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INTRODUCTION
Grimsby Power Inc. (Grimsby Power) filed a cost of service application with the Ontario Energy Board (OEB) on December 23, 2015, seeking approval for changes to the rates that Grimsby Power charges for electricity distribution, to be effective May 1, 2016.

On June 24, 2016, Grimsby Power filed a settlement proposal encompassing all issues except (1) Operations, Maintenance and Administration (OM&A) costs, (2) Payments in Lieu of Taxes (PILs); and (3) the effective date of rates.
An oral hearing on the unsettled issues was held on July 13 and 14, 2016.

These are the submissions of OEB staff with respect to the three issues addressed at the oral hearing.  Staff notes that with the release of the Renewed Regulatory Framework for Electricity (RRFE)
report, the OEB has adopted an outcomes-based approach to regulation. The RRFE policy confirms a performance-based approach to regulation that supports the cost-effective planning and efficient operation of a distribution network. As stated in the OEB’s 2015 Hydro One decision, “The OEB intends the policy to provide an appropriate alignment between a sustainable, financially viable electricity sector and the expectations of customers for reliable service at a reasonable price.” Similarly, the OEB indicated, “Cost of service rate-setting affords the OEB an opportunity to examine, within the context of performance-based approach to rate-setting, details regarding the costs and activities underpinning distribution rates.” 
 On this basis, the review of OM&A expenses has transitioned towards an output and program-focused review with a focus on value for customers.
Operations, Maintenance and Administration Costs
In its Argument in Chief, Grimsby Power requested recovery of approximately $3.9M in OM&A expenses for the test year.  This level of OM&A expenses would represent a 62.5% increase over the $2.4M in OM&A expenses that were approved by the OEB in Grimsby Power’s 2012 cost of service rate application.
 
OEB staff notes that Grimsby Power filed an updated test year OM&A forecast of $3.7M, in response to undertaking J1.1, subsequent to the presentation of its argument in chief.  The updated test year OM&A forecast was based on 6 months of actual 2016 data through to the month of June and a forecast for the remainder of the months.  Though Grimsby Power’s argument in chief requested approval of $3.9M in OM&A in the test year, OEB staff will be using Grimsby Power’s revised forecast number of $3.7M as the starting point, when discussing any adjustments to OM&A.  This revised OM&A amount represents a 55% increase over expenses that were approved in Grimsby Power’s last cost of service application.
According to the applicant, $0.82M of the proposed increase to OM&A expenses is due to incremental costs for the forecasted addition of 8.22 full-time equivalent (FTE) positions over the incentive rate-setting (IR) period.
  In its argument in chief, Grimsby Power stated that the additional FTE positions were required to “support the significant growth in Grimsby Power’s customer base, and to support government-mandated initiatives such as the need to be more consumer-centric.”  The $0.82M represents Grimsby Power’s “normalized” incremental FTE expenses over the IR period.  In other words, Grimsby Power’s test year OM&A included the expected average incremental compensation cost for the planned additional FTEs. In the oral hearing, Mr. Curtiss of Grimsby Power acknowledged that the inclusion of “normalized” expenses was more akin to a custom IR filing rate than a cost of service filing.
  In response to undertaking J1.3, Grimsby Power forecasted that its incremental staffing expenses in the 2016 test year would be $0.3M.

OEB staff submits that it is not appropriate to include recovery of future FTE costs in the forecast test year OM&A for an application filed under the Price Cap IR framework.  OEB staff submits that Grimsby Power’s test year OM&A should be reduced to reflect the expected test year staffing expenses of $0.3M to reflect the true cost of providing service in the test year.  This would reduce Grimsby Power’s test year OM&A expenses to about $3.3M.
 The intent of a Price Cap IR rate-setting option is that any additional costs throughout the IR term should be managed through efficiency improvements and productivity gains.
OEB staff submits that this $3.3M amount represents the maximum amount that should be considered for OM&A costs for Grimsby Power for 2016. However, OEB staff notes that this amount would still result in an approximate increase from 2012 approved of 36%, and submits that further decreases from this level of spending are warranted. 
In its response to interrogatories
, Grimsby Power provided cost comparisons with its neighboring utilities in the Niagara region.  Table 1 below shows Grimsby Power’s cost performance for various metrics relative to the average Niagara region distributor, using the OEB’s 2014 Year Book data and adjusted 2016 data and Grimsby Power’s updated forecast of OM&A of $3.7M.
 
Table 1 – Grimsby Power OM&A Cost Performance vs. Average Niagara Region Distributor

	Metric
	Grimsby Power’s Performance Relative to Average

	
	2014 Yearbook Data
	2016 Adjusted

	Customers per km of line
	8%
	12%

	Customers per FTE
	12%
	-12%

	Operations and Maintenance Expense per Customer
	-25%
	10%

	Admin Expense per Customer
	0%
	16%

	OM&A per Customer
	-9%
	13%


Despite an increase in the density of customers in its service area relative to its prior IR period, Grimsby Power’s proposed 2016 OM&A would result in decreased cost performance per customer rather than an improvement in cost per customer as a result of achieving economies of scale.
OEB staff has also conducted similar analysis using the OM&A amount of $3.3 million reflective of its test year costs. In this scenario, the sample average OM&A per customer measures 3% below average. While this is an improvement relative to Grimsby Power’s initial request, even this level of OM&A spending constitutes an erosion of performance by 6 percentage points from 2014, over a period where customer density is increasing. OEB staff submits that this level of deterioration is unacceptable. 

While OM&A spending of $3.3M could be considered a ceiling, a floor level of spending can be determined by escalating the $2.4M approved in 2012 only by inflation and growth. The PEG report has established an average multiplier of 0.44% of OM&A per 1% in customer growth.
 Based on Grimsby Power’s growth rate over the period of 7%
 and annual inflation of 2%, the resulting OM&A expense would be $2.76M. This would result in OM&A per customer of $245, or 16% below average for the sample. 
OEB staff admits that Grimsby Power’s neighbouring utilities may not represent the ideal sample against which to compare Grimsby Power for the purposes of determining OM&A spending. The sample has been used in this analysis due to its inclusion by Grimsby Power in the evidentiary record to illustrate its relative rate levels. During cross examination by OEB staff, Grimsby Power expressed its disagreement with the use of this sample. However, when requested to provide a sample that it would consider more meaningful, Grimsby Power was unable to do so
. 
Nevertheless, OEB staff submits that tracking the movement of Grimsby Power’s spending as it relates to the rate of change for other utilities is a useful exercise. This would result in an increase to OM&A that reflects the increases that have been awarded to other utilities. OEB staff submits that it may be appropriate for the OEB to consider this approach for Grimsby Power. Maintaining the OM&A per customer metric at 9% below the 2014 sample average would result in an OM&A per customer of $261, or total OM&A spending of $2,945,385. This represents an increase from 2012 approved of approximately 22%, or 5.4% per year.
OEB staff submits that maintaining the relationship between Grimsby Power and the sample average results in an increase to OM&A that accounts for customer growth and inflation, while reflecting increased spending to meet the requirements of the RRFE net of productivity gains. 
OEB staff grants that the applicant faces certain new costs in its 2016 test year that raise its requirements beyond what may be provided through inflationary adjustments – most notably, the addition of $217,000 for the operation of the Niagara West transformer station (NWTS). The additional costs for NWTS are largely offset by a decrease in the retail transmission rates charged to Grimsby Power’s customers
. Grimsby Power also maintains that certain costs related to the addition of smart meters and technological improvements that were not included in the calculation of 2012 OM&A are also drivers of the increase.
Grimsby Power’s witnesses testified that the large increases requested and awarded in its last cost of service were required to address certain deficiencies in its past spending and to put the utility back on track as a “properly functioning LDC”
. The requested level of OM&A spending for 2016 of $3.9M is meant to address the increased requirements of the new business environment arising from the introduction of the RRFE, as well as the addition of smart meters and technological improvements. OEB staff submits that the cost pressures inherent in the new business environment are common to all LDCs in the province, and that it would be inappropriate to approve increases in OM&A spending for Grimsby Power in excess of those approved for other LDCs. 
Furthermore, Grimsby Power’s application has not provided details of a comprehensive approach to continuous improvement or programs to drive productivity improvements that would offset incremental costs. For example, the introduction of smart meters and technological improvements should have allowed Grimsby Power to introduce programs for efficiency improvements, not just result in increased costs. Under cross-examination, Grimsby Power’s witness was unable to “tie specific dollar amounts to specific initiatives and productivity improvements”
. In response to questions from the panel, the witness admitted that the identified 1% of savings achieved in 2015 would be an appropriate target for 2016
. OEB staff submits that this level of savings from productivity initiatives achieved in 2016 and beyond would provide Grimsby Power with additional flexibility to meet its approved OM&A budget for 2016.
Under these circumstances, OEB staff submits that an appropriate level of OM&A spending for 2016 for Grimsby Power would be $3,162,385, which reflects the steady state relationship spending of $2.9M discussed above, as well as the additional costs for NWTS.  This would represent an OMA per customer of $280, about 8% higher than the OM&A per customer in 2014 of $260; this amount would fund new, discrete costs related to its newly acquired asset while also taking steps at least to preserve to some extent an apparent geographic OM&A cost advantage for Grimsby Power’s customers. 
A summary of the different OM&A options and the resulting OM&A/customer metrics is provided below:
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OEB staff submits that, consistent with past practice, an award of OM&A costs on an envelope basis would be appropriate, as Grimsby Power is best able to prioritize its spending to reflect the approved amount. Should the OEB decide to make adjustments to specific costs, OEB staff has certain observations regarding Grimsby’s succession plan that the OEB may wish to consider.
Under the RRFE, it is expected that distributors focus on the delivery of value to their customers.  It is not clear to OEB staff that the functions provided by certain of the additional FTE hires proposed in the succession plan are providing additional value or improving the service provided to Grimsby Power’s customers. 
Specifically, the Accounting Supervisor position appears to be required to provide support to the Director of Finance, enabling the Director to focus on “more strategic functions associated with financial cost drivers, cash flow, budgets, rate applications, collective bargaining, affiliate financial reporting, and the financial impact of regulatory changes. In other words more of an oversight function as opposed to a task driven function”
. OEB staff submits that the benefits of this additional position will accrue more to Grimsby Power’s Board of Directors than to its customers. Similarly, the addition of a further .5 FTE for the position of Executive Assistant appears to OEB staff to be excessive for an organization of Grimsby Power’s size. In general, OEB staff submits that Grimsby Power has failed to provide convincing evidence that its strategy for staffing these managerial and administrative functions is likely to provide a direct benefit to customers.
While OEB staff considers that Journeymen or Linemen would provide a direct benefit to customers, OEB staff submits that the succession planning schedule appears to be aggressive. While there may well be organizational advantages to have a full complement of fully trained and experienced Linemen in place when the second retirement takes place in 2023, OEB staff submits that asking customers to pay for the increased cost of duplicating this resource from December 1, 2016
 is excessive.

OEB staff submits that a succession plan that results in an increase to FTEs of 36% from the last rebasing is excessive and does not reflect customer expectations of lower costs.

Payments in Lieu of Taxes

Grimsby Power is seeking to recover a PILs amount of $65,351 for each year of the rate-setting plan. As of December 31, 2015, Grimsby Power had a regulatory tax loss of $391,821, but did not apply the tax loss to reduce its test year taxable income.

At issue in this case is whether Grimsby Power’s proposed treatment of tax loss carry forward (LCF) amounts is consistent with OEB policy and results in a reasonable tax amount to be included in the revenue requirement to be recovered from its customers. 
In OEB staff’s view, Grimsby Power’s proposal is not consistent with the approach the OEB has applied in the past  regarding the expectation that rate-regulated entities use LCF amounts to reduce the estimate of taxes payable that is included in the revenue requirement. A related issue is the use of DVAs in calculating taxable income, which is also discussed below. 

Background:

Grimsby Power proposed in its prefiled evidence dated December 23, 2015 to recover $69,211 for PILs. In arriving at the Taxable Income amount of $191,963 Grimsby Power applied one-fifth of the $834,468 in losses from prior years (i.e. $166,893 per year, given that Grimsby Power’s base rates will be set in this proceeding for five years). The losses available included forecasted losses of $122,313 for the bridge year. In addition the loss calculation excluded the impact of changes in deferral and variance (DVAs) balances on Grimsby Power’s taxable income.  

Grimsby Power filed a MAADs application
 to acquire NWTC in 2014.  The decision granted the acquisition on March 26, 2015. Grimsby Power and NWTC amalgamated their operations on October 1, 2015.

Losses as of December 31, 2015 reflect this acquisition and consisted of:
	Tax Loss Balance estimated at December 31, 2015

	 
	GPI
	NWTC
	Merged Entity

	Balance at January 1, 2015
	234,927
	684,153
	919,080

	Forecasted losses for 2015
	
	
	122,313

	Less: losses expired 2015
	
	
	-206,925

	 
	 
	 
	834,468


Updates made to PILs:

As part of the discovery phase, Grimsby Power agreed to adjust its 2016 capital cost allowance (CCA) for certain assets
 by moving them from Class 47, as filed, to Class 1. This change was related to Niagara West MTS assets which had been included in NWTC’s Class 1 prior to amalgamation and were put back into Grimsby Power’s CCA Class 1. This generated a higher capital cost allowance for the test year, thereby lowering taxable income. However, in addition to this change, Grimsby Power amended its PILs proposal on June 29, 2016 for two additional aspects (described below). 

a) Grimsby Power included the impacts of changes in deferral and variance account (DVA) balances in calculating its taxable income for the bridge year. This reduced losses as at the end of 2015.

b) Grimsby Power filed new evidence in the form of a report from KPMG (the Report)
. Based on the opinion expressed in this Report, Grimsby Power updated its PILs model further. The current proposal from Grimsby Power is to exclude all losses that they acquired as part of an amalgamation with NWTC. Grimsby Power updated PILs for actual tax filings. The impact on losses based on actuals is shown in the Table
 below:

	Actual Tax Loss Balances at Dec. 31, 2015

	 
	Movements in tax losses carry forward

	 
	GPI
	NWTC
	Merged Entity

	Balance at January 1, 2015
	234,927
	684,153
	919,080

	Add: new tax loss carry forwards
	
	53,239
	53,239

	Deduct: tax losses expired
	
	-206,925
	-206,925

	Deduct: tax losses used in 2015
	-234,927
	
	-234,927

	Balance at September 30, 2015
	0
	530,467
	530,467

	 
	
	
	 

	Balance at October 1, 2015
	
	530,467
	530,467

	Deduct: tax losses used in 2015
	
	-138,646
	-138,646

	Balance at December 31, 2015
	 
	391,821
	391,821

	 
	 
	 
	 


The tax loss carry forward (LCF) was lower as of December 31, 2015 because actual taxable income was higher. There were several causes for the actual taxable income to be higher than the originally forecasted pre-filed evidence. The changes in DVA balances caused the biggest impact. Approximately $0.68M more was recognized in income due to DVAs. Other changes were due to changes in tax reserves. Since 2015 actual taxable income was higher, Grimsby Power did not create additional losses in 2015 (they were forecasting a loss of $122,313). Additionally, it used some of the taxes carry forward balance to reduce its taxable income in 2015.

1. Inclusion of DVAs in Determining Taxable Income in Bridge Year

As indicated above, Grimsby Power made a number of changes to the PILs model to match its actual tax filings for 2015. One of these changes was the inclusion of deferral and variance account balances in the model in 2015 to agree to the taxable income in the actual tax return
.  

While distributors in many cost of service proceedings do not have actual bridge year taxable income at the time of application and hearing, timing differences in this application meant that Grimsby Power had an actual taxable income to input into its PILs calculation at the time of an evidence update furnished June 29, 2016

This taxable income calculation included deferral and variance account balances. OEB staff acknowledges that some distributors include the DVAs in calculating their taxable income for tax filings and others do not. OEB staff notes that Canada Revenue Agency (CRA) accepts either treatment, as long as it is followed consistently over time. Grimsby Power includes its DVAs in calculating its taxable income for income tax filings. 

OEB staff submits that it is appropriate for Grimsby Power to use the actual tax filings in the PILs model for historic and bridge years because actual taxes are meaningful for calculating items such as LCF and Undepreciated Capital Cost. 

Including DVAs would result in higher taxable income when a distributor has net credits recognized in the year, and lower taxable income when a distributor recognizes higher expenses or debits. However, while distributors can either include or exclude their DVA balances in the calculation of taxes, it is expected that a distributor apply this method consistently so that there is no impact on taxes on a net basis over time.

OEB staff notes that this approach does not extend to the calculation of taxable income for regulatory purposes. DVAs are not to be included in calculating PILs amounts in the revenue requirement. The policy regarding DVAs was originally established in an OEB Report, 2006 Electricity Distribution Rate Handbook and has been consistently applied since that time. The OEB conclusion with respect to deferred regulatory assets stated
:

A PILs or tax provision is not needed for the recovery of deferred regulatory asset costs, because the distributors have deducted, or will deduct, these costs in calculating taxable income in their tax returns. The Handbook will reflect this treatment. 

This expectation is clearly laid out in the OEB’s filing requirements
. The filing requirements were developed based on past decisions and policies
. In OEB staff’s view, Grimsby Power has appropriately applied the OEB policy by excluding DVAs when calculating PILs in rates for the test year and onwards.  
2. Exclusion of LCF related to NWTC in calculating PILs for test year and onwards

Grimsby Power filed a KPMG Report as new evidence to support Grimsby Power’s proposal. The Report provides the following rationale for excluding all LCF amounts related to the transmission station:

· Losses were borne by the NWTC shareholder: The tax loss balance held by NWTC prior to the amalgamation arose because NWTC’s rates were interim in 2005 at $1.50/kW (which was equal to the UTR at that time). NWTC’s Rates were not based on NWTC’s actual cost data until 2011. The approved rate of $1.77/kW in 2011 did not provide for a full return on equity. NWTC was seeking $1.94/kW but settled for $1.77/kW. Losses experienced over this time were incurred by the shareholder. The ratepayer did not incur the losses, and “benefits follow costs” should apply.

· PILs were not included in rates: Rates from 2005 to 2010 were set on an interim basis. The 2011 rate did not include an allowance for PILs, reflecting the expectation that income before taxes could be offset by available amounts in the non-capital tax LCF pool.

· Actual Interest vs. Deemed: Actual interest incurred by NWTC was higher than deemed interest allowed in rates and was the major contributor towards losses incurred. 

· Precedent - GLPL: The Report references the GLPL proceeding EB-2007-0744 as being relevant to Grimsby Power /NWTC’s circumstance. 

OEB Staff Submission

As discussed in more detail below, OEB staff does not agree with Grimsby Power’s rationale. 

OEB staff notes that it has been a long standing practice at the OEB to require utilities to use tax LCF to reduce regulatory tax payable. In the recent OPG decision
 the OEB directed OPG to recognize the tax LCF in its income tax provision and again upheld the decision in a Decision and Order on a subsequent motion
.  The OEB Decision was clear with respect to tax LCF and OEB staff submits that the facts apply to the tax LCF in this proceeding.

The Board directs OPG to reduce its 2014 income tax provision to recognize and carry forward its regulatory tax loss in 2013.  This finding is consistent with Board policy as indicated in the Board’s 2006 Electricity Distributor’s Rate Handbook (the “Handbook”) and in subsequent Filing Requirements…
The rate regulation of the electricity distribution sector shows a history of tax loss carry-forwards being routinely used in the rate setting process for distributors. This approach is completely consistent with Board policy for tax losses to be applied to reduce income tax to be included in rates, and there is no reason for OPG to be treated any differently in this instance.

The following table lists examples of applications that have used tax LCF to reduce PILs and have been approved by the OEB:

	File Number
	Utility

	RP-2005-0020/EB-2005-0335
	Atikokan Hydro Inc.

	RP-2005-0020/EB-2005-0359
	EnWin Powerlines

	RP-2005-0020/EB-2005-0412
	PUC Distribution Inc.

	RP-2005-0020/EB-2005-0418
	Terrace Bay Superior Wires

	RP-2005-0020/EB-2005-0428
	Welland Hydro-Electric System Corp.

	EB-2007-0879
	Veridian Connections Inc.

	EB-2007-0901
	Espanola Regional Hydro Distribution Company

	EB-2008-0232
	Hydro One Remote Communities Inc.

	EB-2009-0262/EB-2010-0121
	West Perth Power Inc. Clinton Power Corporation

	EB-2009-0056
	Espanola Regional Hydro Distribution Company

	EB-2011-0177
	Kenora Hydro Electric Corporation Ltd.


Several of the cases listed above came after the GLP decision noted in the KPMG Report. In all cases listed above, the reasons for each of the losses were not specifically examined by the OEB. Rather, since the tax losses existed in the bridge year, the OEB required the tax losses to be used to reduce or to eliminate the need for a tax provision in the test year. This approach was described in the Electricity Rates Handbook that was developed for the 2006 rate-setting process, which included the following section:

7.2.3 Loss carry-forwards
A distributor expecting to have any loss carry-forwards still available on December 31, 2005 must disclose the amount of those loss carry-forwards in the 2006 application, and apply them in full to reduce the taxable income calculated in the 2006 regulatory tax calculation. These amounts are to be entered in the 2006 OEB Tax Model.
Section 2.4.5 of the Filing Requirements requires distributors to disclose the balance in tax LCF and explain how and when they will be applied to taxable income.

Analysis of Grimsby Power’s rationale for excluding tax LCF

The KPMG Report suggested that the shareholder should benefit from the tax LCF attributable to the former NWTC and not the ratepayer. The Report suggested that NWTC’s rates were not based on NWTC’s costs from 2005 to 2011, it was not earning a full return, and there was no PILs built into NWTC’s rates. In addition, NWTC’s actual interest expense was substantially higher than the deemed interest it received in rates. Because of all of these reasons, NWTC’s shareholder was incurring losses and should benefit from the tax savings. 

When the OEB considered this matter for the setting of 2006 rates it included the following in its Report of the Board
:
Loss carry-forwards

The Draft Handbook requires the distributor to take into account the potential reduction in actual taxes payable where a loss carry-forward is applicable.
Hydro One submitted that any loss carry-forward resulting from revenue or expense variations in prior years was irrelevant for the 2006 tax calculation. It argued that the ratepayer has not contributed to the prior loss and therefore is not entitled to the future tax savings. Hydro Ottawa made similar submissions.
Conclusions
The Board has no evidence before it to determine whether loss carry-forwards are the result of revenue or expense variations or whether the loss carry-forwards arise for other reasons that may be related to ratepayers. The Board notes that the consensus approach will reduce the variance between taxes collected in rates and actual taxes paid. The Board will adopt this approach in the Handbook. However, the Board has concluded that a projection of this factor to 2006 will not be required as this represents unnecessary complexity for purposes of 2006 rates. (Emphasis added)
OEB staff notes that Grimsby Power filed a MAADs application
 to acquire NWTC in 2014.  The decision granted the acquisition on March 26, 2015. Grimsby Power and NWTC amalgamated their operations on October 1, 2015. The evidence provided at the oral hearing
 indicated that Grimsby Power estimated that the combined company would have savings of approximately $35,000 per year, and that the application passed the “no harm test”. The evidence in the MAADs proceeding
 indicated that Grimsby Power anticipated “that the non-capital losses will be incorporated into the test year of Grimsby Power’s next cost of service application. They will be considered in the calculation of Payments In Lieu of Taxes (PILs) and allocated to each customer class consistent with the method to allocate PILs to each customer class.”

During the technical conference, in response to a question
 Grimsby Power confirmed that during the course of the MAADs proceeding it had indeed stated its intention to use the tax LCF for the benefit of Grimsby Power’s customers in a future proceeding. However, in the current proceeding, Grimsby Power stated that new information, namely the KPMG Report, persuaded Grimsby Power to change its proposal.

Grimsby Power agreed with intervenors during the oral hearing that the Report is essentially a “new opinion” about the treatment of losses, but there are no new facts that have arisen during this proceeding.

OEB staff submits that no new information has come to light during this proceeding that would suggest the OEB reconsider its traditional treatment of tax LCFs. Grimsby Power acknowledged during the oral hearing that as part of its due diligence work in preparing for the acquisition of NWTC, Grimsby Power  reviewed the financial situation of NWTC and was aware of the losses and that NWTC had been under-earning.  OEB staff submits that it is reasonable to assume that as part of its due diligence in 2014 and 2015, Grimsby Power was aware that NWTC had not only been incurring losses for several years, and that the prior owner did not earn a full return, but that there was also a risk that the losses would continue into the future. Grimsby Power made a business decision to buy an asset which they knew would be subject to regulation and the associated regulatory tax policy. OEB staff submits that the ratepayer should not be exposed to higher costs which resulted from a business decision that Grimsby Power made. The OEB’s decision to approve the acquisition was based on the “no harm” test
. In considering that test, the evidence on the record was that the tax LCF would benefit Grimsby Power customers in a future proceeding. In the absence of the acquisition, the tax LCF would have been applied to the PILs calculation for NWTC’s next cost of service application. OEB staff submits that if Grimsby Power customers are not given the benefit of the tax LCF, it is no longer clear if the “no harm” test would be met.  
OEB staff submits that absent the use of the tax LCF, ratepayers will be required to pay for taxes that Grimsby Power will not actually be required to pay itself. In OEB staff’s view, this would run counter to the principle that rates recover a utility’s costs, including a provision for taxes, as well as provide the opportunity to earn a return on capital at risk. The tax proxy is not intended to enrich a shareholder for past business decisions or management strategy.

Applicability of GLPL Decision EB-2007-0744

The KPMG Report cited the OEB Decision in a GLPL rate proceeding where the OEB chose to not require a utility to apply a tax LCF to regulated taxable income. OEB staff submits that this case is distinguishable from GLPL. In GLPL two matters were considered in relation to taxes.

· Tax losses related to expenses in the non-distribution part of GLPL. The OEB found “that the 2007 test year tax provision should be calculated without regard for corporate tax loss carry-forwards that arose due to losses in GLPL’s non-distribution business.”

· Account 1574 – Deferred Rate Impact – Sub-account Rate Mitigation. In an effort to mitigate rate increases, GLPL in prior years proposed rates that did not include the recovery of its full return on equity. Instead, it recorded these amounts (as well as some other amounts including taxes) in account 1574.
 In EB-2007-0744, GLPL proposed to recover the amounts that had accumulated in Account 1574 from 2002 to 2007 from its ratepayers ($14.9 M). The OEB denied the request. This decision resulted in regulated operating losses for GLPL. The OEB found, “the pre-2007 losses of the distribution business should not be used to eliminate the tax provision for the 2007 test period. The Board reiterates its view that the benefits of a tax loss should be realized by the party – shareholders or ratepayers – that bore the expenses or losses that gave rise to the tax loss. Since the Board has denied recovery of the amount accrued for rate mitigation in account 1574, the resulting losses should not be attributed to ratepayers but rather to GLPL, which sustained those losses and should retain the related tax benefits.”

OEB staff submits that the circumstances in EB-2007-0744 are distinguishable from the Grimsby Power case. OEB staff submits that the EB-2007-0744 decision related to tax LCF and Account 1574 hinged on the clearance of any or all of the balance in Account 1574. The key difference between EB-2007-0744 and the current case is that in EB-2007-0744 ratepayers had not paid for any taxes in their rates associated with the amount in Account 1574. In the case of NWTC, the company earned the UTR from 2005 to 2010, which includes a component of PILs. In 2011, NWTC initially requested a rate of $1.94, but later amended its request to $1.77/kW. Nevertheless, the approved rate was intended to cover all of NWTC’s costs. The OEB approved the amended proposed rate.

Materiality

As of December 31, 2015, Grimsby Power had $391,821 in tax LCF. Grimsby Power proposes to exclude the LCF from the PILs calculation for revenue requirement purposes. The evidence provided at the oral hearing
 indicates that inclusion of the tax LCF translates into the revenue requirement impact of approximately $100,000 spread over the 5 year rate-setting plan - $20,000 per year. OEB staff submits that Grimsby Power’s materiality threshold is $50,000, and on an annual basis, the $20,000 difference is below Grimsby Power’s materiality. The OEB may wish to consider denying Grimsby Power the proposal to adjust the PILs proxy for this matter based on materiality alone.

Conclusion

For the reasons discussed above, OEB staff submits that Grimsby Power should be directed to apply the tax LCF to reduce the taxable income calculated for the 5 year rate term in the current proceeding. 
Effective Date of Rates

Grimsby Power’s normal rate year contains an effective date for rates of January 1.  The assigned filing date for Grimsby Power’s application for rates effective January 1, 2016 was April 24, 2015.  On March 12, 2015, Grimsby Power informed the OEB that, due to a number of resource changes within its organization, it would be unable to meet the filing deadline. 

On October 1, 2015, the OEB-approved amalgamation of Grimsby Power and Niagara West Transformation Corporation was completed. Grimsby Power delayed its 2016 application further to incorporate the effects of this transaction on its 2016 rates
. The application was filed on December 23, 2015, with a request for an effective date of May 1, 2016.

Grimsby Power’s application contained a request for interim rates in the event that the OEB was unable to provide a Decision and Order for implementation by the requested May 1, 2016 effective date. Grimsby Power made no effort to reiterate this request as the requested effective date of rates passed.  No order to declare rates interim was made until the conclusion of the oral hearing, at which point the OEB issued an order for interim rates, to be effective July 14, 2016.

Under normal circumstances, the effective date of a utility’s rates is set to occur at the requested date assuming the application is filed by the deadline. This is not the circumstance in this case. For applications filed after the deadline, a common practice has been to set the effective date for the first day of the month immediately following the release of the OEB’s Decision and Order approving rates. The effective date cannot be made earlier than this unless the rates have been declared interim. This practice ensures that the OEB can avoid retroactive rate-making. 

The courts have made it very clear that retroactive rate-making, the adjustment to rates after a final rate order has been issued, is not allowed. Rather, the principles of certainty and finality are a necessary component of effective rate regulation
. Grimsby Power’s 2015 rates were established on a final basis on December 4, 2014, to remain in effect until such time as they are superseded by a further Order of the OEB. Grimsby Power’s customers are entitled to the assurance that the electricity bills paid during this period are final bills, and that the amounts paid are not subject to subsequent adjustments.

An interim rate order signals that the amounts recovered from customers through rates are subject to subsequent adjustments. Such an order can only be granted by the OEB. The act of requesting a declaration of interim rates is insufficient to trigger this condition. OEB staff submits that Grimsby Power, as the owner of the application, has an obligation to follow up on such requests, and to bring them to the attention of the OEB if required. OEB staff submits that Grimsby Power should have been aware that an order for interim rates had not been issued prior to May 1, and should have notified the OEB to reiterate its request in this instance if it wanted to ensure its ability to petition for an effective date as early as the one it had requested in its application.

OEB staff submits that Grimsby Power’s expectation of an effective date for 2016 of four months after its filing date is both unrealistic and unreasonable. The OEB has established a series of metrics that it strives to meet in issuing decisions. These have been communicated to the public on the OEB website
. The established metric to issue a decision for a proceeding containing an oral hearing, such as this one, is 235 days. The established process to develop, review and approve a draft rate order reflecting the decision requires an additional 31 days, resulting in a total time required of 266 days, or nearly 9 months. 

Rates were declared interim on July 14, 2016. An effective date for rates prior to this would give rise to issues of retroactive rate-making. Given Grimsby Power’s delay in filing its application and failure to follow up on its request for interim rates, OEB staff submits that an appropriate effective date would be September 1, 2016, which is approximately nine months after the filing date of December 23, 2015.
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