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IN THE MATTER OF the Ontario Energy Board Act, 1998, S.O. 1998, c.15, Schedule B;

AND IN THE MATTER OF applications by electricity distribution companies for approval of distribution rates for 2006

WRITTEN SUBMISSIONS OF THE
LONDON PROPERTY MANAGEMENT ASSOCIATION
 ON THE GENERIC ISSUES LIST

These are the written submissions of the London Property Management Association (“LPMA”) on the generic issues list as reflected in Appendix 2 of Procedural Order No. 1 in the above noted proceeding dated November 2, 2005.

The first part of this submission deals with the specific issues listed in Appendix 2.  The second part of the submission deals with additions to the issues list.

Appendix 2

Each of the generic issues listed in Appendix 2 is dealt with in turn below.

1. Smart Meters

LPMA believes that utilities should be allowed to include capital and operating costs related to the general roll-out of smart meters in the 2006 revenue requirements, where applicable.  It is unclear to LPMA at this time the extent that the general roll-out of smart meters will impact individual utilities in 2006.  This information may or may not be available in a timely matter for the Board to make adjustments to the 2006 revenue requirement.  LPMA, therefore, submits that deferral accounts should be established in which the impact on the revenue requirement for 2006 can be calculated and tracked for future recovery.  It should be noted that this calculation would include the average rate base impact of the smart meters put in service in 2006 (not the total capital expenditures on such meters) to ensure consistent treatment of other rate base assets, the depreciation cost of such assets, the associated cost of capital, and the income tax savings resulting from the incremental deemed interest cost deductibility and the higher capital cost allowance associated with the capital additions (This CCA should be calculated at the rate in effect in 2006).
LPMA strongly urges the Board to amend the Uniform System of Accounts to establish an appropriate account or accounts to record the costs associated with smart meter spending.  LPMA also urges the Board to establish a uniform depreciation rate for all utilities to use on these assets.

2. Deferral Accounts

2.1 Regulatory Costs
LPMA accepts that it is difficult for the utilities to forecast their regulatory costs for a cost of service application given the uncertainties in process.  However, LPMA has concerns about using deferral account treatment.

If these costs related to consultants, legal counsel and direct incremental disbursements related to all regulatory proceedings are recorded in Account 1508,  then either the associated actual costs for 2004 should be removed from the revenue requirement, or the value of these actual costs in 2004 should be left in the 2006 revenue requirement with an associated credit of these costs to the deferral account.  Otherwise, it appears that the utilities would recover the 2004 costs through rates and the seek to recover all such costs in the future.

LPMA submits that the use of a variance account is more reasonable in this instance.  Any variance from the 2004 actual costs (which should be specifically identified and quantified as part of the 2006 rates process) would accumulate in the variance account.  This variance account (any credit or debit) would then be reviewed and disposed of in a subsequent review.
2.2 Revenue Losses Attributable to Unforecasted Distributed Generation

LPMA opposes such a deferral account.  Utilities are compensated for business risk, which includes such things as load losses, through their return on equity.  If the Board considers such a deferral account, it should consider a reduction in the return on equity to reflect the reduction in business risk.  

LPMA also opposes the establishment of such an account because it is asymmetrical.  That is, there is no proposal for deferral accounts to record the revenue impact of unforecasted load gains arising from specific circumstances such as the gain of a large customer.

3. Generalized Standby Rates for Load Displacement Generation 

LPMA believes that it would be appropriate for the Board to develop a standardized methodology for standby rates in consultation with stakeholders.  This does not mean that the rates themselves would be identical across utilities.

4. Other Deferral Accounts

LPMA opposes the establishment of other deferral accounts.  As noted above, utilities are compensated through the return on equity for their business risk.  Business risk includes unforecasted costs and costs that differ from the forecast.  All utilities had the option of filing a forecast test year if they were concerned that the adjusted historical test year approach was not adequate for them.  To enable them to now subvert that process for discrete items puts ratepayers at a distinct disadvantage because of the asymmetrical knowledge of specific costs and revenues.  Utilities should be expected to manage their costs and not come to the Board every time they think they need more money for a certain expense.  Such behavior, LPMA submits, would require a significant reduction in business risk and return on equity.  Since the Board determined that it would not review business risk and impact on the return on equity in setting 2006 rates, LPMA submits that it is not appropriate for the Board to remove some of the underlying factors that contribute to business risk through the use of deferral accounts.  This is especially true from an equity perspective.  Ratepayers do not have the ability (through a lack of information) to propose deferral or variance accounts where they believe a utility may incur lower costs or higher revenues than those based on the application of an adjusted historical test year.
Additions to Appendix 2

LPMA suggests the inclusion of one additional issue to Appendix 2.  This additional issue is the impact of the increase in the capital cost allowance (“CCA”) rate for Class 1.

The Issue

In the February 23, 2005 Federal Budget the CCA rate for rate 1 assets, which includes electricity distribution assets, increased from 4% to 8%.  This change was matched in the May 11, 2005 Provincial budget.  These changes were not reflected in the 2006 EDR model because that model uses 2004 as the basis for the CCA calculations and the change from 4% to 8% applies only to such assets acquired in 2005 and later.

Applicability

LPMA believes that the impact on incomes taxes (or PILS) could be substantial across the province.  This change is applicable to all of the electric utilities and will have an impact on the amount of income tax (PILS proxy or actual) paid by all of the utilities (with the exception of the non-profit utilities).

Magnitude

The impact on the CCA can be significant for a utility. A review of the London Hydro EB-2005-0389 filing, for example, shows that the bulk of the utility’s assets are included in Class 1 (distribution assets post 1987) and Class 2 (distribution assets pre 1988).  In the case of London Hydro, the undepreciated capital costs (“UCC”) of the distribution assets represent more than 90% of the total UCC for the utility and is in excess of $150 million at the end of 2004. 

The doubling of the CCA rate from 4% to 8% will have a significant impact on the taxes payable by utilities.  Most of the capital expenditures undertaken by a utility are related to distribution stations, poles, lines, transformers, services and meters, all of which are distribution assets that are included Class 1.  Moreover, the impact on the 2006 CCA calculation is cumulative.  That is, expenditures in 2005 from the date the new CCA rate went into effect plus one half of any such expenditures in 2006 (half-rate rule) will attract the 8% CCA rate.  As an illustrative example, for every $100 million in distribution asset capital expenditures in 2005 and 2006 for the distribution industry in total in Ontario, the reduction in income taxes and, hence, rates payable by Ontario rate payers is approximately $2.1 million (1).   LPMA does not know the total annual capital expenditures on distribution assets across the province, but they may well be in excess of $100 million, given that such expenditures in 2004 by London Hydro alone totaled more than $13 million.  
Other Considerations

LPMA notes that assets associated with C&DM, such as smart meters, will also be included in Class 1.  Depending on the magnitude of investments mandated by the provincial government that may occur in 2006, this amount could have a significant incremental impact on the CCA deduction available for income tax/PILS purposes.
LPMA also notes that Hydro One has used the new rate of 8% for distribution assets in their rates filing (EB-2005-0378, Exhibit A, Tab 5, Schedule 1, page 5) and assumes that any utility that has filed a forward test year will be required by the Board to reflect the new CCA rate.  LPMA submits that there should be consistency across utilities with respect to this issue.
LPMA further notes that the Board has expressed concern in the past over the variances between actual taxes/PILS pad from that forecast and built into rates.  This issue has been identified and can be corrected with little effort, otherwise this difference will contribute to the variance in 2006.

Ease of Implementation

LPMA submits that a deferral account be established for each utility in which to record the impact of the increase in the CCA rate from 4% to 8%.  The utilities will already be tracked separately by the utilities in order to calculate the CCA deduction for income tax/PILS purposes.  This amount for 2006 simply needs to be multiplied by the change in the CCA rate and the marginal tax rate in effect for 2006.
The Board can review and dispose of balances in this account in a subsequent proceeding.

LPMA appreciates the opportunity to provide the Board with these submissions and hope they are of assistance to the Board.

(1) Calculated as follows, based on $100 million capital expenditure in booth 2005 and 2006):

(UCC at end of 2005 + ½ Additions in 2006) x (Change in CCA rate x (Corporate Tax Rate) =

{[100 - (100 – ½ x 100) x .08] + [1/2 x 100]} x (8% - 4%) x 36.12% =


(96 + 50) x 4% x 36.12% = 2.1
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