
 

 
Marija Tresoglavic 
Acting Commission Secretary 
 
Commission.Secretary@bcuc.com 
bcuc.com 

 
Suite 410, 900 Howe Street 
Vancouver, BC  Canada  V6Z 2N3 
P:    604.660.4700 
TF:  1.800.663.1385 
F:    604.660.1102 

 

File 61917 | BCUC Staff Consultant Response to BCOAPO IR No. 1  1 of 1 

November 16, 2020 
 
Sent via eFile 

BCUC REVIEW OF BC HYDRO PBR REPORT 
                                    EXHIBIT A2-9 

Mr. Fred James 
Chief Regulatory Officer 
Regulatory & Rates Group 
British Columbia Hydro and Power Authority 
16th Floor - 333 Dunsmuir Street 
Vancouver, BC  V6B 5R3 
bchydroregulatorygroup@bchydro.com 
 
 
Re: British Columbia Utilities Commission – Review of British Columbia Hydro and Power Authority’s 

Performance Based Regulation Report – Project No. 1599045 – BCUC Staff Consultant Response to 
BCOAPO Information Request No. 1 

 
Dear Mr. James: 
 
British Columbia Utilities Commission staff submit the following for the record in this proceeding: 
 

Pacific Economics Group Research LLC 
Response to BCOAPO Information Request No. 1 

Dated November 16, 2020 
 
Sincerely, 
 
Original signed by:  
 
Marija Tresoglavic 
Acting Commission Secretary 
 
 
/cmv 
Enclosure 



 
BCUC-PEG Response to BCOAPO IR1        November 16, 2020 
BCUC Review of BC Hydro’s PBR Report     Page 1 of 33 
 

 

 
 
 

1.0    Reference: Exhibit A2-5, page 2 
Preamble: On this page the Report discusses the benefits of the Power Industry and 
what contributes to consumer benefits. 
 

1.1       There no reference in the Report to the benefits consumers receive from power that 
is competitively priced and affordable? Please discuss whether the authors of the 
Report consider these to be “benefits” and why. 

PEG Response: 
PEG stated on page 2 of their February report that “power industry policies of government 
agencies should try to bolster the industry’s net benefits and share them fairly.”  Net benefits 
are maximized when utilities are efficient.  A fair allocation of benefits means that customers 
receive a sizable share of efficiency benefits.  Dr. Lowry adds that policymakers can go 
beyond this and offer subsidies to low-income customers.      

 
1.2 Please explain why competitively priced and affordable were not listed as consumer 

benefits in the Report. 

PEG Response: 
PEG discussed the competitive market paradigm on p. 4 of their report.  However, producers 
with natural cost advantages can earn outsized profits in competitive markets.  BC Hydro has 
natural cost advantages because of the abundance of low-cost hydroelectric resources in its 
service territory.  Rates in British Columbia are below competitive levels because 
policymakers have elected to pass the benefit of this low-cost hydropower to BC customers. 
 

 
2.0    Reference: Exhibit A2-5, page 3 

Preamble: The Report states: “Regulation should be effective but efficient. Regulatory 
cost tends to be greater to the extent that a Commission must regulate numerous utilities 
and/or there are numerous complicated issues to consider.” 
 

2.1    Should the primary focus be on making regulation effective or making regulation 
efficient? 

PEG Response: 
Since the cost of regulation is generally modest relative to its benefits, effectiveness should 
take precedence over efficiency.  That is to say, effective regulation is usually worthwhile 
even if it is somewhat inefficient.  Analogously, an operation that provides clean drinking 
water is worthwhile even if it is inefficient.  If efficiency is a secondary goal it is nonetheless 
important.  Since budgets for regulation are limited, efficiency can, for example, also make 
regulation more effective.  Time not spent on frequent rate cases can be spent on other 
constructive regulatory activities that would otherwise receive less effort.  Examples include 
proceedings on rate and service offerings and integrated resource and delivery system 
planning.    
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2.2    Please explain the specific reasoning behind and support for the authors’ prioritization 

of one goal over another, or their determination not to prefer one over another. 

PEG Response: 
Please see the response to part 2.1 of this question. 
 
2.3    Please confirm that the second sentence quoted above is not suggesting that 

ratepayers face higher rates as a result of their regulators’ work for other utilities (i.e. 
that regulatory costs incurred to regulate Utility A are not higher than they would be if 
the Regulator was to oversee that utility’s operations absent its work to oversee Utility 
B, Utility C., etc.) 

PEG Response: 
This statement is confirmed.  The point of mentioning the number of utilities is that the 
benefits of regulatory efficiency rise with the number of utilities that must be regulated.  It is 
therefore not surprising that jurisdictions that must regulate numerous utilities (e.g., the 
Ontario Energy Board) have been early adopters of streamlined regulatory approaches. 
  
2.4    Please confirm whether the Authors view PBR as a valid means of avoiding regulatory 

costs associated with the public’s participation in processes where complicated issues 
are being considered. 

PEG Response: 
Dr. Lowry has represented consumer interests in British Columbia and several other 
jurisdictions and does not question the need for and value of intervenor participation in utility 
regulation.  To the extent that rate cases are costly, however, it can make sense to reduce 
their frequency so that more time is available for other regulatory issues.  Furthermore, 
intervenors can potentially play an influential role in the design of multiyear rate plans 
(“MRPs”) and other PBR mechanisms.  If intervenors reduce rates by 3% in each rate case, 
for example, they can also potentially reduce rates by 3% in each year of an MRP.   
 
 

3.0   Reference: Exhibit A2-5, page 3 
Preamble: The Report states: “The goal of the PUC should therefore be to encourage 
maximum net benefits from utility operations subject to constraints imposed by other 
branches of government on matters such as industry structure, environmental impacts, and 
fairness”. 
 

3.1   How would the authors propose that “net benefits” be measured/assessed? 

PEG Response: 
Measuring the net benefits of utility operations is a complex and controversial undertaking.  
PEG is not suggesting that these benefits should be measured and has not considered the 
best measurement methods. 
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3.2      In the authors’ view, does the legislative mandate of the BCUC (per the Utilities 
Commission Act) align with this goal?   

PEG Response: 
Yes.  For example, Section 44.2 (5.1) of the Act states that  

In considering whether to accept an expenditure schedule filed by the authority, the 
commission, in addition to considering the interests of persons in British Columbia 
who receive or may receive service from the authority, must consider 
(a) British Columbia's energy objectives, 
(b) the most recent of the following documents: 

(i) an integrated resource plan approved under section 4 of the Clean 
Energy Act before the repeal of that section; 

(ii) a long-term resource plan filed by the authority under section 44.1 of this 
Act, 

(c)     the extent to which the schedule is consistent with the requirements under 
section 19 of the Clean Energy Act, and 

(d)     if the schedule includes expenditures on demand-side measures, the extent 
to which the demand-side measures are cost-effective within the meaning 
prescribed by regulation, if any. 

Section 60 1) (b) of the Act states that in setting a rate under this Act “the commission must 
have due regard to the setting of a rate that…encourages public utilities to increase 
efficiency, reduce costs, and enhance performance.  

 
 
4.0   Reference: Exhibit A2-5, page 8 Exhibit A2-7, Slide 6 

Preamble: The Report states: “Cost containment incentives are strengthened to the 
extent that COSR involves regulatory lag. We define this as the length of time between a 
change in a utility’s cost and a corresponding change in its rates. A longer lag gives the utility 
more time to profit from efforts to cut its costs. This strengthens its cost containment 
incentives.” 

 
4.1      Is it not the case that, under COSR, consumers only benefit from such cost 

containment when the change (reduction) in a utility’s costs is reflected in rates? 

PEG Response: 
No.  Under contemporary business conditions, cost typically rises faster than billing 
determinants so that rates must rise to be compensatory.  Since COSR does not involve 
automatic rate escalation, consumers generally benefit between rate cases from static rates 
as well as from any lasting performance gains that are reflected in the updated rates from the 
next rate case.    
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5.0   Reference: Exhibit A2-5, page 8 
Preamble: The Report states: “To the extent that key business conditions are 
favorable, revenue growth between rate cases roughly matches (and can even exceed) utility 
cost growth.  Infrequent rate cases then create regulatory lag that strengthens utility 
performance incentives.  Customers receive the benefit of base rates that are unchanged in 
nominal terms and falling in real terms.” 

 
5.1      If revenue growth exceeds cost growth, why wouldn’t more frequent rate cases benefit 

consumers further, in that it would lead to rates that fall in nominal terms? 

PEG Response: 
Under COSR, consumers might benefit more from frequent rate cases than from a rate 
freeze if growth in revenue exceeded the hypothetical revenue growth under the freeze by 
enough to offset the deleterious effects of the rate cases on performance incentives and 
regulatory cost.  

   
  
6.0   Reference: Exhibit A2-5, page 9 

Preamble: The Report states: “However, incentives to contain tracked costs are 
weakened unless trackers are incentivized and/or the prudence of these costs is carefully 
reviewed”. 

 
6.1      In the authors’ experience, what types of incentives are most commonly used to 

encourage cost containment for “tracked costs”. Please address the incentives that 
are useful when addressing CapEx in this response. 

PEG Response: 
Heightened prudence review can be applied to tracked capex.  These reviews may occur in 
hearings to approve certificates of public convenience and necessity and in integrated 
resource and delivery system plans as well as in rate cases.   

One way to incentivize the capital cost tracker (aka variance account) would be to permit BC 
Hydro to keep a share of the revenue requirement impact of capex underspends.1  The 
Company could, for example, be permitted to keep all of the revenue requirement impact 
resulting from the first X% of savings.  Alternatively, the dead band could be eliminated, or a 
range could be established where variances are shared.  For example, customers could be 
permitted to keep the entirety of the first 10% of cumulative revenue requirement savings 
and 50% of any additional savings. 

At the extreme, the plan could contain no capital cost variance account.   

Another approach meriting consideration is to place a hard cap on the capital revenue 
requirement.  The undepreciated balance of investment resulting from a capex overspend 
would then be ineligible for inclusion in rates in later rebasings.   

A third approach is to permit the utility to keep a share of capex underspends that are 

 
1 A share of any revenue requirement overruns could, in principle, be deemed ineligible for rate basing.  
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attributable to productivity gains.  This approach was used in recently approved PBR plans 
for Hydro One Networks transmission and distributor services, which we discuss in greater 
detail in the response to BCOAPO 19.1 and 19.2 below.  This approach also strengthens 
incentives to underspend but encourages strategic behavior by the utility.  For example, the 
utility has an incentive to misrepresent the extent of true productivity gains and to hold back 
on productivity gains in its initial revenue requirement proposal.  Regulatory cost would be 
increased materially.   

Precedents for incentivized trackers in the regulation of other utilities shed light on their 
potential merit and possible designs.  PEG has not undertaken a comprehensive survey of 
approved cost tracker sharing provisions but we are aware of several examples.  Most 
notably, this type of mechanism has been approved for capex in California, Britain, and 
British Columbia.   

Details of some approved capital tracker sharing mechanisms can be found in the table 
below.  Please note the following. 

• The BCUC has approved Certificates of Public Convenience and Necessity for several 
large capex projects that were conditional on a mechanistic sharing of cost variances.  
Some of these mechanisms shared cost overruns or underspends that were outside of 
a +/- 10% band evenly between the utility’s shareholders and customers.  Notice that in 
the cited BC plans customers kept the entirety of the first 10% of variances. 

• In the United States, Pacific Gas & Electric, San Diego Gas & Electric, Southern 
California Edison, and Southern California Gas obtained special ratemaking treatments 
to recover the cost of full AMI deployment.  These treatments combined a preapproved 
multiyear capex forecast with a cost tracker. Recovery was allowed for capital costs net 
of OM&A savings.  If each company’s actual cost to deploy AMI was in line with the 
approved forecast, there would be no subsequent prudence review. 

Southern California Edison’s AMI deployment tracker featured an asymmetric sharing 
mechanism wherein 90% of the first $100 million in excess of the approved forecast 
was absorbed by shareholders and 10% by customers without the need for a further 
prudence review.  Exceptions to the cost caps were made for force majeure events, 
changes in the project’s scope due to government or regulatory activity, and delays in 
Commission approval.  The treatment of variances from forecasted cost for San Diego 
Gas & Electric was similar, as 90% of the first $50 million over the budget would be 
absorbed by shareholders without a further prudence review.  San Diego Gas & 
Electric’s AMI tracker also authorized a sharing of the first $50 million under the budget, 
with 10% going to the company.  Southern California Gas’ AMI tracker was similar to 
San Diego Gas & Electric's.  The company would absorb 50% of the first $100 million 
above the budget and keep 10% of the first $100 million under the budget without a 
further prudence review.  
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Details of Incentivized Capital Cost Trackers 

 
 
 

●  In Britain, energy utility revenue requirements are based on total (capital and operating) 
expenditures (aka “totex”).  Utilities may share in underspends and absorb a share if 
overspends of totex relative to approved amounts.  The utility’s share of totex variances 
is tied mechanistically to how reasonable the utility’s expenditure forecast is deemed to 
be by Ofgem. This provision is part of Ofgem’s complicated information quality 
incentive mechanism. 

 
 
 
 

Jurisdiction
Company 

Name Services
Eligible 
Investments

Special Treatment of 
Cost Variances

Case 
Reference

BC
Terasen Gas (now 
FortisBC Energy) Gas

Customer Care 
Enhancement Project

Customers receive/absorb 100% of 
variances within 10% of cap; Savings or 

costs beyond deadband split evenly 
between customers and company Order C-1-10

BC

Terasen Gas 
Vancouver Island 

(now FortisBC 
Energy) Gas

Gas pipeline lateral 
from Squamish to 

Whistler

Customers receive/absorb 100% of 
variances within 10% of cap; Savings or 

costs beyond deadband split evenly 
between customers and company

Orders G-53-06,     
G-76-06

BC

Terasen Gas 
Whistler (now 

FortisBC Energy) Gas

Conversion of Whistler 
Gas system from 

propane to methane, 
meter/regulating station

Customers receive/absorb 100% of 
variances within 10% of cap;  Savings or 

costs beyond deadband completely at 
company's risk Order G-53-06

BC
BC Gas (now 

FortisBC Energy) Gas
Southern Crossing 

Pipeline Project

Customers receive/absorb 100% of 
variances within 10% of cap; Savings or 
costs beyond deadband completely at 

company's risk.  Order G-51-99

BC FortisBC
Bundled power 

service
Big White Supply 

Project

Customers receive/absorb 100% of 
variances within 10% of cap;  Savings or 

costs beyond deadband completely at 
company's risk Order C-17-06

CA
San Diego Gas & 

Electric
Power and Gas 

Distribution
Advanced metering 

infrastructure ("AMI")

No deadband. Asymmetrical mechanism 
wherein 90% of the first $50 million over 

the cap and 10% of first $50 million under 
the cap allocated to shareholders (No 

prudence review required)
Decision 07-04-043 

(April 2007)

CA
Southern California 

Edison
Power 

Distribution Deployment of AMI

No deadband. Asymmetrical Mechanism 
wherein 90% of first $100 million over the 
cap charged to customers (No prudence 

review required)
Decision 08-09-039 
(September 2008)

CA
Southern California 

Gas Gas AMI

Overrun sharing mechanism: Up to $50 
million to be paid by shareholders, 

calculated as 50% of first $100 million 
over total cost;  Underrun sharing 

mechanism: Up to $10 million to be 
received by shareholders, calculated as 

10% of first $100 million under total cost. 
Decision 10-04-027 

(April 2010)
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7.0   Reference: Exhibit A2-5, pages 9 and 13 
Preamble: The Report states (page 9): “We conclude that COSR does not work well to 
the extent that regulatory cost is especially high for reasons such as chronically unfavorable 
business conditions.” 

   
The Report states (page 13): “We noted above that COSR provides weaker incentives for 
cost management when business conditions are chronically adverse.” 

 
7.1      Are the authors suggesting that COSR does not work well under unfavorable business 

conditions (such as when cost growth exceeds revenue growth) because this leads to 
high regulatory costs or because COSR is not particularly useful at containing high 
cost growth? If the latter, is this because the authors do not view COSR as being 
particularly effective at being able to: i) establish what the appropriate costs are and/or 
ii) incent utilities to efficiently manage their costs. 

PEG Response: 
Both.  Traditional COSR does not work well under unfavorable business conditions because 
this results in frequent rate cases that 1) weaken performance incentives and 2) raise the 
cost of regulation.  The questioner sensibly notes that it is difficult for regulators (and even 
utilities) to know what the efficient cost of service should be.  Were this not so, frequent rate 
cases would have less impact on performance incentives and rates would, in any event, 
reflect efficient costs.   
 

 
8.0   Reference: Exhibit A2-5, page 10 

Preamble: The Report states: “The cost of gas and electric utilities is highly correlated 
with the number of customers that they serve. Thus, the tendency of system use to grow 
more rapidly than cost is often measured by use per customer (aka average use).” 

 
8.1    Please explain more fully both of the sentences in the above referenced passage, 

particularly in the context of a fully integrated utility where a significant portion of the 
costs are related to power generation. 

PEG Response: 
The number of customers is an important driver of utility costs and is highly correlated with 
other cost drivers such as maximum peak demand.  This statement may be less true for 
vertically integrated electric utilities (“VIEUs”) than it is for power distributors because 
generation costs depend in part on generation volume, which varies with demand from large-
volume customers.  PEG has studied the relative importance of various scale-related drivers 
of VIEU cost on several occasions.  In a recent study for Hawaiian Electric they reported the 
following econometric cost elasticity estimates.2 
 
   

 
2 M.N. Lowry, D. Hovde, and R. Kavan, “New X Factor Research for HECO,” Exhibit A of Second Updated 
Comprehensive Proposal of the Hawaiian Electric Companies, Docket No. 2018-0088, May 14, 2020. 
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Scale Variable                                      Econometric Elasticity  
      Estimate 

  Power generation volume                                  0.073 
  Power generation capacity                                0.212 
  Transmission line length                                    0.086 
  Maximum Peak Demand                                   0.170 
  Number of customers                                        0.374 
 
 

9.0      Reference: Exhibit A2-5, page 13 
Preamble: The Report states: “We call this period the “golden age” of COSR because 
this regulatory system worked well under these conditions.” 

  
9.1      In what ways was a regulatory system based on COSR considered to “work well” 

under these conditions (e.g. infrequent rate cases, resulting rates were “fair” per 
Section 2.3 of the Report, or on some other basis)? 

PEG Response: 
During this period, favorable business conditions resulted in infrequent rate cases.  
Performance incentives were strengthened and regulatory cost was low.  Rates fell in real 
terms for extended periods.   
 
To make the importance of favorable conditions clearer, suppose as a thought experiment 
that brisk (5% annual) input price inflation had been the norm in these decades rather than 
the slow inflation that typically occurred.  Rate cases would then have been much more 
frequent, raising regulatory cost and weakening performance incentives.  It is hard to believe 
that traditional COSR would have become the norm under these circumstances.  Regulation 
would likely have evolved in the direction of multiyear rate determinations and the indexation 
of rates or allowed revenue to inflation. 

 
 
10.0  Reference: Exhibit A2-5, pages 14-15 
 

10.1     The analysis in Section 3.5 implies that the effectiveness of COSR (or any other form 
of regulation) can be measured strictly in terms of its impact on productivity. If one is 
measuring the effectiveness of COSR (or any other form of regulation) are there other 
factors besides “impact on productivity” that need to be considered? For example, 
doesn’t need for fairness (as discussed in Section 2.3) require that the improvements 
in productivity be passed on to consumers or, at minimum, shared between 
consumers and utility owners? 

PEG Response: 
Yes.  Section 3.5 of the report provides some evidence on whether the frequency of rate 
cases affects the efficiency of utility operations.  This is an issue that arises frequently in 
PBR discussions but has rarely been addressed empirically.  The intent was not to suggest 
that only productivity matters.  In fact, productivity is a crude measure of efficiency, and the 



 
BCUC-PEG Response to BCOAPO IR1        November 16, 2020 
BCUC Review of BC Hydro’s PBR Report     Page 9 of 33 
 

 

effectiveness of a regulatory system also depends on other considerations such as 
regulatory cost and a fair allocation of benefits between utilities and consumers. 

 
 
11.0    Reference: Exhibit A2-5, page 16 

Preamble: The Report states: “Most PBR approaches used today can be characterized 
as incremental reforms to COSR designed to address these problems rather than entirely 
different regulatory systems. For example, 
• Multiyear rate plans strengthen the incentive to contain the cost of base rate inputs by 

reducing the frequency of rate cases. 
• Revenue decoupling reduces the throughput disincentive to bolster system use. 
• Other PBR provisions provide targeted encouragement to use disfavored inputs. 
• Performance incentive mechanisms target weak points in a utility’s incentive structure. “ 
 

11.1     With respect to the first bullet, is there not a trade-off involved in the multi-year rate 
plans in that they may strengthen the incentive to reduce costs but they also increase 
the period of time between when a utility achieves cost reductions and when the 
benefits of such reductions are passed on to consumers? 

PEG Response: 
Yes.  Between rate cases, MRPs delay the passthrough of some or all performance gains to 
customers in the hope that they will be greater longer run.  However, MRPs also protect 
customers from deteriorating performance.  A stretch factor can ensure that customers 
receive a share of the expected benefits, during the plan, of stronger performance incentives 
whether or not they are actually realized.  

 
11.2     Please explain more fully what is meant by the point made in the second bullet. 

PEG Response: 
Revenue decoupling is a promising means of relaxing the link between revenue and system 
use.  It is discussed on some length on pp. 19-20 of PEG’s February report.  Since the utility 
receives only its allowed revenue, it does not receive higher margins between rate cases 
when and if growth in system use outpaces cost growth.    
 
 
    

12.0    Reference: Exhibit A2-5, pages 17 and 18 
Preamble: The Report (page 17) states: “PBR can then be said to represent progress 
in “regulatory technology” that increases the size of the economic pie available for higher 
earnings and better terms of service”. 

 
The Report (page 18) states: “The potential benefits from rate regulation are therefore 
increased and PBR plans can be designed so the benefits of performance improvements 
are shared between shareholders and customers.” 
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12.1     How can regulators ensure that a portion of the increased “economic pie” is used to 
“better terms of service” (or lower rates) as opposed to it all simply contributing to 
higher earnings? 

PEG Response: 
Various mechanisms have been developed to control the allocation of the benefits of PBR 
between utilities and their customers.  These include stretch factors, earnings sharing 
mechanisms, and efficiency carryover mechanisms.  Dr. Lowry acknowledged in his paper 
(e.g., page 64) and his workshop (e.g., slide 58) that ensuring customer benefits is a central 
challenge of MRP design.   
 
Utilities have in some proceedings obtained favorable MRP terms in PBR plans.  But they 
can also obtain favorable decisions in conventional rate cases.  It is notable in this regard 
that BC Hydro has proposed a continuation of COSR in this proceeding.   
 

 
13.0   Reference: Exhibit A2-5, page 19 Exhibit A2-7, Slide 24 
 

13.1       Is the difference between “cost trackers” and “revenue adjustment mechanisms” 
that fact that the former adjusts rates in response to changes in costs whereas the 
latter adjusts rates based on change in cost drivers such as number of customers? 

PEG Response: 
Yes.  Adjusting rates for external cost drivers involves low regulatory cost and does not 
weaken performance incentives. 

 
13.2     It appears that revenue decoupling mechanisms and revenue adjustment 

mechanisms have fundamentally different purposes. The former addresses the 
extent to which actual revenues differ from forecast due to sales volumes 
differences while the latter addresses changes in underlying costs. Please discuss 
whether this interpretation is correct any why. 

PEG Response: 
These statements are correct.  The RAM goes hand in hand with the RDM because, 
absent some escalation of allowed revenue, decoupling will cause revenue to fall even 
though utility cost tends to rise for reasons that include input price inflation and customer 
growth. 
 

 
14.0    Reference: Exhibit A2-5, pages 26-27 

Preamble: The Report states: “Utilities tend to resist PIMs involving penalties and to 
propose lenient targets, while consumer groups tend to resist PIMs involving awards and to 
propose aggressive targets.” 

   
At page 27 the Report makes some observations regarding Performance Metric Systems in 
Practice. 
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14.1    In the experience of the authors are PIMs involving either penalties or awards 

common? 

PEG Response: 
Yes.  They are in fact more common than PIMs that involve penalties and awards.     
 
14.2    If yes, which is more common and in what areas of performance are either most 

frequently used? 

PEG Response: 
Service quality PIMs often involve only penalties, whereas many other kinds of PIMs often 
involve only awards. 

 
 
15.0 Reference: Exhibit A2-5, page 29 
 

15.1    Would it be reasonable for regulators to require that any approach used to encourage 
the use of disfavoured inputs be supported by a cost/benefit analysis that 
demonstrates that the approach (including any incentives offered) results in overall 
benefits for consumers? If not, why not? 

PEG Response: 
A cost/benefit analysis, careful prudence review, and an incentivized tracker are all options 
for guarding against excessive use of disfavored inputs when other mechanisms (e.g., cost 
trackers) encourage their use. 
 

 
16.0 Reference: Exhibit A2-5, page 33 
 

16.1    Does the use of “cost trackers” require that, for purposes of setting rates, the 
associated costs be forecast for the period of the MRP? 

 
16.1.1   If not, please explain why? 

 
16.1.2   If yes, does this mean that under an MRP, those revenue requirement items 

dealt with through “cost trackers” their treatment is initially similar to that under 
COSR? 

PEG Response: 
Not necessarily, but this is a common approach, especially in jurisdictions that use forward 
test years and/or attrition relief mechanisms that are based on forecasts.   
 
16.2    Would events eligible for Z-Factor treatment be subject to the same type of regulatory 

review as they would under COSR? 
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PEG Response: 
Yes, except that a materiality threshold may limit the eligibility of events for Z-factor review. 
 
16.3    Overall, the more an MRP involves cost trackers and Z-Factors for elements of a 

utility’s revenue requirement as opposed to ARMS, would it not be similar to COSR? 

PEG Response: 
Yes. 
 

 
17.0 Reference: Exhibit A2-5, pages 37-38 

Preamble: The Report states (page 37): “Under revenue caps, the escalator permits 
growth in allowed revenue (aka the revenue requirement). The allowed revenue yielded by a 
revenue adjustment mechanism must be converted into rates, and this conversion requires 
assumptions regarding billing determinants.” 

 
The Report states (page 38): “A revenue cap requires a forecast of the (net) cost of service. 
A price cap requires, additionally, a forecast of billing determinants.” 

 
17.1    The first reference suggests that a billing determinant forecast is required under a 

revenue cap, whereas the second reference suggests a billing determinant forecast is 
required under a price cap. Please reconcile. 

PEG Response: 
In the case of a revenue cap, some assumption must be made about next year’s billing 
determinants in each year of the plan.  These assumptions are utility-specific and can be 
made during the plan.  If there is revenue decoupling, the assumption doesn’t matter much 
since any errors will be corrected by the revenue decoupling mechanism.   
 
In the case of a price cap constructed from a cost forecast, some assumptions must be 
made about growth in the utility’s billing determinants in advance of the plan.  When price 
caps are indexed to inflation, however, an X factor based on industry productivity trends 
typically reflects trends in industry billing determinants.   
 

  
18.0  Reference: Exhibit A2-5, page 45 
 

18.1    In the opinion of the authors, does BC Hydro’s current outlook for the next 5-10 years 
align more closely with the Traditional or the Contemporary Revenue Requirement 
Trajectory of VIEUs and why? 

PEG Response: 
BC Hydro’s cost growth will be bolstered in the next few years by the Site C project and an 
ongoing need for high replacement capex.  After the Site C plant enters the rate base, 
however, its depreciation will slow cost growth.  Billing determinant growth will be slowed by 
the DSM program but boosted by growing EV loads.  Inflation should be slow.  On balance, 
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conditions seem somewhat less favorable than in the “golden age” of COSR.  One indication 
is that rate cases have recently been frequent. 
 

 
19.0  Reference: Exhibit A2-5, page 49 Exhibit A2-7, Slide 31 

Preamble: The Report states: “Some capital cost trackers return all capex underspends 
to ratepayers”. 
 

19.1    In such cases, is any effort made to distinguish between CapEx underspending due to 
project deferrals vs. underspending due to utilities carrying out planned capital projects 
more efficiently?   

PEG Response: 
Distinctions of this kind are rarely made in capital cost trackers that return all underspends to 
customers.  However, the Ontario Energy Board (“OEB”) recently approved capital cost 
variance accounts for Hydro One Networks’ transmission and distributor operations that 
allows the company to retain all of the revenue requirement savings resulting from any 
underspends that can be attributed to verifiable productivity gains until the next rebasing.3 
Verifiable productivity gains are the sum of capital productivity gains and capital-allocated 
corporate costs; are incremental to productivity initiatives incorporated in the Company’s 
Custom IR plan filing; and must result from a productivity initiative that was approved by 
Hydro One’s management prior to the capital project being undertaken. The resulting 
underspends must be confirmed by the Board as legitimate productivity gains at rebasing. All 
other underspends must be returned to ratepayers. 

 
19.2   If yes, how do regulators distinguish between the two kinds of underspending?   

PEG Response: 
In the case of Hydro One Networks only measures that are proven to meet the criteria of 
“verifiable productivity gains” as discussed above are considered efficiency gains.  Hydro 
One must identify specific productivity initiatives tied to efficiency prior to undertaking an 
investment. The company must then convince the Ontario Energy Board in the rebasing 
proceeding that Hydro One Networks had achieved a verifiable productivity gain.  Hydro One 
Networks has not yet filed for rebasing. 

 
 
 
 
 
 
 

 
20.0 Reference: Exhibit A2-5, pages 50-51 

 
3 Ontario Energy Board, Decision and Order EB-2017-0049 Hydro One Networks Inc., March 7, 2019. 
Ontario Energy Board, Decision and Order EB-2019-0082. April 23, 2020.   
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Preamble: The Report states: “Concerns about exaggerated claims about capex 
requirements exist with supplemental capital revenue requests as well as with forecasted 
ARMS.” 

 
20.1    What are the authors’ views as to the most appropriate way(s) to address the fact that 

capital expenditure forecasts may exaggerated to then trigger rewards for 
underspending? 

PEG Response: 
Integrated resource and delivery system planning is certainly one way of mitigating 
exaggerated cost forecasts.  Utilities are then compelled to explain forecasted/proposed 
capex surges.  Another remedy is to monitor deviations between actual and forecasted cost 
to see if they are recurrent.  In Great Britain, a complicated information quality incentive 
(“IQI”) mechanism has been developed to discourage exaggerations.  This rewards utilities 
for forecasts that are accurate and consistent with good cost management.  Please note that 
exaggerated cost forecasts can also be a problem when COSR uses forward test years. 
 

 
21.0 Reference: Exhibit A2-5, pages 51-52 
 

21.1    Can efficiency/performance incentives be built into cost components that are subject 
to cost trackers, particularly capital expenditures? 

PEG Response: 
Yes.  Please see the response to question 6.1 for examples. 
 
21.2    If yes, what are the authors’ views as to the preferred way(s) of dong to? 

PEG Response: 
Dr. Lowry prefers a combination of heightened prudence oversight with a cost tracker that 
shares a percentage of the value of all capex underspends. 

 
 
22.0 Reference: Exhibit A2-5, page 62 

Preamble: The Report states: “ECMs offer several potential benefits. These 
mechanisms can discourage opportunistic cost deferrals and encourage utilities to achieve 
long-term performance gains that will benefit customers after a plan’s conclusion. Incentive 
power research by PEG has revealed that ECMs can materially strengthen performance 
incentives.” 

 
22.1   Please explain how ECMs can “discourage opportunistic cost deferrals”. 

PEG Response: 
To the extent that a utility makes cost deferrals during one plan that elevate cost in the next 
plan, an ECM that focuses on benefits in the next plan will penalize the strategy. 
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22.2    Are there other mechanisms that can be employed to discourage opportunistic cost 
deferrals, particularly with respect to capital spending? If so, what are they? 

PEG Response: 
Yes.  The other mechanisms include increased prudence vigilance during rate cases and 
integrated resource and delivery system planning.  
 
 

23.0 Reference: Exhibit A2-5, page 110 
Preamble: The Report states: “Inflation is expected to be slow in the next few years. 
However, the Company’s most recent load forecast suggests slow growth in its load. All 
residential load growth is expected to result from additional customer growth, as the 
Company forecasts no increase in residential use per customer. Under COSR, slow volume 
growth will prevent the Company’s revenue growth from keeping pace with cost growth 
between rate cases.” 

 
23.1    In the past, BC Hydro’s rate applications under COSR have generally involved 

multiple years that accounted for forecasts in cost escalation and forecasts of 
volume/customer growth along with the use of deferral accounts to track revenue 
variances. Does this approach address the concern that “slow volume growth will 
prevent the Company’s revenue growth from keeping pace with cost growth between 
rate cases”? 

PEG Response: 
Yes.  However, rate cases typically involve only two test years, and are therefore still 
frequent. 

 
 
24.0 Reference: Exhibit A2-5, pages 105-106 and 111-112 

Preamble: The Report states (page 105): “BC Hydro has nearly 30 cost trackers (often 
referred to as regulatory accounts) in its ratemaking system. Tracked costs include those for 
pensions, storm restoration, and environmental remediation. None of these trackers are 
incentivized.” 

  
The Report states (page 111): “For example, the revenue adjustment mechanism would not 
have to be indexed, or indexing could apply only to OM&A revenue (and possibly also to 
revenue for routine plant additions, as in the recent Fortis plans). Separate regulatory 
systems could apply to the Company’s generation, transmission, and distributor services. 
Should the Commission nonetheless prefer an indexed ARM, it should be noted that better 
ways to provide supplemental capital revenue when an indexed ARM is used is a major 
focus of PBR today.” 

 
 
 
 

24.1    In the view of the authors, which of BC Hydro’s nearly 30 cost trackers (i.e., regulatory 
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accounts) could be incentivized and how could this be accomplished? 

PEG Response: 
PEG has not addressed this complicated issue.  Methods for incentivizing trackers were 
discussed in response to Question 6.1. 
 
24.2    In the view of the authors what are the “better ways to provide supplemental capital 

revenue when an indexed ARM is used”? 

PEG Response: 
When an indexed ARM is used in a multiyear rate plan, there are often provisions for the 
utility to receive supplemental capital revenue upon demonstration of need.  This has 
commonly taken the form of tracker treatment for some capex costs.  Tracker treatment 
raises concerns about overcompensation and capex containment incentives.  These 
problems and possible refinements and alternatives to capital cost trackers have been 
discussed extensively in recent PBR proceedings in Alberta, Quebec, Hawaii, and 
Massachusetts.  In Hawaii, there is broad consensus that overcompensation can be a 
problem exists whereas in the other jurisdictions utilities have rejected this notion.   
Here are some of the alternatives that have been discussed. 

 
Small Steps 

Alternative Eligibility Restrictions 

Eligibility of capex for supplemental revenue can be limited by making certain kinds of capex 
ineligible for tracker treatment.  Some capex would then be addressed by the indexed ARM.  
Here are some possible exclusion criteria.  

• Some approved MRPs with indexed ARMs based on cost trends permit variance 
account treatment only for plant additions that are major and/or unpredictably timed.  
This approach was featured in the recently expired MRPs of FortisBC and FortisBC 
Energy.4  An example from Hawaii is discussed below.   

• While distributors serving rapid-growth regions experience growth-related cost 
bumps, growth-related capex could be deemed ineligible for supplemental revenue 
(or certain kinds of supplements) on several grounds.5  For example, a lot of growth-

 
4 British Columbia Utilities Commission (“BCUC”) (2014), In the Matter of FortisBC Inc. Multi-Year 
Performance Based Ratemaking Plan for 2014 Through 2018 Decision, September 15, pp. 170-175. 

BCUC (2014), In the Matter of FortisBC Energy Inc. Multi-Year Performance Based Ratemaking Plan for 
2014 Through 2018 Decision, September 15, pp. 176-181. 
5 The AUC stated in Decision 2012-237 that one of its capital tracker eligibility criteria  

excludes projects required to accommodate customer or demand growth because a certain amount 
of capital growth is expected to occur as the system grows and system growth generates new sources 
of revenue that offset the costs of the new capital.  The new sources of revenue can come in the form 
of increased customers and load growth, and also through contributions in aid of construction.  

However, in a later decision it revised this criterion.  Capex eligible for tracker treatment must also exceed a 
materiality threshold.  The Commission described its eligibility requirements as having a “targeted criteria-
based nature” that “limits the number of projects that are outside the I-X mechanism, and as a result, the 
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related capex is partially self-financed by growth in billing determinants and 
contributions in aid of construction.  Some kinds of growth-related capex (e.g., costs 
incurred due to construction of mass transit and highway infrastructure) are 
potentially eligible for Z factoring.  Intensive use of DSM and distributed generation 
and power storage can reduce the need for substation and subtransmission system 
capacity expansions.6  Consider also that distributors in rapid-growth regions tend to 
have outsized opportunities to realize scale economies.  Our research over the years 
has revealed that such distributors often experience rapid MFP growth.   

• Capex in the last year of the plan term could be deemed ineligible for extra revenue 
because this involves only one year of underfunding.   

This general approach would strengthen capex containment incentives and reduce 
overcompensation concerns despite a net reduction in regulatory cost.  The freedom of the 
BCUC in future proceedings would not be fettered.   

X Factor Adjustment 

The X factor could be raised, in this and any future MRPs, by an amount sufficient to 
increase the likelihood that indexed ARMs reflect industry productivity growth over multiple 
plans.  This could be accomplished in several ways.   

• One approach would be to recompute MFP growth removing a certain share of the 
capex made by sampled utilities.  In a study for a British Columbia proceeding, PEG 
reported that, over the ten year 2002-2011 period, removing 10% of gross plant 
additions from the study increased the average annual MFP growth of a large sample 
of U.S. power distributors by 25 basis points.7  A downside of this particular approach is 
that it is difficult to establish what share of capex should be removed from the 
productivity study.   

• Another approach would be to require utilities seeking supplemental funding to borrow 
revenue escalation privileges from future plans.  If, for example, customers were in one 
plan effectively asked to fund capital productivity growth that was 3.2% below the 
industry norm on average over the indexing years of a plan, the X factor could be SK x 
0.4% or roughly 0.2% higher in this and the next 7 plans to make customers whole.  
Here SK would be the typical share of capital cost in total utility cost.   

Continued Tracking    

Capital costs that occasion supplemental revenue could be subject to continued variance 
account treatment in later plans.  Customers, having fully funded the initial cost of surge 
capex, would then receive the benefit of its depreciation between rate cases in later plans.  

 
incentive properties of PBR are preserved to the greatest extent possible.”  (September 2012, pages 124 and 
127). 
6 Encouragement of such non-wire alternatives (“NWAs”) to load-related capex is a focus of IR today in some 
American states (e.g., New York).  See, for example, the Brooklyn-Queens demand management program of 
Consolidated Edison of New York. 
7  Lowry, M.N., Hovde, D.A., and Rebane, K. (2014), X Factor Research for Fortis PBR Plans, Submitted on 
behalf of Commercial Energy Consumers Association of British Columbia in British Columbia Utilities 
Commission Projects 3698715 and 3698719, January 7, pp. 35-37. 
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This would reduce overcompensation concerns.  The utility’s revenue for surge capex would 
closely track the annual cost of the investment that the Board deemed prudent.  Knowledge 
that there is a price to be paid in the long run for asking for extra revenue now would 
strengthen the utility’s capex containment incentives.  Tracking need continue only if a 
broadly-similar form of MRP with an indexed ARM based on cost trend research continued. 

Incentivized Variance Account 

Variance accounts can be incentivized, as discussed in the response to question 6.1 above.   
Strengthen Reviews of Capex Prudence 

The BCUC can encourage greater effort to review capex prudence.  Performance incentives 
can be strengthened thereby, and overcompensation reduced.  The Ontario Energy Board 
has already taken a big step in this direction by requiring DSPs and learning how to review 
them.  On the other hand, regulators will still struggle with the asymmetry of information.  
Further upgrades to the prudence review process merit consideration.  Engineering and 
econometric models could be commissioned to ascertain the need for repex, and variants on 
Ofgem’s information quality incentive mechanism could be developed.  Plans can be 
reviewed over periods longer than five years for their tendency to bunch capex in ways that 
bolster supplemental capital revenue.  Inefficient bunching of capex should be discouraged, 
but so too should be strategies that unduly prolong the need for supplemental revenue.  
Plans in the late stages of a capex surge merit special scrutiny.  Excessive use of capex to 
reduce OM&A expenses is another special concern.  For example, proposals to increase 
system undergrounding merit special scrutiny. 
On the downside, conscientious reviews of capex are costly.  The Commission will still 
operate at an information disadvantage.  Thus, a mix of prudence reviews and IR 
mechanism will continue to be optimal. 

Major Departures 
 

The BCUC may also wish to consider more substantial departures from the capital cost 
tracker approach.  The following alternative ratemaking treatments of capital in Alberta and 
California then merit consideration. 

California 

As noted in PEG’s February report, the California Public Utilities Commission (“CPUC”) has 
required jurisdictional gas and electric utilities to operate under MRPs since the 1980s.  
Revenue decoupling has been common, so these plans have typically featured revenue 
caps, not price caps.  Escalation of these caps between rate cases has often involved hybrid 
mechanisms with separate treatments of OM&A and capital revenue.8  OM&A revenue has 
typically been indexed for inflation.  The capital revenue requirement is calculated, using 
traditional cost accounting, under the assumption that a utility’s gross plant additions in each 
year of the plan will equal its recent historical average or the approved test year additions.  
The Office of the Ratepayer Advocate in California has often expressed a reluctance to 

 
8 See, e.g., the current multiyear rate plan of Southern California Edison as approved in CPUC Decision 19-05-020. 
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consider multiyear capex forecasts.9  Gross plant additions are sometimes adjusted for 
inflation in later years of the plan.   

These plans typically have not included capital variance accounts that returned benefits of 
most capex underspends to customers.  Earnings sharing mechanisms have also been 
uncommon.  

Hybrid revenue caps in California have sometimes been combined with capital cost trackers 
that are limited in scope but address major plant additions with hard to predict timing (e.g., 
AMI and generation facilities).  Under a hybrid ARM, it is easier to ensure that capital costs 
are not double counted should the need for a capital cost tracker arise, as parties can 
identify whether or not the costs associated with a project are already addressed through the 
capital cost budget.   

Alberta   

The second-generation Alberta MRPs10 allow for two methods by which distributors may 
obtain extra capex funding.  Trackers may fund material capex that is required by a third 
party or extraordinary.  Supplemental funding for other kinds of capex is provided by the “K-
bar.”  A base K-bar value was established for each distributor for the first year of the plan 
based on its recent historical capex, adjusted for growth in inflation, X, and billing 
determinant growth, which were not funded by base rates.11  This process is repeated for 
subsequent years.  These plans do not include ESMs or trackers that return the benefits of 
capital underspends to customers.  

The California and Alberta approaches to ARM design have notable selling points.  
Regulators need not sign off in advance on the prudence of detailed multiyear capex plans.  
There is less opportunity for utilities to exaggerate their capex needs.  This can reduce 
regulatory cost considerably.  Capex containment incentives are strengthened by the lack of 
an ESM or capex underspend clawback and by increased uncertainty about capex prudence 
reviews in the next rebasing.12   

On the other hand, this approach requires confidence that recent capex levels will continue 
during the plan term.  Integrated resource and distribution system planning can help provide 
this confidence.  It is possible that a utility’s capex needs will change during the plan due to 
unforeseen circumstances such as a deep recession.   

Capex containment incentives can be weakened if this approach continues in future plans 
 

9 It may be noted that these are large distributors, three of which serve over six million customers, and this 
has helped to stabilize capex requirements.  A very large distributor might, for example, build or replace three 
substations every five years whereas a small Ontario distributor might build or replace one substation every 
forty years. 
10 PEG is not recommending this ratemaking treatment for BC Hydro. 
11 For power distributors the change in billing determinants is calculated across all billing determinants 
including energy, demand, and the number of customers, while the billing determinants for gas distributors is 
calculated as the weighted average change in the number of customers among rate classes. 
12 The AUC stated in its first generic PBR decision (D-2012-237) that “The Commission recognizes that 
superior efficiency incentives would be created if the companies were required to make capital investment 
decisions and undertake the investment prior to applying for recovery of their costs by way of a capital tracker.” 
p. 131. 
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and the capital revenue requirement in these plans is again expected to be based on recent 
historical capex.  For example, BC Hydro’s incentives would be weakened during its new 
plan if there was an expectation that its capex in the 2022-2025 period was going to be used 
to set the capex budget for the next plan.  Research by PEG for Berkeley Lab found that the 
MFP growth of California distributors has been slower and not more rapid than the sample 
norm during their years of operation under MRPs.13   

Econometric MFP Projections 
In Hawaii, a generic proceeding is underway to develop a new performance-based regulation 
(“PBR”) framework for the Hawaiian Electric Companies (“HECO”) and two affiliates.  These 
three vertically integrated electric utilities (“VIEUs”) are chiefly engaged in T&D since most 
power in Hawaii is generated by third parties or customers.  Like many Alberta and Ontario 
distributors, the HECO companies claim a need for high levels of repex.14   

The Commission has decided that the new PBR framework will feature MRPs with revenue 
cap indexes that have I – X formulas designed using cost trend research.15  Each plan will 
also have a major plant interim recovery cost tracker.  Repex will, importantly, not be eligible 
for tracker treatment.  The X factor thus has special importance in this proceeding.  The 
challenge has been to use research on the cost trends of mainland VIEUs to determine an X 
factor that is suitable for the costs to which the revenue cap index will apply, which include 
considerable repex. 

PEG has performed an econometric study funded by the HECO companies to identify drivers 
of mainland VIEU productivity growth and quantify their impact.  A T&D “repex requirement 
indicator” that we developed was found in the study to be a highly significant VIEU cost 
driver.  This indicator is based on past capex patterns using data on gross plant additions 
back to 1948.   

PEG developed from this research an econometric MFP growth projection for the next five 
years which is specific to the business conditions that HECO expects to face in managing 
the costs that its revenue cap index will address.  These projections are, essentially, an 
estimate of the MFP growth that typical utility managers would achieve in managing these 
costs.  The projections take account of the fact that HECO will experience sluggish electric 
customer growth and a growing need for repex but the costs subject to indexing will not 
include those for any AMI buildout, new emissions controls, gas customer growth, or 
generation plant additions which mainland VIEUs have experienced.  The projections provide 
the basis for an X factor that is customized to HECO’s business conditions but doesn’t 
weaken its incentive for capex containment.   

This productivity research was based on a methodology pioneered by Denny, Fuss, and 
Waverman.16  PEG first used econometric MFP growth projections in work for the OEB in a 

 
13 Lowry, Makos, Deason, op. cit., pp. 6.11-6.13. 
14 The repex surge in the islands is occasioned by the surge in capex in the years following Hawaiian 
statehood. 
15 These plans will feature revenue decoupling. 
16 Denny, Fuss, and Waverman, op. cit. 
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gas PBR proceeding.17  An article on this research was published in the Review of Network 
Economics.18   

This kind of research could in principle be used to establish an X factor for BC Hydro.   
Econometric research on power distributor cost could consider the impact of productivity 
growth drivers such as customer growth, AMI, and the need for repex.  This research could 
provide the basis for an econometric MFP growth projection for the Company during the four 
indexing years that is specific to the business conditions the Company is expected to face 
during these years.  This could be the company’s base MFP growth trend.   

The potential advantages of this approach are numerous.  Compensation could be provided 
for special capex challenges without weakening BC Hydro’s performance incentives.  The 
Company would have less opportunity to exaggerate its capex needs.   

On the downside, the research required to establish the method would be somewhat costly 
and controversial.   

Sensible Pairings 

Several of the rate setting options detailed here are complements more than substitutes.  
Here are some provisions that could be sensibly combined.   

• A California or Alberta-style ARM, which reflects a utility’s recent past capex, reduces 
concerns about the utility’s exaggerations of its capex requirements.  This can 
increase the attractiveness of incentivizing or eliminating the capital variance 
account.  

• A California or Alberta-style ARM could also be combined with a limit on the 
frequency of supplemental capital revenue availability. 

• An MFP growth projection that considers the need for repex can be combined with a 
tracker to fund lumpy growth-related projects, the need for which is more difficult to 
identify econometrically due to data limitations.  

 
24.3   Reference is made to the indexing of revenue for routine plant additions in Fortis’ 

recent plans. Please confirm that in the most recently approved MRP for Fortis BC Inc 
(i.e. the electric utility) there is no indexing of any portion of the revenue requirement 
related to capital additions.   

 

PEG Response: 
This statement is confirmed. 

 
 

 
17 Lowry, M.N., Hovde, D., Getachew, L., and Fenrick, S. (2007), Rate Adjustment Indexes for Ontario’s 
Natural Gas Utilities, Report to the Ontario Energy Board filed in Ontario Energy Board Cases EB-2007-0606 
and EB-2007-0615, November 20, pp. 41-49. 
18 See Lowry, M.N., and Getachew, L., Review of Network Economics, “Econometric TFP Targets, Incentive 
Regulation and the Ontario Gas Distribution Industry” Vol.8, Issue 4, December 2009. 
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25.0 Reference: Exhibit A2-5, pages 99, 112 
Preamble: The Report states: “Moreover, there has recently been extensive research 
undertaken by utilities for Colorado and Hawaii proceedings to design revenue cap indexes 
for vertically integrated electric utilities.” 

 
25.1    Specifically, what lessons/precedents do the authors believe can be taken from the 

Colorado and Hawaii proceedings and applied to BC Hydro? 

PEG Response: 
The applicable lessons from this research include the following. 

• The scale escalator for a revenue cap index applicable to G, T, and D should be 
multidimensional.  If there are separate RCIs for G, T, and D, they would likely have 
different scale escalators. 

• The indicated productivity offsets will tend to be more negative if an indexed ARM 
applies to capital cost as well as to OM&A cost. 

• VIEU productivity growth in the States has materially slowed in recent years, so the 
sample period for such a study will be an issue.   

• The numerous business conditions that drove the productivity slowdown may or may 
not apply to BC Hydro.  What ultimately matters is how the business conditions that 
the Company is expected to face in the next few years compare on balance to those 
that sampled VIEUs faced during the historical sample period.  

• The extensive research that has recently been done on this topic reduces the 
incremental cost of doing good research for British Columbia and reduces the risk of 
a poor X factor decision. 

 
25.2    Are the results of the MFP growth studies undertaken for the Hawaii proceedings (per 

page 99) applicable to BC Hydro in its current circumstances? Please explain in detail 
why or why not. 

PEG Response: 
The Hawaiian MFP studies are certainly germane to the situation of BC Hydro for reasons 
that include the following. 

• They address the cost trends of utilities that, like BC Hydro, are vertically integrated.    

• PEG developed a method for customizing MFP growth projections to the specific 
business conditions of a VIEU. 

On the other hand, 

• US electric utilities made unusually large transmission system investments in the past 
decade for reasons that may not apply to BC Hydro. 

• BC Hydro’s generation mix differs markedly from those of most VIEUs in the 
Hawaiian study sample.  
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26.0 Reference: Exhibit A2-5, pages 112-113 Transcript, pages 205 & 

Exhibit A2-7, Slide 77 
Preamble: The Report states (page 112): “Separate regulatory systems could apply to 
the Company’s generation, transmission, and distributor services”. 

 
The Report states (page 113): “For reasons like these, MRPs are used in many jurisdictions 
to regulate publicly-owned utilities. A salient example is Hydro-Québec, a utility that is in 
many respects similar to BC Hydro.” 

 
Mr. Lowry states (page 205): “you could, in theory, have different ARMs for generation, 
transmission. It says here "transition", I meant to say "transmission". It's meant to say 
"transmission". And distribution”. 
 
Similarly, at page 258, Mr. Lowry states: “A different ARM might very well apply to different 
functions” 

 
26.1    How does the fact that BC Hydro’s generation, transmission and distributor functions 

are all operated by the same entity and its organizational structure does not fully 
separate the three functions impact the application of separate regulatory 
systems/different ARMs to the three lines of business?  

PEG Response: 
Dr. Lowry believes that BC Hydro’s costs are now reasonably well itemized.  For example, as 
part of its most recent RRA filing, tabs 3.0-3.13 of the Company’s RRA Model presented total 
cost by function (e.g., generation, transmission, distribution, and customer care).  Total cost 
included operating costs, depreciation, taxes, return on equity, allocations of general costs, 
and financing costs. 

  
 
27.0 Reference: Transcript, page 136 

Preamble: Mr. Lowry states: “And one of them is called Custom IR, and that is the one 
that almost all of the big utilities in the province take, because that's the easy route to a 
whole bunch of extra money for capital. And so they are all proposing these so called custom 
IR plans, and the thing (audio drops) little bit out of control over the years and I'm certainly an 
advocate of somehow reforming the custom IR process”. 

 
27.1    Does the treatment of CapEx in the Ontario custom IR differ from the treatment of 

capex in FortisBC Inc’s recently approved MRP? 

 

PEG Response: 
Yes.  Under the Custom (IR) mechanisms that most large energy utilities use in Ontario, a 
rate or revenue cap index is designed that applies in principle to capital as well as OM&A 
revenue.  However, a “C factor” adjusts for the difference between forecasts of the growth of 
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indexed capital revenue and of capital cost.  
 
27.2    Does the treatment of CapEx in FortisBC Inc’s recently approved MRP address the 

concerns Mr. Lowry has regarding Ontario’s custom IR treatment of capex? 

27.2.1  If not, why not? 

27.2.2 If yes, how? 

PEG Response: 
PEG has not done a careful review of the Fortis plans but acknowledges that they avoid 
combining rate or revenue cap indexes based on MFP research with capital cost trackers.    
 
 

28.0 Reference: Transcript, page 150 
Preamble: Mr. Lowry states: “So I don’t think there is much incentive benefit for a 
forward test year”. 

 
28.1    Please explain what is meant by “incentive benefit”? 

PEG Response: 
A forward test year typically does not do much to strengthen utility performance incentives 
when the causes of frequent rate cases are recurrent.  Incentives affect the performance 
gains that are actually realized, and these gains produce benefits that can be shared 
between the utility and its customers.  
 
28.2    Given that forward test years involved “forecasts” which can be controversial, what 

benefit, if any, are there to using forward as opposed to historical test years? 

PEG Response: 
Benefits of forward test years may include the following. 

• When cost growth exceeds growth in billing determinants, historical test years tend to 
undercompensate the utility.  This can be unfair to the utility and, by raising its risk, 
raise the rates the utility pays for financing.  

• The frequency of rate cases may be modestly reduced. 

• Major plant additions like the Site C project are better handled. 

• Customers receive better price signals.  

• Revenue decoupling reduces controversy over billing determinant growth forecasts. 

 
 
 
29.0 Reference: Exhibit A2-5, page 70 Transcript, page 152 

Preamble:  The Report states: “The objective functions of publicly- and privately-owned 
utilities do differ. Private utility owners care mainly about the level and variability of profits.” 
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Mr. Lowry states: “Well, the margin that might be gleaned from it’s passed back to the 
customer. That's the concern. I mean there's still some incentive there but it's not as strong 
as it would normally be under utility regulations – not less strong than there would be under a 
price cap example either – because the margin is not kept by the company, it's passed back 
to the customer”. 

 
29.1    In the case of publicly-owned utilities such as BC Hydro were profit is less of a motive 

and considerations such as reasonable rates also come into play, why is the fact that 
the “margin” is passed back to customers viewed as a “disincentive”? 

PEG Response: 
In response to Zone II Ratepayers Group question 2.1, PEG provided several reasons why 
financial incentives should matter to a publicly-owned utility like BC Hydro.  The Company 
has effectively operated under revenue decoupling for some time and has not aggressively 
promoted (for example) electrification of transmission despite its ability to offer competitive 
power rates. 
 

 
30.0     Reference: Transcript, page 201 

Preamble: At the Workshop the following exchange took place: “do you punish the 
shareholder for that imprudent expenditure that is made this wholly-owned company, a 
Crown corporation? 

 
MR. LOWRY: Well, I guess my own view is that – and I was going to talk about this later, that 
I mean the government wants BC Hydro to be efficient, and they don’t want to charge the 
ratepayer for imprudent expenditures and they, the government has taken pains to slow the 
company’s rate growth. So why it would somehow be inappropriate to disallow the cost of a 
Crown corporation if they were deemed to be imprudent, I guess I’m at a loss as to why that 
isn’t acceptable, and why the government wouldn’t acquiesce in it”. 

 
30.1    Couldn’t the fact that BC Hydro is a crown corporation whose debt is guaranteed by 

the Province such that BC Hydro’s financial strength can impact the Province’s cost of 
borrowing be likely to impact the Government’s decision on such matters?   

PEG Response: 
The government presumably does not want to get into a situation where it is helping BC 
Hydro make its debt payments due to the Company’s operating inefficiency. 
 

 
 
 
 
31.0 Reference: Transcript, page 204 Exhibit A2-7, Slide 54 

Preamble:   Mr. Lowry states: “And so the analogue to a tracker freeze for BC Hydro, 
you might have a CapEx tracker or major plant additions like say the Site C project or maybe 
a big new transmission line, if there was one, but otherwise you would need some sort of 
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gradual revenue escalation such as you might get from just inflation escalation. Customer 
growth would be, you know, less than half that. It might not be enough.” 

 
31.1    How does such an approach account for the fact that the revenue requirement 

associated with capital already in-service at the start of the MRP will decline over the 
MRP period as the assets are depreciated? 

PEG Response: 
Depreciation of the value of older plant does slow cost growth.  In the aftermath of a major 
plant addition and when combined with some combination of slow input price inflation and 
brisk growth in billing determinants, a rate freeze is therefore sometimes compensatory.  For 
these reasons, utilities have sometimes operated for several years without a rate case after a 
major plant addition.  However, these situations are unusual today due in part to sluggish 
growth in billing determinants.   

In the case of BC Hydro, inflation will likely be slow in the next few years, electrification of 
transportation will boost load growth, at least one major plant addition (e.g., Site C) will 
occur, and no other generation capacity additions are anticipated.  Dr. Lowry is just noting 
that if these favorable circumstances are not enough to make a rate freeze compensatory, a 
revenue per customer freeze or escalation of the revenue requirement by inflation could be 
alternatives meriting consideration.     

 
 

32.0 Reference: Transcript, pages 225-226 
32.1     At page 225, Mr. Lowry suggests that the non-Heritage deferral account represents 
a positive move. However, on page 226, he suggests that existence of deferral and 
regulatory accounts is not desirable. Please reconcile the two statements. 

PEG Response: 
With respect to the Non-Heritage Deferral Account, Dr. Lowry has only said that it effectively 
acts as a revenue decoupling mechanism, and that RDMs reduce disincentives for utilities to 
embrace DSM.   Dr. Lowry has also said that deferral and regulatory accounts are usually 
needed in multiyear rate plans and are a common feature of these plans.   

 
  
33.0    Reference: Transcript, page 251 Exhibit A2-7, Slide 73 

33.1    How is providing for an automatic escalation in revenue until there is another rate case 
(initiated by BC Hydro) in the interest of consumers? Wouldn’t BC Hydro simply 
choose to continue under such a scheme as long as its revenues exceeded those that 
could be justified on a cost-basis? 

 

PEG Response: 
Dr. Lowry believes that an indexed “trailer” ARM merits consideration in the case of BC 
Hydro.  The Company’s allowed revenue is otherwise escalated only on the basis of rate 
cases.  The trailer could be a simple mechanism with escalation provisions (e.g., escalation 
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for inflation or customer growth) that are unlikely to be compensatory in the longer run.  It 
would be analogous to the RAMs that accompany revenue decoupling mechanisms in many 
American states that do not use MRPs.  These are usually escalated for customer growth.  If 
the Company thought that it could operate for a year or two under such a mechanism, it 
could be because there were ways to cut costs.  The Company would thereby become more 
accustomed to operating on budgets that are not based on its proposed costs.   
 

 
34.0 Reference: Transcript, page 253 Exhibit A2-7, Slide 73 

Preamble: Mr. Lowry states (page 253): “Okay, so the next idea would be to have 
regularly scheduled statistical benchmarking studies by the Commission and the company”. 

 
34.1 Specifically, what type(s) of statistical benchmarking is Mr. Lowry suggesting should be 

undertaken? 

PEG Response: 
Dr. Lowry believes that the BCUC should initiate a study undertaken in its own name (a 
common practice in Ontario) or in the name of intervenors (as is currently being done in a 
Quebec transmission PBR proceeding).  This study should use econometric methods and 
could also use other methods (e.g., productivity level indexes).  

 
The relationship between the cost of utilities and the business conditions they face 
(sometimes called the “structure” of cost) can be estimated statistically.  A branch of 
statistics called econometrics has developed procedures for estimating economic model 
parameters using historical data.19  The parameters of a utility cost function can be estimated 
using historical data on the costs incurred by a group of utilities and the business conditions 
that the utilities faced.  The sample used in model estimation can be a time series consisting 
of data over several years for a single company, a cross section consisting of one 
observation for each of several companies, or a “panel” data set that pools time series data 
for several companies.   

Basic Assumptions 

Econometric research involves certain critical assumptions.  The most important assumption, 
perhaps, is that the values of some economic variables (called dependent or left-hand side 
variables) are functions of certain other variables (called explanatory or right-hand side 
variables) and error terms.  In an econometric cost model, cost is the dependent variable and 
the cost drivers are the explanatory variables.  The explanatory variables are generally 
assumed to be independent in the sense that their values are not influenced by the values of 
dependent variables. 

The error term in an econometric cost model is the difference between actual cost and the 
cost predicted by the model.  Error terms are a formal acknowledgement that the cost model 
is unlikely to provide a full explanation of the variation in the costs of sampled utilities.  The 
limitations may include mismeasurement of cost and the external business conditions, the 
exclusion from the model of relevant business conditions, and the failure of the model to 

 
19 The estimation of model parameters is sometimes called regression. 
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capture the true form of the underlying functional relationship.  It is customary to assume that 
error terms are random variables drawn from probability distributions with measurable 
parameters.   

Statistical theory is useful for selecting the business conditions used in cost models.  Tests 
can be constructed for the hypothesis that the parameter for a business condition variable 
under consideration equals zero.  A variable can be deemed a statistically significant cost 
driver if this hypothesis is rejected at a high level of confidence.   

Cost Predictions and Performance Appraisals  

A cost function fitted with econometric parameter estimates is called an econometric cost 
model.  An econometric model can be used to predict a company’s cost given local values 
for the business condition variables.20  These predictions are econometric benchmarks.  
Cost performance is measured by comparing a company’s cost in year t to the cost projected 
for that year by the econometric model.  The year in question can be in the past or the future. 

Accuracy of Benchmarking Results 

A cost prediction like that generated in the manner just described is our best single guess of 
the Company’s cost given the business conditions that it faces.  This is an example of a point 
prediction.  This prediction is apt to differ from the true expectation of cost due, for example, 
to the exclusion from the model of relevant business conditions.   

Statistical theory provides useful guidance regarding the accuracy of such benchmarks.  One 
important result is that an econometric model can yield biased predictions if relevant 
business condition variables are excluded from the cost model.  A model used to benchmark 
the cost of a gas distributor with extensive cast iron mains, for example, yield biased cost 
predictions if it excludes an indicator of this condition.  It is therefore desirable to include in 
the model all cost drivers for which data are available at reasonable cost, are believed to be 
relevant, and which have plausible and statistically significant parameter estimates. 

In addition, statistical theory provides the foundation for the construction of confidence 
intervals that represent the full range of possible cost model predictions that are consistent 
with the data at a given level of confidence.  Wider confidence intervals suggest reduced 
benchmarking precision, to the extent that: 

• the model is less successful in explaining the variation in the historical cost data 
used to estimate the model’s parameters;  

 
20 Suppose, for example, that you want to benchmark the cost of a hypothetical electric utility called Western Hydro.  
You could predict the Western in period t using the following model: 

�̂�𝐶𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊,𝑊𝑊 = 𝑎𝑎�0 + 𝑎𝑎�1 ⋅ 𝑁𝑁𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊,𝑊𝑊 + 𝑎𝑎�2 ⋅ 𝐾𝐾𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊,𝑊𝑊 . 

Here, �̂�𝐶𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊,𝑊𝑊 denotes the predicted cost of the company, 𝑁𝑁𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊,𝑊𝑊 is the number of customers Western serves, 
and 𝐾𝐾𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊,𝑊𝑊 equals its generation capacity.  The 0â , 1â , and 2â  terms are parameter estimates.  Performance might 
then be measured using a formula such as: 

𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑃𝑃𝑃𝑃 = 𝑙𝑙𝑃𝑃 �𝐶𝐶𝑊𝑊𝑃𝑃𝑊𝑊𝑊𝑊𝑃𝑃𝑃𝑃𝑃𝑃,𝑊𝑊
𝐶𝐶�𝑊𝑊𝑃𝑃𝑊𝑊𝑊𝑊𝑃𝑃𝑃𝑃𝑃𝑃,𝑊𝑊
� � 

where 𝑙𝑙𝑃𝑃 indicates a natural logarithm. 
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• the sample size used in model estimation is smaller; 

• the number of business condition variables included in the model is larger; 

• the business conditions of sample companies are less varied; and 

• the business conditions of the subject utility are less similar to those of the typical 
firm in the sample. 

These results have important implications for benchmarking.  For example, the results 
suggest that we can often improve the precision of an econometric benchmarking model by 
pooling data for sampled companies over multiple years rather than using only a cross-
section of data for a single year.  In fact, the precision of an econometric benchmarking 
exercise is actually enhanced by using data from companies with diverse operating 
conditions.  For example, to capture the impact of variables that measure the ruralization of a 
service territory it is useful to have data for utilities that operate under urban as well as rural 
conditions.   

Testing Efficiency Hypotheses 

Confidence intervals developed from econometric results not only provide us with indications 
of the accuracy of a benchmarking exercise but also permit us to test hypotheses regarding 
cost efficiency.  Suppose, for example, that we use a sample average efficiency standard 
and compute the confidence interval for the benchmark that corresponds to the 90 percent 
confidence level.  It is possible to test the hypothesis that the company has attained the 
benchmark standard of efficiency.  If, for example, the company’s actual cost is below the 
best guess benchmark generated by the model, but nonetheless lies within the confidence 
interval, the aforementioned hypothesis cannot be rejected.  In other words, the company is 
not a significantly superior cost performer.   

An important advantage of efficiency hypothesis tests is that they take into account the 
accuracy of the benchmarking exercise.  But there is uncertainty involved in the prediction of 
benchmarks.  These uncertainties are properly reflected in the confidence interval that 
surrounds the point estimate (best single guess) of the benchmark value.  The confidence 
interval will be greater the greater the uncertainty is regarding the true benchmark value.  If 
uncertainty is great, our ability to draw conclusions about operating efficiency is hampered. 

 

Econometric Benchmarking Precedents   

There are numerous precedents for the use of econometric benchmarking in regulation.  The 
OEB has the most extensive experience in North America.  Most power distributors in that 
Canadian province operate under MRPs that feature price cap indexes.  The index formulas 
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in third- and fourth-generation plans have had stretch factors that varied between utilities 
based on results of statistical cost benchmarking studies commissioned by the OEB.21   The 
best performing utilities have stretch factors of 0.0 percent, while the worst performing 
utilities have stretch factors of 0.6 percent.  The benchmarking in the current (fourth 
generation) PBR plan uses an econometric model of total cost.  Even though the model has 
not been updated for several years, it is used to update performance scores and stretch 
factors annually.  Additionally, utilities are required to use this model to benchmark their 
forward test year cost proposals in rate cases.   

Benchmarking is also used in Ontario “Custom IR” proceedings for some of the larger power 
distributors and the largest power transmitter.  These utilities frequently benchmark their 
proposed cost in each year of their proposed MRPs.  Ontario’s benchmarking program 
effectively serves as an efficiency carryover mechanism since distributors achieving long-
term cost savings will have better benchmarking scores, which translates to more rapid 
revenue growth.   

PEG personnel have also provided econometric benchmarking evidence in several other 
North American proceedings.  Evidence of this kind supported stretch factor proposals for 
Bay State Gas and Boston Gas.  PEG has filed testimony on the cost performance of San 
Diego Gas & Electric and Southern California Gas on several occasions. 22  In some 
Colorado PUC proceedings, we used econometric benchmarking to appraise the forward test 
year cost proposals for the gas and electric services of Public Service of Colorado. 23  In 
Vermont, PEG benchmarked the cost performance of Central Vermont Public Service in the 
provision of power distributor services.  This study provided the basis for an article in The 
Energy Journal.24  Econometric benchmarking has also been used by regulators in Australia 
and Great Britain.25 

34.2    What role would the results of the “regularly- scheduled statistical benchmarking” play: 
i) in establishing the initial MRP framework for BC Hydro and ii) in informing the annual 
rate/revenue requirement changes during the MRP period? 

PEG Response: 
Benchmarking can be pertinent in establishing initial rates and the pace of revenue (or rate) 
escalation.  A favorable (unfavorable) benchmarking result can be used to raise (lower) the 
initial revenue requirement and/or to lower (raise) annual rate/revenue requirement changes 
thereafter.   

 

 
21 PEG performed these studies for the OEB. 
22 See, e.g., California Public Utilities Commission Application Nos. 02-12-027, 02-12-028 and 06-12-009, 
and 06-12-010. 
23 See, e.g., Colorado Public Utilities Commission Proceedings 09AL-299E, 10AL-963G, 17AL-0363G, and 
17AL-0649E. 
24 Mark N. Lowry, Lullit Getachew, and David Hovde. Econometric Benchmarking of Cost Performance: The 
Case of U.S. Power Distributors, THE ENERGY JOURNAL 26 (3), at 75-92 (2005).  
25 See, e.g., Ofgem, RIIO-ED1 Final determinations for the slow-track electricity distribution companies 
Business Plan expenditure assessment (2014) and Australian Energy Regulator, Final Decision EvoEnergy 
Distribution Determination 2019 to 2024 Attachment 6 Operating Expenditure (2019). 
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35.0 Reference: Transcript, page 254 Exhibit A2-7, Slide 74 

Preamble: Mr. Lowry (page 254) states: “sometimes there are these very complicated 
shared savings PIMs for conservation that at least have the benefit of doing a serious job of 
looking at the net benefits of conservation, and then according the company a share. That's 
just an idea. I don’t know if the higher regulatory cost is worth it, but it’s possible that the 
amortization of the DSM expenses today is a little bit of a crude tool. It's possible that it's 
pushing the company in the direction of excessive “conservation”. 

 
35.1    What makes “shared savings PIMs for conservation” complicated? Is it these 

complications (or some other factors) that lead to their high regulatory cost? 

PEG Response: 
Please see the response to Zone II Ratepayers Group question 6.1. 
 
35.2    How would the amortization of DSM expenses lead to excessive conservation and 

how would a shared savings mechanism address this? 

PEG Response: 
Amortization of DSM expenses is an approach to encouraging DSM that takes no account of 
whether it is cost-effective and may not change with changes in the need for DSM.  In 
contrast, a shared-savings mechanism rewards the utility only if DSM is deemed cost 
effective.  Rewards rise and fall with the need for DSM. 
 

 
36.0 Reference: Transcript, page 255 

36.1    Would PIMs for non-wires solutions only be appropriate if the non-wires solution 
(including the “cost” of the PIM) was the most cost-effective solution? If not, why not? 

PEG Response: 
A PIM could be approved in general form absent definitive proof of the cost effectiveness of 
specific non-wires solutions but would not provide awards unless benefits were achieved.  It 
would likely not be worthwhile to go down this road unless prospects for non-wire 
alternatives were promising in some areas. 
 
36.2    Would the application of only a partial true-up of estimated electric vehicle sales 

volumes to actuals be symmetric such that BC Hydro would be partially at risk if actual 
volumes were less than forecast?   

PEG Response: 
It certainly could be.  In Hawaii the utility and an intervenor have reached a partial agreement 
on a PIM for EVs which rewards the company a fixed amount per kWh of electricity sold for 
EV charging from charging stations.  In New York, EV PIMs measure the effectiveness of 
utilities in deploying EVs and the impact of those EVs in reducing carbon dioxide emissions 
for the lifetime of the EV.  In Minnesota, reporting metrics have been developed to measure 
the share of EV charging undertaken during off-peak hours and the share of EV customers 
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participating in managed charging or time of use rates.   
 

 
37.0 Reference: Transcript, page 258 Exhibit A2-7, Slide 75 

Preamble: Mr. Lowry indicates that Energy and DSM Expenditures would be tracked 
under a BC Hydro MRP.  Mr. Lowry also states that “some amount of marketing flexibility 
could be considered if people are willing to do without the earnings sharing mechanism”. 

 
37.1    Currently BC Hydro regulatory and deferral accounts track more than just Energy and 

DSM expenditures. Does Mr. Lowry contemplate that all of BC Hydro’s existing 
regulatory and deferral accounts would continue under the MRP or would some of 
them be “eliminated”. If some should be eliminated, which ones and why? 

PEG Response: 
PEG has not yet addressed this complicated issue.  Many and perhaps most of these 
accounts would likely continue.  The institution of MRPs is a good time to reconsider how 
many costs really warrant such accounts.  
 
37.2    Is one of the objectives of increased marketing flexibility to increase overall earnings 

such that non-participating consumers as well as participating consumers benefit? 

PEG Response: 
Yes.  Another objective is to obtain more market-responsive rates and services than COSR 
would likely make possible. 
 
37.3    Given that publicly-held utilities are less driven to bolster earnings, why is it necessary 

to do without an earning sharing mechanism if marketing flexibility is to be 
considered? 

PEG Response: 
The concern about ESMs in the context of MRPs with marketing flexibility is that increases 
the potential for the utility to engage in cross subsidization.  For example, an excessive 
discount offered in an optional tariff could reduce surplus earnings that are otherwise owed 
to customers or could increase the earnings shortfalls that customers must fund.  In the 
absence of an ESM, the utility will have more incentive to avoid excessive discounts.  
 

 
38.0 Reference: Exhibit A2-7, Slides 73-77 

Preamble: The referenced slides set out Mr. Lowry’s ideas as to how BC Hydro might 
approach MRP in “baby steps”. 

 
38.1    Apart from the statistical benchmarking, is there other foundational work or studies 

that BC Hydro needs to complete in order to support the implementation of MRP (e.g., 
a multi-year capital plan, an integrated resource plan, surveys on customer 
preferences, etc.)? 

PEG Response: 
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Integrated resource and delivery system plans are desirable.  Inflation and productivity 
studies would likely be needed if indexed ARMs were contemplated for OM&A or OM&A and 
capital revenue.  There will be an ongoing need to consider rate and service offerings. 
 
38.2    Is further direction required from Government (e.g. completion of Phase 2 of the 

Comprehensive Review of BC Hydro per Transcript, page 89) prior to the 
implementation of MRP for BC Hydro?   

PEG Response: 
Dr. Lowry has not formulated a view on this matter. 
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