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I have been asked to consider how corporate tax adjustments should be reflected in rates 

charged by local distribution companies to ratepayers.  These questions have been 

discussed as part of a draft being prepared for the tax section (Section 3.5) of the Ontario 

Energy Board Distribution Rate Handbook.   

 

Specifically, three issues are being reviewed: 

 

• Disallowed Expenses that are Tax-Deductible:  Some expenses (e.g. political or 

charitable donations, certain types of employee compensation, etc.) are not 

deductible from profits in determining rate charges of the local distribution 

companies.  However, for corporate income tax purposes such expenses are 

deducted and therefore reduce the payments-in-lieu of taxes (“PILs”) paid to the 

Ontario government by the distribution company.  The question is whether the 

lower income tax payments should be reflected in a) lower rates charged to 

consumers, or b) increased profits received by the owners of the distribution 

companies.   

 

• Eligible Capital Expenditures:  A deduction is provided in the Income Tax Act 

for cumulative eligible capital expenditures in determining income for tax 

purposes.   Cumulative eligible capital is the tax system’s equivalent of the 

concept of goodwill in accounting rules.  Goodwill is deducted by way of 

amortization charges annually, but it not recoverable from ratepayers in rates.  

The question is whether ratepayers or the local distribution corporation benefit 
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from the tax reductions associated with goodwill, because although it is not an 

allowable recovery for determination of rates, it increases the cumulative eligible 

capital deduction for tax purposes.   

 

• Capital Gains and Losses on the Disposition of Distribution Assets: When assets 

are disposed, the sale of depreciable assets may be used to reduce the 

undepreciated capital cost of a class of assets, resulting in a reduction in capital 

cost allowance deductions for tax purposes.  However if the undepreciated capital 

cost is reduced to zero, or if the asset is a non-depreciable asset, the corporation 

must report income reflecting capital gains (losses) if the sale price is above 

(below) the (original) cost basis of the asset. The question raised is whether the 

tax adjustment should be shared between the ratepayers and the shareholder, and 

whether the treatment of the gain or loss itself (who receives or pays the net gain 

or loss) should impact on the treatment of the tax increase or decrease resulting 

from the gain or loss.   

 

 

In evaluating these issues, the critical issue that I shall address is whether corporate taxes 

are recovered  

a) by companies charging higher prices to consumers; 

b) by reducing payments as profits to shareholders; or  

c) by reducing salaries and wages paid to employees.   
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To provide an answer, the next section provides some background material on regulatory, 

tax and other issues that related to the setting of rates.  In the following section, I review 

the heart of the issue, which is the “economic incidence” of corporate income and capital 

taxes, which is defined more exactly below.  The final section applies the theoretical and 

empirical understanding of corporate tax issues to the specific issues outlined above.     

 

Some Background 

Under the current regulatory regime in Ontario, the local electricity distribution 

companies, most of which are owned by provincial or municipal governments, are able to 

recover from ratepayers operating expenses, interest expense, depreciation, taxes and 

formula-based profit.  Amounts are to be established for 2006 based on 2004 information 

with adjustments.   

 

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

include an amount that is estimated for corporate income and capital tax payments that 

are payable. The  distribution companies owned by provincial or municipal governments, 

being non-taxable, are now required by Ontario legislation to make payments in lieu of 

taxes (PILs), using the same rules as are followed by any taxable Canadian corporation 

according to the federal and Ontario Income Tax Acts.   

 

The PILs are remitted to the Ontario government in order to help reduce the stranded debt 

created by the government’s requirement to finance Ontario Hydro, which was previously 

responsible for the generation, transmission and distribution of electricity in Ontario.  



 5

Energy consumers in Ontario also pay a Debt Retirement Charge for electricity use to 

reduce the stranded debt.  It is intended that, between the PILs payments, and the Debt 

Retirement Charge, the stranded debt will eventually be paid in full.  One unique point 

that is important to the analysis below regarding economic incidence is the following one.  

PILs used to reduce the stranded debt lower dollar for dollar the future Debt Retirement 

Charge levied on electricity prices.  In other words, any reduction in PILs should mean 

higher electricity charges paid by energy consumers in the future in order to reduce the 

stranded debt. 

 

It is important to note that there is a significant difference between income, as determined 

for tax purposes, and corporate profit, as measured for accounting (Canadian GAAP) 

purposes.  For example, companies for tax purposes depreciate assets at a different rate 

(capital cost allowances) than that provided for accounting purposes, especially when 

governments provide accelerated depreciation for assets such as in the case of energy 

conservation equipment.  The proposed 2006 electricity distribution rate model would 

recognize these differences by calculating taxes according to the capital cost allowances 

provided by the Income Tax Act rather than requiring distribution companies to calculate 

their tax liabilities based on accounting depreciation.  Thus, the PILs calculations will use 

expected actual tax liabilities to determine rates charged to consumers, rather than 

adjusting the taxes to reflect accounting depreciation.   

 

Similarly, other differences between taxable income and accounting profit are not 

relevant in determining PILs and therefore rates to be charged to consumers.  These 
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include, for example, dividends received from other corporations. Dividends paid from 

corporation to another are typically exempt from taxation, since such dividends have 

already borne tax paid by the company prior to distribution of the dividend.  Accounting 

profits, however, would include such dividends in revenues.  Another example is losses 

incurred in prior years, which are deductible in calculating taxable income but are not 

relevant in determining annual accounting profits.  Other such differences between 

taxable and accounting profits are also not  applied in determining PILs.  The calculation 

of corporate income taxes in determining rates charged to consumers relies on the 

deductions and inclusions for tax purposes, and ignores the different deductions and 

inclusions used to calculate accounting income.   

 

Further, differences between taxable capital for determining capital tax payments and the 

book value of assets (or liabilities and shareholders’ equity) are not relevant in 

determining PILs associated with the capital taxes that are payable to the federal and 

Ontario governments. For example, accounts payable of less than a year are not included 

taxable capital but would be included in the book liabilities of the company.  In 

calculating rates, the tax rule rather than the accounting rule is used.  Also, for capital tax 

purposes, corporations can deduct an allowance for investments in other companies on 

the presumption that such assets would already be subject to capital tax imposed on 

subsidiaries.  That deduction is not available for accounting purposes. 

 

Thus, there is no prima facie reason  why specific items as referenced in the introduction, 

such as disallowed expense deductions for regulatory purposes, goodwill for cumulative 



 7

eligible capital and capital gains and losses on the disposition of distribution assets, 

would not be treated the same way.  If the Income Tax Act allows them to be deducted in 

calculating tax, like other deductions the tax rules would, it appears, be the most obvious 

ones to use.  After all, there are many differences between taxable and accounting profits 

and assets.  Consistency suggests that all such differences be resolved using the same 

principle.   

 

In order to determine whether the general rule current in place (ie. follow the tax rules) 

should apply, one needs to deal with the overall question of principle.  Ultimately, that 

question is one of incidence – in other words, who actually bears the corporate tax – 

shareholders, employees or consumers – a point to which I now consider in the next 

section. 

 

Economic Incidence of the Corporate Tax  

As a start, it is important to recognize the difference between legal and economic 

incidence.  Legally, corporations are responsible to pay corporate income and capital 

taxes to governments. However, in an economic sense, the true bearers of the corporate 

tax may be consumers, who pay higher prices, employees, who receive less 

compensation, and shareholders, who receive lower profits. 

 

Often we think of the corporate income tax as a payment made on income earned by 

shareholders of the company.  While this is not strictly true, since it is actually paid by 

the company, not the shareholder, it theoretically reduces the amount of profits available 
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to be distributed to shareholders.  Thus, it is reasonable to think of corporate taxes as 

reducing income earned by shareholders.  This approach assumes that prices and 

employee compensation are fixed, and any changes in revenues must be borne by the 

shareholder.   

 

Alternatively, one might think of corporate taxes as if they are no different from other 

costs that must be passed on by a business in order to remain profitable. Following this 

paradigm, without higher prices charged to consumers or lower employee compensation, 

the corporate tax would reduce income paid to investors, who would no longer wish to 

invest their funds since they could derive better risk-adjusted returns on investments in 

other assets like foreign corporate shares, real estate or government treasury bills.  This 

approach assumes that investment returns are fixed in the market, and any change in 

revenues must be adjusted either in prices or in labour costs. 

 

The economic literature on “who pays the corporate tax” does not provide a 

demonstrably clear theoretical argument (Whalley [1987]).  One view is that the 

corporate tax is shifted forward to consumers through higher prices to recover all costs.  

An alternative view is that corporate tax falls on owners of the business who are unable to 

shift their capital investments to other assets with more favourable returns.  Economists 

are not agreed on the correct answer to be applied in all cases, or even whether there is 

such a universally applicable answer. 
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Indeed, as pointed out by the report of the Technical Committee on Business Taxation1, 

the argument is quite complicated, since the corporate tax has a number of different 

functions in different circumstances.   

 

One function is that the corporate tax withholds income from investors who would 

otherwise be able to escape payment of personal income taxes by leaving assets in a 

corporation that would be untaxed on its income if no corporate tax existed.  Thus, the 

incidence of the corporate tax falls on the saver – a result that is especially consistent 

with small corporate businesses that are set up by investors to hold assets.   

 

Another view is that the corporate tax withholds income payable to foreign corporate 

investors, such as those in the US, UK and Japan, who would be able to credit Canadian 

corporate income taxes against liabilities owing to their resident governments.   Thus, the 

incidence of the Canadian corporate tax falls on foreign governments that receive less tax 

due to tax crediting. 

 

A final view is that the corporate tax on large corporations falls most heavily on 

consumers of products and services sold by the corporations.  Since large corporations 

must raise capital from international markets, including the listing of shares in the US and 

UK financial markets, the cost of finance is determined by investors in international 

markets.  Those investors seek after-tax returns on Canadian investments that are at least 

as good as in other countries.  If the return on Canadian investments is less than that 

                                                 
1 Report of the Technical Committee on Business Taxation, Finance Canada, Ottawa, 1998.  The author of 
this paper chaired that committee, and was principal author of its final report. 
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received from other markets, Canadian companies cannot raise capital at favourable 

terms and must forgo investment.  Thus, the true incidence of the Canadian corporate tax 

is to fall on consumer prices on products and services sold to Canadians or on factors like 

land that are internationally immobile, since the corporate tax cannot be passed on to 

shareholders in international markets who will shift their investment funds to alternative 

investments. 

 

Overall, no clear case can be made regarding shifting.  However, as the Technical 

Committee on Business Taxation noted in its report (p. 3.21): 

 

“One might thus expect the corporate income and capital taxes on large corporations to 

be substantially shifted to immobile factors – labour and, to a lesser extent, land.... 

Studies have shown that there is some segmentation in equity capital markets 

internationally – prices of equity securities of Canadian business are somewhat sensitive 

to developments in both foreign and Canadian markets.  The implication of these studies 

is that the rate of return on capital is affected to some degree by the supply of Canadian 

savings so that the corporate income tax can be shifted back in part to owners of capital”.   

 

Empirically, the corporate tax is far more likely to be shifted forward in higher prices 

charged to consumers than shifted back to owners of capital given the openness of 

Canada’s markets to international trade and investment. 
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Local distribution companies are neither small nor foreign-owned companies.  They are, 

however, owned primarily by provincial or municipal governments.  Taxes paid by the 

distribution companies could be a) reflected in higher electricity charges or b) passed 

back to the owners – the government bodies.  Given that governments seek to earn a risk-

adjusted rate of return on their local distribution company investments commensurate 

with other investments, including buying back their risk-free debt, it would seem that 

corporate taxes in general are viewed as recoverable costs. 

 

This latter point is also consistent with the general approach used for regulation.  PILs 

that are paid to the Ontario government are generally treated as costs of doing electrical 

business.  The tax payments are therefore included in determining the rates to be charged.  

Further, PILs paid by local distribution companies that result in higher rates charged to 

consumers, are used to retire Ontario Hydro’s debt related to electrical generation and 

distribution. The consumers make up for the higher rate charges by paying lower Debt 

Retirement Charges that are added on to the cost of electricity bills in order to pay off the 

stranded debt.  Thus, the PILs are ultimately borne by the consumers who are provided an 

offset in the Debt Retirement Charge ultimately assessed on the consumers.   If 

consumers pay more in PILs, they will pay less in future Debt Retirement Charges, and 

vice versa. 

 

Application of Economic Incidence to Tax Adjustments  

Given the above discussion, it would seem that there is no need to make any adjustment 

to actual tax calculations in order to determine rates charged to consumers.  If the 
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economic incidence of the corporate tax  falls on consumers, higher PILs payments 

would be expected to result in higher electricity prices.  That is in fact the case.   It 

follows that if a tax deduction results in lower taxes (PILs) paid by the local distribution 

company, it should result in a lower rate charged to consumers on the basis of the same 

principle. Given that the Ontario government then receives a smaller PILs payment, it 

will need to assess a higher future Debt Retirement Charge on the consumers as an offset.  

Application of the principle has a practical effect.  Ultimately, consumers are no better or 

worse off, and neither are the distribution companies, who pass on taxes in rates.   

 

However, these conclusions apply to corporate and capital taxes in general, not to 

specific items.   

 

In that regard, I would conclude with respect to the contested issues that corporate 

income or capital tax adjustments should be consistently applied.  Rates should be raised 

to reflect tax costs or not at all, or some combination of both to reflect economic 

incidence. 

 

Given that generally corporate income and capital taxes paid by local distribution 

companies are treated as costs and therefore result in higher rate charges paid to 

consumers, I see no reason to differentiate these specific tax impacts from application of 

this general principle.   
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• Deductions given for tax purposes, even if disallowed for regulatory purposes, 

will result in lower PILs paid by the companies.  These tax reductions should be 

passed on to the consumer as lower rates, just as in the case of other tax 

provisions.   This would apply to political and charitable donations, executive 

compensation payments, and any other corporate expenditure that generates a tax 

deduction but are not recoverable from ratepayers in rates.  

 

• The same principle should apply to eligible capital deductions, which should be 

applied to reduce rates to the ratepayers.   

 

• In the case of capital gains or losses on the disposition of distribution assets, the 

general principle should be applied that would result in increases and decreases in 

taxes resulting from these amounts increasing or decreasing rates to ratepayers. I 

note that this approach is not at all considered as an alternative (pages 8 and 9 of 

Section 3.5 of the Handbook in the draft I saw) which only allows a 50 percent 

passing of the benefits to ratepayers or not at all.   

 

In conclusion, therefore, I suggest that no adjustment to PILs are necessary and that rates 

should be reflect actual payments expected to be made by the local distribution 

companies to the Ontario government.   
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