
Purpose To provide a full set of considerations around the possibility of extending existing

contracts to mitigate costs for ratepayers

Considerations Extending contracts was an option considered by the IESO when evaluating Formatted Font color Text 1

rate mitigation measures in late 2016 However after evaluating the impacts of extending

contracts the IESO concluded that the negotiation timelines would be lengthy the benefits or

cost reductions would be small and the risks and future opportunity loss would be tee

gFeatsubstantial and result in higher overall costs for consumers The9eeeni9idefatjoierefom

based on existing IESO experience through contract negotiations preliminary IESO analysis

current forecasts of system need and the evaluation of current drivers of electricity system

costs the IESO cotitiues th be f th opimon that that extending contracts leads th oveiall

loss of value t 1atepeer

Summary

It
is possible to reduce near term electricity prices be extending contact cermsut it is not

cost free and Ink reduction IS likely to be small
Es The magnitukof the cost to consmier9 is higher than might firEit be apparent since the

incremental cost to consumers would be greater than net shifting or levelizing supplier

revenues from the near term to the longer term Investors would reasonable be expected to

require additional compensation that reflects I Formatted Font Not Bold No underline
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loss of earningpotential in the near term

recover any incremental costs they may feel appropriate in order to extend the of

the facility

In addition the total cost should factor in the impact on future market efficiency In

particular locking in contract extensions is in contrast to the stated goals of Market Renewal

to nitrodue greater flexibility address inefficiences and create a more dynamic market

Lock Mg in resources ix12111 their current coyitracts would fral at risk SOnie portion of the

exp led 515 billion in cleritified benefits

Other factors such as the time and comple>lty of contract nkTotiations as well as intangible

irapacts such as bow it would be received by stakeholders and the market in general

should also be wei0ed against any near term benefits
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Past IESO contract experience shows that renegotiations are lengthy and not corisistent with

sugg Is that rf rygotictin1 tindc lirgthicr than originally
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Considerations

Li rgeric pros KiQs leveragQ to the countorparties loading to Lower bargainingpower for

tho psovineeIESO and ultimately higher costs to ratepayers

Negotiations are exieted twili be multiparty as there are rturnerrms equity

particirtants 1111 secured lenders with a security interest in the contracts who will likely

require agreement to any amendments

Followon impacts to credit agreements ftNiVii44Sti 0 LE ki require renegotiation which

exiend timelines and corkklintroduce ihoinvolvement of additional parties

Different counterparty needs will likely result in esheeltliiffiyariations of different

amendments ie one size will not fit all complicating the legal and financial aoalysls

aildoverf41 neptiationsterrns

ioritiact COUritclvart14s tend to co o Minato ort those type of matters inc luding through

try and gaif

projeets will be requi red to seek amendments toor new Renewable Energy

App v may include additional community engagement
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The Renewable Integration Experience1n 2012g the IESO formerly Ontario Power Authority

was required to renegotiate wind and solar contracts to align with market rule changes to more

effectively integrate these facilities in the operation of the electricity system This renegotiation

required everaround 2 years from initiation to implementation At the time parties with

similar contracts banded together to leverage a greater negotiating position

2 Potential benefits

Preliminary IESO analysis indicates that extending the contract term by ten years may not result

in FAIKhintilewayeisignificant annual savings

Counterparties will lot entertain any proposal unless the is

additional value beyond what is already provided in the current contracts

Extending the operational life will likelyineanrequiro neseincreased capital investment

ct r planned and of livesexpeostis

Operating expenses wouldill neeeseepily increase as facilities age while reliability and
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Counterparties will need to recoup incremental capital and operating expenses throu

the new price and earn a return on any new investments
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A simple extension of a 20 year FIT wind contract by 10 years leads to a 5 reduction in

price if all assumptions are kept the same while only varying the price to get a supplier

to the same internal rate of return IRR
However past IESO experience suggests that this is an unlikely scenario and suppliers

would be estimating increased maintenance and capital costs in the additional 10

years reduced equipment reliability and increased IRR expectation to cover additional

risks

IESO estimates show that the likely decrease in price would be less than 1 to 2
For perspective all of the wind generation in 2016 amounted to 9TWh and cost

approximately Slbillion The savings even at 5 would be $50 million per year
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3 Future need and operability of the electricity system
Ontario currently benefits from adequate supply but future needs are uncertain Locking in

resources for the long term and ahead of when they are needed can appear to initially provide

reliability benefits and planning certainty but may actually come at a cost to the consumer

locking in resources will not only stifle innovation in the sector for years to come but will also

result in foregoing cost savings that arise from meeting our system needs in a more flexible

manner through greater competition

Recent examples include

o Technology developments in renewable generation have lowered the cost of

production dramatically in the space of a short time

o Shale gas has lowered the cost of producing electricity during on peak hours more

than what was previously anticipated

o Peak demand and overall consumption have been lower than original planning

projections This has contributed to oversupply of energy and capacity and lower

market prices
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Although there are no energy or capacity needs in the shortterm there is an understanding that

the IESO has emerging operability needs The IESO is addressing these needs procuring

additional regulation service and reactive control devices and exploring sources of additional

flexibility through the Enabling System Flexibility stakeholder engagement If contracts were

extended for renewable resources these new agreements may continue to limit the flexibility

necessary to manage the operability needs of the future and sometimes current system In

particular Ontarios gas fleet currently provides much of that needed flexibility to ensure IESO

can reliably operate the system and provides a valuable service to help integrate the variable

nature of the wind and solar facilities

The Non Utility Generators NUGs experience NUGs provide a recent example of what can

happen when resources become inefficient andor provide limited system value time but

remain committed through long termcontracts Contracts with Non Utility Generators NUGs
were signed in the 1990s primarily to provide baseload power and the incentive structure of the

original contract was designed accordingly Ontarios electricity supply mix and policy needs

evolved and their value to the electricity system became negligible In recognition of these

changes the IESO entered into negotiations with NUGs to extract some value for ratepayers in

the final months and years of these contracts This has led to these facilities essentially being

shut down while continuing to receive payments at a lower rate than their original contract

4 Opportunity Cost

One of the rcv1 siani fierint drawbacks of this proposal is the lost opportunity cf future value to

rateragyers

paitti14alar4EScs theMarket

Renewal Project kiantag of fturc of

innovation and cost decreases by Ittihzinkcolitietitivernark telllon5rnechanism5 thiq have

Ot her p I II result in

consumers foregoing the benefit of meeting electricity system needs in a more efficient and cost

effective mannercin opportunity cost which could be stifled through contract extensionswith

Emerging clean tech technologies such as energy storage demand response and energy

efficiency would be shut out of the clean energy market should contracts be renewed even if

these technologies are cheaper and provide greater value to the system

The objective of the Market Renewal Project is to achieve materialefficiencies in the near and

longer term and introduce competitive mechanisms to meet system needs to achieve cost

savings for the ratepayer Preliminary estimates suggest that the Market Renewal project could

find efficiencies greater than $35 billion with a significant portion of those savings coming
from recommitting existing or acquiring new assets at lower costs through a competitive

transparent auction process The IESO recently implemented a similar mechanism for demand
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response that has helped to reduce the cost of DR by about 2030 percent compared to the

original contracts and new technologies and participants have entered into the sector as a

result IESO expects a comparable level of cost savings and innovative solutions from a broader

capacity auction By extending contracts these benefits and reforms would be lost for Ontario

ratepayers

Background
As at September 302016 the IESO was managing over 28000 contracts which have a combined

capacity of over 27000 MW This capacity is spread across nuclear 6300 mw wind 6065

MW solar 2632 MW hydro 2426 MW and bioenergy 494 MW fuel types and ranging in

size from 10 kw to the Bruce Nuclear contract for 6300 MW

Beginning in 2005 contracting mechanisms used have ranged from sole source negotiations

standard offer pricing contracts and rules to highly competitive Requests for Proposals

RFPs Suppliers or counterparties of these contracts range from sophisticated international

companies to the homeowner

The IESO and formerly the OPA have significant negotiating experience gas plant relocations

Bruce Nuclear Amended and Restated Implementation Agreement and renewables integration

etc as well a significant day to day contract management experience assignments change of

control site amendments etc
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