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UNDERTAKINGS

13

14

‑‑‑ Upon commencing at 9:29 a.m.

15

MR. KAISER:
Please be seated. Good morning ladies and gentlemen. The Board is sitting today to hear evidence with respect to the 2006 EDR handbook. As you know, a number of the issues with respect to this matter have been settled between the parties or agreed upon but there are some contested issues and today is the beginning of the evidentiary portion to deal with those issues. Can we have the appearances, please.

16

APPEARANCES:


17

MR. RODGER:
Good morning, Mr. Chairman. My name is Mark Rodger. I'm appearing as counsel to Toronto Hydro‑Electric System Limited. And with me are Mr. Alex Schiappa, Sc‑h‑i‑a‑p‑p‑a, who is the director of tax, and Mr. Colin McLorg, senior regulatory advisor, both of Toronto Hydro Corporation.

18

MR. KAISER:
Thank you, Mr. Rodger.

19

MR. FARRELL:
Good morning, Mr. Chair, my name is Jerry Farrell. I represent the Coalition of Issue Three Distributors and appearing with me this morning and throughout the hering will be Helen Newland.

20

MR. KAISER:
Thank you, Mr. Farrell.

21

MR. SHEPHERD:
Mr. Chairman, Jay Shepherd. I represent the School Energy Coalition.

22

MR. ROGERS:
Good morning, Mr. Kaiser. My name is Donald Rogers, I represent Hydro One Networks, and with me is Mr. Joe Toneguzzo who is the distribution regulation director.

23

MR. KAISER:
Thank you, Mr. Rogers.

24

MR. WILLIAMS:
Good morning, Mr. Chairman. My name is Christopher Williams, I am here today to enter an appearance for Elisabeth DeMarco, who is counsel for Rogers Cable Communications Inc. and the Canadian Cable Television Association or CCTA.

25

MR. KAISER:
Thank you, sir.

26

MR. STEPHENSON:
Good morning, Mr. Chairman. My name is Richard Stephenson, I appear as counsel for the Power Workers' Union, and with me here today is miss Judy Kwik who will also be appearing throughout this hearing.

27

MR. KAISER:
Thank you, Mr. Stephenson.

28

MS. GIRVAN:
Good morning, Julie Girvan, consultant to the Consumers Council of Canada. I would like to register an appearance for Robert Warren, who will be acting as counsel to the Council, and we will be appearing periodically and following the proceedings by transcript. We will definitely be here for the comparators and cohorts panels and the CDM panels. Thank you.

29

MR. KAISER:
Thank you, Ms. Girvan. Anyone else?

30

MR. MILLAR:
Good morning, Mr. Chair. My name is Michael Millar, M‑i‑l‑l‑a‑r. I am counsel for Board Staff, and with me is Ms. Jennifer Lea, L‑e‑a, who will also be acting as counsel. We'll be taking turns with examinations and cross‑examinations.

31

PROCEDURAL MATTERS:


32

MR. KAISER:
Thank you, Mr. Millar.

33

Before we start with the first witness, just a couple of procedural matters. I'm told that there is a schedule for these hearings at the back of the room somewhere for those of you who don't have that. With respect to argument, a procedural order has been issued and a further order is due to be issued as well, as I understand it. The first round of argument from all participants in this matter is now scheduled for February 11th, with responding argument to be due on February 28th.

34

May we have the first witness sworn, please.

35

MR. RODGER:
I would ask the KPMG panel to come forward, please.

36

KPMG PANEL 1 ‑ KRUKOWSKI, ERLING:


37

J.KRUKOWSKI; Sworn.

38

J.ERLING; Sworn.

39

EXAMINATION BY MR. RODGER:

40

MR. RODGER:
Just while the witnesses are settling in, Mr. Chairman, this first panel is being sponsored by Toronto Hydro and is described in the schedule as the tax PILs pass‑through versus true‑up issue. This panel will be referring to Exhibit B.2, which is entitled, "Review of proposed methodologies for the treatment of taxes for rate‑setting purposes," dated December 9th, 2004.

41

I wonder, panel, if you would each, please, introduce yourself and state and spell your last names, please.

42

MR. KRUKOWSKI:
John Krukowski, K‑r‑u‑k‑o‑w‑s‑k‑i.

43

MR. ERLING:
Jonathan Erling, E‑r‑l‑i‑n‑g.

44

MR. RODGER:
Mr. Chairman, I have produced both of these witnesses' CVs and have made copies for the Board and copies for my friends. Perhaps I could have both of these marked as an exhibit, sir. First, Mr. Krukowski's.

45

MR. KAISER:
Yes. What number is that, Mr. Millar?

46

MR. MILLAR:
That would be Exhibit D.1.1.

47

EXHIBIT NO. D.1.1:
CV OF MR. JOHN KRUKOWSKI

48

MR. RODGER:
And Mr. Erling's.

49

MR. MILLAR:
That would be D.1.2.

50

EXHIBIT NO. D.1.2:
CV OF MR. JONATHAN ERLING

51

MR. RODGER:
Thank you very much.

52

Gentlemen, I would like to refer to your CVs which summarize your expertise and qualifications as they're relevant to matters before the Board today. Starting with you first, Mr. Krukowski, I understand from your CV that you've been a chartered accountant since 1982. You are currently a tax partner in KPMG's Toronto office and are a member of the power and utilities team, which leads the provision of tax services to this sector in Ontario. Is that correct?

53

MR. KRUKOWSKI:
Yes.

54

MR. RODGER:
And over your 25 years, you've outlined a series of experiences on advising various utilities on tax and PILs issues, including Enersource, the Ontario Energy Board, Markham Hydro and Veridian Corporation. Page 2 of your CV also indicates that you've advised various local distribution companies on their municipal owners with respect to tax treatment and PILs treatment of these businesses, and you lead this on behalf of KPMG throughout the province; is that correct?

55

MR. KRUKOWSKI:
Yes, it is.

56

MR. RODGER:
One specific assignment that I would ask you to expand upon briefly is the work that you did for the Ontario Energy Board which dealt with PILs in the context of municipal electric utilities. Could you just give us an overview of that?

57

MR. KRUKOWSKI:
Yes. For that project I led the tax portion of a special project in which the OEB engaged KPMG's assistance involving a multi‑disciplinary team with respect to analyzing and commenting on the OEB's methodologies regarding how it collects information on PILs, liabilities of MEUs, and uses the information in approving rate increases in respect of PILs, including analysis of an OEB‑selected sample of 2001 tax returns and simple spreadsheets for 10 unidentified utilities. We were assessing the sufficiency and reasonableness of the information captured, assessing the reasonableness of PILs forecasts and methodologies for incorporation into rates, assessing the reasonableness of variance adjustments, comparing actual and regulatory PILs, analysis of the material adjustments through taxable income and ensuring no material adjustments were not considered and reporting our findings and related recommendations.

58

MR. RODGER:
Thank you, sir.

59

Now, turning next to Mr. Erling. From your CV, we see you have a degree in engineering sciences and an MBA in finance from the University of Toronto. You're a director in the public infrastructure finance practice of KPMG where you specialize in energy and utility economics, regulatory issues, statistics and forecasting. You've also, I understand, advised a number of electric distribution utilities in Ontario, financial analysis, reported valuations and you're also involved in the PILs work for the OEB; is that correct?

60

MR. ERLING:
That is correct.

61

MR. RODGER:
You also talk about work for SuperBuild Corporation on different utility business models and their application to the water sector in Ontario. Could you explain briefly for the Board why your experience in PILs in the LDC sector would be relevant to issues of water/waste water restructuring?

62

MR. ERLING:
One of the things that we demonstrated in our report for SuperBuild that commercialized models of the utility sector, where publicly‑owned utilities are set up as corporate entities and are asked to pay taxes on the same basis as private sector entities, and also to raise capital on the same basis, are becoming quite popular throughout the world, Australia being a notable example. And we think that it's a model that may be relevant for the water and waste water sector.

63

MR. RODGER:
Thank you, Mr. Erling.

64

Mr. Chairman, given the background and special experience of this panel with respect to electric utility sector taxes, and PILs generally, I would request the Board to qualify these witnesses as experts entitled to give opinion evidence.

65

MR. KAISER:
The Board finds they're qualified.

66

MR. RODGER:
Thank you, sir.

67

Mr. Krukowski, starting with you, first. Could you please describe briefly the scope and nature of your retainer in this matter.

68

MR. KRUKOWSKI:
Procedural Order No. 2 in this proceeding was issued on November 25, 2004. Schedules A and B to that procedural order set out the issue on which oral argument will be heard. The second issue in schedule A is tax or PILs pass‑through versus true‑up methodology, and is associated with Toronto Hydro. The question being considered by the OEB is, and I quote"

69

"To what extent, if any, should differences between forecast taxes/PILs included in 2006 rates and actual taxes/PILs paid in respect of 2006 be trued‑up after the fact, with excess refunded to ratepayers, and shortfalls charged to ratepayers?"

70

Chapter 7 of the draft EDR Handbook contained alternative treatments of any differences between the taxes recovered by LDCs in 2006 distribution rates and the taxes actually paid by those LDCs. Toronto Hydro retained KPMG to review four alternative options being considered. We were asked to analyze the different options and provide our conclusions and recommendations regarding the appropriateness of each. Exhibit B.2 summarizes our findings.

71

MR. RODGER:
And did you both actually prepare Exhibit B.2?

72

MR. KRUKOWSKI:
Yes, we did.

73

MR. ERLING:
Yes, we did.

74

MR. RODGER:
And do you both adopt your exhibit as your evidence today?

75

MR. KRUKOWSKI:
Yes, we do.

76

MR. ERLING:
Yes, we do.

77

MR. RODGER:
Now, on page 2, at the last paragraph of part B of this pre‑filed evidence, you wrote, and I'm quoting:

78

"It should be noted that, in general, other variances between forecast and actual results will not be subject to true‑up under the proposed OEB regulatory framework. A true‑up, however, is being considered for corporate income and capital taxes."

79

Can you provide examples of other variances that would not be trued‑up?

80

MR. KRUKOWSKI:
Examples would include LDCs' revenues and volumes. There is no proposal to true‑up revenue changes that result from volume fluctuations.

81

MR. RODGER:
And, in your view, is there any reasonable basis for distinguishing between these variances and the PILs variance?

82

MR. KRUKOWSKI:
No, not in our view.

83

MR. RODGER:
Can you briefly describe the options that you did consider.

84

MR. KRUKOWSKI:
We considered four options.

85

Option 1 is a 100 percent pass‑through/true‑up. Under this option, a variance account would be set up for 2006 taxes, or PILs. Any variance between actual taxes and forecast taxes would be credited or debited to this account, and cleared to ratepayers in a subsequent year.

86

Option 2 is a 100 percent asymmetrical pass‑through/true‑up. This would use the same mechanism as the first position, but would only true‑up if taxes are less than forecast, so would only allow for a refund to ratepayers.

87

Option 3 is a partial true‑up. This position provides for a similar after‑the‑fact adjustment to taxes or PILs, but only to the extent that actual and forecast taxes differed due to changes in tax rates or tax rules.

88

Finally, option 4 is no true‑up. Under this model taxes or PILs are forecast like any other expense, and that forecast amount is included in rates. Any variance between forecasts and actual is enjoyed or borne, as the case may be, by the shareholder.

89

MR. RODGER:
And, sir, can you advise the Board of your conclusions and recommendations with respect to these options.

90

MR. KRUKOWSKI:
Our conclusion was that projected PILs and taxes should not be subject to true‑ups for any reason, other than changes in tax rates or rules.

91

Based on our analysis, we concluded that options 3 and 4 are both reasonable approaches for the treatment of tax variances under the 2006 rate‑setting process.

92

Option 3 has some advantages relative to option 4, since it reduces utility risk somewhat, and seems somewhat fairer to both consumers and utility shareholders. In contrast, options 1 and 2 entail significant disadvantages that we believe make their use in the rate‑setting process inappropriate.

93

MR. RODGER:
Now, the second draft of the 2006 EDR Handbook was released on December 10th, 2004. Have you reviewed chapter 7, entitled "Taxes/PILs" of the draft Rate Handbook?

94

MR. ERLING:
Yes, we have.

95

MR. RODGER:
And then you are aware that there are currently two alternative approaches before the OEB?

96

MR. ERLING:
Yes, we are. Our option 1 corresponds to the handbook's alternative 2, the 100 percent pass‑through option. Our option 3 corresponds to the handbook's alternative one, partial true‑up only for what the draft handbook refers to as tax‑driven factors, such as number 1, changes in tax laws or regulations after the distributors rates have been set; number 2, changes in the general interpretation or assessing policies of the Ministry of Finance. This factor is subject to the further requirement that the Board must declare such new or modified assessing or administrative policy to be a change of general application that should be treated as if it were a change in tax rules. And number 3, reassessment of the distributor for years prior to 2006 which affects its undepreciated capital cost or UCC, it's loss carry‑forwards, or other balances at the beginning of 2006.

97

As indicated, alternative 1 most closely corresponds to option 3, although that option has been expanded with the addition of changes in tax policy and reassessment as grounds for true‑ups.

98

MR. RODGER:
Mr. Erling, how did the two alternatives in the draft Rate Handbook affect your opinion, conclusions and recommendations?

99

MR. ERLING:
As we state in our report, in our opinion, options 3 and 4 are both reasonable approaches for the treatment of tax variances under the 2006 rate‑setting process.

100

In particular, in our opinion, option 3 has some advantages relative to option 4, since it reduces utility risk somewhat, and seems somewhat fairer to both consumers and utility shareholders.

101

If we turn to page 15 of our report, at the first paragraph under option 3, the Board will see that we already contemplated that option 3 would include administrative policy changes by the Ministry of Revenue that would effect the calculation of PILs.

102

The only item ‑‑ the only new item in alternative 1 that was not discussed in our report was the prospect of a true‑up in the case of certain tax reassessments, and we have no concerns with that.

103

So, in summary, we can confirm that alternative 1 in the draft handbook is preferable to alternative 2, for the same reasons that we have given in our report for preferring option 3 over option 1.

104

MR. RODGER:
Now, I'll be asking you to explain your conclusions and recommendations, but first I want to take you to page 2 of your report, and your discussion of various criteria you considered in part C. Your report states that you understand certain criteria to be relevant in evaluating alternative methodologies, and you go on to identify six criteria.

105

I wanted to ask you, first of all, how did you select those criteria?

106

MR. ERLING:
In driving the criteria, we started, in general, from first principles, but in this process, we took into account three sources of guidance. Number 1, the types of criteria that government policy‑makers typically use in evaluating policy options; number 2, the objectives of the Ontario Energy Board, as outlined by the Ontario Energy Board Act, section 1; and number 3, the economic literature on appropriate objectives for a regulated utility industry.

107

Section 1, the OEB Act, and as amended by Bill 100, provides the following two objectives that shall guide the Board. 1, to protect the interests of consumers with respect to prices, and the adequacy, reliability and quality of electricity service. And number 2, to promote economic efficiency and cost effectiveness in the generation, transmission, distribution, sale and demand management of electricity, and to facilitate the maintenance of a financially viable electricity industry.

108

MR. RODGER:
All right. Now, Mr. Erling, if you would just briefly describe the criteria that you focussed in on.

109

MR. ERLING:
Okay. Thanks Mark. We have discussed them in some detail in Exhibit B.2, beginning at page 3, and we would refer the Board and the parties to that discussion. We would summarize them as follows:

110

Number 1, provides appropriate incentives. Utilities should be encouraged to act in a prudent and responsible manner. They should have an incentive to improve their operating efficiency and to reduce costs while maintaining the health of their physical assets. They must also have an incentive to continue to invest in the industry.

111

Number 2, ensures fairness. Both parties in the utility/consumer relationship should be treated equitably and reasonably. Further, there should be symmetry rather than one‑sidedness in that treatment. If the rate‑setting process takes into account the lower taxes paid when expenses are higher than target and the net income is lower, the process should also take into account the higher taxes paid when expenses are lower than target and net income is higher.

112

Number 3, minimizes consumer rates. It is desirable to have lower prices to the consumer, but you need to take a long‑term view. A process that emphasizes short‑term consumer impacts over all other criteria will likely violate the desire for fairness and symmetry, and may result in long‑term problems for utility solvency and financial health. These, in turn, would lead to higher rates for consumers in the long run. A long‑term perspective will properly address the OEB's objective of protecting the interests of consumers with respect to prices and the adequacy, reliability and quality of electricity service.

113

Number 4, rate stability. Consumers and utilities benefit from having stable rates. Stability enhances predictability and makes it easier for consumers to make appropriate long‑term purchasing decisions. It also minimizes information costs and users discomfort with change.

114

Number 5, ease of administration. The rate‑setting process for taxes should be easy to administer, both for reporting utilities and for OEB Staff who have to review rate filings or to review actual results after the fact. An approach that does not require any true‑ups will generally involve less administrative burden. That burden may not be large if true‑ups are relatively mechanical in nature, but if true‑up processes required detail investigation and evaluation of the underlying cause of tax variances, then administrative burdens could be quite substantial.

115

And finally, number 6, the 6th criteria that we identified was lowers utility risk. In a lower risk environment, utilities will be able to raise capital at lower cost, ultimately reducing the costs borne by consumers.

116

MR. RODGER:
Mr. Erling, should any of these criteria be given particular priority, or are they all of equal importance?

117

MR. ERLING:
I am generally reluctant to rank them because they are interconnected and should be considered as an integrated package. For example, providing utilities with an incentive to invest and to look for operating efficiencies will help to minimize consumer rates in the long run. But to do this, utility shareholders need to be treated fairly. Thus I think I have just demonstrated or linked together the first three criteria, and shown that you can't simply look at each of them in isolation.

118

Of all of the criteria listed, ease of administration is probably less of an issue, at least in this context. I don't think that any of the alternatives under consideration involve significant administrative burden.

119

Lowering utility risk may also be a secondary objective. It is useful mostly in that it serves other objectives, such as minimizing cost of capital and therefore, in the long run, serving to minimize consumer rates. We have included it as a stand‑alone objective in order to remind us of the role that risk plays in determining utility costs.

120

MR. RODGER:
Now, your evidence, sir, contains illustrations of the four options you've described. Could you briefly summarize those.

121

MR. ERLING:
The key options are, 1, with 100 percent true‑up and option 4 with no true‑up. Alternative 2 varies option 1 by limiting true‑ups to situations in which the true‑up would favour the consumer. And option 3 will usually be identical to option 1, with true‑ups applied only in the limited circumstance in which tax rules or tax rates have changed.

122

Under option 1, we have considered four scenarios that would result in changes in PILs liability and true‑ups. The utilities revenue may increase or decrease, or the utilities' expenses may increase or decrease. An increase in revenue or a decrease in expenses would increase the utilities' PILs liability. A decrease in revenue or an increase in expenses would reduce its PILs' liability.

123

In our examples, which begin on page 7 of our prefiled evidence, we illustrate the impacts of temporary fluctuations of revenue and expenses assuming a five million dollar change in these variables in 2006. The result will be an increase or a decrease in the tax liability and an increase or decrease in a subsequent year of revenues payable by consumers in the amount of 2.825 million. The 2.825 million represents increased or reduced tax liability of 1.805 million for 2006, plus a gross up for the additional amount of PILs to be collected on the true‑up amount.

124

With respect to our suggested list of criteria, our observations with respect to option 1 in the context of volume uncertainty were that: Number 1, option 1 provides utilities with a maximum incentive to maintain volumes and revenues since they bear the full impact of revenue reductions relative to plan. They also fully benefit from volume increases.

125

Option 1 works against the desire for rate stability. Temporary volume shortfalls result in refunds in the following year to pass through the associated tax impacts. Conversely, volume increases result in a surcharge in the following year.

126

Option 1 increases utility risk. The rate and revenue instability outlined above increases the volume tilt of shareholder returns relative to a no true‑up scenario, and will likely increase the utilities' cost of capital.

127

The use of a true‑up under option 1 will involve at least some administrative burden or additional administrative burden relative to a no true‑up scenario, which is option four.

128

MR. RODGER:
Now, at page 9 of your prefiled evidence, you have presented a review of impacts. You have commented on the perceived fairness of option 1 from the perspective of the consumer and the utility in the context of the 100 percent true‑up and expense fluctuations. Can you comment on perceptions of fairness in the context of a 100 percent true‑up of revenue fluctuations.

129

MR. ERLING:
Okay. Just to recap, I mean, in the context of expense fluctuations and in particular in the context of an expense decrease, option 1 does not seem fair to consumers. When a utility's expenses are lower than forecast, the utility pays higher PILs. Option 1 provides that this increase in PILs be collected from consumers in the following year. Consumers did not receive any rate decrease as a result of the decrease in expenses relative to plan, so it does not seem appropriate that their rates should increase in the following year as it does under option 1.

130

To answer your question, option 1 is also unfair in the case of a revenue fluctuation. When volumes are higher than forecast, consumers pay twice. Utilities receive more revenues than they expect, and thus enjoy higher earnings on both a pre‑ and post‑tax basis. Utilities then get to pass through, in a later year, any additional taxes paid as a result of these overearnings. Any additional taxes due, however, were already covered by the excess revenue collected.

131

Conversely, when volumes are lower than forecast, consumers do not cover the utilities revenue requirement. If actual volumes were known in advance, rates would have been set at a higher level than they were. A true‑up of the tax variance results in a double windfall for consumers.

132

MR. RODGER:
Now, on this issue of fairness, you note at page 10 of your evidence that consumers do not benefit from increased net income that results from expense decreases, and utilities are not able to collect increased expenses through their revenue requirements. Is that because the revenue requirements are not being trued‑up every year?

133

MR. ERLING:
That is correct.

134

MR. RODGER:
And if LDC revenue requirements were trued‑up every year, would that support a position that the PILs variance should be trued‑up annually?

135

MR. ERLING:
Yes.

136

MR. RODGER:
Would you support a recommendation that revenue requirements be trued‑up every year?

137

MR. ERLING:
No, we would not.

138

MR. RODGER:
And why is that?

139

MR. ERLING:
Changes in the revenue requirement will generally reflect changes in operating expenses. If there was a true‑up in operating expenses every year, utilities would have virtually no incentive to look for operating efficiencies. This cannot benefit consumers in the long run, or even in the short run.

140

An annual true‑up is also at odds with the direction that the OEB has been going with its performance‑based regulatory initiatives, and that direction is to decouple rates and costs in the short run, and thereby maximize shareholders incentives to look for efficiency improvements. PBR mechanisms typically increase the time‑lag between changes in costs and when these cost changes become reflected in rates.

141

MR. RODGER:
Now, in addition to these comments on fairness, you've also made other observations in the context of the 100 percent true‑up and expense fluctuations that differ from the revenue fluctuations scenarios. Could you also, please, briefly describe these.

142

MR. ERLING:
With respect to our suggested list of criteria, our observations with respect to option 1 in the context of variances in operating expenses are as follows:

143

Option 1 provides utilities with the maximum incentive to reduce expenses. Since they receive the full pre‑tax impact of expense reductions, Option 1 also maximizes the penalty to shareholders from expense increases.

144

Option 1 works against the desire for rate stability, since temporary expense changes are magnified, through the pass‑through of associated tax impacts to consumers.

145

Option 1 may not seem fair from consumers' perspectives. When utility expenses are lower than expected, rates in the following year rise as a result of the tax true‑up. Consumers, however, did not benefit from the increased net income that resulted from the expense decreases.

146

Option 1 may also not seem fair from utilities' perspectives. When expenses are higher than expected, consumers get a rate reduction, even though such increased expenses were not included in the utilities' forecast revenue requirement and were, therefore, not collected through rates.

147

Option 1 increases utility risk. This follows from the pass‑through of expense changes and the increased volatility of shareholder net income. And, finally, the use of a true‑up will involve some administrative burden relative to a no true‑up scenario.

148

MR. RODGER:
Now, after you've analyzed the four options in your pre‑filed evidence, you go, on at page 11 of your report, to consider the conceptual differences between revenue and expense changes. Would you please summarize your views on this matter, and comment on the implications of those differences for the selection of your preferred option.

149

MR. ERLING:
Under a true‑up scenario, consumers pay taxes twice when volumes are higher than forecast. Any additional taxes paid when volumes are higher than forecast have already been collected from consumers in the higher revenues that accompany higher volumes. It would thus be unreasonable for utilities to collect these taxes again through a true‑up in the following year.

150

Conversely, when utilities ‑‑ utilities would be hit twice when volumes are lower. Because of low volumes, they do not collect their revenue requirement. Utility earnings will, therefore, also be lower. The reduction in PILs only partially offsets the lower revenues received. Had actual volumes be known in advance, rates would have been set at a higher level, and there would have been no reduction in utility earnings and, hence, PILs.

151

Under this circumstance, option 1 provides a double windfall to consumers, at the expense of shareholders. Utility rates were lower than was appropriate in the year 2006, consumers get the benefit in a later year of reduction in tax associated with utility under‑earnings in 2006.

152

Where expenses are reduced, consumers are penalized, because they don't see any benefit from the expense reductions in 2006. This reflects the fact that there is no true‑up for expenses. Nevertheless, they would have to pay a true‑up in 2007 to offset the LDCs' higher 2006 PILs. Consumers compensate utilities for that portion of savings lost to the tax authorities. Where expenses are higher than expected, reducing PILs, the shareholder did not collect these expenses through the utilities' revenue requirement. Accordingly, the shareholder should not transfer the tax benefit to consumers.

153

MR. RODGER:
Do you have any other comments on the merits of your option 3, which corresponds to the handbook's alternative 1, either on its own or in relation to the 100 percent true‑up approach?

154

MR. ERLING:
Mr. Chairman, on page 17 of our pre‑filed evidence, we provide a table that outlines the various options against the six criteria. And I would focus on option 1 and option 3 in the examination of this table, because those are the options that are currently under consideration here.

155

As stated in our report, we believe that option 1 should be ruled out, because it scores low on fairness. Utilities can effectively collect taxes twice when volumes are higher than forecast. Option 1 also increases utility risk.

156

I think, on balance, option 3 seems to us to be the most fair, and it entails the lowest utility risk. It also ensures stable rates, yet retains an incentive for utilities to manage their revenues and expenses. This includes the incentive to look for tax savings.

157

Option 3 also serves the objective of rate stability, although we haven't talked a lot about that objective this morning. Under option 3, consumers are not subject to true‑ups that simply magnify the earnings volatility of shareholders.

158

We judged option 3 to be neutral with respect to consumer rates in the short run. The impact on the consumer, relative to option 1, can be either positive or negative. In the long run, however, option 3 may provide the lowest rates. The decrease in utility risk, particularly with respect to revenue and expense fluctuations that are not under the utilities' control, should serve to lower utilities' cost of capital. This will benefit consumers in the long run.

159

MR. RODGER:
And finally, Mr. Erling, you're here today testifying on behalf of Toronto Hydro, specifically, but does your conclusions and recommendations only apply to Toronto Hydro or to other large local distribution companies? Or do your recommendations and conclusions also apply to smaller and mid‑size LDCs throughout Ontario?

160

MR. ERLING:
Mr. Chairman, KPMG believes that alternative 1, which provides only a partial true‑up, is just as appropriate for small utilities as for large. Factors that support this assessment are as follows:

161

Number 1, our approach reduces utility risk. The effect of corporate taxes under the no true‑up method is to act as a cushion against changes in revenue and expense from forecast. Shareholders feel only the after‑tax impact of revenue and expense changes. This reduces the volatility of earnings relative to a scenario in which tax changes are fully passed through.

162

Factor number 2, improvements in the model used to forecast PILs for rate‑setting purposes should improve the accuracy of this model in forecasting actual taxes paid. Increasingly, tax variances should thus reflect only differences in revenues and expenses, for which, as outlined above, tax variances act as a cushion.

163

Factor number 3 in support of our assessment: Utilities are not required to invest in tax strategies for our approach to be appropriate. While utilities may have some incentive to explore tax avoidance strategies because they may be able to keep the tax savings, they do so at their own cost and risk. Utilities that do not pursue such strategies are no worse off. To the extent that their actual results approximate the regulatory income used to estimate PILs, their actual PILs should be approximately reflected in the rates that they collect.

164

Accordingly, in our opinion, the conclusions and recommendations we are submitting to the OEB are applicable to all publicly owned LDCs in Ontario, regardless of their size.

165

MR. RODGER:
Thank you, panel.

166

That concludes this panel's evidence‑in‑chief, Mr. Chairman. The witnesses are now available for cross‑examination.

167

MR. KAISER:
Thank you, Mr. Rodger.

168

Mr. Shepherd, are you up first?

169

MR. SHEPHERD:
Mr. Chairman, I have no questions.

170

MR. KAISER:
Mr. Rogers?

171

MR. ROGERS:
No, sir. Thank you. I have no questions.

172

MR. KAISER:
Mr. Farrell?

173

MR. FARRELL:
No thank you, sir.

174

MR. KAISER:
Mr. White?

175

MR. WHITE:
Excuse me. I apologize for being late, and I have just a couple of fairly brief questions for the panel.

176

CROSS‑EXAMINATION BY MR. WHITE:

177

MR. WHITE:
Are you aware of the current tax reconciliation process used in regulation by the Ontario Energy Board?

178

MR. KRUKOWSKI:
I believe we are, yes.

179

MR. WHITE:
And how would you characterize that, relative to the 100 percent pass through or the partial true‑up alternatives?

180

MR. KRUKOWSKI:
When I say we are familiar with it, we have a basic familiarity with how it works, not a detailed. But my understanding is that the current model in place is more like a 100 percent pass through.

181

MR. WHITE:
Okay. If I were to suggest that it is ‑‑

182

MR. KRUKOWSKI:
Sorry. Let me just clarify. When you say current model, the current model being considered for 2006 or the one that's been in place for a number of years?

183

MR. WHITE:
The one that's been in place as part of the PBR regime basing on 1999.

184

MR. ERLING:
Our understanding ‑‑ if you're talking about the existing processes for rates up to this year, our understanding is that tax variances have not been passed through rates. So that would correspond to our alternative 1.

185

MR. WHITE:
If the current practice includes a risk premium of 3.85 percent in the allowed rate of return on equity to the utilities, from the comments you've said, would you care to characterize what the likely implications on that risk premium would be if a change in the tax reconciliation were contemplated by this panel?

186

MR. ERLING:
On that issue, I would have to have a better understanding of the basis under which the current risk premium was set and the assumptions that were used in setting that risk premium to say whether that should affect the risk premium that is used in the current rate‑setting process.

187

MR. WHITE:
From what you've said, though, I understood you to say that under 100 percent pass through, that the utility risk would increase; is that correct?

188

MR. ERLING:
Yes, absolutely. It would increase relative to the scenario in which you do not have a pass through.

189

MR. WHITE:
Thank you.

190

No further questions.

191

MR. KAISER:
Thank you, Mr. White.

192

Mr. Adams, did you have any questions?

193

MS. KWIK:
I have no questions.

194

MR. KAISER:
Ms. Girvan, do you have any questions?

195

CROSS‑EXAMINATION BY MS. GIRVAN:

196

MS. GIRVAN:
I just have a couple of brief questions. It is my understanding that you're recommending the partial true‑up, which is number 3; is that correct?

197

MR. ERLING:
We're recommending our option 3, which corresponds to alternative 1 in the draft chapter 7.

198

MS. GIRVAN:
Could you just give an indication of, with respect to changes in tax rates and changes in tax rules, is it your understanding that these are generally ‑‑ they generally lead to reduced taxes, or is there a balance that you see? Sometimes they reduce taxes and sometimes they increase taxes.

199

MR. KRUKOWSKI:
You never know until that happens. I mean, tax rates six months from now can be increased just as easily as they can be decreased, and similarly the rules that are within the tax legislation as to how you do various things change from time to time as well.

200

MR. ERLING:
If I could add a further point. I think we have gone through a period in which tax rates, for a time, were generally decreasing. But with changes in the fiscal position of the various governments, those tax decreases seem to have come to an end, and certainly, in Ontario, we're not seeing the decreases that we that were expecting. So I think that the direction in which tax changes typically go probably varies by the era in which you are in.

201

MS. GIRVAN:
Okay, thank you.

202

And could you just specifically identify the tax changes that you think should be included in this option, the types of tax changes. So you've said tax rates and tax rules, can you help me a little bit with the scope?

203

MR. KRUKOWSKI:
Okay, that's a little bit tough to predict, but I think tax rate changes are obvious. If the rate goes up three percent, it goes down three percent, that would be factored in.

204

Tax rules may include, for example, treatment of costs that are treated differently for tax purposes than they are for book purposes. One example is meals and entertainment costs are, for book purposes, fully deductible. On the actual tax return, under the current rules, they're 50 percent deductible. If they change that rule to be 100 percent non‑deductible, that would be a tax rule change.

205

If they change the CCA system so that instead of getting a half of the normal claim in the year you buy an asset you've got a quarter, that would be a rule change. Anything that affects the way in which you calculate your tax income as compared to your book income.

206

MS. GIRVAN:
So could you see these changes that would result in a true‑up be easily identifiable by the OEB each year, or would it be, in your view, up to each utility to justify the change and the rationale for the true‑up?

207

MR. KRUKOWSKI:
My off‑the‑top view is that that should be something that ‑‑ if any of these changes were to occur, that it should be something that the OEB should be able to fairly easily verify.

208

MS. GIRVAN:
Okay, thank you.

209

MR. KAISER:
Thank you.

210

MS. LEA:
Sir, I have questions.

211

MR. KAISER:
Sorry.

212

CROSS‑EXAMINATION BY MS. LEA:

213

MS. LEA:
Thank you.

214

Good morning, gentlemen. I'm Jennifer Lea, I'm asking questions on behalf of the Board. And I wonder if you could have in front of you, for that purpose, draft 2 of the handbook which was released on January 10th, 2005. I'll be referring you fairly specifically to paragraphs in that handbook.

215

I wonder if we could begin, please, by contrasting the alternative 1 in the handbook, which appears at page 69 of the draft 2 of the handbook, to the true‑up option that you had proposed. Your option 3, I believe, you said corresponded most closely to the remaining alternative in the handbook. And I would like you to contrast a little bit down this chart that you provided at page 17 of your evidence, whether the differences between these two proposals drive any changes in any of the criteria that you have listed here. Concentrating then on the difference between your option 3 and alternative 1 in the handbook, as it is expressed there.

216

MR. ERLING:
I think that there is fundamentally no difference in how we would evaluate the alternative 1 in the handbook against this table, from what we have shown here for option 3. I mean, I think that the change just expands the circumstances that are taken into account in deciding whether there should be a variance or a true‑up of the variance. And I think that expansion of circumstances is appropriate and probably better reflects the intent of what we were trying to lay out with option 3.

217

MS. LEA:
Can I ask you to have a look at pages 69 and 70. Of the bullet points that are listed there, which of the bullet points is, in fact, an expansion on your original option 3? I think it is probably on page 69, the second bullet under alternative 1, a change or disclosure of a new assessing or administrative policy of the tax authorities. Was that contemplated in your evidence?

218

MR. KRUKOWSKI:
I'm not sure off‑hand ‑‑ oh, you have it off‑hand? Where we have it in our ‑‑ I mean, to me ‑‑ in our report, we had talked about changes in tax rates and tax rules. Here, where we're talking about assessing or administrative policy of the tax authority, while not formally necessarily in the legislation as a tax rule, in our view, that would be within the realm of a change in tax rule and, in our view, we think that is consistent with our option 3.

219

MS. LEA:
Okay. So I think what I'm hearing you say, then, is that the disclosure of assessing or administrative policies are a similar thing to a change in a tax rule?

220

MR. KRUKOWSKI:
Absolutely.

221

MS. LEA:
I wonder, though, if we could have a look at that second bullet under the criterion of administrative burden. Because if we read the criterion, the proposal in the handbook, first it talks about a change in or disclosure of a new assessing or administrative policy, and then about a declaration by the Board.

222

Can I ask you a little bit about ‑‑ how do we know if an assessing or administrative policy change has occurred? Is it published? Is it written? Is it something that tax practitioners know? How do we figure this out?

223

MR. ERLING:
Good question.

224

MR. KRUKOWSKI:
Normally, if there is a change in policy, one way or another, it would be published by the tax authorities so that, you know, the people subject to that tax should be aware of it. There's various ways to do that, by way of press release, by way of information bulletins, but it should ‑‑ it would be highly unusual to have a change in policy without the taxpayers being notified.

225

MS. LEA:
Okay. Well, just to be very practical, the Board, in this circumstance, would not be a taxpayer. Is there somewhere we can go and look at some publication ‑‑ is this something that we will get ‑‑ we can go and find, and be sure we've caught them?

226

MR. KRUKOWSKI:
Yes, if you know where to look, it's fairly easy to find.

227

MS. LEA:
Okay. And where do we look?

228

MR. KRUKOWSKI:
It would be in ‑‑ probably the easiest way would be in the various websites of the tax authorities, where, you know, if you regularly track that and check the "what's new" section of a website.

229

MS. LEA:
Okay. Thank you. And turning to the second part, then, of this bulletin proposal, which is:

230

"If the Board has declared that such new or modified assessing of administrative policy is a change of general application that should be treated as if it were a change in tax rules."

231

Now, can you give me any indication of whether, when you envisioned this happening, would this ‑‑ the Board be seeking submissions from people? Or is it something they would go and declare without speaking to anyone other than their internal staff? Or would someone apply to say, Hey, this is a general change in tax rules?

232

I don't know whether you can answer this. It may be up to your clients, or Mr. Rodger, to express in his argument how this would be done. But if you are supporting this as a reasonable change that does not greatly increase administrative burden, how do you propose that the Board undertake this declaration process?

233

MR. KRUKOWSKI:
I would say that your latter comment ‑‑ that interested parties who are aware of this change would likely approach the Board to make the Board aware that a new policy exists and, from there, the Board can follow up on it.

234

MS. LEA:
Okay. So you would, just off the top of your head, I understand, or ‑ one suggestion is that people would apply. They would say, Here is this change, Board, we would like you to make a declaration?

235

MR. KRUKOWSKI:
Yes.

236

MS. LEA:
Is there something more automatic that we could do? If there are publicly‑issued written rulings, or bulletins, that the distributors could rely on without actually coming to the Board to make a declaration, could we change the wording in the handbook such that there isn't this step of the Board making it a declaration? Or would that be too difficult for the utilities?

237

MR. KRUKOWSKI:
Our view is that we don't know enough about the administrative workings within the Board to be qualified to answer that. I mean, it would seem reasonable that, if a change is widely known, you shouldn't require the Board to declare that it's a change of general application.

238

MS. LEA:
Okay. All I was trying to find, sir, is, in the legal profession, if a change is made to practice directions, or if there is a change in the rules of professional conduct, this is published in one of our reporter series so that every lawyer who receives these reporter series sees this change. It's very obvious, and it is written and it is clear. I was wondering whether there is some tax publication ‑ you referred me to websites ‑ that could stand in for this sort of purpose for us, to facilitate and reduce the administrative burden of this addition to this alternative.

239

MR. KRUKOWSKI:
There are numerous, numerous places where tax changes, proposed tax changes, are announced. Off‑hand, I can't give you the specific ones, but, I mean, that's certainly the kind of thing that, you know, if a follow‑up were needed as to exactly what those sources are, we could provide that information later.

240

MS. LEA:
Okay. Thank you, sir. I think I understand your information on that.

241

Let's just turn to the next bullet point on page 69, which talks about the tax reassessments. And I gather that this was not included in your original option 3; is that right?

242

MR. KRUKOWSKI:
That's right. It's not something that we considered.

243

MS. LEA:
And ‑‑ at this point in time, though, you feel that it is consistent with your option 3, and that the Board could proceed with this, and it would be fair and useful, and so on and so forth?

244

MR. KRUKOWSKI:
Yes. That's correct.

245

MS. LEA:
Okay. Are there any sorts of reassessments that should be ‑‑ well, perhaps you can give me examples of reassessments which should be included, and then I will be asking if there are any that should be excluded.

246

MR. KRUKOWSKI:
Well, the type that should be included are those that affect the opening balances coming into a year, for example, the undepreciated capital cost for tax purposes. That's assumed to be available at the beginning of the year, which then forms the basis for claiming the CCA deduction for the year. If the reassessment occurs of an earlier year, affecting that balance one way or another, it would seem appropriate that you would ‑‑ rather than using what you had thought before reassessment to be available, that you would use what is ultimately determined.

247

MS. LEA:
Can you think of any examples of reassessments that should be excluded; that, considering the business of distributors and the business of the Board, certain reassessments should be excluded?

248

MR. KRUKOWSKI:
I can't think of anything off‑hand.

249

MS. LEA:
Okay. What about interest or investor penalties on reassessment? Should the interest to be collected, or any penalty that might be contemplated, should this be trued‑up? Or would it just be the reassessment itself?

250

MR. KRUKOWSKI:
Well, as far as interest goes, for older years that would be paid in the current year, it would seem appropriate to treat that the same as any other amount that affects the taxes in that earlier year.

251

MS. LEA:
So it would be included as a true‑up on the basis that it is part of the reassessment?

252

MR. KRUKOWSKI:
To the extent that the underlying amount is trued up, my reaction is that that would follow hand in hand.

253

MS. LEA:
What about investor penalties, if any, were ever levied?

254

MR. KRUKOWSKI:
Can you give me an example of a penalty?

255

MS. LEA:
Not very well, because I don't know tax very well. I'm kind of asking you, because I don't know, whether there are any penalties ever applied on reassessments that should be excluded from this true‑up. I don't really know how this system works. I'm presuming if somebody did something wrong and it was judged to be something that required a penalty as well as a reassessment.

256

MR. KRUKOWSKI:
As far as penalties go on reassessments, when items are adjusted from what was originally stated, it is not that common that a penalty would apply for a change in the way a specific item was treated on a corporate tax return. Normally, it's a matter of interpretation. The taxpayer feels one method is appropriate, on audit the tax authority may feel a different method, and if ultimately the tax authority's position is upheld, normally that would just involve a change in the amount of income, multiplied by the tax rate, gives you a change in the tax plus interest.

257

Penalties would normally only be applied in very unusual circumstances, fraud, misrepresentation, things that fortunately don't occur very often.

258

MS. LEA:
Thank you. I think you're saying we probably don't need to worry about that because it would be a very rare circumstance, if it occurred at all?

259

MR. KRUKOWSKI:
Yes.

260

MS. LEA:
What about a failure to properly calculate the transfer tax on transactions that are subject to that transfer tax? I'm presuming that would not be the sort of reassessment that would be trued up.

261

MR. KRUKOWSKI:
Sorry, can you restate your question?

262

MS. LEA:
There is a transfer tax that is applied to certain transactions undertaken by distributors.

263

MR. KRUKOWSKI:
Yes.

264

MS. LEA:
It's different from the PILs payments, I think, in kind?

265

MR. KRUKOWSKI:
Yes.

266

MS. LEA:
I just wanted you to address your mind to whether any reassessment on transfer tax would be caught by the provision in the handbook.

267

MR. KRUKOWSKI:
I think we certainly didn't contemplate that transfer tax would be the type of variance that would be included in this, you know, that the transfer tax is something that I think, in theory, should be collected from shareholders after a transaction and is not the type of expense that should ever be collected from a ratepayer.

268

MS. LEA:
Okay. Thank you.

269

I wonder, then ‑‑ and this may be too specific a question and you can tell me so if it is. When I look at the third bullet point on page 69 which reads: "Any difference in 2006 PILs, the results from a tax reassessment." I'm wondering whether that wording is too broad. I'm wondering whether, to make it more clear, it could read: "Tax reassessments related to the ongoing operation of the distribution system." So that we make it very clear that it is related to distribution activities and their ongoing operation and not things like transfer taxes. Which, I mean, one would presume we would know this, but just to make the handbook clear. I was wondering whether the addition of the words "related to the ongoing operation of the distribution system," would be something that you think would assist us at all.

270

MR. KRUKOWSKI:
I think that seems reasonable. Although, you know, we would like the option if we have misgivings at a later date to come back and clarify our answer.

271

MS. LEA:
Probably what we can do is leave it to counsel for Toronto Hydro to address that in argument if he so chooses. Thank you.

272

There are a couple of topics that I did indicate to your counsel last week that I might ask you about, although they're not directly related to the options that we've been discussing in the handbook. The first of these occurs at page 72 to 73 of the draft 2 of the rate handbook.

273

Eligible capital expenditures. With respect to the adjustment of the fair market value of October 1, 2001 offer, referred to as the "fair market value bump", have you had an opportunity to look at this section of the handbook?

274

MR. KRUKOWSKI:
We have looked at that briefly, yes.

275

MS. LEA:
Okay. Are you prepared to indicate to us which of the three alternatives that are presented there you would consider the best choice for the Board, and why that is?

276

MR. KRUKOWSKI:
We would favour alternative 3 in which 100 percent of the tax savings would go to the distributor for a number of reasons. Starting with the rules under the federal Income Tax Act, when a tax‑exempt entity becomes taxable, there are rules in subsection 149.10 that provide that there is a deemed year end at that date, there is a deemed disposition of all assets at fair value at that date and a deemed reacquisition at fair value. That has the result that the entity that previously was tax exempt will not be taxed up to that fair value, but on a going‑forward basis, the entity that is now taxable is given a fresh start and is able to claim not only ECE deductions, but CCA deductions as well, based on the full fair values. And this is something that may occur if certain entities that are currently subject to PILs change from being tax exempt, for regular tax purposes, to being taxable.

277

Similarly, if the opposite occurs, if a taxable entity becomes a tax‑exempt entity, you have the same result and there is tax paid based on fair values in the final return deemed to end at the point of becoming tax exempt.

278

So if you then go from a tax policy perspective, it would seem analogous that when PILs came in on October 1, 2001, that the same relief should apply for PILs as applies in the balance of the tax world, that you are entitled to that higher fair value, which is something that is available under the Electricity Act, provided that somebody has gone through and undertaken to get the valuations to support that.

279

MS. LEA:
Okay. Thank you.

280

I appreciate the references to the Tax Act and also the idea that this should be treated similarly as other taxable entities. I wonder, though, if you could for a moment consider other factors which are, I think, of relevance to the Board. Fairness, for example, setting just and reasonable rates, for example. The idea that the benefit of a certain thing should follow the cost. I think you would agree with me that this tax benefit arose from no cost to either the ratepayer or the shareholder. It's an exogenous event; is that the case?

281

MR. KRUKOWSKI:
Well, in our view, allowing the distributor to retain the tax benefit should not be harmful to consumers for rate‑setting purposes.

282

MS. LEA:
Yes, sir. Actually, the question I asked was: From where did the benefit arise, not what is the result of the benefit. I think my question was, I think this tax benefit arose from no cost to either the ratepayer or the shareholder. It was an event that came about as a result of a change in tax rules, nobody paid at that time for this benefit. Is that the case?

283

MR. KRUKOWSKI:
It was the result of change in tax status, of starting to be subject to taxes when you previously weren't, and being able to reflect what tax relief would be available on the fair value.

284

MS. LEA:
That's correct. So there was no cost to anyone at the time that this change was ‑‑ change in status occurred?

285

MR. KRUKOWSKI:
No outright, direct outlay of costs, no.

286

MS. LEA:
So if the Board was concerned with the fairness then of making sure that the benefits followed the costs, there is no guidance to be gathered here from any cost principle.

287

MR. ERLING:
I would essentially agree with that. I think that where our thinking, in recommending that those benefits go to the distributor, is that it's kind of a level playing field issue. That, you know, the one utility got to a higher book value based on the fair market value bump‑up driven by the Ministry of Finance, where another utility may have got there through an actual transaction. And I don't know that we think, at the end of the day, that there should be any difference between those two in terms of the effect on utility shareholders, because otherwise that might create an incentive to have transactions rather than not. So our thinking is partly driven by the level playing field thinking.

288

MS. LEA:
Okay. So thank you for elucidating that point then. Your concerns about the level playing‑field are largely driving your recommendations here. Would you agree that sharing of the tax savings is another fair way to deal with this matter when you also consider the question of setting just and reasonable rates, in fairness to both shareholders and ratepayers here?

289

MR. ERLING:
But sharing would, then, not create a level playing field, because, you know, in one circumstance a distributor would have to share tax benefits, and in another it wouldn't, so ‑‑

290

MS. LEA:
So it could compromise that principle?

291

MR. ERLING:
I believe so.

292

MS. LEA:
All right. So the Board will have to look at the various contrasting principles here, thank you.

293

The other one that I was asked ‑‑ asking you to look at, pages 78 and 79 of the rate handbook, and that is the interest deduction. It's section 7.1.2.8.

294

Now, you may be aware ‑ I'm not sure how much you know about this particular process ‑ you may be aware that the Board has indicated that it will be reviewing the cost of capital for electricity distributors before setting 2008 rates. So we have had some indication from the Board that the choice for 2006 rates would be possibly the best interim solution pending that review, because we do have a review coming up.

295

So, in that context, then, have you had an opportunity to consider the alternatives that are presented on this issue?

296

MR. ERLING:
Yes, we have.

297

MS. LEA:
And what is your assessment of this?

298

MR. ERLING:
I think KPMG favours the use of deemed interest for calculating PILs in rate setting as proposed by alternative 1.

299

MS. LEA:
And the reason for that?

300

MR. ERLING:
I think we lay out three reasons. Number 1, deemed interest rather than actual interest expense is the basis of utility rates. And we think, to be consistent, the PILs allowance should, therefore ‑‑ that is used to set rates should also be based on deemed interest. This follows from the principle of fairness. It also reflects the principle outlined by Kathy McShane in her evidence that benefits follow costs.

301

Number 2, the deemed interest reflects the capital structure that the OEB has deemed to be the most appropriate and most cost‑effective for financing utility operations. If utility shareholders take the risk of deviating from this deemed capital structure, perhaps by having more debt, then they should bear all of the resulting risks and rewards.

302

Number 3, you know, to ‑‑ with respect to ‑‑ specific reference to alternative 3, which we don't think is fair ‑‑ alternative 3 in which the PILs allowance uses the greater of deemed or actual interest expense is asymmetrical, and, therefore, unfair to utility shareholders. If actual interest expense is higher than deemed interest expense, utility consumers benefit by a reduction in taxes, but do not bear the higher interest cost. Shareholders effectively bear the full pre‑tax cost of the interest differential. However, if utilities pay lower interest costs than deemed, and rates and PILs are then based on deemed costs, consumers do not contribute to the higher taxes actually paid. Utility shareholders thus benefit from only the after‑tax benefit of utility interest savings.

303

So alternative 3 is unfair because, you know, if actual interest expense is higher, shareholders bear the full pre‑tax cost; if the interest is lower, utility shareholders gain the benefit only of the after‑tax cost of the interest savings. So we think that clearly rules out alternative 3, but, on the basis of our other views, we prefer alternative 1.

304

MS. LEA:
Thank you. What if a distributor is in a situation where it does not reach its deemed interest cost, as it perhaps is carrying too little debt? Would you still suggest that alternative one is the fairest?

305

MR. ERLING:
We do.

306

MS. LEA:
Thank you. My last question relates to a remark that you made in your examination‑in‑chief. You referred to the improvements that are being made to the model this year. Do you recall that reference?

307

MR. ERLING:
Yes, I do.

308

MS. LEA:
Okay. I understand that in order for the ‑‑ I understood part of your rationale for not recommending a full true‑up was that improvements in the model will assist in getting a better estimate of taxes. Did I understand you correctly?

309

MR. ERLING:
Yes, you did.

310

MS. LEA:
So is it important for the Board to continue to improve this tax model?

311

MR. ERLING:
Of course.

312

MS. LEA:
Okay. In that case, then, you would support the section 7.2.2 on page 82 of the handbook, which is a section that requires the disclosure of actual corporate PILs taxes paid versus the amount collected, so that we can judge the effectiveness and accuracy of our model?

313

MR. ERLING:
This is an issue we haven't thought about. I certainly agree that, if the Board was to collect utilities' tax returns, that would provide the Board with more information and, therefore, help improve the model, going forward. But we have to recognize ‑‑ I mean, I think we recognize, there may be other considerations why ‑‑ for which utilities may not want to forward those models, and we haven't given that issue a lot of thought.

314

So I don't think we would like to provide an answer at this point in time, although I think we would certainly recognize that it would provide the Board with information.

315

MS. LEA:
Thank you.

316

Thank you very much, Mr. Chairman. Those are my questions.

317

MR. KAISER:
Thank you, Ms. Lea.

318

MR. SHEPHERD:
Mr. Chairman, I wonder if I could jump in. Jay Shepherd.

319

Ms. Lea has raised a number of issues in her cross‑examination that were not in the direct evidence of these witnesses. I wonder if it would be acceptable for me to cross examine on those issues alone.

320

MR. KAISER:
Which are those issues?

321

MR. SHEPHERD:
Those are issues relating to the fair market value bump, the interest and penalties on tax reassessments, and the tax benefits from the interest deduction.

322

MR. KAISER:
Do you have any objection?

323

MS. LEA:
I have no objection to it. In fact, I sent an e‑mail to Mr. Shepherd on the weekend indicating that I might be going a little broader with some of the expert witnesses. So I certainly have no objection. I don't know about Mr. Rodger.

324

MR. RODGER:
No objection, sir.

325

MR. KAISER:
We'll take the morning break now, and when we come back, Mr. Shepherd, you can proceed.

326

MR. SHEPHERD:
Thank you, Mr. Chairman.

327

MR. KAISER:
Fifteen minutes.

328

‑‑‑ Recess taken at 10:50 a.m.

329

‑‑‑ Upon resuming at 11:12 a.m.

330

MR. KAISER:
Please be seated. Mr. Shepherd, please proceed.

331

CROSS‑EXAMINATION BY MR. SHEPHERD:

332

MR. SHEPHERD:
Thank you, Mr. Chairman.

333

I have questions in three areas. Let's talk first about the issue of tax reassessments that you spoke to Ms. Lea about. That's on page 69 of the handbook, at the bottom. You were asked whether there should be true‑up for the interest and penalties on reassessments. Do you recall that?

334

MR. KRUKOWSKI:
Yes.

335

MR. SHEPHERD:
Now, can you correct me if I'm wrong, my understanding of what this says here in this bullet, in the handbook, is that there's no true‑up for the reassessment itself of the prior year, there's only a true‑up for the impacts of that reassessment on 2006. So if it changes the incoming balances, for example, of UCC or of ECE, undepreciated capital cost ‑‑ I'm sorry. Yes, undepreciated capital costs or eligible capital expenditures. That will change the tax calculation for 2006. But as I understand this, it doesn't say that you true‑up for the actual additional tax payable for the prior year; right?

336

MR. KRUKOWSKI:
This issue is not within the realm of what we were engaged to look at. Certainly, I agree with you. Reading the bottom of page 69, it's very clear that affects on opening balances coming into 2006 will be adjusted. As to what happens beyond, that is not something we've looked at.

337

MR. SHEPHERD:
All right. So you were asked, then, a number of questions about whether this impacts your conclusion on which option you think is appropriate, because it is different than your option 3; right? Is that correct?

338

MR. KRUKOWSKI:
It's slightly different from the perspective of reassessments, yes.

339

MR. SHEPHERD:
So now that you have a different understanding of this bullet, does that change your view on whether your option 3 and the handbook's alternative 1 are sufficiently similar to be treated as the same?

340

MR. ERLING:
No. Our conclusion is certainly that option 3 is, in our draft evidence or our evidence, similar enough to this alternative 1 that our conclusions stand.

341

MR. SHEPHERD:
So then you were asked whether there should be a true‑up for interest and penalties on these prior year reassessments. I take it with this new understanding you would change your view on that, and you would not say there was a true‑up on interest and penalties?

342

I can clarify if you'd like. If you're not truing‑up the prior year's taxes then you wouldn't true‑up the prior year's interest and penalties either, would you?

343

MR. KRUKOWSKI:
My initial reaction is it would make sense that it would follow with that.

344

MR. SHEPHERD:
Thank you. Let me turn to a second issue then, the fair market value bump, which is referred to at page 72 of the draft handbook. As I understand your argument, it is that if there is a tax benefit generated by the fair market value bump that was allowed by the Ministry of Finance, that that benefit should go to the shareholder; is that right.

345

MR. KRUKOWSKI:
Yes.

346

MR. SHEPHERD:
I just want to know whether I understand this correctly. You're saying the Board should collect more in taxes, it should allow the distributor to collect more in tax than they're actually going to pay, and the additional amount of tax collected should be paid to the shareholder; is that right?

347

MR. ERLING:
Well, our view was that the tax benefit, in that case, should accrue to the shareholder. You're making a conclusion as to what the actual taxes paid versus what PILs will be collected in rates, and doing a comparison between those two. Of course that comparison will be affected by many other things than the disposition of the tax savings associated with the fair market value bump‑up.

348

MR. SHEPHERD:
Okay, I understand that, but I guess I'm trying to isolate the impact on this one item to see if I understand exactly what it is that you're proposing. So let's say Toronto Hydro, for example, let's say their taxes are 50 million dollars, calculated before you take into account the fair market value bump. So what you're saying is that they should be allowed to collect from ratepayers 50 million dollars for the taxes. Then if their actual tax calculation, the only difference is the fair market value bump, and the result is that they only pay 40 million dollars of taxes, you would, say, take the 50 million dollars, pay 40 million to the government for taxes and pay 10 million to the City of Toronto because of the bump. Is that right?

349

MR. ERLING:
That example involves some hypothetical numbers that I don't ‑‑ I can't vouch or I can't really ascertain the realism of those numbers. I think a consequence of our answer that the shareholder should benefit from the tax reduction associated with the fair market value bump‑up is that, yes, the PILs included in the rate calculation may be somewhat higher than the PILs actually paid.

350

MR. SHEPHERD:
Okay. And then the last is the interest deduction. You talked about deductibility of interest and who would get the tax benefit, and that's on page 78 of the handbook. And you have said you agree with the evidence of Kathy McShane; is that right?

351

MR. ERLING:
We do. Well, sir, I should say we agree with certain issues raised by Kathy McShane. I didn't enter into evidence opinions on the whole of her argument, but ‑‑

352

MR. SHEPHERD:
Are there some parts of it you didn't agree with, or you haven't reviewed it in detail?

353

MR. ERLING:
I haven't reviewed it in sufficient detail to offer an opinion on all of it.

354

MR. SHEPHERD:
Let me just ask this. What you're proposing is that if a utility over‑leverages, if it borrows more than the debt ratio that is stipulated by the Board and thus its interest deduction is higher, that the tax benefit on that additional interest deduction, the tax saving because the additional interest deduction should go to the shareholder; is that right?

355

MR. ERLING:
Yes we are.

356

MR. SHEPHERD:
So then I guess my question is: Why wouldn't utilities generally leverage 100 percent so they pay no taxes?

357

MR. ERLING:
Well, I think there's a couple of reasons why they wouldn't do that. Firstly, think I it might be difficult to get lenders to lend them that much money. I mean, the deemed capital structure that was put in place by the OEB is the OEB's assessment of the best and most cost‑effective financing structure for a utility. So to the extent the utility deviates from that structure, you would expect that its actual cost of capital overall would be higher and could also result in significantly greater financial risk because of the increased leverage.

358

MR. SHEPHERD:
Okay. But you're here on behalf of Toronto Hydro; right?

359

MR. ERLING:
We were retained by Toronto Hydro, yes.

360

MR. SHEPHERD:
So will you accept, subject to check, that Toronto Hydro's marginal debt, all of its variations and debt, are amounts owing to the City of Toronto?

361

MR. ERLING:
I have no knowledge of ‑‑ you know, I have not looked at the Toronto Hydro's capital structure in any depth, so I don't ‑‑

362

MR. SHEPHERD:
Well, then, let's deal with a hypothetical. A utility that gets all of its debt from its shareholder municipality ‑‑ and, of course, the shareholder municipality also has all of the equity; correct?

363

MR. ERLING:
Yes, of course, if there is 100 percent debt financing there won't be any equity, but ‑‑

364

MR. SHEPHERD:
Well, I guess the question I would ask you is, why would a utility in that situation have any equity at all? Why wouldn't it pay all of the amounts that it's required to pay to its tax‑free shareholder by way of interest, so it saves on the tax?

365

MR. KRUKOWSKI:
It is still subject to the rules as to what interest you are allowed to deduct. And under Canadian tax rules, there is no statutory absolute threshold, but there is a general limitation that, in order for the interest to be deductible, the amount has to be reasonable. So you have to assess, when you're looking at what is appropriate for tax purposes, what is reasonable.

366

MR. SHEPHERD:
You're suggesting if the City of Toronto finances Toronto Hydro 100 percent by way of debt, that the tax laws would prohibit deduction of all of that debt?

367

MR. KRUKOWSKI:
It comes down to the question of whether, in the particular circumstances, that is supported as reasonable. And that's a question that would have to go to somebody who is specifically skilled in the capital markets as to what is appropriate in a particular circumstance.

368

MR. ERLING:
Excuse me, I just want to add an additional point. I mean, I think the point we want to make here is that there are other constraints on the capital structure of a utility. Number one, as John Krukowski has pointed out, the Ministry of Revenue has rules around when it looks at interest and deems it not to be market‑based and therefore not eligible for a deduction.

369

In addition, the capital markets themselves certainly put constraints on utilities' ability to borrow, both with respect to their willingness to extend funds, and the associated ratings‑level that they are given.

370

MR. SHEPHERD:
Let's deal with those two things in turn. You're saying that the Ministry of Finance has what amounts to thin capitalization rules? Or is that about rates, rather than ‑‑ interest rates as opposed to debt ratio?

371

MR. KRUKOWSKI:
The specific rule is that, first, in order to deduct interest, the interest must be reasonable.

372

MR. SHEPHERD:
Yes.

373

MR. KRUKOWSKI:
When you're dealing with payments between related parties, you have a higher standard to meet. If you're making a payment to an unrelated party, then it is assumed to be commercially reasonable and you know ‑‑ so whether it's the rate or whether it's the capital structure, those are both considerations as to what is reasonable.

374

MR. SHEPHERD:
It's true, isn't it, that in Canadian domestic non‑arm's length transactions that have been reported, there have been cases where the reasonableness test has been used to disallow high rates of interest, but it has never been used to disallow high debt‑equity ratios, has it?

375

MR. KRUKOWSKI:
Without researching that specific point, I can't make much of a statement. What you're saying strikes me as, perhaps, the case.

376

MR. SHEPHERD:
Okay. So, then, let's get to the second one. You've said the capital markets constrain how much of a debt‑equity ratio you can have. But ‑‑ and they do. If you're going out into the private market borrowing money, then the higher your debt‑equity ratio, the higher your cost of capital; right? Pretty straightforward.

377

But that is not true, is it, if you're borrowing from your shareholder? If all you're borrowing is from your shareholder, then it doesn't matter what the capital markets say, does it?

378

MR. ERLING:
In the first instance I think that is probably true, but ‑‑ and, of course, municipalities have to make decisions ‑‑ you know, they also access the capital markets so have to bear in mind what the capital markets say about the municipality's own debt and the municipality's financial position.

379

MR. SHEPHERD:
Thank you, Mr. Chairman. I have no further questions.

380

MR. KAISER:
Thank you, Mr. Shepherd.

381

Were there any other parties that wish to question in this area?

382

Mr. Rodger, did you have anything?

383

Mr. White?

384

FURTHER CROSS‑EXAMINATION BY MR. WHITE:

385

MR. WHITE:
Sir, I would like to go to the interest expense. If a utility had incurred arm's length or non‑arm's length debt that was at a higher interest rate than the deemed interest rate but that debt applied on a percent of the capital structure lower than the deemed capital structure, then would I be correct to assume that, allowing the deemed capital structure to flow through and the deemed interest rate to flow through, the fact that the utility was paying a higher interest rate might produce a more equitable situation, closer to the deemed interest rate and deemed capital structure in terms of true interest costs versus ‑‑ true interest costs on the lower equity level versus deemed interest costs, which is slightly lower on a higher debt level? Can you take that somewhere?

386

MR. ERLING:
Actually, I'm not certain I understand the question. I think what you're saying, or what I heard was that the utility has less debt than deemed, in terms of the percentage of debt in its capital structure, but a higher interest rate. And, of course, those factors are going in different directions: One is suggesting a higher interest expense; one is suggesting a lower. And it strikes me that the question of which direction it is is going to depend on how much higher the interest is ‑‑ interest rate is and how much less ‑‑ and, conversely, how much less debt the utility has.

387

So, at the end of the day, it could be either higher or less, more or less interest than deemed interest.

388

MR. WHITE:
I understand that, but would it tend to move the direction closer to the deemed interest cost? Granted that it might actually pass through that level, if the interest rate premium were sufficiently high.

389

MR. ERLING:
Well, I think it could go either way, certainly. I guess I'm not certain what the question, then, is. You had a phrase about "equitable," and I wasn't certain what ‑‑

390

MR. WHITE:
Let me try to come at it a little differently.

391

If a utility places debt in a marketplace where the cost of debt is expensive, and, a few years later, the utility is facing a deemed interest rate that is lower than their actual cost of unit debt, but the fact that they're now dealing with a smaller component of actual debt in the capital structure ‑‑

392

MR. ERLING:
Now, the smaller component, that is as a result of what?

393

MR. WHITE:
Of adding capital that was equity‑financed, let's put it that way.

394

MR. ERLING:
Okay.

395

MR. WHITE:
Okay. So that what happens is ‑‑ let's say the interest premium that they're paying, because of the aged debt, would be precisely equal and offset the difference in the percent of the capital structure which is debt‑financed compared to the deemed debt structure. Is that a support vehicle for what you're suggesting, that the deemed debt cost and deemed interest ‑‑ or deemed portion of debt should be used to allow it to pass through? In other words, that the utility will manage its interest costs over time to fit whatever rules are imposed by the Board?

396

MR. ERLING:
Yes. I don't know that that specific circumstance speaks one way or the other to our recommendation. I mean, I think that our recommendation, just to restate, is based on the idea that deemed interest is the basis of rates and that also, I think on a broader context, that utilities should always have an incentive to manage their borrowing in as efficient and cost‑effective manner as possible. And to the extent that shareholders and management can go out and borrow at lower cost, that they should, in the first instance, receive the benefit of that lower cost borrowing.

397

MR. WHITE:
I think ‑‑

398

MR. ERLING:
That will help them manage their borrowing better on a long‑term basis, and that over time, practices by utilities to borrow effectively will be reflected in the deemed interest rates that are set by the Board.

399

MR. WHITE:
Thanks. I think you got where I wanted to go.

400

MR. KAISER:
Thank you, Mr. White.

401

Mr. Rodger, any re‑examination?

402

MR. RODGER:
Just one area, Mr. Chairman. It just follows up from some of the questions of Ms. Lea and Mr. Shepherd on the fair market value bump‑up.

403

RE‑EXAMINATION BY MR RODGER:

404

MR. RODGER:
Just so I understand the conclusion of that and those questions, I believe to be your conclusion to Ms. Lea was that the distributor, to retain 100 percent of the tax benefit as a result of this bump‑up, you're saying that that should not be viewed by the OEB as being harmful to consumers. Is that correct?

405

MR. KRUKOWSKI:
Yes.

406

MR. RODGER:
You also had a discussion with Ms. Lea about the "benefit should follow costs." And I'm just wondering your conclusions around that to justify your position. How would you bring that principle into play to support your conclusion?

407

MR. KRUKOWSKI:
Well, I think our view on that is, our understanding is that the rate setting under which you're permitted a certain rate of return on the assets is based on the historical costs of the assets, not on the fair values. And the bump‑up allowed on certain assets up to fair value is based, you know, as I said, on fair value, which is a higher amount. So implicitly, I would view the distributor as having implicitly paid fair value because there is an investment in the assets that is worth more than that book value on which the rate of return is calculated. So that if you go on the basis that the benefits should follow the costs, there is, in fact, an implicit cost there of the distributor.

408

MR. RODGER:
Thank you, sir. No more questions.

409

MR. KAISER:
Thank you, sir.

410

QUESTIONS FROM THE BOARD:

411

MS. CHAPLIN:
Thank you. I just had one or two questions. If I could ask you to turn to page 69 of the second draft of the rate handbook. It's where the points are set out under the alternative 1 for the partial true‑up.

412

I'm just trying to understand how you distinguish between the rule changes which are captured under the first bullet point and policy changes which are captured under the second bullet point. My sense is that these rule changes are uncontraversial, in the sense that they are well known and they have, sort of, the force of law, but my sense is that policy changes may not be at this same level. Would that be correct? Or if I'm incorrect, how would you describe the difference between a policy and a rule?

413

MR. KRUKOWSKI:
I certainly agree with your first comment that what's referred to as a rule, I would interpret as what's specific black and white in the legislation. As far as assessing or policy, administrative policy of the government as to how they interpret the law, that would be in all likelihood ‑ it's hard to talk to it without a specific example ‑ but in all likelihood something where the tax authority decides that it is going to interpret a provision in a particular manner which may not be the same way as they have historically interpreted it. From the perspective of dealing with the tax assessor on application of the effect of such a change in policy, the assessor would basically treat that, if that is the stated policy of the authority, sort of as a de facto law. And that would then leave you with the situation that if that policy is not something that the taxpayers accept but the particular tax ministry interprets in a different fashion, then you would have to then go to a tax court to have a judge decide which of the two parties are right.

414

MS. CHAPLIN:
So a policy change might be subject to still further change, if it was challenged; is that correct?

415

MR. KRUKOWSKI:
That is always a possibility. Again, without a specific example, it's very difficult to talk to.

416

MS. CHAPLIN:
Right.

417

Then finally, with respect to the fair market value bump‑up, can you help me understand how that particular provision is different than a tax rule or a tax policy and, therefore, would be subject to a true‑up?

418

MR. KRUKOWSKI:
It certainly is a tax rule, because it is something that is in regulations to the Electricity Act dealing with calculation of PILs. And this is an area that, while we've provided some comments this morning based on questions, was not part of what we were engaged to prepare as evidence, so we have not spent a lot of time thinking about this item. But it would seem to me the difference here is that this is an item that goes back to 2001, carries forward as not specifically a 2006 item.

419

MS. CHAPLIN:
Okay, thank you very much. Thank you.

420

MR. KAISER:
Thank you, gentlemen. I don't think we have any further questions of this panel.

421

Mr. Rodger?

422

MR. RODGER:
Thank you very much, sir.

423

MR. KAISER:
Mr. Shepherd, do you have a witness?

424

MR. SHEPHERD:
I do, Mr. Chairman.

425

MR. RODGER:
Mr. Chairman, just while the other witness panel is coming forward, I will take my leave at this time, but will be involved in this phase of the hearing for numerous other panels for cross‑examination. So with your leave, I will go at this point.

426

MR. KAISER:
Thank you, Mr. Rodger.

427

SCHOOL ENERGY COALITION PANEL 1 ‑ MINTZ:


428

J.MINTZ; Sworn.

429

EXAMINATION BY MR. SHEPHERD:

430

MR. KAISER:
Mr. Shepherd.

431

MR. SHEPHERD:
Mr. Chairman, Dr. Mintz' CV is found at the end of his evidence at about page 15, and it goes on for like 900 pages there. I'm not going to go through all of it, but I do want to ask just to highlight a couple of things.

432

Dr. Mintz, I'm looking at your CV and you're currently and have since 1989 been Deloitte & Touche Professor of Taxation at the Rotman School of Management, University of Toronto; is that correct?

433

DR. MINTZ:
Actually I was the Arthur Andersen Professor of Taxation since 1990, until about ‑‑ I forget the exact year, I think it was 2001. And then it became Deloitte & Touche, afterwards.

434

MR. SHEPHERD:
Okay. Now, that doesn't mean you're associated with Deloitte & Touche in any way; rather, you hold the chair with that particular name at the university. Is that correct?

435

DR. MINTZ:
That is correct. In fact, I'm not an accountant, I'm an economist with a specialty in tax policy.

436

MR. SHEPHERD:
I also note that you have, for the last six years, been the President and CEO of The C.D. Howe Institute. What's that?

437

DR. MINTZ:
The C.D. Howe Institute is a public policy think tank that operates at the national level.

438

MR. SHEPHERD:
Just to be clear, your evidence today is not on behalf of either the University of Toronto or The C.D. Howe Institute?

439

DR. MINTZ:
No. That's correct. I'm here on behalf of the School Energy Coalition as an expert economist in tax issues.

440

MR. SHEPHERD:
Now, I also see that you were the Clifford Clark Visiting Economist in the Department of Finance, Ottawa, in 1996 and 1997. And, as part of that, you chaired the Technical Committee on Business Taxation. You were the principal author of that report; is that correct?

441

DR. MINTZ:
Yes. In fact, I was the Chair of the Technical Committee on Business Taxation, and I was also the Clifford Clark Visiting Economist who was ‑‑ who advised both the Minister of Finance, Paul Martin, at that time, and the Deputy Minister of Finance, David Dodge, on issues related to what the Department of Finance was dealing with.

442

I also worked specifically ‑‑ with the Technical Committee work, we had written a report on reform of the business tax structure in Canada. And there were a number of things that were investigated, of course, in that type of report. And, in fact, one of the major issues that we had to deal with was the question of the incidence of the corporate tax, because of the fact that most people, when they look at corporate taxation, they just think that it's paid by corporations and by very rich people, and not by anybody else. And, of course, economists have a different view about these things.

443

MR. SHEPHERD:
Now, I note that your CV says that you have, since 2002, been on the board of directors of the Ontario Financing Authority. How does that relate, if at all, to the subjects being discussed in your evidence?

444

DR. MINTZ:
Well, the Ontario Financing Authority manages the debt of the Ontario government, including the Ontario Electricity Financing Corporation debt. And, in fact, its main function is to try to get the lowest possible debt costs on behalf of the Ontario government with respect to its debt. And the board's responsibility is to develop a business plan, and to assist the OFA, the Ontario Financing Authority, with its mandate.

445

The board does not get involved with policy issues. These are left to the Minister of Finance in Ontario. And also, the Ontario Financing Authority's responsibilities would include understanding something like the retirement debt charges, and the PILs that are involved, that go to the Ontario ‑‑ to the OEFC to help retire the debt, but it really has no role in determining the policy that was developed with respect to that.

446

MR. SHEPHERD:
You were, for a long time, the editor of the journal "International Tax and Public Finance." Do you still sit on its editorial board? Can you tell us about that?

447

DR. MINTZ:
Yes. Actually this was a journal that I started back in 1994. Actually it started a little bit earlier, when I was approached by Kluwer, an academic institution or publisher who would initiate publication of a specialty academic journal in international economics and tax, to begin a new academic journal in my field of public economics. And I approached a colleague of mine, Michael Keane, who is now head of tax policy at the International Monetary Fund, and he and I established this journal that we worked with for a number of years. And now I have retired as the founding editor‑in‑chief and now ‑‑ but I do serve on the editorial board of the journal.

448

MR. SHEPHERD:
This is a peer‑reviewed journal of some stature?

449

DR. MINTZ:
Yes. Actually, people would rate it as probably at least number 2 in the ‑‑ in my field, in the world.

450

MR. SHEPHERD:
Now, you have a long list of articles, books and publications. Can you highlight where these include tax issues relating to public utilities?

451

DR. MINTZ:
Yes. I've written a number of things related to taxation in various areas, including some things related to utilities. In fact, there was a paper I did on risk taxation and the social cost of electricity that dealt specifically with the Ontario electricity sector a number of years ago. This was originally work that I did for the independent power producers, but it was subsequently published and, in it, I had argued for, let's say, a level playing field between non‑taxable and taxable utilities, and the appropriate reason why one would like to have that.

452

MR. SHEPHERD:
So this would, in effect, be a PILs‑type regime, is what you were arguing for?

453

DR. MINTZ:
Yes, exactly. In fact, who knows, maybe this led to the movement towards PILs review.

454

MR. SHEPHERD:
So we can blame this all on you?

455

DR. MINTZ:
I don't know. I won't claim any ‑‑

456

MR. SHEPHERD:
Finally, although all of your writing appears to be related to tax issues, I note that you appeared as an expert witness before this Board in 2002, on a Union Gas matter. Now, does that mean that you have an expertise in regulatory issues?

457

DR. MINTZ:
No, I wouldn't call myself a regulatory expert. In fact, I was asked to comment specifically on a tax issue with respect to Union, with respect to the PBR system that applied to the gas utilities at that time. And, in particular, the issue was whether the reduction in corporate income tax rates, as experienced in Ontario, should flow through in terms of a reduction in the rates that could be charged by the companies themselves.

458

MR. SHEPHERD:
Mr. Chairman, subject to any objections from my friends, I'm offering up Dr. Jack Mintz as an expert in the field of taxation, with a specific expertise in the area of the incidence of tax.

459

MR. KAISER:
Thank you, Mr. Shepherd.

460

The Board accepts Dr. Mintz as an expert in those areas.

461

MR. SHEPHERD:
Thank you.

462

I wonder if we could start with a couple of basic principles relating to taxation in this context.

463

First, what's the concept of the incidence of taxation? What's that mean?

464

DR. MINTZ:
Well, let me start, first of all, with an important distinction that economists always like to emphasize, and that is, there's a difference between legal incidence and economic incidence in taxes.

465

Legal incidence is who pays the tax, according to the statutory law. So, for example, in the case of corporate income tax, it is a legal tax that is paid by a corporation that is a legal entity, and stated as such.

466

However, the economic incidence of a tax is viewed by economists as who actually pays the tax, who actually bears the tax. And in the case of ‑‑ what economists always like to emphasize is that, when it comes to corporations, these are just simply paper entities. They really don't have an existence themselves. Instead, corporations are really just an intermediary that leads to either someone paying consumer prices that the corporations will charge for their goods and services, or the kind of income that is paid to workers through salaries and other benefits, and the return that shareholders will get through the ‑‑ or the profits that they receive from the corporation that is due to them as ‑‑ due to the fact that they own capital in the corporation.

467

So what economists like to do when they look at economic incidence, they're interested in who actually bears, for example, the corporate income tax, or the capital tax, or any business tax paid by corporations in a legal sense, but actually could end up being either passed through to, in terms of higher prices, to consumers, or to lower salaries and wages to workers, or as a lower rate of return paid to the owners of capital in the corporation.

468

In that case, this is the kind of important work that a number of economists have tried to approach in the past. It's a very difficult set of questions to answer. But, typically, there's been a view taken by many economists today that, when you look at an open economy, as in the case of Canada, where goods and services are sold on the international markets, and generally many corporations, except for small business corporations, have to raise money from international markets, that effectively the incidence of the corporate income tax tends to fall on consumers through higher prices. And indirectly, through lower real wages paid to workers, because once you adjust for prices, workers will then bear a lower real wage once you adjust for inflation that's induced by the taxes imposed on businesses.

469

And the reason why we take that view is that when a corporation raises capital from the international market, and if a government in one particular part of the world decides to tax capital, one might think that the corporation might try to lower the return paid to shareholders, dividends and other payments made to shareholders. But then the shareholders will not get as good a return on those investments in that country as they would be able to get elsewhere, so they'll withdraw their capital from the country with the corporate tax and invest elsewhere, unless the corporation makes sure that the shareholders get the same return on their assets as they could get from other alternative investments.

470

So therefore, in the end, the corporation can't shift back the corporate tax on the owners of the corporation. Instead, the corporation has to shift in another way. And of course, one of the things to do is to raise consumer prices, not the export prices going internationally but prices being charged domestically, or alternatively they will try to, through wage bargaining, reduce the payments that are made to workers.

471

So that is specifically the kind of questions that economists get into when they talk about the incidence of the corporate tax. Now, there are some other complications that one can get into. For example, the report that we did at the technical committee on business taxation that was well recognized, for example, when it comes to foreign companies operating in Canada, Canada's corporate income tax is partially credited against foreign taxes paid abroad through international tax crediting arrangements. So some of that corporate tax is actually paid for by the US government and Japanese government, for example, through crediting arrangements. But those are very specific issues that one has to think about in terms of incidence of the corporate tax.

472

But it does go back to my main point, is that, by and large, my expectation and the expectation of I think many economists today is that much of the corporate tax has to be borne through higher prices charged to consumers, and that ultimately will fall on workers anyway through lower real wages.

473

MR. SHEPHERD:
You've talked about tax increases. What happens if the converse is true, a company is able to reduce its taxes? In an open economy where ‑‑ who gets the benefit of that reduction normally?

474

DR. MINTZ:
When you talk about incidence of the corporate tax, again, taking the arguments that I have used, the reverse will occur. If the government lowers corporate taxes, then I would expect that the ultimate impact will be through lower consumer prices charged to consumers. So in the end, the corporate tax, basically, the reduction of it, lowers the cost of doing business in the country and, therefore, leads to a lower cost. And it's the competitive market that sort of forces corporations in order to pass on those tax savings to individual consumers.

475

MR. SHEPHERD:
Now, we've been talking about taxes. How do PILs differ from normal taxes?

476

DR. MINTZ:
Well, I think in the case of PILs there is a very important difference, and I think this has to be kept in mind. In principle, the idea of PILs is that the corporation would pay the same taxes, corporate income and capital taxes. In this case, it would be a public ‑‑ this is an Ontario publicly‑owned corporation, the government‑owned corporation that would normally not pay taxes, would end up paying taxes to the Ontario government as if it were fully taxed under both the federal and provincial regimes. So therefore, there is a calculation that has to be made by these publicly‑owned institutions of the actual tax that they pay.

477

And in the case of Ontario, there is an additional policy decision made several years ago, that in moving towards not only to adopt the PILs' arrangement, which did lead to a level playing field between private and public power producers, the PILs themselves would be used to help retire the debt ‑‑ the stranded debt that had been accumulated by Ontario Hydro over the years and then later assumed through the OEFC as a result. So therefore, the PILs themselves are not just a matter of, in the end, being used to achieve a level playing field between independent and publicly‑owned corporations producing power, but they would also play an important role in helping reduce the stranded debt of the government.

478

And to the extent that the PILs are not paid by these corporations then the government will, therefore, increase what's called the debt retirement charge to make up for any losses in PILs, because the government has to, within a certain period of time, want to try to retire entirely that stranded debt.

479

MR. SHEPHERD:
Okay, let me turn to the specific issues you dealt with in your evidence. Your evidence deals with the tax savings generated by LDC costs that are not recoverable in rates but are deductible for tax purposes. As I understand it, you have concluded that ratepayers should be given credit for those tax savings. Can you summarize why you've reached that conclusion?

480

DR. MINTZ:
Yes. First of all, there are three specific reasons for reaching that conclusion in these particular cases. However, I think that these three general reasons are important and the conclusion is inevitable, all of which are interrelated in the following way.

481

First, taxes recovered from customers in prices should be the actual amount of taxes that have to be paid, just as with other costs. In fact, I often view that taxes really are a form of cost to be paid by corporations, just like other types of costs that they incur. Prices should not include a fictional amount of costs that does not actually have to be borne by the company.

482

Second, to the extent that taxes recovered from ratepayers are more than the amount actually paid, the incremental amount is not a tax recovery at all; rather, it is a subsidy provided by ratepayers to the shareholder.

483

Third, one of the purposes of the PIL system is to create a level playing field so that as much possible electricity distribution companies are provided incentives to act like unregulated entities in a competitive market. Indeed, that is one of the main goals of regulation, it's to act as a proxy for competitive markets. Generally speaking, if actual taxes are reduced in an unregulated competitive company, the company will use that cost reduction to reduce prices, which of course is consistent with the point of view that I take with respect to incidence.

484

MR. SHEPHERD:
So let's talk about those three reasons one at a time. Your first point is: Don't recover rates more than you need to pay the actual taxes. Can you expand on that?

485

DR. MINTZ:
I can't talk about the regulatory practice because I'm really just a tax expert. However, from an economic point of view, recovering more in rates than actual taxes would be inconsistent with what happens in an open market generally. When an unregulated company sets its prices, it does so by considering operating costs, capital costs, taxes and the return on equity. And if the market is competitive, the total of those inputs equals price. The company cannot go higher by adding fictional taxes that don't have to be paid, even if it wanted to. And if priced higher, a competitor could come close in at a lower price, since its costs would have to include that fictional tax cost. In principle, therefore, prices should only include actual costs that have to be paid.

486

MR. SHEPHERD:
All right. So let's turn to the second point, subsidy of the shareholder by the ratepayers. Can you expand on that?

487

DR. MINTZ:
Okay, let me first take an example. Let's suppose that the Board decides for whatever reason, and of course I'm not here to question the reasons why some costs are disallowed, but let's suppose that the Board decides that political donations made by a distribution company cannot be recovered in rates. So a utility company, let's say, spends $100,000 in political donations and deducts them for tax purposes, and under the current corporate income tax rate, federal/provincial corporate income tax rate in Ontario, which is actually 36 percent plus a little bit, there would be a savings of about $36,000 in tax.

488

Now, by allowing the savings to go to the shareholder, the effect would be to reduce the net cost of the donations from $100,000 to $65,000. The other $35,000 would be paid by the ratepayers. Now, this last point is a very important one to understand. Now, if that $36,000 is collected from the ratepayers to pay tax, but isn't actually needed to pay tax, what happens?

489

Next, the answer to that purpose is changed from tax recovery to political donation subsidy. The money is still collected from the ratepayers, but instead of using it to pay tax, the utility uses it to reduce the cost of political donations. Even though this Board may have determined that political donations should not be paid to the ratepayers, in fact, the $100,000 cost would be paid, $64,000 by the shareholder, out of net profits, and $36,000 by the ratepayers, as a redirection of the amounts originally earmarked in taxes.

490

In addition to being inherently contrary to the Board's policy in disallowing recovery of political donations in the first place, this result actually provides incentives for the shareholders to cause the utility to spend as much as possible on non‑recoverable amounts. And that's because, we have to remember, the shareholders themselves are non‑taxable entities. These are the municipal governments, themselves. And, of course, to the extent that they can put these costs into the utility, then they are able to get a tax deduction where otherwise, if they paid it out of their ‑‑ if the tax deduction was permitted, they would otherwise be able to ‑‑ they would not be able to get a similar tax deduction, if they made the expenditures themselves.

491

So, since the shareholders are generally not tax‑deductible, it is in their interest to move as many tax‑deductible expenses as possible into the utility. A deductible expense costs $100,000 if paid directly by the non‑taxable shareholder; if paid by the utility, the shareholder only spends $64,000 because of the tax savings of $36,000 coming from the ratepayers. The more that the shareholder can wash through the utility, the better.

492

MR. SHEPHERD:
Okay. Are there any other impacts of this subsidy?

493

DR. MINTZ:
Yes. As I've mentioned, there is the case of PILs and the debt retirement charge, which is basically a closed system at this point.

494

If the taxpayers end up paying $1,000,000 in rates to a utility to cover PILs, they should expect that the stranded debt will be reduced by $1,000,000. And if the shareholder appropriates $500,000 of the PILs recovery through non‑recoverable expense deductions, the stranded debt goes down by less, and, eventually, the ratepayers will have to pay more in the debt retirement charge to get rid of that debt.

495

MR. SHEPHERD:
Okay. Your third point related to the actions of an unregulated competitive company. Can you expand on that?

496

DR. MINTZ:
Well, an unregulated competitive company is under constant pressure to reduce prices, and the means to do so is, generally, a reduction of costs.

497

For this purpose, you can treat the cost of capital as given. The capital markets will stipulate how much the company has to pay for its capital at a risk level. Management has to reduce other costs to drive prices down. If it does that successfully, its prices will be lower than its competitors and it will be able to sell its products. And, if it fails to bring down costs, and competitors are able to do so, the competitors will have lower prices and make the sales. This is the essence of competition in markets.

498

For this reason, all unregulated competitive companies have to minimize their taxes. When they do so, those tax savings are passed through at lower prices. If they do not minimize taxes, then they do so but they don't pass them in through lower prices, their competitors can do so, and that can give competitors a competitive advantage.

499

If regulation is to be a proxy for competition, then tax minimization should be a required goal of all regulated entities. And all tax savings should be passed on into lower rates.

500

This is precisely what would happen in an unregulated competitive company. I do not see any principled way that a regulated entity could have as a different rule and still be consistent with its competitive counterpart.

501

MR. SHEPHERD:
Let me turn to some specific non‑recoverable amounts that are dealt with in the draft handbook. I'm going to start at page 72 of the draft handbook. Do you have that with you?

502

This talks about general expenses in the utility that the Board decides are not recoverable from ratepayers, like advertising and charitable donations and certain types of compensation. How would these principles apply to those expenses?

503

DR. MINTZ:
Well, basically, the comments that I made on political donations applies equally to all these expenses.

504

Same reasoning would apply, because, effectively, the Board has decided that these expenditures should not be recoverable from ratepayers. And if the tax savings generated by those expenses go to the shareholders, the ratepayers are, in effect, bearing part of the cost of those expenses, and, in fact, helping subsidize those expenses, even though the Board has decided that they should not be paying for those expenditures.

505

Now, I have no comment on what expenses should be recoverable from ratepayers and which should not. That's not what I'm here for, in terms of the request for my testimony. However, once the Board has decided that a particular expense should not be recoverable from ratepayers, whether it's advertising, compensation or anything else, it seems rather perverse to me that the ratepayers should pay part of the expense any way through redirection of the tax recovery from rates.

506

Now, as I noted earlier, the additional problem is that this creates an incentive to shift deductible non‑recoverable amounts into the utility. And in the most extreme case, I suppose, the shareholder could, instead of taking its after‑tax return as a dividend, cause the utility to spend its before‑tax return on the shareholder's priorities, thus reducing PILs to zero and increasing the shareholder's effective rate of return.

507

MR. SHEPHERD:
Okay. On October 1st, 2001, the Ministry of Finance required all LDCs to revalue their assets at fair market value for tax purposes. Are you familiar with that?

508

DR. MINTZ:
Yes, I am.

509

MR. SHEPHERD:
Now, that revaluation has resulted in increased deductions, which you heard talked about earlier today, for eligible capital expenditures and other items like capital cost allowance, which you will see on page 72 and 77 of the handbook.

510

In your view, how should the tax savings generated by these higher deductions be allocated as between shareholder and ratepayers?

511

DR. MINTZ:
Well, the three principles that I enunciated ‑‑ similar ‑‑ I think the same application would apply in this case.

512

But there is another aspect to this that I think is very important to think about. The movement to using fair market value for the assets in 2001 effectively allowed the companies, in calculating their tax and their PILs, to effectively be able to have a higher cost basis for their assets and therefore a higher depreciation charge that could be deducted, for tax purposes, from their income.

513

So, in effect, this was really a way of lowering taxes to be paid by the companies ‑‑ by the utilities themselves. Now, I'm not quite sure what reason was given to move ahead on that basis, but, clearly, it was consistent with the Income Tax Act, that requires, any time that there is a movement to ‑‑ of, let's say, a government‑owned corporation that is privatized, that it must mark up the value of its assets on a fair market value basis, and then be able to continue as a privatized company on that basis.

514

In this case, while in principle there was a move to PILs and to, therefore, have a higher ‑‑ in order to mimic, in a sense, a privatized company, it seemed that the application of the income tax rule that would require a bump‑up in these assets would be consistent with the income tax law.

515

And we have to remember that, when it comes to simply a private company that ends up selling to another private company, that no similar requirement is required for marking up the value of assets to fair market value. In fact, under the Income Tax Act, if a private company is bought by another company, you can move the assets from one case to another case, carrying them at the tax value, the undepreciated capital cost base, which would mean that the vendors of the assets would not have to pay any capital gains taxes or any taxes on recapture of depreciation; but at the same time, the purchaser of those assets would not get a bump‑up in the depreciation expense. And this is something that's permitted under the Income Tax Act for two people that are selling from ‑‑ within the unregulated private sector, from one ‑‑ selling one company to another one, a vendor sells assets from one company to a purchaser that ends up holding those assets.

516

Now, in this case, the way I look at the fair market value bump‑up that was provided under the PILs calculations, that effectively this was like a reduction in corporate income taxes.

517

And in fact, during this time, the Ontario government was lowering corporate income tax rates, as well as the federal government, and of course we didn't take the view that simply because there's a reduction in taxes due to a reduction in rates, that all of a sudden we should provide those benefits to the utility owners under this regulatory system. Instead, it was viewed that the rate reduction should fully reflect reductions in corporate income taxes to be paid. And so I would take the same point of view under the fair market value bump.

518

MR. SHEPHERD:
In a competitive situation, if these weren't regulated companies, if these were unregulated competitive companies, and a change in tax rules meant their taxes were lower because of the calculation methodology, what would normally happen?

519

DR. MINTZ:
Well, what I would expect goes back to the incidence point. And that is, if there are lower taxes and that could allow companies to try to pass on those cost savings in lower prices they charge the consumers in order for them to be more competitive in markets, and therefore, effectively, the consumers would get the benefits of those rate changes.

520

MR. SHEPHERD:
Page 73 of the handbook deals with the question of purchased goodwill. How would the principles you have discussed apply to the extra tax deductions available as a result of the purchase premium on the purchase of an LDC?

521

DR. MINTZ:
Well, again, my point of view is the same in the case of other disregarded costs. Once the board decides that any part of the purchase premium is not recoverable, no part of the tax savings should then go to the shareholders. And this gets back to the subsidy point I raised earlier on.

522

MR. SHEPHERD:
You're aware that the actual interest expense of an LDC may be higher than the interest costs recoverable in rates, and you heard that discussion this morning, I'm sure. How would the principles you have talked about apply to the tax savings generated by additional interest?

523

DR. MINTZ:
Well, actually, I think this is an issue of importance and I think careful thought has to be given to it. Again, the principles apply, at least in my view, in the same way, and that is, if there is interest expense taken that is well above what is allowed for under the board's mandate, then that interest should not be subsidized through a reduction in the ‑‑ in passing of the tax savings to the utility owners as opposed to a recovery through the rates.

524

If the board mandates a particular debt/equity ratio, like 65 to 35, and recovery in rates, that sends a signal to the LDC what is the appropriate debt or financial structure for the company. But since interest is deductible and dividends on equity are not, and if the board allows the shareholder to keep the tax savings from overleveraging, it would, in effect, be encouraging the LDCs to use higher and perhaps inappropriate debt/equity ratios. Particularly in the case where the debt and equity finance are both provided by the municipal shareholder, why would an LDC finance less than 100 percent debt? Well, maybe they won't do 100 percent, they might do 90 percent, but that doesn't matter. The main point is there will be an incentive to put as much debt into the utilities in order to get the tax savings, where otherwise the municipal owner themselves, if they held the debt, would not be able to get an interest deduction associated with that.

525

In fact, in an extreme case, and this depends on the situation of the company, if there was a huge amount of debt as we've seen with income trust arrangements that have developed in Canada, if there's a huge amount of debt, you can actually eliminate most of the corporate tax or all of the corporate tax to be paid by the utility. And in that case you end up getting the municipal owner ‑‑ if the savings go to the municipal owner associated with that through an interest deduction that allows to be passed on to them as opposed to rate reductions, then they will certainly want to do that for that reason, because they will be able to effectively transfer an interest deduction that is non‑deductible in their hands into the utility and get a tax deduction as a result.

526

So this is very different than when you start thinking of, let's say, the typical US case where you look at a regulated sector which is privately owned and you have a shareholder that, you know, that can take the interest deduction themselves. In fact, the shareholders, if you had a similar rule applying in the United States, I would suspect unless there is a difference in tax rates, effective tax rates, that it really doesn't matter to the utility company whether they take the deduction themselves or whether they try to ‑‑ or the owner whether they take the deduction themselves or put it in the utility company instead.

527

Now, with respect to the interest rate calculation, the actual interest rate, again we have to remember that these are non‑arm's‑length transactions. And of course, I think the board, in sort of trying to specify the deemed rate that is recoverable from ratepayers, is trying to do what tax authorities have been trying to do in transfer pricing cases throughout the world. Which is to try to deal with arm's‑length transactions as a way of trying to assess what is the appropriate price to be charged on any transaction in a non‑arm's‑length situation.

528

So for example, in the case of, let's say, a company that is operating internationally, if they try to charge very high interest rates going into, let's say, a country with relatively high tax rates, there's a transfer pricing regime that is applied which will try to specify the appropriate rate of interest that could be charged. So this is a way of really trying to prevent games playing. And of course this could be one way in which things could be done where ‑‑ I suppose, if the board has taken the attitude that it doesn't ‑‑ that it would like to have something similar to an arm's‑length interest charge being assessed for debt in order to ensure that, let's say, high interest expenses aren't going to be charged that would lead to higher rate charges, and effectively the owners of that debt, which would be the municipalities themselves, would be able to get some profit out of that transaction that could, of course, be used to help cover some of the other expenditures they were undertaking or help lower property taxes in the interests of their own municipal owners.

529

Now, of course, if we take the attitude that this should be the appropriate deemed interest rate, then it seems that if there is a higher rate that is charged for tax purposes relative to the deemed interest rate, then that should not be a tax savings being permitted for the municipal owner. Instead it should be passed on through lower rates charged to ratepayers, because of ‑‑ through the lower corporate taxes that would be paid as a result.

530

MR. SHEPHERD:
Finally, can we talk about tax planning. What do you think should happen to the tax savings associated with tax planning that involves LDCs?

531

DR. MINTZ:
Well, unregulated competitive companies are under constant pressure to reduce costs, including taxes, and so they engage in tax planning to remain competitive. And if an LDC has to have a level playing field with competitive companies, it should have the same obligation to keep taxes low and to pass those reduced costs on to consumers in the form of lower prices.

532

MR. SHEPHERD:
Mr. Chairman, Dr. Mintz is available for cross‑examination.

533

MR. KAISER:
Thank you, Mr. Shepherd.

534

Mr. Farrell, did you have any questions?

535

MR. FARRELL:
I do, Mr. Chairman. I have to say I was somewhat surprised at the length of the examination in‑chief, and particularly since it touches on many areas that simply aren't discussed in Dr. Mintz' evidence. Dr. Mintz appears to have been reading a good portion of his comments. I would have thought courtesy would have had Mr. Shepherd give me a bit of advance notice.

536

So I'm not prepared to proceed right now. I think I can go after a luncheon break, after I have had time to digest some of this stuff and speak with my advisors.

537

MR. KAISER:
Fine. Why don't we break for lunch then and allow you to take a little time to prepare. Mr. Shepherd, is there any additional material you can give Mr. Farrell?

538

MR. SHEPHERD:
No. The additional comments were really, and the long direct was really to respond to Ms. McShane's evidence. All of these things were dealt with in her evidence.

539

MR. KAISER:
The material that the witness was reading, is that in the record?

540

MR. SHEPHERD:
He was ‑‑ I don't think he was reading most of it. I think that, as with most direct testimony, you have a guideline and then the witness, sort of, does what he wants.

541

MR. KAISER:
He seemed to be following the guideline pretty closely. All right. We will break now for lunch. We will come back in an hour.

542

‑‑‑ Luncheon recess taken at 12:25 p.m.

543

‑‑‑ On resuming at 1:46 p.m.

544

MR. KAISER:
Please be seated.

545

Mr. Farrell, are you ready?

546

CROSS‑EXAMINATION BY MR. FARRELL:

547

MR. FARRELL:
As ready as I'll ever be, Mr. Chair, thank you.

548

Dr. Mintz, I see from your CV that you're a director of Brascan Corporation.

549

DR. MINTZ:
That's correct.

550

MR. FARRELL:
And Brascan owns Great Lakes Power? Maybe its name has been changed ‑‑

551

DR. MINTZ:
That's correct.

552

MR. FARRELL:
Great Lakes is, among other things, a distributor?

553

DR. MINTZ:
My understanding ‑‑ actually, it's mainly in power generation.

554

MR. FARRELL:
Can you confirm for me that Great Lakes Power holds a distribution license issued by this Board? Or do you know?

555

DR. MINTZ:
That may be the case. That, I don't know.

556

MR. FARRELL:
And, as a private sector company, Great Lakes Power would actually ‑‑ wouldn't pay PILs. They would pay Ontario and federal corporate income taxes.

557

DR. MINTZ:
As a private company, that would be true.

558

MR. FARRELL:
And to the extent they have distribution customers, those customers would pay the debt retirement charge. Or do you know?

559

DR. MINTZ:
That I don't know. I mean, it depends. My understanding is they are more in the generation side than the distribution side, which doesn't mean they may not have ‑‑ I think they may have some distribution assets.

560

MR. FARRELL:
That's fine. Thank you.

561

DR. MINTZ:
That's what I've been told, at the board level.

562

MR. FARRELL:
Now, you mentioned ‑‑ I was going to ask you about your prior testimony in regulatory forums. You mentioned the Union Gas case. And as ‑‑ I went and actually looked at your prepared evidence. I actually even read the transcript of your testimony. But you were ‑‑ as I understand it, you were talking about how to reflect tax‑rate changes in what was called the "gross domestic product price index."

563

DR. MINTZ:
That's correct.

564

MR. FARRELL:
And you testified in April of 2002.

565

DR. MINTZ:
I suppose so. I don't remember the date.

566

MR. FARRELL:
It wasn't a memorable occasion?

567

DR. MINTZ:
Time flies.

568

MR. FARRELL:
And you also filed evidence on behalf of ‑‑ which I think you alluded to this morning, on behalf of what was then the Independent Power Producers Society of Ontario and the Ontario Hydro Demand Supply Plan proceeding before the Environmental Assessment Board?

569

DR. MINTZ:
That's correct.

570

MR. FARRELL:
Did you testify there?

571

DR. MINTZ:
No, I didn't testify.

572

MR. FARRELL:
The hearing, using my term, "cratered" before they got around to you?

573

DR. MINTZ:
That's correct. The government decided not to fund any more of the study ‑‑ studies.

574

MR. FARRELL:
I'm interested in what you looked at, Dr. Mintz, in preparing your evidence, and I noticed, on page 13 of your written evidence, that you referred to ‑ this is in the third bullet on page 13 ‑ you referred to pages 8 and 9 of section 3.5 of the handbook in the draft "I saw..."

575

DR. MINTZ:
Mm‑hm.

576

MR. FARRELL:
Can you tell me what that was?

577

DR. MINTZ:
Yes. It was entitled "Chapter 7, Taxes PILs."

578

MR. FARRELL:
And does it have a date on it?

579

DR. MINTZ:
No, it does not.

580

MR. FARRELL:
When did you prepare your evidence?

581

DR. MINTZ:
It was prepared in December.

582

MR. FARRELL:
Do you remember precisely? I know it was filed on December 14th. Was it prepared before or after December 9th?

583

DR. MINTZ:
That's a very good question. It was certainly ‑‑ the final draft was submitted, probably, December 13th.

584

MR. FARRELL:
The reason I was asking, Dr. Mintz, is, I was puzzled by the reference to section 3.5 of the handbook that appears on page 13, and that has translated into chapter 7 of the draft ‑‑ let me back up, chapter 7 of the draft Electric Distribution Rate handbook. And the initial draft of that handbook was, I'm told, available on December 9th. Is that what you ‑‑ did you look at that at all, as opposed to the section 3.5 you're talking about?

585

DR. MINTZ:
There was a new draft that came in, and by and large it was very similar, now that I recall. But I don't remember the details very well right now.

586

MR. FARRELL:
Okay. Did you look at the first draft of the EDR handbook that was available on December 9th before you finalized your evidence?

587

DR. MINTZ:
The whole draft?

588

MR. FARRELL:
Or just the PILs section, the chapter ‑‑ whatever it was.

589

DR. MINTZ:
No. The main thing I read was chapter 7 of the PILs and there was a ‑‑ now I recall, there was an additional draft that came in, and I quickly glanced at it and saw that there were a lot of similarities, and I didn't examine it in detail.

590

MR. FARRELL:
So the references to pages 8 and 9 of section 3.5 that we see on page 13, that was specific to this gains/losses issue that you ‑‑

591

DR. MINTZ:
That's correct.

592

MR. FARRELL:
Okay. Now, could you turn to ‑‑ starting on pages 2 and 3 of your written evidence, you highlight the three issues that you're being asked ‑‑ that you were asked to review. And we'll come back to those in a minute in terms of 3. And then you ‑‑ then at the bottom of page 3, you speak about the three critical issues, and this gets into the economic incidence of taxes.

593

DR. MINTZ:
That's correct.

594

MR. FARRELL:
And you refer, on page 3, to the corporate taxes and then, when we turn the page to page 4, you're talking about some background. And I just want to see if I understand what you're saying as to some background.

595

You talk about ‑‑ this is in the first paragraph under that marginal heading. You say you recover from ratepayers operating expenses, interest expense, depreciation, taxes and formula‑based profit. Do you see those words?

596

DR. MINTZ:
Sorry, I'm just ‑‑ is this on page 4?

597

MR. FARRELL:
Yes, it is on page 4, first paragraph under the marginal heading "Some Background."

598

DR. MINTZ:
Yes, I found it.

599

MR. FARRELL:
When you talk about recovering interest expense from ratepayers, do you see that as being a ‑ how can I phrase this? ‑ a separate line item in the utilities revenue requirement, something to be labeled "interest expense"?

600

DR. MINTZ:
I think I was just talking about it in, kind of, a generic concept of what is the cost of capital. I know that, in the regulatory approach to rate‑of‑return regulation, one would define an overall cost of financing, including equity financing.

601

MR. FARRELL:
We will come back to that, then. You mention taxes, and I was a bit confused by the next paragraph, because you say in the first sentence:

602

"Tax payments would include any fixed charges such as payroll taxes."

603

Do you see that as being included in a tax allowance, or in some other line item of revenue requirement?

604

DR. MINTZ:
Well, I guess this is my economist coming out here, and where I look at taxes in a very general sense, both direct and indirect taxes. And here what I was trying to imply was that the payroll costs that businesses face would be recovered through the revenue requirement, and that would include all forms of labour compensation and, of course, payroll taxes. But, of course, I'm thinking of payroll taxes in a separate way, which, by the way, you know, had to be paid anyway. These were not ‑‑

605

MR. FARRELL:
Okay. So we're not ‑‑

606

DR. MINTZ:
‑‑ part of the ‑‑

607

MR. FARRELL:
‑‑ sort of, at odds here. Your terminology might not be the same as the terminology that a regulatory enthusiast might use.

608

DR. MINTZ:
I don't know what a regulatory enthusiast might use.

609

MR. FARRELL:
There's three of them up there.

610

DR. MINTZ:
I know about tax enthusiasts.

611

MR. FARRELL:
Okay. Now, at the bottom of the page, you mention that PILs are remitted to the Ontario government in order to help reduce the stranded debt. You dealt somewhat with this in your examination‑in‑chief. I take it that what you mean there is ‑‑ by "Ontario government," you mean the Ontario Electricity Financial Corporation.

612

DR. MINTZ:
Yes. We're again using Ontario government in a very generic sense, which includes all of the entities under it.

613

MR. FARRELL:
And can you agree with me that the legislation, as it now stands, or your understanding of it, is that, once the stranded debt is retired, that the PILs regime would continue?

614

DR. MINTZ:
That would be my understanding.

615

MR. FARRELL:
And would you also agree with me that the purpose of the PILs regime was to create a level playing field? I think you alluded to that, as well, during your examination‑in‑chief.

616

DR. MINTZ:
Yes, I did say that, but I also said that, due to policy, there was a decision to use the PILs to help pay for the retirement of the stranded debt.

617

MR. FARRELL:
And what do you use the term "level playing field" to mean?

618

DR. MINTZ:
Level ‑‑

619

MR. FARRELL:
In terms of a level pay playing fields of a PILs regime where PILs are collected by otherwise tax‑exempt utilities. Is it a level playing field among utilities?

620

DR. MINTZ:
It goes back, actually, to the original paper of about 10 years ago, in that the question was raised because Ontario Hydro itself was not taxable, with respect to corporate income tax, capital taxes. And also there was a question of whether the property tax that Ontario had to pay in lieu ‑‑ or payments in lieu of property taxes was really equal to the actual property tax paid. The question is whether that had given Ontario Hydro an advantage relative to other producers in supplying the electricity prices.

621

So the concept, the way I would look at PILs, is as a way of trying to put on even playing field with private LDCs, a similar charge as one can do.

622

MR. FARRELL:
But in the context of distribution companies, is this a level playing field for private sector and public sector distribution companies?

623

DR. MINTZ:
Yes. I would say that. In fact, the concern would be that in the absence of PILs that there is an incentive that municipalities want to have lower rate charges charged to their consumers. That they would prefer, let's say, having distribution companies publicly owned rather than privately owned. And in fact, this issue has come up in Alberta, as an example, where there was an attempt or movement by many municipalities to actually take over ownership of private municipal distribution companies in order to save the taxes to be paid, and so therefore, they could charge lower rates to their voters ‑‑ sorry, their ratepayers in their own jurisdictions.

624

MR. FARRELL:
Freudian slip.

625

DR. MINTZ:
No. It was a purposeful slip.

626

MR. FARRELL:
So if I'm understanding what you're telling me, it is that the level playing field within the regulated community of electricity distributors would be, private sector, public sector, same footing tax‑wise, so to speak.

627

DR. MINTZ:
Well, it's the same ‑‑ yes. Same footing tax‑wise, but one has to be a little bit careful in that because it also ‑‑ we have to remember that there are two very distinct differences between the regulatory side and the ‑‑ even in Ontario between the regulatory side and the private side, and that is that the owner of the distribution utility is not taxable. In fact, it is a government entity in itself. And also, one has to remember that the PILs have ended up being used to help retire the debt.

628

MR. FARRELL:
Specifically, the stranded debt.

629

DR. MINTZ:
The stranded debt, right.

630

MR. FARRELL:
But aren't taxes usually used, among other things, to pay down deficits, which is another way of saying pay down debt? Corporate income taxes, federally and provincially, that sort of thing?

631

DR. MINTZ:
Well, taxes when they go into the government's general revenues can be used for anything. They can be used to pay down debt, lower other taxes. It could be spent on goods and services provided by governments.

632

MR. FARRELL:
So are you saying that PILs is unusual because it is stranded debt dedicated as opposed to general tax payments? Is that the distinction you're making?

633

DR. MINTZ:
Yes, that is the one significant difference.

634

MR. FARRELL:
Still sticking with this level playing field for a moment, do you see that electricity distributors, both publicly‑owned ‑‑ public sector, private sector, should be on the same footing tax‑wise, to use my phrase, as gas distributors?

635

DR. MINTZ:
My ‑‑ now, I have to admit, I'm not sure of the current regulatory system for gas distribution because the last time I dealt with this was a few years ago, as you mentioned, earlier on ‑ ‑‑ you remembered better than what I remembered when I did my Union Gas work. But as I remember the gas distribution at that time was under the PBR system, the performance‑based regulatory system, which operates quite differently than this particular system. And so, what does even playing field mean when you have differential regulatory operations? I'm not quite sure what that implies.

636

MR. FARRELL:
I'm not sure what to make of your remark. My understanding was that electricity distributors were still ‑‑ well, excuse me, I will back up. Now I do understand your remark.

637

Assume for a moment that neither Union nor Enbridge remain under a PBR‑type of regime. So I ask you to make that assumption, and then I ask you the same question: Would it be a level playing field among electricity distributors, however owned, and gas distributors?

638

DR. MINTZ:
Again, I'm not sure of what the system is now that's being applied for gas distribution, so it's not easy for me to comment on whether the application of the regulatory regime is exactly the same in both cases.

639

MR. FARRELL:
If I were to ask you ‑‑

640

DR. MINTZ:
Let me put it this way. My testimony would ‑‑ assuming it is the same regulatory system you'll find for gas distribution, I would take the same position on all of these issues with respect to gas distribution as I would with electrical distribution.

641

MR. FARRELL:
Thank you.

642

DR. MINTZ:
Thank you.

643

MR. FARRELL:
Now, can we turn to ‑‑ I think the easiest way to start the next topic I want to discuss with you is if you could turn back to page 2 where you summarize the first of the three issues you've been asked to address, which is disallowed expenses that are tax deductible.

644

DR. MINTZ:
Hm‑hmm.

645

MR. FARRELL:
I take it that we can agree that the term "disallowed expenses" are items of cost that are simply not recognized in the rate‑making process. Either the distribution rate handbooks says you can't count them, or the Board in the individual rate case might say, Well, you spent one hundred dollars but you really only should have spent 75, so 25 are disallowed. You're covering either one of those.

646

DR. MINTZ:
Yes. And I guess it gets to the question of what is meant by the cost relevant to the actual provision of the supply of the product that's being regulated.

647

MR. FARRELL:
What I'm trying to understand is, so I don't sort of formulate an uninformed question deliberately I'm sure, some of them will be inadvertently uninformed, but I just ‑‑ what we're talking about here under this topic is an item of cost that a utility actually incurs, but for good and sufficient reasons from the Board's perspective that cost, either incurred or forecast to be incurred, will not be recognized in the rate‑making process such that ratepayers won't reimburse, if I can use that term, the cost to the utility.

648

DR. MINTZ:
Well, I'm not a regulatory expert, so I'm not sure I understand why certain costs were not allowed to be deducted as opposed to whether other costs that were. Sorry, not allowed to be recovered through the rate recovery requirement, and why a number of costs were allowed that perhaps maybe should have been disregarded. But I presume that there are certain costs that were viewed as costs that should not be charged to ratepayers, as they were not expenditures that were required with respect to the supply of the product that is being regulated, such as political donations, advertising expenditures, et cetera.

649

MR. FARRELL:
Right, okay. So you've read Ms. McShane's evidence, obviously? You were responding to it, as Mr. Shepherd indicated.

650

DR. MINTZ:
Yes. I hadn't seen it until whenever it was released, yes.

651

MR. FARRELL:
Just for the purposes of this discussion, maybe it would facilitate my questioning if we are able to use, you and I, the sort of box and circle within the box analogy that she was using there. Are you comfortable with that?

652

DR. MINTZ:
Yes, I saw that, yes. Comfortable is another word, but I saw it.

653

MR. FARRELL:
Okay. So just using that for illustrative purposes, a disallowed expense that we're discussing would be in the box, that is to say, within the corporate entity that owns and operates the utility which is the circle, but it wouldn't be recognized as being within the circle.

654

DR. MINTZ:
I would agree with that.

655

MR. FARRELL:
And so because it's not in the circle, then ratepayers are not paying rates that would recover those costs.

656

DR. MINTZ:
That's correct.

657

MR. FARRELL:
Now, are you familiar enough with the regulatory world to understand how a revenue ‑‑ a utility's revenue requirement is put together, to derive an amount of money that rates are designed to recover in any given year?

658

DR. MINTZ:
I would say I have some, but not, I would say, as a ‑‑ because I'm not a regulatory expert, I'm not a person that would ‑‑ is fully knowledgeable. In fact, I would say I probably don't know all the details.

659

MR. FARRELL:
Okay, well, let's just see how far we can go. So the expenses that we're talking about here, the examples that you've given would be ‑‑

660

DR. MINTZ:
Can I go back to the box for a minute ‑‑

661

MR. FARRELL:
Sure.

662

DR. MINTZ:
‑‑ would that be okay? Because what I didn't understand in the box is why the PILs payment wasn't part of the circle. That's the expenditure, or cost, that would be incurred in the provision of the product. So that's where there's a fundamental difference, in my view of that box. I don't think the taxes are outside the circle.

663

MR. FARRELL:
I would ask you to just assume that the ‑ and we can clarify this with Ms. McShane ‑ but, for the purpose of our discussion, I think, taxes paid to OEFC, is that what you're referring to?

664

DR. MINTZ:
Yes.

665

MR. FARRELL:
That would be the tax on the corporate tax return. And I think Ms. McShane intended the phrase, under regulated utility, "costs allowed in rates" to include the provision for PILs that is used for rate‑making purposes.

666

DR. MINTZ:
Which is why I thought it was part of the circle.

667

MR. FARRELL:
Well, that's what we're trying to understand ‑‑ from your perspective, what it is, is that ‑‑

668

DR. MINTZ:
I guess maybe that is the fundamental difference.

669

MR. FARRELL:
Yes. So I think that your thesis is that the taxes that the corporation actually pays to the OEFC, by using a taxes‑payable method of calculating taxes, should be the same ‑‑ the value ‑‑ that dollar value should be no more, no less, included in the term "costs allowed in rates."

670

DR. MINTZ:
Yes, to a degree, yes.

671

MR. FARRELL:
I think that your thesis or theory ‑ whatever ‑ that you're saying there is that, if one were to use the regulatory income and apply to that the PILs rates and derive a different value than shown on the corporate tax return, you say, Disregard it.

672

DR. MINTZ:
I would say that, yes.

673

MR. FARRELL:
So, let's see whether you can go down this road with me. Revenue requirement would reflect operating and maintenance expenses, but only those that are allowed. There may be some expenses that are disallowed. They wouldn't be in rates. So, within the circle, they wouldn't be counted in quantifying O&M expenses. Can you agree with that?

674

DR. MINTZ:
I'm not sure what operating expenses are disallowed, so I'd have to understand that better.

675

MR. FARRELL:
Well, let me ‑‑ I just have to work on some assumptions here. Assume that, if one wants to claim certain types of advertising expenses as an operating expense in that category in the revenue requirement, and the Board says, No, it's a branding type thing, that is not to do with ratepayers, that would be a disallowed expense, therefore, not in the circle, but it's still in the box, because somebody paid for it. The corporation paid for it.

676

DR. MINTZ:
That's correct. Well, assuming that that expenditure couldn't be transferred out of the corporation, yes.

677

MR. FARRELL:
Well, we'll make that assumption. And then depreciation is another cost ‑‑ not a tax cost, but depreciation is a return of capital that's reflected in rates?

678

DR. MINTZ:
That's correct.

679

MR. FARRELL:
And then we have other taxes, that's other than income taxes: property taxes, maybe capital taxes.

680

DR. MINTZ:
Mm‑hm.

681

MR. FARRELL:
And then we have what's called a return on rate base.

682

DR. MINTZ:
Correct.

683

MR. FARRELL:
And that, can you agree with me, is meant to be an after‑tax return?

684

DR. MINTZ:
Well, one has to be a little careful here, because I use after‑tax return, it is somewhat different than the financial literature looks at after‑tax return.

685

But if you mean that this is the cost of financing associated with investments in the assets, and this cost of financing takes into account the cost of equity financing as well as the cost of debt financing, which includes any ‑‑ because of the PILs argument, would include the deductibility of interest from corporate income, then the answer is yes.

686

MR. FARRELL:
So I'm going to take you through this a little bit, because I want to address a couple of things that you mentioned during your examination‑in‑chief.

687

Now, can you agree with me that, in calculating the return on rate base, that one starts with ‑‑ one can start with the utility's capital structure, how much is debt, how much is equity.

688

DR. MINTZ:
Correct.

689

MR. FARRELL:
And that, sort of, debt‑equity ratio then indicates ‑‑ or then is used in conjunction with the cost of debt, or the cost of equity, to derive a cost rate for the ‑‑ calculating the rate of return as a percentage of rate base.

690

DR. MINTZ:
That's correct.

691

MR. FARRELL:
So, to the extent that there is interest expense, it is the expense, from a regulatory perspective, that equates to the cost of debt that is used in this rate‑making exercise.

692

DR. MINTZ:
Yes. Well, let's put it this way: There's a ‑‑ this is not, necessarily, the observed or the actual costs of debt financing and equity financing. First of all, equity financing is not something you would go out and observe easily. You have to estimate that.

693

MR. FARRELL:
We'll come to equity in a moment. I want to focus on debt.

694

DR. MINTZ:
In the case of debt, there has to be a presumption of the appropriate interest rate to be charged on debt, which would be, in my view, reflective of some market interest rate, and it would take into account the tax deductibility of that. But even that could be somewhat difficult when you have periodic losses that might be earned by a taxpayer. Then the effective rate may be affected as a result.

695

MR. FARRELL:
Well, let me ask you this, then, Dr. Mintz: Say, for a private‑sector utility that may issue debt debentures, or whatever, are you familiar with the term "embedded cost of debt"?

696

DR. MINTZ:
Embedded cost? No, I'm not familiar with that term, but I am familiar with the concept, of course.

697

MR. FARRELL:
What I am trying to understand from you, and we'll come to this with a concept of extra or excess interest costs, is that the Board is intending to build a cost of debt, so it's looking at cost rates. And if there were a series of debentures, it would look at the cost rate of each debenture and sort of say, Overall, the cost of debt is X percent, debt comprises Y percent of the capital structure; X times Y equals the cost rate. Are you with me on that?

698

DR. MINTZ:
Yes.

699

MR. FARRELL:
Okay. So similarly ‑‑ maybe not similarly. There is another similar exercise in terms of the equity component. And in this case, the Board used what you call a formula‑derived profit, or an equity risk premium approach to deriving what the cost of equity is. And you multiply that cost times the percentage and you get the cost of equity for rate‑making purposes.

700

DR. MINTZ:
Yes. That's correct.

701

MR. FARRELL:
Thank you.

702

DR. MINTZ:
That's what I understood the word to mean.

703

MR. FARRELL:
You mentioned, during your examination‑in‑chief, the concern about over‑leveraging, and going from the Board may deem a 65:35 debt‑equity ratio, or 50:50. And your concern, as I heard you expressing it, was that utilities may use a highly‑levered capital structure.

704

Were you suggesting that the Board would not react to an actual, and would simply leave a deemed structure, if everybody was, generally, way out of whack with what the Board felt was appropriate for rate‑making purposes?

705

DR. MINTZ:
No, I don't think I was trying to suggest that. I mean, I thought ‑‑ the main point I was trying to point out was that the owner of the utility, which is the municipality that is not subject to taxation ‑‑ corporate taxation, would have an interest to shift as much debt into a utility if it could get some tax savings associated with that interest expense. Because effectively, the debt undertaken by the municipality or the utility becomes somewhat fungible, or close to perfect substitutes, from a capital market.

706

MS. LEA:
I'm sorry, sir. I can't hear you, sir. The last couple of words?

707

DR. MINTZ:
Fungible, or perfect substitutes from a capital market.

708

MS. LEA:
We have to make sure the reporter gets every word also.

709

DR. MINTZ:
I'm sorry.

710

MR. FARRELL:
Now, I heard you express that concern, but we're talking about a rate‑making system in the context of level playing field that applies to both public sector and private sector utilities, both electricity and gas.

711

DR. MINTZ:
Well, I think this goes back to my point about differences between the public and the private sector, even in the presence of PILs framework. Even though PILs does try to move towards a level playing field, and publicly I've always supported that point of view, it can't be a perfect world because we do have the fact that the owners are a non‑taxable entity.

712

MR. FARRELL:
So let me see if I understand the implications of what you're telling me, Dr. Mintz. Are you saying that there should be one regime for municipally‑owned distributors and another regime for others?

713

DR. MINTZ:
I think what I'm trying to say is that just in the tax system itself there is sometimes certain rules that have to be adopted to take into account the fact that there are these differences. And you cannot have an even playing field if you ignore those differences at all.

714

MR. FARRELL:
So as I hear you ‑‑

715

DR. MINTZ:
So for example, there would be much more interest on the part of a tax‑exempt institution to have a highly levered company as opposed to an institution that will be paying tax on any interest income that they would receive from the investment that it makes.

716

MR. FARRELL:
So are you suggesting, Dr. Mintz, that in addition to looking at the utility, and the utility is the only entity that the Board is regulating, that the Board should take into account who the owners are?

717

DR. MINTZ:
I think what I'm suggesting is that the Board has to make a decision on what, sort of, you know, how to best put in the rules. Again, I'm not a regulatory expert, so I can't say how exactly they should do that, but from the point of view of the taxation issue, I would suggest that to the extent that companies are able to lever themselves in excess of the deemed debt/equity ratio, that the interest expense that would be incurred, if it is ‑‑ since it results in a loss of PILs, if the loss of PILs was given to the owner of the regulatory system instead of passed on to the rate consumers, there will be significant incentive to put debt into the utility.

718

MR. FARRELL:
But do you ‑‑

719

DR. MINTZ:
That's just a fact or an issue that would have to be dealt with.

720

MR. FARRELL:
So as I hear you, you're saying a couple of things. You're saying that the Board should be looking at who the owner is and the tax status, exempt or otherwise, of the owner in making rate‑making decisions for the utility.

721

DR. MINTZ:
I think it's not necessary to actually look at who the owners are, as much as one could have a rule that applies to all. This is the way it's going to ‑‑ this is the way it's going to be. Of course, in the private sector you could also get shifts in taxes from one entity to another due to the differences in effective rates of which interest is deductible.

722

MR. FARRELL:
Okay. So I just want to make sure I understand this. If OMERS, for example, came along and bought Enbridge, are you saying that the Board should re‑examine how it would calculate an income tax allowance in Enbridge's revenue requirement?

723

DR. MINTZ:
I would say the Board might want to be concerned and decide what it would like to do, because that could certainly have an impact on the PILs to be paid and the implications that it could have for others. But let me go back to the main point, and the main point is if I was sitting down in the case of gas distribution I would argue the same position, that the interest expense in excess of the deemed debt/equity ratio should not be deductible in the case of the gas distribution as well. If that's actually what is happening right now, I don't know what's actually happening.

724

MR. FARRELL:
I'm sorry, I'm not too sure I heard you. You said interest expense should not be deductible?

725

DR. MINTZ:
Sorry. The interest expense ‑‑ if it leads to lower PILs the tax should not be ‑‑ the ratepayers should be able to recover that tax. I'm sorry. I sometimes ‑‑ get back into my tax mode.

726

MR. FARRELL:
I just want to make sure that we're going down the same road together.

727

Would you have any difficulty with the concept that the Board would adjust the debt/equity ratio for rate‑making purposes to accommodate what the actual was as opposed to the deemed? Wouldn't that be another way of recognizing the over‑leveraging?

728

DR. MINTZ:
This goes back to the question of why are some expenditures disallowed and others are allowed. And I'm not really prepared to comment on that, because I was not really asked to prepare testimony with respect to that.

729

MR. FARRELL:
Okay. Now, I'm going to move from the topic of rate of return. So we've now gone through this exercise and, at least for rate‑making purposes, we've built a cost of debt and cost of equity that together is the rate of return on a rate base. And subject to your comments about what happens to the excess interest cost, that rate of return is then applied to rate base. Correct? Or in the return component?

730

You have to say yes or she can't record it.

731

DR. MINTZ:
Yes. Sorry.

732

MR. FARRELL:
Now, I think either I read it in your evidence, or I heard it this morning, but the rate base reflects original cost less accumulated depreciation or, put another way, net book value?

733

DR. MINTZ:
That would be my understanding, yes.

734

MR. FARRELL:
And so the ‑‑

735

DR. MINTZ:
Should I say whether that is a right result? That's another set of issues.

736

MR. FARRELL:
Just saying that is what the Board does now.

737

DR. MINTZ:
Right.

738

MR. FARRELL:
And so the return that is earned by the distributor covering both debt costs and costs of equity is a return that is based upon net book value.

739

DR. MINTZ:
My understanding is that ‑‑

740

MR. FARRELL:
Yes. So that's all ‑‑ the ratepayer pays a return component in rates and it is not based upon fair market value. The costs they are paying are based on net book value.

741

DR. MINTZ:
That's my understanding.

742

MR. FARRELL:
Yes. Okay. Then do you know, or can we agree on this, that because we're dealing with costs here, and I think you mentioned this in the course of your examination in‑chief, that you regarded tax as being a cost of doing business. So it's recognized as a cost. And the ‑‑ if we stick with the circle concept, then the tax allowance would be based upon the utility income.

743

DR. MINTZ:
Sorry, I'm not quite sure what you mean by utility income.

744

MR. FARRELL:
Let's assume that the revenue requirement has been estimated perfectly, such that the amount that would be attributable to the return on equity would equal income or profit in your terms.

745

DR. MINTZ:
Taxable income or actual economic income or ‑‑

746

MR. FARRELL:
No. We'll make it regulatory income at this point or taxable income. Fine, we'll go with that, unless I get myself in trouble.

747

DR. MINTZ:
Those are two very different things.

748

MR. FARRELL:
We're building rates at this point, and we're trying to figure out, in this case I think the issue between your client and mine is, how one calculates the allowance for PILs or taxes, because it's applied to private sector ones that go into the revenue requirement.

749

So what I am trying to understand is that if costs have been estimated perfectly, then the amount of interest expense incurred would be covered by the debt component of the return on rate base. If all of the other costs, O&M, property tax, depreciation and so on are equal, then what would be left over would be the return on equity component of the return on rate base. Are you following me so far? Do you agree with me to that extent?

750

DR. MINTZ:
There's two problems in that, of course. But if the assumption here is that all disregarded costs were zero, as I think you're trying to say here, then that would be half the equation. The other half would be, of course, differences between taxable income and profits themselves, because one cannot presume, necessarily, that the actual corporate tax is going to be exactly reflective of the profit. And there is a huge number of differences between taxable income and book profits, which is what I alluded to in the text of my original submission.

751

MR. FARRELL:
Okay. Well, I think we're going to have to spend a little bit of time trying to get to the same end point here, Dr. Mintz. I'm still in the course of trying to see how your recommendations fit into the regulatory model that the Board applies. And the Board does have a way of calculating utility income taxes, utility PILs ‑ or whatever label you want to put on it ‑ but I think of it as the tax allowance for ease of reference.

752

DR. MINTZ:
Mm‑hm.

753

MR. FARRELL:
And conceptually, anyway, the tax allowance would be applied to the dollars that are attributable to the return on equity, everything else being equal. By that I mean every other cost is covered precisely by rates, so the only thing left to be covered is the return on equity.

754

DR. MINTZ:
I would agree with that, if you're allowing all interest expenses to be deducted, or to be, you know, to be ‑‑ there's no deemed debt‑equity ratio, in other words. And I would also agree to the extent that we simply look at a tax calculation as a tax calculation that's based on how the Income Tax Act and the provincial Capital Tax Act, et cetera, are actually defined, how to calculate those things. And, once you compute those taxes, it would be subtracted from ‑‑ or treated as one of the costs for the revenue requirement.

755

MR. FARRELL:
I think I'm following you. I think what you're saying is, when we get to the tax provision line of the revenue requirement, you would look at what the box pays, not what the circle might pay if it were the taxable entity.

756

DR. MINTZ:
Well I'm not quite sure what you mean by the box and the circle, but ‑‑

757

MR. FARRELL:
Well, the box is the corporation and the box has expenses that the Board doesn't recognize for rate‑making purposes, and the circle has only those expenses.

758

But can we get to the point where we can agree that, however this works out, there will be a component of rates that are attributable to the return on equity, and that's the part that the shareholder gets. That's his money, if I can put it that way.

759

DR. MINTZ:
Well, yes. But you see the way I understand ‑‑ just as we've gone through in terms of setting the rate, the regulatory ‑‑ or the rate of return on capital, the required rate of return ‑‑ there is ‑‑ when you calculate the cost of equity financing, that is net of corporate taxes to be paid. So that you've already, in a sense, included it into the revenue requirement calculation.

760

MR. FARRELL:
Are you saying that your understanding of regulation is that the cost of equity that is built into the rate of return that's applied to rate base is a net of tax ‑‑

761

DR. MINTZ:
‑‑ Net of corporate tax ‑‑

762

MR. FARRELL:
‑‑ net of corporate tax percentage?

763

DR. MINTZ:
My understanding ‑‑ let me say that this is my understanding of the typical calculation for equity rates of return, which is usually taken from stock market values, et cetera, et cetera.

764

MR. FARRELL:
It's not mine, Dr. Mintz. But if that is yours, I don't know whether I can take you any farther along that line.

765

But whatever ‑‑ however we get the number that is the shareholders' money, to use the vernacular, if the shareholder then decides that, instead of putting the money ‑‑ decides that the distributor, instead of paying the money to it in a dividend, for example, that the distributor, or the utility, should make a political donation that's deductible for tax purposes, you, as I understand it, would say, It doesn't matter that it's your money, Mr. Shareholder, ratepayers should get the tax savings that flow from that decision to make a political contribution.

766

DR. MINTZ:
Well, I think the question becomes of where those political donations ‑‑ or who should end up paying those political donations, which, I guess, gets into the regulatory question about why certain costs are disallowed.

767

MR. FARRELL:
Well, that wasn't what I was putting to you. I was saying that a company knows, or the distributor knows, that if he makes a political donation, that it won't be recognized in rates. That cost will not be reflected in distribution rates.

768

DR. MINTZ:
Correct.

769

MR. FARRELL:
So rates are constructed. The rate includes some amount of money for return on equity, which, in my parlance, is the shareholders' money. The shareholder then says to the management of the distributor, We think it would be a good thing to take some of my money and make a political donation. And as I understand your evidence, both written and your examination‑in‑chief, you would say, Take the tax benefit that accrues, that should otherwise accrue to the shareholder, for spending his money that ratepayers haven't contributed to, and deduct it for purposes of calculating the PILs allowance. Isn't that what you're saying?

770

DR. MINTZ:
Well, I think I would turn it around and say that, if you don't deduct it for the PILs calculation, in effect ‑‑ effectively, the ratepayer is paying for some of the cost of that donation which was originally disregarded as a cost.

771

MR. FARRELL:
In my example, how is that so?

772

DR. MINTZ:
In your example, how is that so?

773

MR. FARRELL:
Yes.

774

DR. MINTZ:
Well, because the owner could have made the political donation itself, and not do it through the utility. And, of course, the owner being non‑taxable will end up ‑‑

775

MR. FARRELL:
Your comment ‑ excuse me for interrupting you ‑ but your comment has gone to a narrow part of the level playing field. You're back again to who the owner is.

776

DR. MINTZ:
Well, I think it's important. I mean ‑‑ part of my answer has to do with incentives. The other part has to do with the fact that, typically, in a case where you did have a political donation being made, to the extent that the donation is tax deductible, then that would lead to a reduction in taxes paid, and in a competitive market that would lead to lower prices charged to consumers, as well. So there are two aspects to my answer.

777

MR. FARRELL:
Just on that topic, are you suggesting that, in a competitive market, the suppliers of products and services are price‑setters?

778

DR. MINTZ:
Products of ‑‑

779

MR. FARRELL:
Suppliers of products or services are price‑setters as opposed to price‑takers?

780

DR. MINTZ:
Well, in a competitive market, they would be price‑takers, in a sense. But in a competitive market, where you have competition in the selling of goods and services, prices will adjust reflecting cost.

781

MR. FARRELL:
Including a return?

782

DR. MINTZ:
. Mm‑hm.

783

MR. FARRELL:
Could we move on to the second issue that you refer to on page 2, which is eligible capital expenditures.

784

As I understood what you meant by that term when I read your written evidence, you were limiting your comments and your recommendations to that precise element, in other words, the tax counterpart of goodwill. But I take it from your examination‑in‑chief, somewhere between the time you wrote this and today, you decided that your recommendation should be expanded to include the effect of the fair market valuation on the undepreciated capital cost and the CCA rates that would flow from that. Is that fair?

785

DR. MINTZ:
You mean the 2001 ‑‑

786

MR. FARRELL:
Yes.

787

DR. MINTZ:
‑‑ bump‑up?

788

MR. FARRELL:
Yes. And I think it follows from what we discussed earlier, that the dollar values associated with the fair market valuation, either of assets ‑ so it would be the utility plant ‑ or goodwill, are not included in rate base?

789

DR. MINTZ:
That would be my understanding, yes.

790

MR. FARRELL:
So the utility is not earning a return on or of that value, but a lesser value?

791

DR. MINTZ:
That's correct.

792

MR. FARRELL:
And nevertheless, as I understand your evidence, you're saying that those values that aren't otherwise recognized for rate‑making purposes should be recognized for the purposes of calculating PILs.

793

DR. MINTZ:
That's correct.

794

MR. FARRELL:
And that is so, even though ratepayers are in the hypothesis that says ‑‑ not the hypothesis, the situation I put to you, not really contributing anything toward that value of the increase over net book value to the market evaluation value.

795

DR. MINTZ:
Again, I agree with you in the sense it is a disregarded cost, but I guess my important point again is that, is that this is ‑‑ if it's viewed as a disregarded cost, then I do not see why the ratepayers should lose the tax deduction that is associated with it.

796

MR. FARRELL:
You used an interesting word, "lose". Did they ever have? They didn't ever contribute to those values; right? So what you're saying is ‑‑

797

DR. MINTZ:
Well, "lose" in the sense of the calculation of the actual PILs.

798

MR. FARRELL:
Okay. So come back, I think, if we can for a moment, to the box and circle analogy. Your recommendation is the Board should use in its calculation of the PILs allowance the taxes that the box would be expected to pay, even though those taxes would not be the amount derived if one were to stay strictly with the utility, using the values that are used for the utility.

799

DR. MINTZ:
Again, my assumption is that the PILs calculations, the taxes paid on the PILs are actually in the circle, not outside the circle.

800

MR. FARRELL:
Even though the amounts that would be referable to that PILs calculation are, in part, anyway, outside the circle, because you're recognizing fair market value, which is not inside the circle.

801

DR. MINTZ:
That's correct.

802

MR. FARRELL:
Let me ask you this, a different sort of way of addressing who gets what in terms of the PILs' allowance. How would you deal with a situation in which ‑‑ or how would you recommend the Board deal with a situation in which there was a certain load forecast? In other words, there's going to be this volume of electricity consumed during the particular year, normally what we call the test year, on which rates are made. And then, for whatever reason, the cold weather ‑‑ cold in the winter, hot in the summer, that the load forecast is exceeded in actuality such that the utility ‑ I'll make it neutral ‑ the distributor makes more money by virtue of having delivered a lot more than had been anticipated in the rate‑making exercise. So that there would be more income and, therefore, greater PILs paid actually than had been used for forecasting purposes. Does it follow, from your recommendation, that those extra taxes should be added back to the rates that ratepayers pay?

803

DR. MINTZ:
Actually, I was not ‑‑ in preparing, I was not asked to deal with true‑ups and the differences between actual and forecasted tax payments. So my submission was based on the idea that the amount of PILs or the calculation of the PILs that go into the rate of return regulation is that the actual is actually equal to the expected. But knowing full well that actually it is really the expected PILs that I am talking about in this submission. So I don't have anything to say about ‑‑ that needs a lot more thought, and I am, frankly, not prepared for that.

804

MR. FARRELL:
Fair enough. Just so I understand what you're saying then, is that you're not dealing with true‑up. What you're saying is the Board should, using estimates, whether they're based on historical numbers with adjustments for normalizing purposes or otherwise, the Board should, in applying the tax rates like CCA or whatever in the calculation ‑‑ should use what's expected to be actually paid by the box?

805

DR. MINTZ:
What's expected to be actually paid by the circle? Or whatever.

806

MR. FARRELL:
No, I'm asking you what ‑‑ it seems to me that ‑‑

807

DR. MINTZ:
I mean, there is an issue about, you know, there's uncertainty with respect to tax calculations, things might turn out better or worse. That's a question of risk in the tax payments. And whether the ratepayers or whether the owners should bear that risk, it's just an issue I'm not really prepared to discuss.

808

MR. FARRELL:
All right.

809

DR. MINTZ:
But I understand the point that you are trying to allude to.

810

MR. FARRELL:
Just turning to the last issue you were asked to look at, which is capital gains and losses on the disposition of distribution assets. Again, I guess what you're saying is whatever would actually be paid ‑‑ whatever the actual tax consequences would be, should be reflected.

811

MR. FARRELL:
Regardless of the type of property involved? Depreciable versus nondepreciable. We need a yes.

812

DR. MINTZ:
Correct.

813

MR. FARRELL:
Can I have a moment, Mr. Chairman?

814

MR. KAISER:
Yes, certainly.

815

MR. FARRELL:
I'm having a little huddle here. Excuse me.

816

I'm reminded I overlooked something earlier in my notes, Dr. Mintz. Just give me a minute.

817

DR. MINTZ:
That's fine.

818

MR. FARRELL:
I would like to take you back for a minute to the discussion that we had about shareholders spending its money on a political donation. As you see things, the tax benefit that would flow from using dollars attributable to the return on equity to make a political donation, the tax benefits should nevertheless flow to ratepayers. Would you agree with me that a consequence of that is that the ‑‑ notwithstanding the Board intended the return on equity to be a fair return, in terms of dollar amount, that in your scheme of things, by taking the tax benefits to ratepayers that the consequence of the utilities' decision would be to earn less than the fair return?

819

DR. MINTZ:
Well, it depends on what you mean by "fair return." If you think of the fair return as an appropriate return that would be allowed on the costs and the capital, or taking into account the costs and the capital that is invested in the utility in the provision of supply, then the fact that the tax savings accrue to the ratepayers, in my view, would not necessarily be unfair. Because the Board has ‑‑ whatever wisdom it has taken ‑‑ has decided to disallow the political donations to be included in the costs.

820

So it goes back to really my point, which is to say that normally such cost deductions would lead to a reduction in tax that would be to the benefit of consumers, ultimately, through the incidence of the corporate tax. To the extent that it has decided to give it to the owner, then it has the impact of providing a subsidy towards the use of political donations by the corporation, which has been expressly disregarded as cost.

821

MR. FARRELL:
Well, I have to say, Dr. Mintz, that I simply don't follow your answer, but that is not ‑‑ I won't waste the Board's time trying to sort that out.

822

But does your answer, in part, reflect your earlier comment to me, that in calculating the cost of equity, one ‑‑ calculating the cost of equity on an after‑tax basis, as opposed to achieving the same end through the mechanism of a tax allowance?

823

DR. MINTZ:
Well, what I was trying to say is that, when you go through the estimate of the cost of equity, under the typical calculations that are done by finance experts, what they do is they measure stock market rates of return, and they try to get comparables to calculate what is the real ‑‑ what is the required nominal return on equity, which would take into account the patience that people have in delaying their consumption when they invest in a company through equity funding, as well as the risk premium. But when you actually go through that calculation, you're working with the stock market returns that reflect the corporate tax payments that have already been done. In other words, it reflects the after‑tax profitability in getting to that cost of equity financing.

824

And then that's used as the benchmark in the allowable ‑‑ I was specifically referring to that. That gets to the calculation of the required rate of return on equity that's permitted for the utility.

825

MR. FARRELL:
Do you know whether that is what this Board does?

826

DR. MINTZ:
No, I don't. I'm just assuming that ‑‑ this is the typical calculation that I have seen done ‑‑

827

MR. FARRELL:
Thank you.

828

DR. MINTZ:
‑‑ in finance.

829

MR. FARRELL:
Two other areas, Dr. Mintz. One is back to the notion of a level playing field, and the difference between what I will call bump‑up goodwill and purchased goodwill. Are you saying that you would make no distinction between the two?

830

DR. MINTZ:
Well, in the case of the bump‑up that was in 2001, that was a one‑time change that reflected, really, a shift in moving from, let's say, a regime in which government‑owned utilities did not have to pay taxes and in which they would have to pay taxes and all the revenue would accrue to the Ontario government as a result.

831

That, clearly, is different than the case of the ‑‑ of goodwill, let's say, a change in ownership of a company, let's say, going from, you know, one owner to another, and there is a purchase of goodwill associated with the acquisition, and, therefore, an evaluation is made on that, and, therefore, included in the treatment of capital cost allowances for tax purposes.

832

MR. FARRELL:
Thank you for that. But what I'm wondering is, in your recommendation, would you disregard that distinction in saying how the Board should treat the tax savings that are attributable to goodwill, whether it's as a result of a one‑time bump‑up or as a result of a purchase transaction?

833

DR. MINTZ:
In effect, I end up with no distinction between the two cases in terms of my recommendation, in the sense that, in the case of normal goodwill, if it was viewed as a disregarded part of the capital base, then, therefore, the same application of the principles that I alluded to would apply in goodwill as it would with political donations and other expenditures.

834

And in the case of the initial bump‑up, I added the ‑‑ in the initial ‑‑ the other point, which is, effectively, the bump‑up led to a reduction, just like corporate rate reductions that occurred after 2000 in Canada.

835

MR. FARRELL:
Thank you. I just want to return to one last point, now, and that is, just back to the level playing field concept, to make sure I have your view clearly on the record, that what you are recommending would apply in terms of calculating the tax allowance, would apply to privately‑owned electricity distributors, as well as publicly‑owned electricity distributors.

836

DR. MINTZ:
Well I think in the ‑‑ yes. Well, I think so, yes.

837

MR. FARRELL:
And so, for example, it would apply to Great Lakes Power as well as Toronto Hydro, to the extent Great Lakes Power is a distributor?

838

DR. MINTZ:
Well, it depends on how you develop the appropriate calculation ‑‑ or I mean the appropriate rules. But yes, it would apply to ‑‑ whether it is privately‑ or publicly‑owned in that case, again, because of the corporate tax incidence question about recovery of lower prices as a result of reductions in corporate tax payments.

839

MR. FARRELL:
Now ‑‑ thank you for that. Just sticking with Great Lakes as an example, if one assumes that the box in our analogy is the Great Lakes Corporation and that the circle ‑‑

840

DR. MINTZ:
By the way, I'm not on the board of Great Lakes.

841

MR. FARRELL:
I know, I understand you're on the board of the parent. But the circle within the box that is the Great Lakes corporate entity are the distribution costs, the utility costs in this sense. How would you calculate the PILs allowance? Would you take what the box pays ‑ that is more than distribution ‑ or just what distribution pays, or should pay?

842

DR. MINTZ:
Well, again, I can't go through Great Lakes structure, because I'm really not familiar enough with it. But suppose that you had different entities that were operating separately. Then the PILs calculations would be done for the different entities.

843

MR. FARRELL:
I'm asking you to assume that the Great Lakes single tax‑paying corporate entity has a generation operation, a transmission operation, and a distribution operation. And, for our purposes, only the distribution operation is in the circle. The box is paying taxes, not PILs. What would you recognize in the tax calculation that is attributable to the distributor within the circle, what the box pays or what the circle would pay, as if it were a legal entity?

844

DR. MINTZ:
Okay. Well, again, I guess that goes back to what I was trying to allude to. I mean, suppose that, something like Great Lakes Power, you had taxable activities and things that were subject to regulatory PILs payment. Then, effectively, I would ‑‑ first of all, I would try to segregate the incomes for the different activities, and then take into account the tax payments that would be associated with each of them.

845

There are, however, certain expenditures and income flows that may be very difficult to segregate, and interest expense on debt is one very good example of that. And so that, in principle, what a corporation would do, if it's operating all three types of activities under one single entity, the interest expense, of course, is perfectly fungible amongst all the different types of activities that are undertaken, so, therefore, you know, it is very hard to specifically say that that interest expense is only traced to a particular investment of one type versus another.

846

Some people might use an allocation method of trying to split up the interest expense in that way, or they might have, as we've seen some governments doing in the multi‑national framework, they might have some rules, such as thin‑capitalization rules, which is almost like the deemed‑debt structure that says only interest expenses associated with that would be appropriately deductible for corporate income tax purposes in our jurisdiction; everything else we will treat otherwise as a dividend payment to a related‑party owner.

847

MR. FARRELL:
As I hear you, Dr. Mintz, what you're saying ‑‑ referring to allocating these expenses, and so on, is that you would, in effect, for the distribution operations, create a stand‑alone utility.

848

DR. MINTZ:
Well, I can't comment on what is a stand‑alone utility. That is a regulation concept, and I'm not a regulatory expert so I wouldn't want to define exactly what that means.

849

But what I am trying to say is that some ‑‑ it is easy to shift some expenditures amongst different types of activities, once you do define these different types of activities, and how you want to segregate them. And businesses have the opportunities to do that.

850

MR. FARRELL:
Thank you for that. Do you know ‑‑ I know if ‑‑ I would say conditions your answers ‑‑ I don't mean that in a pejorative way, but you're not a regulatory expert. Do you know whether there is any regulator of electric or gas utilities that calculates an income tax allowance in the way you're recommending for PILs? Tax‑allowance PILs or otherwise?

851

DR. MINTZ:
I'm not aware of it, but, on the other hand, I'm not aware of any regulatory system in the world that has what Ontario's currently doing with its PILs calculation.

852

MR. FARRELL:
Thank you, sir.

853

Those are my questions, Mr. Chair.

854

MR. KAISER:
Thank you, Mr. Farrell.

855

Mr. Rogers, I'm going to take the afternoon break now, if that's convenient.

856

MR. ROGERS:
Yes, sir.

857

MR. KAISER:
We'll take 15 minutes, and we plan on adjourning at 4:30.

858

MR. ROGERS:
Very well. I won't be very long.

859

MR. KAISER:
Thank you.

860

‑‑‑ Recess taken at 3:00 p.m.

861

‑‑‑ On resuming at 3:12 p.m.

862

MR. KAISER:
Please be seated. Mr. Rogers.

863

CROSS‑EXAMINATION BY MR. ROGERS:

864

MR. ROGERS:
Professor Mintz, my name is Don Rogers. Good afternoon. I represent Hydro One in these proceedings and I have a few questions for you. I listened with great interest to your evidence. You're currently a teaching professor at the University of Toronto I understand.

865

DR. MINTZ:
I'm not teaching this term, but I taught last term.

866

MR. ROGERS:
Dealing with your regulatory experience, you've been quite candid about that, you've had some but not very much. Would that be fair to say?

867

DR. MINTZ:
That's correct.

868

MR. ROGERS:
And you have never given evidence on capital structures in a utility regulatory case.

869

DR. MINTZ:
That is correct.

870

MR. ROGERS:
I gather you don't even approve of deemed capital structures.

871

DR. MINTZ:
Sorry?

872

MR. ROGERS:
You don't approve of deemed capital structures, as I understand from your evidence.

873

DR. MINTZ:
I wouldn't say I have that view. I think there is always questions about, for example, how you treat capital and the replacement cost capital. By the way, there is a fair amount of knowledge I have about those sorts of things, but not in a regulatory setting.

874

MR. ROGERS:
No, I can see that. I can see that. You never taught a course in regulatory economics.

875

DR. MINTZ:
No, I teach tax.

876

MR. ROGERS:
You teach tax, yes. And you have said you do not consider yourself to be an expert in regulation.

877

DR. MINTZ:
That's correct.

878

MR. ROGERS:
You've read Ms. McShane's evidence.

879

DR. MINTZ:
Yes.

880

MR. ROGERS:
You've read her extensive curriculum vitae.

881

DR. MINTZ:
Yes.

882

MR. ROGERS:
You would agree that she is an expert in regulatory affairs?

883

DR. MINTZ:
I suppose so, yes.

884

MR. ROGERS:
So to the extent that you and she differ, you would expect the Board to give some deference, at least, to her as the superior expert in the field in which we finds ourselves.

885

DR. MINTZ:
You mean the regulatory side or the tax side?

886

MR. ROGERS:
In the regulatory side.

887

DR. MINTZ:
I would say that she would be certainly more expert than I with respect to regulatory issues, and on tax incidence issue, I would expect that I would be more of an expert in that area.

888

MR. ROGERS:
This Board deals more with regulation of utilities than tax policy, you understand that professor?

889

DR. MINTZ:
Yes, I do understand that.

890

MR. ROGERS:
Now, can you help me with a few questions I have about your evidence, this is in your field now. This is in taxation, not regulation. I want to follow through an example that my friend, Mr. Farrell put to you to make sure I understand it, dealing with the deduction of, let us say, charitable donations. You recall the discussion you had with Mr. Farrell about the scenario where the corporation had, let's say, $100,000 of allowed return, profit. Are you with me?

891

DR. MINTZ:
Hm‑hmm.

892

MR. ROGERS:
And the utility would then have a choice as to what to do with that 100,000 of allowed return; correct?

893

DR. MINTZ:
Correct.

894

MR. ROGERS:
And the 100,000 in the regulatory world would be an amount, a part of the component that the Board approved as a reasonable return to the shareholders, the owners of the business.

895

DR. MINTZ:
Yes, I would agree with that.

896

MR. ROGERS:
Now, the shareholders could then, with this 100,000, could do a number of things with it. They could pay it out in dividends to the shareholders.

897

DR. MINTZ:
That's correct.

898

MR. ROGERS:
They could reinvest it in another business.

899

DR. MINTZ:
That's correct.

900

MR. ROGERS:
Or they could, among other things, decide to make a charitable contribution with that money that they had earned; correct?

901

DR. MINTZ:
That's correct.

902

MR. ROGERS:
If they made a charitable contribution, as you point out, there would be a tax benefit to them.

903

DR. MINTZ:
That's correct.

904

MR. ROGERS:
That is because the government has deemed that it is in the public interest to encourage people to make charitable contributions.

905

DR. MINTZ:
That's correct. People or corporations.

906

MR. ROGERS:
Right. And so the shareholders of our fictitious corporation might be persuaded by government policy to make a contribution of their money to a charitable contribution recognizing that they would enjoy, at least, a tax benefit or tax reduction and get some of that 100,000 back; right?

907

DR. MINTZ:
That's correct, and of course ‑‑

908

MR. ROGERS:
All right. Now ‑‑ you say, okay, that tax benefit that the government held out to encourage the corporation to make the charitable contribution should be passed fully down to the ratepayers. That's your theory.

909

DR. MINTZ:
Well, I think it depends on where the charitable deduction is taken. If there was a charitable donation taken against the unregulated forms of income, then, yes, that is one thing. If it's taken against the regulated form of income and the regulator says that that charitable deduction is not going to be recognized as an expense, I have a different view.

910

MR. ROGERS:
Well, typically, utility boards disallow charitable expenses. Do you agree with me about that?

911

DR. MINTZ:
Well, I'm not a regulatory expert, but I will agree with you.

912

MR. ROGERS:
Neither am I, but I think I'm correct on that.

913

DR. MINTZ:
I don't know that for certain.

914

MR. ROGERS:
Now, suppose with our 100,000, this utility, rather than making a charitable contribution, and rather than keeping the money itself for its shareholders, paying it out in dividends, it decided to invest in another business and buy some mining stock. Are you with me?

915

DR. MINTZ:
Hm‑hmm.

916

MR. ROGERS:
Let's suppose the mining stock turned out to be a very lucky pick and it earned a 50 percent return.

917

DR. MINTZ:
Hm‑hmm.

918

MR. ROGERS:
Do you understand my hypothesis?

919

DR. MINTZ:
Hm‑hmm.

920

MR. ROGERS:
You have to say, yes or no.

921

DR. MINTZ:
Yes.

922

MR. ROGERS:
If that were the case, then that corporation would have increased income taxes to pay, would it not? Whether it's capital gains taxes or what not, but increased taxes.

923

DR. MINTZ:
Yes, on the mining shares, correct.

924

MR. ROGERS:
Now, on your theory, they would have to, therefore, go back to the ratepayers and have them pay more because the tax rate was higher than those built into the rates.

925

DR. MINTZ:
The tax rate? Well, that ‑‑

926

MR. ROGERS:
That follows, doesn't it?

927

DR. MINTZ:
No, because that would be ‑‑ it depends. I would assume that that would not be included.

928

MR. ROGERS:
I beg your pardon?

929

DR. MINTZ:
Could you explain your ‑‑ just go through the last step, because it is not clear to me why the investment in an unregulated activity would all of a sudden be related to the regulator.

930

MR. ROGERS:
The charitable contribution isn't a regulated activity, the Board specifically excluded it.

931

DR. MINTZ:
Right.

932

MR. ROGERS:
So it is just like the investment that this fictitious company made in the mining stock.

933

DR. MINTZ:
Correct.

934

MR. ROGERS:
Well, if what's good for the goose is good for the gander. If the ratepayers get the benefit of the tax deduction because I chose to give it to a charity, why should they not also pay the cost if I choose to invest it in another business that yields a bigger return than allowed by the Board?

935

MR. ROGERS:
Oh, because this is a ‑‑ I guess it goes ‑‑ but the investment in the mining ‑‑ maybe this is the part I don't understand, and this is why I'm not a regulatory expert, but I was assuming that the investment in the mining stock would not be included in the rate base.

936

MR. ROGERS:
No, it wouldn't be because this utility is a stand‑alone regulated utility.

937

DR. MINTZ:
Correct. In fact, the investment would be, in principle, deductible or the expenditure through either, if it was a real expenditure, would be through capital cost allowances or under the capital gains regime, be treated as an original cost of the ‑‑ or the cost basis for assets in determining capital gains tax, that that would be a separate calculation outside the circle.

938

MR. ROGERS:
I don't know how you would calculate it, but my point is simply this: If you look at the actual tax paid by that utility, as you were recommending to this Board, then you must take the good with the bad. The actual tax paid by my hypothetical utility would be higher than the ratepayers had previously paid, and hence you would advocate a surcharge.

939

DR. MINTZ:
In principle, I understand the point you're making. In fact, I would accept the good should go with the bad except for one point, and that is I don't see why the charitable deduction has to be taken against income of the regulated utility, as opposed to income in the unregulated part, which therefore, it would still be able to get its deduction but would not affect the PILs calculation.

940

MR. ROGERS:
Just coming to this PILs calculation, I have a question for you there too, Professor. As I understood your original testimony, before today, but when I read your original testimony, one of the lynch pins in your argument, and I understood the logic, was that to the extent that PILs payments are reduced by these tax deductions, the debt will be paid down more slowly.

941

DR. MINTZ:
That's correct.

942

MR. ROGERS:
Hence the ratepayer is a loser, in a sense, because he or she will have to make up that shortfall in the debt.

943

DR. MINTZ:
In the debt retirement charge.

944

MR. ROGERS:
In the debt retirement charge; right?

945

DR. MINTZ:
That's correct.

946

MR. ROGERS:
I want you to help me with that, because I'm not sure how this works. Am I not correct that the debt retirement charge is fixed by the government?

947

DR. MINTZ:
It is fixed by the government, but it is in place until the debt is completely retired.

948

MR. ROGERS:
All right.

949

DR. MINTZ:
The stranded debt.

950

MR. ROGERS:
Thank you. So that if this Board were to ‑‑

951

DR. MINTZ:
Of course, the actual rate could actually change.

952

MR. ROGERS:
Yes, it could, of course. I understand. But it's an independent calculation.

953

DR. MINTZ:
Hm‑hmm.

954

MR. ROGERS:
It doesn't depend on how many ‑‑ what volume I take, I pay the same per unit, don't I, in the debt retirement charge as a consumer?

955

DR. MINTZ:
That's correct.

956

MR. ROGERS:
It's on the commodity charge, I think, isn't it?

957

DR. MINTZ:
But the length of time that you ‑‑

958

MR. ROGERS:
Bear with me. I have to take these in small steps. I'm sorry.

959

DR. MINTZ:
Yes, okay.

960

MR. ROGERS:
So that I as a consumer pay a debt retirement charge on every unit of energy that I consume electricity; correct?

961

DR. MINTZ:
Correct.

962

MR. ROGERS:
And if this Board disagrees with you and does not mandate that the tax savings of these disallowed expenses flow back to me as a ratepayer, my debt retirement charge will not change one bit, will it? Right now.

963

DR. MINTZ:
The ‑‑

964

MR. ROGERS:
Right now.

965

DR. MINTZ:
Let's say the annual charge will not change. But what will change will, of course, be the overall time that it has to be paid.

966

MR. ROGERS:
Right. Because your theory is that, to the extent that the PILs are less, the debt on the utility will be recovered over a longer period of time.

967

DR. MINTZ:
That's correct.

968

MR. ROGERS:
The debt retirement charge will not change. It simply will be paid over a longer period of time.

969

DR. MINTZ:
Yes. So the aggregate amount of the debt retirement charge will be larger over time.

970

MR. ROGERS:
I understand. Now, when will that debt be paid off, according to present plan?

971

DR. MINTZ:
I don't remember the actual date, but it is ‑‑

972

MR. ROGERS:
Is it this century?

973

DR. MINTZ:
Well, that's a good question.

974

MR. ROGERS:
So, under your theory ‑‑

975

DR. MINTZ:
It will be done. At least, it is supposed to be done.

976

MR. ROGERS:
Well, under your theory ‑‑ to understand this, your thesis to this Board is that ‑‑ the logic here is that, if the Board does not allow these so‑called tax savings to flow back to the ratepayer, that, at the end of the road, when that last debt retirement payment is made by the consumer, it will be further out than it already is now; right?

977

DR. MINTZ:
That's correct.

978

MR. ROGERS:
So instead of being seven years out, it might be 76 years out; right?

979

DR. MINTZ:
Whatever the number is.

980

MR. ROGERS:
Whatever the number is. Your theory has to assume there will be no change in government policy in the interim about the payment of that debt retirement charge; correct?

981

DR. MINTZ:
Absolutely.

982

MR. ROGERS:
If the government ‑‑ if the next government comes in in five years' time and says, We need this money for health care, it's not going to go ‑‑ PILs aren't going to go to pay down debt, it will go into the general revenue to help pay for health care, then your theory falls apart, doesn't it?

983

DR. MINTZ:
They would have to make a legislative change to do that.

984

MR. ROGERS:
Right. That's quite possible, though. Don't you think that might happen over the next 75 years?

985

DR. MINTZ:
Anything in the world is possible. We could abolish the corporate income tax ‑‑

986

MR. ROGERS:
I agree.

987

DR. MINTZ:
‑‑ in fact, I have written a paper ‑‑

988

MR. ROGERS:
What's that?

989

DR. MINTZ:
I said I have written a paper that corporate income tax could completely disappear off the face of the world.

990

MR. ROGERS:
You wrote a paper on that?

991

DR. MINTZ:
Yes.

992

MR. ROGERS:
You believe that?

993

DR. MINTZ:
Yes.

994

MR. ROGERS:
Well, it's a temporary measure, I know that.

995

DR. MINTZ:
At least since 1917.

996

MR. ROGERS:
1917, that's right.

997

DR. MINTZ:
September 20th, to be exact.

998

MR. ROGERS:
Okay, thank you. Now, I have one other area of enquiry for you, Professor. I represent Hydro One. Are you aware that Hydro One is quite different from most of the other LDCs that you've been talking about, in terms of its PILs obligations?

999

DR. MINTZ:
No, I have to admit, I'm not aware of the differences.

1000

MR. ROGERS:
Well, I'm instructed that it is different in that Hydro One contributes to stranded debt by virtue of PILs, but also ‑‑ as well as by contributing its net income to ‑‑

1001

DR. MINTZ:
That I knew.

1002

MR. ROGERS:
‑‑ to debt retirement.

1003

DR. MINTZ:
Yes, that I knew.

1004

MR. ROGERS:
That is to say, the stranded debt reduction by Hydro One is equal to the PILs which it pays to the OEFC, plus ‑ plus ‑ the net income of Hydro One, less the interest on debt incurred by the province in acquiring it. Do you understand that?

1005

DR. MINTZ:
Yes.

1006

MR. ROGERS:
Okay. So that ‑‑

1007

DR. MINTZ:
I mean ‑‑ but the PILs is calculated in the same way, isn't it?

1008

MR. ROGERS:
PILs is, I believe. But in addition to that ‑‑

1009

DR. MINTZ:
‑‑ that's what I thought you meant.

1010

MR. ROGERS:
In addition to that, my client makes other substantial payments to the debt retirement; do you understand that?

1011

DR. MINTZ:
Mm‑hm.

1012

MR. ROGERS:
Yes?

1013

DR. MINTZ:
Yes.

1014

MR. ROGERS:
So that you would agree, I assume, that your hypothesis with respect to the other utilities would not apply to my client, because is it already paying additional amounts to the debt retirement charge.

1015

DR. MINTZ:
With respect to that point ‑‑ with respect to the PILs point, I can see that, if Hydro One pays less PILs, then they will have higher net income and, effectively, can make a higher dividend payment to the province that would allow for the retirement of debt, if that is what you're implying. I'm assuming that the net income is being paid as a dividend as opposed to being reinvested in Hydro One capital assets, which, of course, yields dividend payments in the future.

1016

MR. ROGERS:
Well, will you take it from me that my client pays more under the debt retirement charge than any of my friends' clients in this room?

1017

DR. MINTZ:
I will believe that.

1018

MR. ROGERS:
I think that is correct. And if that is so ‑‑

1019

DR. MINTZ:
Assuming you have income and not losses.

1020

MR. ROGERS:
Yes, that's right. That's right.

1021

DR. MINTZ:
I haven't looked at Hydro One's books for awhile.

1022

MR. ROGERS:
I haven't, either. They do pay taxes, I'm told.

1023

DR. MINTZ:
Okay.

1024

MR. ROGERS:
So, they would be quite different, and would be worthy of separate consideration by this Board when dealing with your proposal.

1025

DR. MINTZ:
Only with respect to the PILs argument. But if you go back to the point of the corporate tax incidence argument, I'm not sure that I would change my view.

1026

MR. ROGERS:
All right. But in the PILs argument, certainly, you would have to agree that they are in quite a different position from other LDCs.

1027

DR. MINTZ:
That I would agree with, yes.

1028

MR. ROGERS:
All right, Professor. Thank you very much.

1029

I think those are my questions. Thank you very much.

1030

MR. KAISER:
Thank you, Mr. Rogers.

1031

Mr. White, do you have any questions?

1032

CROSS‑EXAMINATION BY MR. WHITE:

1033

MR. WHITE:
Yes, I do.

1034

In your discussions, you talked about municipal debt. Is there any ‑‑ have you looked at the municipal debt structures of the local distribution companies?

1035

DR. MINTZ:
Not for awhile, no.

1036

MR. WHITE:
Okay. Are you aware of ‑‑ like, there's ‑‑ from your comments, I took it that you were referring to maybe virtual debt which was established as part of the corporation, corporatization process.

1037

Was there any direct debt within the municipally‑owned LDCs where, say, acquisitions were made and debt was incurred for those, and so that what we're talking about is real debt instead of corporatization debt ‑‑

1038

DR. MINTZ:
Well, I'm not quite sure what you're ‑‑

1039

MR. WHITE:
‑‑ that was placed with third parties by the municipality.

1040

DR. MINTZ:
Let's put it this way: If there was an LDC and it was borrowing money, it could borrow money from third parties; correct?

1041

MR. WHITE:
Not pre‑corporatization.

1042

DR. MINTZ:
Okay.

1043

MR. WHITE:
The statute requires them to do their borrowing through the municipal corporation.

1044

DR. MINTZ:
I'm just sort of giving the hypothetical right now.

1045

MR. WHITE:
I see.

1046

DR. MINTZ:
There could also be non‑arm's length debt that one borrows from the municipality. In other words, the municipality holds the debt of the ‑‑ or some of the debt of the LDC. And I think my comment was that there is an ability to shift interest deductions from the municipality, or the owners' books, to the LDC. And, if there is some tax savings that could be accomplished with that, there will be an incentive to do that. That was really my point, in a non‑arm's length situation.

1047

MR. WHITE:
If it could be demonstrated that that was not the case, would you be more comfortable with the regime?

1048

DR. MINTZ:
Let me put it this way: I would be surprised if it were not the case, since that's simply good management practices in order to ‑‑ to the extent to reduce costs or to improve the situation as much as possible. But I don't know the exact numbers to say, empirically, what went on, plus there's all sort of factors that influence debt levels besides tax considerations. And that I can tell you from my own published work in the area of taxation and finance.

1049

MR. WHITE:
Are you aware of the statutory regime that governs placing of debt between municipal corporations and the local distribution companies?

1050

DR. MINTZ:
No, I'm not a ware of those.

1051

MR. WHITE:
I see.

1052

DR. MINTZ:
Not the specific statutory regime.

1053

MR. WHITE:
My understanding ‑‑ can I take you somewhere else for a minute.

1054

My understanding of economic evaluations, going forward, is that ‑‑ I'm going back a few years to my somewhat limited training in economics, so you will have to bear with me if I stumble a little. But there is a reliance for proper decisions to be made, that the market will have the knowledge that is necessary to make the right decisions. Is that a fair premise behind most economic theory?

1055

DR. MINTZ:
Well, I think there is a concept of rationality, if that's what you're driving at?

1056

MR. WHITE:
Okay.

1057

DR. MINTZ:
Yes, I think that's ‑‑ economists tend to work with that as a working hypothesis, that people are rational.

1058

MR. WHITE:
If this Board decides on significant changes in tax rules, and they were to apply those rules retroactively as opposed to proscriptively, would that produce the desired economic outcome?

1059

DR. MINTZ:
I can't talk about the regulatory side, I'm just not familiar with it, but there is a very important literature in taxation that talks about retrospective tax changes. And usually tax policy experts, including myself, do not like retrospective tax changes. It undermines confidence in the tax system and trust in the tax system. But that is all I could comment on.

1060

MR. WHITE:
Okay. For a regulated entity, if it experienced those kinds of changes, would you at a 90,000‑foot level, without being an expert on regulation, would you perceive that the utilities' risk would have increased as a result of that kind of taxation policy and changing of the tax rules from a regulatory point of view?

1061

DR. MINTZ:
It would certainly increase risk associated with future tax payments if governments did do things retroactively and without proper grandfather. I mean, the way to get around it is grandfathering so that people are not affected unfairly by retrospective changes.

1062

MR. WHITE:
From your perspective, would it be appropriate to review the risk premium that were allowed regulated entities at the same time you're making rules with respect to what will be disallowed from a tax perspective or other perspectives? Should they happen contemporaneously or would there be a benefit to that?

1063

DR. MINTZ:
No. I don't see why the risk premium necessarily would need to be revalued because again, it goes back to the point I raised. That assuming that one goes ahead with the specific recommendations, if one decided that the point of view that I gave, that as long as things were done without retroactivity, then I don't think that would necessarily be a significant problem.

1064

MR. WHITE:
If I suggested to you that the rate handbook was based on a historical test year, would that change your answer?

1065

DR. MINTZ:
Possibly. I don't know enough about the subject to really give a careful answer on that.

1066

MR. WHITE:
I have no further questions. Thank you.

1067

MR. KAISER:
Thank you, Mr. White.

1068

Any other parties wish to ‑‑ yes, sir.

1069

MR. McLORG:
Mr. Chair, Colin McLorg. I wonder if I might have the Board's leave to ask a limited number of questions on behalf of Toronto Hydro.

1070

MR. KAISER:
Certainly. Go ahead.

1071

CROSS‑EXAMINATION BY MR. McLORG:

1072

MR. McLORG:
Dr. Mintz, my name is Colin McLorg, and I'm really assisting Mr. Rodger but he had to leave earlier. So I wonder if I could just touch on a few areas where, in my view, there is some residual concern or lack of clarity as to the record that will be before the Board.

1073

Certainly, I don't want to belabour this point, but would it be fair to say, given your earlier statements, that you're not an expert in the precise area of rate making, which would be considered a subset of the general regulatory area. Would that be fair?

1074

DR. MINTZ:
I think that would be fair.

1075

MR. McLORG:
I see. And so would it also be fair for me to assume that you, perhaps, haven't had an opportunity or the inclination, as most normal people would, to avoid having to look at the actual models that are being proposed to calculate utility rates and, in particular, the PILs allowance for utilities. Have you looked at either of those models?

1076

DR. MINTZ:
I'm not quite sure what models you're specifically referring to, but was it in the tax chapter of the handbook?

1077

MR. SHEPHERD:
That would be the narrative part, but there is also a set of models in a spreadsheet format that actually embodied the proposed rules for determination of the revenue requirement, the rates, the PILs allowance.

1078

DR. MINTZ:
I have not seen those ‑‑

1079

MR. SHEPHERD:
You haven't seen those.

1080

DR. MINTZ:
‑‑ spreadsheets, no.

1081

MR. McLorg:
Just to be clear for the record, is my understanding correct that your assertion is that, going back to the example that has been cited by several of the counsel here, in the example of a charitable donation, let's say, made by the utility out of its own earnings, unless there is recognition of that in the determination of the PILs allowance, I believe the word you used was that there would be a subsidy flowing from customers to the utility. Let's just put it like that. Was that a fair statement of what you were saying earlier?

1082

DR. MINTZ:
Yes.

1083

MR. McLORG:
I'm just wondering then, Dr. Mintz, whether you could, for my benefit, certainly, and perhaps for the Board's benefit, illustrate for us the mechanism by which this subsidy would flow. I'm looking not for the exact details, but if you could just let me know how an expense that is disallowed could somehow come back to be charged to ratepayers. That's what I'm trying to find out.

1084

DR. MINTZ:
Okay. Well, first of all, let's say if there was an expense of, let's say, 100,000 and I will use 35 percent tax rate as the example.

1085

MR. McLORG:
Yes.

1086

DR. MINTZ:
As in the case of, let's say, a charitable donation or interest expense, whatever it is.

1087

MR. McLORG:
Sure, okay.

1088

DR. MINTZ:
That disregarded cost would not be included in the revenue requirement for determining the rate.

1089

MR. McLORG:
So that would not be included in the revenue requirement. That's right, yes.

1090

DR. MINTZ:
Right. However, the disregarded cost, of course, would be included in the tax calculation for corporate income taxes. It wouldn't affect capital taxes because it is not a ‑‑

1091

MR. McLORG:
I'm with you so far, yes. Thank you.

1092

DR. MINTZ:
But it would result in a reduction in corporate income taxes. At a 35 percent tax rate, that would roughly mean $35,000 in tax savings associated with making that expenditure.

1093

MR. McLORG:
May I just stop you there, very briefly. That tax savings would be accrued by the corporation as opposed to the regulated utility; is that correct? Or is that what you're assuming?

1094

DR. MINTZ:
Well, I'm ‑‑ I guess it depends what you mean by the corporation and the regulated utility. Do you want to exactly clarify what you mean the difference is between the two?

1095

MR. McLORG:
Well, I'm on very thin ice here going over this ground, really what I am trying to get at is just the mechanism. I'm wondering how the customers wind up paying for this. So I'm with you in your example so far, that's fine.

1096

DR. MINTZ:
Okay. So what would happen then is that the lower corporate tax payment would be the responsibility of the corporation, but I'm assuming that the corporation is also the regulated utility.

1097

MR. McLORG:
Okay, that's fine. That's what you're assuming, yes.

1098

DR. MINTZ:
Therefore, that would ‑‑ effectively, there isn't an actual corporate tax payment being made like finally to the federal government and to the provincial government through the Ontario Corporate Tax Act, but there is a PILs payment that is made by the utility. And that PILs payment, of course, will go to the Ontario government.

1099

And the PILs payment itself would be included as part of the overall expenditures that are required for providing service that is regulated.

1100

MR. McLORG:
Can I just stop you there for a second. Did I understand you correctly just now to say that the PILs payment itself ‑‑ which PILs payment are you talking about?

1101

DR. MINTZ:
The actual PILs payment. Well, it depends. I'm assuming ‑‑ there's a question, of course, how you adjust a PILs payment for the charitable donation; right? But assuming that the charitable donation reduces the PILs payment, then the PILs payment will be reduced and, therefore, the revenue requirement associated with setting the rates will be reduced as well, and the rates charged will be lower as well.

1102

Then in addition, and this is because of the Ontario system, which is really quite unique in that case, the PILs that go to the Ontario government are being used to retire the stranded debt. And the stranded debt is being covered by PILs payments plus the retirement debt service charge. And as well as, as we've heard from Hydro One, where they have to, through their net income, end up contributing towards retirement of the stranded debt, that that will also ‑‑ any reduction in that PILs payment will, therefore, have to ‑‑ will have to be passed on to ratepayers, in addition, through higher retirement debt charges over time, because the debt will take longer to retire.

1103

MR. McLORG:
May I just ask you about one of your assumptions. I gather, from what you've said, that you're talking about a situation where the charitable donation is a forecast item and it's known before it occurs and that rates can be set on that.

1104

DR. MINTZ:
Yes. I've been assuming that there is a, you know ‑‑ I'm not trying to distinguish between expected tax payments for the coming year versus actual tax payments.

1105

MR. McLORG:
Okay. So just to be very clear, though, and perhaps I am belaboring this point. But if it were the case that rates for a particular year, let's say 2007, had been set and that there was no mention of this charitable donation because it was coming out of the utility earnings ‑ and it was a disallowed expense to begin with, so there is no mention of it ‑ sometime during 2007, utility management decides to make this contribution, it's not as though there is any rate adjustment that would go along with that to extract a further amount from customers.

1106

DR. MINTZ:
Yes. I mean, you have ‑‑ in a sense, what you're saying is that the expected tax payment will be less because there is an unpredicted charitable donation that was being made. Is that the way I understand what you're saying?

1107

MR. McLORG:
Yes. The charitable donation wasn't forecast at the time, and it was excluded from the rate‑making process, and so rates had been set for that year.

1108

DR. MINTZ:
So then that becomes an issue of how to deal with the differences between expected and actual tax payments, which I'm really not prepared to comment on.

1109

MR. McLORG:
I understood you to say before you weren't asked to comment on those issues.

1110

And just following on, if I may take you to a different area now, just following on Mr. White's questions. Would you say that you're experienced or conversant with any of the governance provisions of municipally‑owned utilities in respect of their relationships with their shareholders ‑‑

1111

DR. MINTZ:
No, I'm not.

1112

MR. McLORG:
‑‑ utility by‑laws, shareholder direction, anything like that?

1113

DR. MINTZ:
I'm not an expert on that.

1114

MR. McLORG:
I see. And would you be aware of any actual instance where a municipality has transferred debt that was issued in its name to a municipally‑owned utility? Has that ever happened?

1115

DR. MINTZ:
Well, it's not a matter of being able to actually do a transfer as in a legal transfer, like take debt from one hand and putting it in another hand. It's the ex ante decisions that could be made about where to borrow, that ‑‑ and there is no legal transfer going on between one entity and another.

1116

MR. McLORG:
So if I understand your suggestion correctly, would it then be the case that utilities would borrow for municipal purposes on behalf of their municipal owners?

1117

DR. MINTZ:
What I'm trying to say is that it would be an incentive to ‑‑ if a municipal owner had its own debt and has ownership in the public utility, and there was going to be decisions made about where to borrow money, then there will be an incentive to put the debt into a utility, to the extent that there could be some tax savings associated with that that could increase the income received by the owner. And that is not a matter of actually saying, I'm going to take some dollars of debt and redo it and put a new name on it and put it there. It's a matter of ex ante making these decisions beforehand about where to place debt. Every corporation does that around the world today.

1118

MR. McLORG:
I see. Well, I don't think anyone ‑‑ at least I don't dispute your assertion that there could be an incentive. I was really just trying to explore the issue of how it would be done, and whether it has ever been done, and whether it could be legally or practically executed.

1119

I want to go back to the box and circle for just a moment and ask whether or not you would be familiar with the fact that many municipal utility ‑‑ municipally‑owned utility corporations have a regulated operation under the jurisdiction of this Board, directly, and, in addition, some operations that are termed as unregulated operations. They're licensed and they're subject to other supervision, but they are not regulated as to rates per se. So that there are municipal corporations that have both a regulated utility and non‑regulated affiliates. You would be aware of that fact?

1120

DR. MINTZ:
Yes.

1121

MR. McLORG:
I see.

1122

DR. MINTZ:
I mean I wouldn't be surprised, let me put it that way. I work at a university and I know that's true, yes.

1123

MR. McLORG:
Perhaps we could just take that ‑‑ if you would be willing to accept that as an assumption.

1124

DR. MINTZ:
Yes.

1125

MR. McLORG:
I'm just wondering, then, in practical terms, what your recommendation would be if the entity that pays PILs has other ‑‑ has other subsidiaries or affiliates beyond the regulated utility, and that the income and expenses of those other affiliates could have an impact on the total amount of PILs paid by the corporation or the holding company overall, what entity ought to be filing financial information with the Board for the purposes of establishing utility rates?

1126

DR. MINTZ:
Now, here, I think you're raising an important issue, and that is ‑‑ my presumption is that the PILs come from regulated part of the activities. And if there are unregulated parts, it would be sitting in a separate entity and perhaps subject to the normal corporate income tax rules of that that would apply.

1127

MR. McLORG:
Could can you confirm your understanding as to what rules do govern that situation, whether utility affiliates are also subject to the PILs regime?

1128

DR. MINTZ:
I cannot confirm that, whether that is the case or not. I haven't looked at that.

1129

MR. McLORG:
Just really one final line of questioning, and I think that this goes along with a couple of questions that were put by Mr. Rogers.

1130

I'm just wondering whether, for example, if we were to take a hypothetical situation in which a regulated utility derived income through means other than distributing electricity to customers. And just as a wild example, I thought that maybe a utility might rent space on the side of its building for a billboard and receive rental income for that. It's clearly not an electricity distribution activity. And if we take the simple example that that taxable entity, the corporation, does nothing other than be a utility and have these occasional income streams, does it follow, from your position, that the tax payable on the income derived from the billboard rental ought to be payable by the utility distribution customers?

1131

DR. MINTZ:
I can see ‑‑ if these things are not segregated, in determining, let's say, the rates and base and things like that, then there could be a mingling of such income and taxes in the determination of the PILs and that the ratepayers will end up paying.

1132

MR. McLORG:
Sorry, that doesn't quite answer the question I intended to ask.

1133

DR. MINTZ:
What I'm saying is ‑‑

1134

MR. McLORG:
Let's suppose that we can track the income very closely and that we know exactly the PILs that's payable as a result of the billboard rental income versus distribution income.

1135

DR. MINTZ:
Mm‑hm.

1136

MR. McLORG:
Nevertheless, there is only the one entity paying PILs.

1137

DR. MINTZ:
Right. And not corporate income taxes in any separate way.

1138

MR. McLORG:
That's correct. And just from a policy or normative perspective, ought utility distribution ratepayers pay the PILs on the income derived from the billboard rental? Does that follow from ...

1139

DR. MINTZ:
In principle I don't think they should ‑‑

1140

MR. McLORG:
I see.

1141

DR. MINTZ:
‑‑ unless the rental ‑‑ this might get to the facts of the case. Sometimes specific rental property actually might be used as a way of, really, in principle, reducing costs, because you're making better use of property that would otherwise be vacant for a period.

1142

And this gets into, I think, a rather complicated issue about the way rate‑of‑return regulation operates and the incentives built in for businesses to try to minimize costs, which is the reason why a number of jurisdictions hadn't moved over to the PBR system, really, as a way of encouraging, let's say, greater incentives to reduce costs.

1143

MR. McLORG:
So would it be fair for me to understand your response, then, as being one that indicates the importance of segregating utility activities from, say, non‑utility activities, including investments, expenses and income?

1144

DR. MINTZ:
Well, I guess what I'm trying to say is it may be very difficult to do it in all situations. I mean, just taking the rental property example, is that ‑‑ you know, let's say I own a building, like Hydro One owns a building. And there is some vacant space for a period. And Hydro One came over to C.D. Howe Institute and said, Hey, we would like to use this space for a period and we will give you a really good rate for rental to use it.

1145

And so it was in the interest to make better use of a financial asset, effectively, or an asset that Hydro One has. And in a sense, that really lowers the cost of using that rental asset. In that case ‑‑ or using the asset that would normally be used in production. Then at some point down the road you might want to get rid of the tenant because you would rather use it for your own purposes to supply the product. In that case, one may not want to segregate that kind of particular activity from the regulated part because it is really part of management of costs. So that's what I'm saying. It could depend on the situation.

1146

MR. McLORG:
My final question is, that you're not particularly aware of any historical practice or policy on the part of this Board governing those types of questions.

1147

DR. MINTZ:
No.

1148

MR. McLORG:
I see. Thank you very much.

1149

Thank you, Mr. Chair.

1150

MR. KAISER:
Thank you, Mr. McLorg.

1151

Ms. Lea?

1152

MS. LEA:
I have a few questions. Thank you, sir.

1153

CROSS‑EXAMINATION BY MS. LEA:

1154

MS. LEA:
Dr. Mintz, my friends have largely asked the questions that I had listed. I have three very specific ones for you.

1155

DR. MINTZ:
Okay.

1156

MS. LEA:
The first is: I understand that in certain cases for distributors, merges and acquisitions activity can give rise to purchase premiums that are disallowed from rate base but that are deductible for tax purposes as eligible capital expenditures. Would passing the tax savings that arises from this on to ratepayers be a disincentive to consolidation of distributors mergers and acquisitions?

1157

DR. MINTZ:
It certainly could be a disincentive, yes. In fact, the fact that the costs are disregarded in the first place could be viewed as a disincentive as well. And so I always think that this goes back to the issue about why certain costs are disregarded and not others, which is a question of rate regulation as opposed to tax incidence.

1158

MS. LEA:
So if the Board wished to at least not discourage consolidation, then it might take into account either the allowance into rate base of those costs or not passing those tax savings on to ratepayers.

1159

DR. MINTZ:
Well, I guess my view is that if it was viewed ‑‑ if the Board viewed it would be a good thing to allow for consolidation and for goodwill to be included in the capital base for rate of return regulation, then clearly the tax savings should go along with that, associated with the deductibility of that.

1160

MS. LEA:
And is it necessarily the case, though, that the tax savings and the actual costs must go in the same direction?

1161

DR. MINTZ:
I don't believe that they have to go in the same direction.

1162

MS. LEA:
Thank you.

1163

DR. MINTZ:
The main ‑‑ okay.

1164

MS. LEA:
I wonder if you could have a look, please, at pages 78 and 79 of draft 2 of the rate handbook. This is the interest deduction question which you've debated with several questioners today. I don't recall hearing from you which of the four alternatives that are listed on those two pages you prefer or are recommending.

1165

DR. MINTZ:
I think what I'm suggesting, deemed interest expense, but let me just look at this more carefully.

1166

MS. LEA:
That would be alternative 1. That is what I understood, but I wanted to make sure I understood your answer.

1167

DR. MINTZ:
Yes. I think alternative 1.

1168

MS. LEA:
So if interest costs turn out to be higher, ratepayers should receive the benefit of tax savings.

1169

DR. MINTZ:
Hm‑hmm.

1170

MS. LEA:
What if the interest costs turn out to be lower and, therefore, the taxes are higher? Should ratepayers pay an additional amount to cover these higher taxes?

1171

DR. MINTZ:
That's been an issue I was giving some thought to over the weekend actually, because it kind of raises an interesting question. Because clearly there is an incentive for debt to be put into the utility and, therefore, the public owner of that utility should have every interest to do that.

1172

MS. LEA:
Hm‑hmm.

1173

DR. MINTZ:
And if they don't do it, then it is ‑‑ it raises the question of whether maybe alternative 3 might be more appropriate. I think that is the one "greater of."

1174

MS. LEA:
How would that be fair, sir? Surely, if ratepayers are going to get the benefit of tax savings, why should they not pay an additional amount when their taxes are in excess?

1175

DR. MINTZ:
It's an argument about maybe the utility really should be making sure that its debt is according to the deemed structure and not using less debt as a result.

1176

MS. LEA:
Hm‑hmm. All right, I think I understand your position there, sir.

1177

The last thing is a small point on pages 79 through 80, 7.1.2.10, regarding the choice that is offered here to applicants to either use the rate base or their estimated 2006 taxable capital as a proxy for rate base for their estimation of taxable capital. Do you see it as a problem or an opportunity for gaming that this remains an option in this section?

1178

DR. MINTZ:
Actually, I wasn't prepared to answer this question.

1179

MS. LEA:
You don't have to give an answer if you don't have an answer, or you tell me.

1180

DR. MINTZ:
I might have a view on that, but I think I would rather think about it a little bit more carefully about how this actually operates.

1181

MS. LEA:
Thank you.

1182

Perhaps one thing you might be able to agree with me on is that it might be useful for the Board to at least get the information about what the taxable capital was so that the Board can compare it with the applied for rate base. In other words, some requirement for disclosure of the 2006 taxable capital estimate.

1183

DR. MINTZ:
Yes. I mean, just to stand back, and this is not to answer this specific point, there's some very important differences between what is taxable capital under the capital tax regime and what gets included in potentially in a rate base.

1184

MS. LEA:
Clearly. I think the idea here was so that folks wouldn't have to go to the trouble of estimating taxable capital. If there's a small utility, we'll just do it with your rate base. I think it was meant to makes it easy.

1185

DR. MINTZ:
Right. And there are some things. For example, the investment allowance under the capital ‑‑ I will just talk about the capital tax and name all the differences from book value of assets. The capital tax, for example, will have an investment allowance for investments in other entities. And this is to avoid double taxation under capital taxation, where let's say you have one company that owns another company, and the company that is being owned is already paying capital taxes. So if you impose capital tax on the equity ownership in the other company, then you're imposing a double tax under the capital tax. So they give an investment allowance to avoid double taxation under capital taxation between entities. You know, when you have ownership between entities, that is one example.

1186

Another one is accounts payable under most provincial capital tax regimes, and I forget the Ontario rules exactly, but the provincial capital tax regime, most of them do not include debt that is less ‑‑ accounts payable for less than one year as parts of taxable capital. So there is, you know, a whole bunch of things under the capital tax that will differ from what you would normally think is book value of assets.

1187

MS. LEA:
So I guess what I'm hearing in your answer is that there might be a material difference between the rate base and the estimated taxable capital.

1188

DR. MINTZ:
Yes.

1189

MS. LEA:
Thank you. Thank you very much, sir.

1190

Thank you, Mr. Chair. Those are my questions.

1191

MR. KAISER:
Thank you, Ms. Lea.

1192

Mr. Shepherd, any re‑examination?

1193

MR. SHEPHERD:
I just have one question, Mr. Chairman.

1194

RE‑EXAMINATION BY MR. SHEPHERD:

1195

MR. SHEPHERD:
Dr. Mintz, Mr. McLorg was asking you about the possibility that there are two separate business activities in one entity. So let's pursue that hypothetical.

1196

You have an entity that carries on the regulated business and has income from that and expenses, and that same entity also has an unregulated business that has income and has expenses, and both of those activities have a PILs amount payable. You understand the hypothetical?

1197

DR. MINTZ:
Yes.

1198

MR. SHEPHERD:
Did I understand you to be saying that you should treat the PILs payable on the ‑‑ let me ‑‑ you should treat the PILs payable on the unregulated activity as part of the prices in that activity and the PILs payable on the regulated activity as part of the prices on that activity? Is that what I heard you say, or is that not correct?

1199

DR. MINTZ:
Well, I think part ‑‑ I'm not completely aware exactly how the PILs calculations are done when it comes to the split between regulated and unregulated activities. What I do know is under the Income Tax Act there is a concept that when a tax‑exempt company earns business income, that it will be subject to normal corporate income taxation. So my presumption was that the unregulated parts would be subject to normal corporate income taxation and not be subject to a PILs calculation. But there may be some specific activities that are so related or so encompassed under the regulated version that it is very hard to separate it out.

1200

MR. SHEPHERD:
Okay, I have no other questions, Mr. Chairman.

1201

MR. KAISER:
Thank you.

1202

QUESTIONS FROM THE BOARD:

1203

MS. CHAPLIN:
Thank you. Dr. Mintz, I understand your explanation that you were not asked to address the issue of true‑up and the alternatives there, but I guess I would like to understand to the extent possible the inter‑relationship between how you addressed this issue and the issue of true‑up. And I come at it like this: In the case of disallowed expenses, your conclusion is that the tax savings should go to the benefit of ratepayer.

1204

DR. MINTZ:
Hm‑hmm.

1205

MS. CHAPLIN:
Are you, by necessity, assuming that although that expense has been disallowed it is going to be incurred in any event?

1206

DR. MINTZ:
Hm‑hmm. Well, it depends where it is incurred. If you take like a political donation or a charity, I mean, the owner could make that contribution. It doesn't have to come from the utility. So there is some flexibility. Interest expense is a very good example, probably the most important.

1207

MS. CHAPLIN:
Okay. But for purposes of your conclusion, am I correct in understanding that you're assuming that the regulated entity is making that donation or contribution?

1208

DR. MINTZ:
Let's say it is.

1209

MS. CHAPLIN:
Therefore, the tax savings should go to the ratepayers.

1210

DR. MINTZ:
Correct.

1211

MS. CHAPLIN:
So is it not possible, though, as you said, that two other things could happen. One, once the expense is disallowed the entity might decide not to do it.

1212

DR. MINTZ:
Hm‑hmm.

1213

MS. CHAPLIN:
Or two, the example you are also indicating, that a related entity, the larger corporate entity, some sort of affiliate might do it. Does that not necessarily lead you to having to address this issue of true‑up?

1214

DR. MINTZ:
Well, no. True‑up is ‑‑ let me try to understand it, and again I didn't prepare for this, so let me just kind of give you the cursory view of the way I would, sort of, look at the issue. There's an estimation of what are the expected tax payments to be done next year, as I would understand, in calculation of the PILs and the recovery that would be permitted for the rate regulation. Am I correct in saying that?

1215

MS. CHAPLIN:
Yes. Why don't we work with that assumption and continue.

1216

DR. MINTZ:
Yes, okay. Then it may be possible that, let's say, more income comes in than expected, or the cost savings came in, some employees were dismissed, or whatever happens. Things happen that are quite different. Then the actual tax payments may be different than the expected tax payments. So my comment earlier on in my evidence is that to me there is a question of, in a sense, the distribution of the risk associated with the volatility around the expected tax payments. In other words, actual could be less than the expected tax payments, or actual could be more than the expected tax payments.

1217

If it was viewed that the ratepayers should only be responsible for the expected actual tax payments, then effectively, if the taxes end up being more than expected then the owner will end up having to have to recover it through lower income that it receives. Or if the actual tax payments are less than the expected, then the owner will get a benefit associated with that. That would be a situation in which the risk is imposed on the owner.

1218

If instead the ratepayers are responsible for the actual tax payments, then what would happen is that there's an estimation done on the rates, and then I assume some sort of way of trying to make up the difference between actual and expected down the road, and that there will be a rate adjustment. Where if actual tax payments end up being higher than expected, then the ratepayers would have to recover it or would have to be eventually responsible for it. And if the actual tax payments were less than the expected, then the ratepayers would get a reduction in rates somewhere down the road to reflect that. In that case, the risk would be imposed upon the ratepayers for the tax payments.

1219

And then it becomes an issue of how one wants to divide that risk. Partly, there's a difficulty because risk in this case is ‑‑ could be do to two sources. One, events that occur outside of the hands of the utilities, in other words they're not really responsible. You know, if there's a change in water falls or climate weather changes, things like that, those things the utility can't be responsible for and, therefore, there is a risk associated with that. But then there could be some situations where the utilities can control the actual amount of tax payments being made. As in the case, for example, given earlier on in the questions that I had about charitable contributions. If that was, you know, a deduction that was taken for tax purposes.

1220

So there are some things that could be controlled by utilities and some things that can't that would affect the actual tax payments relative to the expected tax payments. For that reason, that is why ‑‑ when I first looked at this the other day, I have to admit I said, Gee, I really have to sit down and try to understand more about, you know, what gives rise to those differences.

1221

MS. CHAPLIN:
Okay, thank you very much.

1222

MR. KAISER:
Dr. Mintz, I want to come back to Mr. Rogers charitable deduction. Remember his famous $100,000? That was shareholders money; correct?

1223

DR. MINTZ:
Hm‑hmm.

1224

MR. KAISER:
They could have paid it out, as he said, as a dividend. They could have bought a yacht. It was entirely their judgment. The ratepayer hadn't paid any part of that charitable donation. Then, as he said, they get a tax benefit, and I think you calculated that it is 35,000 on the 100,000, and so they were really out of pocket only 65,000. The consequence was two things, as I recall your evidence. One, the rates went down.

1225

DR. MINTZ:
Hm‑hmm.

1226

MR. KAISER:
And two, the PILs payment took longer to pay out.

1227

DR. MINTZ:
Hm‑hmm.

1228

MR. KAISER:
Isn't the ratepayer really neutral? On the one hand he gets a benefit, his rates have gone down.

1229

DR. MINTZ:
Hm‑hmm.

1230

MR. KAISER:
The detriment is it's going to take longer to pay off the debt. Isn't it the same thing as if I went to my bank and they said, Tell you what, Kaiser, we'll cut your mortgage payment by half so you can buy that new Jaguar. The bad news is it will take another five years to pay out this mortgage. Isn't that just a balance? The ratepayer, or the mortgage payer, isn't disadvantaged.

1231

DR. MINTZ:
Could we go in steps in this, because I want to make sure I understand the example you're giving. There is a charitable donation being made by the utility.

1232

MR. KAISER:
Right.

1233

DR. MINTZ:
Correct? And that would normally lead to less PILs calculation if that was deductible under the PILs.

1234

MR. KAISER:
Correct.

1235

DR. MINTZ:
If the actual ‑‑ now, I'm trying to understand what your assumption is here. Is the actual PILs payment, which reflects this charitable donation, then recovered through the rate costs?

1236

MR. KAISER:
Well, the PILs is a regulatory expense.

1237

DR. MINTZ:
Right.

1238

MR. KAISER:
The regulatory expense went down, and as you state in your evidence the rates go down.

1239

DR. MINTZ:
Exactly right.

1240

MR. KAISER:
So there are two things that happened. Rates go down, but the payment term is longer.

1241

DR. MINTZ:
That's correct.

1242

MR. KAISER:
But the ratepayer is really neutral.

1243

DR. MINTZ:
The ratepayer, in that sense, would be neutral between whether the PILs go down or whether there is a higher debt retirement charge in the future. I totally agree.

1244

MR. KAISER:
They're neutral in the sense they get lower rates, but there is cost, it takes longer to pay off the debt.

1245

DR. MINTZ:
Right. But if the tax savings from the charitable donation goes to the owner instead, then the ratepayer certainly will not be neutral; right? Because, what will happen is that the PILs are going to be higher. Sorry.

1246

MR. KAISER:
I don't think so.

1247

As a result of the tax deduction, the 35,000, PILs are going to go down; isn't that a fact? And that's a regulatory expense and, therefore, rates are going to go down.

1248

DR. MINTZ:
Yes. Rates will go down and, therefore, the ‑‑

1249

MR. KAISER:
The payment term will go up.

1250

DR. MINTZ:
Yes, the payment term will go up.

1251

MR. KAISER:
But it's a balance.

1252

DR. MINTZ:
It's a balance in that sense.

1253

MR. KAISER:
Thank you.

1254

DR. MINTZ:
I think that is right.

1255

PROCEDURAL MATTERS:


1256

MR. KAISER:
Ms. Lea, we're starting tomorrow at what time?

1257

MS. LEA:
Yes, I believe, sir, we're starting at 9:30, and the only piece of evidence listed for tomorrow is the unmetered scattered load evidence. I apologize for the fact that the day may not be filled, but with the number of out‑of‑town witnesses in this hearing it is hard to shift people around. So by your leave, sir, we'll begin at 9:30 with unmetered scattered load.

1258

MR. KAISER:
Thank you very much, Dr. Mintz. You've been very helpful.

1259

‑‑‑ Whereupon the proceedings adjourned at 4:15p.m.

