EB-2008-0606 

UNION GAS APPLICATION FOR IR RATES

ARGUMENT OF THE CITY OF TIMMINS ON THE ISSUE OF WHETHER CORPORATE TAXES SHOULD BE TREATED AS A Z FACTOR

The major issue in this aspect of Union’s IR case was concisely stated by the Chairman at page 64 of volume 4 of the transcript in the following question to Union’s witnesses: 

“We have an $80 million cost reduction in this five-year period.  It has nothing to do with anything that Union did.  It is a windfall gain.


DR. WILSON:  Right.


MR. KAISER:  So we're trying to divvy it up between the company and the ratepayers.  Ratepayers say:  We're entitled to it.  That's what happened under cost of service.  Union comes forward and says:  No, no it is going into the deflator that is pushing down our prices by the 80 million.  We have already given you the 80 million, in effect.


Now yesterday I asked Mr. Birmingham, in year one, the 

8 million, would that already be in the deflator.  And he said "no".  He changed his mind a bit today, but let's suppose we stay with his answer yesterday, that in year one, it was zero percent.


It found its way into the deflator.  And year five it goes up to 100 percent.  Year five I think is 23 million.


Let's suppose it went evenly.  If that happened to be the case, given that these things are a matter of judgment, that would say 50 percent of this should go to the company, 50 percent to the ratepayers.  Do you think that is a bad solution, given the facts that we're arguing about?”

Our interpretation of the evidence is that, in the end, there is no certainty in this area. Past Board decisions have been on both sides of this question further emphasizing the lack of definitive information on the subject and therefore the representations made to the Board to persuade them to take those positions. 

Even Union’s experts, who argue that there is an effective 100% flow through of corporate tax changes to the GDPPI, concede that there are no empirical studies to establish this contention as an economic fact. All other expert witnesses in this area have agreed on this fact.

Board staff’s expert, Mr. Lowry, in his summation of his assessment of the question, said that, in his best judgment the amount of flow through of any corporate tax changes to the GDPPPI was “somewhere between 0 and 50%”. (Trans. Vol.6 p.106)

As a consumer representative, our initial reaction to this expert assessment is to recommend that the Board error on the side of consumer protection and rule that all corporate tax changes should be treated as a Z factor over the course of the IR period with 100% flow through to the revenue requirement. 

This inclination to make such a recommendation is bolstered by our observation of the financial reporting set out in Union’s EB-2008-0034 Application. Union reports, in that application, that its earnings (in its areas of business which are not regulated by the Board but are related to and utilize utility assets (not currently required for regulated customer service)) exceeded the projected levels in the Board’s decision EB-2005-0520 for the 2007 year by $11,041 million for a total, in that category, of $36,321 million. As we recall the settlement agreement in this case, there will be, over the IR period, no sharing of the amounts involved between Union’s shareholder and utility customers. Union’s gains in the one year involved in EB-2008-0034 are some indication of the  additional earnings that may be available to them over the IR period. This would seem to us to give Union gas a more than adequate cushion against any over reduction to end users that might arise through some overlapping of a Z factor reduction and a reduction in end user rates through a flow through of such corporate tax changes in the GDPPI portion of the rate setting formula.

Another factor that inclines us to recommend that corporate tax changes be treated as a Z factor with 100% recognition in the IR period is that the area is a two way street. There may well be corporate tax increases over this extend period.

Having considered that position we also appreciate that there is evidence on the record that gives some indications that there is some level of flow through of corporate tax changes to the GDPPI amidst all of the other factors that shape this index. 

Union’s experts additional study filed during the course of this oral hearing, although it involved a different type of tax change, provide some indication that it is likely that there is a flow through effect. And certainly no expert on either side of the question was willing to take the position that it was certain that there was no flow through.

From our perspective there is one area of certainty. Any corporate tax changes initially flow through to Union’s bottom line. At the same time, as we have stated above we are persuaded that there is some flow through factor to the GDPPI that, under the IR formula, will serve to dilute this bottom line effect. We recommend that corporate tax changes be incorporated as a Z factor in this decision. We recommend that they be reduced by some factor below 50% with a bias towards the lower end towards 0%. But we leave the ultimate determination of that level to the Board’s discretion and judgment.  

The subsidiary issue is whether an adjustment should be made to the 2007 base year for known corporate tax changes or whether these too are actually delivered to the customers’ advantage by the operation of the GDP PPI through a flow through in the operation of the economy to this index.

In our submission the Board should make these adjustments for known and certain changes. We are at the beginning of a lengthy period when there will be no detailed examination of Union’s revenue requirements and that makes it important that the opening base upon which future rate changes will be made be set at the optimum level.

While there may be a possibility of a portion of these tax reductions flowing through the GDPPI in future years we think if there is an judgment call to be made it should be on the side of setting the lowest reasonable base. 

All of which is respectfully submitted this 14th day of April, 08.

Peter F. Scully, Consultant

On behalf of the City of Timmins.

