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Introduction - Revisions to OC Memoire (March 28, 2022) 
 

 

Added References to OC Memoire - review of NERA Evidence 

 

Page 4 : Following title Regulatory Lag- Dr. Makholm states (page 10) :  

Footnote 6 B-0196 Question 7a) 

Page 5 : Following the title NERA Comments on Positions of FCEI and AQCIE-CIFQ, NERA cites (p.12) the 
following extracts from a prior Régie decision: 

 Page 6: Following Title NERA Comments on Omissions in the Régie’s Framing of the DVA Issue 
Dr. Makholm states (p. 13 and14):  

Page 7 Dr. Makholm concludes as follows (Page 15) : 
Footnote 14 NERA report, p.13 

 
 Errata 

 
Page 9 delete The Régie has established a $15 million materiality threshold 

 
Page 10 delete “taking into account the Régie approved materiality threshold of $15 million”. 
 

With regard to Errata.  
Dr. Higgin made an error in stating that the Z-Factor Threshold of $15 million revenue requirement 
for the MRI applied also to capital. 
Dr. Higgin was mixing up Ontario with Quebec which does not have a threshold. So OC has filed a 
revised Memoire.  The deletions are two lines on page 9 and page 10 of the original Memoire.  
in the revised version the deletion is  shown in “font -strikeout” 
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OC Presentation 
 
Title Slide 
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• Turning to the Power Point presentation, this is 
in two parts 

• Part I. Capital Deferral and Variance Account 
(DVA) and  

• Part II. Compensation Benchmark Study 
 

• This slide is the outline of what Dr. Higgin plans 
to address regarding a Capital DVA.  

 
Next Slide(3) 
 

   

• NERA sets out the criteria for DVAs as shown here: 
• Deferral and Variance Accounts are commonly used by 

Regulators to deal with costs, that as NERA says,  are 
material ,  extraordinary and difficult to forecast 

• Examples of Capital DVAs are replacing meters, 
electric vehicle charging stations and perhaps storm 
restoration, as noted in NERA Table 2 

The criteria are the same as for capital and OM&A DVAs 

(Cost is material and unforeseen i.e. not easy to forecast.) 

NEXT SLIDE (4) 
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Slide 5 

 

• So what can the Regulator do?.  
• I can only reference my experience as a regulator in 

Ontario.  
• Dr. Makholm criticizes the Regie’s decision in D- 2020-

041 of an ex- post (after the fact) reduction. 
• Certainly a post-ante reduction is a tool often used by 

regulators, including by myself in the past. 
• Dr. Makholm is critical of any after the fact adjustments 

that reduce the incentive related to regulatory lag. I 
agree with him to a point, except that historic 
performance informs future regulation.  

• The question is what to do if the regulatory compact 
does not work. for example,  if the utility is consistently 
over-forecasting capital costs and in service 
(commissioning) dates. The Regulator’s task is to ensure 
that over the longer term,  the rates are just and 
reasonable. 

• NEXT SLIDE (6) 

• We have heard from HQT’s experts about “Regulatory 
Lag” as an incentive on the one hand and on the other 
hand ongoing concerns from AQCIE-CIFQ and FCEI about 
the impact on rates from inaccurate capital forecasts 
and in-service dates. 

• What is Regulatory Lag? Regulation 101 says it occurs 
due to the fact that when rates are set, the costs, in this 
case, capital, may differ from forecast. In cost of service 
regulation the deviations (ecarts) usually  go both ways 
and are reasonable.  In multi-year rate plans, this also  
means the annual realized return on capital may differ 
from the approved amounts over the term of the plan. 
Regulatory Lag is a feature of all utility capital plans. Dr. 
Makholm considers it to be an incentive mechanism, 
both in cost of service and indexed MRI rate plans 

• It provides a productivity incentive for the utility to 
reduce its CAPEX or bring the assets in service early, 
thereby Increasing its net income and return. 

• In practice this can work and if there is a MTER/ESM 
ratepayers benefit. However, the fundamental issue 
that plagues this regulatory compact is inaccurate 
capital and in-service date (commissioning) forecasts. 

• That’s when the regulatory compact breaks down and  if 
the forecasts are asymmetrically wrong in favor of the 
utility, customers object to paying for assets that are not 
in-Service and ask the regulator for relief.  

• One type of relief is a Capital DVA. Others are ex-ante 
and ex-Post markdowns. These are already used by the 
Regie. 

• DVAs are more commonly used for OM&A or revenue 
expenses.   NEXT SLIDE (5) 
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• Given this track record and  NERA evidence that the 
regulatory compact requires regulatory lag 
productivity incentives for both cost of service and 
incentive regulation, OC has considered the options: 

• First regulatory lag is not limited to capital. It occurs 
for expenses such as OM&A. regarding the use of DVAs 
is more common. 

• OC notes that regulatory lag is weaker or annual cost 
of service capital regulation, due to annual reviews of 
capital forecasts.  

• There has been a historic problem with HQT capital 
forecasts. And this occurs for the portfolio of projects 
under $65 million and sometimes for larger projects 
such as Micoua- Saguenay.  

• AQCIE-CIFQ Memoire Table 1 shows the impact on 
rates is material. Ratepayers have paid for assets that 
are not in service. 

• HQT says its forecasts have improved.  
• However Dr. Makholm agreed that a $25 million 

deviation is material.  A $25 million  capital deviation 
still means ratepayers would have paid about $2 
million for assets not in service. This also increases the 
net Income of HQT, (apart  from the MTER/ESM 
benefit in the overall return).  NEXT SLIDE(8) 

 

• AQCIE-CIFQ and FCEI have raised legitimate concerns 
about HQT capital and in-service date forecasts. Dr. 
Makholm has criticized their analysis and appears to 
contend that review of ex- ante forecasts is OK but 
post- ante reviews are not.  

• Even in the former case, he indicates “trimming” 
reduces the incentive provided by regulatory lag. He 
also criticises the approach of an ex-ante (Before the 
Fact.) approach proposed by AQCIE-CIFQ and Pacific 
Economics Group. 

• OC agrees with detailed ex-ante review of capital  
forecasts as the normal approach. Both intervenors and 
the regulator can review the forecasts and propose 
changes. That does not mean that post-ante review is 
not appropriate, especially if projects such as Micoua 
Saguenay, appear to go off the rails.  

• Doing this ex-post review for projects under <$65 
million is perhaps not practical. However, a portfolio 
approach supported by Business Plans is appropriate. 

Next Slide (7) 
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OC has provided the references for the Hydro One CISVA account. The illustrative example in EB-2021-0110 Exhibit G 
Tab1 Schedule 2 Attachment 10 page 2 shows how the CISVA works and how the CCA tax effects are addressed. 

Hydro One is under custom incentive revenue cap rate plan with the capital amount determined by a Capital Factor. 
 

An Asymmetrical Capital In-Service Variation Account, with reduction for productivity and 2% dead-band, like the Hydro 
One CISVA may/may not be appropriate for HQT. But OC would support an asymmetric DVA that covers deviations from 
forecasts for both the capital amount and in-service (commissioning) dates.  

END OF PART I 

 

 

 

 

• What are the solutions? OC suggests the evidence is 
that the HQT regulatory compact for capital is not 
working adequately and needs adjustments. Options 
include: 
• DVA 
• Rigorous ex-ante reviews and markdowns. 
• Post-ante reviews –perhaps not practical for <$65 

million multi project portfolio. 
• Given the potential for improvement in accuracy of 

HQT forecasts, in its Memoire, OC opted for 
postponement of a decision until the next second 
generation MRI in 2024. 

• However, given the new evidence on the HQT 
regulatory plan for capital cost of service, for several 
years, OC now supports a DVA. 

• The remaining questions are how to structure the 
Capital Variance Account. Does the account record 
both the quantum and in-service date variations on 
the Test Year Revenue requirement?  OR only 
commissioning date impacts, as suggested by FCEI. 

• Should the account be symmetric or asymmetric?  
• Asymmetric  allows HQT to get the productivity 

incentive by beating its forecast, but protects 
ratepayers from overspending . 

• What is the threshold that HQT should be required to 
meet?. The threshold for an OM&A Z-factor of a $15 
million impact on the revenue requirement is one 
option, (as also suggested by AQCIE-CIFQ.)  Another is 
a percentage dead-band like the Hydro One 
Transmission  DVA of 2%. 
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PART II. Normandy-Beaudry  Compensation Benchmark Study 

Slide 9  
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• I have previously  addressed the regulatory 
implications of such Benchmark 
Compensation Studies in several cases, 
including for Hydro One Networks, Toronto 
Hydro and Ottawa Hydro. 

• The current Normandin-Beaudry benchmark 
is structured like most comparable studies.  

• There are always issues regarding 
methodology (simulated method vs direct 
method), sample composition, position of 
employees within the salary scale and direct 
vs indirect remuneration. Collective 
bargaining is also a factor. 

• These are matters for the experts to debate. 

NEXT SLIDE (11) 

Moving to Part II-The Normandin-Beaudry  
Compensation Benchmark Study B-0020 
updated to B-0189 

NEXT SLIDE (10) 
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• This slide compares the total remuneration of HQ 
employees relative to the benchmark in 2016 and 
2020. 

• The band of comparability, according to N-B, is + 
5% relative to the peer group median benchmark. 

• The comparison shows that from 2016 to 2020 HQ 
Total Remuneration has moved away from the 
benchmark (higher) than the Peer Group in 
aggregate for all groups, except Trades. 

• In addition, except for Trades, all groups have 
moved to relatively higher levels compensation 
from 2016 to 2020  

 

NEXT SLIDE (13) 

• The components of total 
compensation/remuneration, under the 
simulated method used by Normandin-Beaudry 
are shown here for each group of employees: 

o Management excluded, 
o Union and other collective bargaining 

units. 
• It is important to note that salaries and wages are  

the main direct compensation, but indirect 
remuneration, Incentive pay and benefits can be 
important factors. 

• It is also relevant whether employees are in a 
defined benefit plan or defined contribution plan 
; the employer/employee contribution ratios for 
Other Pensions and Benefits,( OPEBs). 

 

NEXT SLIDE (12) 
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END OF DOCUMENT 

• OC  believes this result is not consistent with the 
Regie prior direction for HQ to move closer to 
the  Total Compensation/Remuneration 
competitive band of + 5%. 

• The N-B Finding is that HQ Total 
compensation/remuneration is at least 2% 
above the competitive band/range. The 
Optimum AC study result is that HQ at least 5% 
above the competitive range. 

• As noted earlier, except for Trades, all groups 
have moved to higher levels of relative 
compensation from 2016 to 2020  

• OC believes HQ should be in the competitive 
range, otherwise ratepayers are paying above 
market compensation costs in the OM&A 
envelope. 

• When considering Total Compensation for 2022 
and 2023, the current inflationary factors apply 
across all sectors of the labour market and HQ 
has not demonstrated it is facing unique 
inflationary pressures, relative to the peer 
group.   
 
NEXT SLIDE (14) 

 

• OC recommends that the Regie reduce the 
2023 and 2024 HQT and HQD OM&A costs 
related to Total Compensation/Remuneration 
to 5% above the market median. 

 

END OF PART II 
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