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Tuesday, April 15, 2008

--- On commencing at 9:32 a.m.


MR. KAISER:  Please be seated.


Mr. Penny.


MR. PENNY:  Yes, thank you Mr. Chairman.  Good morning.


As an aid to argument, I have prepared an outline of the order in which I propose to deal with things, and I have also prepared a compendium of evidence and some authorities that I will be referring to as excerpts from the record.


I don't know if you have those on your desk or if Mr. Millar has those.


MR. KAISER:  Do you have those, Mr. Millar?


MR. MILLAR:  I will mark those as -- Exhibits K8.1 will be the compendium.

EXHIBIT NO. K8.1:  UNION COMPENDIUM

MR. MILLAR:  K8.2 will be the outline of argument.

EXHIBIT NO. K8.2:  UNION OUTLINE OF ARGUMENT

[Mr. Battista hands out documents]

Closing Argument by Mr. Penny:

MR. PENNY:  Thank you, sir.  Well, as the Board knows, this is the final outstanding issue arising out of the EB-2006-0606 matter, Union's application for incentive rates.  It involves the treatment of tax changes under incentive regulation.  There are two issues, one the simpler, straightforward one involving base rate adjustment for unforecast 2007 variances, and the second issue, to which we devoted much more time in the hearing, to what extent the price cap index compensates for changes in tax costs under incentive regulation.


The settlement agreement deals with the base rate issue at page 33, section 14.1.  It simply says that there was no settlement as a result of the tax changes resulting from federal and provincial legislation as an adjustment to base rates.


The settlement agreement of course deals with the inflation factor.  That's in the compendium at page 2, section 2.1.  The agreement is that Union will use the average of the four prior quarters available in time for prospective rate-setting, and that of course required use of the quarter 2 data.  


The reasons for adopting a national price index are well known and I think uncontroversial.  I read to you in my opening from Dr. Lowry's report to the effect that a national price index is supposed to have noteworthy advantages over industry-specific measures, availability from respected and impartial sources, simplicity, and avoidance of controversies over the design of industry-specific measures.


The Board Staff's report on incentive regulation which preceded this case reflects the same kinds of considerations, and at page 3 of the compendium, I have an excerpt from the Staff discussion paper.  It says, at the top of the page:

"The above assessment, which attributes equal weight to each of the five criteria ..."


That is an assessment that they did of the different measures:

"... ranks the GDP IPI FDD and the CPI equally.  Board Staff, however, thinks that the GDP IPI FDD should be used as the inflation factor in the IR plan.  Board Staff recognizes that the GDP IPI FDD could be more difficult to explain to ratepayers than CPI.  However, Board Staff's view is that this potential complexity is offset by the advantages of GDP IPI FDD in terms of coverage, volatility and the simplicity it brings to the calculation/calibration of the X-factor."


Now, as this case has shown, some of those objectives may be in peril, depending on how you approach it, but let's remember what the inflation factor is for.


The inflation factor is the proxy for the utility's cost changes during the incentive regulation period.  In order for incentive regulation to work, cost changes must be presumed to be captured in the inflation factor; otherwise, you have cost of service.  Rates are determined by the combination of the productivity factor and the inflation factor and are necessarily delinked from the utility's specific costs.  Z-factors represent a limited exception to this principle.


Z-factors, of course, are dealt with also in the settlement agreement at page 17, section 6.1, and, as you have heard previously, the issue in this case is criteria number 3.  That's -- that section, by the way, is reproduced at page 4 of the compendium, and criteria 3 provides that the cost increase/decrease must not otherwise be reflected in the price cap index.


And that is of course the issue:  Are pervasive tax cost changes reflected in the price cap index?  Part of that is, of course, whether Union is affected disproportionately by those cost changes.


Put another way, I would say the question is:  Is the inflation factor reflecting an appropriate level of downward pressure on the price cap index consistent with tax cost changes during the incentive regulation term?


Now, with that introduction to the issues, let me turn very briefly to the base rate adjustment issue.


This is the 2.8 million of unforecast tax changes announced after Union's 2007 cost of service proceeding.


There were previously announced tax changes for 2007 that were included in the cost of service filing, but some announced later were not.  So those that were known were included in the filing.  Those that were not announced were of course not, and it is the later ones that are in issue in this case.  


This is, in my submission, a straightforward issue.  Intervenors say this unforecast change in the 2007 cost of service case should be reflected in an adjustment to 2007 base rates before the application of the price cap index.  Union says this is an unforecast test year cost variance which is indistinguishable for many other forecast test year cost variance and that no adjustment should be made.


The intention, in our submission, of the NGF report and the 2007 cost of service case was to have a robust base rate-setting process in advance of incentive regulation, and we had that.


Test year forecasts are always subject to variation.  The only reason this is an issue -- sorry, the only reason this issue is even on the table is because there was a considerable delay in implementing the application for incentive regulation.


It is not, in our submission, appropriate to come along after the fact and pick one cost variance that favours your particular interest and ask for special treatment.  This, in my submission, was a point made several times by Dr. Lowry during his cross-examination by IGUA.


There is a natural tendency to want to come back and revisit issues that turn out differently than you thought they might, and I think what Dr. Lowry was saying is that you need to resist -- in order for incentive regulation to work, you need to resist that instinct and let the factors unfold.


If you turn to page 41 of the compendium, I have a section there that has some excerpts from Dr. Lowry's cross-examination, and this is from page 90 of the transcript, which was on -- which is in volume 6.


You will see that the top of the page, the question is:

"Is there any reason in your view why this should not ..." 


"This" is the 2.8 million, as you can see above:

"... should not be brought into account as a base rate adjustment?"

"DR. LOWRY:  Again, it depends on the story behind it.  Ordinarily, once one's base rates are set, they're not changed even if they become a little stale.  Now, in this case, this was part of the settlement.  It may be just something that was agreed to, principle or not, but ordinarily you don't change base rates once they have been set, and, you know, sometimes there is a little passage of time when it materializes that they were a little higher or low."


Then the question is:

"Well, I suggest to you should be truing up.  Do you agree?"

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


Then there is another question:

"What's the proposition?  Is it up to the utility?"

"No.  Again, I don't know what principles were used in this case, but in an incentive regulation plan, there are going to be a certain number of little developments, some that help the utility and some that hurt it, and we're kind of hoping to move beyond wringing our hands about every single one of them.  Not to say that this isn't one large enough to be worth considering."

Then again:

"There should be -–"
Mr. Thompson advances the proposition:
"There should be a true-up for costs of this nature?  Do you have any quarrel with that?"
"Dr. Lowry:  I am not on board.  I am not necessarily opposed to it in all cases, but I think that we need to, you know, as a practical matter you have to settle upon some base rates and sometimes utilities see fit to settle base rates first and then focus on the rate adjustment mechanism.  And before it is finalized there may be a little bit of -- there may be some developments that make that base rate seem a little high or low.  I wouldn't think it is generally expected that be changed, the base rates be changed on the basis of that new information."

And then -- I won't read it all, but across the page to page 43 of the compendium, he is asked:

"Can you help us there?"  
He simply says:
"I would say, generally speaking, I wouldn't change the base rates."

So that's my submission on the base rate adjustment issue.

Let me turn, then, to the main issue.  We say no Z-factor treatment for cost changes.  And of course the real issue that brings us here is the operation of the price cap and specifically the extent to which the chosen inflation factor will put appropriate downward pressure on rates during the incentive regulation term that is consistent with current and anticipated tax reductions.

If it does, consumers are made whole.  Z-factor treatment of tax changes in that scenario would double-count the effect of these reductions on Union's rates.  Once as a pass-through, as a Z-factor in other words.  Or sorry as a -- once as a pass-through or as a Z-factor is what I meant to say, and again, through the operation of the inflation factor on Union's annual changes in rates.

Dr. Lowry made this point at page 60 of the transcript.  It is page -- excerpted at page 37 of the compendium.  He says at the top of that page:

"I wanted to talk first of all what Z-factoring is all about.  It is something that may be appropriate if a price cap or revenue cap index is encharged with adjusting prices for developments in business conditions and is, for some reason, unable to do so correctly.  When that is done, it is important, in theory, that there not be a double-counting, because the price cap index could very well pick up some of the change in business conditions that is affecting the company's unit cost.  So it is important to net that off, and even if that weren't true, that's what is in the settlement agreement.  It's very clear that is what is expected to be done."

He goes on to say:

"It is an important part, it can make for more just and reasonable outcomes and reduce some needless operating risks."
But then says:

"—- but it also greatly complicates things, and if part of the goal of incentive regulation is to keep things fairly simple, then there is a certain burden, particularly in my own view, on the petitioner to come up with very good evidence that there is a warranted Z-factor that is not double-counting."

In order to set the stage a little bit for this discussion, I wanted to go back to some of the principles that were outlined in the Board's Natural Gas Forum report, and I have reproduced an excerpt from that starting at page 5 of the compendium, because it will be my submission that part of the analysis that must be brought to bear around the question of Z-factors is whether it is in keeping with and fosters the objectives of incentive regulation.

At page 18 of the report, page 6 of the compendium, after a discussion about -- a general discussion about the purpose of gas rate regulation, the Board reviewed the statutory obligations and so on and says:

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

Then at page 21 of the report, page 7 of the compendium, the Board was considering some of the practical issues that were involved in moving to incentive regulation, and in the middle of the page, you will see that there is a passage that says:

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

Then flipping the page, the Board had the following conclusion at page 8 of the compendium.  The Board said:

"The Board believes that a multi-year incentive regulation IR plan can be developed that will meet its criteria for an effective rate-making framework, sustainable gains in efficiency, appropriate quality of service and an attractive investment environment.  A properly designed plan will ensure downward pressure on rates by encouraging new levels of efficiency in Ontario's gas utilities, to the benefit of customers and shareholders.  By implementing a multi-year IR framework, the Board also intends to provide the regulatory stability needed for investment in Ontario.  The Board will establish the key parameters that will underpin the IR framework to ensure its criteria are met and that all stakeholders have the same expectations of the plan."
Then, in the discussion of the term of the plan, at page 10 of the compendium, the Board said:

"The Board's view, shared by most stakeholders, is that the current system of annual rate cases is inefficient.  It is costly and time-consuming."
This is the part that I focus on:

"The challenge for the Board is to implement a regulatory model that contains incentives for utilities to make productivity improvements and that reduces annual regulatory burden, while ensuring both that customers benefit from productivity improvements and that an appropriate level of transparency is maintained.  The Board believes that IR plans must contain longer rate-approval periods to ensure an incentive for utility shareholders to make productivity improvements and to benefit from them."

So there are, I would submit, four objectives outlined here: incentives to make productivity improvements, reduction of regulatory burden, ensuring that customers benefit from productivity improvements, and transparency.

In my submission, creating incentives to make productivity improvements, at least in the model of incentive regulation being implemented here, necessarily requires delinking specific costs from rates.

The first step towards ensuring that customers share in productivity improvements is, in my submission, to make sure you have an environment that actually generates productivity improvements.

Reducing regulatory burden necessarily means, in my submission, simplicity and a relatively mechanical process for determining rates.

Transparency, I would argue, is also enhanced by a simple mechanical process.

Dr. Lowry made this point in respect of Z-factors in the passage of his evidence from page 60 that I read earlier:

"Z-factors greatly complicate things and if the goal of incentive regulation is to keep things fairly simple, both the need for a Z-factor and that it will not result in double-counting must be well-established."

Just while we are on the NGF report, it is worth remembering what the Board said about Z-factors, and that, their conclusion on that is reproduced at page 12 of the compendium.  And I will simply go to the conclusion that is in italics and side-barred:

"In the Board's view, an appropriate balance of risk and reward in an IR framework will result in reduced reliance on deferral or variance accounts and reliance on off-ramps or Z-factors in limited, well defined and well-justified cases only."

And that, in my submission, is relevant to the question of burden and onus, which I will come back to later.

As the issue of tax changes has evolved in this case, it would seem that there is little or no debate anymore on the basic theory: corporate tax cuts stimulate investment, which improves productivity, which lowers average unit costs, which tends to lower prices.

I did not understand any of the witnesses to disagree fundamentally with that, and that is consistent with what this Board has said on several prior occasions, that, as a general proposition, pervasive tax reductions tend to be passed at the lower prices.  


The dispute, as things have evolved, is at the margins, whether all of the tax reductions are reflected and when.  The dispute as it has evolved now turns, it seems, entirely on how lags and anticipatory effects are to be handled in connection with cost changes and how they should be measured.


This involves both questions of regulatory and macroeconomic theory, and questions of an empirical nature.  It will be my submission that the only qualified and relevant macroeconomic evidence in this case came from Professors Mintz and Wilson.  The only qualified and relevant regulatory evidence or regulatory principled evidence came from Dr. Lowry, and the only empirical evidence, in my submission, is, again, the evidence of Professors Mintz and Wilson.


Doctors Loube and Professor Georgopoulos, as I will discuss in a moment, are, in my submission, simply not qualified to express credible opinions on the macroeconomic effects of business tax changes in the Canadian economy, and, more importantly, neither offered any empirical evidence or, indeed, even empirical support for their theories on these issues.


Just turning briefly to Union's evidence on tax changes.  That work of course came principally from Professors Mintz and Wilson.  Dr. Mintz's qualifications:  a Ph.D. in economics in 1988; for over 18 years, a full professor of economics with the Rotman School of Business in the department of economics at the U of T; for seven years, president and CEO of the C.D. Howe Institute.  Virtually his entire career has been devoted to the study and empirical analysis of the economic effects of business tax policy.  


He has taught at the graduate and undergraduate level on these topics.  He has consulted to the Department of Finance on the very type of tax reductions we're dealing with here.  He has written dozens of research papers and studies on the economic impacts of tax changes, and he has authored and edited numerous books on the same topic.


Dr. Wilson:  a Ph.D. from Harvard in 1961; full professor of economics for 33 years, now a professor emeritus at the University of Toronto.  He was head of the economics department at the U of T.  He has been the director of the department of political economy at the U of T.  He has been the head of the Institute for Policy Analysis at the U of T, and the area coordinator for business economics at the Rotman School.  


He has been an advisor to the Minister of Finance and to the Canada Revenue Agency, the chair of the National Accounts Advisory Committee for Statistics Canada, the committee that oversees, among other things, the GDP IPI FDD price index.  He, too, has written dozens of studies and research papers on the macroeconomic impacts of fiscal policy, including tax policy.


Both Professors Mintz and Wilson have been qualified as experts on business taxation and macroeconomics before this Board previously, and in other contexts, and they were accepted in this case without protest as experts in this field.


They are the most -- the foremost authorities on the economic impact of business tax changes in the country.  And so, in my submission, no one is better qualified to assist you in coming to the right result on the treatment of general corporate tax cuts when using a national price index like the GDP IPI FDD as the inflation factor for incentive regulation.


They are, as I said, the only witnesses that have presented empirical evidence on Union's tax position vis-à-vis the rest of the corporate economy and the impact of tax changes on the national price index.  


The issue at the end of the day, it will be my submission, is not whether the Canadian economy is perfectly competitive or, indeed, whether you can perfectly track particular -- a particular dollar of cost change to Union through an identifiable and measurable impact on the final demand deflator.


Rather, the issue is whether changes in the economy affect Union disproportionately.  It is a relative rather than absolute measure that we should be focussing on.  If pervasive cost changes do not affect Union disproportionately, they are and should be presumed to be reflected in the price cap index.


The evidence of Professors Mintz and Wilson was consistent with the Board's findings in RP-2001-0029 and their own considered opinion on the matter that lags and leads should not, and cannot really, be taken into account in determining whether tax cost changes are reflected in the national economy.


Their initial evidence was on the question of whether -- I will come back to the issue of the Board, of course -- back to the issue of the Board's prior determination, but their initial focus in their prefiled evidence was on the question of whether the tax changes were more advantageous to Union than to Canadian corporations, generally, and they showed, as they did in 2001, that corporate tax cuts in Ontario were mirrored to some extent in other provinces; and that taking the economy as a whole, Ontario utilities were not receiving as significant a tax reduction as Canadian corporations generally.


Some excerpts from their evidence are reproduced in the compendium starting at page 13.  This is from Exhibit E1, tab 1, and you will see they say:

"The corporate tax changes potentially affect the pricing formula in two ways:  Broad tax reductions, such as federal corporate tax reductions that apply to all industrial sectors, and all provinces would be reflected in lower capital costs of all sectors of the economy.  As a result of competitive forces, businesses would reduce prices charged on products and services as a result of cost reductions.  Thus, broad corporate tax reductions would be reflected in a lower aggregate price index used to adjust rates under the price cap index.  Similarly, broad corporate tax increases would be reflected in a higher aggregate price index.  On the other hand, significant corporate tax changes particular to an industry, depending on the overall net effect of changes generally, may not be reflected in price adjustments at the national level.  Therefore, such changes should be incorporated in the Z-factor as a cost change beyond management's control."

"If corporate tax changes occur only in Ontario, the national price index only partly captures its effects, since Ontario's GDP is about 40 percent of the Canadian economy.  However, as noted in our previous submission, if other provinces make comparable reductions in their corporate taxes, the national price index should reflect the average provincial tax reduction."


And then there are some other excerpts here.  I won't take you through them all.  They discuss their table 1 in their prefiled -- original prefiled evidence and their conclusion that Ontario utilities -- this is page 15 of the compendium.  Ontario utilities will face a 4.2 percentage point reduction in their marginal effective tax rate, and make the point that this is less than the Canadian-wide average of 5.7 percent, and then their conclusion at page 16 of the compendium was:

"These results indicate that the effect of an industry-specific measure (the increased CCA for natural gas pipelines) is more than offset by the other federal and provincial tax measures introduced in 2001.  Thus, we conclude that the national GDP final demand deflator will more than compensate for the effect of the corporate tax reductions on natural gas distributors in Ontario."


So that was the original prefiled explicitly excluding lags, as I have said - and I will come back to this later - consistent with the Board's ruling in the first customer review process in the 0029 case.


Then I will come back to how the reply developed.  But then looking at Board Staff evidence, the evidence of Dr. Lowry, Dr. Lowry of course is not a -- not a specialist in the macroeconomic impact of tax changes.  His area, as he candidly admitted, is productivity measurement and statistical benchmarking.  His background is not macroeconomics at all, but microeconomics.  


But he is certainly one of the foremost experts in North America on incentive regulation.  He has been through this before.  He knows something about the implications of using a national price index as the inflation factor in a price cap formula.


He has been an advisor to the Board and is the advisor to Board Staff in this case.  I submit that he represents no direct interest; therefore, has no axe to grind.  And he says what Professors Mintz and Wilson are saying is intuitively right, essentially right, and that, in the absence of very compelling evidence to the contrary, no Z-factor adjustment should be made for corporate income tax cuts.


There are excerpts from his prefiled evidence starting at page 22 of the compendium.  Just starting towards the bottom of page 22, he says:  "This analysis suggests -–"  He is reviewing what Professors Mintz and Wilson had done:

"This analysis suggests when considering the appropriate Z-factor adjustment for a pervasive reduction in corporate income taxes, a central issue is whether the slowdown in the GDP IPI is much different from the overall slowdown in prices for gas utility inputs.  This is an empirical question that is difficult to answer accurately.  Similar questions could arise over other imperfections of the GDP IPI as a measure of industry input price growth.  The dollars that are potentially Z-factorable are apt to be considerably less than the total tax savings and may not pass the materiality threshold.  Since, additionally, one goal of incentive regulation is to simplify regulation, PEG believes that it is reasonable for the Board, absent convincing empirical evidence that the GDP IPI will handle the tax reductions inappropriately, to rule that a pervasive reduction in federal and provincial corporate taxes does not warrant any Z-factoring."

Then over the page, at page 23, he says:

"The tax reductions under consideration in this case appear to be even more pervasive than those the Board considered in rendering its decision in the -0029 case."
Because that, of course, was dealing only with Ontario tax changes.  And then in his conclusion, he says:

"The settlement agreement states clearly that Z-factored costs must be net of amounts that are reflected in other terms of the PCI formula.  The tax reductions under consideration for Z-factoring in this case seem to apply to most or all firms in Canada's economy and should produce a material slowdown in GDP IPI growth.  The net benefit to consumers of Z-factoring in these tax reductions is therefore likely to be substantially less than the total value of the reductions.  The difference between the slowdown in the GDP IPI and the input price growth faced by Union is a complex and potentially controversial empirical issue.  Similar issues may arise during the plan, since the GDP IPI is not designed to track industry input price growth.  Absent solid evidence that the GDP IPI will respond inappropriately in this instance, it is therefore reasonable for the Board to reject the Z-factoring of any part of the tax reductions."

And so that is on the basic issue.  Dr. Lowry -- and I said earlier that Professors Mintz and Wilson, they're going-in position is that the whole lag anticipatory effects is a swamp.  There is no reason to treat tax differently from any other cost, and once you are into it, then you are into an extremely complex series of analytical exercises.  And Dr. Lowry agrees entirely with that going-in position, as we can see from the transcript of his cross-examination.

If you would look with me at -- starting at page 38 of the compendium.  This is again from volume 6, page 6, starting at page 61.  At the bottom of the page is where I read to you something earlier on a different issue, but at the bottom of the page is where he starts with a discussion about Z-factors and lags.

And he says he wants to make a couple of other comments.  One is that:

"I definitely independently came to the conclusion that this whole issue of delays -- lag effects, you might say -- is a really complicated issue, because it is true that if there are lag effects that are going to mean that there's going to be inflationary impacts, a delay in the pass-through of the tax cuts to the GDP IPI effect, well then, if there were past tax cuts then that affects things today, as well as the delay in today's tax cuts for the future.  It is legitimate to consider both of those simultaneously.  Also, if five years from now, Union through a rate case passes through 100 percent of the tax savings but the GDP IPI for the next plan is still slowed by these tax cuts, then that is a potentially Z-factorable claim for Union.  So I really kind of think that it is best to stay away from Z-factors based on delayed effects.  At least in this case, where there were some pretty good sized tax cuts in the previous five years."

And then if you flip the page, page 40 of the compendium, page 67 of the transcript, he's speaking of Union:

"They also presented some evidence about this whole issue of the lag effects, and they showed that there had been a pretty good sized tax cut in the last five years that was just filtering its way through the GDP IPI right now.  I thought this was a good point.  And of course I agree with their general -–"
This is the point I want to make:

"-- I agree with their general attitude that you don't want to get into this issue of delayed effects if you can avoid it."

Then finally at page 44 of the transcript, there is a passage where Mr. Thompson asks about lag effects, and what tax reductions we're talking about.  He says:  What's the period we're talking about, what impact do those tax reductions have.  Dr. Lowry says:

"I was characterizing that as an unfruitful discussion."


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

I am going to come towards the end of my submissions to some the regulatory precedents on this issue, but that -– that they're very much on that point, the -- particularly a decision of the Federal Communications Commission on the incentive regulation for telecoms, and there is quite a good discussion of that whole issue very much in line with what Dr. Lowry has said and what Professors Mintz and Wilson are saying.

Dr. Lowry's only point of departure from Union was at the margins, and I might add, in an area which is clearly outside his expertise, as he readily admitted.  And that is the extent to which 100 percent of pervasive changes in input costs translate to lower prices in the Canadian economy.  And that of course is a macroeconomic question and an empirical question, neither of which -- as Dr. Lowry himself admitted -- he was qualified to express an opinion on.

So there is effectively -- and there is effectively no evidence on the quantification of that issue in this case.  Frankly, I am not sure where it gets you, because as Professor Georgopoulos admitted, it affects all costs and it is the reality of the Canadian economy as reflected in the GDP price index.  So merely to say as a theoretical proposition that the Canadian economy may be less than perfectly competitive is not of -- really of any assistance to us in answering the question that needs to be answered.

On the intervenor evidence, as I have said, neither of the two economists who testified for the intervenors had any relevant expertise or experience on the core issues before you, in my submission.

Dr. Loube is a consumer advocate, pure and simple.  He knows nothing about the Canadian economy, business tax policy or how it interacts with the Canadian economy.  He, in fact, has no knowledge on how business tax interacts with the US economy.  Everything he knows, as he admitted in cross-examination, about the impact of tax changes on the economy or macroeconomic impacts, he learned from articles he read since January of 2008 when he got this assignment.

Just by way of example, on the critical issue of lags, for example, his recommendation is based 100 percent on a passage, a few lines he read from chapter 4 of a 2004 US Presidential Report, in the United States, of course.  He doesn't know who researched that chapter.  He doesn't know who wrote that chapter.  Needless to say, he had no involvement with it personally.  And he acknowledged in cross-examination that although he did not look at it at the time he wrote his evidence, the lag -- the appendix to that chapter shows that the lag analysis in that report was based on a model developed for the US -- which he also admitted to have a very different corporate tax system -- a model developed in 1928.  It is clear from the text of the appendix to that report, as well, that this 1928 US model assumed a closed economy in which the capital stock is determined by domestic savings.

And that, of course, is not a relevant limitation on the capital stock in Canada which, as all the experts agreed, is a small open economy in which capital is raised in international markets, and is essentially in fully elastic supply.

So in summary, the two things -- there are two things you want in an expert, above all, and they are expertise and impartiality.  In my submission, Dr. Loube had neither.  He had no expertise in the relevant areas and his professional career has been entirely devoted to being a consumer advocate.

Dr. Georgopoulos also lacked, in my submission, expertise in the core issue here of macroeconomic impacts of changes in business taxation.  He has done no research, teaching, writing or consulting in these areas.  He has written in the area of monetary policy, but again, no research or writing on the relationship of business tax policy and Canadian monetary policy.

He was a newly-minted assistant professor.  He has none of the expertise or experience of Professors Mintz or Wilson, and perhaps most importantly, like Dr. Lowry, neither Loube nor Georgopoulos have made any attempt to quantify the impact of tax changes in Canada on the GDP IPI FDD, or to quantify, for that matter, their assertion that in the absence of perfect competition, something less than 100 percent of changes in input prices are reflected in lower costs.  Nor did they consider the implications of this theory for incentive regulation generally, and the use of a national price index, because, of course, other input costs are affected by that proposition not just tax costs, as Professor Georgopoulos readily admitted.


Professor Georgopoulos admitted in-chief and in cross-examination that he had done no empirical research and was simply unable to offer any basis for determining how much of a change in input cost was going to be realized in price changes in the Canadian economy.  At volume 5, page 34, he admitted that, quote: 

"Throughout this analysis and my statement, I have outlined theoretical arguments."


And in the compendium, starting at page 63, I have excerpted some of Dr. Georgopoulos's cross-examination.  For example, at pages 63 to 64 he is asked, regarding page 5 of his report, and says -- I said:

"You talk about the Canadian economy being characterized by firms having different degrees of price-setting powers.  I take it you have not conducted any study or research about which sectors have these price-setting powers or attempted to quantify the extent of the price-setting powers?"

Answer, "No, I have not."

Question:

"To the extent that Canadian firms have price-setting powers, though, I take it you are saying that would influence the extent to which they pass on all changes in their costs, not just tax costs?"  

Answer, "Yes."


Then if you would look at page 67 of the compendium, this is in response to questions from the Chairman, Mr. Kaiser.  He is asking about how long things take, or is it just guesswork.  Georgopoulos says at the bottom of the page:

"But I am abstracting from that.  But here, what we're having is a productivity change, which accumulates, which means capital will go up, okay.  Sorry, capital has gone up, which has led to productivity increase, and essentially what that has done is that has increased the capacity of production in the economy.  You hear the Bank of Canada talking about where demand is relative to capacity.  Capacity is the stock of capital we have in the economy, labour and technology." 

"So capital stock increases.  That's a long-run result and, as a result, our overall supply in the economy has gone up, and for a given demand prices drop.  How long that takes, I don't know."


And then over the page at page 69 of the compendium, he is again asked:

"Do you have any evidence that you can put on the record as to the degree of competitiveness of the Canadian economy within that kind of a ranking, similar to the study you referred to on FIRA?"

"DR. GEORGOPOULOS:  I don't have any evidence offhand I could think of.  There may be studies out there that have quantified the barriers."


So no empirical basis, no quantification of anything.  His only contribution, apart from the monetary policy question, was a highly general economics 1A6 type theoretical proposition whether Canada's economy was perfectly competitive, and the furthest he would go was to say that 100 percent of input price changes might not be realized in lower prices because of imperfect competition.  He certainly wasn't saying they're not passed on at all.


If you would look at page 59 of the compendium, there is an excerpt from his cross-examination in which, in the side-barred portion, the question is:   

"Again, just sticking with the theory for a moment, I take it, then, that you agree that reduction in the marginal effect of a corporate tax rate provides a stimulus to capital investment?"

Answer, "Yes."

Question:

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

Answer, "Yes."

Question:

"As labour productivity increases, unit costs decline?"

Answer, "Yes."

"And I appreciate that your concerns relate to the extent to which, in the timing of how average unit costs decline, transfers through to prices in the market, but you are not saying, I take it, Professor Georgopoulos, that some of that reduction -- that none of it is passed through.  You are just uncertain as to how much and how long it takes?"  

Answer, "Yes."


Now, Professors Mintz and Wilson, by contrast, have conducted this analysis.  Both in their initial evidence on the marginal effective tax rates of Canadian corporations  -- sorry, not this analysis, but have conducted empirical analysis on relevant questions.


In their initial evidence they conducted analysis based on empirical research of the marginal effective tax rates of Canadian corporations that showed that in relation to Ontario utilities, Union did not have a disproportionate benefit and indeed was lagging -- sorry, that utilities did not have disproportionate benefit and were indeed lagging behind the marginal effective tax rates of Canadian corporations at large.


In their reply evidence on whether -- which focussed principally on whether the relative capital intensity of Union specifically gave it a disproportionate benefit from the tax cuts -- and, of course, in their Exhibit J3.3, which I might say, contrary to their recommendation, but at the insistence of the School Energy Coalition, does go on to attempt to examine the lag and anticipatory effects specifically of tax changes, they have done empirical research there.


Now, let me then turn to the reply evidence, briefly.  Union's -- this is the issue of Union's capital weights not producing a disproportionate benefit.


In response to their prefiled evidence, some intervenors raised the issue of whether Union being more capital intensive than your average Canadian corporation might benefit disproportionately from taxes which affect the capital stock, and so Professors Mintz and Wilson went back to expand their analysis to deal not only with Ontario utilities generally, but Union specifically.


You may recall there was some evidence from statistics Canada that Union was more capital intensive than the average Canadian corporation, but less capital intensive than your average utility in Ontario.  But, in any event, in the reply evidence, they moved from Ontario utilities to Union specifically and showed, through the application of Professor Mintz's research and economic modelling on the marginal effective tax rates, that even accounting for Union's greater capital intensity, the cumulative effect of the recent tax changes on Union was roughly the same as Canadian corporations generally.


And they of course also addressed the issue of monetary policy, which they say is merely another factor affecting the core inflation index, just like any other factor.


But at page 17 of the compendium, I have excerpted a couple of passages from their evidence in reply.  Starting at page 17, the bottom paragraph, they summarize table 2, which represents the relevant data for both large Canadian corporations, generally, and for Union.  


The results indicate that, although Union is more capital intensive than the average Canadian corporation, the impact of the tax reductions on Union's average unit costs were slightly lower than the impact on all corporations.  This is largely due to the significant tax reductions in the manufacturing sector that are not available to Union.


And then of course at the table, you see that when you look at the cumulative change for all large corporations and the cumulative change for Union Gas, that for the 2006 to 2008 period tax changes, you've got a marginal effective tax rate reduction of minus 2.8 percent for Canadian corporations and a minus 2.9 percent for Union, so virtually identical.


There is, of course, some additional empirical support for the proposition that corporate tax reductions are passed on into the national economy in the form of both increased investment and lower prices beyond what Drs. Mintz and Wilson have said.


I would say that at the most basic level, common sense tells you that the Canadian government is not cutting corporate taxes to make shareholders rich.  The government is cutting corporate taxes because it stimulates the economy and improves productivity, which benefit all Canadians.  Even Professor Georgopoulos agreed with that, and I have an excerpt at page 61 of the compendium from Professor Georgopoulos's cross-examination where, at the bottom of the page, I ask him:  

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

Answer, "Yes."

"And are you prepared to agree that that policy was likely conducted in the reasonable belief it would raise the standard of living of all Canadians?"

Answer, "Yes."


So there is a common sense aspect to this, so you have to wonder what the Canadian government is doing if it is not stimulating investment with a view to higher productivity and passing those benefits on in the economy generally.


But there is also some specific detailed research on the impact of tax cuts.  We had the Department of Finance.  You will recall that the study on the 2001 to 2004 tax cuts, and that study showed that the policy of reducing business taxes was doing precisely what it was intended to do.  It was stimulating capital investment.  That is in the compendium at pages 25, 26.  I won't take you to it.  It was pretty straightforward.

Then there was also the research of Professor Smart from the University of Toronto, who studied retail sales tax reform in the Atlantic provinces.  That study also showed that taxes on business create disincentives to invest, and that reducing taxes on business stimulates investment and is passed on to customers in the form of lower prices.

Now, these are not studies -- as was pointed out in the evidence -- on the precise issue before you.  They are, to be sure, distinguishable from the precise issue before you, but they do provide further support, in my submission, and empirically-based support, for Professors Mintz and Wilson's conclusion that tax reductions find their way into the economy, not into shareholders' pockets.

Now, as I have indicated, Professors Mintz and Wilson prepared their initial evidence and frankly, their reply evidence on the basis that lags should not be taken into account.  I am, therefore, going to turn to the subject of lags, and my initial submission in the series of submissions on lags that they should not form a basis for Z-factor treatment.

So in other words, the mere fact that there are lags does not in and of itself constitute a reason why an input cost change should receive Z-factor treatment.

The reason why Mintz and Wilson did not factor in Z-factor -- sorry, lags into their initial evidence or their reply is outlined in their reply evidence, and I have excerpted that at page 35 of the compendium.

It is under the heading "Lags", and they say:

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

They say:

"If there were no costs associated with tracking the lagged adjustments to tax changes and to other factors, then Z-factor adjustments may in some circumstances be appropriate.  However, tracking the lagged effects of tax changes (and other factors) would be difficult.  One would not only have to make allowances for the partial effect of tax reductions on prices when the tax reductions are initiated, but also will have to track the subsequent gradual adjustment of prices to previous tax changes.  What this would mean, in practice, is that the Board, in determining the Z-factor adjustment for 2008, would have to determine the impact not only of tax changes implemented for 2008, but also for all previous tax changes where lagged effects have not been fully realized and, as noted above, there is no reason to limit this approach to tax changes."

So, that echoes, in my submission, the passages from Dr. Lowry that I read to you earlier, that you should reject lags as a basis for establishing a Z-factor.

As I will refer to later from a decision of the Federal Communications Commission, it is an empirical Pandora's box, and you shouldn't go there.  Dr. Lowry was very clear on this in the passages I have already referred to in the compendium.  And I might add, it is noteworthy that Dr. Loube agreed with the evidence of Dr. Bauer that was filed in Union's PBR case, RP 1999, matter 17, in which no mention was made of lags.

I have reproduced at page 48 of the compendium, an excerpt from that cross-examination.

I refer to Dr. Bauer.  I say:

"Is he a respected regulatory economist?
Answer,  "Yes.


Then he says, in the middle of the page, in the side-barred passage:

"If the entire industry is affected by one-time changes, for example a tax reduction, tax increase, the market outcome will reflect this event in lower, higher prices."

Then I read him another passage:

"As changes that affect the entire economy are generally reflected in the inflation factor, one of the drivers of the price cap index, only factors affecting the natural gas distribution industry ought to be considered."

Then the question is:

"I take it, from what we have covered earlier, that you would agree with those as being appropriate regulatory principles?
"DR. LOUBE:  "Yes."  

And there was no -- in Dr. Bauer's evidence back in 2000 or 1999 -- there was no issue of lags there.  And no issue of lags were raised.

In Dr. Loube's own writing on this topic, he said nothing about lags.  At paragraph -- sorry, at page 46 of the compendium, if you just back up two pages, I read to him from his article called "Price Cap Regulations, Problems and Solutions" published in Land Economics.  He said, in that article:

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

He says, "That is exactly what I was talking about," and so on, and I say:

"With respect, you say: '-- while a change in the corporate income tax rate would not be considered an exogenous factor,' you say nothing there about lags.  Am I correct?
"Answer:  "You are correct.
"Question:  "Is it correct, sir, that the telephone industry is a capital-intensive industry?
"Answer:  "It is a capital-intensive industry.
"Question:  "Would you agree that it is an industry that is more capital-intensive than the average US corporation?
"Answer:  "That's correct."

You have to wonder, in my submission, about this, why no mention of lags back in the early '90s.  That article, I think, was written in '95.  Of course as we will see in this Federal Communications Commission decision, that was a time when taxes were increasing.  And we'll see that it was the utilities that wanted Z-factor protection from increases in tax costs.  The intervenors were arguing against it.  And the Federal Communications Commission said no, they're captured in the national price index.

The other problem with lags is that lags are pervasive.  Most costs are subject to lags.  There is no reason - as Professors Mintz and Wilson have pointed out - to restrict any examination of lags to just tax changes.  And they made that point in the passage I read to you from the compendium, page 35.

And Dr. Georgopoulos gave evidence along those lines, as well, that the issues he was raising are not just restricted to tax costs.  They're applicable to all costs.  So at page 54 of the compendium, I have reproduced from volume 5 some extracts from his evidence on this issue.  At the bottom of page 54, Dr. Georgopoulos says:

"This is what I would like to focus on in here.  This is not a tax issue we're talking about here.  This is economics, in the sense that we're dealing with prices adjusting to cost changes."

And then if you would flip to page 56, again, the side-barred passage in page 56 of the compendium:

"If I could for a moment", I say, "you said that from your perspective, this was not a tax issue.  It is an issue about how prices adjust to costs.  Is that right?
"Answer:  Yes.
"So I take it your concern is equally applicable to any change in cost, not just changes in tax costs?
"Answer:  That's correct.
"It is equally applicable", I say, "to increases and decreases in costs?

"Answer:  Yes.
"So if economic forces in the economy, say, drive the price of wages up or down, you're saying that those reduced or increased wages are not necessarily going to be fully passed through; is that correct?"

Then he says:

"It depends on the market structure.
"Fair enough.  Fair enough, but across the board, you're not confident they're being fully passed through?
"On aggregate.  Yes, that's correct."

So of course, once you're into the lag again, you're not just talking about tax costs, in my submission.  You are also talking about the possibility of lagged effects for other costs.

Then there is this question of regulatory lag to consider.  By regulatory lag, what I mean is the "lag" that results from the need to use a known deflator number, which requires us to use the Q2 over Q2 of the prior year, in order to be able to implement rates prospectively and avoid retroactive adjustment.

If we're going to adopt a perfect dollar-for-dollar matching requirement, then every cost change over the threshold is automatically going to qualify for at least some Z-factor treatment, because the formula itself has a built-in lag, given that prospective rate-setting requires using the known data.


In my submission, the evidence is quite clear in this case, that the GDP deflator reflects, at any given point, prior, current and prospective or anticipatory effects, and trying to account for all lags and leads, even if it were possible for all costs over the threshold - and I guess you would have to track them all anyway, because you have to know whether they're over the threshold - would be a complicated -- at the very least, a complicated exercise and would, in my submission, undermine the objectives of incentive regulation that I outlined earlier, being, among other things, generating productivity improvements and reducing regulatory burden.


Then, in my submission, coming down the scale, the decision tree, if you will, we say that if contrary to that submission you regard lags as relevant, then we say they must at least be considered fairly and symmetrically.


For example, a question has been raised about the ability and relevance of lags from a prior period in which corporate taxes were being reduced.  Professors Wilson and Mintz testified repeatedly that the impact of lags must be considered symmetrical and indeed is symmetrical.  If you are saying that there are lags in the realization of corporate tax changes in 2008, by definition there must equally be lagged effects still exerting influence on the inflation index from prior tax changes; and, by definition, there must equally be lasting effects beyond 2012 of tax changes that are implemented in 2012.


So the position, Union's position, the evidence of Drs. Mintz and Wilson, not contradicted by any other evidence, is if you incorporate -- and indeed supported by Dr. Lowry and by precedent, as I will come to, if you incorporate current lags in tax changes into the analysis, you must incorporate the impact on the GDP deflator of lagged effects from tax changes in the prior period.


Again, the passage I have extracted at the compendium, page 35, deals with this point.  I won't take you to these passages, but just for the record, Professors Mintz and Wilson address the -- I will just put this on the record briefly -- address the issue of lags repeatedly in their oral testimony, and you can find evidence to that effect at volume 3, pages 45, 63, 64 and 67, and at volume 4, pages 21 to 23, 25 to 26, 74 to 75, and page 85.


And then, finally, with respect to Exhibit J3.3, Exhibit J3.3 does of course attempt to quantify the lagged and anticipatory effects of tax changes.  It does so in accordance with their recommended approach in accordance with the approach that, in fairness, Dr. Lowry says you would have to adopt.  


And the bottom line -- we don't need to go through J3.3, but the bottom line I will just refer to briefly, that's excerpted at page 30 of the compendium.  That is page 2 of Exhibit J3.3.  Their conclusion, which is the side-barred passage, said that:

"The lower half, lines 16 to 26, of table 1 compares the impact tax rate changes will have on Union's rates as a result of how they influence the GDP IPI FDD inflation factor used in the price cap index to the impact the tax rate changes will have on Union's revenue requirement.  Line 26 shows that..."


I say parenthetically, done properly, back to the quote:

"The impact on Union's rates is slightly larger, 0.21 million, than the impact on Union's revenue requirement over the five-year incentive regulation period."


Then flipping to page 31 of the compendium, they conclude, table 2, which is their recommended position:

"The same comparison reflecting anticipatory effects, line 26 of table 2, shows that the impact on Union's rates ..."


Again, I say parenthetically, done properly.  Back to the quote:

"... is much larger, 9.70 million, than the impact on Union's revenue requirement over the same five-year incentive regulation period when anticipatory effects are reflected."


Of course lag, the issue of -- their reason for the treatment of lagged effects is dealt with extensively in Exhibit J3.3.


But let me address at a principled level the issue:  Why is symmetry important?  The issue is whether the inflation factor being used is creating upward or downward pressure on Union's rates that reflects cost changes during the incentive regulation plan.  And it follows, as I said, as a matter of intellectual -- logic that if a tax reduction in 2008 doesn't flow through to the GDP deflator for a few years, then a rate cut in 2005 is also not going to be realized fully for a few years, and, therefore, is going to be exerting downward pressure on the deflator, say, in 2008 or 2009.  


Professor Georgopoulos agreed with that.  I won't take you to it.  It is in the compendium, page 65, 66.  He agreed that it necessarily follows, what I just said.


Now, why is symmetry important?  Well, Union got no windfall from 2006 or 2005 tax reductions.  It reflected those tax reductions in its 2007 cost-of-service filing.  So in other words, customers got the benefit of future cost reductions resulting from lower taxes that were known as of the 2007 rate case.  Rates were lower than they otherwise would have been as a result, but because there are lags and the effect of those tax reductions on the economy as a whole are still being worked through, tax reductions from before 2008 are exerting downward pressure on the GDP deflator today.  


So, specifically, the 2.04 inflation factor, as Professor Mintz said, is lower than it otherwise would be, because of the lagged effects of earlier tax reductions.  So we say to ignore the effect of historical tax changes on the current GDP deflator and focus only on lagged effects from 2008 forward ignores an important input into the 2008 and subsequent years' inflation factor.


And so it is our submission it would be illogical and unfair to take into account lags in the realization of inflation factor impacts starting in 2008, but ignore the same impacts spilling over from the prior period.  And that's because, again, as I say, the question at the end of the day is whether the deflator is compensating customers appropriately through the price cap index.


That does not, in my submission, require a dollar-for-dollar matching that relates directly from the -- from a January 1, 2008 tax reduction to a January 1, 2008 impact on the inflation factor.


It is simply inconsistent with the notion of incentive regulation.  So we say that, in this case, the lag in the realization of 2008 rate cuts is offset by the historic rate cuts, the benefit of which has already been conferred 100 percent on customers, but which are still excerpting downward pressure on the GDP deflator being used, today and in the future.


So on the basis of both the theory and on the basis of the empirical analysis, the evidence, in my submission, is clear that the GDP IPI FDD will operate to roughly offset reductions that are planned to be implemented during the incentive regulation period.  


If you step into the lag quagmire or swamp, I think is maybe what Dr. Lowry said, but I can't remember now -- but I guess our point is you can't cherry-pick the lags that benefit customers and provide Z factors for those ones, but ignore the lagged effects on the deflator from past tax reductions, the cost effect of which has already been given to customers or the lagged effects into the 2nd generation mechanism in the future, if there is one.


As I alluded to earlier, the other problem with all of this is that if you are going to put every cost change under this sort of lagged microscope and do biopsies on them all, you are seriously undermining the simplicity, the reduction of regulatory burden and indeed the likelihood of significant productivity improvements during the incentive regulation period.  This, of course, was one of Dr. Lowry's points.  


The intervenors, in my submission, are only going down this path because they know we're talking about tax cost reductions.  The issue, however, has to be decided on the basis not of whose particular ox is being gored, but on a principled basis that applies equally whether costs are followed or increasing, and whether they have the effect of raising or lowering prices during the incentive regulation period.


Of course, it must be remembered that if lags are on the table, we're not just talking about tax changes, we are talking about many cost changes.  If the intervenors are right in their one-for-one kind of immediate impact, asymmetrical approach to lags, in which only prospective but not prior lagged effects are considered, then, for example, if Union's wages or cost of pipe goes up or cost of funds or cost of anything goes up by more than the threshold amount because of macroeconomic factors beyond their control, Union can come to the Board and get Z-factor relief for these changes, until such time as those changes are shown to have found their way into the national price index.

It would be kind of like having dozens of deferral accounts, all with differing time horizons, subject to controversy and argument in each year as they come up on an ongoing basis, how much is getting reflected, when is it getting reflected, when should the pass-through be reduced or reversed, by how much.  And such a result, in my submission, would represent a failure of incentive regulation and frankly, we would all be better off under cost of service.

Just on this issue of the GST change, the evidence was not challenged that the -- it is really the same issue as the one I have just described, in my submission.  The evidence was not challenged that the GST cut was part of the package of federal tax reforms that came in in 2006 and 2007.  The evidence is also unchallenged that the GST cut will have a relatively quick and significant impact on the final demand deflator, and the evidence is also unchallenged that cuts in the GST do not materially lower Union's costs, if indeed at all.


So the deflator reflects -- the deflator will reflect and does reflect downward pressure into 2007 and 2008.  So in other words, the inflation factor that's being used to determine Union's rates is being affected downwardly, all else equal, by the reduction in GST.  But Union, because it doesn't pay GST, gets no corresponding reduction in its costs.

Now, this isn't to say Union is not seeking Z-factor treatment for that.  That is not the issue.  The issue is the assessment of whether the final demand deflator is working appropriately.  And we're saying that like all federal tax changes, that they should be taking into account when addressing that question.  And if you are into the lag game, then you need to ask whether the final demand deflator is appropriately working to create downward pressure to offset the tax reductions.  And we say that it is.  It may not be exactly the same tax reductions, but it is there.  It's a different tax reduction, not double-counting, no benefit to Union, but it is there.  And we say, again, that the evidence of J3.3 clearly shows that it is there.

I said in my opening, Mr. Chairman, that Union's case would be supported by both evidence and precedent.  So let me turn to the precedents now.

In my opening -- they're also in the compendium.  They are also in -– sorry, I quoted in my opening from the Board's decision in RP-1999-0017.  I have reproduced it here, although I am not sure -- it is really not necessary to turn it up.  It is a small point.  The starting point, in my submission, is the fundamental proposition, which was accepted by the Board in RP-1999-0017, that:

"In principle, the Board believes that in the long run, economy-wide changes are captured in economy-wide indices such as the GDPPI, and therefore are captured in the price cap."

And so it is important to note that in the RP-1999-0017 case, the Board accepted that federal tax changes would be captured in the inflation factor.

The issue that arose in RP-2001-0029, which was, by the way, the first application to set new rates under the formula, wasn't federal tax changes at all, but provincial tax reductions that had been announced.

I have reproduced that, starting at page 73 of the compendium.  Just by way of background, the intervenors took the position in that case that provincial tax changes, being local and not national in scale, would not be fully reflected in the national price index being used in the inflation factor.

Union relied then, as it does now, on the evidence of Professors Mintz and Wilson.

If you look at page 75 of the compendium, and 74 of the decision itself, there is a discussion of the -- this is the background part, and the Board is outlining what the issues were.

You will see that, starting at paragraph 5.5, it says:

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

"In response to the Board's direction, Union presented expert evidence to the effect that the Ontario tax changes outlined in the various filings have been or are likely to be reflected in the GDPPI.  In their opinion, all tax adjustments which are of general application within Ontario find their way into indices such as the GDPPI sooner or later.  The expert testified that such changes in tax rates as are part of the record in this case are reflected in such indices, either prospectively or after a lagged period.  Prospectively, insofar as the economy reacts to tax changes upon the announcement by the provincial government of its intention to change tax rates, and after a lag when effects of the tax changes work their way through the economy after enactment.  The experts testified that the reflection of tax changes in indices such as the GDPPI is even more certain when the tax change affects a significant portion of the national economy, and when like changes are being implemented in numerous jurisdictions across the nation.

"The Ontario economy represents a very significant portion of the overall Canadian economy, which is reflected in the GDPPI, and Ontario corporations are responsible for over 40 percent of the corporate tax profits generated in Canada.  The experts suggested that this fact makes it likely that the national index, the GDPPI, will reflect the Ontario changes in corporate tax rates.  Further, they note that numerous other jurisdictions in Canada had made reductions in tax rates over the relevant period.  In their view, this widespread reduction in tax rates across the country makes it very likely that the index would reflect this aspect of the environment.  
"Union submitted that the danger of permitting or requiring it to approach changes in tax rates through the Z-factor mechanism is that such adjustments would lead to a double-counting of the changes, to the extent that they were already reflected in the GDPPI."

Sorry to go at this at length in terms of the background, but I think it is important.  There has been a suggestion that the issue of lags is somehow new, that the Board didn't know about those in RP-2001-0029, and that this is a brand new case, because now we've got evidence that:  Oh, lo and behold, there is lags.

That is simply not true.  It is simply not true.  If you go back and read the evidence, you go back and look at the evidence of Mintz and Wilson, of Christianson Associates, and the recitation in the Board's decision of what the issues were, it is patently obvious that lags were known.

The only difference is that now we've had some attempt to quantify them; that's the only difference.  And that is not a difference, in my respectful submission, because it doesn't -- because it doesn't matter, because lags are a mug's game.  That was the whole point of the analysis.

So Mintz and Wilson said then, as they say now, that there are lags.  There are anticipatory effects.  They said then and they say now that trying to track the impact of all of the lead and lag effects of changes in the economy would be difficult, if not impossible, and would seriously undermine the purpose of the exercise, which is of course, to have a simple formula that generally tracks costs and reduces regulatory burden as an efficiency enhancing measure.  They said then, as they say now, that lags should not form the basis for Z-factor treatment.

Then you see at the next page, page 77 of the decision, the Board findings, the Board says:

"There may be instances where a tax change is of such a nature that it may warrant treatment is a Z-factor.  Such a case may arise where a tax change is of such special and unique application to Union that it could not reliably be expected to be reflected in a Canada-wide index such as the GDPPI."

So that is the disproportionate impact issue.

Let me say parenthetically before going on that Union accepts that.  It has accepted that in its evidence in this case.  In other words, if all else were equal, to take one example, if the only tax change that were occurring were, say, the capital cost allowance acceleration for distribution pipe, Union accepts that if that were the only thing that were happening, that would have a disproportionate impact on Union and that some form of Z-factor treatment would be warranted.


Of course, the evidence is of course that that is not the only thing that is happening.  The evidence is that that is part of a whole package of tax reforms, which, in effect, overcome the disproportionate benefit that Union would get from the accelerated CCA on distribution pipe, with the result that marginal effective tax rates are actually even better for the bigger part of the economy than they are for the utility sector. 


And I think the evidence is that is largely because there were so many breaks given to manufacturing, but that doesn't matter.


And so -- sorry, I interrupted the flow here, because I wanted to make that point.  The Board goes on to say:

"It may also be true that the parties, when assessing the current PBR plan and designing its successor, will want to consider alternative methodologies for determining the inflation factor."


And that of course was done.  The Board Staff report considered the possibility of an industry-specific one, and there is a whole canvas of all of the different possibilities, and we ended up all agreeing that we should use the one that Board Staff recommended.


The Board notes that:

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


And that, again, I say parenthetically, is really Dr. Lowry's point, that you can't just start at one point in time and say, Well, we're just going to lock the door there on anything that happened before, and we're going to look the door at the end on anything that might happen after and just look at that five-year period, because that is fundamentally inconsistent with what is actually happening and fundamentally unfair.  


Then the Board goes on to say:

"The Board accepts for now that the changes in the Ontario corporate tax rates are or will be reflected in the GDPPI and that no Z-factor adjustment should be made at this time with respect to the rate schedules currently in effect under the PBR plan.  The income tax changes, therefore, are to be considered to be captured in the determination of the PCI." 


Or price cap index.  So the issue of lags clearly before the Board, the Board accepted the evidence of Mintz and Wilson and found that provincial tax changes will be reflected and would be reflected in the GDPPI, and specifically found that not only tax costs, but other costs, have lags.


And, again, I say if punctilious attention to the precise timing of lags for all input costs were observed, the annual calculation of rates would become terribly complicated and controversial, if not impossible, with the need to pass through cost increases or decreases during the initial period of the lag, and then back them out again later once the cost change is realized in the national economic index.  


The default, in my submission, is that the national price index picks up changes like this unless they are disproportionate to the utility.


The onus should be on those - I will come back to 

this - should be on those seeking Z-factor treatment to overcome that presumption.  Otherwise, we will have something that looks a lot more like cost-of-service regulation than incentive regulation.


And that, it seems to me, was not the intent of the Board and certainly was not the intent of Union in moving to incentive regulation.


Now, this case also, I suppose, raises the question of what status is to be afforded this decision.  Obviously we don't say the Board is bound to follow it.  There is not an issue of stare decisis, but I do say regulatory consistency is important, and the objectives of incentive regulation, simplicity, productivity improvements which benefit both customers and the company, creating an environment that is conducive to investment, those are important.  


And the evidence before you today is more detailed, as I alluded to earlier, but really no different in substance from the evidence that was before the Board in the 0029 case.


So I do say although you are obviously not bound to follow it in the legal sense of the word, that compelling reasons ought to be shown for a departure from that decision.  And we say, with respect, that none have been shown in this case.  It was precisely the same kinds of concerns that motivated the Board in that case, and there has not been shown to be any material difference, other than this attempt, as I said, to quantify some of those.


And it was precisely those kinds of concerns - I have alluded to this a couple of times - that led the Federal Communications Commission in the US in decisions in 1989 and 1990 to reject tax changes as a basis for Z-factor treatment unless it was clear that they were directed specifically at the utility industry in question.  And that -- those are two decisions.  


They start at page 80 of the compendium.  This was a two-stage process.  There were two hearings - and I have the excerpts from both here - a little akin to the consultation that the Board here follows for rule-making, where the commission initially put out a draft proposal, held a hearing to receive input, issued a decision as a result of that, and then issued a further notice of rule making following a period of further consultation, and then issued a final decision.  


So the report and order of 8/1989 is the sort of initial hearing, if you will, and then the report of 1990 is the final decision.


I will flip to page 81 of the compendium.  Just refer to paragraph 194, which is the second paragraph in the side-barred passage.  This is simply to make the point that we're dealing with a similar context, because the commission says:

"As we stated in the further notice, the GNPPI summarizes price changes in all sectors of the economy.  This characteristic is important in several respects.  First, the broad-based nature of the GNPPI means that changes to the statistic cannot be substantially influenced by inflationary pressures experienced by only one or two economic sectors.  Furthermore, the carriers themselves can do little to influence changes to the GNPPI.  Finally, the broad-based GNPPI better reflects the inflationary pressures faced by carriers than does a narrower index focussing on prices fixed by consumers or manufacturers."


So the context, in my submission, is similar, using a national price index that is not focussed on the consumer price index, and I guess the main point being that they're not using an industry-specific price index, but a broad-based industry-wide one.


Then you can see their discussion.  If you will turn to page 85 of the compendium.  This is again just to set the stage.  At paragraph 262, this gives you a little bit of background, which helps understand the decision.


Under the heading "Tax Law Changes", they say:  

"In the further notice ..."


That was the notice that led to this hearing:

"...we tentatively found that because tax law changes are imposed by government action and not controllable by carriers.  Changes in tax liability due to changes in the tax laws should be flowed through to the price caps."


In other words, they should be given Z-factor treatment:

"We propose that carriers use historical rather than projected costs in calculating the adjustment for tax law changes.  We also proposed that price caps should be adjusted in the event of a change in the rate at which a carrier is flowing back to the ratepayers excess deferred taxes."


So that was their -- that was the proposal that led to the hearing, but then they changed their mind, as you can see, about that, as you can see at page 87 of the compendium, starting at page -- paragraph 272, which is the decision -- the analysis and the decision.


So at page 87 of the compendium, starting at paragraph 272, it says "Discussion".  They say:

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


That is, captured by the price cap index:

"...but AT&T will be permitted to request exogenous treatment."


Then if you drop down to paragraph 275, it goes on to say:

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

So that is the conclusion that they reached in their first decision.  Then, as I said, there is a second round.  That was kind of treated as a preliminary decision, if you will.  Then there was another round of consultation and another hearing, and that I have reproduced, starting at page 88.  


So this is now the 1990 decision of the Federal Communications Commission.  You will see, starting at page 89, the bottom of the page, again just to confirm that they're still using the gross national product price index, paragraph fifty says:
"As the Commission found in adopting price cap regulation for AT&T, we believe that the gross national product price index, GNPPI, regularly calculated by the US Department of Commerce, is the best inflation adjuster available for use in the price cap index."

So no change there.  And then if you would flip to page 91, this has got the decision, their final decision, if you will, on this question of tax law changes in relation to Z-factor treatment, and whether they're endogenous or exogenous to the price cap.

So at page 91, bottom of the page, where I have a side-barring there, paragraph 176 under the heading "Tax law changes", they say:
"We find that tax law changes are presumptively endogenous, despite the arguments of a number of local exchange carriers or LECS that the GNPPI will not reflect the costs of tax law changes.  As explained in the Second Further Notice, the GNPPI is a very broad-based price index that measures changes in all costs, including tax costs, that affect prices in the economy.  To grant LECs exogenous treatment of tax costs that are already accounted for in the GNPPI would be to double-count their effect, a result that is inconsistent with the goals of price cap regulation to encourage cost-based rates.  Indeed, we have tried to avoid the possibility of such double-counting in our treatment of tax law changes for AT&T by presuming such tax changes to be endogenous.  Nevertheless, if there are tax law changes imposed at any level of government that uniquely or disproportionately affect LECs as a class or individuals, LECs may request exogenous treatment.  We note that a number of parties appeared to advocate this treatment, as with AT&T.  The LECs that request exogenous treatment for such changes must overcome the presumption that tax law changes are endogenous."  

And then, and this is a very interesting passage in the last paragraph here, paragraph 178:  "LECs argue --"
Remember, this is a circumstance under which there were not tax reductions, but rather the worry was about tax increases, so the utilities were arguing for Z-factor treatment.
"LECs argue that tax-law changes should be given expedited treatment as exogenous, because they are reflected only gradually in the GNPPI, when they should be recognized at the time they change."
They're talking about lags.
"The timing and extent to which tax-law changes are reflected in the GNPPI are empirical questions that are unknowable.  As stated in the Second Further Notice, the flow-through of corporate taxes to prices, and thus to price indices, has long been a complex and controversial topic in the literature of public finance that cannot and need not be resolved as part of this price cap proceeding."

Although we have Dr. Wilson's attempt at quantifying those lags, of course, interestingly, the empirical nature of that is both being relied upon and attacked simultaneously by the intervenors.  But that is, of course, only an attempt on the tax changes, and only an attempt based on the use of a prior study.

I do say, as I have said before, that the empirical question of lags on all costs does remain unknowable.  Or at least at this stage, there is certainly no evidence on it, in this case.  And as Professor Wilson said on numerous occasions, it is not a trivial task to attempt to do that, even if it is possible.

So we rely on this decision as being on all fours, these two decisions as being on all fours with the current case, and a clear regulatory precedent for the proposition that tax changes of general application, as opposed to tax changes which are directed at the utility sector, are captured in the price cap index.

Tracking lags is highly controversial and complex.  Opinions differ widely on when and how to do it.  Dr. Lowry, with all of the experience that he has in incentive plans and no stake in this case, says that it is a swamp and that you shouldn't use lags as a basis for Z-factor treatment.

And the Board relied on this precedent before in the 
0029 case, that there is a reference to precedents in its decision, and this was one of them.  I know, because I relied on it at the time.

So the issues are essentially the same, and in my submission, it is very insightful and applicable, sorry.

Now, I have a few other decisions, Mr. Chairman.  I won't go through them all.  They all stand for roughly the same proposition, but there is just one or two that I wanted to refer to.

There is -- I have reproduced the decision of the Canadian Radio Television -– sorry, Telecommunications Commission, excuse me, from May 1997.  Page 98 of the compendium, paragraph 105:
"The Commission determines that a Z-factor or exogenous factor adjustment will be considered for inclusion in the PCI for events or initiatives which satisfy the following:  They are legislative, judicial, or administrative actions which are beyond the control of the company.  They are addressed specifically to the telecommunications industry, and 3) they have a material impact on the utility segment of the company.  The Commission considers TCI's proposed T-factor, which deals with industry-specific taxes or tax-like orders, and changes in its effective tax rate, as its ADTs are depleted during the price cap period, to be subject to the same criteria applicable to the exogenous factor adjustments."

So a similar approach taken by the CRTC.  Then if you would flip with me to -- this will be the last one I think we need to -– well, maybe there are two.  

Page 105.  This is a decision of the California Public Utilities Commission on a Southern California Gas and San Diego Gas and Electric case.  It is a report, really, of the board on the status of incentive regulation.  At page 105, I simply wanted to draw your attention to the discussion about Z-factors where the California Public Utilities Commission says that:

"San Diego Gas and Electric is afforded Z-factor treatment for certain significant costs associated with highly unusual events."
Highly unusual events.
"Z-factor treatment is allowed for costs which meet nine criteria previously adopted for Edison and SoCal Gas."
And then they, of course, they list them, and the two that are pertinent are:

"An event which affects the utility disproportionately, and the PBR update rule must not implicitly include the cost."

Nothing, of course, about lags.

Then, if I could ask you to turn to page 107.  California Public Utilities Commission decision of 1989 in connection with the telephone industry, again a discussion about the indexing formula and exogenous factors, or Z-factors.  And in the side-barred passage, the California PUC says:

"The indexing formula also allows for rate adjustments for a limited category of exogenous factors whose effects will not be reflected in the economy-wide GNPPI.  While all such costs cannot be foreseen completely, we recognize that the following factors may be reflected in rates as exogenous factors: changes in federal and state tax laws, to the extent they affect the local exchange carriers disproportionately, mandated jurisdictional separations changes and changes to intra-LATA toll pooling arrangements or accounting procedures adopted by this Commission."


I'm sorry, there was one more that I wanted to refer to.  That was one of the ones I was going to skip over, because it was repetitive.  My apologies.  


I did want to refer to -- this is the last case I am going to refer to this time, I promise, the California Public Utilities Commission decision of 1994, which is the application of GTE California, a telco.


There are two side-barred passages reproduced at page 109 and 110 of the compendium.  There the California Public Utilities Commission says:  

"We stressed in the phase II decision that there should not be any double counting between Z-factor adjustments and the inflation index.  Essentially the disproportionate impact test is simply a restatement of the requirement that the cost at issue must be something other than a normal cost of doing business.  If an event of nation-wide significance affects all businesses approximately the same or proportionately, then it would follow that the costs associated with that event become normal costs of business which are not eligible for Z-factor treatment.  The test provides a useful gauge for distinguishing between LEC's specific costs and those costs incurred by firms throughout the economy."


And of course the tax changes, taxes are a cost of doing business across the economy and the tax changes, as Professor -- in this case, as Professors Mintz and Wilson have demonstrated - in fact it is not challenged - are taxes of general application throughout the economy.


Then down below, in paragraph (f), "Is the cost caused by the event reflected in the economy-wide inflation factor?"


The Commission said:

"As stated above, D891031 notes 'the difficulty in isolating changes in utility costs from changes affecting the economy as a whole'.  However, even if a cost is not reflected in the inflation index, it is not eligible for Z-factor treatment if it is within the utility's control.  If a cost is not reflected in the inflation index because other businesses subject to the cost have found ways to reduce or eliminate the cost, the granting of Z-factor treatment for that cost would reduce NRF utility incentives to operate efficiently.  Reducing the utility's incentives would negate one of the main purposes of the NRF program.  After determining that a cost is either not reflected or not double-counted in the inflation index, we continue on to the next criteria."


So disproportionate effects, really the same as, Is it captured in the price cap index?  That was the burden of the first paragraph.  And impeding the objective of incentives to operate efficiently by creating too many Z-factors is the burden of the second paragraph.  


Let me catch up with myself, Mr. Chairman.


So these precedents, in my submission, support restricting Z-factor treatment costs which disproportionately affect the utility.  Z-factors are highly unusual events.  They determine the incentives -- they undermine, excuse me, the incentives for productivity improvements.  It must be clearly shown, in my submission, that they are not reflected in the price cap index and that affording Z-factor treatment will not result in double-counting.


And this, I guess, leads to the question of onus.  It is of course a fundamental proposition in our system: He who alleges must prove.  The role of the inflation factor is as the Federal Communications Commission said, to indicate how Union's prices should be allowed to rise or fall in response to the rising and falling of all its costs, whether to employees, suppliers, creditors and shareholders or the tax man.


Cost changes are presumed, in my submission, to be endogenous or reflected in the inflation factor.  Again, as the FCC said, parties requesting Z-factor treatment for tax changes must overcome the presumption that tax changes are reflected in the index.  Dr. Lowry's statements about onus are entitled to consideration, therefore, not because of his role -- it is his role to determine legal questions or even because he has any expertise in the area.  It is simply because he is right.


Under no reasonable assessment of the evidence in this case, in my submission, could you come to the conclusion or could you possibly overcome the presumption that the FDD deflator will operate appropriately to reflect downward, as well as upward pressure, on Union's costs during the incentive regulation period.


So in the end, as the FCC said, changes in tax costs of general application should be treated as endogenous in the sense that they are reflected in the national price index being used as the inflation factor.  The onus should be on those seeking Z-factor treatment to demonstrate that the inflation factor is not reflecting those changes.  


The fact that there are lags in the realization of tax cost changes across the economy as a whole does not distinguish these costs from any other particular costs.  Trying to measure all the pushes and pulls that would result from that phenomenon would be an impossible task and would completely undermine the objective and purpose of incentive regulation.


The solution, as this Board said in the RP-2001-0029 case, is to accept that changes in all costs may have lags and that fairness overtime simply means relying consistently on the same approach.  No Z-factor treatment should be afforded, because the tax changes are to be considered as being reflected in the inflation factor.


In this case, of course, we've gone beyond the theory.  We have evidence on how the lagged effect comes into play, but that evidence supports both the macroeconomic theory and the consistent regulatory treatment of this issue as outlined by Professors Mintz and Wilson and Dr. Lowry, and as adopted by this Board in its prior decision.


So, in summary, tax changes of general application are reflected in the national price index.  There is no contrary evidence, because none of the other experts were in a position to quantify the impact of their theories.  Accordingly, we say the intervenors have not overcome their burden to displace the presumption that tax changes are captured in the FDD deflator, and, therefore no Z-factor treatment should be afforded to those cost changes.


Those are my submissions.  Thank you very much.


MR. KAISER:  Thank you, Mr. Penny.  We will take the morning break and come back in 15 minutes.


--- Recess taken at 11:20 a.m. 

--- Upon resuming at 11:35 a.m.


MR. KAISER:  Please be seated.  Mr. Thompson?

MR. THOMSON:  Mr. Warren.

MR. KAISER:  Mr. Warren. 
Closing argument by Mr. Warren:


MR. WARREN:  Mr. Chairman, Members of the Panel, I have had the benefit of reading Mr. Shepherd's written submission, and in addition I have talked at some length with Mr. Thompson and Mr. Buonaguro,  And I can say first of all, I am in substantial agreement with Mr. Shepherd's positions, although on some points for different reasons.

In order to try and reduce the pain for the Panel Members of listening to the same arguments over and over again, we have decided on a rough and informal allocation this way.  I am going to approach the issues in this case from what I would call a more traditional perspective, and I will leave to Mr. Thompson and Mr. Buonaguro, in addition to the arguments they make, to deal with some of the more arcane issues of the calculation of numbers.  In addition to which, Mr. Thompson will be setting out our position on the base year adjustment issue.

In my respectful submission, Members of the Panel, this case lends itself to what I would call a traditional analysis of really a litigation case.  I propose to deal with roughly the four matters.  First of all, what is the issue in the case?  How is it properly framed?  Secondly, who bears the onus of proof?  Thirdly, whether or not -- and I will submit that Union bears the onus of proof -- whether or not Union has satisfied that burden.  Fourthly, I will deal with the issue of regulatory precedent, addressed at some length by my friend, Mr. Penny.

In its decision -- let me deal first, then, with the nature of the matter or with the issue that is before you.  In your decision in the Union case in January, the Board set out the following as the unresolved issue.  It is on the first page of the decision, and I quote:

"Whether tax changes resulting from changes to federal and/or provincial legislation and/or regulations qualify as a 2007 base rate adjustment, and as a Z-factor in years 2008 and beyond."


The tax changes in question are those that were announced in 2007 and they are the corporate tax rates and the CCA changes.


Now, it is important, in my submission, for the Board to take the issue the way Union has framed it, and I would refer the Board to the transcript of the first day of the hearing of this matter, which is volume 3, at page 6.  And I quote Mr. Penny, to the following effect:

"So during the settlement conference, parties were unable to agree on whether amounts, federal and Ontario tax changes and other similar changes that may occur during the term of the incentive regulation plan, qualified as Z-factors, but the specific changes -–"
And I underscore the words "specific changes",

"-- that are in dispute today are at least conceptually three.  First, there are federal reductions in the corporate income tax scheduled to commence in 2008 and to continue to reduce corporate taxes until 2012.  The second are changes in depreciation rates, some of which apply to Union and some of which do not.  And third is the recently announced reductions in Ontario capital tax, which were introduced as part of the federal-provincial tax harmonization."

I want to underscore the following observation from Mr. Penny, delivered in his characteristically clear and forceful manner:

"During the term of the incentive regulation plan, it is Union's position that the economic effect of these tax changes will be picked up in the national price index being used as the inflation factor in Union's price index."

It is those specific tax changes that Union argues will be picked up in the national price index, not some GST changes, not changes in 2000 to 2006.  That is the way Union has framed the issue.

Now, Union and its experts sought over the course of the hearing to extend the ambit of consideration to include the effects of changes in the GST rate and of the tax changes in a prior period.  I am going to return to this point later on.

Mr. Penny would have you believe in his submissions this morning, hat his experts were drawn reluctantly into what he calls the "quagmire", the "swamp" of consideration of lagged effects.  In my respectful submission, it was their choice out of necessity to address those issues in order to try and cooper up the original proposition so forcefully expressed by Mr. Penny that the economic effect of these tax changes will be picked up in the national price index, being used as the inflation factor in Union's price index.

Let me turn then to the question of the onus of proof.  So the issue, I'll say, to conclude on this point, is a narrow one: whether those tax changes have a specific effect in the IR period.

Dr. Lowry on the -- turning, then, to the issue of onus of proof.  Dr. Lowry raised the issue of the onus of proof.  To my recollection, Union had not raised it before.  Dr. Lowry raised the issue of the onus of proof in one of his interrogatory responses, but most clearly in his testimony-in-chief, and it appears -- and I don't think the Board needs to turn it up -- It is in Mr. Penny's compendium of materials, but it appears in volume 6 at page 60.  He talked about the role of Z-factors in incentive regulation.

And he said on page 60 of that transcript, beginning at line 19, that Z-factoring:  

"but it also greatly complicates things and if part of the goal of incentive regulation is to keep things fairly simple, then there is a burden, a certain burden, particularly in my own view, on the petitioner to come up with the very -- with very good evidence that there is a warranted Z-factor that is not double-counting."

So he frames it not as an issue of fairness, but as an issue of complexity in the context of incentive regulation.

In my respectful submission, Dr. Lowry -- and by implication, Mr. Penny -- are wrong on this issue for two reasons.  The first is that this is not a stand-alone application for treatment of the tax changes as a Z-factor.  It is part of Union's application for approval of its rates for the period 2008 to 2012.  It is simply an extension of the overall application.

And as such, Union bears and continues to bear a statutorily-imposed burden of proving its case, and the statute in question is as the Board is aware, subsection 36 (6) of the Ontario Energy Board Act, which reads:

"Subject to subsection 7, in an application with respect to rates for the sale, transmission, distribution or storage of gas, the burden of proof is on the applicant."

Since this is part of the application, the burden of proof is on the applicant, as imposed by statute.  But a more compelling reason, in my respectful submission -- and this gets back in a way to the way the issue is properly framed in this case -- is that Union's proposal to move from a cost-of-service to an incentive regulation regime requires Union to demonstrate that its ratepayers will be no worse off.

Now, in this context, I would ask the Board to refer to transcript Volume 4, page 57, in which I raised this issue with Union's witness, Mr. Birmingham.

And beginning at line 9 Mr. Birmingham and I had the following exchange, first from me:

"Now, Mr. Birmingham, a principle, a regulatory principle was advanced by Mr. Thompson, and I would like you to respond to it.  Can you and I agree, Mr. Birmingham, that under an incentive regulation regime one of, though not the only, regulatory principles is that ratepayers should be no worse off than they were under a cost-of-service regime?

Answer from Mr. Birmingham:  
"I would say in aggregate I would agree with that principle."

We then go on to say -- I go on to pose the question:

"Does it follow from the two answers, then, Mr. Birmingham, that what we are collectively engaged in, obviously with differing interests, but what we are collectively engaged in is finding a way to ensure that the $80 million in forecast corporate tax reductions finds its way into the hands of ratepayers, but we're trying to find a mechanism by which to do that.  Is that a fair summary of what we're engaged in?
"Mr. Birmingham:  I think that is probably right, Mr. Warren."

Then he goes on to further explanation.

Now, the significance of that passage is that the issue before the Board, in my respectful submission, and as a corollary of that, the burden of proof lies on Union to demonstrate that ratepayers will be no worse off, because the effect of the corporate tax changes will find their way into the deflator and reduce rates in the IR period.  Not at some later period, but in the IR period.

Now, I posed the question with which Mr. Birmingham agreed.  I used the phrase "finding a way to ensure that the $80 million in forecast tax reductions finds its way into the hands of the ratepayers."  The importance of the word "ensure" is that when you listen to Mr. Penny, Mr. Penny wants to elevate the issues today into what I would describe as the fog of regulatory principles.


He goes back to the NGF report and says this is all about regulatory simplicity.  This is about allowing Union the opportunity to achieve certain cost savings.  


It's not.  It is a simple, straightforward issue of whether the corporate tax changes that would have flowed to the ratepayers under cost of service are going to flow to them in the IR period.


The question then, in my respectful, submission -- and a further consideration on this point is that in my respectful submission, Union has assumed the evidentiary burden of showing that the tax reductions will so affect the GDP deflator as to result in rate reductions equal to the amount of the forecast rate reductions in the IR period.


That is the effect of Mr. Penny's opening statement and Union's prefiled evidence.  So, in my respectful submission, it is Union that bears the onus of proof in this case.


I turn, then, to the third submission, third category of submission, which is whether, in my view, Union has satisfied that.  Now, the beginning -- has satisfied that burden.


The starting point, Mr. Chairman and Members of the Panel, is Union's own prefiled evidence.  This is the original evidence of Doctors Mintz and Wilson.  And at page 5 of that evidence, I should say that it is -- that prefiled evidence is admirable, if for no other reason, in its brevity and its simplicity.  They say, and I quote:  

"These results indicate that the effect of an industry-specific measure (the increased CCA for natural gas pipelines) is more than offset by the other federal and provincial tax measures introduced in 2007."


This is the important bald statement:  

"Thus, we conclude that the national GDP final demand deflator will more than compensate for the effect of corporate tax reductions on natural gas distributors."


Now, there is no mention in that prefiled evidence of tax changes in the period of 2000 to 2006, or of lag effects, or of anticipatory behaviour or of changes in the GST.  And I submit, for reasons which I will get to in a moment, that all four of those issues are rabbits that were subsequently pulled from a hat by Union's experts in order to actually prove what they said they proved in the passage I have just alluded to.


The significance of the simple -- of their reliance -- excuse me.  The relevance of the lag effects not mentioned by Drs. Mintz and Wilson only arose when they were raised in intervenor interrogatories.  You don't need to turn them up, but I would note for the record that they were raised in one of Mr. Aiken's interrogatories, Exhibit 3 -- Exhibit 3-1-12 and in one of my client's interrogatories, Exhibit 3.2.3.


I note in passing that the fact that it was raised in the intervenor interrogatories, which was acknowledged -- something acknowledged subsequently by Union's experts, demonstrates the importance of effective intervenor participation in a case like this.


Now, in their reply evidence, Drs. Mintz and Wilson felt compelled to respond to the lag issue.  Now, in their reply evidence at page 8 - and this is a passage which is cited, is in Mr. Penny's compendium - they say, beginning in the middle of page 8, and I quote:

"If there were no costs associated with tracking the lagged adjustments of tax changes (and to other factors), then Z-factor adjustments may in some circumstances be appropriate.  However, tracking the lagged effects of tax changes and other factors would be difficult.  One would not only have to make allowances for the partial effect of tax changes on prices on the tax reductions that are in issue, but also would have to track the subsequent gradual adjustment to previous tax changes.  What this would mean in practice is that the Board, in determining the Z-factor adjustment for 2008, would have to determine the impact not only of the tax changes it promoted for 2008, but also for all previous tax changes where lagged effects have not been fully realized, and, as noted above, there is no reason to limit this approach to tax changes."


Not having recognized lagged effects at all in their prefiled evidence, their argument - and I submit, with respect, that this is argument on their part - is that not that lag effects shouldn't be considered, but that they're simply too complicated.  The issue for the Board to decide, in part, is whether or not they are indeed too complicated, in light of the evidence, in determining this narrow issue of whether or not the tax changes will have the effect stated by Drs. Mintz and -- sorry, postulated by Union and Union's prefiled evidence.


Now, at the time Union's experts got to the hearing and responded to the undertakings, the lag effects had become critical to their position; and, I reiterate, by the time they got to the hearing, they weren't just an irritating swamp, a miasma.  They were critical to their argument on the central issue.


I would ask the Board to turn up, if it would, one of the exhibits filed during the hearing, which is Exhibit J3.3.


My friends, Mr. Buonaguro and Mr. Thompson, will refer to the numbers in this, but I would ask you to refer to it for a different reason.


In Exhibit J3.3, this is a response from undertaking from Mr. Shepherd, asked for by Mr. Shepherd.  The issue not raised in their original evidence raised in response to intervenor questions in their reply evidence now takes on a fundamentally different character.


In paragraph 2, it says, and I quote, second paragraph:

"As indicated in our testimony, the effects of corporate tax changes on investment that prices are subject to lags ..."


And this is the important statement:

"However, it is important to note that lagged adjustments to past tax changes must be taken into account, as well as the delayed adjustment to current and future tax changes."


So having gone from what I guess Mr. Penny would characterize as simply an irritant and something which is irrelevant, it is now important to their very analysis.


If you would then turn to -- it is also the case that in their reply evidence and in the interrogatory -- sorry, the undertaking responses, that was the first time that changes in the GST rates had gone from something not mentioned in the original evidence to a critical factor in Union's case.


In that context, if the Board refers to Exhibit K7.1, which was delivered on the last day of the testimony of the case, Union responds saying -- this is from the penultimate paragraph in the undertaking response.  I will give the Board a moment to turn it up.


In the undertaking response, Union says, or I guess Dr. Wilson says -- I am not sure who was the author of it, because it doesn't say here.  I quote, in the penultimate paragraph:

"It is therefore important that the impact of GST reductions or increases on the GDP IPI FDD be taken into account when determining whether Z-factor treatment is warranted."


So having gone from the fact it was not mentioned -- remember Mr. Penny's opening statement:  It is these tax changes that will have this effect.  By the time we get to the oral hearing and the undertaking, it is now important to consider the effect of the GST.


Finally, Mr. Chairman and Members of the Panel, Union's witnesses were compelled to resile, in substantial measure, from their prefiled evidence.  And this is important in several contexts, one of which is Mr. Penny's insistence that these are, sine quo non, the only experts on which you can rely.


 Now, the response of Dr. Wilson to questions posed by my friend, Mr. Shepherd, makes painful but necessarily reading, and I would ask the Board to refer to volume 7 of the transcript beginning at page 48.


On that page, Mr. Shepherd is in the process of - excuse my bad pun - taxing the witness about the changes in or apparent changes in their position.  Dr. Wilson, beginning in the second full paragraph on page 48, says:   

"So that's what we conclude, that the national GDP final demand deflator would more than compensate for the effect of corporate tax reduction on natural gas distributors in Ontario.  That was based looking only at 2006/2007 and 2007/2008 and implicitly assuming all of that would occur during the period.  We didn't address some of these other issues until they -- in response to interrogatories and other matters, so at the time this paper was prepared, in a very short time we were focussed on the meters at that time, and that was the conclusion."

Then if you go to -- beginning, that begins the, what I describe as the gradual process of resiling from the evidence.  Then if you go to page 50, and Mr. Shepherd is asking a question beginning at the bottom of page 49:
"So first your evidence on July 4 was not correct, was it?"

It should be January 4.
"In fact, it is not true that there is no reason for a Z-factor, because it all gets reflected in the GDP deflator, because now you have to bring in GST and prior period changes in order to make that work; isn't that correct?
"Dr. Wilson:  We have modified it.  I realized at the time we prepared this we were strictly focussing on whether there was an effect on the return on the marginal effective tax on capital.  In response to the interrogatories and so on, the issue became clear.  It's the fact that utilities were capital intensive.  Would this make a difference?  We agreed, yes, it would make a difference.  Then we went on to use better data. At that time we did this -–"

And that's important in light of Mr. Penny's insistence that from the beginning, these folks were right.
"Then we went on to use better data.  At the time we did this, we did not have data on Union Gas and we did not include Union Gas.  And we also, in this current submission, have addressed the lag issue.  What was incorrect in this first paper was us assuming that the corporate tax changes alone, that this set of changes, that the GDP would compensate within that period, but this is because we were now including lags, right."

Now when you contrast that with the way the issue was framed by Mr. Penny in his original statement, what Dr. Wilson is saying:  No, we were wrong about that in our original evidence.

He then goes on, at page 51, in response, continuing with the same quote, he says, beginning in the second full paragraph:
"So the statement, when we've got all of the lags in now, in this current analysis, it is clear that that sentence, 'We conclude that national GDP final demand will more than compensate for the effect of corporate tax,' that is not correct."


But this is partly because we have better data and we've got -- we're doing -- we're taking into account the lags because that had become the focal point.


They have resiled from their original position.

Now, I ask the question rhetorically:  What's the significance of what I say is this wholesale recasting of their original evidence?

I confess that its significance lies in something other than my rather mean-spirited Schadenfreude at the sight of the hyper-qualified experts being compelled to redo their analysis.

I say the significance lies in two points.  First, Union's basic argument, its underlying premise for this case, fails without attempting to incorporate factors which are beyond the scope of the issues.  And, in my respectful submission, you cast evidence on all of the -- cast doubt on all of the evidence of Doctors Mintz and Wilson.

If you look at their analysis, if you look at only at the effect of the 2007 to 2012 tax changes, remember this is the way the issue was framed by Union.  Excluding the GST impacts, the cumulative rate impact is approximately 7.4 million, and that's reflected in Exhibit K7.1.

But accepting even that narrow rate impact requires the Board to accept that their analysis is otherwise correct.  And the issue which is raised by their wholesale withdrawal from their original position is whether their analysis is properly considered -- concerns raised by Dr. Loube and agreed to by Dr. Lowry -- that the fact that the Canadian economy is not perfectly competitive and the fact that Canada has an open and small economy.

Doubt has been cast on the reliability of Doctors Mintz and Wilson.  I do not mean to suggest by this, in any sense, that these gentlemen are not telling the truth.  But what is reflected, if you look at the totality of their evidence, the question that it raises is whether or not the Board, in the final analysis, when it has to decide the issue which Union has framed, that the corporate tax changes will have an effect on the GDP deflator in the time period, whether or not, even on their de minimus analysis in K7.1, can be relied on.

In my respectful submission, it should not be relied on.

Let me then turn to the question of regulatory precedent.  Union argues that this case -- very issue has been decided before, and it refers to two prior decisions of the Board.  I agree with Mr. Penny that as a general principle, respect should be shown for prior decisions, that there is significant value in regulatory consistency and predictability.  But each case must be decided on its own evidence, and the evidence in this case is persuasive that the tax changes should be treated, in our respectful submission, as a Z-factor.

Now, none of the cases cited by Mr. Penny this morning are, in my submission, on all fours with this case.  They are neither persuasive nor determinative.  The issue -- and that's the case, because the Board is not considering the general principle of the operation of tax changes in an IR regime.  It is focussing on the issue which has been narrowly framed by Mr. Penny and by Mr. Birmingham.  First by Mr. Penny, then by Mr. Birmingham, on whether or not these tax changes, specific tax changes have an effect on the GDP deflator in the period.  The evidence is overwhelmingly conclusive, in my respectful submission, that they do not.

In our respectful submission, the effects of the tax changes should be treated as a Z-factor and, as I have said, my friends Mr. Buonaguro and Mr. Thompson will deal with the specific numbers involved.

I conclude only briefly with the traditional plea for an award of costs in this case, to the usual somewhat pathetic hand-wringing that one does in these circumstances, and ask you for costs, Members of the Panel.  I would add this: that to a marked degree in this case, the tenor and quality of the analysis and the debate has been substantially enhanced by the participation of the intervenors, and in particular, of their experts, Dr. Loube and Dr. Georgopoulos.

We may -- my friend, Mr. Penny, quarrels with Dr. Loube's status.  The fact is he raised some important questions, and in my respectful submission, those questions and the general participation of the intervenors has made this case, has framed, made the consideration of the issues fuller and sharper.

Those are my submissions.  Thank you very much.  

MR. KAISER:  Thank you, Mr. Warren.  Mr. Thompson.
Closing argument by Mr. Thompson:


MR. THOMPSON:  Thank you, Mr. Chairman, Members of the Board.

I know you have sat patiently through this case to this point and are familiar with the record, so I will try and be relatively brief in these submissions.

The first issue that I would like to address is the base rate adjustment issue.

We are requesting that the base rates -- that's the 2007 base year revenue requirement, and consequential rates -- be reduced by $2.8 million.  These are the amounts that reflect the 2007 impact of the tax reductions effective for that year, and CCA changes effective in 2007.

These two amounts will be captured in a 2007 deferral account, and will be credited to ratepayers in due course.  I believe the $1.8 million related to one of the items is already recorded, and if I recall Mr. Birmingham's evidence correctly, the other item will be recorded as soon as the 2007 tax change becomes effective.

These costs are not the product of any efficiencies produced by Union Gas.  These are not the product of any productivity gains achieved by Union Gas during 2007.

They are costs related to matters entirely beyond Union's control, and in fact, are being accorded 2007 deferral account treatment.

They are, in my respectful submission, no different than a Y-factor expense, and Y-factor expenses has definitely become a base rate adjustment.  This is not a Y-factor, because the deferral account does not extend beyond 2007, and so we are dealing with the base rate adjustment issue in the context of that topic on the issues list.


Now, the reason why Union refuses to reduce the 2007 revenue requirement and resulting rates by this amount recorded -- and to be recorded in the 2007 deferral account is because of the under-forecast variance principle, and Mr. Birmingham said as much in the evidence.  


I think Mr. Penny mentioned it in his argument this morning.  You probably don't need to turn it up, but I believe it is in volume 4, at page 90 where this issue arose.  Let me just check my notes, if you wouldn't mind.


Yes.  At line 22, he is being re-examined by Mr. Penny about this issue, and Mr. Birmingham's answer was:  

"Well, first of all, I don't agree that there should be a base rate adjustment.  This is an unforecast variance, and we don't make adjustments to our base rates for any of the other elements of our cost of service for unforecasted variances."


I would agree with that proposition to the extent they're talking about items of expense that are not the subject matter of deferral accounts.


The fact that they are the subject matter of deferral accounts indicates that these expenses are clearly beyond the company's control and, in my submission to you, is -- the whole purpose of a deferral account is to effectively adjust the 2007 recoverable revenue requirement to eliminate the difference between forecast and actual.


So on the basis of this simple proposition, I urge you to find that the unforecast variance concept upon which Union relies to exclude this item as a base rate adjustment does not apply, and that Union should be directed to reduce the base year revenue requirement and rates by the $2.8 million.


My understanding is that that amount would be allocated to the rate classes on the basis of a -- well, on the same basis that return on taxes are allocated to the rate class.


So that's the 2007 impact of the base rate adjustment.  A point that I should mention, just to make sure it's clear in the record, that if you are asking the question, What is the impact of that base rate adjustment on the IR period, 2008 through to 2012, Mr. Birmingham indicated, again in reply examination, at page 89, that over the five years, that 2.8 reduction in the base rates would lead to rate reductions of about $14 million.  


That's five times the 2.8.  It would actually be a little bit more; if you assume the 0.2 percent price cap, it would be $14,028,000.


But as Mr. Birmingham emphasized, that $14 million is outside the ambit of the $80.51 million.  The $80.51 million represents the estimated impact of tax rate reductions and CCA changes for the period 2008 to 2012.  So that would capture, as a going-in tax rate, what was in effect in 2007, and then incremental tax rate reductions that occur in that time frame.


Just before I leave this point, I should mention that in Mr. Aiken's submissions, he develops an argument that the base rate adjustment is greater than the $2.8 million, and he does that by trying to segregate, in the period 2008 to 2012, the portion of the $80.51 million that is attributable to the changes that were effective in 2007, and then what he does is he amortizes that back and says that should be the base rate change in 2007, leaving a number less than $80.51 Z-factor discussion in his submissions.


That may be an option open to you.  That's not the position that I am taking.  I say the base rate adjustment is 2.8, and then, for Z-factor treatment, focus on the $80.51 million.


So with that, let me move to the second issue.  I don't know what your plans are for lunch, Mr. Chairman.  This will probably take me to perhaps close to one o'clock.


MR. KAISER:  We will break at 1:00, then.


MR. THOMPSON:  All right, thank you.


Turning then to the issue with respect to the Z-factor status of the tax reductions in the incentive regulation period 2008 to 2012.  


Like Mr. Warren, I submit that when you consider this issue, care should be taken to frame the question to be determined in the regulatory context that applies in this case.  And I submit that in considering the regulatory context that applies in this case, the following points are of importance.


First, the regulatory period under consideration, insofar as the Z-factor status issue is concerned, is the five-year period 2008 to 2012.


Second, the question for determination relates to the tax deductions that are expected to occur in that five-year period, which are estimated at $80.51 million, and the question is whether some, all or none of those tax reductions, estimated tax reductions, qualify as a Z-factor.


Third, and this relates, in part, to this question of onus that has been discussed, Union acknowledges that the tax reductions of $80.51 million meet the criteria for Z-factor specified in the settlement agreement.  When I say that, that's talking about amount and the materiality factor.  Mr. Birmingham acknowledged that at volume 4, pages 9 and 10.


So there is no issue, in my submission, as to the prima facie demonstration that the amounts here qualify for Z-factor eligibility, and the amounts are significant.  We are not dealing with taxes changes in the abstract.  We are dealing with anticipated tax reductions estimated at $80.51 million, and they perhaps could be higher.


In accordance with Mr. Warren's views, I would also urge as a fourth point that Union's refusals to accord Z-factor eligibility to the $80.51 million is based on its assertion - so its alleging - that the full amount of the $80.51 million of tax reductions in the 2008 to 2012 period will be offset by reductions in the GDP deflator.


What Mr. Birmingham says that means is that ratepayers will realize the $80.51 million tax reductions in rate reductions, and he said that at volume 4, pages 12, lines 25 to 27.

And he also said words to the same effect in Mr. Warren's examination of him, and that is at volume 4 -- I want to read this into the record –- at, I believe it is page 60.  This followed Mr. Warren's discussion with Mr. Birmingham, starting at 57, which he read into the record.
  Then at page 60, Mr. Warren summed up the discussion, at line 4, by saying this:

"Can we agree, Mr. Birmingham, to the extent that using those three factors result in a gap between 80 million and what the effect on the GDP deflator is, that on the principle of no harm to ratepayers, some other mechanism has to be found to compensate ratepayers?  Can we agree on that, Mr. Birmingham?
"Mr. Birmingham:  I think, provided you're including all three of those impacts, I would agree."

So will the $80.51 million flow through to ratepayers by way of rate reductions?  That, in my respectful submission, is the issue.

Union has alleged that it will, and this is -- and because of that, they say to accord Z-factor treatment to any of this money would amount to double-counting.  So Union raises the double-counting issue.

Next point that is important in framing the regulatory context, Union acknowledges that to the extent the full amount of the tax reductions of $80.51 million in the period 2008 to 2012 are not offset by the reduction in the GDP deflator, then the, what I call unabsorbed tax reductions should be treated as a Z-factor.

Mr. Packer acknowledged that at transcript volume 6, at pages 38 and 39.  I believe it is around page 39,
line 3.

So my submission is that if Union fails to prove its double-counting allegation in whole or in part, then Z-factor status automatically follows as a result of their own acknowledgements.

So it's in the context of this, these regulatory factors, that I submit that the Z-factor status of the $80.51 million stands to be determined on the basis of the evidence in this case, with respect to the portion of the tax reductions which is unabsorbed by reductions in the GDP deflator.

Now, on the point of the importance of evidence, I would refer you to transcript volume 4, page 29, which is the basis upon which Mr. Birmingham distinguished the electricity cases that we had put to him, where the most recent, if you will, Board decisions dealing with the status of these types of tax reductions under the 2nd generation IR in electricity, would treat them outside the ambit of the inflation factor.

Mr. Birmingham distinguishes those cases.  He acknowledges that if symmetry is followed, then the entire $80.51 million would be accorded Z-factor status, but then he distinguishes that on the basis:  Well, you must look at the evidence.

And so I submit that takes us to the evidence in this case on this double-counting assertion.

I would submit to you it is far more extensive than it has been in any previous case before the Board, but the previous cases before the Board -- I think one of them was more of a generic discussion of principle, that was the -0017 case, but none of them have involved -- have involved a case where you are actually dealing with an anticipated tax reduction in the IR plan period of more than $80 million.

Now, this is a big number, and that is a factor that I submit is of significance.

Prior precedents, I submit, are of little assistance and are not determinative of the issue in this particular case.  And in the context of the precedents that Mr. Penny referred to, he cited a number of these US federal communications cases, which appear to me to be addressing more the generic-type situation as opposed to one where you have a real live forecasted tax increase or tax reduction over the period of the IR plan.

In that context, I noted with interest, at page 87 of his compendium, this was in the Federal Communications Commission -- I believe it's the 1989 report that he was referring to, you will see the passage he read about the Commission changing its approach and deciding to treat tax law changes as exogenous factors -- well, treat it as being covered by the price cap.  I always get those two words mixed up, so I won't use them.

The note, there is a qualifier, but the utility will be permitted to request exogenous treatment and then there is a note:

"Failure by the utility to propose exogenous treatment of an unusual tax decrease would provide reason for an investigation of AT&T's annual filing."

So that note, in my respectful submission, in and of itself indicates that, were the AT&T dealing with an $80.51 million tax reduction, this report may be worded quite differently, were the commission dealing with that type of case.


As a general observation, I would submit that regulation strives to match cost changes incurring in a particular time period with rate changes in that period.

And so in the regulatory context that applies in this case, we submit that there are a number of factors that distinguish the question the Board must determine, from the broad economic question of whether any change in corporate taxes will eventually find its way down and have an impact on the GDP deflator.

On this point, I don't think you can ignore the evidence which indicates that when the deflator goes down, the Government or the Bank of Canada tends to take action to move it back up.  And if you assume that any GDP decrease will be offset by Government or Bank of Canada action, then none of these tax reductions, in the end state, will result in lower rates.

Union's point that these tax changes are going to flow through to lower rates could be completely wiped out by Government of Canada or Bank of Canada action.

That's one of the points that relates to this broad economic question.  Another was:  When you are dealing with corporate tax changes, how much actually filters down?  And the evidence on that point from Dr. Loube was: not all of it.  And Dr. Lowry, at a very 50,000-foot level, said: between zero and 50 percent doesn't filter down.

But in my respectful submission, the focus of the issue in this case is not primarily on the GDP end state result.  The priority is:  What is the effect on the GDP in the IR period of the tax reductions that are going to occur in that IR period?

So the distinction should be made and emphasized between this broad economic debate and the regulatory context debate.  And with respect to these distinctions, there are two of them I would like to emphasize.


The first one is that in the regulatory context before this Board, the impact of tax changes, cumulative tax changes, up or down, up to and including December 31, 2007, are, in my submission, captured in the 2007 revenue requirement base.  They have been counted in the base, and Mr. Packer acknowledged that they had been counted in the base at transcript volume 6, at pages 21 and 22.


So I don't rely only on the way Mr. Penny framed the issue to say what happened prior to December 31, 2007 is not to be considered.  I say, as a matter of regulatory context, what has happened prior to December 31, 2007, in terms of tax changes and their impact on the GDP deflator in the period subsequent thereto, is of no relevance to the question of how much of the $80.51 million, which arises after December 31, 2007, will find its way into rate reductions for ratepayers.


MR. KAISER:  Mr. Thompson, can I ask you a question just on that very point?


Go to page 4 of Mr. Penny's compendium.  Do you have it?  This is where, in the settlement agreement which we have approved, the parties have agreed as to a definition of the Z-factor, and the only point that is in contention in this case is number 3.


MR. THOMPSON:  Yes.


MR. KAISER:  It says:  

"The cost increase or decrease must not otherwise be reflected in the price cap index."


The cost decrease, in your view, that we are looking at is the $80 million?


MR. THOMPSON:  Correct.


MR. KAISER:  And you would regard that as a fair reading of that statement that the parties have agreed to?  In other words, if we rely on the settlement agreement to start this whole analysis, we are looking for a cost decrease or an increase, and the only reasonable interpretation is it is the cost decrease of $80 million?


MR. THOMPSON:  Yes.  That's my interpretation.


MR. KAISER:  As opposed to some other cost decrease of some prior period or some other aspect?


MR. THOMPSON:  Yes, that's correct.  And I would submit that Mr. Warren's directing to you the way Mr. Penny framed the question in his opening statement indicates that's the way they initially thought of it.


They were asserting that that cost decrease would be reflected in the price cap deflator.


MR. KAISER:  Thank you.


MR. THOMPSON:  The second factor that distinguishes, if you will, the regulatory context from the broad economic context is the nature of the taxes that give rise to the anticipated reduction.


And here it is clear we are talking about corporate tax reductions.  We are not talking about GST.  We are talking about corporate tax reductions which affect the revenue requirement recoverable in rates.


GST lies outside the ambit of the Board's regulatory rate-setting, as well as other sales taxes.


And so the question -- I submit, in the context of those distinguishing characteristics between the broad economic and regulatory context, the question to be determined is:  To what extent will the corporate tax deductions, expected to occur between 2008 and 2012, having an estimated reduction effect of $80.51 million, have an impact on the GDP deflator in that particular time period?


The impact of the GST is out and prior periods are out.  And so to get the answer to that question, it was a long time coming, but it did come, and it is in the exhibit that Mr. Warren referred to this morning.  It is as K7.1.  I have so much paper here I can't find it.


The answer to that question is -- if you are looking at table 1, which is without anticipatory defects, is found in line -- it's the difference between line 18, the $80.51, and the amount at line 22, which is the $72.90 million.


Mr. Packer acknowledged in his evidence at page -- volume 6, pages 37 to 39, that if our analysis of the regulatory context holds, that the unabsorbed amount, the amount unabsorbed by GDP reductions, is the amount at line 22, which is $72.9 million.  The difference between that and the $80.51 is $7.41 million. 


If you express the $72.9 as a proportion of 80.51, it's over 90 percent.  I think it is 90.5 percent.


So the evidence -- Union's evidence from its experts, who have tools to calculate lags, we learned eventually - and they have used these tools to calculate lags - demonstrate that the unabsorbed amount is about $73 million.  And I submit that is the answer to the question.  GST has to be out.  It's corporate tax changes only.


Now, if you use the anticipatory effects table, the ratio goes down to about 88 percent.  You can compare the numbers at line 22 to 18, again, in that table, and if you use a little longer lag scenario that they did in table 3, the ratio goes up to 91.5 percent.


So if we are approaching the resolution of this issue by expressing the proportion of the $80.51 million that is not absorbed by changes to the GDP IPI, I urge you to find that that proportion is about 90 percent.


It could be done on a dollar amount basis using the estimates that Union has provided, but I submit that a practical finding here would be that the unabsorbed tax reductions in the GDP IPI change is 90 percent of those -- of the $80.51 million. 


There are many scenarios in the evidence.  Union's numbers, as you know, include numbers from prior periods and they include GST.  The numbers I asked for in J6.1, I believe it is, didn't exclude the GST.  So you get -- but they did move the -- they did confine the period to tax changes beyond December 31, 2007.


The ratios in there, with GST in, confined in that period are lower than 90 percent.  I believe it is in the order of 70 percent.  But I submit the answer to the question, on the evidence that has been adduced before you, is 90 percent of the anticipated corporate tax reductions in the period 2008 to 2012 are to be accorded Z-factor treatment.


Now, Dr. Lowry has no evidence to offer on this point.  He acknowledged that he had no experience in lags, and his focus was more on this broader economic question of what the end state is.

I submit that when you look at the regulatory context in which you must decide this, in my view, my submission, that you really don't need to decide that broader economic question of how much actually filters down, whether it is 100 percent, 75 percent, 50 percent or something less, because even if it is 100 percent -- the result in K7.1 is 90 percent -- and that is the evidence upon which you should focus in addressing whether Union has persuaded you that $80.51 million is to be excluded from Z-factor status because of double-counting.

I submit that they have failed to establish double-counting, except for -- it's actually less than 10 percent, something slightly less than 10 percent of the total amount.

There is the Enbridge settlement, which is part of this, the documents before you in this case.  There is express language in that case that the settlement is not to prejudice the position of any parties, and so it is of no assistance, in my submission, to helping you resolve the issue.

Enbridge was prepared to compromise.  Union wasn't.  The finding should be based on what the evidence has established.

With respect to implementation, the base year adjustment of $2.8 million, I have already suggested -- made submissions on.  With respect to the Z-factor treatment of 90 percent of the forecast tax increases amounting to $80.51 million, I have here -- I can leave it with you if you wish -- but in the Enbridge settlement, the way it was handled, as I understand it, was the 90 percent of the forecast reductions would be reflected in year-by-year rates.

And so if you are looking at Exhibit K7.1, at line 22, 90 percent of those amounts would be baked into rates.  And then there was a variance account, accounting treatment for a tax rate and rule change variance account, which would true that up each year once the actual changes became known.

Mr. Birmingham and Mr. Packer indicated on the implementation issue, they would prefer that something be done to reflect actual.  And I just put this out as the mechanism that was used to implement that concept in the Enbridge case, and you might find it appropriate to utilize in this case.

Apart from a request that IGUA be awarded 100 percent of its reasonably incurred costs, those are my submissions.

MR. KAISER:  Thank you, Mr. Thompson.

Mr. Buonaguro, do you have submissions?

MR. BUONAGURO:  Yes, I do.

MR. KAISER:  Any idea how long?

MR. BUONAGURO:  I think it will be, it could be as long as half an hour to 45 minutes.

MR. KAISER:  All right.  Then why don't we take the lunch break at this point and come back in an hour?

MR. BUONAGURO:  Thank you.

--- Luncheon recess taken at 12:45 p.m. 


--- Upon resuming at 2:09 p.m.


MR. KAISER:  Please be seated.


Mr. Buonaguro.

Closing argument by Mr. Buonaguro:


MR. BUONAGURO:  Thank you, Mr. Chair.  Actually, I took the opportunity over the lunch time to probably reduce my argument a little based on what we have heard already today.


Over the course of the hearing, we've heard evidence from Dr. Mintz, Dr. Wilson, Dr. Lowry, Dr. Georgopoulos and Dr. Loube, and, as it happens my consultant is -- on this issue is Dr. Whiteman.  With all of the doctors involved, the question that came to my mind as I was preparing this argument was this:  What represents the patient whom all these doctors are trying to fix, and why can't they agree on the diagnosis?  


For me, as it appears - it was from Mr. Shepherd from his written argument - one of the defining moments of the hearing is when Mr. Penny and Dr. Georgopoulos had the following exchange, and this is from transcript volume 5, page 33:

"Mr. Penny:  All right, thank you.  Isn't the issue that we're debating here the extent to which Union's costs may move differently from those in the economy as a whole?"

"Dr. Georgopoulos:  The issue, I understand it, is whether the GDP deflator captures the reduction in the corporate tax cut." 


It was this exchange that made me realize that my attention had been diverted by the doctoral debate to issues that were not relevant to this proceeding.  Somehow I had been sucked into the debate over how Union's costs moved in relation to the economy as a whole, as illustrated by the GDP IPI FDD, when the only real question, aside from the issue of 2007 base year adjustments, was whether and to what extent corporate tax reductions were captured in the GDP deflator, so as to offset the need for a Z-factor during the IR period.


The debate over how Union's costs moved in relation to the GDP deflator, as I will elaborate later on in argument, is a debate that was settled in this case when the parties agreed that the PCI would be the GDP deflator.


Now, I have structured the rest of my actual argument based on questions that I think the Board needs to answer, so I will ask myself the question, and then proceed to answer it from the perspective of VECC as an intervenor in the proceeding.


Question A:  Should there be a base year adjustment to 2007 as a result of tax changes impacting Union's 2007 costs?


Like Mr. Shepherd in his written argument and Mr. Warren in his oral, VECC adopts the position and explanation of Mr. Thompson in his argument with respect to the 2007 base year adjustments, with the effect that there should be a base year adjustment in 2007 of $2.8 million.


What decreases in Union's costs over the IRM period qualify for Z-factor treatment?  Again, this was pretty well set out by Mr. Warren in his argument-in-chief.  Generally speaking, they are the decreases in Union's costs within the IRM period related to tax rate changes or CCA changes which materially impact on Union's costs during the IR period.


And, specifically, Exhibit E3.1.1, which is an IR response to LPMA et al., accurately captures the nature of the cost decreases within the IR period related to tax changes which may qualify for Z-factor treatment.


We recognize that the specific calculation at E31.1 is not the real impact, but it sets out structure that would be used to determine the appropriate number as the IR period progresses and as Union does its calculations, assuming that there is Z-factor treatment for those changes.  


What should cause the Board to disallow, in whole or in part, Z-factor treatment of the decreases in Union's costs within the IRM period related to tax changes?


Simply put, if the tax rate changes that cause decreases in Union's costs within the IRM period also cause wholly or partially offsetting changes in the price cap index applicable to Union's rates in the same period, then the Board should disallow Z-factor treatment of these decreases in costs proportional to the offset.


With respect to changes in the GDP deflator outside the IRM period, we respectfully submit that there should be no consideration of those as offsets in this proceeding.  Likewise, we don't think there should be any offsets related to things that don't qualify for Z-factor treatments, i.e., GST reductions.


What evidence is before the Board concerning the offsetting effects of tax rate changes or CCA changes in the price cap index such that the applied-for Z-factor should be disallowed in whole or in part?  


On this we, along with Mr. Warren, and based on Mr. Thompson's analysis and also Mr. Shepherd, as well, rely on Exhibit 7.1, which sets out Dr. Mintz and Dr. Wilson's calculation of what they believe the year -- what they believe the effects of the tax rate changes are on the GDP deflator, and specifically to that exhibit comes to a conclusion without the GST impact and without prior impacts, the total effect is something in the order of 90 percent, 90 percent Z-factor.


MR. PENNY:  Sorry, Mr. Chairman.  I am sure Mr. Buonaguro misspoke himself, but he referred to that as what Dr. Mintz and Wilson believe, and that of course is not what they believe.  It was simply they were asked to do a calculation on the basis of different assumptions than the ones they used.


MR. KAISER:  Yes.  We understand.


MR. BUONAGURO:  Well, to that, I can certainly acknowledge that 7.1 is based on J3.3, and the only difference is being, one, it excludes GST effects.


So in terms of capturing the effects of the tax changes which are relevant to this proceeding in terms of tax changes that create Z-factors, excluding the GST is a separate question.  With respect to prior year periods, I understand there is an argument over whether prior periods are at issue, but if you exclude the prior periods and only talk about the effects of the tax rate changes which relate to a possible Z-factor, 7.1 sets those out.


The only other difference between Exhibit 7.1 and Exhibit J3.3 is, I think, a determination of which of the prior year -- how far back the prior periods go.  I think it moves column 2006/2007 to be a prior year period as opposed to an in-period one, because it refers to tax changes that occurred prior to the IRM period.


Anyway, my point was that I adopt what Mr. Thompson and what Mr. Warren and Mr. Shepherd in his written argument say with respect to what that exhibit leads -- what conclusion that exhibit leads to, which is that the magnitude of the offset is no more than about 10 percent, if Dr. Mintz and Dr. Wilson's evidence is accepted even in Exhibit 3.3.  


And because of other factors, including price stickiness, incomplete exchange rate pass-through, imperfect markets -- and imperfect markets, all factors which actually serve to reduce the pass-through of tax rate changes below 100 percent, we think that it would be appropriate to adopt the Z-factor of 100 percent, similar to what Mr. Warren and Mr. Shepherd offered.


Should the Board be concerned with the effects of prior year tax reductions or GST reductions, in general, when assessing offsets to the in-period cost reductions?


This is where we move outside the realm of the in-period effects of the Z-factor event on the GDP and try to capture other things that might be used as offsets.


Now, Union has very clearly stated in its responses to Mr. Shepherd, I think on the last day of the hearing, that they were not claiming Z-factor treatment for either GST or prior year tax reductions, and that they're not seeking to reopen the settled X or I issues in the settlement agreement; yet they go on to say the prior year and GST impacts must be accounted for when looking at the Z-factor treatment of taxes.


With respect, we would suggest that there's simply no mechanism in the settlement agreement that would allow Union to apply for changes to its rates based on prior year reductions or on the GST changes.  Neither effect is eligible for Z-factor treatment.


Do either or both of these factors impact on GDP IPI FDD within the period?  The answer in this proceeding is simple; it does not matter.  It does not matter what, if any, effect any factor has on GDP IPI FDD, positive or negative, if that factor does not otherwise qualify as a Z-factor.

Now, I would like to read to you a transcript reference.  It is transcript number 7, page 61, and it is an exchange between Mr. Shepherd and Dr. Wilson, which I found informative.
"Mr. Shepherd:  Well, that is what I guess I was driving at, because I have always understood Z-factors to be only about events that change your costs.  If they don't change your costs, we don't talk about them.  It now sounds like what you're saying is that you think that the inflation factor needs some sort of adjustment.  The inflation factor is not correctly describing how your costs work; isn't that correct?"

I should say, having been at the hearing, I think that was actually a question that was directed towards Mr. Packer.


Dr. Wilson responds:
"Dr. Wilson:  May I just butt in here?  The fact that Union -- that when the GDP deflator goes down as a result of the GST cut, because Union has input tax credits on anything it pays for, that has no impact on Union's costs.  So it is very different from, say, a GDP deflator change derived by other measures.  If the GST were increased, then the price cap formula could well give a windfall to Union, because it would show an increase and without any underlying increase in Union's costs.  So given that the deflator was selected, one problem with it is this fact that indirect taxes can feed into it and have, in the case of the GST, a fairly large one-year impact."

I would respectfully suggest that Dr. Wilson has set out in this exchange what the underlying purpose of the prior year and GST offsets are in his and Dr. Mintz's evidence, which is to correct the problems in the inflation factor by offsetting what he perceives to be windfall for consumers, in this particular instance.

What I would respectfully submit Dr. Wilson fails to acknowledge is what they're advocating for is the matching of cost reductions that qualify for Z-factor treatment, against cost reductions -- or should I say revenue reductions that do not qualify for Z-factor treatment, such that a utility has explicitly accepted the risk for those factors.

What I found interesting, when Mr. Penny was referring to his material this morning, and looking at page 113 of his book of exhibits, this is a California PUC case, 1998.  It is contained within the part that he has highlighted, and it is a quote near the bottom of the page.  

It says:
"To the extent that it is appropriate to shift more business risk to shareholders, eliminating the Z-factor mechanism is sound public policy.  If Bell desires no upper limits on its earnings, then it must be willing to accept more risks in other areas." 

Now, what I understood this to mean is that one of the ways that the utility in this particular case, was accepting more risk was eliminating the ability to Z-factor certain things.

As I think we have gone over in detail today, GST reductions and prior year impacts on GDP deflator are both things which they simply can't Z-factor, which means they have actually accepted the risk that those things are going to impact on the inflation factor within the IR regime.  To then take those factors and offset them against Z-factors, which are explicitly there to protect both the consumer and the utility from risks, would be inappropriate.

Where, then, does this debate about prior year effects and GST impacts belong?  If anywhere, it belongs in a proceeding where the issue of the appropriate inflation factor is a live issue.  It belongs in a proceeding, possibly five years from now, where the parties can debate whether there is a different inflation factor which might be better suited to a utility entering into a multi-year incentive regulation regime, with a rebased year.

The utility, if it were trying to escape the effects, if any, of prior year tax reductions and GST reductions, by augmenting or replacing the GDP deflator, it would still have the task of proving to the Board's satisfaction that such effects were both real and material, and would have to satisfy the Board they were effects that the utility -- and in the case of GST increases, ratepayers -- should be protected from.

This is not that proceeding.  The inflation factor was fully settled in this case by all parties, without qualification.  Having settled the issue, both the utility and ratepayers have agreed that the utility's prices will be escalated in relation to the GDP deflator-based I-factor, augmented only by the X-factor, without further regard for any discrepancies between how Union's costs move in relation to the economy as a whole as indicated by the GDP deflator.

If Union's actual costs decline while the GDP deflator goes up, Union receives an increase in revenue that it wouldn't normally get.  If Union's actual costs go up while the GDP deflator goes down, ratepayers save money.

The inflation factor only becomes relevant in this case, at all, because the settlement allows for the inclusion of Z-factors, which requires the Board to determine whether and to what extent the Z-factor is captured in the price cap index, in this case the GDP deflator.

Should the Board be concerned about the lagged effects of the Z-factor events beyond the IRM period?

At paragraph 22 of its argument, UGD asserts that the decision to Z-factor tax cuts during the term of the IR plan means that the Board will have to give Union a Z-factor in any subsequent IR period to take into account the lagged tax effects that were taken away from Union and given to ratepayers in the initial term.

In the first instance, 2013, the first year after the IRM period, there is a complete rebasing of rates.  The utility's cost structure for that year will be its budgeted forecast costs, and not a simple increase in revenue requirement over the previous year, based on the automatic application of the PCI.

I have a transcript reference, volume 3 page 178.  It is an exchange between Mr. Shepherd and Mr. Birmingham on this issue:
"Mr. Shepherd:  So in the cost-of-service hearing, that wouldn't be the case because you don't have the same effect.  You may well have some other effects, because you're estimating what the economy is going to be in terms of your volumes and your wage and price costs, et cetera, but you don't have the GDP deflator effect, do you?
"Mr. Birmingham:  No, Mr. Shepherd.  This is the same question you asked me this morning, and that is you are quite right, we aren't using a GDP as a proxy for what can happen to our costs and therefore what should happen to our rates.  What we will do is estimate the inflationary impacts directly into the elements of our cost of service, and reflect those in our rate proposal.  So it is a different mechanism, albeit, but it kind of gets you to the same place.
"Mr. Shepherd:  "Well, you're not suggesting, Mr. Birmingham, are you, that for example your wage costs move with the GDP deflator?
"Mr. Birmingham:  No.  What I am suggesting is we -- I am more than suggesting, I am stating that when we do our forecast of wage increases, that's a combination of the market dynamics that are impacting the GDP, but are impacting Union directly.  So as an example, if we come in for a next cost-of-service hearing and the wages for engineers has gone up substantially because of the demand for those services in the economy, that will over time be reflected in the GDP.  But we're going to reflect it directly in our costs, because we have engineers in our employment population and we would reflect the wages for those people.  So it is just -- it's a different mechanism but it still shows the impact on Union of those inflationary pressures.
"Mr. Shepherd:  Well, you're not going to go get a macroeconomic indicator to determine if wages are going to go up.
"Mr. Birmingham:  That's not what I'm saying.
"Mr. Shepherd:  You're going to look at your union contracts, and you're going to look at your -– at what you have already agreed with people their wage increase is going to be for next year; isn't that right?"
"Mr. Birmingham:  That's correct.
"Mr. Shepherd:  You're going to do a budget based on what you think is going to happen, not based on what the economy is doing.
"Mr. Birmingham:  No.  But those two things are linked.
"Mr. Shepherd:  That's my only point."

So while GDP IPI FDD may be a consideration in the determination of some of the base year costs, it is only to the extent that the index actually influences these costs.  While the utility or intervenors may rely on the GDP deflator as evidence of the appropriateness of elements of Union's revenue requirement in 2013, the GDP deflator will not be determinative of the revenue requirement as it is under the current IR regime.


In this way, the utility's costs are delinked from the PCI in 2013, eliminating any concern about unwarranted reductions on their base year revenue requirement.

Beyond the rebasing year, it is simply the case that this Board Panel is not setting rates between 2012.  Accordingly, this Panel cannot reasonably rely on what regulatory regime will be determinative of Union's costs in 2013 and beyond, to possibly offset cost reductions we know were going to happen within the period this panel is deciding, namely 2008 to 2012.

It must be remembered that the relevance to Union of the Z-factor event and its effect on GDP deflator exists only as long as the GDP deflator is the I-factor for the IR regime, which in this case is the years 2008 to 2012.  In 2013, the GDP deflator ceases to be an I factor for Union, and what was formerly a Z-factor event becomes just another consideration in Union's cost-of-service filing for the year.


It is only if and when the GDP deflator is under consideration to become an I-factor for Union again, presumably no sooner than 2014, there would be an appropriate -- that it would be appropriate for the Board to reconvene a macroeconomic think-tank to discuss the relationship between Union's particular circumstances, the GDP deflator, and the fairness or unfairness of using that index to escalate Union's costs during a subsequent IR regime, given the possibility the tax changes up to five years prior may be exerting material downward pressure on that index.  For now, however, that discussion is moot.


Subject to your questions, those are my submissions.


MR. KAISER:  Thank you.  Mr. Millar, do you have anything?


MR. MILLAR:  No.  Thank you, Mr. Chair.


MR. KAISER:  Thank you.  Mr. Penny.


MR. PENNY:  Yes.  Thank you, Mr. Chair.  I will be quite brief, I hope.

Reply by Mr. Penny:


MR. PENNY:  With respect to base rate adjustments, Mr. Thompson principally addressed this issue.  I just want to make one point on the issue of base rate adjustments.


Mr. Thompson agreed with my basic proposition that unforecast variances in the base setting year should not be used to adjust the base.


And he was quite candid in saying that the only basis on which he sought to distinguish this situation from the agreement with my basic proposition was on the basis that these -- that this adjustment was subject to deferral treatment as a result of the 2007 settlement agreement.


I only want to point out that that deferral treatment was agreed to on a one-off basis, explicitly for 2007 only, and that that's the settlement in EB-2005-0520.  And you find it - I didn't bring the excerpt, but if you need to look it up - pages 19 to 20 of the settlement agreement.


It had never existed before and there was no expectation that it would continue.  In fact, in my submission, it is not really appropriate to refer to it at all as a basis for any subsequent treatment beyond 2007, because the 2007 settlement agreement was quite clear at page 2 that the provisions of the agreement were without prejudice to all parties' positions in future proceedings.


So it can't be taken against us that we agreed to deferral treatment for 2007 as meaning any commitment or limiting in any way our position in future proceedings.  The agreement, as they always are, was quite clear about that.


So, in my submission, the reliance placed upon this deferral treatment is ill-founded and, therefore, the basis for distinguishing this case from my basic case, which Mr. Thompson agreed would preclude him from seeking the base rate adjustment, doesn't apply.


Turning to the Z-factor issues, as such, I want to address, first of all, the suggestion from Mr. Warren, Mr. Thompson and Mr. Shepherd that Union has changed its position and that Union's witnesses have changed their position.  I will do this in a variety of stages, but let me start with the general proposition.


Union has never changed its position.  They are -- the intervenors are interpreting, for example, my opening or the evidence of Mr. Birmingham as representing that 

every -- as meaning that some kind of representation that every dollar of tax reduction after January 1, 2008 will appear in the GDP deflator during the incentive regulation period.  And Union has never said that and I have never said that.  We have never said that the specific dollars, dollar for dollar, will reduce the GDP deflator during the incentive regulation period.


What we're saying is that the price cap index will put downward pressure on the rates in an amount roughly equivalent to the tax reductions that are anticipated, and the only reason for the difference between the original evidence, the reply and the J3.3, as I will come to in a minute, was that different questions were being asked, and, therefore, the answer is different, but we are not changing our position.  We haven't changed our position.


For example, Mr. Warren says that Professors Mintz and Wilson were trying to shore up their evidence with the lag analysis.  Well, that, in my respectful submission, is utter nonsense.


We took the position and they took the position that lags were complicated and essentially unknowable, and, in fact, they resisted, you will recall, quite strongly the request to try and quantify them.  They weren't even sure they could do it at any level.


And it was -- and that was because of their belief, which Union shares, that these matters are too complex, not because it was changing its position.


And you will find this becomes clear at volume 3, starting at page 158 over to 160, where Mr. Shepherd before the break asks some questions about the quantifying on a dollar basis the percentage marginal effective tax rates that Mintz and Wilson had dealt with.


We came back over the break, and Mr. Penny -- sorry, me, introduced that Mr. Birmingham had reflected on it with the witnesses and wanted to speak to it.  And what Mr. Birmingham goes on to say is that without -- based on -- this is based on the reply evidence, table 2, that had the 2.8 percent and the 2.9 percent.


He says -- using the 3.1.1, which is the base case, the standard 2007 Board-approved additions, he says at page 159:

"You will see that the taxable income in each year is the same as Board-approved taxable income for 2007.  You will see that the taxable capital for the company is the same as the Board-approved level for 2007.  But with those caveats, what Dr. Mintz and Dr. Wilson have done is calculated the impact on GDP, and, therefore, on Union Gas's prices, ultimately, as if all of the tax impacts would occur in a five-year period.  It doesn't address any of the lags from past periods, and, indeed, it didn't address any of the prospective lags either, because that was the original position that lags -- we didn't want to get into.  It has the assumptions that I just outlined with respect to the use of the 2007 Board-approved numbers, and it assumes that there are no other changes that will impact the GDP IPI FDD.  But with all of those caveats, what their conclusion is is that GDP will otherwise go down by 2.8 percent.  That will impact Union's prices, and, again, with all of those assumptions and caveats, the impact would be 80.5 million."


So that is what his evidence was, based on Mr. Shepherd's request.  And then -- so just skipping down a little bit, he says:

"So to answer your question, which I think was, Does this mean with all the assumptions and all other things being equal, would Union's prices otherwise reduce by 80.5 million, the answer is yes."


Then Mr. Shepherd says:

"Well, that actually wasn't the question.  You are close.  What I want to see is your calculations that show that the impacts you have that you expect on GDP will result in Union's rates going down each year of the five years by the amounts..."


And so on.  So he then goes on to describe what he is looking for, and it was only as a result of coming back with that, which is that was J3.3, that we got into this issue of year-by-year impact of lags, and it was of course in that context that our witnesses and Union take the position that if you are going to get into the lag game, then you have to look at it on a symmetrical and fair basis and not a sort of narrow basis.


So the suggestion that Union was trying to shore up its evidence by getting into the discussion of lags is simply not supported at all by what happened.  It is simply not true that Union or Professors Mintz or Wilson were trying to shore up their evidence.


In a similar vein, the School Energy Coalition and Mr. Warren also say that Professors Mintz and Wilson changed their evidence and ultimately agreed that the conclusions in their initial evidence were incorrect.


Again, in my submission, that is not correct.  They didn't change their evidence.  They were merely answering different questions, and the fundamentally two different questions, where the question that they first addressed, which is, What's the marginal effective tax rate impact on Union versus the rest of the economy, no issue of lags; and in a world where we are looking at lags, what's the -- what are the implications and how should you do it?


The only sense, in my submission, in which you can say they were incorrect is if you accept that taking into account lags is a necessary step in the analysis.  And this was -- this is abundantly clear when you read Professor Wilson's evidence that I think Mr. Warren was referring to, or Mr. Thompson perhaps was referring to earlier.

But Professor Wilson says, But this is because we're now including lags, right?  So it makes it clear that -- and what he's saying is, if we have to include lags, then, yes, our original evidence was not correct because -- it can't be, by definition, because it didn't include any lags.

But now we are being asked a different question, which is:  Take into account the year-by-year impact and show us, with the prospective lagged effect, and so we said, as you know, that, well, if you are going to look at the prospective lagged effect, you have to look at what is happening to the GDP and it should be balanced.

And that, I should say -- I think I said this earlier, but just in case I didn't -- that position that they initially took, that lags are off the table, was an eminently reasonable position.  You may not agree with it at the end of the day, but it is an eminently reasonable position because it was in accordance with what the Board said in RP 2001-0029, that we're not going to get into lags.

I guess the point is they weren't admitting a mistake.  They were simply acknowledging that if you assumed lags must be taken into account, that their original evidence did not do so.

Mr. Warren also, in a similar vein, referred to the answer to J3.3 saying -- He's talking about where the answer says:  "it is important to note that."  And it's the same point.  They're not changing their evidence.  They're not saying:  Oh, well, it wasn't important before.  Now it is important.

All they're saying is if we're now in the lag world, then you have to note, it is important to note that there are offsets spilling over from prior periods.

So it is all a question of what the question was, not a question of changing the evidence.

And as I said, based on the precedents, if lags are the swamp that we described, then they were correct.

I want to address as well Mr. Thompson's characterization -- and I think the other intervenors have taken a similar position -- which is:  What is the question?

And Mr. Thompson -- I think it has been defined in various ways but let me characterize it this way --  Mr. Thompson said that what you have to look at is what is the effect of GDP in the IR period of tax reductions, in the IR period.

And in my submission, that is too narrow a question.  It is too simplistic and it is out of keeping with the purpose of the -- or the function of the inflation factor component of the price cap index.  It is, if you will, a cost-of-service question, not an incentive regulation question.

And to illustrate that, let me put it this way.  Mr. Thompson says it is not about the GDP deflator.  It's only about the tax changes.  But in my submission, that can't be right, because that's only half of the equation.

You can't look at just the cost reductions, because that ignores whether the price cap index is otherwise reflecting the changes.

And Mr. Kaiser posed the question to Mr. Thompson, but let me take my opportunity in reply to answer it as well.  What the meaning of item 3 in the Z-factor section of the settlement agreement is, and that of course reads:
"The cost increase/decrease must not otherwise be reflected in the price cap index."

And of course it doesn't say -- I wanted to make two points about this.  First of all it, doesn't say anything about having to be reflected during the period of incentive regulation.  And I think that is an important point, because at the end of the day, it seems that there is little disagreement that it gets reflected in the price cap index.  The debate is about, is about what the timing of that is.  And so as a starting point, I say there is nothing in this about when it has to be reflected

But the more important point is, it is true and we agree that the cost increase or decrease -- in this case we're talking about a cost decrease resulting from tax rate cuts -- but the cost is the cost that takes place -- the cost change that takes place during the incentive regulation period.  But we rely on the following words:
"-- must not otherwise be reflected."

And we say it is otherwise reflected.  Even if those dollars aren't exerting downward pressure on the price cap index in the incentive -- or fully within the incentive regulation period, it doesn't mean that it is not otherwise reflected.

And the "otherwise reflected" is the whole argument that Dr. Lowry and Professors Mintz and Wilson have made, and the argument that I am making, that it is otherwise reflected, because there are forces exerting downward pressure on the deflator during the incentive regulation period that are roughly equivalent to the tax changes that are actually taking place.

So we say quite strongly that it is otherwise reflected, and so that's my argument on that point.

This question of onus has come up.  All three intervenors, the School Energy Coalition, Mr. Thompson, Mr. Warren have all raised it.  In my respectful submission, they stand the principle of onus on its head.  Union -- and I say that, let me say it simplistically first and then come at it a couple of different ways -- Union is not applying for Z-factor treatment of anything.  Mr. Packer was very clear about this.

Nothing about -– and Mr. Shepherd says:  Oh, well, you know, under the filing requirements, they have to give information.  But nothing about what was agreed to about what information is going to be provided imposes any obligation on Union to apply for anything.

What School Energy Coalition has confused what may be an obligation to disclose information about cost changes with an obligation to apply for some special treatment of cost changes.  And so we say the fact that Union may have some obligation to provide information about something, has nothing to do with whether it has to apply for anything, and certainly nothing to do with whether it has to apply for Z-factor treatment.

So the submission of School Energy Coalition is, in my submission, flat wrong on this, both as a matter of law and I say as a matter of regulatory precedent.  But I have taken you to those this morning.  I won't repeat them.

Mr. Thompson's formulation of this is even more extreme, in my submission.  He says Union's refusal to afford Z-factor treatment places the onus on Union to prove that the deflator will capture those specific dollars.  Well, that is totally tautological, in my submission, and it just can't be.  The default -- because think about it from the big-picture point of view -- the default clearly is that Z-factors are highly unusual.

As the Board said in the NGF report, there must be limited use of them and they must be well justified.

So it is not the lack of a Z-factor that must be well justified, but having one that must be well justified.  And it can't be, therefore, that something that Union does not apply for, because it doesn't think it is warranted, that it has the onus to prove that it is not warranted.  It's completely the reverse.

Z-factors are the exception to the rule, and those who want to rely on that exception have the obligation to demonstrate why it is warranted.

I wanted to make one comment, Mr. Chairman, about the characterization of the School Energy Coalition that this case is all about arithmetic.  That is really the keystone of their argument, that it is all buried in cells in the spreadsheets.

I can confidently say that that this case is not about the arithmetic.  It has, in fact, I submit, nothing to do with the arithmetic.  The case is about economic and regulatory principle.  The case is about the appropriate construct for the management of incentive regulation in a manner that is fair and balanced, that avoids both windfalls and double-counting, and most importantly, that furthers the objectives of incentive regulation in a 
fair -- and I emphasize -- enduring manner, because we want this to work over the long haul.  Not just opportunistically grabbing for short-term advantages.  And that, with great respect, is not arithmetic.  That is about fundamental principle and balance.

And then, so just finally, Mr. Chairman, Mr. Thompson addressed this question of the question of precedents, the Board's prior decision in the 0029 case, and the Federal Communications Commission case, among others.  He says this is different because it is potentially an $80 million credit to ratepayers.

Well, that, with great respect, is completely irrelevant.

The Board has to be consistent on this.  Whether it is a million or 80 million doesn't matter.  Whether it is a tax increase or a tax decrease doesn't matter.  Whether it is a cost input increase or cost input decrease doesn't matter.

The principled answer has to be the same.  There cannot be ambiguity around this, or opportunistic behaviour; otherwise, incentive regulation won't work.


Unless there are questions, those are my submissions, Mr. Chair.


MR. KAISER:  I just have one question.


If we were to agree that the onus is on the party advocating a Z-factor, which, as you say, is not you, it's the other guys, does it follow that it's their onus to demonstrate that the cost reduction is not reflected in the price cap?


MR. PENNY:  I think so.  I am thinking about it.  I think that's right.  I think that is right, or at least to raise -- and of course we're talking onus here, at least raise an evidentiary issue or overcome the evidentiary burden, is what I meant to say.


MR. KAISER:  Thank you.


MR. SOMMERVILLE:  Mr. Penny, your argument, as I understand it, basically is that the regulatory construct is really the issue here.  It's not a question as to whether the numbers add up at the end of the day to $80.5 million within a specific period.  That is not the issue.


As I understand it, what you're saying is that the -- if you accept the GDP IPI -- or, pardon me, the GDP IPPI as the mechanism, that that's an end to the argument, unless there is a unique or unusual circumstance that arises.


What I am getting at is, if the settlement agreement had said, for example, that the tax changes that have special effect, that would have eliminated the argument here.  Is that a fair statement?


If the settlement agreement had said that Z-factors for tax changes, but only those tax changes that have an extraordinary effect on Union, that is really the text that you are reading into that provision of the settlement agreement?


MR. PENNY:  I don't think so, Mr. Sommerville, and the reason I say that is because I think my submission is that differential impact is simply an application of this principle.


In other words, if there's a tax that applies only to natural gas utilities in the Province of Ontario, that that isn't going to find its way into the national price deflator because it is too small -- I mean, may be a little tiny bit of it would, but it's a de minimus issue and you wouldn't be able to say that those changes are going to affect the national price, and, therefore, are not going to be reflected in the price cap index.  So I don't think it is necessary to have those words.


I almost think -- I mean, it is true that in some of the cases that we've seen they have both, but I think my submission is that, in a way, it is redundant.  It is a different way of saying the same thing.


MR. SOMMERVILLE:  In the same way, the language that relates to having the cost increases or cost decreases reflected in the index, your position is any reflection within the index is sufficient to defeat the argument that there ought to be a Z-factor treatment.


So if there is any reflection within the deflator, if there's any reflection within the period -- and maybe not even within the period, but if there's any reflection in the deflator, that that's a full answer and that the item does not qualify for Z-factor treatment.  Is that --


MR. PENNY:  No, I don't go that far, and I don't need to go that far, Mr. Sommerville.  We're saying there are two possible scenarios.  One is if you take the view that you have to take account of lags.  The other is if you take the FCC view that lags are just an unknowable and we shouldn't go there.  


If lags are in the latter one first, if lags are an unknowable and we shouldn't go there, then the evidence before you is that it will be reflected.  It may not be reflected immediately, but there's pushes and pulls in all of this, and, over time, as the Board said in the 0029 case, if you consistently apply the same principle over time, it all comes out in the wash.


The expectation, I think, is that notwithstanding rebasing in 2013, that if this works, that it will continue on.  And so that's the one scenario.


The other scenario is, okay, if we are in the lag world and we're saying, Now we think we have to look at this lag question, we're saying you have to look at that in a balanced and fair way.  Ask the question -- that's why I think the question is important.  Ask the question:  What is the GDP deflator actually reflecting? 


And what I am saying is that it's actually reflecting something that's a pretty good approximation of the tax changes that are anticipated in the 2008 to 2012 period, because, as Dr. Lowry and Professors Mintz and Wilson say, there was a substantial amount of tax-cutting in the period leading up to 2008.  


So I don't go so far as it to say, no, as long as any tiny bit of it is in there.  We're saying that in the latter case, which -- where more focus is, in the lag world that it is pretty close.


MR. SOMMERVILLE:  Thank you.


MR. KAISER:  In the non-lag world, it is an easier argument for you, because you can go the way of the FCC and say, Listen, if it's an economy-wide cost reduction, it's in the index.


MR. PENNY:  Yes.


MR. KAISER:  If it's a utility specific, it's not and we will deal with it as a Z-factor.


MR. PENNY:  That's right.


MR. KAISER:  Now, when you get dragged into the lag world - and this is sort of paraphrasing Mr. Warren - your people came back and said, Well, even if you want to play the lag game, we can play that game, because you have to be fair, you have to take into account prior lags, et cetera, et cetera, and it still comes out in the wash.


MR. PENNY:  Yes.


MR. KAISER:  But that happened to work out in this case, because there were tax reductions in the prior period.


MR. PENNY:  Yes.


MR. KAISER:  I think as Mr. Aiken in his submission says, but, interestingly enough, if there'd been tax increases, it wouldn't have seemed so fair, because the consumers would have got dinged, as it were, because the tax increases à la lag, would have gone at the same time and you would...


So what do you think of the Aiken argument?


MR. PENNY:  Well, I take the point, and, Mr. Chairman, you had raised this, I think, earlier in the hearing, as well, a similar sort of question.


I mean, the -- those are the facts we're dealing with.  In a way, I don't think I need to necessarily answer the question of "what if", because we do have a situation where there were tax decreases.  I think I would agree that if there'd been tax increases, then the argument doesn't work, at least -- or at least it doesn't work as well.  


But the fact is that, in this case, we've got a situation where we had a period of tax decreases which are -- the evidence is quite clear, if you're in the lag world, those tax decreases are still exerting downward pressure on the GDP that we're using to set rates today.  


MR. KAISER:  At the end of the day, your advice to us is, Listen, we didn't change our position.  We don't believe the lag analysis is worth the candle.  It's a very difficult game.  It is a question whether, if these cost reductions, taxes in this case, are economy-wide and they influence everyone, then the nature of the game is we assume they're in the index?


MR. PENNY:  That's correct.  That is absolutely it.


MR. KAISER:  All right, thank you.


MR. PENNY:  And that, in my submission, is what -- is the simplicity that we were looking for when we created this, the whole concept.  And to do otherwise -- that's why we say the lag game isn't the way to go, because that was the simplicity that we were looking for.  


And, sure; as the Board acknowledged in the 0029 case, sure, there's lags, but over time, it all comes out in the wash.


MR. KAISER:  So let's suppose there are no lags, and that gets us back to the period.  And, you know, it's a simple question.  I mean, here, in terms of the equity, you wouldn't dispute that in the period not all of the tax reduction is going to flow through in that period; simply ignore any lags, prospective --


MR. PENNY:  Sorry.  If we're ignoring prospective lags, as well, then I think --


MR. KAISER:  No, but your people at no point said, Listen -- in fact, they resisted this.  They were very clear, We are not saying with respect to this $80 million flows through to Union's costs.  We're not talking about Union's costs.  We're talking up here.


MR. PENNY:  Yes.


MR. KAISER:  Even up here, we're not saying that there's going to be an $80 million tax reduction in this period, or the equivalent of it, however it came?


MR. PENNY:  Yes.


MR. KAISER:  I mean --


MR. PENNY:  That's right.  


MR. KAISER:  Nobody is asserting that.


MR. PENNY:  They're saying -- I think now I understand better what you're asking.  They're saying that if you're after simplicity, you want some broad measure that's generally -- that's generally accounting for the movement of costs in the economy, then it is appropriate.  It's not working inappropriately to just use that, even though a dollar of tax saving on January 1, 2008 may not land until 2010.


MR. KAISER:  So here is where I started with this, and here is where I end on it.


I mean, at the end of the day, it is about equity in some sense.  Yes, it is about regulatory efficiency and a new scheme, and so on.  Forget the lag analysis for one moment.

We know on day one of this period, zero percent got through.  And the best it can be at the end of the period is 100 percent.

If you drew a line, it would be like 50 percent would go to the ratepayer and 50 percent would go to the company.

What do you think of that proposition?  Is there a fairness in that?

MR. PENNY:  I'm not sure about the fairness of it.

I guess I have to come back to the no-lag assumption, because when you put the proposition that way, in other words, that zero percent of the first dollar of tax saving on January 2008, that is bringing the lag question into it, if you see what I'm saying, because we're talking about the prospective lag.  And once you start talking about that, then I am not sure it is fair to say:  Let's just cut the baby.  Because one you're into prospective lags, you're into the question of what is actually happening at the level of the GDP deflator, what's the GDP deflator reflecting, and is it creating appropriate downward pressure on rates.  That's -- I don't say exactly, but roughly comparable to the type of saving that we're anticipating.

MR. SOMMERVILLE:  Mr. Aiken added a further regulatory lag, which was the idea of when the GDP actually catches up to its own source.

MR. PENNY:  Yes.

MR. SOMMERVILLE:  What are your observations on that?

MR. PENNY:  Well, I spoke to that a little bit this morning, and that, as well, it seems to me, is opening a can of worms, because there is no doubt that the regulatory lag brings about the result, a similar sort of result that Mr. Kaiser was talking about.  But that is, of course, true of everything, because we're dealing with -- of all costs.

So by definition, it is not reflecting today's costs.  It is reflecting last year's costs, and part of the year-before's costs.

So it seems to me that if you allow -– this, I thought, was Dr. Lowry's point as well, sort of in microcosm.  It illustrates the point.  If you allow lag in and of itself to become a Z-factor, well, we've got a lag built in.  Regardless of, you know, how long it takes for capital investment to flow through into lower prices, we've got a built-in lag here.  That means automatically that every cost that exceeds $1.5 million up or down, has got to be subject to a Z-factor.

As I said this morning, that is not what we contemplated this process was supposed to be, and I don't think that's what the Board -- certainly in NGF report -- was contemplating this process was going to be, that Z-factors are highly unusual events, and you know, there's – yes, there are pushes and pulls.  Maybe it is not perfect at the end of the day, but what you're buying is reduction in regulatory burden, and incentives to generate productivity.  And you know, we've got a good one here.  We've got a strong one.

I mean what -- Union agreed to 1.82 percent productivity.  That is more than Dr. Lowry was recommending.  So you can't think about this in terms of there not being some benefit to the customer.  There is clearly a very strong benefit to customers here.

It reminds me, if I may -- something that I had meant to say earlier and it slipped my mind -- but let's not forget, as well, that there are other protections available in this construct.

We have earnings sharing and we have -- so beyond a band, any earnings over the notional regulated rate is shared.  And we have a -- it's not really defined as an off-ramp, but a review process if the earnings exceed a certain amount, as well.

So you're not placing all of your eggs just in the Z-factor basket here.  There are other protections available.

MR. KAISER:  That may be a relevant point, which we haven't really talked about.  If there was an $80 million windfall gain in the period, and it all went to the bottom line and boosted earnings by $80 million, it would get shared.

MR. PENNY:  Yes.  Absolutely.

MR. KAISER:  On this Aiken regulatory lag, is there an argument here that the parties in the settlement agreement have agreed to that?  That is, by nature, the way we calculate this index.  And as I understood it in the settlement agreement, you people agreed that this is how you're going to calculate the index.

MR. PENNY:  That is definitely --

MR. KAISER:  So we can't complain about regulatory lag at this point; or am I wrong in that?

MR. PENNY:  Well, it is the latter, but you are right on the first part.  Not on the latter part --

MR. KAISER:  But he's talking about a lag that comes out of the way the calculation is made.

MR. PENNY:  It is certainly what everyone agreed to and it is driven by necessity, really.  Because above all else, the thing that Union abhors the most is foregoing retroactive rates.  And we have to have a process, and this was, of course, recommended by Board Staff, and this was a feature of the last -- in the PBR, the three-year trial PBR in 2001, as well.

You use prior year's data so that you know precisely what the number is, so that you don't need to change it later, so that rates are fixed.  So there is no question everyone agreed to this.

The issue, I think, and where I part company with the proposition that you advance -- I know it is hypothetical 
-- but is to say, well, and that means that you get a Z-factor for that.  That seems to me the leap.  I am not sure you do.  And in fact I would argue that you don't, because as I said earlier, what that means is that every cost variance, or every cost change, I should say, that goes beyond $1.5 million automatically gets Z-factor treatment for at least a year or 18 months.  And that, it seems to me, is not what was contemplated.

MR. KAISER:  Thank you.  Anything further, Mr. Millar?

MR. MILLAR:  No.  I think that is it, Mr. Chair.

MR. KAISER:  Thank you gentlemen, ladies, thank you for your assistance.

--- Whereupon the hearing adjourned at 3:05 p.m.
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