GAZIFERE INC.
FOLLOW-UP OF DECISION D-2009-090
RENEWAL OF THE INCENTIVE REGULATION MECHANISM
2011 RATE CASE — PHASE I

Introduction

In the decision D-2009-090, the Régie asks Gazifere to review the income taxes treatment
used by Gazifére and to file a report on this issue during the renewal of the incentive
mechanism. The Régie also specifies that if required Gazifére could file a proposal in

order to improve neutrality of the exogenous factor — income taxes.

The following report addresses this request and is composed of 2 sections:
= A justification of the methodology used to generate the over-earnings before taxes
at year end.
= The proposed changes to the incentive regulation mechanism in order to improve
neutrality between customers and shareholder with regards to the exogenous

factor — income taxes.

1) Justification of the methodology used to generate the over-earnings before taxes
at year end

The use of nominal corporate income tax rates within the method of determining over-

earnings before taxes at year end is the only income tax rate which can be used to

generate appropriate results and impacts. Justification of this is evident from a

conceptual/theoretical view and from a methodology numerical results view.

In looking at the issue conceptually, a question of principle, is, what should the results of
actual net over-earnings and related gross over-earnings be compared to? The answer is
that the results should be compared to the methodology and related forecast results which
were used as the basis to set rates. For Gazifére and for other regulated utilities, rates set
within a cost of service (“COS”) model or base rates in an incentive regulation (“IR”)
model are determined whereby any net under or over-earnings amounts is always grossed

up by the reciprocal of the nominal corporate tax rates, and rates are adjusted by that
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gross amount. This in fact is evident within Gazifére’s determination of test year rate
adjustments approved by the Régie in the past when Gazifere was under a cost of service

regime and within the comparable actual results and net / gross over or under-earnings

produced in the closing of the books.

For comparison, each of Gaz Métro, and Enbridge Gas Distribution (“EGD”’) and Union
Gas (“Union”) in Ontario, have historically and still do use this same methodology, as

approved by the regulator.

In looking at the issue from a methodology numerical results view, at year end, total net
earnings are compared to the authorized net return to generate the total net over-earnings
which then need to be grossed up to arrive at gross over-earnings. Different results are
produced by using either the combined nominal federal and provincial income tax rates
or by using the effective income tax rate resident or established within any pre-earnings

sharing actual results.

In establishing total net earnings at year end, total income tax expense must be calculated.
The total income tax expense is determined by applying the nominal federal and
provincial income tax rates against taxable income. Taxable income is generated by
adding and deducting to the before tax accounting income (or earnings) the fiscal
adjustments required to determine the taxable income (i.e. depreciation versus cost of
capital allowance). Any over-earnings amount, embedded within the total before tax
earnings, is considered a marginal factor in this calculation. Since the over-earnings
amount does not create further fiscal adjustments or provoke any changes to the fiscal
adjustments included in the income tax expense calculation, the appropriate rate to use to

gross up the net over-earnings is the nominal rate (federal and provincial).
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A numerical results proof of this, using example data only and assuming a simple 50/50
sharing of over-earnings, is shown within the step 1 and scenarios A and B in the Table in
exhibit GI-2, document 3.1. Step 1 in the table, shows an actual utility net earnings,
$306, an allowed utility net earnings before sharing, $146, and a resulting net earnings
available for sharing, $160 ($80 each for customers & company). From there, scenario A
in the table uses the reciprocal of the 29.9% nominal tax rate to gross up the net over-
earnings to be returned to customers. This results in a $114 gross amount ($80 net)
which is shown as a reduction to pre-tax revenue in a re-calculation of the original actual
income / earnings statement. The results of the re-calculated earnings show a reduction
to the original actual net earnings of exactly $80 ($306-$226) and that the company is left

with exactly $80 of net over-earnings.

Shown within scenario B in the table, when using the reciprocal of the 37% effective tax
rate resident within the original earnings statement, the resulting gross amount to be
returned to customers becomes a $127. In following the same steps and logic as
performed in scenario A, when the $127 is shown as a reduction to pre-tax revenue the
results of the re-calculated earnings show a reduction to the original actual net earnings of
$89 ($306-$217) and that the company is left with $71 and not the $80 or 50% of the

original actual net over-earnings of $160.

The results as explained above and contained within the examples in exhibit GI-2,
document 3.1, show that an equitable 50% sharing of over-earnings between customers
and the company only occurs when a nominal tax rate is used in calculating gross

earnings sharing.

2) Proposed changes to the incentive regulation mechanism
In the existing incentive mechanism, the before tax cost of capital adjustment is

calculated by using the forecasted effective income tax rate. As stated above, the
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effective income tax rate equals to the income tax expense divided by the before tax
accounting income (or earnings). The effective income tax rate varies from the nominal
rate because of the fiscal adjustments made to the before tax earnings to generate the
taxable income. The forecasted effective income tax rate is a result of the detailed budget
done internally by Gazifére. Under IR, this budget is no longer filed to the Régie or used
for rate setting purposes. For the first generation of this IR mechanism, Gazifere had
proposed to use the effective income tax rate in the before tax cost of capital adjustment
in order to incorporate in this adjustment the changes resulting from the forecasted fiscal
adjustments from year to year (i.e. depreciation versus cost of capital allowance).
Following the Régie’s request in its decision D-2009-090, Gazifere undertook an
evaluation of the income tax treatment. Our findings / conclusions are that the
adjustments or use of forecast effective income tax rates in the cost of capital adjustment
was not required and inappropriate. The adjustment using an effective tax rate rather than
a nominal rate within the cost of capital adjustment was not required as the impacts of
changes in the year over year fiscal adjustments are already captured annually within
actual earnings results. In addition, the incorporation of an effective tax rate within the
cost of capital adjustment is inappropriate as in essence it adds an element of impact
relating to cost of service related items and their forecasting. Gazifére therefore proposes
for the next generation of the IR mechanism to use the nominal income tax rate (federal +
provincial) in the cost of capital adjustment rather than the forecasted effective income

tax rate.

Furthermore, an exogenous factor is defined as a factor that is completely beyond the
distributor’s control. As stated above, the effective income tax rate varies from the
nominal rate because of fiscal adjustments made to the earnings before income taxes.
The fiscal adjustments are cost of service elements and are under the control of the
distributor (i.e. depreciation versus cost of capital allowance). Consequently, the

exogenous factor related to the income taxes is in fact only the variation in the nominal
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federal and provincial rates and should not be related to the variation resulting from
differences in the forecasted fiscal adjustments compared to the actual fiscal adjustments.
This latter is a typical forecasting variance. On the other hand, the variation in nominal
rate (federal and provincial) is completely beyond the distributor’s control. Therefore, at
year end, if the actual nominal rate differs from the forecasted nominal rate used in the
cost of capital adjustment in the IR formula, Gazifére must calculate the impact of this
variation, and return or charge the customers 100% of the impact in order to remain
neutral with regards to this exogenous factor. The net impact would be calculated by
determining the variation in nominal rates (%) and multiplying that % by the actual
taxable income at year end. This amount would then be grossed up, using the same

methodology as stated in section 1) above, in order to establish the before tax impact.

The use of a change in the nominal income tax rates within this calculation is supported
through a review of the treatment of tax related changes with each of EGD and Union
Gas incentive regulation models. Within their models, they calculate the impact of
changes in income tax expense resulting from changes in nominal corporate income tax
rates. They further use the nominal tax rate for determining a gross earnings impact,
however, the amount is not treated entirely as an exogenous factor but rather is shared

equally between the companies and their customers.
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