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--- On commencing at 1:11 p.m.

MS. NOWINA:  Please be seated.  Can you hear me?  Are the mics on?

Good afternoon, everyone.  On August 28th, 2008, Union Gas filed a notice of motion for a review and variance of the Board's decision EB-2007-0605/0615 dated July 31st, 2008.

The motion requested clarification of certain decision particulars pertaining to the risk-management program and the treatment of taxes.  

The Board has assigned file number EB-2008-0292 to the hearing of the motion.  My name is Pamela Nowina, and I will be Presiding Member in this proceeding.  Joining me on the Panel are fellow Board Members Mr. Paul Sommerville and Dr. David Balsillie.

The Board has agreed to hear the motion on its merits, but we will also consider the determination of the threshold question concurrently with the merits.

And, for efficiency, I would ask parties to try to not duplicate one another's submissions.

That completes my opening remarks.  May I have appearances, starting with Board Staff, please?
Appearances:

MR. MILLAR:  Thank you, and good morning, Madam Chair, Members of the Panel.  Michael Millar, counsel for Board Staff, and with me is Mr. Richard Battista.

MS. NOWINA:  Thank you, Mr. Millar.

MR. PENNY:  Madam Chair, Michael Penny.  I'm counsel for the applicant, Union Gas.  With me is Mr. Kitchen, who is the director of Regulatory Affairs.

MS. NOWINA:  Thank you, Mr. Penny.

MR. THOMPSON:  Peter Thompson for the Canadian Manufacturers & Exporters.

MS. NOWINA:  Thank you, Mr. Thompson.

MR. DeVELLIS:  Good afternoon, Madam Chairman.  It's John DeVellis for the School Energy Coalition.

MS. NOWINA:  Thank you, Mr. DeVellis.

MR. WARREN:  Robert Warren for the Consumers Council of Canada.

MS. NOWINA:  Thank you, Mr. Warren.

MR. RYDER:  Alick Ryder for the City of Kitchener.  With me is Mr. Gruenbauer.

MS. NOWINA:  Thank you, Mr. Ryder.

MR. KILLEEN:  Bill Killeen with ECNG Energy LP.

MS. NOWINA:  I'm sorry, I didn't catch your name.

MR. KILLEEN:  Bill Killeen.

MS. NOWINA:  Killeen?  Thank you.

MR. KILLEEN:  I'll provide the reporter a business card.

MS. NOWINA:  All right, thank you.

MR. MONDROW:  Good afternoon, Madam Chair, Panel Members.  Ian Mondrow, counsel for the Industrial Gas Users' Association.  With me today is my nephew, Randy Fox, who is job shadowing and who has the good fortune to time it so that he could sit on a Board proceeding, with your leave.

MS. NOWINA:  Welcome to both of you.

MR. MONDROW:  Thank you.

MR. MacINTOSH:  Madam Chair, Panel members, David MacIntosh for Energy Probe Research Foundation.

MS. NOWINA:  Thank you, Mr. MacIntosh.

Mr. Penny?
Submissions by Mr. Penny:


MR. PENNY:  Yes, thank you, Madam Chair.  I have placed before you a rather inelegant little bundle of documents.  It's purely simply to avoid having to pull up different documents that you already have, I know, but it's just to avoid shuffling paper.  So this has a few excerpts from the relevant excerpts from the decision that's in issue, and then a couple of other things that are already in the record that I may make reference to.  

On the question of the threshold, it was not, as you've indicated, I think -- it was not my intention to deal with that issue separately, but just to wrap it up with the submissions on the merits.  I would just say this, though, that to the extent -- I appreciate that a motion for clarification is not directly contemplated by the Board's rules, but to the extent that this is a motion for clarification, it's in the sense that we're seeking to determine what the Board's intent was in issuing the order that it did, and what the scope of that order in one case is. 

And in that context, it seems to me that the threshold question is perhaps not necessarily engaged.  But, as I say, I'll deal with all of that in the course of the submissions on the merits.

As you had indicated, Madam Chair, this is a motion for clarification, and, depending on the clarification, perhaps variance of the Board's decision of July 31, 2008 in EB-2007-0606.

And the motion involves two matters.  The first is the risk-management elimination and some clarifications arising out of the Board's decision on that issue, and then the second is a narrow issue involving the application of the Board's direction to treat 50 percent of certain tax changes implemented during the incentive regulation mechanism as a Z-factor under the incentive regulation mechanism that was approved by the Board in January of 2008.

And that narrow issue involves specifically how to treat potential tax savings resulting from new capital additions that Union may undertake during the incentive regulation term from 2008 to 2012.

Dealing with risk management first, since it seems to be the less controversial issue, Union is seeking clarification of three issues arising out of the Board's decision on risk management.  The first arises from a passage at page 16 of the decision, so I've reproduced that in front of you and have highlighted the relevant passage.

The passage that -- the statement that raises the question is where the Board says:
"What is at issue, however, is the narrow activity of financial hedging.  The other activities, including Union's use of a rolling 24-month fixed-price contract, are in the area of gas supply procurement and are not being considered as part of this issue."

And Union's concern arises from the fact that the Board, in an earlier decision in EB-2007-0520, had recognized that Union's rolling 24-month fixed-price purchase plan was in fact financial in nature and did not involve the physical supply of gas.  So, in other words, it's not actually part of gas supply procurement.  The 24-month fixed-price plan was actually achieved through a financial instrument referred to as a swap and was, in all material respects, just like the other financial risk-management tools that the Board in this case ultimately held were of no material benefit to customers.

So what happened was that, given the market conditions immediately following the release of the Board's decision in July, Union concluded that the prudent course would be to implement the Board's decision promptly, and, accordingly, even though the motion was brought, Union decided to act on its judgment of what was the most prudent thing to do and it unwound all of the outstanding hedges, including the 24-month financial swaps, and reflected the impact of doing so in its October 1, 2008 QRAM application, which the Board has since approved.

The -- I should say the administrative costs of some $103,831 that was eliminated on account of risk management, which I'll come to in a moment, included the administrative cost needed to conduct the financial swaps that governed the 24-month fixed-price plan.

But given reference that I quoted earlier to the 24-month fixed-price plan being part of gas supply procurement, Union is seeking clarification, and perhaps a variance, of the decision to make it clear that the Board's intent and direction was to eliminate cost recovery of all financial commodity risk management, which included, in fact, the 24-month fixed-price purchase plan.

And this really leads directly to the second issue arising out of risk management, and that arises from the Board's disallowance of costs associated with financial risk management, and the direction, which you'll find at the next page of the decision, page 17, which I've underlined and noted as number 2, where the Board said:
"The Board will make no consequential adjustment to the company's rates at this time, but Union is directed to record the costs, which are currently embedded in rates, for the duration of the IR period in a deferral account for disposition later.  The appropriate adjustments to distribution rates will be considered at the time of Union's next rebasing."

And the issue here is that the administrative cost of Union's risk-management program was actually not embedded in rates.  Again, in EB-2007-0520, in an exhibit filed, Exhibit J10.03, Union had explained - and this is all quoted in our submission - that the costs of the risk-management program were actually recovered to the gas supply administration charge.  And those costs, which, again, amounted to this $103,831 per year, which is effectively the cost of someone to administer and oversee the program, those costs were eliminated from the gas supply administration charge effective October 1, 2008.

So no one paying the gas supply administration charge is any longer being charged any of those administration costs.

So in this respect Union simply seeks clarification, and again, a variance of the Board's July 31 decision, to the extent necessary, to confirm that it is not necessary to record anything in a deferral account as the amount in issue, the $103,831, was actually in the gas supply administration charge, not in rates, and has already been eliminated from the gas supply administration charge through the QRAM process effective October 1, 2008.

And then on the third issue, finally, Union is seeking clarification on the scope of the words "associated costs" that are being disallowed, and that's again on page 17 of the decision, where the Board says:

"The Board understands that on a net basis there should be no gain or loss, however in comparing these swings with the marginal level of benefits, the Board concludes that there is no material net benefit to customers.  As a result, the Board will disallow the recovery of the associated costs."

And we simply wish to confirm our understanding that, consistent with past practice, the costs associated with risk management in the context in which this is being raised in this paragraph of the decision means the cost of administering the risk-management program; that is, the $103,831, not any mark-to-market costs, which would be, for example, the gains and losses associated with financial hedging.

And those gains, I said, in accordance with past practice, because those gains and losses resulting from the implementation of the former risk-management program have always historically been reflected in the PGVA, and recovered or refunded through the QRAM process subject, of course, to a prudence review.

And the -- and it was not our understanding that any change was contemplated with that practice, but, given that these can involve significant amounts of money, Union felt it appropriate to make sure that we had that right.

So I would say that the risk-management program was, of course, up until July 31, 2008, undertaken with the approval of the Board, and with the support of a number of -- in fact, the support of a number of customers on the basis that, until the Board's July 31 decision, there was, in fact, a benefit to customers of reducing volatility through this program.

And, so, subject to prudence, the gains and losses were in effect a necessary function of the program, and as the Board noted in its decision, on a net basis there should be no gains or losses, but of course at any given point in time, through the business cycle and so on, there could be, there could clearly be, gains and losses.

Union confirmed during its October QRAM process that it had ceased all new hedging activity immediately following release of the Board's decision, and that the mark-to-market gains and losses which resulted from extricating itself from the old risk-management program all related to hedging contracts that were undertaken before July 31, 2008.  So there were no new contracts which then needed to be cancelled after July 31, and the Board's direction to cease -- or at least to disallow costs associated with risk management, Union ceased to undertake new contracts.

So while, in Union's view, the issue should be -- well, sorry.  Let me back up.

I would say that while in Union's view the issue of recovery would be -- through the PGVA would be the same regardless of whether there happens to be a net gain or loss for 2008 resulting from the extrication of Union from these instruments, in fact, as it turns out, Union's decision to eliminate the risk-management program promptly following the Board's decision actually enabled it to close out its hedging portfolio in 2008 with a modest net gain of $2 million.  So while, in a sense, that may make the point moot, although that may be subject, I suppose, ultimately, theoretically, to a prudence review at the time of the clearing of the 2008 PGVA, Union nevertheless seeks the Board's clarification that the costs intended to be disallowed, and the decision on page 17 was a reference to the administrative costs of $103,831 and that the Board was not referring to any market losses that may have resulted from prudent elimination of the program.

So, so far as I'm aware, none of the intervenors involved with this case take issue with Union's interpretation of these issues, or the clarification/variance sought on this issue.

So unless there are any questions, I was going to turn to the second issue.

MS. NOWINA:  Go ahead, Mr. Penny.

MR. PENNY:  Thank you.  So the second issue is even narrower than the first, and it takes us into the arcane issue of incentive regulation and the relationship of inflation factors based on the gross domestic product price index -- it makes me shudder even to say those words -- to specific adjustments which are passed through outside of the price cap formula.

We are fortunately dealing with, I think, an issue of principle rather than a technical issue today, so I think we can probably avoid getting too deeply into arcane matters.  But, simply put, the issue of controversy arising out of Union's price cap plan that was before the Board in this hearing had to do with whether reductions in corporate income tax and increases to certain depreciation rates would be reflected in the gross domestic product price index, which was being used as Union's inflation factor in its incentive regulation formula; or, whether such charge  -- or changes in taxes were outside the price cap formula, not reflected in the gross domestic product price index, and subject to specific flow-through rate adjustments as a Z-factor.

And Union, of course, as you know, took the position that the formula picked up the tax changes, most intervenors took the position that it did not.  And the Board held, as you know, that conflicting evidence on the point was not decisive of either position and ruled that 50 percent of any tax changes would be afforded Z-factor or flow-through treatment, and that the other 50 percent would be treated as having been captured in the inflation factor and therefore not subject to any flow-through or Z-factor adjustment.

That's the background.  The issue before us today arises from how the decision is to be applied in practice.  And specifically, the question posed in Union's motion for clarification and possibly variance arises from a sentence at page 9 of the decision, which is in the bundle that I've attached, at the end, the very end, of the second-last paragraph, the largest paragraph on the page where the Board concludes that:

"A 50/50 sharing of the impact of tax changes, as applied to the tax level reflected in the 2007 Board-approved rates, is a reasonable balance.  The approach used in Exhibit E3.1.1 is indicative of how the savings are to be calculated for purposes of the sharing."

And the ambiguity arises from -- that arises from that statement in respect of which Union seeks clarification is having said that there's 50/50 tax sharing as applied to tax the level reflected in the 2007 Board-approved rates using Exhibit E3.1.1 as "indicative" of how the savings are to be calculated.  And I guess it's the use of the word "indicative" that gives rise to the issue.

It's important -- I guess I should back up, because it's worth emphasizing that that sentence:

"Our conclusion is that a 50/50 sharing of the impact of tax changes, as applied to..." 

-- "to the tax level", I think it should say -- 

"...the level reflected in the 2007 Board-approved rates is a reasonable balance."

That really derives from the fact that Union went through a full cost-of-service rate case to determine its 2007 rates, with the expectation that there would not be another cost-of-service hearing before the setting of 2008 rates based on the incentive regulation plan.


And that's, in fact, what happened.  There was a 2007 cost-of-service proceeding in which all of Union's costs were reviewed and determined, and then there was then an application to set 2008 rates, which did not involve a cost-of-service review, but simply involved the determination of an incentive regulation mechanism that would be applied to the 2007 rates over an incentive regulation term.

And, as you know, Union was able to settle that, subject to this issue, which then came before the Board to settle all issues associated with the incentive regulation plan, except for the treatment of the corporate tax reductions and CCA increases.

And I say that it's important, because it's 2007 rates that we're talking about being subject to the incentive regulation mechanism.

And it's also important -- and I've reproduced Exhibit 3.1.1 in my bundle, as well, just in case you didn't have ready access to it -- but it's important to appreciate that Exhibit 3.1.1 was provided by Union in response to an interrogatory to provide a schedule -- if you flip that up, it's the last two pages of the bundle.

It was an interrogatory from the Building Owners and Managers Association, the London Property Management Association, and the Wholesale Gas Service Purchasers Group.  And the question was:

"Please provide a schedule similar to that in the Enbridge Gas Distribution settlement agreement dated February 4, 2008 excluding lines 22, 33, 42, 44, 45 and 46, that are related to the 50 percent sharing."

So Union was asked to generate a schedule that looked like something that Enbridge had agreed to in a settlement, but to exclude those portions of the Enbridge document which related to the 50/50 sharing.

And so Union provided -- and I should -- I hasten to say Union had, of course, no involvement in the negotiation or preparation of the EGD -- of the document that was at page 52 of the EGD settlement.  So Union responded to this interrogatory in accordance with its terms, and provided a table that is similar to the table negotiated in the Enbridge settlement, but, in my submission, no Union witness ever adopted Exhibit 3.1.1 as an appropriate basis for calculating a 50/50 sharing of the possible tax savings during incentive regulation.  And that suggestion, in my submission, was never specifically put to Union during the hearing.

I'll come back to that issue, but that is my proposition, and I stand by it and I believe it's accurate.

The issue is that the Enbridge -- the issue that brings us here today is that the Enbridge document, and therefore Union's document, because we were asked to reproduce Enbridge's document using Union numbers, assumed that 2007 Board-approved capital additions would also be added to the capital cost, and specifically it was computer equipment and distribution assets for the years 2008 to 2012.

And in Union's case, that meant an assumption that capital would increase by 8.74 million each year for computer equipment and increase by 133 million each year for distribution assets, and you can see that in the attached schedule at lines 2, 6, 10, and 14, the first two, 2 and 6, dealing with the computer equipment, and 10 and 14 dealing with distribution assets.

And of course the impact of the change in the capital cost allowance on these capital additions is included in the calculation of the estimated impact of the CCA rate change that is shown there, which is calculated to be some $19.27 million, which you see over in the far right-hand column.

Union's concern is that Union's 2008 to 2012 incentive regulation plan operates, as we've just seen from the Board's decision, off 2007 rates.  And customers' rates approved by the Board for 2007 did not include any costs related to new capital additions in the years 2008 to 2012.  

Union's rates, and specifically the cost of capital and taxes, do not change during the IR plan as a result of capital additions undertaken during the incentive regulation term.  And so Exhibit E3.1.1, while directionally applicable or directionally correct in terms of the impact on Union, it's not indicative of the impact the identified tax rate changes would have on 2007 Board-approved rates.

Put another way, the impact on tax expense and revenue requirement of the changes in the CCA shown at lines 19 and 20 of that schedule, which is the totals, is overstated by virtue of including asset additions beyond 2007, if what we're talking about is the sharing of those tax savings.

So we submit that the impact of tax reductions on new capital adds during the incentive regulation term should not be passed through to customers; rather, the impact of the tax changes which become effective during the incentive regulation term should only be applied to the amounts underlying 2007 Board-approved rates.  

And the difference on the numbers assumed for the purposes of this exhibit is about $15 million.  And there was a revised schedule reflecting what Union says the correct approach would be, which shows that that 19.27 comes down to about 14.1.  So it's about a $15 million difference.

So Union is therefore seeking clarification of the decision from the Board that, in saying that Exhibit E3.1.1 as filed in the 0606 case is indicative of how savings are to be calculated for the purposes of sharing, the Board was not directing Union to share 50 percent of tax savings associated with new capital additions during incentive regulation term, because, I say, there is no rate increase for cost of capital and taxes during the incentive regulation term.

So the customers would be getting a benefit, if you will, of a sharing of taxes on new capital additions that they are not paying for in rates, because rates aren't changing as a result of new capital additions.

Now, we have summaries of my -- so that's the fundamental submission.  We have summaries of my friends' submissions, and, much to my surprise, we find they do not agree with us on this point.

But since we have them, let me address the main issues they have raised, as I see them.

My friends' arguments fall into two basic categories.  First, they say the issue -- some of them say, at least, the issue Union has raised for this clarification and possible variance, depending on the clarification, has already been decided such that no clarification is needed.

This argument, in turn, relies on two propositions.  First, they say Union's witnesses accepted that Exhibit E3.1.1 was an accurate depiction and, therefore, we're stuck with it; and, second, they say that the Board directed Union to calculate it in the decision that we're seeking clarification of; actually directed Union to calculate the Z-factor in exactly the same manner as Exhibit E3.1.1 so as to put Union on exactly the same footing as Enbridge agreed to be in its settlement of this issue with the intervenors in its case.

Just briefly, and I'll come back to this, in Union's submission the issue has not been decided.  The issue of how tax savings should be shared in relation to new capital additions was simply never raised, argued or dealt with in the course of the hearing of this matter, in our submission.

And as for the Enbridge settlement, contrary to the submissions of my friends, the Board, we say, did not direct Union to do it exactly like Enbridge, with great respect.  The highest it can be put is that the Board took some comfort from the fact that Enbridge had agreed to share tax changes 50/50 with its customers, but the Board explicitly disclaimed any suggestion that it was directing a 50/50 sharing of tax savings for Union because Enbridge had agreed to do so.

And then the second general argument advanced by some of my friends is, assuming the matter has not already been decided, and therefore it is a matter to be determined afresh, the principles of incentive regulation that are applicable here somehow require that the tax savings on new capital additions be captured in the 50/50 sharing directed by the Board.  

So, in other words, notwithstanding that the customers -- that rate base is not increasing, that the carrying costs, including taxes, of that increase in capital investment, are not reflected in customers' rates because we are applying the incentive mechanism to 2007 rates, not any other rates; despite all of that, that somehow the incentive regulation plan must capture those tax savings.

Let me deal with the first category of -- the first argument, the argument that Union agreed that the approach in Exhibit E3.1.1 was an accurate reflection of the
 impact that the tax changes would have.

This argument is principally advanced by Mr. Thompson's client, CME.  CME argues that Union's witnesses agreed that Union's interrogatory answers, including this exhibit, were correct and they argue in paragraph 11 of their submission that the $80 million, which is the total that's shown on that exhibit, roughly, was considered by Union's witnesses and others, including the Board, to be, as he says, "a reliable order-of-magnitude estimate of the Z-factor amount in issue."

Now, it's certainly true that Union's witnesses acknowledged that Exhibit E3.1.1 was directionally an accurate depiction, based on certain assumptions about future tax changes and other matters, of the impact that pending tax changes would have on Union during incentive regulation.  I will say, though, that Union repeatedly made the point throughout the hearing, both through the witnesses and through me in argument, that that $80 million was not an assured number, it was not a real number, it was an assumed number based on a number of assumptions, and there's lots of places that you find that, but I've just reproduced one in my bundle.  It was an exchange between Mr. Thompson and Mr. Birmingham at the top of the page.  It's this -- I think the third last page in the bundle.  And Mr. Thompson says:

"The amount in issue is this $80.5 million that's referenced in Exhibit E3.1.1.  It could be more under different assumptions, is that what I should take from your discussion with Mr. Shepherd yesterday?" 

And Mr. Birmingham says:

"It could be more or less, depending on the actual amounts that materialize, yes."

So this is not dispositive of the point, but I simply wanted to make the point that the 80 -- this so-called $80 million was never a number fixed in stone, it was an assumed number, based on a number of assumptions.

But more to the point, the more important point, in my submission, and the real subtlety that's missed by Mr. Thompson, in my submission, and it's an important subtlety, is that while it's fair to say that Union acknowledged that Exhibit E3.1.1 was directionally correct insofar as the impact of tax changes on Union was concerned, Mr. Thompson is incorrect when he says that Union acknowledged this as an estimate of the Z-factor amount, as he puts it, in issue.

The interrogatory expressly asked Union to exclude consideration of any 50/50 sharing as agreed to by Enbridge.  And Union never acknowledged that Exhibit E3.1.1 was an appropriate basis for sharing any tax reductions.

It was always Union's position throughout the hearing and until the Board issued its decision that there should be no sharing of tax reductions during the incentive regulation term.  And the distinction I'm trying to draw is that, while Union agreed and still agrees that if it expends -- if it invests capital in new capital additions during the incentive regulation term, yes, indeed, it will be subject to slightly less tax than was historically the case, because -- on the assumption that in fact the legislation is enacted and that the tax burden goes down, Union itself will be subject to less tax.  That's true.  And we've never said otherwise.

But that, in my submission, isn't the question.  The question that's engaged is whether those particular tax reductions, that is, those based on capital additions during incentive regulation, should be shared with customers.  And that question was never raised.  It just never came up.  And when Union got the decision and read that sentence on page 9, it raised a question about the scope and meaning of the word "indicative" for the reasons that I've already outlined.

Is it appropriate to share tax savings with customers on new capital additions for which they are not paying anything in rates?  They're getting a rebate on a tax reduction which they are not paying for, because the capital addition is in 2008, 2009, 2010, but what they're paying in rates is based on 2007 rate base.

Now, there is another issue to that which is the second argument that my friends make, and I'll come to that in a minute.

Then the second argument on this it's-already-been-decided point is the suggestion that the Board directed Union to do it exactly like Enbridge, and that in my submission is just a gross and blatant misreading of the decision.  The Board said no such thing.

And if you would turn with me to page -- it's, I think, the third page -- sorry, it's the fourth page, page 9 of the decision that I was referring to before.  Just below the sentences that I was referring to earlier, there was a paragraph that starts: 
"The Board notes that the 50 percent allocation was the same solution the parties agreed to in the Enbridge case.  That is not the reason for the Board's decision here.  We do not treat the Enbridge case as a precedent any more than we treat the RP-2001-0029 decision as a precedent.  But it may be some comfort that both gas utilities under the Board's jurisdiction have the same result regarding this particular Z-factor."

And that is hardly a direction, in my submission, that Union must calculate its 50/50 sharing in exactly the same way that Enbridge did.  The issue was, in my submission, not decided.  The precise issue before the Board was -- that's before the Board today was never raised and never became an issue until the Board issued its decision calling for 50/50 sharing, and then referred to Exhibit E3.1.1 as being "indicative" of how that calculation should be done.

That then leads to the second argument made by the intervenors, the argument on the merits, so to speak, of Union's position that it is unfair to make Union share tax savings on new capital additions when the base rates are 2007 base rates and there is no provision for an increase to rate base during the incentive regulation term.

The chief proponents of this second argument are the Vulnerable Energy Coalition, and perhaps I should have said at the outset that we received a written submission from Mr. Buonaguro, who indicated that he wouldn't be here but was relying on his written submission.  And that's, of course, fine.  And we did get it, and we thank him for it.

But this second argument that proceeds on the basis of the theory, if you will, not on the basis that it was already decided but on the basis that if it wasn't decided in any event we shouldn't get what we are asking for because, in essence, they say, there's no unfairness -- the unfairness I've been describing.  They say, well, there's no unfairness because new capital additions are caught by the price cap.  The formula, as I understand what they're saying, the formula adjusting 2007 rates by inflation less productivity is, they say, tantamount to adding new additions to rate base during the incentive regulation term.

Now, let me pause there for a minute.  There is a bitter irony in the felicity with which these intervenors make this arrangement in this case.  And I say that, of course, because that is exactly what Union said about the tax changes in the first place, that they're caught by the price cap.

The intervenors' response to Union was:  Well, prove it.  And the result was, after days of evidence, the 50/50 sharing based on evidence of lags and the realization of tax changes being reflected in the gross domestic product price index as discussed in the decision.

And let me say this:  In coming to its decision, the Board made an important observation on page 8, which I've reproduced -- it's just before page 9, which we were referring to a minute ago.  And that's under the heading "Board Findings."  The Board said:

"This is a difficult question with a large amount of conflicting evidence.  But the principles are relatively straightforward.  In order for an IR plan to be successful, it is important that the parties believe it is fair at the outset."

And that's an important qualification or principle in the case, because it's well known to the Board that capital investment is front-end-loaded, and cost recovery takes place over time.  In the case of distribution expansion, quite a lot of time.  And the suggestion that increases to 2007 rates by inflation less productivity covers the cost of new capital additions from 2008 to 2012 is, it seems to me, simply untenable.  Cost recovery for new capital additions is, in this sense, remarkably like the conclusion the Board came to with respect to when tax changes would flow through to the GDPPI; eventually, but not entirely, in the short term.

Well, the same could be said of capital additions and the application of incentive -- of the mechanism; maybe eventually, but clearly not in the short term.

So, with respect to my friends, it's not a foregone conclusion and not axiomatic that the price cap formula will fully recover the cost impact of capital additions during the incentive regulation five-year term.  And, in fact, such a conclusion is intuitively wrong and contrary to common understanding and common sense.

What we do know for sure is that rate base does not -- that the rate base, the 2007 rate base, does not include capital additions from 2008 to 2012, and that during incentive regulation that rate base isn't changing.

Customers, therefore, are not paying in rates for the increased cost of capital and taxes associated with those capital additions.

So we simply submit that it's unfair to require Union to share tax savings it may enjoy as a result of tax rate changes on investments that do not make up any part of the base on which the price cap formula operates.

It's a windfall, pure and simple, and, for that reason, it's unfair and shouldn't be sustained.  And that is why we asked for clarification, that by using the word "indicative" in connection with Exhibit E3.1.1, the Board was not requiring Union to employ precisely the same model as Enbridge agreed to in its settlement for calculating the amount of tax savings that would be flowed through to customers as a Z-factor, and that the more appropriate way to do so would be to exclude capital additions -- the tax savings associated with capital additions during the incentive regulation plan and share only those tax savings which relate to the 2007 base on which the incentive regulation mechanism operates.

Those are my submissions.

MS. NOWINA:  Thank you, Mr. Penny.

I have one question, Mr. Penny.  It's out of curiosity for me, I guess.  Why do you think that the question of the tax impact of new capital additions was not discussed in the previous case?

MR. PENNY:  Well, let me again be clear.  It was discussed.  It shows up on Exhibit E3.1.1, because what we were asked to do is reproduce this chart that Enbridge had prepared.  And it was, I thought - at least my interpretation of it - was to determine how much tax Union was going save, and that -- and, you know, subject to the assumptions and the fact whether or not the legislation is actually enacted, and all those things, it is accurate.  As I've said, Union is going to save.  If all the assumptions are correct, Union will save that 80.5 million in tax.

The subtlety is, because Union is putting out the money, it's going invest in whatever it invests in new capital expansion during the incentive regulation plan, and it will get whatever tax savings it gets as a result of, say, accelerated depreciation of those assets.  So it is going to get that benefit.  In my submission, that's not the issue.

The issue is whether that's a benefit that's fairly shared with ratepayers, because the ratepayers aren't paying anything for those capital additions, because they're excluded by virtue of using the 2007 base.  The rate base doesn't increase.

And so I think perhaps what you -- perhaps what you're asking is why the issue of the savings on those -- if there's a sharing, why that never arose.  Again, I don't know what the answer to that is, Madam Chair.

MS. NOWINA:  What you said in your submissions, that this precise issue was never raised.

MR. PENNY:  The precise issue of whether that should be shared with the ratepayers, that's what I meant.

MS. NOWINA:  That that issue was never raised.

MR. PENNY:  Whether the new capital addition tax savings should be shared with the ratepayers, that precise issue was never raised.

The broader issue was raised, but, as I've said, that wasn't really the question, in my submission.

MS. NOWINA:  And why do you think the precise issue was not raised?

MR. PENNY:  I'm afraid I don't know the answer to that.  I mean, all I can say is that Union's position was that there should be no tax savings, so we didn't raise it, because we weren't proposing -- or sharing, I should say.  Union didn't raise it, because it wasn't proposing to share them.  Its position was that the GDPPI caught those savings.

Perhaps more generally, people just didn't move down to that level of granularity.  I mean, there was certainly focus on that exhibit, but the focus was on the 80.5, how much money Union was going save over the incentive regulation period.  I didn't -- it wasn't -- certainly from our perspective, all I can say is it wasn't until we saw the Board's decision, 50/50 sharing, and then this sentence that I've focussed on that said that E3.1.1 is indicative of how that should be done; that was the first that we turned our minds to that issue.

MS. NOWINA:  All right, thank you.  Mr. Thompson, I see you're in the front row.  Does that mean that you're going to go first?

MR. THOMPSON:  It means I'm hard of hearing.


MS. NOWINA:  Does it also mean that you're going to go first?  

MR. THOMPSON:  Yes.  Well, I'm ready, if that's acceptable.

MS. NOWINA:  All right.  If the other parties are amenable to that.

MR. MILLAR:  Madam Chair, if I may, while Mr. Thompson is getting ready, we didn't give an exhibit number to Mr. Penny's book of documents.  Would you like to do that?

MS. NOWINA:  Yes, we can do that.

MR. MILLAR:  It's Exhibit K1.1.  I believe the Panel already has copies.  And this is Union's book of documents from the EB-2007-0605/0615 proceeding.
Exhibit No. K1.1:  Union's book of documents from the EB-2007-0605/0615 proceeding.

MR. MILLAR:  Oh, I see we also have a book from CME, so this will be K1.2, and that is CME's compendium of documents.
Exhibit No. K1.2:  CME's compendium of documents.

MS. NOWINA:  Okay.  Just a moment, Mr. Thompson.  My colleagues are helping to resolve a technical problem.

You can go ahead, Mr. Thompson.
Submissions by Mr. Thompson:

MR. THOMPSON:  Yes, thank you, Madam Chair, Members of the Board.

I hope you have a copy of the written submissions of CME in front of you, because that's primarily the direction that I'll be taking in these oral submissions.

MS. NOWINA:  We do, Mr. Thompson.

MR. THOMPSON:  And you'll note there - and we have no submissions to make with respect to risk-management costs - our respectful submissions are confined to the Z-factor pass-through calculation.

I have provided a compendium of documents.  These materials are all referenced in the written submissions, but just to quickly take you through this so you'll know what is here, at tab 1, it's Exhibit E3.1.1.  Mr. Penny has already included that in his handout.

Tab 2 are the transcript excerpts that are referenced in our written submissions, and I'll come to portions of those in a moment.

Tab 3 is the decision that forms the subject matter of the motion.

Tab 4 is a copy of Union's motion, and then tab 5 is your recent decision on Union's motion for review of certain deferral accounts, which is referenced in our submissions.

Just by way of introduction, and this ties back to Mr. Penny's submissions as well as the notice of motion, which you'll see at tab 4 of the material, the motion is for review and variance, if you go to tab 4, and you look at tab 2.  It's the review and variance for the purpose of clarifying the decision.

MS. NOWINA:  I don't think it's you, Mr. Thompson.  Mr. Battista, could you get us some technical assistance?  Why don't we try again, Mr. Thompson.

MR. THOMPSON:  All right.  Well, I was drawing your attention to tab 4 of the compendium, which is the motion. And as Mr. Penny indicated in his submissions, the motion is for review and variance, but for the purposes of clarifying the decision.  So my first point is, as far as I can see, there's no assertion that the decision is incorrect.  The narrow focus is clarification.

And so my submission is that the question is -- for you to consider is, is there any ambiguity in the Board's decision with respect to bringing capital addition during the incentive regulation term into account when calculating the year-by-year Z-factor reductions that are attributable to capital cost allowance changes.

And I submit the onus is on Union, and it ought to be a heavy onus, to demonstrate that there's something ambiguous in this decision, and for reasons which follow it's my submission, when you consider everything in context, there is no ambiguity.

Now, as Mr. Penny indicated in his submission, Union is now in effect asserting that the $80.51 million that you'll see there in total in Exhibit E3.1.1, which again is at tab 1 of our material, is not now 80.51 but 65.33 million, in other words, a very material reduction of what was in evidence before the Board.  And Union's current number is derived by in effect excluding lines 2, 6, 10, and 14 from the calculation.

So they now take the position new purchases shouldn't be there at all.  And clearly, on the form, new purchases were part of the method for calculating the tax reductions attributable to capital cost allowance rate changes.

And so Union is in effect urging what I characterize as an exclusion of new purchases approach for the purposes of doing the Z-factor calculation.  And my submission to you is, if you just look at the form, exclusion of new purchases, an exclusion of new purchases form is not compatible with Exhibit E3.1.1, it's an entirely new and different method for calculating the impact on taxes of CCA rate changes during the IR term.

Now, as Mr. Penny indicated, the rationale for attempting to materially change this method that brings new purchases into account is based on the assertion, and he mentioned it in chief, but it might be wise to turn to the notice of motion.  You'll see in paragraph 16, we have the proposition that Mr. Penny urges upon you, which is that: 

"During the term of the incentive regulation plan, however, Union will not be making any additions to rate base for rate setting purposes and will therefore be recovering nothing in rates for the incremental cost of capital and taxes associated with new capital additions in the years 2008 to 2012."

So he's in effect asserting that price cap rates under the incentive regulation methodology that applies to Union allow nothing with respect to incremental capital expenditures.  And I respectfully submit that statement of principle is dead wrong.  The price cap rates, in my respectful submission, cover all items of expenditure including return of depreciation on capital investments, unless they are the subject matter of a Y factor or a Z-factor.

And that proposition, in my respectful submission, was evident from the outset of the price cap consultation that eventually led to this incentive regulation hearing.  That was never in dispute that the price cap covered everything unless you had some Y or Z-factor protection.

And that's precisely why the electricity distributors, in their 3rd generation incentive regulation mechanism, sought some coverage for capital expenditures, and the debate in that case acknowledged that the price cap covered a certain level of capital expenditures, and then it turned on what level of incremental capital spending should there be coverage for.  And so we have the incremental capital expenditure module in the 3GIRM model, which assumes that capital expenditures are covered by the price cap to a certain degree.

Now, Union, in its incentive regulation plan, never asked for this capital expenditure protection element, and so there's nothing in their plan that covers incremental capital spending over and above that covered by the price cap elements.  But my point is, Union is, in my submission, relying on a misstatement of principle with respect to price cap rates to now assert that new purchases should now be excluded from the calculation of the Z-factor amount.

And it's my submission that Exhibit E3.1.1 clearly requires new purchases to be brought into account, cannot be interpreted in any other way.

Now, I want to turn to the assertion of this business of the appropriateness of the E3.1.1 method was never brought to the attention of Union's witnesses.

And perhaps the best way to do this is to draw your attention to paragraphs 8 and following of our written submission.  I hope you have that at hand.  And just to show you the transcript segments that are being referenced there, if you go to tab 2 of our compendium, and you go in a little bit, maybe halfway through you'll find an excerpt that's headed up in handwriting "volume 4, page 36."  

And this is at the conclusion of my examination of Mr. Birmingham -- just to back up, if you go back two pages to volume 4, page 9, this is the excerpt that Mr. Penny has attached to his material.  It doesn't show the page on his, but this is right at the outset of my examination of Mr. Birmingham, where I asked at line 16:
"The amount in issue is this 80.5 million that's referenced in Exhibit 3.1.1.  It could be more under different assumptions.  Is that what I should take from your discussion with Mr. Shepherd yesterday?"

And then Mr. Birmingham said:  
"It could be more or less depending on the actual amounts that materialize, yes."

So that was at the beginning of the examination, and then we went through the examination.  And then at the end, I asked him specifically about implementation:
"How do you folks say this should be implemented if we're right?"

And so you will find that discussion at lines 3 to 27 of page 36, where I said to Mr. Birmingham:
"All right.  My last topic is implementation, Mr. Birmingham.  I will ask you this.  Assume that the Board agrees with ratepayer representatives that part of the tax reductions is to be accorded Z-factor status.  Assume the percentage of 75 percent for the purposes of this discussion.  Do you have any recommendations for us as to how that feature of the Board's decision should be  implemented year by year?"

And Mr. Birmingham responded:
"I think the main recommendation that I make, Mr. Thompson, is that it be done on actual numbers.  So while we have used the 2007 Board-approved for capital additions, for taxable income and for taxable capital, you actually want to take those amounts on an actual basis and determine what they are after the year end."
"Right.  So that would be part of the annual rate presentation process?"
"Mr. Birmingham:  I suspect it would be more, but it would depend on the timing.  I think the issue will be you will want to get to year end actual amount, but our rate setting is done on a prospective basis, so we would have to determine how that process would work.  But one way or the other, you would want to be dealing with actual numbers."

If you just go back quickly to Exhibit E3.1.1, you'll see that in lines 2, 6, 10, and 14, the amount of additions for each year were assumed to be the same as they had been in 2007.

And so what Mr. Birmingham was saying, in my respectful submission, was:  Having recognized that, when we actually want to implement it, we would like to do it on a year-by-year basis, taking, first of all, forecasts into account, and then truing up at year end.

And that excerpt is reproduced in paragraph 8 of my submission.

If you go to the last page under the tab 2, this was when Mr. Packer was on the witness stand, and he had presented an exhibit trying to demonstrate how much of the $80.51 million would be absorbed in the five years of the IR term.  But, once again, I asked him about implementation.  You'll find that exchange at lines 4 to 18, and so my question was:
"Now, my last question, then, is in terms of implementing any Z-factor treatment that the Board find to be appropriate.  Let's assume it's either your line 22 or my line 22 or we have numbers at each column that exceed the materiality threshold of 1.5 million.  Should we be doing this, in Union's view, on a year-by-year basis or should we express the unabsorbed amount, if you will, as a percentage of the 80.51 and approach it that way?"

And Mr. Packer said:
"I think Mr. Birmingham testified earlier that he would prefer that we do the calculations annually, using the actual numbers that appear in each year.  So, consistent with that, if the Board was to make an adjustment, I think the preference would be that it would be done annually, rather than having some predefined calculation that smoothed it out."

And so you have, in Mr. Birmingham excerpt, and then adopted by Mr. Packer, in my respectful submission, an acknowledgement, and I go to my paragraph 8 of the written submission, where I've underlined what he said:
"So while we have used the 2007 Board-approved for capital additions for taxable income and for taxable capital, you actually want to take those amounts on an actual basis and determine what they are after the year end."

That, in my submission, is a statement by Mr. Birmingham, under oath that you take capital additions into account.  So I say he expressly acknowledged that capital additions should be taken into account.  And this theory that they're now approaching that new purchases ought to be excluded is incompatible with that sworn testimony.

And so, with that testimony, with the wording in Exhibit E3.1.1, you then, in my submission, go to the decision to interpret what the Board was saying.  Mr. Penny has already acknowledged that this format for Exhibit E3.1.1 came right out of the Board-approved settlement for Enbridge.  So new purchases must be brought into account by Enbridge when they do their Z-factor calculation related to tax rate reductions and CCA rate reductions.

And so you then come to the decision that's in Mr. Penny's excerpt.  It's at my tab 3 at page 9, and the first statement pertaining to what I submit is the Board's directive is at the bottom of the second-last paragraph on the page:
"Our conclusion is that a 50/50 sharing of the impact of tax changes, as applied to the tax, the level reflected in the 2007 Board-approved rates is a reasonable balance.  The approach used in E3.1.1 is indicative of how the savings are to be calculated for the purpose of sharing.  The approach used in E3.1.1 is new purchases to be brought into account approach."

The only evidence as to concerns about that was from Mr. Birmingham saying, We would like to do it on an actual true-up basis as opposed to assuming 2007 additions would be the same in each of the years of the IR plan.  But they didn't come forward with that on this motion.  They come forward saying, Take it out completely.

But if there's any doubt about what the Board meant in terms of bringing new purchases into account, in my submission, it's resolved by the next paragraph, where they make reference to the Enbridge case, and then the last sentence says:
"But it may be of some comfort that both gas utilities under the Board's jurisdiction have the same result regarding this particular Z-factor."

In the context of that statement, in my submission, the only reasonable interpretation to ascribe to the Board's decision is that new purchases are to be brought into account in the calculation, and any other submission is incompatible with the decision.

And so in our submission in paragraph 10, we say on the basis of this evidence that:
"Accordingly, while Union's witnesses expressed a preference for using year-by-year forecasts at the beginning of each year and then truing up for actual numbers for capital additions, taxable income and taxable capital at the end of each year, Union did not at any time during the proceeding contend that new purchases in the period '08 to '12 should be excluded in their entirety from the Z-factor change, the pass-through calculation..." 

And in the paragraphs that follow, I take you to the paragraphs of the decision that I've just read.

So we submit in paragraph 17 that the decision clearly directs Union to bring into account tax savings associated with new capital additions during the IR term, and it's unreasonable and incorrect for Union to now assert that the Board did not direct Union to share 50 percent of the tax savings associated with new capital additions during the IR term.  That statement is an extract from some of their evidence that they filed in their 2008  -- sorry, 2009 rates filing.

The only other point that we make that -- and I'll close on this, is in paragraph 19 and 20 of the submission, and this is really going beyond the notion that there's ambiguity.  This exclusion of new purchases method is clearly incompatible with the decision.  But if they wanted to raise it, they should have raised it in the case, when I asked Mr. Birmingham how you folks say we should implement this decision.  They didn't raise it then, and it could have been raised, and under your recent decision with respect to their review motions, I submit it's too late now to try and change the method for calculating the Z-factor reductions to exclude new purchases from its ambit.

Subject to any questions you may have, and our request that CME be awarded its costs of participating in these proceedings, those are my submissions.

DR. BALSILLIE:  Mr. Thompson, Mr. Penny has indicated that no Union witness accepted the calculation for trade in Exhibit 3.1.1.  You say that Mr. Birmingham has provided his testimony on 3.1.1, but do you have a comment on whether any Union witness accepted 3.1.1?

MR. THOMPSON:  Well, accepted that it showed $80.51 million as the calculated amount.  And there was discussion with Mr. Shepherd, and that's in the transcript materials that I provided.  It's volume 3, 179 to 189, about things that could change, that would change that number.  And I think everyone accepted the number could change, based on actual conditions.

The point I'm trying to make with respect to Mr. Birmingham's testimony is that he accepted capital additions must be brought into account.  They did reserve - is the way I would put it - the right, if they wished, to come in with actual numbers, but they haven't done that.

And so given the assumptions that are present in this document, Exhibit E3.1.1, I submit Union accepted that, clearly.

DR. BALSILLIE:  Thank you.

MS. NOWINA:  Thank you, Mr. Thompson.  Who's next?  Mr. DeVellis?
Submissions by Mr. DeVellis:


Mr. DeVELLIS:  Thank you, Madam Chair.  Madam Chair, School Energy Coalition's submissions were also restricted to the tax issue, and specifically the extent to which capital additions during the incentive regulation period are already captured or the compensation of revenue requirement related to capital additions during the incentive regulation period are already captured by the price cap mechanism.

Mr. Thompson touched on that issue in his submission, so I'll be brief.  Very brief.

MS. NOWINA:  Go ahead, Mr. DeVellis.

Mr. DeVELLIS:  Thank you.  Specifically, we believe that Union's motion is built on the incorrect assumption that because it's not updating its rate base during the incentive regulation period, that it's not being compensated for capital additions during that period.

Mr. Thompson took you to paragraph 16 of Union's notice of motion, and in our view, that is the key passage in the Union's notice of motion.  And it's fundamentally mischaracterizing the nature of incentive regulation.

In our submission, incentive regulation contemplates growth in the utility in accordance with historical pattern, and with respect to rate base, that would include capital additions and also depreciation, which would decrease rate base during incentive regulation period.

And Mr. Penny's answer to that proposition, well, is that there was no proof of that.  And there was ample in evidence the 3rd generation incentive regulation process that was recently concluded, and the Board accepted that the price cap index: 
"...reflects a historical pattern of capital expenditure for the industry, and that generally a separate capital module should not be required under a comprehensive rate indexing plan." 

And that's at page -- paragraph 9 of our submissions, and at page 25, I believe, of the Board's report dated July 14th.

And ultimately, the Board concluded that electricity distributors can apply for rate relief during the incentive regulation period, but only if the capital expenditures during that period exceed a materiality threshold and if the amounts are clearly outside the base upon which rates were derived.

In our submission, therefore, it's indisputable that the price cap formula contemplates growth in capital expenditures in accordance with the historical pattern and provides compensation to the utility accordingly.

And so the only -- with that context in mind, the only issue for the Board to decide in the tax decision that's under review here is the extent or how the tax changes would be reflected in rates.  And because the incentive regulation formula doesn't assume a specific value of capital additions, the Board referred, simply referred to Exhibit E3.1.1.  So in our view, the directive to Union as to how the tax changes were to be reflected to ratepayers in rates was clearly directed by the Board's decision and there is no basis for review.  

Subject to any questions, those are our submissions.

MS. NOWINA:  Thanks, Mr. DeVellis.  Mr. Warren. 
Submissions by Mr. Warren:


MR. WARREN:  Can you hear me, Madam Chair?  I can't seem to get this on.

MS. NOWINA:  No.

MR. WARREN:  Ah.  There.  Let me be uncharacteristically brief, Madam Chair.  I agree with Mr. Thompson's analysis and Mr. DeVellis' analysis.  In my respectful submission, the issue for the Board is a narrow one.  In order to succeed on a motion like this, the applicant has to demonstrate that there's some fundamental error in the decision.  In my respectful submission, they have not done so.

Let me just briefly respond, if I can, to the question that Dr. Balsillie asked to Mr. Thompson.  The issue, in my respectful submission, is not whether they adopted that particular exhibit.  It's whether they quarrel with it.  And they had ample opportunity in the argument of their case to say that that was wrong, that they didn't adopt parts of it, that there was a fundamental issue with respect to the capital additions, and they raised none of it and, in my respectful submission, they can't do it now.  That there is no demonstrable error in the decision, that what they are seeking to do is to reverse it in some fundamental respect based on no demonstrable error.  In my respectful submission, the issue, the motion should be dismissed.  

I'd ask that we be awarded our reasonably incurred costs.  Thank you very much.

MS. NOWINA:  Thank you, Mr. Warren.  Mr. Ryder.
Submissions by Mr. Ryder:


MR. RYDER:  Yes.  I, too, agree with what has been said by the intervenors.  The only thing I would add is that with respect to the significance that Union argues should be given to Exhibit E3.1.1, and I echo Mr. Warren, that exhibit is premised on the inclusion of new purchases, and Union has a lot of experience in answering interrogatories in cases where it disagrees with the premise of the interrogatory, and it invariably says to the intervenor that's asking the interrogatory that:  You've got the point wrong.  Here's the answer to your question.  But they also usually say:  Here's the answer to your question if it was properly premised on the proper assumption.

And they didn't do that in this case.  I just add that observation to what has been said by my friends, the other intervenors.  Thank you.

MS. NOWINA:  Thank you, Mr. Ryder.

MR. RYDER:  The only other point I'd add is that Kitchener makes no claim for costs --

MS. NOWINA:  Thank you, Mr. Ryder.

MR. RYDER: -- regrettably.

MR. MILLAR:  Tragically.

MS. NOWINA:  Mr. Mondrow.
Submissions by Mr. Mondrow:


MR. MONDROW:  Thank you, Madam Chair.  Panel, you asked that intervenors consider or indicated that you might consider the threshold issue.  It seems to me that Union is actually moving for clarification here, not alteration, and so I would agree with Mr. Penny's submissions that there are no threshold issues in this circumstance.  

I would also observe that it's not, in my view, inappropriate for Union to have pursued this clarification, and in so doing they seem to have taken a responsible approach in respect of putting it on the record and allowing parties their say.  So IGUA doesn't quarrel with any of that procedurally.

In respect of the risk-management questions, IGUA addressed those questions at the time of Union's October 2008 QRAM application, including seeking clarification from Union and seeking that clarification on the record in that proceeding, which was provided, confirmed in Union's reply submissions, and IGUA accepted those submissions and the positions put forward by Union at the time, and still does, and sees no quarrel with the positions put forward by Union in this proceeding in respect of those risk-management issues.

So coming, then, to the third area, the tax or Z-factor issue.  I must say that this debate is new to me, not having acted for IGUA in that proceeding and not having been involved, in fact, on these issues in that proceeding.  And that certainly saddles me with some liability in respect of the level and depth of my understanding of the issues relative to all of my colleagues in the room.

On the other hand, it seems to me that I may justly claim some dispassionate view of the debate, and indeed the Board's decision on this issue, which was new to me when I read it in preparation for this matter, our written submissions and this appearance.  And so I come to this debate somewhat unsaddled with who was right and wrong relative to how the record was developed in the previous case, and I find myself looking at the wording in the Board's decision itself.  

And it was on basis that I submitted off the top that it strikes me that it is not completely inappropriate for Union to bring forward this request for clarification.  There is an extra "the" in the relevant passage that everyone seems to be labouring over, and depending on which "the" you take out, the interpretation might in fact be quite different.  

And I obviously don't say that pejoratively, but that's the reality that we're being faced with, and it seems to me, in large measure, that's why we're here.

The issue determined by the Board in the tax decision, as it's been referred to, the earlier decision in this docket -- or in the IRM docket, excuse me, was whether external indices captured the impact of tax changes.  And the Board's decision, as I understand it, is not entirely; that there is a lag, and so it's appropriate that 50 percent of the actual tax savings be flowed through to ratepayers through a Z-factor.

I would note, to start with on this issue, that that's quite a different matter from capital expenditures, and Mr. Penny, on behalf of Union, sought to draw a parallel between - and indeed in his view a pejorative parallel between - ratepayers noting that tax changes aren't captured on the other hand, and on the other hand, cap-ex is captured.  And it seems to me that there is no such contradiction.

In the decision in issue, the Board was talking about changes to the tax regime and how quickly those changes flow through to rates.  What we're talking about today in respect of Union's motion is an ongoing pattern of cap-ex, but not, as I think my friend from Schools put it in his written submissions, a frozen capital expenditure made once in 2007 and no further capital expenditures for the balance of the IRM term.

What we're talking about here is a level of capital expenditure included in rates in 2007, and then the supposition, I suppose, embedded in the IRM formula, in IGUA's submission, that that pattern of capital expenditure continues through the term of the plan, but there will be in each year of the plan, according to the formula, a capital expenditure.  

And my friend referred you to the electricity IRM decision, and I'll come back to that in a minute.  But in my view, in our submission, that's the correct interpretation of an IRM formula.

The issue today, then, is whether to calculate the savings that the Board already determined in the previous decision are to be shared with ratepayers, based on either capital as it existed -- the rate base as it existed in 2007 or the rate base or the amount of capital employed in the business in each year; that is, including additions to that rate base during the IRM term.  

And I agree with my friends in saying that Mr. -- Union is incorrect in saying that what's relevant is that their rate base isn't recalculated in a proceeding from year to year.

In our submission - and we agree with the other intervenors in this respect - the IRM formula contemplates capital expenditures and, therefore, additions to rate base in each year, despite the fact that the rate base isn't recalculated, but, rather, the revenues and rates are set based on a formula.

So with that, we turn to, as my friends have all taken you to, the Board's decision at page 9, and the relevant passage is, and it's been read to you before:
"Our conclusion is that a 50/50 sharing of the impact of tax changes as applied to the tax the level..."


Is what the decision actually says.  Now, clearly one of those "the's" is placed in error.  If you take out the first one, it says "as applied to tax the level".  That is the question:  The level of what?  Well, perhaps it's the level of capital expenditure or the level of incremental rate base.  

On the other hand, if you take out the second of those "the's", the passage says, "as applied to the tax".  Well, which tax?  The 2007 tax.  Perhaps the latter interpretation would bear out Union's position, taken in isolation, and the former might bear out the intervenors' interpretation if taken in isolation.

And so the question, then, is:  What's the logical result -- the interpretive question is:  What is the logical result?  That is, how should that passage be read?  Which "the" should be removed in order to get to a result that makes sense?  That's a fundamental premise of statutory interpretation and has been applied by the courts in interpreting decisions, as well.

And so it seems to us that, in so doing, you need to consider what the IRM formula does, and this brings me back to a point I made a minute ago.

The IRM formula input indices contemplate not only that part of the tax change impact is reflected in rates going forward - and that's what the Board found, that part of it, but not all of it, was already reflected in the formula - but also that continued capital additions are made from year to year.  That is, there is an escalation and a re-expenditure of capital in each year of the IRM formula.  And so, in fact, the rate base is increasing, as I think Mr. Penny acknowledged, and, in fact, there are tax savings, as I think Mr. Penny acknowledged, and so the question is:  Should ratepayers get their 50 percent share?  And the answer that IGUA urges is:  Of course they should.

My friend Mr. DeVellis took you to the July 13th report of the Board - I think he said page 24 - in respect of electricity IRM.  I won't take time to read it into the record now, but I would also refer the Board to its supplementary report in that proceeding.  The docket number is EB-2007-0673.  It's the September 17th, 2008 report of the Board.  And I would refer, in particular, to the passages beginning under the heading "Board Policy and Rationale" at the bottom of page 30 and over to the top of page 31, where the Board seems to discuss this very issue and, in fact, juxtaposes the utility position and the ratepayer position, and finds in the end in respect of policy on the ratepayer side, and, effectively, as I understand those passages, finds that the IRM formula captures ongoing capital expenditures, and the so-called cap-ex module is only for extraordinary or special cap-ex needs not already captured in that index.  

And I think, again, what that illustrates is that IRM contemplates continued capital expenditure during the term of the incentive regulation plan and, therefore, additions to rate base, whether quantified separately or not, and obviously not in this case, rather, captured within the formula.

There's a return on investment and a tax expense associated with those new purchases, as my friend Mr. Thompson has put it.  Those are in fact recovered during the IRM period, in IGUA's submission, and therefore the tax savings associated with those new purchases should logically be included in calculation of the ratepayer credit.

The logical interpretation that I've tried to illustrate is in fact also reflected in Exhibit E3.1.1, and is also in accord with Enbridge Gas Distribution's treatment as a result of the settlement in their part of the case in respect of these flow-through tax issues, although I would have to admit, in my own view, that subsequent passage is not determinative.  It, too, can be read in various ways, but I think the logic of the IRM structure, which I think must align with Schools submissions, is what should determine this interpretive question in this case.

And so in the end, we end up agreeing with all the intervenors that there should be a Z-factor treatment for capital additions contemplated by the IRM formula in each of the years of the IRM plan.  

I'm sorry it's taken me a few minutes to get there, but I wanted to try to be clear on where we agree and where we don't, and I hope that's helpful to the Board.  Thank you very much.

MS. NOWINA:  Thank you, Mr. Mondrow.  Mr. MacIntosh.
Submissions by Mr. MacIntosh:

MR. MacINTOSH:  Thank you, Madam Chair.  Energy Probe does not propose to duplicate any submissions with respect to the tax issue.  In respect of the risk-management issues, Energy Probe relies on its written submissions and submits the Board should grant Union the relief it seeks in its motion.  Thank you.

MS. NOWINA:  Thank you, Mr. MacIntosh.  Does ECG have -- do you have submission, sir, Mr. Killeen?

MR. KILLEEN:  You will be happy to hear that I have no further comments.

MS. NOWINA:  Thank you.


MR. SOMMERVILLE:  I have a question that probably goes to each of the intervenors, and for your comment too, Mr. Penny.  That relates to the Board's decision in the case in question respecting the application of the -- in the 2007 tax changes and the Z-factor treatment of the base rate change occasioned by those tax changes that was effective through the entire period.

Have I made -- you know there were two tax decisions made in this case.  One related to the 50/50 sharing associated with the tax changes going forward.  The other had to do with changes to the base rates for 2007.  And I'm wondering if you could address the question as to whether that bears at all on how the Board should consider this review.  The treatment of that particular change, does it have any implications for how the Board might be considered to have viewed the issue in question in this review?

MS. NOWINA:  We'll give you a few minutes to think about that.  Is everyone clear on what Mr. Sommerville's asking?

MR. PENNY:  I might start just because it may shorten the debate.

MS. NOWINA:  Mr. Penny, I thought we'd take a break, actually, and let everybody come back to it after the break.

MR. PENNY:  Fine.

MS. NOWINA:  But I wanted to ensure that everyone's clear on the question.  All right.  We'll take a 20-minute break, then, and return at five minutes past 3:00.

--- Recess taken at 2:45 p.m. 

--- On resuming at 3:05 p.m.


MS. NOWINA:  Please be seated.

So we'll first go to Mr. Sommerville's question.  Who is eager to respond?  And we'll have Mr. Penny go -- well, Mr. Penny, want to go first?  Then others can respond to him, I guess.  And you have the advantage that you're going to be back up for reply, I guess.

MR. PENNY:  I'll be very brief, and it may or may not shorten the debate, but why don't I go, and if I have something else to say, I can say it with the rest of my reply.

I was going to say to Mr. Sommerville's question that I do not think that the treatment of the 2007 issue impacts on this question.  We accept that the 2007 base flows through the entire period, that that's the base on which the incentive regulation mechanism operates, and to the extent that there are ongoing tax savings, they have to be reflected in each year thereafter.

So in my submission -- and in my submission the -- it makes sense that it be treated differently than what we're talking about, because we're talking about capital additions that are not in the base.

And in a parallel vein, there's nothing, in my submission, about the Board's reasoning to come to that conclusion which really impacts on the issue that we're talking about today.

MS. NOWINA:  All right.  Anyone else?  Mr. Thompson?

MR. THOMPSON:  Yes.  My answer would be similar to Mr. Penny's, in that the base rate adjustment has nothing to do with the $80.51 million.  It's a separate topic entirely, and if you want confirmation of that, I'll just give you the reference.

If you go to tab 2 of our transcript references and you go in about half way, you'll see a volume 4, page 88.  And this is -- if you've managed to find it, this is Mr. Penny's re-examination of Mr. Birmingham on this question of the base rate adjustment, as well as the number in Exhibit 3.1.1.  So it starts at line 22 at page 88, and he references 3.1.1 at line 27.  And it continues -- I won't read it to you, but it continues on.

And if you see at the bottom of the next page, where he talks about -- and he's talking about the base rate adjustment:

"So that would be the total of 2.8 million for 2007, and that would impact each year beyond 2007.  So the cumulative impact that shows now at 80.51 would be increased by $14 million."

And so it carries on over to the next page, but it really just confirms they're two separate items, and the base rate adjustment doesn't show up in that exhibit.

MS. NOWINA:  Thank you, Mr. Thompson.  Does anyone else want to wade in, or is that -- do you agree with Mr. Penny and Mr. Thompson?

MR. RYDER:  I have just an observation.

MS. NOWINA:  Mr. Ryder.

MR. RYDER:  It's not our issue, of course, because our issue, I say, is whether Union can reargue a case previously decided.

But it does show the stress the Board put on the value of consistency in its decisions.  At page 11, it speaks of that.  And while we here today seek consistency between Union and Enbridge, in that case they sought -- they endorsed consistency with respect to how the Board should treat tax increases in other years.

So insofar as that we today rely on a consistent approach, I think we can take some comfort from the approach the Board took in the rate base adjustment issue.

MS. NOWINA:  Thank you.  Mr. Penny, your reply.
Further Submissions by Mr. Penny:

MR. PENNY:  Yes, thank you, Madam Chair.  I only have two or three points.  Most of what I would want to say in response to my friends' arguments I said in my argument-in-chief, because I had the written submissions, and I won't repeat myself.

But I do want to address a couple of points.  One is the passage that Mr. Thompson read to you, which is in his material from his examination of Mr. Birmingham, which he says that -- he tries to rebut that -- what he characterizes as my argument that E3.1.1 in the new additions was never brought to the attention of Union's witnesses.  Well, that's simply not my argument.  He's attacking a straw man.

And the passage he read to you is entirely consistent, in my submission, with our position.  The question Mr. Thompson put to Mr. Birmingham was, in effect, if the Board tells you to do something -- to share this schedule 75/25, what would you -- i.e., E3.1.1, what adjustments would you want to make?

And to that question, Mr. Birmingham answered, Well, we'd want to make thus and so adjustments.

What I had said, and what I rely on, is not that, but the fact that Mr. Birmingham was never asked whether he accepted that as being the appropriate way to do it.  And so -- and that wasn't the question.  Mr. Thompson didn't ask him:  Well, how would you -- if you had to share, how would you do it?  He said, If you had to do it on the basis of E3.1.1, what would you do?

So, in my submission, my original point stands.  It was never accepted -- it was never put to Union's witnesses, and they never accepted that E3.1.1 was the appropriate or even an appropriate basis for calculating a 50/50 sharing.

And the issue that I'm raising did not arise out of Mr. Thompson's questions at all, because it was squarely focussed only on 3.1.1.

And that really takes us back to the ambiguity that arises on page 9 of the decision through two things, I would say.  One is the reference to E3.1.1 being indicative of how the savings are to be calculated, and so we're, I guess, struggling a bit with what "indicative" means.  But, also, a point that Mr. Mondrow touched on, which I thank him for, because it was something that I had intended to raise in my original argument, and that is the sentence beforehand, where it says, "Our conclusion" -- right before the passage I just read, page 9:
"Our conclusion is that a 50/50 sharing of the impact of tax changes..."

And then there's a bit of a syntactical problem which Mr. Mondrow pointed out.  And, in my submission, the -- I guess only the only author can know, but it says:
"As applied to the tax the level reflected in the 2007 Board-approved rates..."

Well, obviously, there's a syntactical problem and we're not clear what that means.  Mr. Mondrow says, Oh, well, it's just a question of which "the" you take out.  But, in my submission, that doesn't work, because if you take out the first "the", you have "as applied to tax the level reflected in the 2007 Board-approved rates", and that doesn't make any sense.

If you take out the second "the", it says, "as applied to the tax level reflected in the 2007 Board-approved rates."  That does make sense.  That's exactly what we're saying is the right way to do it, that it's 50/50 sharing as applied to the tax level reflected in the 2007 Board-approved rates.

So in our submission, the only rational way to edit that sentence in a way that makes sense is to take out the first "the", and then you're left with a clear statement that what we're talking about is the level of tax reflected in the 2007 Board-approved rates.

And that's why, I hasten to say, when the Board then says, "The approach used in 3.1.1 is indicative", that's why perhaps the use of the word "indicative" was used.  In other words, don't do it exactly like 3.1.1, but use that as a guide subject to the prior statement, that what we're talking about is the level of tax reflected in the 2007 Board-approved rates.

Mr. Mondrow, Mr. DeVellis, make the argument that IRM -- as a general proposition, IRM contemplates capital additions during incentive regulation.  We don't quarrel with that.


But that, in my submission, is not the point.

The point is that customers are not paying for this.  Inflation less productivity clearly is not sufficient to cover the full cost of capital additions.  The Board knows this from many facilities applications.  It's clearly not recovered, because it's recovered over an extended period of time.  No project, and especially no big distribution project has a profitability index of one in the first year.  It takes years to get to that.

So it's obvious that they're not getting full recovery, or that the inflation less productivity is not giving full recovery, and so it still leaves you with the question of fairness that we pose, which is:  Is it fair that the customer gets a windfall, a tax rebate, in effect, on a new capital addition during incentive regulation period that it's not paying for?

And finally, I guess, on a similar vein, Mr. Mondrow and Mr. DeVellis, and I guess Mr. Thompson as well as, relied on this 3rd generation incentive regulation decision of the Board dealing with electricity.  And I simply say that that, while again it deals with the general proposition about capital expansion during incentive regulation, it does not deal with the issue before us, which is that it does not deal with the sharing of tax reductions on capital additions during the incentive regulation period.  So the decision, in my submission, is not helpful, not of any assistance, in the resolution of the point that we've brought before you.

And those are my submissions.

MS. NOWINA:  Thank you, Mr. Penny.  Thank you, everyone else.  We will issue a written decision as soon as possible.  And we're now adjourned.

MR. PENNY:  Thank you, Madam Chair.
--- Whereupon the hearing adjourned at 3:17 p.m.
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