’'s CDM peak impact found in the Hydro Ottawa
evidence demonstrates that the CDM peak impact Hydro One used in the load forecast
is consistent with the latest information from the OPA.

Consequently, Hydro One submitted that CDM impacts have been appropriately
reflected in its load forecast.

Board Findings

The Board notes that the only issue raised regarding the load forecast proposal
concerns CDM impact over the relevant time frame. This is not the first time that
accounting for the effects of CDM has proven to be elusive. The Board has recently
directed Hydro One Distribution to provide information to the Board and the intervenors
respecting the accuracy of its assumptions regarding CDM effects (EB-2009-0096). It is
clear from Hydro One's evidence in this case that the OPA estimates of impacts are still
rooted in the evidence filed in support of the IPSP in 2007. This evidence should be
updated to reflect the most current estimates.

It appears that the OPA has provided some revisions to adjust the assumed CDM
impacts as reflected in the evidence filed in a recent Hydro Ottawa rates case (EB-
2010-0133), but those revisions were not tested in that case, given that the case was
dismissed, nor was the rationale for the revised assumptions detailed. The revisions
reflected in the Hydro Ottawa case are quite substantial, and if implemented in this case
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would result in a significant reduction in anticipated CDM effects. But there does not
appear to be an evidentiary basis in this case that would allow the Board to adopt them.

Over the last number of years utilities across the province, including Hydro One
Distribution, have spent very considerable sums of ratepayer or taxpayer money in
pursuit of the Government's conservation and demand management goals. Recently,
the government has intensified this activity through the establishment of specific CDM
targets on a distributor by distributor basis. While each distributor has its own specific
target for CDM reductions, these specific goals are derived by allocating a global target
to the individual distributors. While the budgeting process for distributors to pursue
these CDM goals is not finalized, it is clear that very substantial amounts of money will
be required to achieve the targets established by the Government.

The Board is concerned that in this environment of increased pressure to pursue CDM,
attended as it is with corresponding costs, that there does not appear to be a broadly
accepted methodology in place to identify the reasonably anticipated effects of any
CDM program on the throughput of the respective distribution or transmission systems.

Estimates and forecasts were an inevitable feature of the early stages of an increased
interest in conservation and demand management performance in the province. But we
are now at a stage where the stakes are higher, the amounts of money necessary to
meet targets has increased, and yet our ability to measure this activity is unacceptably
primitive. The Board notes that there is an intention to develop more capable methods
of assessing the actual impacts of CDM programs, which will be of direct relevance to
load forecasting, and in developing an appropriate context in which to assess the cost-
effectiveness of specific measures undertaken in this area of activity. The Board
recognizes that the OPA is engaged in refining its abilities to evaluate, measure, and
verify the CDM programs it intends to offer to LDCs pursuant to the government's latest
directives. For the purposes of establishing credible load forecasts, much more acuity
than is currently available is needed.

In the circumstances of this application, the Board is prepared to accept Hydro One's
CDM estimates for the purposes of its load forecast. The Board recognizes that load
forecasting is subject to a number of uncertainties, and attempting to account for the
effects of CDM adds another layer of uncertainty. It is unpredictable whether these
various uncertainties will act cumulatively or in opposition to each other in their effect on
throughput. As a result, the Board accepts Hydro One's forecast, as the evidentiary
record in this case does not offer a more certain number.

However, the Board considers it advisable to ensure that steps are taken to improve the
assessment of CDM effects going forward, so that subsequent load forecasts can be
better informed and predicated on substantiated empirical data.

Accordingly, the Board directs Hydro One to work with the OPA in devising a robust,
effective and accurate means of measuring the expected impacts of CDM programs
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promulgated by the OPA. It is important that the terms of reference for the development
of this methodology should, to the extent possible, be devised with input from and
consultation with a sufficiently broad range of stakeholders so as to ensure that the
resulting product has credibility within the sector. The Board requires that this work be
performed within a timeframe so that its results will inform the Company’s next rate
application. Of course, if the development of the methodology results in interim
learnings, it is expected that they will be shared broadly. The Board notes that there
may be CDM programs that are additional to those promulgated by the OPA, but it is
reasonable to assume that they will not form a large part of the overall CDM picture, and
that those programs will also benefit from the analytical approach which emerges from
the effort.
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OPERATIONS, MAINTENANCE AND ADMINISTRATION
EXPENSE

Hydro One Transmission's OM&A budget is grouped into different investment
categories: Sustaining, Development, Operations, Customer Care, Shared Services and
Taxes Other than Income Taxes. The table below sets out Hydro One’s historic, bridge
and test years OM&A expenses. The 2011 increase over the 2010 level approved
($426.2 million) in the last Hydro One Transmission proceeding (EB-2008-0272), is
2.4%.

Transmission OM&A Expenditures 2009 — 2012
($ million, including % variance from prior year)

Historic Bridge Test
2007 2008 2009 2010 2011 2012
Category

Sustaining 205.9 187.5 213.5 224.4 233.0 243.1
13.9% 5.1% 3.8% 4.3%

Development 8.4 9.2 14.0 19.0 18.2 18.9
52.2% 35.7% -4.2% 3.8%

Operations 54.0 51.7 52.6 62.1 66.3 68.2
1.7% 18.1% 6.8% 2.9%

Customer Care 1.2 1.3 0.9 1.1 1.1 1.2
-30.8% 22.2% 0.0% 9.1%

Shared Services & 80.9 59.4 70.8 58.6 46.9 46.4
Other 19.2% -17.2% -20.0% -1.1%
Tax other than 62.4 64.8 65.2 69.4 70.8 72.2
Income Tax 0.6% 6.4% 2.0% 2.0%
Total 412.9 373.8 417.0 434.6 436.3 450.0
11.5% 4.2% 0.4% 3.1%

Source: Exhibit C1/Tab2/Schedule 1

The expenses presented in the table do not include proposed OM&A Development
spending of $132.7 million to be captured in a deferral account for 2010, 2011 and 2012
for the 16 specific Green Energy Development projects in the “IPSP and Other
Preliminary Planning Costs Deferral Account”.

OVERALL OM&A

OM&A expenses are projected to increase by 0.4% in test year 2011 over the 2010
bridge year and by a further 3.1% in 2012. Hydro One stated that the test year
expenditures are largely required to address the increasing maintenance requirements
of an aging and expanding transmission system. Hydro One stated that increased
spending is also required for the initiation of Smart Zone development work. The
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increases sought are partially offset by decreases to Development costs and increased
Cornerstone savings within the Shared Services category.

Hydro One indicated that it had made reductions of $19.4 million in OM&A costs in
response to the Minister’s letter of May 5, 2010 from what was the originally planned
proposal for 2011. These OM&A reductions consisted of a $12.9 million reduction in
Sustaining OM&A and a reduction of $6.5 million in Shared Services and Other Costs.
In addition, for 2012, related reductions were a $11.3 million decrease in Sustaining and
an $8.6 million decrease in Shared Services & Other Costs, for a total 2012 OM&A
reduction of $19.9 million. No reductions from the Company’s original proposal were
made in the Development and Operations OM&A budgets for either test year.

SEC argued that the overall level of OM&A spending proposed by Hydro One is too
high. In its argument, SEC initially focused on what it referred to as Hydro One’s
controllable costs; that is: Sustainment, Development, Operations and Customer Care.
These areas showed a cumulative increase of $81.8 million over 4 years or 32.8%.

SEC stated that of the $81.8 million increase, $49 million was already approved by the
Board in its EB-2008-0272 decision; an increase of 19.6%. SEC submitted that the
additional increase, a further 13.2% or $32.8 million over two years, is not reasonable,
given the size of the increase approved by the Board in its previous decision.

SEC submitted that in view of the expanded capital expenditure plan, and the shifting of
costs from OM&A to capital, it is appropriate for the Board to freeze spending levels and
approve an OM&A budget for Sustaining, Development, Operations and Customer Care
of $298.6 million for each of 2011 and 2012. This would reduce the revenue
requirement for 2011 and 1012 by $20.0 million and $32.8 million respectively.

Board staff noted that the proposed OM&A budget is still $34.5 million above the Hydro
One defined “minimum” requirements for 2011 and $37 million above “minimum”
requirements for 2012. These defined minimum requirements form an integral part of
Hydro One’s planning process. In that process the Company has established a
“minimum” spending level for numerous categories of project spending. The minimum
levels represent a level of spending capable of avoiding major implications for the
reliability and safety of the system for a defined period of time.

Board staff submitted that although Hydro One has made reductions to OM&A for the
test years between its originally proposed levels to the current request, the evidence
suggests that further reductions in OM&A spending could be made particularly in the
areas of Development and Operations Costs (excluding compensation), Compensation
Costs and Pension Costs. Board staff also noted that a number of cost effectiveness
measures were discussed in the hearing, and these showed that Hydro One could
improve cost performance. In summary, staff suggested that an additional 2-3% could
be reduced from OM&A costs in addition to compensation related reductions. These
submissions were supported by several intervenors.
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VECC also noted that there were no reductions to the Operations and Development
OM&A budgets and agreed with Board staff in saying that the overall OM&A levels were
well above the ‘minimum’ levels. Regarding performance measures, VECC also
submitted that Hydro One is not demonstrating improved productivity performance.
VECC submitted that the Board should reduce the OM&A envelopes closer to minimum
levels for the test years.

Intervenors also made comments on specific increases in categories of costs sought in
the application.

Board Findings

While the Board notes that Hydro One is seeking a less significant increase in its OM&A
as compared to previous years and applications, the Board finds that there is still room
for further cost reductions to be made.

The Board is mindful that in previous decisions fairly significant increases have been
approved by the Board. Those increases were considered by the respective panels of
the Board hearing those cases, in light of the circumstances and evidence before them.
Previously awarded increases do not in and of themselves support reductions in this
case. This case must be considered in light of its particular circumstances and the
evidence before the Board. The Board does not accept SEC’s proposal to freeze
spending in areas Sustaining, Development, Operations and Customer Care on the
basis of the magnitude of increases approved in previous applications.

In recent decisions the Board has approved a gross amount, commonly referred to as
the “envelope” to support the Company’s OM&A activities. In this way, the Board
provides the Company with the funding it believes has been supported by the evidence,
without specifically directing the Company as to how the funds should be allocated
among the various categories of OM&A spending. It is the Board's view that within the
envelope the Company is far better able to make those kinds of allocations than the
Board. The Board’s envelope approach is also appropriate in this case because it
appeared there was an apparent lack of sufficient evidence in several areas that would
make it difficult for the Board to quantify disallowances in specific categories of
spending.

There are exceptions. For example, in this proceeding the Board will make a specific
finding with respect to Compensation. Otherwise the Board's commentary on the
various categories of spending should be regarded as strongly influential to the
Company as it makes it spending decisions, but not directive.

In this case the Board's concern about the proposed spending level relates directly to
the Company's ongoing issues with productivity. The Mercer (Canada) Limited and
Oliver Wyman Study (“Mercer Study”) filed in the last transmission rates proceeding
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(EB-2008-0272) , which is still the only empirical evidence respecting productivity before
the Board, indicates that the Company is lagging behind its peers with respect to its
productivity. Specifically, the Mercer study indicates that the Company is 17% above the
median of its comparators. It is the Board's view that the spending level approved within
the envelope must reflect the Board's concern about this issue. Some aspect of this
issue can be addressed directly within the Compensation category of spending. But in
other areas as well, the Board is determined to ensure that the Company improves its
overall performance.

Accordingly, the Board will reduce the Company’s OM&A envelope by 3% for 2011 and
4% for 2012 from applied-for levels. These reductions are to include the impact of the
reductions in compensation as noted below and are to be calculated after the changes
that the Board has ordered regarding HST impacts.

The Board notes that this will leave the overall OM&A levels substantially above the
minimum levels, and the envelope approach reflects the absence of precision in the
application as filed.

The Board also notes that the Company has also agreed to make adjustments to its
PILs calculations related to Apprenticeship, Co-op Education and SR&ED Tax Credits,
the Ontario Small Business Deductions and CCA changes. The Board concurs with
these adjustments.

SUSTAINING

Sustaining OM&A consists of expenditures required to maintain transmission facilities at
appropriate levels of reliability and service quality, and to satisfy legislative, regulatory,
environmental and safety requirements. There are three categories within sustaining
OM&A:

e Stations — which funds the work required to maintain assets within transmission
stations including power transformers, circuit breakers and ancillary systems;

e Lines — which funds the work required to maintain 28,000 circuit kilometres of
overhead transmission lines and 270 circuit kilometres of underground
transmission lines; and

e Engineering and Environmental Support — which funds the work related to
managing transmission assets including management of records and drawings,
and services that provide technical expertise not available within Hydro One.

The historic, bridge and test year expenditures are summarized in the table below.
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Sustaining OM&A ($ millions)

Historic Bridge Test

2007 2008 2009 2010 2011 2012
Stations 150.0 133.9 151.5 164.9 170.6 176.1
Lines 47.0 43.5 49.4 48.0 51.4 55.3
Engineering & 8.9 10.1 12.50 11.5 11.0 11.8
Environmental
Support
TOTAL 205.9 187.5 213.5 224.4 233.0 243.1

Source: Exhibit C1/Tab2/Schedule 3

In response to the Minister of Energy’s letter of May 5, 2010 Hydro One reduced
projected Sustaining OM&A expenditures by $12.9 million in 2011 and $11.3 million in
2012 over what was in the Company’s original proposal for these test years.

Overall, Sustaining OM&A is still forecast to increase by 3.8% in 2011 over bridge year
spending in 2010 and by a further 4.3% in 2012. Hydro One stated that the increased
expenditures are required to meet the increased cost pressures as a result of new
Environment Canada regulations for PCBs, new North American Electric Reliability
Corporation regulatory requirements and aging assets that are increasing maintenance
demands to maintain reliability and safety at current levels.

Energy Probe accepted Hydro One’s evidence justifying these increased expenditures
for Sustaining OM&A, recommending the Board approve the total Sustaining OM&A
expenditures.

PWU submitted that it has reservations as to the adequacy of the proposed levels of
Sustaining spending in the test years but found that Hydro One had struck a minimally
acceptable balance between its ongoing operational needs and current rate impacts.
The PWU indicated that a cut to Sustaining spending would exacerbate the “already
dire state” of the Hydro One assets.

The PWU states that in recognizing the value of the reductions made by Hydro One in
the area of Sustaining OM&A, the Board cannot limit its focus to the reduction in
consumer rate impact but also has to be mindful of its statutory responsibilities that
require it to assess any potential adverse impacts of reductions made to the work plan
on Hydro One’s ability to maintain and improve system reliability and quality of service.
PWU goes on to suggest that reductions in Sustaining OM&A from the original proposal
could contribute to a backlog of sustaining investment that would have to be undertaken
in the future at a higher cost to future generations of consumers.

Board staff made no comments on the specific levels of OM&A expenditures for the
Sustaining category.
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In its argument over the proposed increases to controllable costs, SEC suggested that
the Board freeze sustaining OM&A budgets at current levels.

The Board recognizes the importance to the Company of spending an appropriate
amount on Sustaining OM&A to ensure that its transmission system is appropriately
maintained and robust. The Board does not find it appropriate to direct Hydro One in its
determination as to what is required in this area, provided there is sufficient evidence in
any given case to support the Company’s plans. The Board finds that Hydro One’s
overall approach to sustaining OM&A is reasonable.

DEVELOPMENT

Development OM&A provides funds for Research, Development and Demonstration
(“RD&D”) on emerging technologies, for standards development activity and for Smart
Zone Development.

The historic, bridge and test year expenditures are summarized in the table below.

Development OM&A ($ millions)

Historic Bridge Test

2007 2008 2009 2010 2011 2012
Research 4.4 3.0 6.0 6.3 6.4 6.6
Development &
Demonstration
Standards 4.0 6.2 7.9 8.7 7.8 8.3
Development
Smart Zone 4.0 4.0 4.0
Development>
TOTAL 8.4 9.2 14.0 19.0 18.2 18.9
Development Work 0 0 1.9 8.2 35.7 46.7
for
Transmission Projects

Source: Exhibit C1/Tab2/Schedule 4
*New development initiative

The line in the table above entitled “Development Work for Transmission Projects” is
that category of spending which is intended to be reflected in a proposed deferral
account respecting Green Energy Programs.

CCC submitted that the RD&D budget was not supported with a project by project
analysis. In addition, CCC argued that Hydro One did not provide a business case for
Smart Grid Development. As a result of the insufficient evidence provided, CCC
submitted that the Board should reduce the allowed Development budgets in these two
areas by half; RD&D should be reduced to $3.2 million in 2011 and $3.3 million in 2012.
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With respect to Smart Grid budgets, CCC concluded they should be reduced to $2.0
million in 2011 and $2.0 million in 2012.

Energy Probe accepted that some level of Smart Grid research is necessary to prepare
the grid for renewable generation, but it contended that the $4 million in expenditures
proposed under Development OM&A were not sufficiently justified in the evidence and
advocated for a reduction of $2.0 million for each test year. Energy Probe noted that
costs actually incurred in this category as of June 2010 were zero.

VECC also commented on the paucity of evidence and the absence of a business case
analysis in support of Hydro One’s RD&D and Smart Grid budgets. While the RD&D
budget is intended to enable the testing of the feasibility of emerging technologies,
VECC notes that Hydro One conceded that the expenditures are set out at a high level
with no definitive project by project analysis. VECC supported other intervenors’
conclusions that these budgets should be reduced by 50%, for a total reduction of
$5.2M per test year.

In its argument over the proposed increases to controllable costs, SEC suggested that
the Board freeze Development OM&A budgets at current levels. Board staff noted that
no cuts were made in Development and Operations budgets despite the growth of these
budgets for both areas and in some cases presumed reduced development work load.

Hydro One rejected the idea that there was a direct correlation between Development
OM&A spending and Development Capital spending. It argued that RD&D expenditures
are also made in conjunction with many partner organizations and cutting expenditures
in research and development would jeopardize Hydro One’s capability to assess
emerging technologies and make informed investment decisions. In its view any cuts
would compromise existing contractual obligations and current projects. Hydro One
underlined that Smart Grid work was also essential and necessary.

The Board finds that the budget sought for Development OM&A, with exception of the
development work for transmission projects, is quite modest. The Board agrees with
Hydro One that there is a need for this organization, perhaps above all others, to have a
reasonably vibrant RD&D activity. However the Board shares intervenor concerns that
the Company has not provided project by project justification for the planned spending.

The Board accepts Energy Probe’s recommendation that Hydro One be required to file
a detailed report in its next transmission rates application describing the OM&A
activities for Smart Grid undertaken along with an analysis of the results achieved and a
description of how they relate to the transmission system.
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OPERATIONS

The Operations OM&A program represents the annual expenditures required for the
Central Transmission Operations function, operated out of Hydro One's Ontario Grid
Control Centre. The Transmission Operations function is concerned with the real time
operations of the Hydro One Transmission system equipment, including the monitoring,
control, detection and response to equipment operational issues.

Operations OM&A Allocated to Transmission ($ Millions)

Historic Bridge Test

2007 2008 2009 2010 2011 2012
Operations 28.4 29.1 30.2 31.8 32.7 32.8
Operations Support 18.3 16.6 16.6 22.6 24.8 25.9
Environment, 2.9 1.9 1.5 2.6 3.5 4.0
Health and Safety
Large Customer & 4.3 4.1 4.3 5.2 5.3 5.5
Generator
Relations*
Total 54.0 51.7 52.6 62.1 66.3 68.2

Source: Exhibit C1/Tab2/Schedule 5
*Due to an organization change, in the previous EB-2008-0272 application these costs were included in
Shared Services in the Asset Management organization.

In the Operations category, no reductions from the Company’s original proposal were
made, and the Operations OM&A budget grows from the 2009 approved level of $53.7
million to $66.3 million in 2011, an increase of 23% in two years. Board staff submitted
that the Applicant has not demonstrated that reductions in this category were properly
considered, nor is there an explanation as to why spending in this area could not be
reduced.

The Board notes that the Company did not provide, for the purposes of its proposed
Operations spending, any specific reductions in light of the Minister’s letter. Hydro One
does not appear to have subjected Operations spending to the same depth of analysis
as other areas of spending.

SHARED SERVICES AND OTHER

A centralized shared services model is used to deliver common services to Hydro One
Networks Inc. and its affiliates. These shared services include Asset Management,
Information Technology, and Common Corporate Functions and Services (“CCFS”).
CCFS services include corporate management, finance, human resources, corporate
communications, legal, regulatory affairs, corporate security, and internal audit.
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Allocated Transmission Shared Services and Other OM&A ($ millions)

Historic Bridge Test

2007 2008 2009 2010 2011 2012
Common Corporate 64.1 64.5 71.8 81.3 79.7 86.6
Functions and Services
Asset Management 25.9 31.8 40.0 33.0 355 36.0
Information 46.2 50.7 56.2 68.1 67.5 68.5
Technology
Cornerstone 2.7 1.5 4.0 (9.4) (12.5) (21.4)
Cost of Sales 14.5 20.5 13.5 15.8 14.9 8.5
Other OM&A (72.5) (109.6) (114.7) (130.3) (138.3) (131.8)
Total 80.9 59.4 70.8 58.6 46.9 46.4

Source: Exhibit C1/Tab2/Schedule 6

In the specific area of Shared Services, VECC submitted that while Hydro One provided
reasonable explanations for some of the cost increases, there was no evidence of
constraint being applied.

In particular, VECC submitted that one area that warrants a reduction is the $5 million
increase in Corporate Communications related to GEGEA activities. VECC argued that
given the uncertainties about the resumption of work on GEGEA related projects these
costs should be removed from the OM&A budget and any required expenses recorded
in a deferral account.

Hydro One submitted that a number of intervenors such as Energy Probe, AMPCO,
PWU and Board staff either supported or had no comments about Shared Services
OM&A. Only CCC and VECC urged a reduction to Shared Services OM&A related to a
particular area of spending.

The Board is concerned that the Company has not provided any explanation as to why
cost reductions ought not to be enhanced in this category of spending.

COMPENSATION

Hydro One projects that payroll for 2011 will be $794.9 million and $832.6 million for
2012. This reflects the combined compensation costs for the transmission and
distribution businesses. Hydro One stated that due to the nature of its integrated
transmission and distribution workforce, separate workforce and compensation data for
the transmission business is not available.
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Year End Hydro One Networks Inc Payroll (Tx and Dx)

Historic bridge Test
2007 2008 2009 2010 2011 2012
Compensation 495.5 566.2 623.2 734.9 794.9 832.6
14.3% 10.1% 17.9% 8.2% 4.7%

Source: Exhibit C1/Tab3/Schedule 2
* This payroll reflects compensation costs associated with year-end headcounts for all EPSCA, PWU,
Society and MCP Transmission and Distribution staff.

Hydro One stated that while it has strived to reduce compensation levels in response to
the Board’s previous decisions on transmission and distribution (EB-2008-0272 and EB-
2009-0096), it faces significant unique Human Resource challenges as a result of:

e Shortages of skilled workers
e Significant portion of current workforce retiring
e The Company’s increased work program

e Tight competition for electricity sector workers.

In its evidence, Hydro One described how it meets its challenges through its staffing
strategy, recruitment and training. The Company maintains however, that the overall
compensation package remains a product of historical factors as well as current and
future challenges.

Approximately 90% of the workforce is unionized. Despite efforts and progress to
minimize costs and increase productivity through collective bargaining, Hydro One
maintains that its ability to reduce compensation in its unionized environment is limited.
The revenue requirement reflects a 3% increase in 2011 and 2012 for the PWU
members and a 2.5% increase for Society members. This was subject to considerable
cross examination and argument from intervenors. For its management staff, Hydro
One stated that it has implemented a zero percent increase over the next two years.

BOMA/LPMA and Board staff suggested that the Board require Hydro One to uphold
the intent of the Government’'s net zero policy to PWU members when the current
collective agreement expires in March 2011. If Hydro One is unable to negotiate a net
zero compensation increase, BOMA/LPMA submits that any increase in cost should be
borne by the shareholder. BOMA/LPMA also suggests that the Board disallow amounts
consistent with the Board’s decision in Hydro One’s previous transmission proceeding
(EB-2008-0272) for both 2011 and 2012.

The Board disallowed $4 million in compensation costs in the previous transmission
proceeding. While the Board did not order a specific reduction in compensation in the
recent distribution proceeding (EB-2009-0096), it did establish an overall OM&A
envelope and observed that compensation cost, including growth in head count, are one
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of the areas in which Hydro One must take future action to control expenditure
increases.

Board staff relied mainly on the results of the Mercer study to advocate for a reduction
in compensation costs of $6 million in 2011 and $7 million in 2012. Hydro One’s
evidence was that the Mercer study was still valid in this case and indicated that
compensation reductions of $6.2 million and $6.9 million for the two test years is
comparable to the Mercer-related reductions ordered by the Board in the previous
transmission rates case. Staff also highlighted that voluntary exits from the Company
were at very low levels, and that high levels of new hiring were indicative that salary
levels were not an impediment to hiring.

Hydro One provided a comparison of its compensation to OPG, IESO and Bruce Power
and argued that it has demonstrated its ability to constrain compensation increases
relative to the other companies despite being in direct competition with them for labour.

SEC'’s intervention focused on headcounts and compensation levels. SEC noted the
fact that Hydro One had not updated its work plan with respect to headcount, and that
Hydro One had indicated that the current plan is high by 40-50 positions. Over the five
year period from 2007 Hydro One is adding, on average over 600 employees per year.

VECC and SEC also suggested that Hydro One has been overestimating the number of
retirements over a number of years. SEC suggested that the problem of retirements
never really seems to materialize. With regard to headcount, SEC suggested that 500 or
more of the 1230 additional employees proposed for 2010 are in excess of reasonable
needs, especially given the additional net 578 to be added in 2011 and 150 in 2012. At
the average wage level of $93,153 cited by Hydro One, and without including non-wage
compensation, SEC submitted that this amounts to more than $46 million per year
during the test period. If it is assumed that 50% is applicable to the transmission side of
the Company’s business this would amount to a $23 million per year reduction in
compensation costs.

SEC agreed with the Board staff submissions to the effect that costs due to
compensation should be reduced by $6.2 million and $6.9 million respectively for the
two test years in light of the Mercer study findings.

In its evidence, Hydro One referenced a series of comparisons between position
descriptions used in its system, and those employed by relevant comparators. SEC
guestioned these benchmarking comparisons provided by Hydro One, referencing the
fact that Hydro One used the Powerline Maintainer position at $35.46 an hour for the
comparison, when it would have been more appropriate to use the position of Regional
Maintainer ($38.30).
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SEC proposed reductions to OM&A totaling $52.8 million including the human resource
reductions discussed above.

VECC submitted that Hydro One’s total compensation costs are not in compliance with
the Board’s Direction in its decision in the EB-2008-0272. VECC noted that Hydro One
is still not able to provide an estimate of total compensation costs that relates to the
applied-for revenue requirement, including an appropriate allocation as between its
Distribution business and its Transmission business.

VECC suggested that the primary driver of higher 2011/2012 compensation costs is
increases in headcount. Second is the fact that salaries continue to be above industry
norms based on the Mercer Compensation studies. The third reason for higher
compensation costs is that salaries are increasing at a rate above inflation.

VECC submitted that Hydro One has historically overstated headcounts and
recommended the headcounts for the test years be reduced by 50 FTEs which, using
an average base pay of $75,000, would result in OM&A costs reductions of $3.75
million in each test year. In addition, VECC also argued that the findings of the Mercer
study justify reductions of $6.2 million and $6.9 million respectively for the two test
years.

With regard to the wage comparison evidence, VECC suggested that to be meaningful,
a wage comparison survey should include annual cost of living data for the comparator
group. VECC submitted that Hydro One should be directed to provide a new wage
comparison study that includes cost of living data.

VECC also submitted that Hydro One had underestimated the Apprenticeship Training
tax credits by at least $1 million in each test year.

On the issue of pensions, Board staff expressed concern with higher pension costs and
encouraged the Board to direct Hydro One to move toward higher employee
contribution levels to the pension plan in addition to taking steps to increase pension
plan performance from the 61st percentile level that Hydro One had so far achieved.
VECC also agreed with Board staff that the share of employee contributions to the
pension plan should be brought in line with public sector norms of 50%.

Board Findings

The Board notes Hydro One’s efforts to address compensation issues highlighted in
previous proceedings. However, the Board continues to be concerned about the
Company’s ability to control the growth in head count and labour cost increases,
particularly within its collective bargaining environment. Hydro One has consistently
stated that its ability to decrease labour costs through collective bargaining is limited
given the increases that have been negotiated in agreements for other electricity
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utilities. However, the Board agrees with SEC’s assessment that the compensation
levels at Hydro One have the tendency to push up the amounts that every other utility in
Ontario has to pay their staff. The Board does not accept Hydro One’s statement that
its ability to moderate wage increases is limited in light of wage increases awarded in
other electricity utilities. This circularity of dependence between LDCs and Hydro One is
obvious and of concern to the Board.

The Board also shares intervenors’ concerns that Hydro One’s compensation costs are
still 17% above the market median and that proposed increases in headcounts are
excessive. Central to this problem is the lack of any measureable increases in
productivity. In its previous decision, the Board indicated that it did not accept that the
productivity portion of the Mercer study could be relied on. The Board still finds this to
be so.

The only reasonable conclusion that can be drawn from the evidence in the current
case is that there appears to be a disconnect between the compensation levels as
reflected in union settlements and the productivity being achieved by the Corporation.
This must change.

The Board directs Hydro One to revisit its compensation cost benchmarking study in an
effort to more appropriately compare compensation costs to those of other regulated
transmission and/or distribution utilities in North America. It is important that the
Company be in a position to provide more robust evidence on initiatives to achieve a
level of costs per employee closer to market value at its next transmission rate case.
The Board will expect compensation increases to be matched with demonstrated
productivity gains. Hydro One will risk not recovering all of its compensation costs if it
fails to tie compensation cost increases to measureable gains in productivity.

To that end, the Board directs Hydro One to consult with stakeholders about how the
Mercer study should be updated and expanded to produce such analyses.

While the Board has approved an overall OM&A envelope and given Hydro One the
freedom to apply that spending according to its own priorities, the Board expects that
Hydro One will revisit the proposed increases allocated to compensation.

This should provide a signal for upcoming bargaining. With respect to pension
contributions, it is the Board's view that in subsequent applications, Hydro One must
demonstrate measurable progress towards having its pension contributions reflect those
prevailing in the public sector generally. The evidence suggests that an employee
contribution level of 50% is the norm.
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TAXES OTHER THAN INCOME TAXES
Hydro One projected property taxes of $61.8 million in 2011 and $63.2 million in 2012.

This is an increase of 2% in both 2011 and 2012 for the cost of property tax, indemnity
payments and rights payments.

Taxes Other than Income Taxes ($millions)

Historic Bridge Test
2007 2008 2009 2010 2011 2012
Property Tax 55.2 57.3 58.3 60.4 61.8 63.2
Indemnity Payment 4.5 4.5 4.5 4.5 4.5 4.5
Rights Payment 2.8 2.7 2.4 4.5 4.5 4.5

Source: Exhibit C1/Tab2/Schedule13

Based on the fact that year-to-date June 2010 property taxes are lower than forecast,
BOMA/LPMA submitted that test year amounts for property taxes should be reduced by
$0.7 million in each year. In its response Hydro One provided an explanation regarding
the property tax calculation for the test years, revealing a one time credit due to a tax
appeal in 2009.

Hydro One indicated that Rights Payments are currently under review and that the
Company is unable to predict the outcome of the timing. The amounts included are
budgets used for planning purposes. BOMA/LPMA submitted that given the uncertainty
around the quantum and timing of any changes to Rights Payments, Hydro One should
be required to maintain current costs of $2.8 million for the test years. BOMA/LPMA
also indicated that it did not oppose a variance account to track actual payments.

Board Findings

While the Board will not require a specific reduction in Rights Payments, it will establish
a variance account to track the difference between the amount provided for in the
revenue requirement and the actual payments.

Harmonized Sales Tax

The 8% Ontario provincial sales tax (“PST”) and the 5% Federal goods and services tax
(“GST”) were harmonized effective July 1, 2010, at 13%, pursuant to Ontario Bill 218,
which received Royal Assent on December 15, 2009.

Prior to this event the PST would have been included in Hydro One’'s OM&A expenses
and capital expenditures. PST therefore would have been included in Hydro One’s
revenue requirement and therefore recovered from ratepayers through UTR rates.
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Now that PST and GST are harmonized, Hydro One will pay the HST on purchased
goods and services and is eligible to claim a full input tax credit (“ITC") on the PST
portion paid. Therefore, Hydro One will no longer incur that portion of the tax that was
formerly applied as PST.

In the majority of 2010 electricity rate applications the Board ordered the establishment
of a deferral account to record the amounts that were formerly incorporated as the 8%
PST on capital expenditures and OM&A expenses incurred, but which would now be
eligible for an ITC. This treatment was to be implemented to reflect amounts arising
between July 1, 2010, the date the harmonization was effected and the time of their
next cost of service rebasing application.

In response to an interrogatory, Hydro One initially estimated the reduction in OM&A
attributable to the elimination of the PST to be $5.2 million in 2011 and $5.3 million in
2012. The reductions in capital expenditures were estimated to be $42.6 million in 2011
and $35.8 million in 2012. The revenue requirement impact of these combined
reductions is approximately $10 million in each year. (Capital expenditure reductions
were estimated to contribute $4 million to revenue requirement impact and OM&A
accounted for the remaining $6 million.)

Hydro One initially proposed to record the revenue requirement impact of the estimated
reduction in its proposed 2011 and 2012 expenditures in deferral account 1592.
However, during the course of the oral hearing and subsequently in its final argument,
Hydro One indicated that it could reflect the cost impacts between HST and PST in the
revenue requirement. The Company indicated that a deferral account was no longer
warranted. Hydro One also indicated that it had conducted further analysis of the
reduction in revenue requirement driven by harmonization of GST and PST.

Hydro One also updated its estimates of this issue since the oral hearing, revising its
estimates of the impacts on revenue requirement to be $7.2M and $10.4M in 2011 and
2012 respectively. The revised impact is due to reductions in OM&A, depreciation, and
return on rate base, together with an increase in income tax.

Several intervenors submitted that the cost impact between the HST and PST should be
reflected in revenue requirement so that savings can be passed on to customers in the
test years.

CCC asserted that the difference between estimated and actual reductions in OM&A
should be recorded in a variance account.

BOMA/LPMA argued that the reductions in the test-year revenue requirement should be
passed onto customers, especially in an environment where rates are rising
significantly. BOMA/LPMA recommended the use of a variance account to capture any
variances in the projected reductions in revenue requirement. BOMA/LPMA also noted
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that it was unclear from the evidence if the reductions in capital expenditures for the last
six months of 2010 (i.e. post July 1, 2010) are reflected in the calculation of the test year
rate base. BOMA/LPMA estimated the impact to be approximately $1 to $2 million in the
test years.

BOMA/LPMA and VECC also noted that the effect of the introduction of the HST is to
reduce the working capital amounts from $7.1 million to $0.8 million in 2011 and from $5
million to $3.4 million in 2012. These intervenors argued that the reductions in working
capital should also flow through to customers.

In reply argument, Hydro One agreed to pass on the savings to customers by reducing
the test year revenue requirement. Hydro One submitted that a variance account was
not required, arguing that it would not be able to determine the auditable difference
between the estimated and actual impacts given the fundamental difference between
PST and HST and the significant volume of transactions which are affected.

Board Findings

The Board finds that after adjusting the OM&A envelope in accordance with this
decision, Hydro One will recalculate the resulting HST-related reduction in OM&A and
recognize this reduction in its revenue requirement.
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RATE BASE AND CAPITAL EXPENDITURES

Hydro One Transmission’s forecast rate base for the 2011 test year is $8,378.5 million
and for the 2012 test year is $9,134.6 million. The 2011 rate base is 9.7% higher than
the 2010 Board approved rate base of $7,636 million. In 2012, the rate base is forecast
to grow by 9% compared to 2011.

The Working Capital Allowance for 2011 is $24.5 million and $26.7 million for 2012.

Historical and forecast capital expenditures by major cost category are summarized in
the table below. Hydro One also proposed capital expenditures of $126.7 million in 2011
and $198.1 million in 2012 related to projects in its Green Energy Plan. All Green
Energy Plan capital investments are included in the Development category and are

addressed separately in this decision.

Transmission Capital Expenditures 2009 — 20121

($ million)

Actual Bridge Test Test

Category 2009 | 2010 2011 2012

Sustaining 300 308.3 424.9 443.4
7% 3% 38% 5%

Development 516.2 537.9 617.2 456.8
66% 4% 15% -26%

Operations 20 10.1 44.3 57.4
-13% -50% 339% 30%
Shared Services 81.5 73.6 66.3 50.6
-9% -10% -10% -24%

Total Capital Expenditure Budget 917.8 929.9 1,151.8 1,008.3
30% 1% 24% -12%

Total (Excluding Green Energy Plan)?2 917.8 929.9 1,025.1 810.1
30% 1% 10% -21%

1 Exhibit D1/Tab3/Sch1 p. 2

2Reflects the removal of the Green Energy Plan capital investments of $126.7 million in 2011 and $198.1 in 2012

from the Development capital budget.
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The submissions of intervenors primarily focused on the appropriateness of the overall
capital expenditure budget. Other issues that were raised dealt with adjustments to the
various components of rate base.

The following issues are addressed in this chapter:

Overall Capital Expenditures

Materials and Supplies Inventory

Recognition of HST savings on components of rate base
Allowance for Funds Used During Construction

OVERALL CAPITAL EXPENDITURES

Capital expenditures are forecast to increase by 24% in 2011 and decrease by 12% in
2012. Excluding Green Energy Plan investments, capital expenditures are forecast to
increase by 10% in 2011 and decrease by 21% in 2012.

Due to the multi-year nature of transmission projects, not all capital expenditures will be
booked to the test-year rate base. Only a portion of the capital expenditures for which
Hydro One has sought approval will be in service in the test years. In-service capital
additions in 2011 are estimated to be $870.6 million and $1,618.8 million in 2012. In-
service capital additions in 2010 are estimated to be $798.2 million. Excluding Green

Energy Plan capital additions3, the capital additions are approximately $859.2 million in
2011 and $1,420 million in 2012. These capital additions represent a year over year
increase of 8% in 2011 and 65% in 2012. The significant increase in 2012 capital
additions is partly due to the addition of the Bruce to Milton project in rate base.

PWU submitted that the capital budget is not sufficient to sustain the current assets and
a further disallowance would exacerbate the deterioration of assets. PWU submitted
that Hydro One should be required to submit a plan in its next rates proceeding, setting
out a sustaining work program with the aim to improve upon the current demographic
profile of major asset classes.

Energy Probe submitted the Company had adequately supported its Sustaining,
Operations and Shared Services capital budget. Board staff noted that it did not have
any specific concerns with Hydro One’s capital budget.

VECC and CCC argued that Hydro One had not made sufficient reductions to its
revenue requirement, as it was asked to do by the Minister of Energy in his letter to
Hydro One dated May 5, 2010. They argued that the spending cuts to the capital plan
were de minimus. These intervenors argued that the reductions to the budget are due to
the deferment of projects as opposed to specific reductions in the budget. VECC noted
that in cross-examination Hydro One’s witness confirmed that the focus of the

3 Green Energy Plan in-service capital additions: $11.4 million in 2011 and 198.9 million in 2012.
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reductions was the OM&A budget, as opposed to the capital budget. VECC submitted
that the Company had not made any reductions to the Sustaining Capital budget and
noted that these expenditures were still well above the Minimum Level. The Minimum
Level of spending is determined by Hydro One’s risk-based planning process,
referenced above and discussed in more detail at EXA/T12/S5.

AMPCO, BOMA/LPMA and SEC questioned Hydro One’s ability to achieve its
forecasted capital plan and noted that in recent years Hydro One’s actual capital
expenditures had been consistently below Board approved levels. In light of the under-
spending, AMPCO argued that customers should not be required to pay for capital
projects Hydro One is not able to complete. BOMA/LPMA submitted that due to the
under spending Hydro One had recovered in rates significant costs which had not
materialized. AMPCO noted that in 2007 and 2008 Hydro One’s actual capital
expenditure was below Board approved expenditure by approximately $200 million.
Similarly, BOMA/LPMA noted that in 2009 and 2010 Hydro One had under-spent by
$150 million, but still recovered the amount in rates. SEC supported BOMA/LPMA's
analysis.

AMPCO proposed a variance account to capture the reduced revenue requirements
associated with under spending. BOMA/LPMA proposed a 5% (or approximately $52
million) reduction in capital expenditures in each of the two test years. SEC argued for a
10% reduction and submitted that this would provide a “strong encouragement — at a
relatively low cost — for Hydro One to improve its capital planning process for the future”
BOMA/LPMA also noted that the Sustaining, Operations and Shared Services capital
budget was above the Minimum Level of spending by approximately $100 million.
BOMA/LPMA argued that while it may not be prudent to reduce sending to the Minimum
Level, it was appropriate to reduce it to a level that is at the mid-point between the
proposed expenditure and the Minimum Level.

CME submitted that the Board should adopt an envelope approach to the issue and
should determine an overall amount for each investment category.

CME also submitted that the Bruce to Milton project should be removed from the 2012
rate base. CME argued that it was overly optimistic to expect the project to be in service
in 2012. BOMA/LPMA submitted that the evidence suggests that considerable risks
remain that could prevent Hydro One from completing the project by 2012.
BOMA/LPMA proposed that in light of the risks, Hydro One should establish a variance
account to track the change in the 2012 revenue requirement if the Bruce to Milton
project is not closed to rate base as currently projected. BOMA/LPMA argued that a
variance account mechanism provided ratepayers with protection in case the project
was delayed, while allowing Hydro One to recover the revenue requirement associated
with the project if it is completed on time.

Hydro One responded that its capital expenditure forecast is based on a rigorous
planning process that had adequately considered the effect on consumers’ bills and the
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need to invest in the transmission system. Hydro One submitted that its capital plan
must be assessed based upon the evidence before the Board and that it would be
inappropriate to disallow necessary projects simply because consumers may also face
increases on other components of their bill, such as the commodity cost. Hydro One
further submitted that the evidence, combined with a lack of any specific criticism from
intervenors and Board staff, demonstrates that the proposed capital expenditures are
appropriate, and that they ought to be approved as requested.

Board Findings

The Board accepts Hydro One’s overall test year capital expenditure budget for 2011
and 2012. This approval pertains only to the expenditures related to non-Green Energy
Plan projects. The appropriateness of capital expenditures related to Green Energy
Plan projects are addressed separately in this decision.

As noted earlier, a portion of the test year capital expenditure budget is related to
projects that will not be in service in the test years. These projects are classified as
Category 3 and Category 4 projects. The majority of spending related to these projects

is in Development Capital, with a few projects in the Sustaining Capital category4.

With respect to Category 3 projects, Hydro One sought guidance from the Board on the
appropriateness of project need, the proposed solution, and the recoverability of the
project cost. While the Board has approved the overall capital budget, it will not provide
Hydro One with the guidance it has sought in relation to these projects. An advance
ruling on the appropriateness of project need, proposed solution or the recoverability of
project cost is premature at this time. In the Board’s view the appropriateness of project
need and prudence of costs are best considered when Board approval is sought to add
these projects to rate base.

With respect to Category 4 projects, Hydro One did not seek approval for these projects
in this application. The Company proposed to seek approval for these projects in future
Section 92 applications. The purpose of including the spending on these projects in the
capital budget was to inform the Board of the Company’s future intent. The Board
therefore believes that it does not need to address these projects in this application.

The remaining portion of the Development Capital budget is related to projects that will
be in service in the test years. These projects were classified as Category 1 and
Category 2 projects. In approving the overall capital budget, the Board approves the
capital expenditures related to these projects.

The Board is not persuaded by the submissions of those parties that argued for a
reduction to the capital budget based on an analysis of the historic spending levels

4 Board staff interrogatory 64
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compared to the historic levels allowed for in rates. Nor is the Board persuaded that it is
appropriate to reduce the spending to the Minimum level or close to it, as proposed by
some intervenors.

While the Board accepts that a retrospective view of an applicant’s activities is important
and informative in the consideration of future spending, it has little value in isolation.
This is a future test year application and historic activities must be considered in the
context of the applicant’s evidence supporting its projections of both future need and
ability to execute its plan to meet those needs.

Hydro One has satisfied the Board that it has expended considerable effort and care in
preparing its plans and organizing itself in an effort to improve its ability to execute its
plan. In particular, its evidence pertaining to its outsourcing and human resource
management is demonstrative of this effort.

In recognition of these initiatives the Board does not consider it necessary to further
encourage Hydro One’s demonstrated behaviour with notional reductions based on
historic plan execution results. In the Board’'s view Hydro One has provided a
reasonable capital spending plan that has sufficient evidentiary support to be used in its
totality to derive its revenue requirement for the test years.

The Board’s detailed findings and reasons for its non-acceptance of Hydro One’s
proposal to add its CWIP related to its Bruce to Milton project to rate base are found
elsewhere in this decision. Given the Board’s decision on this proposal it will address a
disputed issue pertaining to rate base and the prospective timing of the completion of
the Bruce to Milton project.

BOMA/LPMA submitted that due to the risks that remain that could prevent Hydro One
from completing the Bruce to Milton project by 2012, Hydro One should establish a
variance account to track the change in the 2012 revenue requirement if the project is
not closed to rate base as currently projected. Hydro One did not respond to this
particular BOMA/LPMA argument in its reply argument.

The Board accepts the BOMA/LPMA submission and directs Hydro One to establish a
variance account for this purpose. As submitted by BOMA/LPMA, the variance account
mechanism will provide ratepayers with protection in case the project is delayed, while
allowing Hydro One to recover the revenue requirement associated with the project if it
is completed on time.

This mechanism to ensure the alignment of the projected rate base with the matching
revenues is not normally required by the Board. However, given the level of uncertainty
of the project completion coupled with the quantum of the impact on the revenue
requirement, the Board considers it appropriate in this case.
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MATERAILS AND SUPPLIES INVENTORY

Hydro One’s materials and supplies inventory forecast for 2011 and 2012 is $17.4
million and $21.7 million. The materials and supplies inventory forecast is derived by
averaging the previous year’s year-end inventory and the current year-end inventory.
Table 1 at Ex D1/T1/S4 provides the actual inventory levels for the period 2007 to 2010.

BOMA/LPMA argued for a reduction to the material and supplies inventory forecast,
noting that the year over year increase in inventory was significant and that the increase
had not been adequately justified. BOMA/LPMA noted that the projected increase in
inventory was greater than the growth of assets in service.

BOMA/LPMA also questioned Hydro One’s ability to accurately forecast inventory.
BOMA/LPMA noted that in 2009 and 2010, actual inventory was $11.7 million and $12.7
million, whereas Hydro One’s forecast was significantly higher at $36.7 million and
$38.7 million respectively. According to BOMA/LPMA the test year inventory forecast
should be reduced to $15.8 million and $17.5 million respectively.

Hydro One responded that effective January 1, 2008 it retrospectively adopted
Canadian Institute of Chartered Accountants’ (CICA) Handbook Section 3031 -
Inventories, which required it to reclassify certain major spare parts and standby
equipment that were previously classified as inventory as fixed assets. Hydro One
explained that the Board approved materials and supplies inventory estimate for 2009
and 2010 was based on the old CICA standard, while the actual inventory for 2009 and
2010 reflects the adoption of the new standard. With respect to the increase in test year
inventory levels, Hydro One noted that the increase was due to the growth in the
transmission work program, specifically the Sustaining capital program.

Board Findings

The Board accepts Hydro One’s explanation of the drivers of the fluctuations in the
recorded amounts in inventory and accepts that the increase is commensurate with the
increase in the Sustaining capital program. The Board accepts Hydro One’s forecast as
adequate for calculation of this part of the revenue requirement.

RECOGNITION OF HST ON COMPONENTS OF RATE BASE

The 8% Ontario provincial sales tax (“PST”) and the 5% Federal goods and services tax
(“GST”) were harmonized effective July 1, 2010, at 13%. Now that the PST and GST
are harmonized, Hydro One will pay the HST on purchased goods and services and is
eligible to claim a full input tax credit on the PST portion paid. Therefore, Hydro One will
no longer incur that portion of the tax that was formerly applied as PST.
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Hydro One estimated the reduction in capital expenditures due to the elimination of the
PST to be $42.6 million in 2011 and $35.8 million in 2012. The revenue requirement
impact of these reductions is approximately $4 million in each year. (When OM&A
reductions are considered the impact on revenue requirement is approximately $10
million). Hydro One revised its estimates in its final argument, as noted in the OM&A
section of this decision.

BOMA/LPMA argued that the reductions in the test-year revenue requirement should be
passed onto customers, especially in an environment where rates are rising
significantly. BOMA/LPMA recommended the use of a variance account to capture any
variances in the projected reductions in revenue requirement. BOMA/LPMA also noted
that it was unclear from the evidence if the reductions in capital expenditures for the last
six months of 2010 (i.e. post July 1, 2010) are reflected in the calculation of the test year
rate base. BOMA/LPMA estimated the impact to be approximately $1 to $2 million in the
test years.

BOMA/LPMA and VECC also noted that the effect of the introduction of the HST is to
reduce the working capital amounts from $7.1 million to $0.8 million in 2011 and from $5
million to $3.4 million in 2012. These intervenors argued that the reductions in working
capital should also flow through to customers.

In reply argument, Hydro One agreed to pass on the savings to customers by reducing
the test year revenue requirement. Hydro One submitted that a variance account was
not required.

Board Findings

The Board accepts Hydro One’s response that it will reflect cost reductions related to
HST in its revenue requirement. The Board approved Hydro One’s HST related
adjustments in the previous section on OM&A. Hydro One shall recalculate the capital-
related HST effect on revenue requirement in accordance with this decision.

ALLOWANCE FOR FUNDS USED DURING CONSTRUCTION (“AFUDC")

AFUDC is the interest rate used for construction work in progress. The AFUDC in 2011
is $54.4 million and $63.2 million in 2012. The AFUDC rate is 5.6% in 2011 and 6.1% in
2012.

BOMA/LPMA submitted that the AFUDC estimate of $73.6 million in 2010, which is
based on a rate of 4.9%, is over stated. BOMA/LPMA noted that the actual AFUDC rate
in 2010 was 4.34%. Based on the revised rate, the AFUDC in 2010 is lower by $6.4
million. BOMA/LPMA submitted that the reduction in the 2010 AFUDC should be
reflected in the calculation of the test year rate base.
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BOMA/LPMA also noted that the test year AFUDC is based on interest rate data from
October 2008. In BOMA/LPMA interrogatory 28, Hydro One was asked to provide
AFUDC estimates based on more recent economic data. The result is a reduction in test
year AFUDC of $3.2 million in 2011 and $2.1 million in 2012. BOMA/LPMA submitted
that Hydro One should reflect the reduced AFUDC in the calculation of the test year rate
base.

Board Findings

The Board considers the submissions of BOMA/LPMA to be reasonable and directs
Hydro One to calculate its rate base for the test years using updated data.
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GREEN ENERGY PLAN

In a letter dated September 21, 2009, the Minister of Energy and Infrastructure
instructed Hydro One to “immediately proceed with the planning, development and
implementation” of certain transmission projects. The twenty major transmission
projects in Schedule A of that letter and five enabling projects in Schedule B were
developed by the Ontario Power Authority (“OPA”) and Hydro One to facilitate the
connection of “renewable generation likely to be forthcoming through the feed-in tariff
program.”

Hydro One’s Green Energy Plan (the “GE Plan”) is based entirely on the Minister's
September 2009 letter. That is, all projects and associated timelines identified in
Schedule A and B of that letter are included in the GE Plan. The GE plan covers a ten
year period from 2010 to 2020. The total gross cost of the GE Plan is $7.7 billion, of
which the cost of the Schedule A projects is $6.9 billion and the cost of Schedule B
projects is $840 million.

Hydro One sought Board approval for the overall GE Plan and the capital expenditures
of $126.7 million in 2011 and $198.1 million in 2012. Specifically, the capital
expenditures are on two Schedule A projects and a number of Schedule B projects as
set out in the Plan.

In addition to capital expenditures, Hydro One proposed to spend $35.7 million in 2011
and $46.7 million in 2012 on OM&A development work. The OM&A costs are in a
deferral account and do not affect the test year revenue requirement.

The following issues are addressed in this chapter:

e GE Plan Approval
e Appropriateness of test year expenditures in the GE Plan

e Cost Responsibility

GE PLAN APPROVAL

As noted, Hydro One’s GE Plan is based on the Minister's September 2009 letter. On
May 7, 2010, the Minister sent a letter to the OPA requiring new advice regarding
transmission planning. Specifically, the Minister directed the OPA to “develop and
submit an updated transmission expansion plan updating the September 2009
instruction to Hydro One”S. As a result of this letter, and pending updated instructions

S Exhibit 1/Tab1/Schedule 98/Attachment 1
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from the Minister, Hydro One suspended work on all projects. At the oral hearing, Hydro
One witnesses confirmed that new direction had not been provided.

In argument-in-chief, Hydro One submitted that it is not seeking Board approval for
individual projects in the GE Plan, but is asking the Board to approve the GE Plan
conceptually. Hydro One submitted that at a minimum, the Board should approve the
capital expenditures on Schedule B projects. Hydro One further submitted that it
intended to file an updated five year transmission Green Energy Plan in its next rate
application.

Board staff submitted that the level of uncertainty around certain aspects of the GE Plan
and the pending instructions from the Minister make it difficult to assess the
appropriateness of the Plan, even at a conceptual level. Board staff submitted that the
Board should wait for an updated Plan, as the company had indicated it was willing to
provide as part of its next rate application. Notwithstanding the concerns with the
appropriateness of the overall GE Plan, Board staff submitted that the Board could
approve the GE Plan in part. In this respect, Board staff agreed with Hydro One that the
Board should at a minimum consider approving those projects that are expected to go
ahead in the test years.

CME submitted that the Board should refrain from approving the GE Plan on a
conceptual basis. CME argued that the issue of GE Plan approval should be revisited
after updated instructions are provided to Hydro One. Until that happens, CME
submitted, the Board should confine its approval to those GE Plan projects that are
ready for implementation.

BOMA/LPMA submitted that there was no value in approving the GE Plan on a
conceptual basis and that the Board should defer approval until more information is
available. BOMA/LPMA further submitted that the Board should confine its approval to
the Schedule B projects proposed in this application.

CCC submitted that given that the Minister's September 2009 instruction on which the
GE Plan is based is currently under review, it is difficult to assess the appropriateness
of the Plan. CCC supported the investments on the three Short-Circuit upgrades,
however noted that the Board's approval of these projects should not imply that the
Board is approving part of the Plan.

AMPCO submitted that the Board should not approve the Plan and recommended that
this aspect of the proceeding be kept open until such time that an updated plan can be
filed. AMPCO also submitted that development work on all projects for which Hydro One
receives cost approval and for which the Board invites licence transmitters to submit
plans, should be made publicly available during the competitive bidding process.
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Energy Probe and VECC submitted that it is not reasonable for the Board to approve
the GE Plan conceptually and recommended the Board postpone the approval of the
Plan until such time the OPA’s advice is known and the impact of that advice assessed.

PWU submitted that it had no comment on the appropriate mechanism or terminology
that the Board should use to address Hydro One’s request for a “conceptual” approval
of the GE Plan. PWU noted that whatever mechanism is pursued, the Board’s decision
should not prejudice the approval of future Green Energy projects.

Hydro One responded that the GE Plan as filed is conceptually appropriate in light of
the objectives of the Green Energy Act. Hydro One submitted, “the plan at this time is
“conceptual” because circumstances changed after it filed the Plan”. Hydro One noted
that the vast majority of the spending is beyond the test years and approval of the Plan
in no way binds the Board with respect to future expenditures. Hydro One clarified that it
is not seeking project specific approval, but rather approval of the overall Development
capital budget.

Board Findings

In the Board's view, for the purposes of its green energy plan approval role, the terms
“conceptual” and “plan” are poor companions. The development of a plan, properly
designated as such, involves a careful, detailed, blueprint-like process which has
involved all of the necessary parties, taking into account all of the reasonably
conceivable contingencies, and made provision for a small number of well researched
and fully costed outcomes.

That is not to say that plans ought not to be somewhat flexible in order to deal with
genuinely unanticipated circumstances. But the purpose of the plan, especially a plan
directed to the transmission system, is to provide very detailed and thoroughly
researched engineering guidance to its implementers. In the present case, to the extent
that the Hydro One proposal is conceptual, it cannot qualify as a plan. There is no role
for Board approval of conceptual plans.

In a letter to the industry dated October 27, 2010 the Board indicated its intention to
develop a regulatory framework, informed by the Green Energy Act and other relevant
considerations including total bill impact. In that letter the Board referenced the
importance it places on the process involved in the development of plans. Specifically,
the Board expressed interest in the development of a planning process that coordinated
planning activities on a regional basis. The Board will be undertaking a consultation
respecting its regulatory framework, and it is safe to say that matters of transparency,
inclusiveness and coordination will be engaged in that consultation.
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Apart from this consideration, the Board has concerns about approving in any degree
projects that are not reasonably expected to be in service during the test year periods.
There are two reasons for this reluctance.

First, the Board is concerned that its approvals not become a factor driving one program
or project at the expense of another. The simple fact that the Board has approved a
project could have the effect of advancing that project even though others may be more
advisable.

Second, the Board is concerned that in this case its approval process ought to be
directed to issues genuinely engaged within the test period. In the Board's view,
decisions respecting these projects should be made within the context, and in light of all
of the evidence presented by the Applicant in its cost of service review. There may well
be exceptions driven by exigencies, and the Board can deal with those in due course.
The Board's processes are flexible enough to enable it to be suitably responsive to
emerging requirements. But it is inappropriate for a panel determining rates for 2011
and 2012 to be reaching very much beyond that time frame in its approvals. This is
especially so in an environment which is so obviously dynamic. While the Minister’s
letter of September 2009 urged Hydro One to embark on an extremely challenging
development process, the letter of May 7, 2010 to the OPA required an updated
transmission plan that could significantly change the original instructions to Hydro One.

In this case, the development of and approval of a plan that reaches much beyond the
test period would seem to be inadvisable.

It is clear that the pace at which significant system expansions and enhancements are
to be undertaken is a matter of concern to all participants in the Ontario market at this
time. This factor was also highlighted in the Board's letter of October 2010. In the
Board's view, in the circumstances of this case, it is most appropriate for it to approve
what comes before it genuinely connected to the test period, and not much more.

Accordingly, in the circumstances of this case, the Board will not approve the overall
Green Energy Plan on a conceptual, or any other basis.

APPROPRIATENESS OF TEST YEAR EXPENDITURES

The OM&A and Capital expenditures are summarized in the table below:

GREEN ENERGY PLAN SUMMARY OF OM&A AND CAPITAL EXPENDITURES
($ Millions)
OM&A (Def Alc) Capital
2011 2012 2011 2012
Schedule A Projects $35.7 $46.7 $ 45 $ 22.6
Schedule B Projects $120.8 $168.2
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Projects less than $ 3 million $ 14 $ 73
Total Expenditure $35.7 $46.7 $126.7 $198.1
In-Service Capital Additions $ 114 $198.9
Impact of Capital Additions on Revenue Requirement $ 09 $ 10.3

Hydro One sought Board approval for a test-year capital budget of $126.7 million in
2011 and $198.1 million in 2012. This includes spending on two Schedule A projects
and a number of Schedule B projects.

The two Schedule A projects are the Sudbury to Algoma Project and the Northwest
Transmission Project. These projects are not in the test year rate base and do not
impact the test year revenue requirement. Hydro One submitted that it was not seeking
project approval in this proceeding and will do so in a future Section 92 application. The
reason for including the projects was to inform the Board of Hydro One’s future intent.

The remaining amounts in the capital budget are for Schedule B projects. The projects
in this category include:

e Short Circuit upgrades to Leaside TS, Hearn TS and Manby TS,
e Two Enabling TSs,

e One Static Var Compensator,

e Six In-line circuit breakers,

e Protection upgrades, and

e Transfer Trip facilities.

Not all schedule B projects will be in-service in the test years. Of the total capital
expenditure that Hydro One sought approval for, only $11.4 million and $198.9 million
will be added to the test-year rate base. The projects that will be in-service in the test
year include the Short-Circuit upgrades to Leaside TS and Hearn TS, two In-line circuit
breakers, Protection upgrades and Transfer Trip facilities. The Schedule B projects that
will not be in-service in the test years are Short-Circuit upgrade to Manby TS, one Static
Var Compensator, two Enabling TSs and four In-Line circuit breakers. Hydro One
classified the latter category as “Category 3" investments. With respect to these
investments Hydro One states, “it is seeking guidance from the Board on the
appropriateness of need, proposed solution and recoverability of project cost”.

In addition to capital expenditures, Hydro One proposed to spend $35.7 million in 2011
and $46.7 million in 2012 on OM&A development work. Hydro One did not seek
approval for these costs in this proceeding. The OM&A costs are in a deferral account
and do not affect the test year revenue requirement.
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As noted earlier, on May 7, 2010, the Minister sent a letter to the OPA requiring new
advice regarding transmission planning. As a result of this letter, and pending updated
instructions from the Minister, Hydro One suspended work on all GE Plan projects.

Board staff submitted that the projects in the GE Plan are currently under review and
there is no guarantee the two Schedule A projects (Sudbury to Algoma and the
Northwest Transmission Expansion) will proceed. Accordingly, Board staff submitted
that the costs should be removed from the test year capital budget. Notwithstanding the
concerns noted with respect to cost responsibility which are discussed later in this
Decision, Board staff supported the expenditures on projects that were forecast to be in
service in the test years (i.e. Short-Circuit upgrades to Leaside TS and Hearn TS, two
In-line circuit breakers, Protection upgrades and Transfer Trip facilities). With respect to
the Schedule B projects that have capital spending in the test years, but will not be in-
service in the test years (i.e. Short-Circuit upgrade to Manby TS, one Static Var
Compensator, two Enabling TSs and four In-Line circuit breakers), staff noted that with
the exception of the Short-Circuit upgrade to Manby TS, the need for the remaining
projects had not been confirmed by the OPA. Board staff noted that the location of the
two Enabling TSs and the four In-Line circuit breakers were not definitively known and
submitted that the Board does not have sufficient information to provide the guidance
that Hydro One has sought in relation to these projects.

AMPCO submitted that the capital costs of the two Schedule A projects should be
removed from the capital budget. With respect to Schedule B projects that are expected
to be in service in the test years, AMPCO supported the capital expenditure on the
Short-Circuit upgrades and one In-line circuit breaker. AMPCO noted that Hydro One
was able to definitively establish that only one in-line circuit breaker will be in service by
2012 and accordingly submitted that the cost of the second In-line circuit breaker should
be removed from the test year rate base. With respect to Schedule B projects that will
not be in service in the test years, AMPCO supported Board staff's position. With
respect to OM&A costs, AMPCO submitted that Hydro One should not be allowed to
undertake any spending on development work on Schedule A projects until such time
that an updated GE Plan is filed.

BOMA/LPMA supported the capital expenditure on the three Short-Circuit upgrades.
BOMA/LPMA noted that it was not appropriate to defer these projects given the short
remaining life of the assets.

CME supported the spending on the Schedule B projects that are to be booked to the
test year rate base, noting that the Board should consider approving those projects that
are ripe for implementation.

CCC submitted that on a stand alone basis the Board should approve the capital
expenditures related to the Short-Circuit upgrades. CCC however noted that the Board’s
approval of these projects should not be interpreted to mean that the Board is approving
any part of the GE Plan. CCC also submitted that the request for the Schedule A
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projects should be denied. Hydro One also sought approval to clear the 2009 balance of
$2 million in the OM&A deferral account. CCC argued that Hydro One had not justified
this expenditure and the request should be denied.

PWU submitted that there was strong evidence and support for three Short-Circuit
upgrades and argued that the Board reject any request that sought to defer the projects.

Board Findings

With respect to the Schedule A projects, namely the Sudbury to Algoma and the
Northwest transmission expansion projects, the Board notes that the Applicant is not
seeking any form of approval with respect to these projects.

The Company is seeking approval for the Schedule B projects. The Board is prepared
to approve the short-circuit upgrades to Leaside TS, the Hearn TS, the Manby TS, two
of the in-line circuit breakers, protection upgrades and transfer trip facilities which have
been specifically identified by the OPA. In the case of the Manby TS, the Board notes
that it has already endorsed this project in a previous proceeding. These projects (with
the exception of Manby) are also expected to be in service within the test year period.
In the Board's view, the support for these projects, evidenced by the OPA's
endorsement, and, in the case of the Manby TS the Board’s own endorsement, together
with the fact that they are generally intended to be in service within the time frame
governed by this application, makes the Board's acknowledgment reasonable and
appropriate.

The same cannot be said of the remaining schedule B projects. Not only would these
projects not come into service within the relevant timeframe, but they have not been
explicitly endorsed by the OPA. While endorsement by the OPA is not determinative,
the Board considers it an important consideration in its assessment of such projects. In
the Board's view, in the circumstances of this case, it would be inappropriate to provide
the guidance the company seeks with respect to these projects.

It is important to note that the Board's decision to withhold project approval with respect
to the remaining Schedule B projects does not inhibit the company from doing whatever
it considers to be prudent in preparation for these projects. The primary implication of
our failure to specifically acknowledge these projects is that company may need to bring
the projects back to the Board for approval once more robust evidence of need is
available.

Accordingly, the Board will not provide any guidance to the company with respect to the
two enabling TS’s, the static VAR compensator and four of the in-line circuit breakers
represented in Schedule B.
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COST RESPONSIBILITY

Upgrade Short Circuit Capability Projects

Included in Schedule B of the Green Energy Plan were three projects involving the
upgrade of short circuit capability at the Hearn, Leaside and Manby transformer
stations. No party argued that these projects were not needed, and several intervenors
(for example BOMA/LPMA) submitted that the costs of these projects in the test years
should be approved.

Board staff, in its questions to Hydro One and its submissions, raised the issue of cost
responsibility for the advancement of the upgrade work at Leaside and Manby. The
advancement costs are estimated by the OPA to be $5.9 million for Leaside and $4.9
million for Manby. Board staff argued that as the stations are classified as line
connection assets, the Transmission System Code (“TSC”) would dictate a user pay
approach for these advancement costs. This would mean that the advancement costs
should not be collected from transmission ratepayers, but contributed by Toronto Hydro
Electric System Limited (“THESL"), the transmission customer.

The Board notes that no party, in its final submissions, disagreed with Board staff's
interpretation of the TSC in regard to cost responsibility for line connection assets. The
OPA supported Board staff's interpretation. However, most parties who made detailed
submissions on this issue recognized the potential unfairness of requiring a capital
contribution from THESL.

Hydro One, THESL, the OPA and Pollution Probe argued that THESL and its customers
are not the sole beneficiaries of the short circuit upgrades. Pollution Probe submitted
that Hydro One’s proposal is in the best interests of all of Ontario’'s (as well as
Toronto’s) electricity consumers, as the encouragement of combined heat and power
generation will reduce the need for costlier generation or transmission facilities. The
cost of Hydro One’s short circuit upgrades should thus be paid for by all of Ontario’s
electricity consumers. Hydro One and the OPA argued that the need for the work has
been driven by the previous connection of generators to the system, and such
connection benefits all Ontario electricity consumers.

The OPA further submitted that in the particular circumstances of this case, recovering
the advancement costs from transmission ratepayers is consistent with the well-
established rate-making principles of fairness, feasibility and non-discrimination, as well
as the statutory objectives of the Board. The OPA recognized the difficulties in
allocating costs to and recovering costs from the many and varied generators that may
seek connection to THESL'’s system. In addition, if the investments were undertaken at
THESL-owned facilities, the Distribution System Code (“DSC”) might allow recovery by
THESL from all provincial ratepayers of the costs of “eligible investments” to connect
renewable generation. The fact that the transformer stations are owned by Hydro One
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rather than THESL means that this source of recovery is not available, and the OPA
submitted that this is arguably discriminatory treatment of generators based on location.
To allow recovery from transmission ratepayers, the OPA argued, would be consistent
with the Board'’s statutory objective to promote renewable energy generation.

Board staff also acknowledged as a potential problem that neither the DSC nor the TSC
provides guidance on how THESL could recover the capital contribution from
connecting generators. However, Board staff was concerned that to allow Hydro One to
recover the costs from transmission ratepayers would set an unfortunate precedent.
Staff pointed out that at present there is no economic connection test for investments in
transmission connection facilities, and permitting recovery of such investments from
transmission ratepayers moves the risk of uneconomic connections onto those
ratepayers. Board staff urged that if the Board was to allow recovery of the
advancement costs in transmission rates, that the Board make it clear that this is a
response to a transitional issue, and not a policy for the future allocation of such costs.

The OPA echoed this concern, submitting that if the Board allows recovery of these
costs from transmission ratepayers, it should do so in response to the particular issues
of this case rather than set a policy precedent for future cost allocation. The OPA
further proposed that the Board re-categorize a portion of the Leaside and Manby
transformer stations as "network facilities" under the TSC.

THESL and other parties pointed out that there may be a gap in the existing policy
framework. The OPA submitted that the issue of cost allocation for upgrades of short
circuit capability would benefit from a focussed review led by the Board, and supported
by the OPA, transmitters, and distributors. Hydro One supported the OPA’s submission,
and stated that it the company would fully participate in such a review.

Board Findings

The Board accepts Hydro One’s proposal to advance the upgrade work at Leaside and
Manby and that the cost consequences of the advancement be included in its revenue
requirement.

The Board notes that there has been no argument advanced attacking the merits of the
proposed projects. The submissions all focus primarily on the responsibility for the costs
to undertake these projects in advance of the projected end of the useful life of the
assets. While the projects are included in the Applicant's Green Energy Plan, as the
upgrades will allow for the connection of renewable generation, the advancement of the
project is also driven in part by the anticipated scheduling difficulties that may arise if
the work were to be left to coincide with the Pan Am games, to be held in Toronto in
2015.
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It is clear to the Board that the particular circumstances that give rise to the cost
responsibility issues in this application are not representative of the types of
circumstances to which the prescribed cost responsibility allocation rules contained in
the TSC are intended to apply.

The particular circumstances of this case were not precisely provided for in the TSC.
The costs result from a relatively minor advancement which is driven by both the early
facilitation of renewable sources of energy and prudent scheduling. For these reasons
the Board considers it reasonable to apply a pragmatic approach to the cost recovery of
the investment that does not result in any undue subsidies being paid by one set of rate
payers to another. The Board considers Hydro One’s proposal to meet this desired
outcome.

The Board accepts the submissions of Board Staff and the OPA that should this
decision be regarded as setting a precedent, there is a risk that the costs of uneconomic
investment would be borne by transmission rate payers. The Board therefore wants to
emphasize that this finding is a response to a particular transitional situation, and that
this finding should not be regarded as an indication of appropriate regulatory treatment
for future transmission investments.

Protection & Control for Enablement of Distribution Connected Generation

Hydro One seeks to recover the costs of the Protection and Control (“P&C”) projects
D43 and D44 in transmission rates. Although the pre-filed evidence suggested that the
work will be done on connection assets, Hydro One proposed that the costs be
recovered from transmission ratepayers for two main reasons:

e The investments will have benefits to the entire system, and are not ultimately
triggered by the needs of an identifiable customer or customers; and

e Attempting to allocate the costs to customers would be administratively complex
and costly, and could act as a barrier to entry.

Board staff submitted that the Board should consider reducing the requested capital
budget by $10 million in 2011 and $29.8 million in 2012 to recognize that the facilities in
guestion are classified as connection facilities, and that the TSC prescribes a user-pay
approach for such facilities.

Board staff acknowledged that these facilities may have benefits to the larger network
system, but argued that where such equipment is installed at connection facilities, the
rules in the TSC dictate a user-pay approach for all or part of the costs. Board staff
submitted that while there may be complexities and potential unfairness involved in the
application of the rules in the TSC and the DSC to the situations described by Hydro
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One, the Board should have regard to the danger of the risks of uneconomic
investments being passed through to transmission ratepayers.

Hydro One submitted in its reply argument that that it is not possible to identify at this
time exactly how many network or connection stations will be affected. Hydro One
further indicated that typically, system driven costs are pooled while costs that are
customer driven are allocated to the customer. Hydro One stated that in customer
driven cases, Hydro One follows the TSC for connection work and charges capital
contributions accordingly.

Hydro One further submitted that P&C investments are not like capacity additions.
These investments are triggered by the presence of enough generation on the system
to require changes to the overall protection settings and facilities. While one generator
might trigger the need for these investments at a particular station, the need is driven by
existing and future generators, and the benefit extends to all these generators, as well
as the load customers served by that station or served by other stations on the same
supply or network circuit. It would not be possible at the point in time the need is
triggered to identify all of the existing and future potential beneficiaries of the work and
allocate costs accordingly. Hydro One provided examples of the integrated nature of the
P&C investments to be carried out, and the complexity involved in Hydro One
attempting to recover costs from distributors, and in the distributors in their turn
attempting to recover costs from the connecting generators.

Board Findings

The Board considers that there is not a compelling parallel between the treatment of the
short circuit upgrades applied for in this case and the P&C work identified by the
Company. Nor does the TSC recognize any such parallel.

One of the compelling arguments made by the Applicant and the OPA with respect to
the rise of the short circuits at Leaside TS is that the increase in short circuits is
attributable to all generators close to the station, and in particular the large Portland
Generation project of about 550 MW which came into service in 2008. In that regard,
one can agree that the strict application of the provisions of the TSC in regard to short
circuits would result in an unfair and an unreasonable outcome.

On the other hand, P&C work is triggered and attributable to specific projects. The TSC
is very clear that where the P&C work and equipment is installed on connection assets,
the costs arising should be the cost responsibility of the entity requiring that the work be
done. The P&C work, together with the equipment associated with it that is undertaken
at Network Stations is assigned to the Network pool, and therefore there is no ambiguity
as to how those costs should be allocated.
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The Board considers that to deviate from this approach except in the clearest and most
compelling case is unwarranted and could lead to gaming of the system, and the
inappropriate “socialization” of costs which should be the responsibility of proponents.
The TSC rules are intended in part to also curb uneconomic enhancements of the
system.

As is known to the Applicant, requests for exemption from the provisions of the TSC can
be made pursuant to the Board’s rules. In such an application the Applicant would be
obliged to demonstrate why the application of the Code would be inappropriate in the
specific circumstances cited.

The pre-filed evidence indicated that the amount of investment in the capital budget of
$10 million in 2011 and $29.8 million in 2012 is for work in facilities classified as
Transformation Connection. The Board therefore concludes that TSC prescribed user-
pay approach for such facilities is appropriate. Consequently Hydro One’s capital
budget and rate base should be adjusted to remove the amounts attributable to these
projects, and a capital contribution be sought from the pertinent distributors.
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EARLY INCLUSION OF CWIP IN RATE BASE FOR THE
BRUCE TO MILTON PROJECT

Hydro One, as part of its application, sought an accelerated cost recovery mechanism
for the Bruce to Milton transmission line project. The company was granted leave to
construct this project by the Board in 2008 (EB-2007-0050), and its relevance to the
province’s green energy policy was reinforced in a recent Ministerial directive to the
OPA dated September 17, 2010. The project has been subject to delays and cost
escalation. The planned in-service date is December 31, 2012, but Hydro One
acknowledged that further delay was possible.

Hydro One previously sought special regulatory treatment for this project, but the
proposal was rejected by the Board in EB-2006-0501. The Board did, however, indicate
that Hydro One could bring the Bruce to Milton project, or other projects, forward for
special treatment if circumstances arose putting the Applicant at risk. Subsequent to
that decision, the Board considered the question of special regulatory treatment for
infrastructure projects in a generic proceeding (EB-2009-0152), and released a Report
entitled “The Regulatory Treatment of Infrastructure Investment in Connection with the
Rate-Regulated Activities of Distributors and Transmitters in Ontario” on January 15,
2010 (the “Infrastructure Investment Report”).

In the present application, Hydro One relied on the Board’s Infrastructure Investment
Report. The company proposed that one of the alternative mechanisms dealt with in
the Infrastructure Investment Report: the inclusion in rate base of construction work in
progress (“CWIP”) costs (excluding depreciation) before the project is in service, be
used as a rate mitigation and smoothing mechanism. Hydro One’s evidence, as set out
in Exhibit 1-1-122, was that the total cost to ratepayers over the life of the project would
be lower by $68 million under the early CWIP recovery approach than under traditional
regulatory treatment (by which all costs of the project are recovered subsequent to the
in-service date).

The main reason put forward by the Company for the proposal was that this CWIP
treatment would benefit ratepayers. It did not appear from the evidence that Hydro One
was experiencing cash flow problems that would render exceptional treatment
necessary.

Board staff and several intervenors analyzed Hydro One’s proposal using the factors
enumerated at page 21 of the Board’s Infrastructure Investment Report. The need for
the project was not disputed by any party. Several parties argued that only unusual
risks or particular challenges would justify the use of an alternative mechanism, and that
the risks cited by Hydro One for this project were common to most transmission projects
in Ontario, which are by their nature subject to unanticipated difficulties and delays.
Hydro One, in its reply, argued that the Board’s Infrastructure Investment Report does
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not require a project to have “unique” risks, but rather risks in general associated with
project completion.

No ratepayer intervenor accepted the Company’s argument that the proposal would
benefit ratepayers. Several intervenors (BOMA/LPMA, SEC and AMPCO) tested the
sensitivity of the company’s NPV calculations to the discount rate used in the
calculation.  Exhibit J6.9 demonstrated that the calculated benefit to ratepayers
disappears if a discount rate at or above 7.81% is used. These intervenors argued that
the cost of capital for Hydro One’s customers is at least 7.81%, and that the early
recovery of CWIP costs would actually be a disbenefit to ratepayers.

Hydro One replied to these arguments, pointing out that the company, in its calculations
of the NPV of the project, had used the after-tax discount rate based on Hydro One’s
cost of capital, a methodology that has been accepted by the Board, and is commonly
used for economic evaluations in Section 92 applications when assessing overall
project economics and rate impacts. Hydro One did not agree that a proxy for the
consumer’s cost of capital should be used, but argued that if a proxy is to be used, then
the OPA'’s social discount rate is the best proxy. This discount rate is approximately
4%.

Board Findings

In its Infrastructure Investment Report, the Board outlined a series of measures which it
would consider on a case-by-case basis to assist regulated utilities in meeting their
obligations. In large part that Infrastructure Investment Report was predicated on the
view that both distributors and transmitters may be faced with extraordinary
infrastructure building requirements as a result of the Government’s green energy
policy. There was and is a concern that in meeting the government's aggressive
requirements under the Green Energy Act, utilities could be put at risk unless they had
confidence, and the general business community had confidence, that they could
complete requisite projects without undue risk of failed or dangerously slow cost
recovery associated with these projects.

In the Infrastructure Investment Report, the Board was mindful that in some
circumstances, the underlying reliability or safety of supply which characterizes the
Ontario electricity distribution and transmission systems could conceivably be
compromised if utility resources were overburdened or stretched too thin in meeting
infrastructure expansion requirements.

A number of measures were identified, including accelerated CWIP recovery, adjusting
depreciation, and project-specific capital structure or rates of return. The Board also
indicated that if other measures addressing the same issues were to be proposed by
transmitters or distributors, the Board would give them due consideration.
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In the instant case, Hydro One proposes that the acceleration of CWIP inclusion in rate
base would provide a benefit to ratepayers. Its submission is that including costs related
to construction associated with the Bruce to Milton project into rate base as they are
incurred, rather than at the time they are placed in service, lowers the overall cost of the
project to ratepaye