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14 ADJUSTMENTS TO BASE YEAR REVENUE REQUIREMENTS AND/OR RATES

14.1 ARE THERE ADJUSTMENTS THAT SHOULD BE MADE TO BASE YEAR REVENUE
REQUIREMENTS AND/OR RATES?

(No Settlement on the risk management component of this issue or the amount of taxes payable
by Union as a result of tax changes resulting from changes to federal and/or provincial legislatioh
and/or regulations thereunder; Complete Settlement on all other aspects of the issue.)

All parties agree that only the following additional adjustments (other than those adjustments
otherwise set out in this Agreement) should be made to reduce the 2008 base revenue

requirement and/or 2008 rates prior to the application of the price cap index:

1. Increase to S&T revenues/margin $4.3 million*
2. Deferred tax drawdown $1.9 million

3. Reduction to regulatory cost budget $1.0 million

4. Phase Il GDAR costs that will not be incurred $1.6 million **

* This adjustment has been made to reflect the elimination of certain S&T revenue deferral
accounts, described in 5.1 above. The parties agree that 100% of this amount will be allocated

to in-franchise customers, as described in Exhibit D/T1, p. 7 of Union’s evidence.

** This adjustment to base rates is being made as a result of the Board’s decision to amend the
GDAR to treat bill ready distributor-consolidated billing in the same manner as split billing
and gas vendor-consolidated billing as described in the Board’s December 11,2007 letter,

attached as Appendix D. Union notes that these costs were incorporated into the 2008 interim
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3. L/T2.

2 INFLATION FACTOR

2.1 WHAT TYPE OF INDEX SHOULD BE USED AS THE INFLATION FACTOR (INDUSTRY SPECIFIC
INDEX OR MACROECONOMIC INDEX)?

2.1.1 Which macroeconomic or industry specific index should be used?

(Complete Settlement)

The parties agree that the inflation factor to be used in Union’s price cap index is the actual year "
over year change in the annunalized average of 4 quarters (using Q2 to Q2) of Statistics Canada’s

Gross Domestic Product Implicit Price Index Final Domestic Demand (GDP IPI FDD). For

2008, the inflation factor calculated in this manner is 2.04%. The inflation factor will be adjusted {V

annually on this basis, as set forth under Issue 12.1 below, with no true ups.

The following parties agree with the settlement of this issue: APPrO, BOMA, CCC, EGD,
Energy Probe, IGUA, Jason Stacey, Kitchener, LPMA, OAPPA, SEC, Sithe, Timmins,
TransAlta, Union, VECC, WGSPG.

The following parties take no position on this issue: Coral, GEC, PP, PWU, TCPL.

Evidence References:

1. B/T1p.21-22, D/T1/App A.
2. C32.7.

3. L/T1/S2, L/T4/S1.
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The above assessment, which attributes equal weight to each of the five criteria,
ranks the GDP IPI FDD and the CPI equally. Board staff however thinks that the
GDP 1Pl FDD should be used as the inflation factor in the IR plan. Board staff
recognizes that GDP IPI FDD could be more difficult to explain to ratepayers than
CPI. However, Board staff's view is that this potential complexity is offset by the
advantages of GDP IPI FDD in terms of coverage, volatility and the simplicity it
brings to the calculation/calibration of the X factor.

3.2.3 Implementation Details

Board staff also examined the availability of a provincial and federal version of

the GDP IPI FDD, and whether this index should be fixed or variable during the
plan term. In addition, Board staff researched whether the index should be an

actual or a forecast value.

Canada or Ontario GDP IPI FDD

GDP IPI FDD is published for Ontario and Canada. Board staff notes that the
differences between the federal and provincial indices are minor.

GDP IPI FDD Ontario is published annually in April of the following year. The
federal version is published annually in February of the following year and also
quarterly. Since a rate order needs to be in place by December 15" (for Union
and Enbridge in order to implement rates effective January 1st), the inflation
adjustment would have a two year lag if an annual index were used.

staff sees the benefit of using the quarterly GDP IPI FDD Canada index.
Specifically, a simple average of the annualized changes of the last four quarters

To avoid this time lag so that rates reflect the most recent inflation trend, Board [
should be used. —

Union raised concerns over Stats Canada’s revisions to the GDP 1Pl FDD.

Board staff understands that published statistical data may be subject to revision
by Stats Canada. However, Board staff shares the view of another stakeholder
who commented that using an annualized approach (i.e., average of the annual
changes for the last four quarters) minimizes the impact of the revisions in a
particular quarter. It should be noted that the annual change in GDP IPI FDD
published by Stats Canada is also caiculated using this methodology.
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5.2 WHAT ARE THE CRITERIA FOR DISPOSITION?

(Complete Settlement)
See 5.1 above.

Evidence References:
1. C3.20,C3.21,Cl11.04.

6 ZFACTOR

6.1 WHAT ARE THE CRITERIA FOR ESTABLISHING Z FACTORS THAT SHOULD BE INCLUDED IN
THE IR PLAN?

(No Settlement on whether tax changes resulting from changes to federal and/or provincial

legislation and/or regulations thereunder qualify as a Z factor in years 2008 and beyond,;

Complete Settlement on all other aspects of the issue.)

The parties agree that Z factors generally, have to meet the criteria established in Union’s

evidence, 1.e.,

1. the event must be causally related to an increase/decrease in cost;

2. the cost must be beyond the control of the utility’s management, and not a risk for which a
prudent utility would take risk mitigation steps;

3. the cost increase/decrease must not otherwise be reflected in the price cap index; )\ }Q

4. any cost increase must be prudently incurred; and

5. the cost increase/decrease must meet the materiality threshold of $1.5 million annually per Z

factor event (i.e., the sum of all individual items underlying the Z factor event).

If a proceeding is instituted before the Board, before the term of this IR plan expires, in which

changes to the methodology for determining return on equity is requested, then all parties
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articulated ratemaking framework. The Board will establish a firm framework to ensure

that consistent expectations are held by both utilities and customers.

As a first step, the Board must take account of its legislated objectives, and in particular,
the following:
e to protect the interests of consumers with respect to prices and the reliability
and quality of gas service
e to facilitate rational expansion of transmission and distribution systems and
rational development and safe operation of gas storage
e to facilitate the maintenance of a financially viable gas industry for the

transmission, distribution and storage of gas

To fulfil these statutory objectives, the Board must determine the most effective
ratemaking framework. Accordingly, it has determined that the gas rate regulation
framework must meet the following criteria:
e establish incentives for sustainable efficiency improvements that benefit both
customers and shareholders
e ensure appropriate quality of service for customers
e create an environment that is conducive to investment, to the benefit of both

customers and shareholders

The Board believes that a ratemaking framework that meets these criteria will ensure that
the statutory objectives of consumer protection, infrastructure development and financial
viability will be met, and that rates will be just and reasonable. Each of the above criteria

is discussed further below.

Sustainable efficiency improvements: It is important that the rate regulation framework
creates incentives for the implementation of sustainable efficiency improvements and that
it is structured to ensure that ratepayers share the benefits of these efficiencies.

Traditional COSR plans generally provide only limited incentives for efficiencies. A PBR

framework, on the other hand, is generally recognized to provide efficiency incentives.
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enhance the efficiency incentives by extending the term of the plan and to reduce
regulatory costs by introducing process reforms. However, COSR requires a utility to
forecast its costs and revenues. It is unlikely that a utility could make this forecast with an
acceptable level of precision beyond two years, and a two-year term provides a limited
efficiency incentive. Setting rates for any longer period would require the Board to
consider external measures of cost inflation. As well, to ensure that customers share in
the benefits when a utility outperforms its forecasts, some form of earnings sharing would

be required.

If external measures of cost and some mechanism for benefit sharing were both added to
the framework, the multi-year COSR plan would take on the characteristics of PBR.
However, if this quasi-PBR framework were structured with an inadequate consideration
of inflation and productivity potential, with z-factors (for non-routine rate adjustments
intended to safeguard customers and the utility against unexpected events that are beyond
management’s control) and with an earnings sharing mechanism within the term of the
plan, then the efficiency incentive would be reduced. Likewise, if onerous annual reviews
were required, the regulatory costs could remain high. The resulting framework may be

less satisfactory than that of a traditional COSR.

On the other hand, some forms of PBR may involve a de-linking of rates and costs, as
well as a loss of transparent cost data and cost analysis. The Board does not support a
complete de-linking of rates and costs, and it is not prepared to forgo the benefits of a

transparent review of costs.

A rigorous multi-year framework can ensure that there is downward pressure on rates and
that customers and shareholders benefit from efficiency improvements. The key
determinant of success, though, is the particular parameters of the plan. The Board
intends to adopt the best aspects of both the COSR and PBR approach. It will therefore
focus on specifying its expectations for the specific parameters of the rate regulation

framework.
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The Board believes that a multi-year incentive regulation (IR) plan can be developed
that will meet its criteria for an effective ratemaking framework: sustainable gains in
efficiency, appropriate quality of service and an attractive investment environment. A
properly designed plan will ensure downward pressure on rates by encouraging new
levels of efficiency in Ontario’s gas utilities — to the benefit of customers and
shareholders. By implementing a multi-year IR framework, the Board also intends to
provide the regulatory stability needed for investment in Ontario. The Board will
establish the key parameters that will underpin the IR framework to ensure that its

criteria are met and that all stakeholders have the same expectations of the plan.

A related matter is whether the IR framework should be comprehensive or targeted — in
other words, whether the plan should apply to all costs or only some costs. The targeted
approach was tried with the Enbridge plan. The comprehensive approach was used for
Union and for Ontario’s local electricity distribution companies, and it is the more
common approach in other jurisdictions. The Board’s view is that the targeted approach
did not work effectively because it diluted and distorted the incentives, and that a
comprehensive model is preferable. Although a comprehensive approach may involve
greater regulatory costs to implement and may be considered by some to involve greater
risks, it offers more balanced incentive properties and may be expected to reduce the

overall regulatory burden.

Similarly, the Board concludes that the utilities should not alternate between a COSR and
an IR framework. Switching between rate frameworks could make robust benefit sharing

harder to achieve and introduce confusion and mistrust.

With respect to concerns that incentive regulation should not be used until a stable
environment exists, we acknowledge that the industry continues to experience change,
but we do not believe that this situation is inconsistent with an IR framework. Rather, the
Board is of the view that a properly constructed IR framework should address expected

changes and establish a balance of risks and rewards for the utilities.
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In addition to the benefits that would accrue during the plan’s term, customers could also
benefit from productivity improvements through robust rebasing at the beginning of the

next plan, as has already been described.

The regulatory challenge is to provide strong incentives to promote efficiency, while at
the same time achieving customers’ acceptance of the IR plan by ensuringithat the
benefits of the efficiencies flow to them. In the Board’s view, ESMs would reduce the
utility’s productivity incentives and introduce a potentially costly additional regulatory
process — results that are not in accordance with the Board’s criteria for the regulatory
framework. The Board recognizes that, without an ESM, the determination of the
adjustment factor will be particularly important to ensure that customers benefit from
productivity gains during the plan’s term. For this reason, as noted earlier in this report,
the Board has concluded that a generic hearing should be held to determine the annual

adjustment mechanism.

The Board views the retention of earnings by a utility within the term of an IR plan to be

a strong incentive for the utility to achieve sustainable efficiencies.

The Board does not intend for earnings sharing mechanisms to form part of IR plans.

The Term of the Plan

Stakeholders’ Views

On the issue of the optimal term for the ratemaking plan, stakeholders were generally
divided into two camps — customer groups generally favoured short terms of two to three
years, while the utilities and the School Energy Coalition (SEC) favoured longer terms of

five years or more.

Union submitted its view that the term of a plan should be long enough to provide the
utility with incentives to pursue productivity improvements, and noted that the “payoff”

for some productivity improvement measures may not be realized for some time. In
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recognition of these factors, the minimum term of plans approved in some jurisdictions is

five years, with some terms as long as 10 years.

The Industrial Gas Users Association (IGUA) suggested that the term be one of the
elements negotiated by the parties. IGUA indicated a preference for a shorter term, but
said that a longer term may be acceptable if provision were made for an automatic review
or reopening of the issue under defined circumstances. SEC proposed an initial five-year
term, subject to a single off-ramp. SEC also proposed that, at the end of four years and
before any rebasing application, the Board hold a hearing to determine whether it would
be appropriate to extend the incentive plan for a further period of up to five years or to

require a rebasing exercise.

The Board’s Conclusions

The Board’s view, shared by most stakeholders, is that the current system of annual rate
cases is inefficient — it is costly and time consuming. The challenge for the Boardisto ™|
implement a regulatory model that contains incentives for utilities to make productivity
improvements and that reduces the annual regulatory burden, while ensuring both that

customers benefit from productivity improvements and that an appropriate level of

transparency is maintained. The Board believes that IR plans must contain longer rate- JF—-*
approval periods to ensure an incentive for utility shareholders to make productivity

improvements and to benefit from them.

The Board expects that the term of IR plans will be between three and five years. The
Board’s view is that three years represents the minimum term that may be expected to
give rise to productivity incentives, and its preference is for a plan of five years. The
Board is reluctant to approve a term greater than five years at this time, given the
importance of ensuring that productivity gains are passed on to customers in
subsequent periods. The term of the plan will be determined in the generic hearing on

the annual adjustment mechanism.
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The Board is of the view that a plan should not be reopened during its term except for the

most compelling reasons. Off-ramps are addressed below.

Off-Ramps, Z-Factors and Deferral or Variance Accounts

Various mechanisms can be established as part of the overall ratemaking framework, but
designed to operate outside the plan itself. An off-ramp is a pre-defined set of conditions
under which the plan would be terminated before its end date, usually because of some
unforeseen event. A z-factor provides for a non-routine rate adjustment intended to
safeguard customers and the utility against unexpected events outside of management
control. Deferral accounts are formalized accounts that track an amount that cannot be
forecast. Variance accounts are formalized accounts that track a variance around a
forecast. These mechanisms are often called risk-mitigation tools, as they create a

regulatory “buffer” against unforeseen circumstances.

Stakeholders’ Views

Most stakeholders advocated limits on the use of off-ramps, z-factors and deferral or
variance accounts. In their view, these mechanisms inappropriately mitigate the utility’s
risk in an incentive-based system. In general, customer groups would like to see utilities
assume more risk by consenting to PBR agreements that eliminate deferral or variance
accounts, as well as any side agreements that shelter the utility from unforeseen events. It
is recognized that a balance exists between eliminating these mechanisms and allowing
shareholders to reap the benefits of good performance. Striking this balance was viewed

as more in keeping with the objectives of incentive-based ratemaking.

Union, on the other hand, argued that off-ramps are designed to protect both customers
and the utility, and that customers benefit from being served by a financially viable
utility. In Union’s trial PBR, off-ramps were restricted to a serious decline or significant
improvement in Union’s financial position. Enbridge’s view was that deferral or variance
accounts and z-factors provide justifiable regulatory relief from cost elements beyond the

control of management.
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The Board’s Conclusions

The Board’s view of off-ramps, z-factors and deferral or variable accounts is guided by
the need for an appropriate balance of risks and rewards in the incentive regulation
model. As stated earlier, the Board believes that it is appropriate for the utility’s
shareholders to retain all earnings during the plan’s period. The Board believes that this is
a very strong incentive. The Board also believes that, as a balancing factor, the utility

should assume an appropriate level of business and financial risk.

(\
In the Board’s view, an appropriate balance of risk a'l‘iul reward in an IR framework

|
. o . - . | .
will result in reduced reliance on deferral or variance accounts, and reliance on off-

ramps or z-factors in limited, well-defined and well-jz;tstiﬁed cases only.

S
Service Quality Monitoring
When a regulated utility seeks cost-saving (efficiency) initiatives under an incentive plan,
there is a danger that the quality of service experienced by its customers will suffer. The
Board has identified appropriate quality of service as one of its criteria for the ratemaking
framework. Service quality indicators (SQIs) have been used in Ontario, but they have
been limited to measures such as telephone response time, emergency response and
pipeline corrosion surveys. The issue before the Board is how a service quality

framework should be developed and regulated.

Stakeholders’ Views

Stakeholders generally agreed that quality of service is an important matter. Union
suggested that SQIs should relate to those aspects of the utility’s service that are
important to customers, and that SQI targets should be derived from the historical
performance levels of the utility. Enbridge also generally supported SQIs, noting that
they provide assurance that operating efficiencies are not achieved at the expense of

either customer service or the safe operation of the distribution system.

Union maintained that performance rewards and penalties would be inappropriate. In its

view, SQIs are intended to ensure that minimum standards are maintained in an

Natural Gas Regulation in Ontario: A Renewed Policy Framework 31
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I = price-adjustments for inflation based on the national GDP final demand implicit price
deflator.

X = productivity, input price, average use and stretch factors

Y = pass-through factors including gas and. upstream transportation costs and DSM

factors

Z = cost factors outside management’s control.

Corporate tax changes potentially affect the pricing formula in two ways. Broad tax
reductions such as federal corporate tax rate reductions that apply to all industrial sectors

and all provinces would be reflected in lower capital costs of all sectors of the economy.

As a result of competitive forces, businesses would reduce prices charged on products /
and services as a result of cost reductions. Thus, broad corporate tax reductions would be
reflected in a lower aggregate price index used to adjust rates under the price-cap index.

Similarly broad corporate tax increases would be reflected in a higher aggregate price

index.

On the other hand, significant corporate tax changes particular to an industry, depending
on the overall net effect of changes generally, may not be reflected in price adjustments at
the national level. Therefore, such changes should be incorporated in the Z factor as a

cost change beyond management’s control.

If corporate taxes changes occur only in Ontario, the national price index only partly

captures its effects since Ontario’s GDP is about forty percent of the Canadian economy.




However, as noted in our previous submission, if other provinces make comparable

reductions in their corporate taxes, the national price index should reflect the average

provincial tax reduction.

Recent Corporate Tax Changes

For years leading up to 2012, the federal government has passed legislation to reduce
corporate income tax rates from 22.18 percent (including the federal surtax) to 15
percent. In 2007, it has also introduced legislation to increase capital cost allowances for
several assets including computers, non-residential structures, gas distribution pipelines
and liquefied natural gas, as well as accelerated depreciation for manufacturing

equipment (the latter is available for 2007 and 2008 at this time).

The provinces have announced similar capital cost allowance increases to maintain a tax
base similar to the federal government. Several provinces are also reducing corporate
income tax rates and capital taxes, including Saskatchewan, Manitoba, Ontario, New
Brunswick and Nova Scotia. Quebec has already begun a process of raising its corporate
income tax from 8.9 to 11.9 percent by 2011 as it eliminates capital taxes (the net impact
is a reduction in effective tax rates on marginal investments). Quebec has also introducéd

tax credits for manufacturing and forestry companies.

Effect on the Price-Cap Index

Given that both federal and provincial governments are generally reducing corporate

taxes, their effect is to reduce tax costs for all sectors and provinces. This is shown by
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the attached table where we model the impact of all federal and provincial corporate tax -

changes on marginal effective tax rates on capital faced by non-resource companies in

Canada’.

The marginal effective tax rate on capital is a summary measure that assesses the
annualized value of corporate income taxes, capital taxes and sale taxes on business
purchases as a share of their pre-tax rate of return on capital for marginal investment
projects. For example, if a business earns a rate of return on capital equal to 20 percent

and pays an effective tax rate on capital equal to 50 percent, the after-tax rate of return on

capital is 10 percent.

{

We have calculated the effects of various federal and provincial corporate tax éhanges on’
marginal effective tax rates for 2006-7. The results are shown in table 1 below. Once all
federal and provincial level corporate tax changes are implemented, Ontario utilities
(electrical, gas and water’) will face a 4.2 percentage point reduction in their marginal
effective tax rate on capital. However this is less than the Canada-wide average
reduction of 5.7 percentage points for all non-resource industries (and less then the

Ontario average reduction of 5.2 percentage points for non-resource industries).

2 0il, gas and mining companies are not included in the analysis due to lack of new data that we obtain for
. this analysis from Finance Canada. The corporate tax reductions would also lower their effective tax rates
on capital as well.

} Finance Canada does not separate these sectors. For the utilities sector, 85 percent of machinery and
building assets are in Class 1, which was boosted in rate from 4 to 6 percent in 2007, similar to gas
distribution pipelines. We made an adjustment for some other classes, specifically, Class 17 which
includes major pipelines and electrical transmission to add them to Class 1 to approximate gas only. The

results are not significantly affected.




1%

For existing planned changes from 2007 to 2008, a similar conclusion can be reached that

Ontario and industry specific tax changes provides less advantage to utilities than to other

sectors.4

These results indicate that the effect of an industry specific measure (the increased CCA ‘
for natural gas pipelines) is more that offset by the other federal and provincial tax

measures introduced in 2007. Thus, we conclude that the national GDP final demand

deflator will more than compensate for the effect of corporate tax reductions on natural \

gas distributors in Ontario.

* Federal and provincial budgets in 2008 will likely result in new corporate tax changes that are not
possible to include here.
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clearly appropriate for the economy as a whole, at the industry or sectoral level it ign%?_f%i
effects of changes in the costs of other inputs - e. g., purchased materials and services - on prices.
An analysis based on unit labour costs and unit capital costs would explain the impact of taxes
on the price of an industry’s “real value added” r(or implicit deflator for its contribution to real

GDP). What is needed in this case is the impact of taxes on Union’s average unit costs, which

includes purchased materials and services as well as labour and capital.

To address this issue, we have calculated the impact of corporate tax changes for 2006-
2008 on the unit costs for Union, taking into account the METR on capital and the METR for
labour for Union, and indirectly taking into account the effects of taxes on Union’s other input
costs (through the impact of aggregate tax changes on average costs for the economy as a

whole).

/

-

Table 2 presents the relevant data for both large Canadian corporations generally and for
Union. The results indicate that, although Union is more capital intensive that the average
Canadian corporation, the impact of the tax reductions on Union’s average unit costs were
slightly lower that the impact on all corporations. This is largely due to the significant tax

reductions in the manufacturing sector that are not available to Union.

Table 2: Impact of Tax Changes on Prices (after complete pass-through of cost reductions)
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Impacts Of Tax Changes On The GDPIPIFDD

The overall METR on the cost of business is calculated for large corporations. The

Exhibit E1
Tab 2
Page 6 of 13
All Large Corporations: 2006-2007 | 2007-2008
Taxes on Capital -5.7% -2.8%
Taxes on Labour -0.2% -0.0%
Taxes on Cost of Business -2.1% -1.0%
Cumulative change 2006-2008 | -3.1%
Impact on GDPIPIFDD (after scaling by 0.7)° -1.5% -0.7%
Effects of GST reductions -0.2% -0.4%
Net effect of tax changes on GDPIPIFDD -1.7% -1.1%
Cumulative change 2006-2008 | -2.8%
Union Gas:
Taxes on Capital 2.1% -2.1%
Taxes on Labour* 0.0% -0.2%
Taxes on purchased material and services.’ -1.5% -0.7%
Taxes on cost of business (58% capital, 25% labour, 17% Materials) | -1.5% -1.4%
Cumulative change 2006-2008 | -2.9%

corporate sector as a whole generates about seventy percent of GDP. The remainder is produced

by unincorporated enterprises, owner occupied housing, governments, and non-commercial

entities.

* See discussion below.

* Taxes on labour are based on data for the Ontario Utilities sector.

® Taxes on purchased materials and services are based on the tax impacts on the GDPIPIFDD (before adjusting for

GST reductions) shown above.
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Page 11 of 13
recent GST reduction, the Bank of Canada would not offset the direct effects of the tax

reduction.

For tax reductions that do affect the core inflation rate as well as the GDPIPIFDD, such
as recent corporate tax reductions, the Bank would not offset their effects if the inflation rate
would otherwise be above the 2% target. If the core inflation rate would otherwise be below the
2% target, then the central Bank may offset the effects of the tax reductions on the core inflation
rate.’ It should be noted that even if the Bank reacts to reductions in GDPIPIFDD inflation
below 2%, many factors other than tax impact on the price deflator that the Bank may react to.

We would not recommend creating Z factor adjustments for everything that might influence the

~—

GDP deflator including regulatory changes, exchange rate effects etc. The purpose of the GDP

————

deflator is to provide a guide as to how much Union’s costs can go up in a year — many factors

influence the trend, including tax changes and the Bank of Canada’s interventions to target

inflation. All of these factors are reflected in the GDPIPIFDD.

Even if the Bank of Canada were to intervene to offset the effects of tax reductions on
prices, the GDPIPIFDD would nevertheless continue to be the appropriate price measure under
Union’s price cap formula, without necessitating a Z-factor adjustment. When the central bank
introduces an expansionary monetary policy, wages and prices increase as the price index moves

back towards the Bank’s target. Union’s average unit costs would increase in line with the

8 If the Bank of Canada views a tax change as having a ‘one-off> effect on the price level, it would be unlikely to
offset these effects. Where the tax change(s) are expected to have a continuing effect on prices, the Bank would
tend to offset any significant movement away from its two percent inflation target.

March 27, 2008
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Page 12 of 13
general increase in wages and prices.

Table 3 illustrates how taxes affect the GDPIPIFDD and Union’s average costs, with and
without the Bank of Canada responding. The first column summarizes the effects of the tax
changes on the GDPIPIFDD and Union’s costs over the 2006-2008 period, based on the numbers
presented in Table 2. The second column shows the effects of the Bank of Canada’s neutralizing
the impact of the tax changes on the core inflation rate. The final column shows the net impact
of the tax changes and this offsetting monetary policy. What is clear is that the small 0.1%
difference between the GDPIPIFDD and Union’s average costs is not affected by the offsetting
monetary policy. There is no need to adjust Union’s price cap formula for the actions of the

Bank of Canada.

Table 3: GDPIPIFDD and Union’s Costs Changes With and Without a Bank of Canada
Response

Effects of Tax Changes: Cumulative Changes 2006-2008

Without Bank of Effect of Bank of Net effect of Taxes
Canada Response Canada offsetting core | and Bank’s Policies
inflation impact
Impact on core inflation -2.2% +2.2% 0%
GST TAX Reduction -0.6% 0% -0.6%
Impact on GDPIPIFDD -2.8% +2.2% -0.6%
Impact on Union’s Gas -2.9% +2.2% -0.7%
Average costs

Note that in both scenarios Union’s average cost reductions are 0.1% larger than the reduction of
the GDPIPIFDD.

(—_ﬁ
Whether or not the Bank of Canada offsets the effects of the corporate tax reduction on
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Page 13 of 13
prices, the real economic consequences are the same. Labour productivity would inc?eaese as0 a
result of increased capital formation, and real wages would increase in line with the productivity
increase. The only differences are that when the price effects of the tax change are not offset, the
real wage increases are generated by price reductions, whereas when the central bank neutralizes
the price effects of the tax reductions, real wage increases are accompanied by equivalent money

wage increases. In either situation, the GDPIPIFDD would appropriately reflect the combined

impact of the tax policies and monetary policies on Union’s average unit costs.

March 27,2008
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adjustment since the inflation measure already reflects the effect of the tax rate change on the

unit cost of gas utilities.

Suppose now that the PCI inflation measure is the GDPIPI, as in the Settlement IRM.
Since the GDPIPI isn’t designed to track the input price inflation of natural gas utilities and the
IPD did not anticipate the tax reductions it is possible that the PCI will slow by more or les than
is warranted. However, the calculation of any Z factor intended to rectify this problem must
consider the extent to which the effect of tax reductions is captured by thé slowdown that does
occur in the GDPIPI. Were the tax reductions in question specific to the gas utility industry, the

slowdown in the GDPIPI would be slight and something close to the entire tax reduction might

be Z factored. However, the tax reductions under discussion are pervasive and should slow the

growth of the GDPIPI materially. The appropriate Z factor adjustment for the tax reductions is

thus likely to bstantially less than the gross adjustment that might occur for industry-

specific tax reductions.

This analysis suggests that, when considering the appropriate Z factor adjustment for a

pervasive reduction in corporate income taxes, a central issue is whether the slowdown in the

———

GWrent from the overall slowdown in prices for gas utility inputs. This is an
empirical question that is difficult to answer accurately. Similar questions could arise over other

imperfections of the GDPIP] as a measure of industry input price growth. The dollars that are

po&sn/ti/al’l_xgiactorable are apt to be considerably less than the total tax savings and may not

W. Since, additionally, one goal of incentive regulation is to simplify
——

regulation, PEG believes that it is reasonable for the Board, absent convincing empirical

evidence that the GDPIPI will handle the tax reductions inappropriately, to rule that a pervasive

-—

redwl and provincial corporate taxes does not warrant any Z factoring.




The OEB assumed just this position in its Decision with Reasons in RP-2001-0029. This
proceeding considered the implementation of the price cap plan for Union Gas. The handling of
reductions in Ontario corporate income taxes, at a time when other provinces were also lowering

such taxes, was one of the implementation issues. The Board acknowledged in its decision that

There may be instances where a tax change is of such a nature that it may warrant
treatment as a Z factor. Such a case may arise when a tax change is of such
special and unique application to Union that it could not reliably be expected to be

reflected in a Canada-wide index such as the GDPPI.3

In the case under consideration, however,

The Board accepts for now that the changes in the Ontario corporate tax rates are
or will be reflected in the GDPPI, and that no Z factor adjustment should be made
at this time with respect to the rate schedules currently in effect under the PBR

plan. The income tax changes, therefore, are to be considered to be captured in

"the determination of the PCI.

The tax reductions under consideration in this case appear to be even more pervasive than those

RS

the Board considered in rendering this decision.

— -

Conclusions

The Settlement Agreement states clearly that Z factored costs must be net of amounts that

that are reflected in other terms of the PCI formula. The tax reductions under consideration for Z

factoring in this case seem to apply to most or all firms in Canada’s economy and should

3 Decision with Reasons, RP-2001-0029 {September 20, 2002) p. 79.
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produce a material slowdown in GDPIPI growth. The net benefit to consumers of Z factoring

these tax reductions is therefore likely to be substantially less than the total value of the
reductions. The difference between the slowdown in the GDPIPI and the input price growth
faced by Union is a complex and potentially controversial empirical issue. Similar issues may
| arise during the plan since the GDPIPI is not designed to track industry input price growth.

Absent solid evidence that the GDPIPI will respond inappropriately in this instance, it is

therefore reasonable for the Board to reject the Z factoring of any part of the tax reductions.

|
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Investment is found to be strongly influenced by the tax reductions. The
estimated coefficient on the tax component of the UCC is large and highly
significant by the usual statistical standards (see Annex 1). ltimplies thata 10-

' per-cent reduction in the tax component of the UCC would raise the real capital
stock by approximately 7 per cent over a five-year period. This estimate is well
within the range found in other studies of taxation and investment in Canada
and the United States (Table 1 and Annex 2).

Comparison of the Two Approaches

As noted above, a weakness of the regression using annual data is the stylized
modelling of the response over time of investment to changesin the tax
component of the UCC. A more complete model would include adjustment
costs and allow investment to respond over several years to atax change.
Given the relatively small number of annual observations available, it was not
feasible to include these features in this study. As a result, the annual approach
likely understates the true impact of tax changes on investment. In contrast, the
DD approach circumvents the need to model the adjustment process by
estimating the investment response over the entire 2000-2004 period, and
therefore likely provides a better estimate of the impact of corporate income tax
rate reductions on investment.

Table 1
The Sensitivity of Investment to Tax Changes—Summary of Empirical
Results
Change in Investment From a
10-Per-Cent Reduction in the
Study Tax Component of the User Cost of Capital
This study
Annual regressions 3-per-cent increase

Difference-in-differences  7-per-cent increase

Range from other studies! ~ 3-per-cent to 11-per-cent increase

1 See Annex 2 for detailed results of other studies.

Conclusion

The belief that lower corporate income tax rates should lead to more
investment is intuitively appealing. it is one of the reasons that tax reductions
are considered an important step towards improving Canadian
competitiveness. Proving the existence of a relationship between taxes and
investment with real-world data is, however, a challenge. investment is
influenced by numerous factors, many of which are also in fluxas tax rates
change. Identifying and untangling the contributions of the tax and non-tax
influences is a demanding process.

A characteristic of the 2001-2004 tax reductions-—the fact that sorme sectors
were affected by the reductions and others were not—createdan opportunity to
conduct an empirical examination of the effects of the rate reductions on
investment. The work described in this study took advantage of th at opportunlty
to test the proposition that lower tax rates boost investment.

———
J Using real-world data from Canadian industrial sectors, the study appliedtwo *
different statistical tools to investigate the investment—tax rate link . Both
provided clear evidence that investment was strongly and positve ly influenced
22/07/7N0NQ
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by the 2001-2004 corporate income tax rate reductions. A 10-per-cent
reduction in the tax component of the user cost of capital is associated with an
increase in the capital stock in the 3-per-cent to 7-per-cent range, with the latter

' being the preferred estimatesince it is obtained using a more robust
methodology.

The resuits summarized in this study are consistent with empirical work
undertaken by other researchers. As shown in Annex 2, studies undertaken
since the early 1990s find a strong link between the user cost of capital, which
is directly affected by taxes, and business investment in plantand equipment.
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Lessons in Harmony:

What Experience in the Atlantic
Provinces Shows About the
Benefits of a Harmonized Sales Tax

Michael Smart

In this issue...

Provincial retail sales taxes are remarkably T2igh on business inputs,
including purchases of capital goods that spur growtl in productivity
and employment. Evidence from Eastern provinces with a Harmonized
Sales Tnx (HST) suggests that harmonizing provincial sales taxes with
the federal GST would eliminate most of this distortion, oithout lend-
ing to an increase in consumer prices.
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presumably long-run and permanent. However, my empirical method ology,
discussed below, does not allow these long-run effects to be estimated directly.

The necessary implication of high taxes on business inputs under RSTs is that
if reform were to be revenue-neutral, then the taxes paid by consumers on their
personal expenditures would rise substantially. The analysis of effective tax rates
shows that if the GST base were to be adopted, this would be achieved through
the broadening of the base to include new homes and, to a lesser extent, some
goods and services, rather than through increases in the headline statutory rate of
the provincial sales taxes.

This shift in burdens from business to consumers is usually regarded as a
major obstacle to such a reform. But all taxes are ultimately paid by some people,
somewhere — and never by businesses. That is, we must distinguish between the
“statutory burdens” of a tax — who the tax law says must pay the tax — and the
true “economic burdens” of a tax. True economic tax burdens depend on how
taxes levied on businesses are shifted forward to consumers through higher prices,
or shifted backward to factors of production, like labour, capital, and 1and,
through lower wages and rental prices. Estimating true economic burdens is
difficult, but it is the key to understanding the ultimate impact of a tax on
consumers and on the distribution of real income in the economy.

To give some sense of the true economic distribution of burdens under the
RSTs, I examine the relationship between changes in consumer prices and changes
in effective tax rates in the harmonizing provinces in the years following the 1997
reform. Again I use comparisons with the non-reforming provinces to control for
economic and especially monetary factors that otherwise affected constumer price
inflation at the same time. The results show that the pattern of relative price
changes among broad categories of consumer expenditures was quite similar to
the pattern of relative changes in taxes and business costs induced by the reform
— that is, each 1 percent increase in costs induced by taxes leads to approximately
a 1 percent increase (or perhaps more) in the price paid by consumers. —

Indeed, overall, consumer prices in the harmonizing provinces fell with the
1997 reform, although prices rose somewhat for shelter and for clothing and
footwear, so that the reform was slightly regressive. The pattern of tax changes
today would presumably be different if harmonization were extended to the
remaining RST provinces, since their current tax systems differ from those
replaced in the 1997 reform. What is important is that the results are consistent
with the notion that taxes are fully shifted forward (or even “overshifted”) in most
sectors, so that the change in statutory burdens would not result in large
distributional effects.

The rest of the paper is organized as follows. The second section describes the
sales tax systems of the provinces and discusses the presumed deadweight costs of
the RSTs. The third section presents an accounting analysis of the changes in
revenues and statutory tax burdens resulting from a hypothetical reforrm in which
RST provinces adopted the federal GST base but without changing their tax rates.
Estimates of the effect of the 1997 HST tax reform on investment are presented in
the fourth section, and on consumer prices in the fifth section. The sixth section
concludes my analysis.




2

Exhibit J3.3
Page 1 of 6

UNION GAS LIMITED

Undertaking of Union Gas
To School Energy Coalition (“SEC™)

Union to prepare a chart with assumed effect of tax change on GDP and translate that into the
reduced revenue requirement under the IRM formula for Union Gas on a Year-by-Year basis.

We have prepared estimates of the impact of tax changes on the GDP IPI FDD final demand
deflator for the 2008-2012 period. Our analysis incorporates all federal and provincial tax
changes that affect corporations, including corporate and capital tax rates and CCA changes.
Estimates of future tax changes are based on scheduled tax changes as of December 31, 2007.

As we indicated in our testimony, the effects of corporate tax changes on investment and prices
are subject to lags. However, it is important to note that lagged adjustments to past tax changes
must be taken into account as well as the delayed adjustment to current and future tax changes.

When tax reductions affect prices with a distributed lag, the effects of a tax cut in a particular
year gradually affect prices, beginning in that year, but extending over a number of years in the
future. This means that prices in a year reflect the effects of not only the (partial) impact of tax
changes in that year, but also the delayed effects of tax changes in previous years.

For example, the GDP IPI FDD for 2010 is not just affected by tax reductions occurring in 2010,
but by all previous tax changes going back as far as 2001 (with a diminishing impact from the

earlier years).

Our analysis, as another example, shows that the 2006 tax changes have little impact on the GDP
deflator in 2006. These effects are distributed forward. The tax changes in 2006 put downward
pressure on the GDP deflator in 2008 and exert even more downward pressure in 2009. The
lagged effect trails off thereafter. Put another way, the 2.04% inflation factor for 2008 is lower
than it would otherwise have been without the prior tax changes.

This is important because Union has already reflected historical tax changes in its cost of service
as of 2007. Customers have already received the benefit of these tax reductions through reduced
costs. To ignore the effect of the historical tax changes on the current GDP deflator and focus
only on lag effects from 2008 forwards ignores an important input to the 2008 and subsequent
years’ inflation factor. It would be illogical and unfair to take into account lags in the realization
of inflation factor impacts starting in 2008 but ignore the same impacts spilling over from the
prior period. The question, at the end of the day, is whether the deflator is compensating
customers through the price cap index in an amount approximately equal to the tax reductions
during the IR term. The evidence in Table 1 clearly shows that it is.

Question: March 31, 2008
Answer: April 7, 2008
Docket: EB-2007-0606 / EB-2007-0615
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Our estimates of the time pattern of adjustments to tax changes are based on simulations with the
FOCUS models of the Ontario and Canadian economies. These simulations were prepared for a
study of the economic effects of replacing Ontario’s Retail Sales Tax (RST) with a Value Added
Tax (VAT) similar to the Federal Goods and Services Tax (GST). This tax reform would
involve reductions in the sales tax burden on investment, thereby reducing METRs on capital.
We have used the time pattern of the response of capital formation in Ontario in these
simulations to derive the weights used in the distributed lag response of prices to changes in the
METR on capital. The top section of Table 1 is based on our estimates of the impact of changes
on business taxes on the final demand deflator that take account of lagged adjustments to all
corporate tax changes over the 2000-2011 period, together with the current effects of the GST
reductions. To be consistent with the way the price cap formula works, these results are lagged
one year.

The impact that each year’s tax rate changes are having on GDP IPI FDD in each year is shown
separately. For example, the impact that the 2001 tax rate changes is having on GDP IPI FDD in
2008 is (0.02%), 2009 is (0.02%), 2010 is (0.02%) and 2011 is (0.01%). The tax rate changes for
2000 through 2006 are shown separately on lines 1 - 7 from the tax rate changes for 2007
through 2011 which are shown on lines 8 - 14. The combined total appears on line 15.

In order to explore the effects of anticipatory responses to scheduled future tax reductions, we
have also prepared tables based on a more rapid response to the corporate tax changes. In these
calculations the full adjustment of the capital stock to the tax reduction is accelerated by three
years, with complete adjustment achieved by the seventh year. Since the 5 year tax reduction
plan implemented in 2000 also involved scheduled future tax reductions, we assume that the
reduction of the adjustment period applies over the complete period 2000-2011. The top section
of Table 2 presents these results.

Finally, in order to explore the sensitivity of our results to longer lags, we prepared estimates
where the length of the adjustment period is increased by three years. The results are presented
in the top section of Table 3.

The lower half (lines 16 to 26) of Table 1 compares the impact tax rate changes will have on
Union’s rates as a result of how they influence the GDP [PI FDD inflation factor used in the
price cap index to the impact the tax rate changes will have on Union’s revenue requirement.
Line 26 shows that the impact on Union’s rates is slightly larger ($0.21 million) than the impact
on Union’s revenue requirement over the 5 year incentive regulation period.

The base revenue requirement for 2008 that the price cap index is applied against is shown on
line 16. It has been held constant as a simplifying assumption. The annual change is dependent
on the actual year over year change in the annualized average of 4 quarters (using Q2 to Q2) of
GDP IPI FDD.

Line 17 shows the impact tax rate changes are having each year on Union’s revenue requirement.
The cumulative total appears on line 18. This is the same information as provided in Exhibit
E3.1.1.

Question: March 31, 2008
Answer: April 7, 2008
Docket: EB-2007-0606 / EB-2007-0615
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Lines 19 - 22 show the impact that the change in GDP IPI1 FDD is having on Union’s rates
through the incentive regulation period if only the affects of the 2006 -2011 tax changes are
reflected. Lines 23 — 26 show the impact if all tax changes over the 2000 — 2011 period are
reflected. Excluding anticipatory affects, the 2006 — 2007 tax changes will start to show up in the
GDP IPI FDD inflation factor in 2008, the first year of incentive regulation.

Lines 19 & 23 show the impact GDP IPI FDD changes are having on the price cap index in each
year. Lines 20 & 24 show the impact GDP IPI FDD changes are having on rates in each year.
The impact in any year of the incentive regulation period is the impact the GDP IPI FDD change
is having in that year and prior years. Lines 21 & 25 show the cumulative impact on rates. Line
22 & 26 compare the impact tax rate changes will have on Union’s rates as a result of how they
influence the GDP IPI FDD inflation factor used in the price cap index to the impact the tax rate
changes will have on Union’s revenue requirement.

T

Table 2 provides the same comparison reflecting anticipatory effects. Line 26 of Table 2 shows | / #
that the impact on Union’s rates is much larger ($9.70 million) than the impact on Union’s

revenue requirement over the same 5 year incentive regulation period when anticipatory effects

are reflected. e

Table 3 provides the same comparison without the anticipatory effects and with longer lags. Line
26 of Table 3 shows that the impact on Union’s rates is less ($5.48 million) than the impact on
Union’s revenue requirement over the same 5 year incentive regulation period if anticipatory
effects are ignored and longer lags are assumed.

Conclusion

The results presented in Table 1 indicate that, when account is taken of the lags in investment, %
the effects of tax reductions on the final demand deflator approximately offsets the $80.5 million
direct effects of the tax reduction on Union’s cash flow position over the 5 year period of
incentive regulation.

As indicated in our testimony, it is our view that it is appropriate to make allowance for
anticipatory effects, both before and after the incentive regulation period. The results presented
in Table 2 indicate that the effects of the tax changes in the final demand deflator would reduce
Union’s revenue by $90 million.

Finally, the analysis of the sensitivity of the results to an increase in the lag period presented in
Table 3 indicates that a 30% increase in the period of adjustment would only reduce the negative
impact of the final demand deflator on Union’s revenues to about $75 million. Taken as a whole
these results indicate that the price cap mechanism adopted by the Board for Union’s incentive
regulation plan would do its job properly with the corporate tax reduction regime now in place.

<L

Question: March 31, 2008
Answer: April 7, 2008
Docket: EB-2007-0606 / EB-2007-0615
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Exhibit E1
Tab 2

Page 8 of 13

3. Lags

Intervenors have raised the issue whether lags in the adjustment of prices to reductions in
corporate taxes should be offset by an appropriate Z-factor adjustment. [t should be noted at the
outset that the issue of lagged effects for the GDPIPIFDD is not unique to tax changes. Other
factors that impact on costs may be subject to lagged effects of varying degrees.

L

If there were no costs associated with tracking the lagged adjustments to tax changes (and
to other factors) then Z-factor adjustments may, in some circumstances be appropriate.

However, tracking the lagged effects of tax changes (and other factors) would be difficult. One
would not only have to make allowances for the partial effect of tax reductions on prices when

the tax reductions are initiated, but also will have to track the subsequent gradual adjustment of

prices to previous tax changes. What this would fnean, in practice, is that the Board, in
determining the Z-factor adjustment for 2008, would have to determine the impact not only of
tax changes implemented for 2008, but also for all previous tax changes where lagged effects
have not fully been realized, and, as noted above there is no reason to limit this approach to tax
changes.
o
Moreover, since the input price differential incorporated in Union’s price cap formula is
affected by the impact of tax reductions implemented during the recent historical period, the
Board would have to determine the extent to which the lagged adjustments to previous tax

changes, and the current adjustment to current tax changes, deviated from past experience. A

March 27, 2008
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possible Z-factoring of pervasive tax cuts.

I wanted to talk first of all what Z-factoring is all
about. It is something that may be appropriate if a price
cap or xevenue cap index is encharged with adjuétin_g prices
for developments in business conditions, and is, for some
reason, unable to do so correctly.

When that is dome, it is important, in theory, that
there not be a double-counting because the price cap index
could very well pick up some of the change in business
conditions that is affecting the company's unit cost.

So it is important to net that off, and even if that

weren't true, that's what is in the settlement agreement.

It's very clear that is what is expected to be done. ~—

Now, Z-factoring is certainly an important part of
incentive regulation. It can make for more just and
reasonable outcomes, and it can reduce some néedle--s-s
operating risks that might make a utility less willing to
embark upon a PBR plan.

But it also greatly complicates things. And if part
of the goal of incentive regulation is to keep things
fairly simple, then there is a certain burden,
particularly, in my own view, on the petitioner, to come up
with very good evidence that there is a warranted Z-factor

that is not double-counting.

franad

Now, as I look at this particular case, I think it is
a perfectly legitimate area for a Z-factor discussion. For
one thing taxes were not Y-factored, so nominally, it is
the réspOHSibilitY of the price cap index to,adjust rates

___ ASAP Reporting Services Inc.
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for changes in the tax rates.

and obviously, a GDP IPI is not expressly designed to
track the input price trend of a gas utility, so it is
possible that it doesn't do a perfect job with that.

As for the materiality consideration, I have seen
number s thrown around here as high as $80 million. Well,
if evenn a quarter of that were to be Z-factored, that would
easily pass the materiality threshold. So obviously, there
is nothing wrong with having a discussion about this.

But there can be a little guestion but that the GDP
IPI is going to pick up a substantial portion of the effect
of a pervasive tax rate cut such as is under consideration
here. So it then becomes very important for the
petitioners to make a very good case that it's done,
nonetheless, so imperfectly that there is a need for some
type of a rate adjustment.

Sso I say in the report, I use the report (sic) "solid
evidence" at one point. At another point I say "empirical
evidence". Let me just clarify that.

By "empirical", I just mean that you have to be able
to hang your hat on some type of a sharing percentage
e, by some means, maybe a reference to some study or
something, and not just assert that a very high percentage
is warranted.

Now, in response to some interrogatories, I made a few
other comments that I might just mention. One is that I
definitely, independently came to the conclusion that this

whole issue of delays -- lag effects, you might say -- is a

ASAP Reporting Services Inc.
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really complicated issue, because it is true that if there \
are lag effects that are going to mean that there's going 1
to be A nflationary impacts, a delay in the pass-through of

the ta>x cut to the GDP IPI affect, well, then if there were

I
|
past taX cuts, then that affects things today, as well as }\
the del ay in today's tax cuts for the future. It is
legitimate to consider both of those simultaneously. )
also, if five years from now, Union through a rate /
case passes through 100 percent of the tax savings, but the
GDp pr for the next plan is still slowed by these tax cuts,
then that is a potentially Z-factorable claim for Union.

So, I really kind of think that it's best to stay away

from Z-factors based on delayed effects. At least in this

case, where there were some pretty good size tax cuts in
the previous five years. »_ﬂﬂﬂ,ﬁ

MR. MILLAR: Thank you for that. I am going to move
on to the other experts now. Before I do that, is there
anything else you wanted to add on your own initial report?

DR. LOWRY: No.

MR. MILLAR: Okay. Since you filed that report, you
have received reports from Dr. Loube, Dr. Georgopoulos and
a reply filing from Doctors Mintz and Wilson; is that
right?

DR. LOWRY: Yes.

MR. MILLAR: You have had an opportunity to read these
reports and the related interrogatory responses?

DR. LOWRY: Yes.

MR. MILLAR: And have you also had a chance to review

ASAP Reporting Services Inc.
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MR . MILLAR: I think the problem is resolved. I'm
sorry, Dr. Lowry, could you continue.

DR. LOWRY: Well, for one thing, they showed
constructively that the unit cost impact of tax reductions
for the typical corporation was very similar to that for
Union Gas.

They also presented some evidence about this whole
issue of the lag effects, and they showed that there had
been a pretty good-sized tax cut in the last five years
that was just filtering its way through the GDP PI right
now. I thought that was a good point.

and of course I agree with their general attitude that

you don't want to get into this issue of delayed effects if

—

On the other hand, their calculations did compromise
their position a little bit. First of all, they had to
acknowledge there is a decent-sized part of the GDP IPI
that is not really covering inflation of large
corporations.

They also had to acknowledge that in the short run,
the tax cut effect, by stimulating investment, is going to
increase demand for imports of various types of capital
equipment and that that is going to raise the --
temporarily accelerate inflation by affecting the exchange
rate.

I would also say that, in general, I didn't find that
they tried very hard to rebut some of the tax incident

arguments that have been made -- I mean, to this time. I

ASAP Reporting Services Inc.
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budget should be $2.8 million.

Is there any reason, in your view, why this should not
be brought into account as a base rate adjustment?

DR. LOWRY: Again, it depends on the story behind it.

Oordinarily, once base rates are set, they're not
changed even if they become a little stale. Now, in this
case, this was part of the settlement. It may just be
something that was agreed to, principle or not. But,
ordinarily, you don't change base rates once they have been
set, and, you know, sometimes there is a little passage of
time when it materializes that they were a little high or
low.

MR. THOMPSON: Well, I suggest to you, Dr. Lowry, that
we should be truing up for costs beyond the control of the
company not incurred in the base year. If that's -- first
of all, do you agree with that suggestion?

DR. LOWRY: No, not necessarily. You know, I mean, in
incentive regulation, sometimes there is a certain amount
of insensitivity of the terms to the company's own costs.
That's part of the spirit of it. Very often, the utility
is absorbing some risk along the way that, year in, year
out, will benefit the consumer.

MR. THOMPSON: Well, so what's the proposition? It's
just up to the utility to determine what goes in as a base
rate adjustment?

DR. LOWRY: No. Again, I don't know what principles
were used in this case, but under -- in an incentive

regulation plan, there aré going to be a cextain number of

90
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little developments, some that help the utility and some‘
that hurt it, and we're kind of hoping to move beyond
wringirmg our hands about every single one of them, not to
say that this one isn't large enough to be worth
considexring.

MR . THOMPSON: Well, if I suggest to you that my
client will be asserting that the principle to be applied
is that we should true up for costs beyond the control of
the company, not incurred in the base year, do you have any
quarrel with that as a statement of principle?

DR . LOWRY: I am not on board. I am not necessarily
opposed to it in all cases, but I think that we need to --
you know, as a practical matter, you have to settle upon
some base rates, and sometimes utilities see fit to settle
base rates first, and then focus on the rate adjustment
mechanism. And before it's finalized, there may be a
little bit of -- there may be some developments that make
that base rate seem a little high or low.

T wouldn't think it is it generally expected that that
be changed, the base rates be changed on the basis of that
new information.

MR . THOMPSON: So you don't quarrel with the
proposition or you do quarrel with the proposition?

DR. LOWRY: I am not sure. I would generally be
reluctant to do that, but I wouldn't say that in every case
I would think it a bad idea to adjust the base rates. I
mean, particularly if it's something that the parties to a

settlement think is important, I could see it being thrown

ASAP Reporting Services Inc.
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into the settlement that there be an adjustment to the base
rates.

MR . THOMPSON: Well, we couldn't agree on this item,
Dr. Lowry, so we need some principles to guide us to
resolve the issue. Can you help us there?

DR. LOWRY: I would say, denerally speaking, I
wouldn't change the base rates.

MR. THOMPSON: For anything?

DR. LOWRY: Again, we get into this issue that we were
talking about this morning about the spirit of incentive
regulation and that there should be a healthy reluctance to
revisit issues about the incentive plan -- the terms of the
i-ncéntive plan. . | \

Sometimes they become important enough that, yes, we
reopen, but we're looking for some simplicity hére and some

stronger performance incentives that come from moving the

rates away from the company's own unit cost. -

MR. THOMPSON: All right. Well, let's move on.

You are aware ﬁhat Union agreed to a $1.9 million
deferred tax draw-down, and a reduction to regulatory cost
budget of 1.0 million and GDAR costs that will not be
incurred of 1.6 million? All of these amounts are less
than the 2.8 on the table here.

DR. LOWRY: Well, all the more reason that Union might
have been willing to throw in a few sweeteners.

MR. THOMPSON: All right. Let me move on to the
second topic, which is the Z<factor issue with respect to
rate reductions over this® 2008 to 2012 peried.

L ASAP Reporting Services Inc.
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MR. THOMPSON: All right. And so assuming that part
not passed through -- well, let me ask you. Does the part
not being passed through -- let me back up. When you say
"pass-through", you're talking about passed through to the
inflation factor?

DR. LOWRY: Yes.

MR. THOMPSON: All right. So that's what I call the
"filtered-down factor" --

DR. LOWRY: Okay.

MR. THOMPSON: -- and you put that somewhere between
zero and 50 percent?

DR. LOWRY: Yes.

MR. THOMPSON: All right. And then there is the
second topic about lags, which is what tax reductions are
we talking about here, what's the period we're talking
about here, and how long -- what impact do those tax
reductions have on the GDP PI in a particular period. You
have heard that discussion this morning?

DR. LOWRY: I was characterizing that as an unfruitful
discussion.

MR. THOMPSON: As a what?

DR. LOWRY: An unfruitful one. It is too complicated
in this case, certainly, and one that probably should be
set aside as a rationale for Z-factoring.

MR. THOMPSON: Well, let's take cost of service
regulation as a starting point.

Would you agree with me that under cost of service

regulation, assuming that was applied by Union in 2007,
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mentioned -- the next two pages, 9 and 10, are an excerpt
from the paper I think you mentioned earlier, called "Price
Cap Regulation Problems and Solutions" published in Land
Economics.
You say on page 10, page 287 of the article, on the
left-hand column in the side-barred passage that:
"Rates can also change because of changes in
exogenous factors. However, the exogenous
factors should have the singular impact on the
telephone industry. For example, a change in the
federal excise tax on telephone service is
congsidexred to be an exogenous factor, while a
change in the corporate income tax rate would not
be considered an exogenous factor, because it has
a similar effect on all industries."

Correct?

DR. LOUBE: That's exactly what I was talking about,
the excise tax that I just mentioned and --

MR. PENNY: With respect --

DR. LOUBE: -- the second part of it being exactly,
and I stated over and over again that you have to show
special reasons for not holding that second part of the

sentence.

MR. PENNY: With respect, sir, you say --

DR. LOUBE: I say exactly --

MR. PENNY: "While a change in the corporate income
tax rate would not be considered an exogenous

factor --"

ASAP Reporting Services Inc.
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You say nothing there about lags. Am I correct?

DR. LOURBRE: You are correct.

MR. PENNY: Thank you. And is it correct, sir, that
the telephone industry is a capital-intensive industry? x

DR. LOUBE: It is a capital-intensive industry.

MR. PENNY: Would you agree that it is an industry
that is more capital-intensive than the average US
corporation?

DR. LOUBE: That's correct.

MR. PENNY: And indeed, I think you say that at page

11 of this paper. On the right-hand margin, at the top in

the first paragraph, it says: "However these are --"
You're referring to some -- I guess maybe we should
back up:

"Comparing GDP-PI to the producer price index for
switching and telephcne and telegraph apparatus
indices further confirms the post-administered
pattern. Producer price indices reflect the
changes only in capital equipment prices.
However, these are important indicators in a
capital-intensive industry."

Correct?

DR. LOUBE: That is correct. And as --

MR. PENNY: Now, your clients, Consumers Association
of Canada and the Vulnerable Energy Coalition, filed in our
PBR case some years ago, the evidence of Johannes Bauer.

Do you know Johannes Bauer?

DR. LOUBE: Yes.

ASAP Reporting Services Inc.
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MR. PENNY: Is he a respected regulatory economist?

DR. LOUBE: Yes.

MR. PENNY: And I won't take you through all of these
references, but if you would take page 14, because they're
all to the same effect.

He says in the middle of the page in the side-barred
passage:
"If the entire industry is affected by one-time
changes, for example a tax reduction/tax
increase, the market outcome will reflect this
event in lower/higher prices.™
Then if you would flip the page to 15, there's a side-
barred passage wherein which he said, he testified before
this Board:
"As changes that affect the entire economy are
generally reflected in the inflation factor, one
of the drivers of the price cap index, only
factors affecting the natural gas distribution
industry ought to be considered."

I take it, from what we have covered earlier, that you
would agree with those as being appropriate regulatory
principles?

DR. LOUBE: Yes.

MR. PENNY: Thank you. Then in your report, sir, at
page 3, where you are reviewing the evidence of Jack Mintz
and Tom Wilson, you start the discussion there. Well,
obviously not restricted to this part, but about the

effective tax rate change on utilities, and their position

ASAP Reporting Services Inc.
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for local service rates (Davis 1994). Many
other states are contemplating a similar
transformation. Legislation pending before
Congress (HR 3636) would dictate that
states adopt price cap regulation for
telecommunications. In addition, there are
proposals to regulate the electric and gas
industries via price cap schemes.

The structure of price cap regulation in-
cludes a price cap formula (including infla-
tion measures, a productivity offset, exoge-
nous factors), price cap indices, actual price
indices, and service baskets. The formula
determines the allowed average change in
the regulated rates. Rates are allowed to
increase according to the inflation measure
and to decrease with the productivity offset.
Price cap plans differ according to the mea-
sures of inflation and the productivity offset
included in the formula. For example, the
FCC plan uses changes in the Gross Na-
tional Product Price Index as the measure
of inflation, while the Office of Telecommu-
nications plan uses changes in the residen-
tial price index as the measure of inflation
to regulate British Telecom (Littlechild
1983). The measure of the productivity off-
set can be (1) the productivity change of a
specific company, (2) the industry average
productivity change, (3) the industry average
productivity change less the national pro-
ductivity change, or (4) the productivity
change that represents the best practices of
the industry.’

Rates can also change because of changes
in exogenous factors. However, the exoge-
nous factors should have a singular impact
on the telephone industry. For example, a
change in the federal excise tax on tele-
phone services is considered to be an exoge-
nous factor, while a change in the corporate
income tax rate would not be considered an
exogenous factor because it has a similar
effect on all industries.

Due to the fact that telephone companies
produce multiple services, the price cap for-
mula focuses on price cap indices rather
than an individual price. A price cap index
is a weighted average of allowed rates. As
with all indices, the construction of the price
cap index suffers from problems such as (1)
the specification of weights, (2) a means of

49
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combining new services with existing ser-
vices, and (3) the identification of new ser-
vices, especially when new services appear
to be old services with new names and dif-
ferent prices.

The FCC price cap model does not con-
struct just one price cap index. Instead, it
develops an index for each price cap service
basket. These baskets are groups of services.
The baskets are designed to prevent unrea-
sonable price discrimination and predatory
pricing. Within each basket, the prices
charged by the utility are combined into an
actual price index. The actual price index is
allowed to fluctuate between an upper and
lower limit. The limits are defined as the
price cap index for the basket plus and
minus a given percentage. Finally, the task
of the regulator is to ensure that the actual
price index is within the basket limits. An
example of the relationship between the
actual price index and the limits is shown in
Table 1.

III. THE TRANSFORMATION TO
PRICE CAP REGULATION

Currently most Commissions approve
rates that allow utilities the opportunity to
recover warranted expenses and.to earn a
fair return on their investments. The trans-
formation from this environment to price
caps involves changing the utilities incentive
structure, evaluating the reasonableness of
existing rates, and modifying regulatory
books and records to reflect the earnings of

the local market. Second, switched charges recover
costs associated with use of central office switches.
Third, transport charges recover the costs associated
with connecting the local central office to the long-dis-
tance carrier. Special access is a direct connection from
the customer to the long-distance carrier that does not
pass through a local switch. Currently, local telephone
companies face competition from competitive access
providers in the transport and special access markets,
Alternative providers will soon provide switched access
service.

*The change in productivity associated with the
best practices in the industry is probably the most
desired offset to use because competition forces firms
to match the industry leader or suffer the conse-
quences. However, no regulatory commission has
adopted this rule.
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specifications. The GDPPI has been as a proxy for input price inflation in other price cap
plans. However, rather than a five-year forecast, annual inflation data should be used. In
addition, the cap should be annually trued-up to reflect the actual inflation data. Triangulation

of the proposed productivity offset against other existing plans as well as against Union’s

own past performance has raised doubts as to the accuracy of the estimate. A reasonable X-

factor would likely have to be in the range of 1.4-1.8%.

5. Pass-trough items need to be defined more narrowly. In particular, the proposed ROE
adjustment contradicts the intention of price cap regulation and should be eliminated. The
QRAM mechanism for the treatment of certain pass-through items is compatible with a price
cap environment and can thus be retained. However, there is no compelling reason to

abandon the existing treatment of unaccounted for gas (UFG).

5
6. Non-routine adjustments need to be limited to legislative and regulatory changes affecting ‘)
!

specifically the natural gas industry, changes in generally accepted accounting principles, and
structural changes in the scope of utility operations (e.g., the elimination of billing from L
utility operations). Stranded costs should only qualify as a non-routine adjustment after a full
hearing. Costs for additional deliverability or of lawsuits also should not qualify for the

streamlined non-routine adjustment process, but only be approved in a more detailed review

process.

7. An eamings-sharing mechanism should be introduced as a safeguard against misspecification
of the plan parameters. The details of this mechanism will depend on the choice of the
productivity offset. A higher upfront productivity offset would warrant a sharing formula
attributing a higher share of earnings variances to shareholders. A lower upfront productivity

offset would require an earnings-sharing formula that attributes a higher share of variances to

ratepayers.
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utility more flexibility to adjust prices to market conditions.® It also uses a simplified process in

determining the benchmark against which the utility needs to perform.

3.2 Price cap plans as proxies for market outcomes

Price cap regulation takes advantage of the basic insight that in a competitive market (cereris
paribus, that is, all other things equal) the equilibrium market price will increase if the suppliers
are affected by input price inflation (I). On the other hand, it will decrease if suppliers are forced

by competition to increase their productivity (X). If both effects are present, the variation of

If

prices over time will be determined by the net effect between inflation and productivity changes —_

(I-X). If the entire industry is affected by one-time changes, for example, a tax reduction (tax

increase), the market outcome will reflect this event in lower (higher) prices. These relations hold

for the entire industry and, hence, reflect average developments. In each period, individual firms
may perform better or worse than the average firm.® Before we proceed to discuss how price cap
plans mimic the outcomes of competitive markets, it may be helpful to illustrate the dynamic

relations between market equilibrium and the position of individual firms in more detail.

In a market with multiple suppliers, the equilibrium price is determined by the aggregate
performance of all firms. If a firm is able to purchase inputs at prices that are more advantageous
than the average procurement prices of the industry it will be rewarded with higher profits.
Conversely, if a firm happens to buy at prices that are higher than the industry average its profits
will be below the industry average or it may even incur a loss. In the medium and long-run, it is
the firms that perform better than the average ("best practice" suppliers) that pressure

management of the less efficient firms to improve their performance. Likewise, a firm that is able

€ COS with a future test year or regulatory lag models that provide longer time spans between rate cases have similar

features.
¢ Somewhat misleadingly, economists refer to the firm that represents the market outcome as the "marginal firm." Firms

that perform worse are termed "infra-marginal."

11
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Significant cost impacts from lawsuit against the utility related to "judgments against Union

(¥'5)

respecting the past assessment and collection of delayed payment revenue” and lawsuits

related to Y2K issues.

4. Costs related to provide East-end deliverability on the Dawn-Trafalgar transmission system

at Parkway for customers who are returned to system gas after being served under direct

purchase contracts.

5. Under certain circumstances, costs to provide to provide additional flexibility for customers

respecting the amount of volume subject to the 22 day call at Parkway.

6. Rate decreases due to the unbundling of the billing function.

Z-factors in PBR plans are intended to provide a safeguard against factors that are entirely

outside of management’s control and against which no meaningful precautions exist. As changes r] 7
that affect the entire economy are generally reflected in the inflation rate, one of the drivers of the .
price cap index, only factors affecting the natural gas distribution industry ought to be
considered. In deviation from other price cap designs, Union bases its price cap plan on a five-
year inflation forecast. Nevertheless this inflation measure should reflect anticipated changes to

the overall economy. In addition, non-routine adjustments are justified if there are structural

changes to the operations of the utility that affect its cost level.

From this perspective, several of the proposed non-routine adjustment factors are too broad-
based. The main legitimate non-routine adjustment factors are related to legislative and
regulatory change as well as changes in generally accepted accounting principles. However, only

changes affecting specifically gas distribution utilities (and not changes affecting the entire

economy) should be considered. Should the customer billing function be separated from the -

utility, the resulting cost impact would also qualify as a non-routine adjustment. It is important
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MR. MILLAR: Yes. Mr. Battista will bring them up.

provided to Board Staff and my friends.

It will be Exhibit K5.1, and this is Dr. Georgopoulos' flow
chart.

EXHIBIT NO. K5.1: FLOW CHART PREPARED BY DR.

GEORGOPOULOS .

MR. KAISER: Thank you.

DR. GEORGOPOULOS: Again, to outline the basic
mechanism, if you see the first stage, there's a reduction
in the corporate tax rate, and that leads to a reduction in
user cost of capital, which stimulates investment and
capital investment.

Now, I understand there were some discussions on this
mechanism here, but I take this early stage of the
mechanism as given. I'accept this stage, here.

So moving on to the next step, the higher level of
capital leads to increased productivity, which will lead to
a reduction in unit costs. Again, there could be some
issues involved with this, but, generally, this is well
accepted -- this 1s accepted economic theory, so I am
willing to take Dr. Mintz's and Dr. Wilson's evidence on
this as correct.

Now, what I have a lot of disagreement with is the
next step, the reduction in the price level. They
mentioned that through competitive forces, prices will

fully drop to take -- well, the tax cut will fully be

passed on to consumers. This is what I would like to focus !

on and here, this is not a tax issue we're talking about

ASAP Reporting Services Inc.
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here. This is economics, in the sense that we're dealing

Sso this is what I have a disagreement with.

MR . SHEPHERD: Can you tell us, specifically, in this
component that the translation from unit cost to prices,
can you tell us what parts-of that you disagree with the
Union Gas experts.

DR. GEORGOPOULOS: Sure. Well, as Dr. Mintz and Dr.
Wilson mentioned, the competitive forces would drive down

prices fully, so there would be ne more gains to

_ corporations.

Now, for that to happen, we would have to be in a

~world of what we call perfect competition. And with

perfect competition, this is a specific market structure
and the characteristics of it are that you have many
sellers selling homogenous products, and:-they're price
takers and they're earning normal profits.

Now, in this setting, if you have a reduction in unit
costs, profits are géing to be earned. And standard
economic theory says that, well, with the existehceaof
positive profits, you will have new entrants coming in to
capture these profits. And in this context, since this is
a reduction in the corporate tax rate across Canada, we're
talking about firms leaving the unincorporated sector into
the corporate sector, and we're talking about foreign
investors coming into Canada.

So given that there are no frictions, given that there

are no entry barriers to come in, the fact that there is

- ASAP Reporting Services Inc.
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CROSS-EXAMINATION BY MR. PENNY:
MR . PENNY: Yes. I just provided an excerpt to keep
the paper to a minimum, but if anyone wants a full copy of
this for any reason, I have one, so I can make it

available.

Just on the -- Professor Georgopoulos, I am Michael
Penny, by the way.

DR . GEORGOPOULOS: Nice to meet you.

MR. PENNY: I am counsel to Union Gas.

Just on the point that you mentioned at the end there,
is user cost of capital, is that a relevant consideration
in inflation forecasting, if you know?

DR. GEORGOPOULOS: Well, I don't know. I mean I
haven't seen studies on it.

MR. PENNY: When you did this review, did you find any
reference to cost of capital at all?

DR. GEORGOPOULOS: No, I did not.

MR. PENNY: All right. Thank you. And then going
back to the beginning, if I could for a moment, you said -_—”
that from your perspective, this was not a tax issue. I
think you said prices adjust -- it's an issue about how
prices adjust to cost changes. 1Is that right?

DR. GEORGOPOULOS: Yes.

MR. PENNY: So I take it your concern is equally
applicable to any change in cost? Not just changes in tax
costs?

DR. GEORGOPOULOS: That's corxrect.

MR. PENNY: Is it equally applicable to increases and

ASAP Reporting Services Inc.
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5
decreases in costs?

DR. GEORGOPQULOS: Yes.

MR. PENNY: And so if economic forces in the economy,
say, drive the price of wages up or down, you're saying
that those reduced or increased wages are not necessarily
going to be fully passed through? 1Is that correct?

DR. GEORGOPOULOS: It depends on the market structure.

MR. PENNY: Fair enough. Fair enough. But across the

board, you are not confident that they are fully passed

|
through? (
DR. GEORGOPOULOS: On aggregates. ﬁ
MR. PENNY: Yes.
DR. GEORGOPOULOS: That's correct. —J

MR. PENNY: All right. And similarly, in other types
of prices -- let's say the price of energy, just to take
another example. If we are talking about materials and
sexrvices, your position is that changes in the cost of
materials aren't necessarily fully passed through either,
again depending on the sector you are looking at.

DR. GEORGOPOULOS: Well, if you are -- if you are an
industry where you are relying a lot on inputs from these
products that are -- that I mentioned, they're determined
by, their price is determined by world supply and world
demand, that will cause price rigidity downwards.

MR. PENNY: Let's leave aside the world market for a
moment . I take your point. But if we just sort of try and
take the archetypal simple economic theory position --

which is what I understood you to be articulating -- as I

ASAP Reporting Services Inc.
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under stood it you are saying in the archetypal, simple
economic theory position of less than perfectly competitive
market, that the price changes in material costs are not
going to be fully realized in the marketplace either.

DR. GEORGOPOULOS: Under certain circumstances of |

imper fect competition. :=QS£J

MR. PENNY: Yes. All right. Well, I may come back to
that. Thank you.

Now, you told us you are an assistant professor, and
that's at Atkinson College?

DR. GEORGOPOULOS: That's correct.

MR. PENNY: What is Atkinson College?

DR. GEORGOPOULOS: Atkinson College is a faculty of
liberal and professional studies, and it originally was

formed in the, I think, late '60s to accommodate mature and

e

part-time students.
______—_———"_— T
MR. PENNY: All right. Thank you.

Now, sorry, I should have said at the outset as well
that I am going to be making reference probably to your
evidence and probably to this excerpt that I passed out,
but I think, depending on how it goes, those are probably
the only two things you need handy, so I just wanted to
make sure you have that available to you.

At pages 2 and over to 3 of your report, you say that
data on tax changes exists, and on the GDP deflator. I
think this is maybe getting at a point you were making at
the tail end of your evidence. So it is possible to

conduct empirical research, but --

ASAP Reporting Services Inc.
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aware ©of that research report when you wrote your evidence?

MR. PENNY: My question to you, sir, was: Were you

IDR. GEORGOPOULOS: Yes.

MR. PENNY: All right. And you didn't cite that
eithexr?

PDR. GEORGOPOULOS: No.

MR. PENNY: Your examination-in-chief actually has,
you will be glad to know, reduced the amount of cross-

examination I have for you today, sir. So I am flipping

_through my pages, because you have, in some cases,

acknowledged things that I was going to ask you:to
acknowledge in any event.

| Just, again, sticking with the theory for a minute, I vﬁ
take it.. then,_tha.t- you agree that reduction in the
marginal. effect of corporate tax rate provides,a stimulus

to capital investment?

.DR. GEORGOPOULOS: Yes. ' - v /

MR. PENNY:  You agree that as investment in capital is
realized - in other words, as businesses supply . workers
with more computers or install newer and better equipment
and so on - that labour productivity improves?

DR. GEORGOPOULQOS: Yes.

MR. PENNY: As labour productivity increases, unit
costs decline?

DR. GEORGOPOULOS: Yes.

MR. PENNY: And I appreciate that your concerns relate

to the extent to which, and the timing of how average unit
costs declining transfers through to:prices in the market.

_ 4 - ASAP Reporting Services Inl' |
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1 But you are not saying, I take it, Professor Georgopoulos,

2 that some of that reduction in average unit cost is -- that

3 none of it is passed through. You are just uncertain as to

4 how much and how long it takes?

5 DR. GEORGOPOULOS: Yes. H.
6 MR. PENNY: And I didn't see in your CV any consulting

7 work for the Department of Finance. You have done no

8 consulting work with the Department of Finance?

9 DR. GEORGOPOULOS: No.

10 MR. PENNY: I think you will agree that the Department
11 of Finance has lots of qualified economists of their own

12 and has access to senior economists?

13 DR. GEORGOPOULOS: Yes.

14 MR. PENNY: And would you agree that to the extent
15 that the Canadian economy is less than perfectly

16 competitive, that's not a unique perspective that was
17 discovered by you? I think you described that as being
18 accepted economic theory, that you don't actually have
19 perfectly competitive markets; is that right?

20 DR. GEORGOPOULOS: Yes, vyes.

21 MR. PENNY: And you agree that the Department of

22 Finance is likely aware of that?

23 DR. GEORGOPOULOS: Yes.
24 MR. PENNY: And --
25 DR. GEORGOPOULOS: But I am going by the statement of

26 Dr. Mintz and Dr. Wilson on the argument that they make,
27 that a reduction in the unit costs will be fully passed on ‘

28 to consumers in the form of lower prices. That is what I

ASAP Reporting Services Inc. I
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am focussing on, their statement.

MR . PENNY: Will you also agree, sir, that the
Canadian government is unlikely to have been reducing
corporate income taxes since 2000 for the sole purpose of
making shareholders of Canadian corporations richer?

MR . SHEPHERD: Excuse me. Dr. Georgopoulos has been
very clear he is not a tax expert, so asking him to
speculate on what the Canadian government thinks I think
may be Jjust a step too far..

MR . PENNY: Well, Mr. Chairman, Professor: Georgopoulos -

has gone-well beyond, in my submission, the area of his

expertise. If he doesn't know, he doesn't know. But I

think. 4t is, given his claim to. understand at least basic
principles of economics and how prices are passed through,
a fair gquestion to put to him. .

MR. KAISER: Your question-again was?

MR. PENNY: = My question was whether Professoxr
Georgopoulos would agree that the Canadian government is
unlikely to have been reducing corporate taxes since 2000
for the sole purpose of making shareholders of Canadian
corporations richer.

DR. GEORGOPOULOS: I can't comment on that.

MR. PENNY: All right. Thank you.

would you agree or can you agree:that the likely
purpose of those corporate tax reductions was to stimulate
investment?

DR. GEORGOPOULOS: Yes.

MR. PENNY: And are you prepared to. agree that that /

... ASAP Reporting Services Inc.
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policy was likely conducted in the reasonable belief that

it would raise the standard of living of all Canadians?

DR. GEORGOPOULOS: Yes. ]
' MR. PENNY: And at page 4, you talk about barriers to
entry, and you alluded to this in your examination-in-
chief. I think you said that Canada is highly restrictive
on foreign investment, or words to that effect.

Are you -- you also cite a study in footnote 1 the
Koyama and Guilherme working paper.

As T understand, just dealing -- well, let me deal
first with your comment. Your comment that Canada -- about
the restrictiveness of Canada on foreign investment, that's
based on the -- essentially based on the requirement for
Investment Canada approval for foreign takeovers?

DR. GEORGOPOULOS: Yes.

MR. PENNY: Is it fair that the basis --

DR. GEORGOPOULOS: Not only takeover. Just. ..

MR. PENNY: Okay. Investment?

DR. GEORGOPOULOS: Greenfield investments.

MR. PENNY: And can I have it from you that the Koyama
and Guilherme assessment of Canada's restrictiveness on
foreign investment is also based on the -- principally on
the Investment Canada requirement for approval?

DR. GEORGOPOULOS: Sure.

MR. PENNY: Sir, do you know how many applications for

foreign investment have been turned down by Investment
Canada, say, in the last decade? I

DR. GEORGOPOULOS: No, I don't. ‘ I

ASAP Reporting Services Inc.
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MR . PENNY: Do you know if any applications for-
foreigmn investment that have been turned down by Investment
canada 1n the last decade?

DR . GEORGOPOULOS: Just because théy haven't been
turned down doesn't mean --

MR . PENNY: I appreciate you can give an explanation,
but cann I have a question to my answer first? And then you
can-give a explanation.

DR . GEORGOPOULOS: Sure.

MR . PENNY: My question was whether you are aware of
any applications for foreign investment in Canada that have
been turned down by Investment Canada.

DR. GEORGOPOULOS: I am not aware.

MR .. PENNY: Thank you.

DR. GEORGOP(Sﬁi;OS: -May I respond?

MR. PENNY: Yes. If you want to say something, please
do. I just wanted an answer to my question first.

- DR: GEORGOPOULOS: There are sufficient barriers that
will even prevent firms from even trying to invest.

gso the number of rejections does not necessarily
reflect the degree of difficulty of getting in, to
investing in Canada. “"“7ﬁ:

MR. PENNY: Now, at page 5, you-:talk about the
Canadian economy being characterized by firms having

differing degrees of price-setting powers.

I take it that you have not conducted any study or

research about which sectors have these price-setting

powers, Or attempted to quantify the extent of the price- l

| . ASAP Reporting Services Inc.
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setting powers?
DR. GEORGOPOULOS: No, I have not.
MR. PENNY: To the extent that Canadian firms have

price-setting powers, though, I take it you are saying that

changes in their costs, not just tax costs?

DR. GEORGOPOULOS: Yes.

MR. PENNY: And the GDP IPI FDD, that is one of the
national price indices for the Canadian economy; correct?

DR. GEORGOPOULOS: Yes.

MR. PENNY: And it reflects -- in the context, of
course, of the parameters that are set for that particular
index -- but it reflects the reality of the Canadian
economy as a whole, and that wquld include the extent to
which it may or may not be perfectly competitive.

DR. GEORGOPOULOS: Sorry. I don't understand that.
Maybe you could rephrase?

MR. PENNY: Well, maybe I can try it a different way.
The GDP IPI FDD, it doesn't assume perfect competition,
does it?

DR. GEORGOPOULOS: No.

MR. PENNY: It is just a measure of what happens in
the Canadian economy?

DR. GEORGOPOULOS: That's correct.

MR. PENNY: To the extent the Canadian economy is less
than perfectly competitive, that is just part of what shows
up in the GDP deflator.

DR. GEORGOPOULOS: Yes, that's correct.

ASAP Reporting Services Inc.
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this iz your examination-in-chief -- at page 6, you say
that:
"Another determinant of price stickiness is world
supply and demand."
And you talk about commodities and natural resources being
priced in US dollars, right?

DR . GEORGOPOULOS: Mm-hmm.

MR . PENNY: You will agree that Canada is a major
exporter of commodities and natural resources?

DR . GEORGOPOULOS: Mm-hmm.

MR . PENNY: Will you agree that Canada is a small open
economy ?

DR . GEORGOPOULOS:. Yes.

MR . PENNY: We have a floating exchange rate?

DR. GEORGOPOULOS: Yes. h :

MR. PENNY: And would you agree that understanding the
relationship between the exchange rate and the trade
account, that is the exchange rate channel, is a key
element in monetary and trade policy for Canada?

DR. GEORGOPOULOS: 'Yes.

MR. PENNY: So for example, as the world price of oil
increases, the Canadian dollar appreciates?

DR. GEORGOPOULOS: Yes.

MR. PENNY: And as the Canadian dollar increases, I
think you have already agreed, that tends to lower
inflation in Canada?

DR. GEORGOPOULOS: To a certain extent.

t———_\
MR. PENNY: Just on this question of lags, would you

ASAP Reporting Services Inc.
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Ce
agree with me that if a tax cut in 2008 takes time to
filter through to the national economic index, it
necessarily follows that a tax cut in, say, 2006 or 2005
also takes time to flow through to the national economic
indices?

DR. GEORGOPOULOS: Yes. ~—

MR. PENNY: All right. Thank you. Those are all of
my questions.

DR. GEORGOPOULOS: May I respond to a few other
comments?

MR. KAISER: Go ahead.

DR. GEORGOPOULOS: I wasn't sure of the exact
procedure here, so, just the papers that you have alluded
to here, the Michael Smart paper, I was aware of it, but I
don't think it is relevant --

MR. PENNY: Sorry, Mr. Chairman. With respect, I
asked my questions. I got my answers. If Mr. Shepherd
wants to conduct re-examination, then that's his
prerogative. But it doesn't seem to me appropriate for the
witness to take the opportunity at the end of my cross-
examination to go back over answers he has already Jiven,
to give further elaboration, in my respectful submission.

MR. KAISER: Well, I thought he was saying he may not
have had an opportunity to fully answer your questions, but
we can do it through re-examination. Do you want to pick
up the baton, Mr. Shepherd?

MR. SHEPHERD: Thank you, Mr. Chairman. Does the

Board wish to ask questions first or do ybu want me to go

ASAP Reporting Services Inc.
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The conclusion was that -- this Department of Finance

study concluded that there was clear ewvidence that

investment was strongly and positively influenced by the

2001-2004 corporate income tax reductions. A 10 percent

reduction in the tax component of the user cost of capital

is associated with the increase in capital stock in a 3 to

7 percent range.

one of your comments,

I think it was to Mr. Shepherd,

you made the note. -- and this was before there was any

consequent reduction in price.

You had to have this first

step of there being an increase in the capital stock, which

I guess you point out in your flow diagram, and then

subsequent to that there would be a potential reduction in

price in the GDP IPI.

Do you have any idea how long it takes each of these

to two steps to take place, or is that just a matter of

guesswork?.

of the operation.

DR.

GEORGOPOULOS:

Guesswork. It depends on the scale

Again, there is the planning stage, the

strategy, how much capital you can invest and where, and

then there is the implementation of capital. And I should

note,

when you are purchasing capital, if anything, that

may cause a rise in factor prices.

that.

MR.

DR.

KATISER: Right.

GEORGOPOULOS:

Right?

But I am abstracting from

But here, what we're having is a productivity

change, which accumulates -- which means capital will go

up,

okay -

Sorry, capital has gone up which has led to

(613) 564-2727
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0

productivity increase.

And essentially what that has done is that has
increased the capacity of production in the economy. You
hear the Bank of Canada talking about where demand is
relative to capacity. Capacity is the stock of capital we
have in the economy, labour and technology.

So capital stock increases, that's a long-run result,
and, as a result, our overall supply in the economy has
gone up and, for a given demand, prices drop.

How long that takes, I don't know. e

MR. KAISER: Do you take Professors Mintz and Wilson
to say, in the five-year peridd of this IR plan, we have a
potential $80 million cost reduction, and of course on an
economy-wide basis, it is much larger, but they are saying
that we should have confidence that within that time frame,
the full amount of that tax reduction within that time
frame, will be captured in the GDP IPI in that time frame.
Is that how you understand their theory?

DR. GEORGOPOULOS: Yes. Do I have confidence in it?
Not without empirical evidence.

MR. KAISER: Right.

DR. GEORGOPOULOS: I am not sure how they came up with
the numbers, too.

MR. KAISER: We understand that this economy is not
perfectly competitive. And you say that an economy -wide
corporate tax -- with an economy-wide corporate tax
reduction, prices will not fully fall to the perfect

competition level; that is, a level where the full £fall
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will xeflect consumers getting the full benefit of the
corpoxate tax, i.e., in the five-year period that I have
been referring to.

There are lots of studies of the degree of competition
<in the Canadian economy over many years. Do you have any
- -- and lots of studies of the degree of barriers to entry
by different industries in this country.

po you have any -- and I come to this, because you
referred to this study of the foreign investment review
restrictions, where the authors compared Canada to a bunch
of other countries, and I think wé were the ninth most

restrictive compared to however many it was.

Do you have any evidence you can put on the record as \-‘lr
to the degree of competitiveness of the Canadian economy
within that kind of a ranking, similar to the study you
referred to on FIRA?
DR. GEORGOPOULOS: I don't have any evidence offhand
I could think of. There may be studies out there that have
quantified the barriers. o

MR. KAISER: Thank you. Mr. Shepherd, did you have
any re-exam?

MR. SHEPHERD: Well, thank you, Mr. Chairman. The

23 Board Members have done virtually all of my re-direct. I
24 have just two questions.

25 RE-EXAMINATION BY MR. SHEPHERD:

26 MR. SHEPHERD: This is following up on something Ms.
27 Chaplin asked you.

28 Do monopolists and o}igopolists, people who have

ASAP Reporting Services Inc.
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DECISION WITH REASONS

2314 Inregard to VECC’s concern that flexibility costs may be over-recovered, Union
submitted that the concern was unfounded since costs are measured by foregone M12
revenues. Should volumes increase, there will be an increased need for M12 capacity
or a substitute and therefore, delivery flexibility costs would increase as revenues

increase.
Board Findings - Non-routine adjustments (Z-Factors)

2315 Most parties agreed that a provision for non-routine items is appropriate for a price-
cap plan. The Board accepts this and the view of Dr. Bauer that Z-factors provide a
safeguard against events entirely outside of management’s control and against which
no meaningful precautions exist.

T

2316 The Board agrees with the intervenors that the use of Z-factors limited to changes in
legislative and regulatory requirements and generally accepted accounting principles

specific to the natural gas business is appropriate.

2317 In principle, the Board believes that in the long run economy-wide changes are 7|

captured in economy-wide indices, such as the GDPPI, and therefore are captured in

the price cap. It must be noted, however that the GDPPI is a Canada-wide index,
whereas ideally, if the index is to reflect the changes in costs to Union, the Board
would want an index for the region of Ontario served by Union. Furthermore, the 7|
Board recognizes that changes in costs can take some time to be reflected in the
GDPPI. In determining base rates, it is important to reflect the impact of known
changes. In setting rates for subsequent years under the PBR plan, some cost changes
related to unforeseen externally driven events which are not specific to the industry

and have an economy-wide impact may be appropriately considered to be covered by

revenues resulting from application of the price cap. The introduction of thresholds,
off-ramps, and the customer review process provide a protection for both the
Company and the customer in the instance that there are significant major impacts

resulting from such changes.
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DECISION WITH REASONS

For example, in the case of changes in provincial income taxes, the Board doubts that
this will be fully reflected in a Canada wide GDPPI and in any event would be
concerned about a time lag involved. The Board directs Union to track the effect of
changes in the Ontario Income Tax and to bring forward the cost changes to be

considered through the customer review process as an adjustment to rates.

Several parties questioned the propriety of including stranded costs in a Z-factor
mechanism without a more detailed regulatory review. The Board shares this

concern.

The Board will not pre-approve either stranded costs or litigation costs in general as
Z-factors. However, the Company is free to bring before the customer review
process any proposals related to the recovery of stranded costs or the recovery of
litigation costs that the Company could not have reasonably foreseen.

Union has proposed that costs to provide east-end deliverability on the Dawn-
Trafalgar transmission system at Parkway for customers who are retumed to system
gas after being served under a direct purchase contract be eligible for Z-factor
treatment. The Board notes that in the Settlement Agreement related to unbundling
issues parties agreed that the costs associated with managing the east-end obligation
for return to system would be recorded in a new deferral account and that all
prudently incurred costs would be recovered from system customers. In the case of
an “abnormal” return to system Union would immediately inform the Board and

other parties and make proposals for an alternative treatment, should one be required.

Union has also proposed that under certain circumstances costs to provide additional
flexibility for customers respecting the gas that is subject to the 22-day call at
Parkway, and rate changes related to the impact of unbundling customer billing, be
considered for Z-factor treatment. The Board notes that parties agreed that recovery
of the costs for the 20% system-wide solution “meets the definition of a non-routine
adjustment and that rates will be adjusted to recover these amounts separate and apart
from any rate adjustments arising from Board’s decision on Union’s PBR proposal.”

The Board accepts this agreement, but is not prepared to pre-approve the Z-factor
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DECISION WITH REASONS

RP-2001-0029

INTHE MATTER OF the Ontario Energy Board Act, 1998, S.0.
1998, c. 15, Sched. B;

AND IN THE MATTER OF an Application by Union Gas
Limited for an order or orders approving or fixing just and
reasonable rates and other charges for the sale, distribution,
transmission, and storage of gas for periods commencing January
1,2001, and January 1, 2002;

AND IN THE MATTER OF the customer review process and

other mechanisms approved by the Ontario Energy Board in its
decision in RP-1999-0017.

BEFORE: Malcolm Jackson
Presiding Member

George A. Dominy
Member

Paul B. Sommerville
Member

DECISION WITH REASONS

September 20, 2002
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5.2

5.3
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DECISION WITH REASONS

PASS-THROUGH AND NON-ROUTINE ADJUSTMENTS

ONTARIO INCOME TAX AND TAX RATE FOR INVENTORY CARRYING COST

There are three issues addressed by intervenors concerning the role of Ontario
income taxes in Union’s rates over the PBR term. One issue is whether the
Applicant should be compelled to make a one-time non-routine adjustment to the
price cap element of the PBR formula to reflect the fact that Ontario corporate
income taxes have decreased over the last two years of the trial PBR plan.

A second issue is the interpretation of the Board’s decision in RP-1999-0017 as it
concerned a $900,000 reduction in the revenue requirement for Union arising from
tax decreases which had been fully implemented in May 2000. Thirdly, there is a
question as to the tax rate to be used in the calculation of deferral accounts, most
particularly, the deferral account created to capture the carrying costs related to
inventory of gas. The Board will deal with the later two issues at the conclusion of

this section of the Decision.

The Board’s Decision in RP-1999-0017 did not dispose of the issue as to whether
material changes to corporate taxation rates should be treated as mid-term Z-factor
adjustments or conversely, could be considered to be captured and reflected in the

GDPPI as part of the overall economic environment.

Instead, the Board required Union to “track the effect of changes in the Ontario
Income Tax, and to bring forward the cost changes to be considered through the CRP
as an adjustment to rates.” The Board expressed some doubt that tax changes
applicable only to Ontario would be adequately reflected in the GDPPI.
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DECISION WITH REASONS

The Applicant asserts that the decreases in corporate income taxes are captured in the
GDPPI, which has been selected by the Board as the index to be used in ascertaining
the inflation factor relevant to the PBR formula, and that no non-routine adjustment
should be made. Some intervenors have suggested that the decreases in Ontario
income tax cannot be presumed to have been incorporated in the GDPPI, at least not
within an appropriate time frame, and that the decreases should be dealt with as a
non-routine adjustment. It has also been suggested that the fact that the GDPPI is a
national index, reflecting national price fluctuations, blunts its efficacy as areflection

of specific Ontario tax reduction measures.

In response to the Board’s direction Union presented expert evidence to the effect
that the Ontario Tax changes outlined in the various filings have been, or are likely
to be reflected in the GDPPI. In their opinion, all tax adjustments which are of
general application within Ontario find their way into indices such as the GDPPI
sooner or later. The experts testified that such changes in tax rates, as are part of the
record in this case, are reflected in such indices either prospectively, or after a lag
period: prospectively, insofar as the economy reacts to tax changes upon the
announcement by the provincial government of its intention to change tax rates; and
after a lag, when effects of the tax changes work their way through the economy after

enactment.

The experts testified that the reflection of changes in tax rates in indices such as the
GDPPI is even more certain when the tax change affects a significant portion of the
national economy, and when like changes are being implemented in numerous
jurisdictions across the nation. The Ontario economy represents a very significant
portion of the overall Canadian economy which is reflected in the GDPPI and
Ontario corporations are responsible for over 40% of'the corporate profits generated
in Canada. The experts suggested that this fact makes it likely that the national
index, the GDPPI, will reflect the Ontario changes in corporate tax rates.

Further, they noted that numerous other jurisdictions in Canada had made reductions
in tax rates over the relevant period. In their view, this widespread reduction in tax
rates across the country makes it very likely that the index would reflect this aspect

of the economic environment.
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59 Union submitted that the danger of permitting or requiring it to approach changes in
tax rates through the Z factor mechanism is that such adjustments would lead to a
double counting of the changes to the extent that they were already reflected in the

GDPPL

5.00 Union offered examples from other regulatory contexts in which the regulator
determined that only tax changes which uniquely or disproportionately affect the
utility should be treated as a non-routine adjustment. Union submitted that the
rationale for this approach was that the economy-wide price index reflected general
tax changes and thus, to treat general tax changes as a Z-factor would be to double

count their effect.

s Union stated that the experience of other regulators showed that attempting to
account for lead and lag effects of tax changes in economy-wide price indices would
require reflection of not only current tax changes in present and future price caps but

__also the impacts of past tax changes in present and future price caps. Union also
suggested that there was no recognized or reliable methodology to measure lead or

lag effects.
542 Addressing the issue that the change was in provincial income tax rates, while the
GDPPI reflects national price fluctuations, Union’s experts stated that four-fifths of
corporate profits are earned in three provinces, each of which is reducing corporate
incometax rates in comparable degrees. Therefore, the economy-wide GDPPI would
be significantly affected by these simultaneous reductions and “... there is no basis

for an adjustment.”

513 Union also asserted that attempting to correct the price cap for leads or lags would
induce strategic behaviour and litigation thereby reducing the simplicity of setting the

price cap.
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Board Findings

There may be instances where a tax change is of such a nature that it may warrant
treatment as a Z factor. Such a case may arise when a tax change is of such special
and unique application to Union that it could not reliably be expected to be reflected
in a Canada-wide index such as the GDPPI. It may also be true that the parties, when
assessing the current PBR plan and designing its successor, will want to consider
alternate methodologies for determining the inflation factor.

The Board notes that the use of an actual GDPPI, which the Board has chosen for
expediency and to avoid significant debate within a CRP, means accepting that
changes in other costs too may have a lag affect on rates. Its fairness over time
would appear to rely on consistently using the same approach, including consistently
choosing comparable data on which to base the I-factor determination.

The Board accepts for now that the changes in the Ontario corporate tax rates are or

_will be reflected in the GDPPI, and that no Z factor adjustment should be made at

this time with respect to the rate schedules currently in effect under the PBR plan.
The income tax changes, therefore, are to be considered to be captured in the

determination of the PCI.

In respect of the second issue relate to taxes, the Board notes that the Applicant has
not implemented the Board’s direction to decrease its base revenue by $900,000 to
reflect the adjustment of corporate income tax which took effect in May 2000 and
which is necessary to determine an appropriate base from which to go forward. That
direction appeared in paragraph 2.169 of the RP-1999-0017 Decision with Reasons.

An adjustment of this type is necessary in order to make the base in 2000 “normal”
for the future period when rates will be in effect. Union has suggested that because
the Board asked it to track changes in corporate income taxes for presentation and
consideration by the Board in its future assessment of the acuity of the GDPPI in
capturing tax changes, it decided to delay or forego the implementation of the

Board’s direction.
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tax information disclosure, addressed later in this section, will allow for adequate

monitoring of these issues.

With respect to the third point, the Board accepts the evidence of Dr. Mintz that in a
competitive market tax reductions will tend to lead to lower prices, but does not agree
with his conclusion that the tax savings of disallowed expenses should be passed on to
ratepayers. Such an approach takes no account of the increased expenditures from
which the tax savings arise. Presumably in a competitive market, if an entity incurs a
cost from which a tax reduction is gained, the increased cost works its way into prices
as well. A unilateral allocation of the tax savings to the ratepayers would seem to be an

inappropriately simplistic application of the competitive market principle.

With respect to the fourth point, the Board does not agree that the link between PiLs
and the stranded debt is relevant. All tax revenues are used for some purpose, whether
to fund programs or repay debt. To the extent tax deductions are allowed, there will
necessarily be a reduction in funds available for those other purposes. The relationship
between PlLs and the stranded debt is no different. This conclusion is supported by the
fact that the express purpose of PILs was to put municipal distributors on an equivalent
basis with tax paying distributors. The fact that PILs payments are allocated to the
stranded debt is a function of provincial policy and is not necessarily a permanent
feature. Finally, the Board notes that PILs from distributors are not the only, or largest,

source of funds currently paying down the stranded debt.

For all of these reasons, the Board rejects the proposal by Schools, and concludes that
tax savings arising from disallowed expenses, including purchased goodwill and
charitable donations, will not be allocated to ratepayers. Ratepayers have not paid for

the expense through rates, and therefore are not entitled to the tax benefit.

Fair market value “bump”

The Ministry of Finance required the re-valuation of distributor assets to market value,
effective October 1, 2001. This Fair Market Value Bump, or FMV Bump, adjusted the
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CORE TERMS: regulation, carrier, productivity, cap, rate of return, tariff, exogenous, consumer, formula, competi-
tive, notice, tentatively, interstate, ratepayer, innovation, network, telecommunication, depreciation, monitoring, com-
menter, customer, regulated, annual, differential, pricing, basket, reply, tentative, shifting, earning

ACTION:
[**1]

REPORT and ORDER and SECOND FURTHER NOTICE of PROPOSED RULEMAKING

OPINION:

[*2876] By the Commission: Commissioners Patrick, Chairman; and Quello issuing separate statements;
Commissioner Dennis concurring and issuing a statement at a later date.

I. INTRODUCTION

1. For the past two years we have been evaluating our current approach to regulating dominant carriers' rates for
interstate basic service offerings to determine if our policies continue to further the objectives they originally were
designed to achieve. Our current approach is based on the following theory: that limiting a dominant carrier's profit on
invested capital to "normal" levels is the most effective means of restraining its market power, enhancing consumer
welfare, and furthering the public interest in jusi, reasonable, and non-discriminatory rates. For more than twenty years
we have been administering an increasingly elaborate regulatory system based on this theory. During that time
circumstances in telecommunications markets have changed dramatically. Our examination of these changes and our
experience administering this system lead us to conclude that our approach actually impedes, rather than facilitates,
[¥*2] the achievement of our statutory goals with regard to the regulation of the American Telephone and Telegraph
Company (AT&T) and local exchange carriers (LECs).

2. We also have been considering whether our statutory goals are more likely to be achieved by implementing an
alternative regulatory approach, commonly referred to as incentive regulation. In comparison with existing regulation,
this approach is more likely to help strengthen the [*2877] competitiveness of American industry in domestic and
international telecommunications markets, and, most importantly, help ensure that consumers share in the benefits of
the information age through lower rates and a wide array of high quality services.

3. In this Order, we find that incentive regulation represents an improvement over our existing regulation of AT&T
and the LECs. We adopt rules implementing incentive regulation for AT&T on a mandatory basis. We will begin to
apply those rules in May of 1989 in conjunction with our review of a tariff filing by AT&T conforming to those rules.
AT&T is directed to make that filing on 45 days' notice, to be effective July 1, 1989.

4, In this Order, we also propose a plan and schedule {**3] for implementing price cap regulation for LECs. Un-
der our proposal, price cap regulation would be mandatory for all depooled, Tier I LECs, and optional for all other de-
pooled LECs. Although it may be possible to implement the proposed plan as early as January 1, 1990, it is more likely
that implementation would occur in conjunction with the LECs' next annual access tariff revisions, which currently are
scheduled to be filed on March 30, 1990, to be effective July 1, 1990.
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n402 NTIA Comments at 9-10 & App. A.

n403 Id. at App. A at 5.

n404 USTA Reply at 31 n.79; Pactel Reply at 71-72.
n405 USTA Reply at 31 n.79.

[**184]

192. A third set of commenters prefers the use of an industry-specific cost index. Most states that commented on
this issue advocate the development and use of a telephone industry-specific cost index. The DC PSC wants us to de-
velop a telephone company based cost index, or at least raise the productivity offset to compensate for the use of the
GNP-PI, which they claim is higher than an actual cost index would be. n406 The Maryland PC also proposes develop-
ment of an industry-specific cost index, objecting to the use of GNP-PI because telephone company price increases have
lagged behind overall inflation. n407 The Ohio PUC suggests we use GNP-PI for the initial four-year period of price
caps, but solicit comments on the development of an industry specific cost index, developing the index during that ini-
tial four years. n408 Ad Hoc also is willing to accept use of the GNP-PI, but prefers the use of an industry-specific in-
dex. n409

n406 DC PSC Comments at 10. See Wisconsin PSC Comments at 6-7.

n407 Maryland PC Comments at 16-17. Contra USTA Reply at 30-31; Pacte} Reply at 69-70.
n408 Ohio PUC Comments at 14-15.

n409 Ad Hoc Comments at 23.

ili. Discussion

193. None [**185] of the commenters in this proceeding have persuaded us to discard the GNP-PI as the measure
of inflationary changes faced by dominant carriers. In proposing the GNP-PI, we sought an index that would reflect
changes in the costs that carriers face and that would not exhibit volatility attributed to inflationary pressures in one or
two sectors of the economy. We also sought an index that could not be influenced by individual carriers or groups of
carriers. While we recognized that no existing index perfectly reflects the cost changes faced by the industry, we found
that a broad-based [*2973] index would best match the criteria we sought in a carrier inflation indicator. Based on a
review of these factors and the arguments presented by parties, we continue to believe the GNP-PI is the best option
among existing indexes for measuring the cost of inflation for the purposes of our price cap formula.

194. As we stated in the Further Notice, the GNP-PI summarizes price changes in all sectors of the economy. n410
This characteristic is important in several respects. First, the broad-based nature of the GNP-PI means that changes to
the statistic cannot be substantially influenced [**186] by inflationary pressures experienced by only one or two eco-
nomic sectors. Furthermore, the carriers themselves can do little to influence changes to the GNP-PI. Finally, the
broad-based GNP-PI better reflects the inflationary pressures faced by carriers than does a narrower index focusing on
prices faced by consumers or manufacturers.

n410 Further Notice, 3 FCC Red at 3390 (para. 348).

195. In contrast to the GNP-PL, the CPI and PPI reflect fewer sectors of economic activity and thus, by their very
nature, are more volatile and are less likely to reflect the costs faced by carriers. n411 Arguments that contracts for cer-
tain goods and services are tied to CPI increases, or that PPI sub-indexes should be employed, are beside the point. Not
all contracts are tied to the CPI, nor does the PPI or its sub-indexes measure exactly the cost change of every inputa
carrier uses. In searching for an index that reflects the totality of the inflationary pressures faced by carriers, the broad-
based GNP-PI is superior to indexes that reflect only consumer prices or the prices faced by manufacturers.

n411 1d. at 3391 (para 350) & n.773.

[**187]

A
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[*3001] iii. Discussion

248. To ensure that ratepayers are better off under price cap regulation, and to pass on directly to them gains result-
ing from efficiency improvements that we expect will result under a price cap system, we proposed to add the Con-
sumer Productivity Dividend (CPD) of 0.5 percent to the productivity factor. The CPD ensures that consumers are the
first beneficaries of added efficiency under price caps, since prices will be 0.5 percent lower than otherwise. Only after
AT&T achieves this degree of efficiency will it be in a position to reap rewards. As a result, the CPD essentially repre-
sents a guarantee that under a price cap system, inflation-adjusted rate reductions will exceed the historical average un-

der rate of return.

249. We remain convinced that a CPD of 0.5 percent provides the best balance of shareholder and ratepayer inter-
ests. This level represents a degree of added efficiency that appears achievable by AT&T, and will at the same time
constitute a significant benefit to consumers. n545 No commenter has given any data supporting an argument that the
CPD should be either higher or lower. There is good reason to avoid setting the CPD either [**237] too high or too
low. Ifit is too low, ratepayers may not reap direct short run benefits from price caps in the form of lower rates. . As we
have previously discussed, competition for AT&T's services is not sufficient by itself to ensure that ratepayers receive
an immediate benefit, absent the CPD. n546 If it is set too high, AT&T may be compelled to cut its prices below its
costs, and thereby threaten its own profitability and disrupt the competitive forces that do exist. Thus, setting the CPD
too high is not a costless insurance policy, as the New York DPS argues.

n545 The productivity adjustment ensures that ratepayers receive the same benefits from tecinological advances under price caps as
they would have under rate of return regulation, and the CPD adds further protection for ratepayers.

n546 See Section I1.C.1.b, supra.

250. Furthermore, we find that the present discounted value of the CPD for the next four years should not be
passed through in the form of up-front rate cuts. As several parties argue, such cuts might drive initial price cap rates
below the zone of reasonableness. Also, by lowering the price cap each year, the CPD as proposed ensures that real
[*¥*238] prices will fall each year.

251. The alternatives to price caps proposed by several parties all provide somewhat weaker incentives to effi-
ciency than do price caps, and may not generate as many consumer benefits. Most require some sharing of savings
based on a carrier's performance, with consumers sharing in profits only after a carrier has managed to eamn a targeted
rate of return. A price caps plan for AT&T that includes a productivity factor in which we have a high degree of
[*3002] confidence and the CPD, not only gives AT&T an incentive to be as efficient as possible, but also ensures that
consumers, not carriers, get their share of efficiency gains first. Relative to the proportional "sharing" mechanisms, the
price cap system places consumers at the head of the line. Because the sharing mechanisms the parties propose may
give lesser incentives to efficiency, they provide lower consumer benefits than our Consumer Productivity Dividend for
AT&T. The parties that urge use of financial adjusters as a way of sharing productivity gains under price caps argue
that the LECs, not AT&T, lack effective competition to restrain pricing and overall rate of return. Thus, they argue,
[**239] the sharing mechanism in the financial adjusters is necessary as a protection for ratepayers. However, AT&T
faces competition to varying degrees for some of its services, which provides a constraint on AT&T's prices and earn-
ings. The protection for ratepayers provided by the financial adjusters is purchased at the price of reduced efficiency
incentives. Although not strong enough by itselfto protect ratepayers, the competition AT&T faces provides a measure
of protection for ratepayers, and lets us avoid the reduced efficiency incentives which would result from using financial
adjusters. In a later section of this Order, we discuss further the possible application of these sharing mechanisms to the

LECs.

252. In addition, we reject suggestions that we simply freeze rates, with no adjustment for inflation or productivity.
We find that rate freezes, while of some benefit to consumers, raise substantial legal concerns under our statutory sys-
tem of carrier-initiated rates, and may not permit the carrier to recover legitimate cost increases. Rate freezes may also
cause rates to depart from costs in a random and unpredictable manner.

d. Exogenous Costs
i. Summary of Further [**240] Notice

253. In the Further Notice we proposed that price cap levels should vary, not only in response to changes in infla-
tion and to expected improvements in productivity, but also in accordance with changes in certain exogenous costs. We
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defined "exogenous costs" n547 as costs which change due to changes in laws, regulations, or rules, or due to other ad-
ministrative, legislative, or judicial changes beyond a carrier's control. n548 We tentatively found that we must adjust
the cap for such costs in order to assure that the price cap formula does not lead to unreasonably high or unreasonably
low rates.

n547 We also referred to these costs as "exogenous factors” and "Z costs.”

n548 3 FCC Red at 3383 n.738.

[*3003] 254. We proposed to treat the following as exogenous cost changes: changes in access charges paid by
AT[T] changes in costs due to tax law changes; changes in the rate of flow-back of excess deferred taxes; changes in
expense levels due to the expiration of current amortization programs; changes due to amendments to Part 36 of this
Commission's Rules, the Jurisdictional Separations Manual; n549 and changes due to amendments to Part [**241] 32
of this Commission's Rules, the Uniform System of Accounts (USOA). n550 We proposed not to extend exogenous
cost treatment to changes in depreciation expense caused by changes in depreciation rates, nor to changes in interna-
tional accounting rates. In this section we first address several issues raised by the parties concerning theoretical and
practical aspects of using exogenous cost factors to adjust the price cap. We then discuss the exogenous costs named in
the Further Notice, n551 as well as several additional exogenous cost factors proposed by commenting parties.

n549 47 C.E.R. §§ 36.001 et seq.
n550 47 C.F.R. §§32.001 et seq.

n551 We do not discuss here those exogenous cost fators which would apply only to local exchange companies.

ii. General considerations

255. Ad Hoc contends that our proposal to allow adjustments for a variety of exogenous cost factors will allow
significant double counting of costs. By "double counting” Ad Hoc means that cost changes which affect the industry
generally, and which are thus reflected in the GNP-PI, may also be treated as exogenous cost factors. n552 To avoid
double counting, Ad Hoc suggests that carriers be required [**242] to petition for all exogenous cost adjustments ex-
cept for adjustments to reflect changes in access tariffs. Such petitions, Ad Hoc argues, should be granted only if the
carrier demonstrates that the cost change at issue is not reflected in the GNP-PI. n553

n552 Ad Hoc Comments at 29-30.
ns53 1d. at 37.

256. We agree that we should not treat as exogenous cost factors those cost changes which are already adequately
reflected in the GNP-P1. We do not, however, share Ad Hoc's belief that the only way to prevent double counting is to
require a special showing each time a carrier seeks an exogenous cost adjustment. In our view, there are some types of
cost changes which are imposed on the carrier by governmental action and which are unique to common carriers. These
are not likely to be reflected in the GNP-PI, and therefore [*3004] can be identified by type as exogenous. There are
other types of costs which would ordinarily be reflected in the GNP-PI, but which might, under unusual circumstances,
warrant exogenous treatment on a case-by-case basis. In our discussion, below, of the different types of costs for which
we or others have proposed exogenous treatment, we include [**243] the question of possible double counting in our

analyses.

257. Several parties raise questions about the manner in which exogenous cost changes are calculated. Michigan
PSC Staff urges us to define the manner in which each exogenous cost adjustment is to be calculated, in order to assure
that the formula will be uniformly applied. n554 DC PSC complains that the Further Notice did not adequately explain
how we will assure that both direct and indirect benefits associated with changed regulatory requirements will be passed
on to consumers. . GTOC asks that we clarify the manner in which the return-on-investment component of an exoge-
nous cost change will be calculated. n555 The calculation and allocation of exogenous costs are discussed in Section
H1.C.1.e., below. Consistent with the use of historical, rather than forecast, costs in our formulas, AT&T should use its

32
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actual rate of return on interstate investment during the base period to calculate the retumn-on-investment component of
€X0genous costs.

n554 Michigan PSC Comments at 22.

n555 GTOC Comments at 49-52. GTOC argues that our discussion of exogenous costs implies that we are referring to changes in
revenue requirement and not merely to changes in expense. GTOC points out that, if we do intend to adjust for changes in revenue require-
ment, then we must provide a way to calculate the return component of that revenue requirement. GTOC notes as an example the recent
Separations Manual change involving the use of dial equipment minutes. According to GTOC, 42 percent of the revenue requirement reduc-
tion associated with this change is due to retum on investment and taxes. GTOC also argues that if exogenous cost changes are not intended
to include retum on investment, then they will not be fully captured. GTOC suggests that we continue to prescribe a rate of retum for use in
calculating exogenous cost changes, and that we continue to use the current prescription for the next four years or urtil we determine that

represcription is necessary. Id.

[**244]

258. DC PSC argues that carriers should be required to forecast the value of any exogenous cost change which can
be reasonably estimated in advance. DC PSC believes that requiring carriers to adopt preliminary estimates of exoge-
nous cost adjustrents is necessary to avoid jurisdictional cost shifting. n556 Pactel states that if a cost change clearly
will occur [*3005) and accurately can be predicted, that change should be included for the period during which a tariff
will be in effect. Changes which cannot be predicted should, according to Pactel, be included in the next annual filing
after the changes occur. n557 As discussed at II1.C.1.e.i,, infra, our requirement that the PCI be continuously updated
should address the concerns of these parties.

n556 DC PSC Comments at }1-13. The DC PSC states a particular concem that, if carriers are not held to forecasts of cost changes
due to changes in jurisdictional separations rules, then joint boards which adopt separations changes might have to reinvestigate the doflar

effects of their actions in {ater years.

n557 Pactel Comments at 40.

il TACCesS charges T T T T T T T T s e e e

259. No commenting party opposes treating access charges paid [**245) by AT&T as exogenous costs, though a
few express some skepticism about our assumption that access costs are wholly beyond AT&T's control. n558 ACTA
and PRTC propose that AT&T be required to adjust the price cap for access charge changes quarterly, rather than annu-
ally. They believe that annual adjustments would foster predation in a time of falling access prices, while offering in-
sufficient opportunity for cost recovery in the case of rising prices. n559 In addition, several parties argue that, in order
to prevent AT&T from allocating access cost adjustments unfairly among its services, we should specify the manner in
which AT&T must flow access cost changes through to particular services or rate elements. n560

n558 See ACTA Comments at 12 n.12; Bell Atlantic Comments at 11-13.
n559 ACTA Comments at 13-14; PRTC Comments at 23-25.

n560 MCI Comments at 65-67; New York DPS Comments at 22-23; US Sprint Comments at 21; Cable & Wireless Reply at 14-15;
MCI Reply at 26-27.

260. We adopt our proposal to treat switched and special access charges as exogenous costs. The rates which the
LECs charge to AT&T for local exchange access are determined by tariffs filed by the LECs and [**246] reviewed by
this Commission. Although actions taken by AT&T may have an impact on some of the costs which the LECs seek to
recover through their access rates, the regulatory process through which this Commission decides whether to suspend,
reject, or investigate an access tariff, or to allow it to take effect as filed, is beyond AT&T's control. Furthermore, be-
cause access charges are both unique to telecommunications companies and, for AT&T, very large, the impact on
AT&T of changes in the price of access would not be adequately represented by the GNP-PI. For these reasons,
changes in rate levels charged to AT&T for switched and special access will be considered as exogenous cost changes
which trigger adjustments to AT&T's price caps.

[*3006] 261. While we agree that there is a possibility that undue distortions in the relationship between AT&T's
costs and its prices could occur if significant access cost changes were not passed through in a timely fashion, we do not
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agree that quarterly filings are necessary to avert this possibility. We believe it will be more efficient to address the
necessity for midyear adjustments to AT&T's price cap index at the time that access charge [**247] changes are al-
lowed to take effect. The allocation of access cost adjustments among AT&T's services is discussed in detail in Section

If1.C.1.e., below.
iv. Tax law changes

262. Summary of Further Notice. In the Further Notice we tentatively found that, because tax law-changes are im-
posed by government action and not controllable by carriers, changes in tax liability due to changes in the tax laws
should be flowed through to the price caps. We proposed that carriers use historical, rather than projected, costs in cal-
culating the adjustment for tax law changes. n561 We also proposed that price caps should be adjusted in the event of a
change in the rate at which a carrier is flowing back to the ratepayers excess deferred taxes. n562

n561 3 FCC Red at 3215 (paras. 404-05).

n562 Deferred taxes represent tax expenses which are deferred to a future accounting period pursuant to the tax normalization methods
described in Section 32.22 of this Commission's Rules, 47 C.F.R. § 32.22. The Tax Reform Act gave rise to excess deferred taxes when it
reduced the corporate tax rate. Because of this tax rate reduction, a portion of the deferred taxes which were included in the cost of regulated
service prior to 1987 at the old rate will now never have to be pad. Pursuant to Section 203(¢) of the Tax Reform Act, common carriers
flow back these excess deferred taxes to ratepayers following the "average rate assumption method." That method spreads the return to the
ratepayers of excess deferred taxes over a period of years which corresponds roughly to the life of the asset

[**248]

263. Pleadings. All carriers commenting on this issue believe that tax law changes should be treated as exogenous
costs in calculating the PCI. n563 In support of this view, SWB asserts that exogenous treatment of tax law changes
satisfies the two objectives of the exogenous cost adjustment. According to SWB, those objectives are (1) to maintain
the relationship between price and cost; and (2) to hold carriers responsible for operational decisicons and for the ordi-

nary risks of doing business. n564

n563 See, e.g., NYNEX Comments at 28; SNET Comments at 10; SWB Comments at 31; BellSouth Comments at 23.
n564 SWB Comments at 31.

[*3007] 264. Ad Hoc, API, TCA, and DC PSC all oppose allowing an exogenous cost adjustment for changes in
the tax laws. Ad Hoc, supported by TCA, argues that changes in the general tax laws affect all industries in a manner
which directly affects the GNP-PI. n565 Therefore, according to these parties, allowing an exogenous cost adjustment
for tax law changes constitutes double-counting. API adds that, in discussions with BLS, it was apprised that changes
in tax laws are generally factored into indexes such as the GNP-PI. n566 DC PSC agrees that [**249] there may be
double-counting and notes that, under our proposal, they might even be able to adjust rates for increases in social secu-

rity taxes. n567

n565 Ad Hoc Comments at 28; TCA Reply at 19 n.39.
n566 AP Comments at24.
n567 DC PSC Comments at 13.

265. Several carriers dispute the contention that tax law changes are reflected in the GNP-PI. BellSouth asserts
that there is no a priori reason why a tax increase necessarily results in an inflation increase, and that the empirical ques-
tion whether industry-specific or broad-based tax changes are determinants of changes in the GNP-PI has not been an-
swered on the record in this proceeding. BellSouth also states that, because utilities traditionally serve as tax collectors
for all levels of government, they are subject to a variety of assessments unique to the business world. BellSouth con-
tends that this type of tax should continue to be passed on to ratepayers, just as it is under rate of return regulation. n568

n568 BellSouth Reply at 56-57.
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266. NYNEX argues that the claim of double-counting is incorrect because the GNP-PI does not reflect cost
changes currently, but only after the economy has had a chance to [**250] react to those changes. According to
NYNEX, a price cap formula which did not account for tax law changes on a current basis would result in improper
market signals, including demand distortions and inappropriate reallocation of resources in the general economy. n569

n569 NYNEX Reply at 43. In NYNEX's view, allowing a separate exogenous cost change for tax law changes is no different from
what happens in rate of return regulation. Under rate of retum, carriers adjust rates to reflect tax changes; later, operational costs reflect the
reaction of the economy to those changes. NYNEX believes that to change this policy would be "unduly burdensome . . . and likely to re-
quire lengthy administrative procedures.” Id. at n.73.

{*3008] 267. Pactel and USTA contend that Ad Hoc misunderstands the differing functions of the GNP-PI and
the exogenous cost adjustments. They state that the GNP-PI accounts for general changes in the level of input prices
faced by carriers, while the exogenous cost adjustment is for specific cost changes that would not be reflected in the
GNP-PI. Thus, they claim, the effect of tax changes on price levels in the economy is reflected by the GNP-PI, but
[**251] the change in a carrier's own tax liability is not reflected by the GNP-PI and must therefore be recognized
through a separate cost adjustment. n570

n570 Pactel Reply at 72-73; USTA Reply at 42-43.

268. New York DPS seeks assurance that state and local tax law changes will also be treated as exogenous cost
factors. In this regard, New York DPS contends that a recent repeal in New York of property tax assessments on central
office equipment will, when fully implemented, reduce interstate telephone costs in New York State by about $ 60 mil-

lion. n571

n571 New York DPS Comments at 21.

269. Several parties seek amplification of certain aspects of our proposed treatment of tax law changes. BellSouth,
Bell Atlantic, and NYNEX all ask us to make clear that carriers may "gross up” cost changes due to changes in income
tax laws. They claim that the impact of tax cost changes must be calculated in this way in order to recognize a special
characteristic of income tax expense, namely, that it is not tax deductible. n572 NYNEX and Bell Atlantic imply that if
we do not allow them to gross-up tax cost changes when they calculate the PCI, we will cause them to violate deprecia-
tion [**252] and investment tax credit normalization requirements of the Internal Revenue Code. BellSouth simply
urges us to "adjust {our] procedures and formulas accordingly, if necessary” to assure that carriers remain eligible for
accelerated depreciation and investment tax credits. n573

n572 BellSouth Comments at 23 n.27; NYNEX Comments at 29-30; Bell Atlantic Reply at 7n. 15.

n573 BellSouth Comments at 61.

270. NYNEX also requests that we clarify that changes in tax liability are to be represented by changes reflected
on the financial statement and not by changes reflected on the company's tax return. NYNEX states that calculating
exogenous cost changes by using liability reflected on the tax return could cause any changes involving accelerated de-
preciation to flow through in violation of the Internal Revenue Code. n574 Finally, NYNEX asks us [*3009] to con-
firm its understanding that tax costs include both current and deferred taxes.

n574 NYNEX Comments at 29.

271. Ameritech argues that we should also treat as an exogenous cost any increase in tax liability that a carrier
might experience due to the general repeal of the investment tax credit. Ameritech states that [**253] as the pool of
unamortized investment tax credits is amortized, the amount of tax expense reduction due to the investment tax credit
will decline. Ameritech contends that, because the initial price cap rates will reflect past, higher levels of investment
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tax credits, the decline of the investment tax credit constitutes an exogenous cost increase which must give rise to an
adjustment like that which we proposed for changes in the rate of flow-back of deferred taxes. n575

n575 Ameritech Comments at 34 n.16.

272. Discussion. It appears that our proposal to treat tax law changes as exogenous was at once overly-simplified
and too complex. We agree with the parties who contend that treating tax law changes of all sorts as exogenous would
likely result in significant "double-counting” of cost changes already reflected in the GNP-P1. At the same time, we
believe that if there are tax law changes which affect AT&T uniquely or disproportionately, and which are sufficiently
large that endogenous treatment would render price cap rates unreasonably high or low, then those changes should be
treated as exogenous cost adjustments. We therefore do not adopt our proposal. Instead, tax law [**254] changes will
be presumed to be endogenous, but AT&T will be permitted to request exogenous treatment. n576

n576 Failure by AT&T to propose exogenous treatment of an unusual tax decrease would provide reason for an investigation of < rQJ‘(
AT&T's annual filing. -
o vj

273. Anentity as large as AT&T, with employees and property spread throughout the country, is subject to many
different kinds of taxes imposed by a multitude of taxing jurisdictions. These taxes change routinely from time to time,
and are part of every company's ordinary risk of doing business. The overall effects of such tax law changes on prices
are, to some extent, reflected in price indexes.

274. In one sense, BellSouth is correct that questions about how, to what extent, and when tax law changes are re-
flected in the GNP-PI are empirical questions which are, as yet, unanswered. However, BellSouth's implication that
those answers could easily be discovered is not correct. The flow-through of corporate taxes to prices, and thus to price
indexes, {*3010] has long been a complex and controversial topic in the literature of public finance. n577 We cannot,
and need not, resolve that debate here.

n577 See generally, R. Musgrave & P. Musgrave, Public Finance in Theory and Practice, Chs. 13, 14 & 19; The Changing Distribution
of Federal Taxes: 1975-1990, Congressional Budget Office, Oct. 1987; A. Atkinson & J. Stiglitz, Lectures on Public Economics.

[**255] =

275. The parties who argue that the GNP-PI may reflect the impact of tax law changes on the prices AT&T pays
for the goods and services it buys, but that it does not reflect the impact of those changes on the carrier's own tax ex-
pense, take too restricted a view of the GNP-PI and its role in our price cap formula. First, it is incorrect to view the
GNP-PI as merely a measure of the costs of the things AT&T must purchase. As a very broadly based price index, it
measures changes in all of the costs which affect prices in the economy. Tax costs are among that broad totality of
costs. Second, we do not use the GNP-PI in our formula to represent the percentage by which each, or any one, type of
cost faced by AT&T will rise or fall. Rather, it is used to indicate how AT&T's prices should be allowed to rise or fall
in response to the rising and falling of all of its costs, whether paid to outside suppliers, to its own managers, workers,
creditors and shareholders, or to the tax collector.

L 2

276. Since we are not adopting our proposal to treat tax law changes as exogenous cost adjustments, we do not dis-
cuss in detail all of the pleadings which addressed technical aspects of that proposal. [**256] We do note, however,
that we never intended to place carriers in violation of the Internal Revenue Code, and that any exogenous tax changes
which we do allow will be required to be calculated and applied in a manner consistent with the tax laws.

v. Separations Manual Changes

277. Summary of Further Notice. In the Further Notice we proposed to require adjustments to the PCI for changes
in interstate costs due to changes in the Jurisdictional Separations Manual. n578 We proposed that such changes be cal-

culated based on historical costs.

n578 Part 36 of this Commission's Rules, 47 C.F.R. §§ 36.1 et seq.
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ACTION:
[**1]

SECOND REPORT AND ORDER

JUDGES: By the Commission: Commissioner Duggan concurring in part and dissenting in part and issuing a separate
statement.

OPINION:
[*6787] I. INTRODUCTION AND BACKGROUND

A. Statement of purpose

1. This Report and Order adopts a new system of regulating the interstate common carrier services of the Nation's
largest local exchange carriers (LECs). These companies, in providing the critical telecommunications link between a
customer's premises and the interexchange networks, have until now been regulated under a "cost-plus” system of regu-
lation, in which rates the LECs can charge for services are based on costs plus a return on invested capital. By our ac-
tion today, the "cost-plus” system of regulation will be replaced for the largest of the LECs on January 1, 1991, with an
incentive-based system of regulation similar to the system we now use to regulate AT&T. Incentive regulation will
reward companies that become more productive and efficient, while ensuring that productivity and efficiency gains are

shared with ratepayers.

2. In designing an incentive-based system of regulation for the largest LECs, our objective, as with our price caps
system for AT&T, is to [**2] harness the profit-making incentives common to all businesses to produce a set of out-
comes that advance the public interest goals of just, reasonable, and nondiscriminatory rates, as well as a communica-
tions system that offers innovative, high quality services. To accomplish this objective, the plan we adopt for LECs
modifies the tariff review process to set a ceiling, or cap, on the prices LECs can charge for their interstate offerings.
The price cap is subject to an annual adjustment that ensures prices will drop in real, inflation-adjusted terms. LECs
that can outperform the productivity level embedded in the annual adjustment mechanism are rewarded with the ability
to retain reasonably higher earnings than would be available under the former regulatory system. Depending upon their
achieved returns, their ratepayers share in those earnings. Those LECs able to decrease prices beyond the required level

can retain an even greater amount of earnings.

3. Price cap regulation of LECs, as we have designed it, is intended to produce rates within a zone of reasonable-
ness. Higher earnings will be shared with, or returned to, ratepayers. The checks and balances built into the system
[**3] ensure that, with periodic review and adjustment, price cap regulation can serve as a long term mode of regula-
tion for the LECs subject to it. In this respect, we view price cap regulation no differently than many of the state gov-

3B
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SBA Supplemental Commentsat 5, 18; IDCMA Supplemental Reply at I; Boeing Computer Supplemental Reply at 2; DC People’s Counsel
Supplemental Reply at1-2.

n56 E.g., MCI Supplemental Reply at4-6; TCA Supplemental Reply at 5-6; Ad Hoc Supplemental Reply at 9; Executive Agencies
Supplemental Reply at 11; Comptel Supplemental Comments at 2-3; Corporate Committee Supplemental Comments at 21-22; DC PSC
Supplemental Comments at 9-10; Missouri PSC Comments at 1-2; Michigan PSC Comments at 1; NARUC Reply at 1, 4-5; Local Telecom
Comments at 7; Metropolitan Reply at 11-14; lowa Comments at 2-4.

[**44]
E. Summary of the Order

45. The Order is divided into the following substantive sections. The first section discusses the operative portions
of a price cap regulatory system. We begin with a discussion of the capping mechanism, including the sharing and ad-
justment device. Next, we discuss the services that price cap regulation will apply to. In the baskets and bands discus-
sion, we review necessary limits to LEC pricing flexibility. We then discuss our use of actual rates as a basis for
launching price cap regulation. The next sections discuss eligibility requirements, tariff review standards, and issues
relating to small companies that will continue to be regulated under rate of return.

46. The Order next reviews the monitoring requirements we will impose. We discuss expanded service quality re-
quirements, our current monitoring efforts, as well as the performance review that we will undertake after the third year
of price cap regulation. We also briefly discuss how the price cap system affects other existing regulatory programs.
We conclude with a discussion of our legal authority to adopt price cap regulation for LECs.

II. THE PRICE CAP PLAN
A. The Price Cap Index [**45]

47. The Price Cap Index (PCI) is designed to limit the prices carriers charge for service. By employing a regula-
tory system that shifts our focus to prices while permitting retention of some reasonably higher earnings, we provide
carriers an incentive to become more productive, and to offer new services. To provide a quantitatively achievable in-
centive for the LECs, the price cap mechanism includes components that reflect historical LEC productivity, and then
requires them to out-perform historical trends. These factors are the productivity offset and the Consumer Productivity
Dividend. The establishment of an objective productivity hurdle that applies to prices in each year of the plan provides
the LECs an incentive to be more productive, since an improved productivity performance above the amount required
by the formula permits them to generate and retain higher earnings.

48. The PCI contains three components. The first two, a measure of inflation less a productivity offset, represent
the amount by which carrier productivity has historically exceeded productivity in the economy generalty. The value
attached to the PCI is further permitted to move up or down in response [**46] to specific exogenous cost changes.
Exogenous cost changes are generally outside the carrier's managerial control and are often the product of this Commis-

sion's own regulatory actions.

49. In broad terms, the PCI is the first test of whether a carrier's tariff filings qualify for streamlined review. By
setting price limits that are defined by changes in input costs, the formula controls aggregate rates charged by carriers
from fluctuating beyond a "zone of reasonableness". The component parts of the formula -- the measure of inflation,
the productivity offset (including the Consumer Productivity Dividend), and the specific exogenous factors -- are dis-
cussed below. n57

nS57 The PCI for the LECs, like that of AT&T, will be initialized at a level of 100, consistent with its structure as a fixed weight, or
Laspeyres, index. See Appendix F.

1. GNP-PI

50. As the Commission found in adopting price cap regulation for AT&T, we believe that the Gross National
Product Price Index (GNP-PI), regularly calculated by the U.S. Department of Commerce, is the best inflation adjuster
available for use in the price cap index. In proposing the GNP-PI, the Commission sought an index that [**47] would
reflect changes in costs that carriers face and that would not exhibit volatility attributed to inflationary pressures in one
or two sectors of the economy. The Commission also sought an index that the LECs could not influence or manipulate.
While we acknowledge that no [*6793] existing index perfectly serves these purposes, we find that a broad-based in-
dex best matches the criteria we seek in an indicator that measures changes in the cost of factors of production. After
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considering various other indicators, including the Consumer Price Index (CPI), the Producer Price Index (PPI), and the
Gross National Product deflator (GNP deflator), we are persuaded that the GNP-PI is the best option available. While
we adopted the 75-day GNP-PI estimate for AT&T, we find that different considerations are determinative here, and
that the 45-day estimate is more appropriate for LEC use. As the LECs noted in earlier pleadings, n38 the use of the 75-
day estimate would leave them inadequate time to incorporate the GNP-PI for their annual tariff filing in April. Ac-
cordingly, we are adopting the 45-day GNP-PI estimate for use by price cap LECs.

n58 See, e.g., Centel Comments at 9; GTOC Comments at 37-39 and App. 5; Pacte] Comments at 19; USTA Comments at39;
NYNEX Comments at 34; Rochester Reply at 16-17; US West Comments at 46. AT&T made no such argument. See AT&T Price Cap Or-
der, 4 FCC Rcd at 2974 n. 414.

[++48)

51. In adopting price caps for AT&T, the Commission determined that the CPI and PPI reflect fewer sectors of
economic activity than does the GNP-PI, and thus are more volatile and are less likely to reflect the costs faced by carri-
ers. n59 The Commission suggested that the broad-based GNP-PI is superior to indexes that reflect only consumer
prices or the prices faced by manufacturers. Further, the Commission rejected the use of a current-weight index like the
GNP deflator, since such an index cannot be used to compare the present cost of an item with its cost in a previous pe-
riod.

n59 AT&T Price Cap Order, 4 FCC Red at 2972-74 (paras. 193-97). The CPl measures the prices urban consumers (about 80 percent
of consumers generally) pay for most goods and services for everyday living. The CPI does not irclude government-provided services (e.g.,
Medicare) or goods used by industry but not by consumers. The PPl measures changes in the net revenue received by producers, covering all
manufactured and processed goods. It does not include retail sales or services.

52. The GNP-PI, like the CPI, is a fixed weight index, and allows period-to-period comparison [**49] based on an
historical base period. n60 While the CPI summarizes price changes that occur in goods and services that consumers
purchase, the GNP-PI summarizes price changes that occur in all sectors of the economy, not just consumer items. The
expenditure categories and the weights within CPI, based on consumer items, cover only about 65 percent of the
changes considered by the GNP-PI. This is because the CPI includes nothing but final sales to consumers, while most
of the LECs' purchases are of intermediate and capital goods. While the GNP-PI does not mirror the LECs' expendi-
tures exactly, it does encompass investment goods as well as consumption expenditures. n61 Over the last thirty years,
the CPI and GNP-PI have been highly correlated, with the CPI's movements generally matched by GNP-PI movements
about 80 percent as large. The CPI is far more volatile, due in part to its emphasis on categories that have larger
weights in consumers' budgets than their importance in the economy as a whole, such as large increases for energy and
medical care. LEC commenters support the use of the GNP-PI. n62

n60 The historical base period is currently 1982; the base period is adjusted about every ten years.

n61 Further, to the extent that the LECs purchase their factors of production in numerous roughly competitve markets, the GNP-PI's
failure to capture their precise factor mix is not crucial. The GNP-PI is a broad-based index that reflects price experience in numerous mar-
kets, unlike a narrower index like the CPI which may be subject to forces not relevant to the LECs.

n62 See, e.g., CBT Comments at 5; SWB Comments at 7; Bell Atlantic Comments at 4. But see Ad Hoc Comments and ICA Com-
ments, ET1 Report at3 (recommending that we reexamine the GNP-PI to be sure it is a useful measure of LEC input costs).

[**50]

53. With regard to the GNP deflator, the Commission stated that it was not convinced that the correlation between
the GNP deflator and the AT&T predivestiture index, the major assertion made by commenters supporting use of the
GNP deflator, overcomes the difficulties of adopting a current year weight mechanism for use as a price index. n63 The
use of a current year weight means that the index cannot be used to measure price changes on a period-to-period basis,
since changes in the quarterly composition of GNP can affect the GNP deflator even if there were no changes in prices.
n64 As the Commission stated in adopting price caps for AT&T, the Commerce Department itself advises against using
the GNP deflator as a price index. n65

n6é3 A current-year-weight, or Paasche, index will luctuate according to changes in the relative compostion of the GNP, as well as to
changes in prices. See Appendix F.
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Joint Cost rules, we must require an exogenous cost adjustment to be made whenever regulated investment is reallo-
cated to nonregulated activities.

n184 See Second Further Notice, 4 FCC Red at 3019 (para. 301).

e. Expiration of amortizations

173. We find that expirations of amortizations to correct existing depreciation reserve deficiencies, which under
rate of return would create downward pressure on rates at the time the amortizations expire, should be considered ex-
ogenous costs under price caps, as some parties argue. n185 As we stated in the Second Further Notice, it would be un-
fair to ratepayers who are now bearing the cost of the amortization program if rates were not adjusted downward at the

end of the program. n186

nl85 See, e.g., Executive Agencies Comments at 7; Rochester Comments at 4; NY DPS Comments at 11-12; Ohio PUC Comments at
13.

n186 Second Further Notice, 4 FCC Red at 3017-3018 (para. 292). We do not resolve every issue raised by partics on the regulatory
treatment of amortizations. When the Commission reviews its amortization program, these issues will be considered. See Rochester Com-
ments at 4 {(whether future amortizations of depreciation reserve deficiencies should be given exogenous treatment).

[**149]
f. Access charges

174. Changes in interstate access rate levels that the LECs impute to themselves in the provision of interstate ser-
vices will be considered as exogenous cost changes that trigger adjustments to their price caps. n187 This treatment is
symmetrical to the exogenous treatment afforded AT&T for access charge changes.

n187 These services include corridor services and interstate-intraLATA services.

175. As we noted in the Second Further Notice, we have required those LECs that provide access for originating or
terminating their interstate basic service offerings to charge themselves the same tariffed access rates that they charge
independent interexchange carriers. n188 While we agree with SBA that the LECs can control changes in the cost of
access, the pass through of LEC access costs will not leave LECs without incentives to make their interexchange opera-
tions more efficient. n189 Interexchange operations are subject to a separate cap, under the rules we adopt today, and
must achieve productivity growth each year if prices are to generate the same or increased earnings. As in the case of all
price capped services, by "beating" the productivity benchmark, [**150] the LEC can retain higher earnings. Further-
more, if we did not require identical exogenous treatment for both AT&T and the LECs with regard to changes in ac-
cess, we would risk the creation of an anomalous situation by disrupting the competitive parity we have sought to en-
sure by requiring the LECs to charge themselves the same rate for access as that charged to independent interexchange
carriers. Accordingly, to account for this cost to the LECs, we must treat changes in access charges paid by them as ex-
ogenous costs, exactly as we do for AT&T. n190

n188 See Second Further Notice, 4 FCC Red at 3187 (para. 646). These rates are subject to Commission review.

n189 SBA Comments at 28-29.

n190 We decline toadopt USTA's suggestion to make exchange access costs incurred in the provision of joint services exogenous for
the secondary carrier. USTA Comments at 24-25. See also US West Comments & 26-27. Since access charges are being made exogenous
solely to provide parity to the regulation of interexchange service providers, we cannot extend exogenous treatmentto any and all circum-

stances in which a LEC pays access charges.

g. Tax law changes

176. [**151] We find that tax law changes are presumptively endogenous, despite the arguments of a number of
LECs that the GNP-PI will not reflect the costs of tax law changes. As explained in the Second Further Notice, the
GNP-PI is a very broad-based price index that measures changes in all costs -~ including tax costs -- that affect prices in
- the economy. n191 To grant LECs exogenous treatment of tax changes that are already accounted for in the GNP-PI

J,
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would be to "double-count™ their effect, a result that is inconsistent with the goals of price cap regulation to encourage
cost based rates. Indeed, we have tried to avoid the possibility of such "double-counting" in our treatment of tax law
changes for AT&T by presuming such tax changes to be endogenous. \1

n191 Second Further Notice, 4 FCC Red at 3010 (para. 275).

177. Nevertheless, if there are tax law changes imposed at any level of government that uniquely or disproportion-
ately affect LECs (as a class or individually), LECs may request exogenous treatment. We note that a number of parties
appear to advocate this treatment. n192 As with AT&T, the LECs that request exogenous treatment for such changes
must {**152) overcome the presumption that tax law changes are endogenous. s——1

nl192 See, e.g., Justice Reply at 18; NYDPS Comments at 14; Ohio PUC Comments at 9-10.

178. LECs argue that tax law changes should be given expedited treatment as exogenous because they are reflected
only gradually in the GNP-PI when they should be recognized at the time they change. n193 The timing and extent to
which tax law changes are reflected in the GNP-PI are empirical questions that are unknowable. As stated in the Sec-
ond Further Notice, the flow-through of corporate taxes to prices, and thus to price indexes, has long been a complex
and controversial topic in the literature of public finance that cannot, and need not, be resolved as part of this price cap J

proceeding. n194 -

n193 Rochester Commerts at 4-5. Accord Cente] Comments at 22-24; SWB Comments at 35; Ameritech Comments at 25-26; Centel
Reply at 25.

n194 Second Further Notice, 4 FCC at 3009 (para. 274). BellSouth argues that investment tax credit amortizations, and the flow back
of excess deferred taxes under Section 203(e) of the Tax Reform Act of 1986, should be given immediate exogenous treatment. See Bell-
South Comments at 45-46. We note that neither of these tax requirements were made exogenous inthe case of AT&T price caps, and that
BeliSouth has offered no showing asto why these tax requirements should be made exogenous for LECs. Furthermore, BeliSouth is the
only company that has requested this treatment. Accordingly, we reject BellSouth’s argument.

[**153]

179. Finally, we deny BellSouth's request to provide specific recitation of the various Internal Revenue Code sec-
tions that are referenced by a statement that we made in the Second Further Notice to the effect that nothing in the price
cap proceeding is intended to place carriers in violation of the Internal Revenue Code. n195 Listing some code sections
might create the mistaken impression that we have somehow selected certain sections of the code that we do not intend
to cover. This is not our intention. Rather, our intention is that no section of the Internal Revenue Code, including
those specifically noted by BellSouth, be violated by our price cap rules.

ni95 See Second Further Notice, 4 FCC Red at 3010 (para. 276).

h. Equal access costs

180. We will require that costs of converting to equal access be treated as endogenous. We do not agree with
PRTC that endogenous treatment of costs associated with equal access conversion is tantamount to changing the rules
on carriers in mid-stream. n196 While it is true that under rate of return regulation, the Commission allowed carriers to
recover equal access costs, the necessity for this support, [**154] at least for the largest LECs, has greatly diminished.
For the largest carriers, conversion has been largely completed, and its associated costs are embedded in existing rates.
This being the case, there is little need to encourage these LECs to convert to equal access by treating the costs of their
conversions as exogenous. Indeed, we believe that the difficulty of assessing equal access costs, and the corresponding
risk that these carriers could willfully or inadvertently shift switched access costs into the equal access category, argues
against exogenous treatment of these costs.

n196 PRTC Comments at 28-30; PRTC Reply at 19-20.
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