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IN THE MATTER OF
the Utilities Commission Act, RSBC 1996, Chapter 473

and

FortisBC Energy Inc. and FortisBC Inc.
Multi-Year Performance Based Ratemaking Plans for 2014 through 2019
Approved by Decisions and Orders G-138-14 and G-139-14
Capital Exclusion Criteria under PBR — Compliance Filing

BEFORE: D. M. Morton, Panel Chair/Commissioner
D. A. Cote, Commissioner July 22, 2015
N. E. MacMurchy, Commissioner

ORDER
WHEREAS:

A. On September15, 2014, the British Columbia Utilities Commission (Commission) issued Orders G-138-14
and G-139-14 forFortisBCInc. and FortisBCEnergy Inc. (collectively, FortisBC) which set out the
Performance Based Ratemaking Plans (PBR Plans) for 2014 through 2019 (FEI Decision and FBC Decision);

B. On pages 180 and 181 of the FEI Decision and pages 174 and 175 of the FBC Decision, the Commission
invited submissions from all parties onissues related to how certain capital projects would be excluded from
the capital spending formulasinthe PBR Plans (Capital Exclusion Criteria);

C. By OrderG-203-14 dated December 19, 2014, the Commission extended the submission dates for all parties
and by letterdated February 6, 2015, appointed a panel to review the submissions;

D. Submissions were received from FortisBC (Exhibit B-1) whichincluded proposed changes to the Capital
Exclusionthresholds and criteria. Submissions from three interveners, the British Columbia Old Age
Pensioners’ Organization et al., the Commercial Energy Consumers Association of British Columbia and the
Industrial Customers Group, that participated inthe PBR proceedings were also received, followed by
FortisBC's reply submission;

E. The Commission hasreviewed the submissions and proposed changes and finds that certain changes and
clarificationsto the PBR Capital Exclusion Criteria are warranted;
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NOW THEREFORE forthe attached reasons fordecision, pursuantto section 60 of the Utilities Commission Act,
the Commission orders, forthe purpose and duration of the current Performance Based Ratemaking (PBR) Plans
for FortisBCInc. (FBC) and FortisBC Energy Inc. (FEl), that:

1

FBC’sand FEI’s PBR materiality thresholds are set at $20 million and $15 million, respectively. These
materiality thresholds shall be used to determine whether capital costs are eligible for exclusion from the
FBC’sand FEl's formula-driven capital spending.

The Certificate of Public Convenience and Necessity (CPCN) dollarthreshold will be maintained at $20
million dollarsfor FBC and increased from $5 to $15 million dollars for FEIl However, the Commission may
require aCPCN review for projects below this threshold if it finds that pursuant to section 45 of the Utilities
Commission Actitis inthe publicinteresttodo so.

For any capital project applications that exceed the PBR materiality threshold, FBCand FEl are directed to
demonstrate to the Commission thatthe projectapplied foris not the result of combining smaller projects
and that the actual costs fall above the PBR threshold.

Should the dead-band forannual capital expenditures approvedinthe PBRPlans be exceeded FBCor FEl are
directedtoincludeinits next Annual Review filing, recommendations as to any adjustment to base capital
(re-basing) for Commission approval.

DATED at the City of Vancouver, in the Province of British Columbia, this 22" day of July 2015.

BY ORDER
Original signed by:

D. M. Morton
Panel Chair/ Commissioner

Attachment
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IN THE MATTER OF

FORTISBC ENERGY INC. AND FORTISBC INC.
MULTI-YEAR PERFORMANCE BASED RATEMAKING PLANS FOR 2014 THROUGH 2019
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CAPITAL EXCLUSION CRITERIA UNDER PBR — COMPLIANCE FILING
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1.0 INTRODUCTION

The Multi-Year Performance Based Ratemaking (PBR) Plans for 2014 through 2018 Decisions (PBR Decisions) for
FortisBC Energy Inc. (FEI) and FortisBC Inc. (FBC) (collectively, FortisBC), established threshold levels of capital
expenditures that are excluded from the formula-driven spending envelope. However, at thattime, the
Commission expressed the view that further examination of these thresholds was appropriate. This proce eding
furtherexploresthe level of capital inclusiveness which is most appropriate to maximize efficiencies and
determine principles and process to manage it for the balance of the FEI and FBC PBR Plans. The Commission
requested furtherevidence and submissions from partiesin the FEl and FBC PBR proceedings in orderto make
further determinations on the treatmentand thresholds for capital expenditures.

11 Background

In the PBR Decisions, issued on September 15, 2014, capital inclusiveness within the PBR formula was very much
atissue.' Inthose proceedings, FortisBC proposed that all Certificate of Public Convenience and Necessity
(CPCN) projects be excluded fromthe PBR formulaand be subject to existing CPCN criteria for determining the
needfora project. This would exclude all projects from the PBR formula with a dollar value greaterthan $20
million for FBCand S5 million for FEl, in addition to certain additional projects for FBC that satisfied other,
non-financial criteria.

FortisBC considers there to be “no practical way to capture CPCN capital projects underthe PBRPlan” and states
“the nature of capital expendituresis such thatthe controllable and generally planned investments are included
inthe plan while other capital should be outside the plan.”?

In the PBR proceedings, anintervenerraised concerns with applyingthe PBR formulato capital, noting thateven
with the CPCN exclusion there remains an opportunityto underspend.’ The PBR Decisions, while acknowledging
thisissue, pointed out that the more capital excluded from the formula, the less benefits that can accrue to
ratepayers and shareholders as it reduces the ability of the utility to achieve operational efficiencies. This was
tempered by the Commission’s acknowledgement thatincluding more capital with largerand potentially
lumpier expenditures could resultin a possible increase of risk to ratepayers and shareholders.*

In its PBR Decisions, the Commission determined that reliance upon established CPCN criteria, as proposed by
FortisBC, to identify exclusion capital is not appropriate.” The Commission pointed out that there are instances
where exclusion of capital fromthe PBR formulais justified by the nature of the projectand, in these
circumstances, the threshold for such exclusion should be based on adollaramount. Althoughitapprovedthe
existing CPCN thresholds as applied for by FortisBC the Commission also established a subsequent processto
examine capital exclusions in more detail before making any further determinations on this matter. Toaid in
creatinga better understanding of the issues at hand, all parties were invited to make further submissions on
the followingissues:

' FEI Multi-Year Performance Based Ratema king Planfor 2014 through 2018 Decision (PBR Decision), pp. 176-181; FBC PBR
Decision, pp. 170-175.

% FEI PBR proceeding, ExhibitB-11, BCUC IR 1.10.2; FBC PBR proceeding, ExhibitB-7, BCUC IR1.19.2.

* FEl and FBC PBR proceedings, BCOAPO Final Submission-PBR, p.10.

* FEI PBR Decision, p. 176; FBC PBR Decision, p.170.

> FEI PBR Decision, p. 180; FBC PBR Decision, p.174.



APPENDIX A
to Order G-120-15
Page 4 of 18

1. What exogenouscriteriashould be established forexcluded capital?
2. Inadditiontoa capital exogenous factor, is amateriality threshold required?

3. Ifa materiality thresholdis appropriate, at whatlevel shoulditbe set, in orderto realize the full
benefits of PBR? Given the response to 1, 2 and 3, what should the base capital be setfor FEl and
FBC for 20167

4. |s acumulative dead-band of 15 percent of the formula-driven capital overtwo years sufficient to
protect both ratepayers and shareholders?

5. What reporting procedures should be in place to allow parties sufficienttime to review the
proposed capital spending?

6. Shouldthe CPCN threshold be raised to match or exceed the PBR formula materiality threshold?®

1.2 FortisBC proposal

FortisBC submits thatthe materiality and CPCN thresholds should be aligned. It proposes adeparture from what
was approvedinthe PBR Decisions, and requests approval to reset the CPCN materiality threshold for the
remainderof the PBRat a level based on 10 percent of the 2013 Approved Base Capital forboth FEl and FBC
effective 2016. This resultsin a materiality threshold of $5 million for FBCand $15 million for FEI. FortisBC
believes setting the capital exclusion threshold at this level “considers both the lumpy nature of capital projects
and the ability of FortisBC to manage that lumpiness, while maintaining regulatory efficiency.” FortisBC asserts
that underits proposal, no adjustments to Base Capital are necessary for either FEl or FBC at thistime.’

FortisBC submits thatincreasing FEI's materiality threshold from $5million to the proposed $15 million “would
require an adjustmenttoits formulaspending envelope (by way of a Base Capital adjustment), if the proposed
higher CPCN threshold resultedinaneedtoincorporate additional capital work underthe formula spending for
capital projects between the current $5million and the proposed $15 million thre sholds.” However, it “does not
anticipate any capital projects within this range of expenditure duringthe PBR Period and therefore submits that
no adjustment toits Base Capital is required to accommodate the proposed CPCN threshold .”®

FortisBC further submitsthatin the case of FBC, decreasing the materiality threshold from $20 million to the
proposed S5 million would require adownwards adjustment to Base Capital if the proposed lower threshold
resultedin surplus funding underthe formula. Such a scenario would occur if FBC identifies a capital project
which costsless than the current $20 million threshold but exceeds the proposed $5million threshold. Thisis
because at the time of the PBR proceeding, capital projects within this cost range would have been considered
“formula” capital expenditures and thus formed part of FBC's Base Capital. FBCto date has not identified any
such projects “with certainty.” It states a “very limited” number of smallerload-driven projects, such as
substation transformer capacity upgrades, may be newly subject to CPCNs underthe proposed criteria.
However, due to the uncertainty of the timing of these projects, FBCis unable to state at this time whetherany
will fall within the PBR period.’

® FEI PBR Decision, pp. 180-181; FBC PBR Decision, p.174.
7 ExhibitB-1, pp. 21-22.

% Ibid.

® ExhibitB-1, pp. 21-22.
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FEI states that the practical outcome of this treatment would be thatany capital exclusions are reviewed under
the existing CPCN process and guidelines. Capital projects falling within the envelope would be deemed to have
a CPCN pursuantto section 45 of the Utilities Commission Act (UCA) and are notsubjectto any further
regulatory process. It considers this to be consistent with the UCA and upholds the principle of regulatory
efficiency and simplicity.'°

Concerning exogenous factor criteriathat should be established for excluded capital, FortisBC states
“[e]xceeding the materiality threshold should be the only factorfor determining the exclusion of a capital
project from the formulaspendingenvelope and no further non-financial exogenous factor criterianeed to be
established.” Inafootnote to this statement, FortisBC states that z factor criteria have been determinedinthe
PBR Decisions and are a separate consideration from capital threshold determination.**

The Panelinterprets thisto mean thatit is FortisBC's intent to consider exogenous capital requirements as being
separate fromany dollarthreshold capital exclusion amounts.

13 Approach to determining the level of capital to be excluded

The purpose of this proceedingis to furtherexplore the level of capital inclusiveness which is most appropriate
to maximize efficiencies and determine principles and process to manage it forthe balance of the PBR Plans. The
Panel makes determinations with respectto the following key capital exclusion issues:

e Thelevel of inclusiveness of capital withinthe PBR formula;

e Criteriaand processto determine whethera project should be excluded fromthe PBRformula;
e The effectiveness of existingdead bands in safeguarding ratepayerand shareholderinterests;
e Processto manage capital expenditurelevels outside of the dead band; and

e Whetherthereisjustification for furtheradjustment to the X-factor.

2.0 CAPITAL EXCLUSION ISSUES
2.1 Level of capital inclusiveness

The firstissue the Panel must consideris capital inclusiveness. The Panel must determine how much capital
should be included within the formula-driven spending envelope and those cases where itis appropriate for
capital expenditures to be excluded from this spending envelope. Amore inclusive approach to capital resultsin
mostor all of the capital expenditures being driven by the PBR formula, while alessinclusive approach resultsin
a greaterbalance between formulaand non-formula capital. We begin our consideration of the level of capital
inclusiveness with an examination of the practicesin other Canadian jurisdictions such as the Alberta Utilities
Commission (AUC) and the Ontario Energy Board (OEB). Both of these jurisdictions have opted forthe more
inclusive approach to capital while FortisBCis proposing alessinclusive approach. In addition to considering
whetheraninclusive orexclusive approach to capital would produce the best results, the Panelmust considerin
the context of our current PBR methodology, whetheramore inclusive approach could be made towork.

% 1bid., p. 19.
" 1bid., p. 2.
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From the evidence submitted, which can be foundin Appendices A, Band C to ExhibitB-1, it isclear thatboth
the AUC and the OEB have recognized that the formulaspending envelope may not provide sufficient capital for
all necessary expenditures and have putin place mechanismsto allow for the recovery of additional capital
expenditures from ratepayers. AUCinits PBR plan hasreferred to these mechanisms as “capital trackers” and
putin place three capital tracker criteria: (i) a material effect on company finances, (ii) outside the normal
course of ongoing operations, and (iii) replacement of existing capital assets orasrequired by an outside party.
These criteriaare required to “permit the identification of capital projects, the cost of which cannot reasonably
be expected to be recovered through the I-X mechanism.”*> The AUCissued a further decision a year later
providing further clarifications and determinations on these criteria."

Like the AUC, the OEB established mechanisms to allow for additional capital funding. In 2008, the OEB
introduced whatit termed the Incremental Capital Model (ICM) to deal with additional capital funding for
electrical utilities. The ICMwas “intended to address the treatment of capital investment needs that arise during
the rate-setting plan which are incremental to a materiality threshold. The materiality threshold represented a
distributor’s financial capacities underpinned by existing rates, including growth.” Criteria for acceptance under
the ICM are materiality, need and prudence. In 2014, the ICM was augmented by the Advanced Capital Module
(ACM). Thiswas designed to advance review of future forecasted incremental excluded projects to be part of a
utility’s base year cost of service application and its 5 Year Distribution System Plan Review. **

FortisBC's examination concludes that “the AUCand OEB capital exclusion criteriawould not be appropriate in
thisjurisdiction.” Utilitiesin thesejurisdictions operate under price-cap orrevenue cap PBR plans. Underthese
PBR plansthe decisive criterion determining the approval of incremental capital is “revenue sufficiency as
provided by the PBRformulain relationtothe directfinancial requirements of the proposed capital projects.” In
both the AUC and OEB the emphasisis on demonstrating the extent to which the application of the I-X
mechanismin the PBRformularesultsin underfunding of aproposed project. **

FortisBCsubmits thatin the case of itsapproved PBR Plans, application of the AUC or OEB criteriais unnecessary
due to fundamental design differences. By way of explanation, FortisBC reiterates key points fromits joint Final
Submission for FEland FBC with reference tothe AUCin the PBR proceedings as follows:

In Alberta, the I-X mechanism escalates the full revenue requirements each year, including the
cost of capital and the rate base in existence atthe outset of the PBR plan. As a result, the
depreciation expense inthe revenue requirementis also escalated yearoveryear. Since there is
no corresponding adjustment to rate base by the amount of accumulated depreciation each
yearunderAlberta’s PBR plan, the dollars resulting from the escalated depreciation expense
become dollarsthatare available inthe going forward period. This provides the Alberta utilities
significantroom withinthe formulafornew spending and to accommodate fluctuationsinthe
cost of uncontrollable items.**

FortisBC submits that a similar case exists for electric distribution utilities in Ontario as well.”’

'2 ExhibitB-1, Appendix A, AUC Decision 2013-435, p.31.

2 Ibid., pp. 31-92.

% Exhibit B-1, Appendix B, Ontario Energy Board, New Policy Options for the Funding of Capital Investments: The Advanced
Capital Model, pp. 4-5, 9-18.

!> ExhibitB-1, p. 23.

'® Ibid., pp. 23-24.

" Ibid.
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By contrast, the FortisBC PBR Plans through the I-X mechanism escalate the actual incremental capital spending
envelopeavailable each yearand do not escalate the full revenue requirements. Further, there are no additional
dollars available in the base formulatoinvestin capital going forward as rate base is adjusted by the amount of
accumulated depreciation each year. FortisBC concludes the AUCand OEB’s requirement for utilities to
demonstrate the extentto which the I-X mechanism underfunds the direct costs of a proposed capital project is
inapplicableand unnecessary. Thisis because any capital projects proposed to be excluded viathe CPCN process
under PBR already satisfy this demonstration of arevenue shortfall.'®

Commission determination

The Panel finds a less inclusive approach to capital continues to be the most effective means to promote
efficiencies yet protect the interests of both the ratepayer and the shareholder.

The FortisBCPBR Plans in British Columbia differ significantly from the Revenue Cap and the Price Cap plans
employedin either OEB or AUC jurisdictions. As discussed above, both the AUCand OEB PBR plans have taken
what can bestbe described asan “inclusive” approach to capital. The original PBR plansin these jurisdictions
proceeded on the assumption that all capital expenditures are provided for within the formulaicspending
envelope. The Panel understands this was done to satisfy a desire to better capture total capital expenditure
requirements and reduce or eliminatethe need for further capital requests. However, we note the fact that
both AUC and OEB have made furtheradjustmentsto their funding mechanisms, some of them veryrecent, to
provide for additional capital funding. It could therefore be inferred that the approach to PBR capital inthese
jurisdictionsis evolutionary with neitherjurisdiction totally satisfied with theirapproach.

In contrastto the approach of the AUC and OEB, the FortisBCPBR plans are designedto provide foronlya
portion of total capital expenditure requirementsin the formuladriven spending envelope. The base capital is
reduced by an amountthat reflects those projects that are notintended to be funded by the formula. This has
the benefitof incenting FortisBCto find efficiencies in “routine” capital projects, while providing sufficient
opportunity tofund essential capital projects. This approach is based on a set of criteria for exclusion of capital
projects, or “capital exclusion criteria,” as opposed to a mechanismto fund projects for which the costs cannot
reasonably be expectedto be recovered underaPBRformula.

By applyingthe formuladriven spending envelopeto smaller capital projects only, and providing for funding of
larger capital projects outside of the formula, there is less risk of needed projects being underfunded.* In
addition, this approach also mitigates the risk of lumpy spending patterns by excluding any projects thatare
large enough to potentially distort the amount of formula spending, and resultin gains orlosses to either
ratepayers or shareholders.

Lumpy capital spending patterns are not uncommon and have the potential to distort PBRresults. If, for
example, therewere no capital amounts excluded, asingle large project could easily resultinan over
expenditure, producinglower returns forthe utility and potentially even exceeding a dead-band threshold.
Alternatively, if capital spending pattern was significantly lower, returns to the utility could be significantly
higher, oragain potentially exceed a dead-band threshold.

"% Ibid, p. 24.
' This riskis further mitigated by the Exogenous Factor discussedinsection 2.3.
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Giventhese concerns, the Panel agrees with the parties that the lessinclusive approach to capital embodiedin
FortisBC's PBR plan makes the most sense anditis therefore appropriate to continue with this approach. We will
addresstheissue of how much isincluded and how muchis excluded (the capital exclusion criteria) in section
2.2 of these reasons fordecision.

Givenourlessinclusive approach to the capital formula, the Panel sees limited value in considering AUCand
OEB capital funding mechanisms in developing FortisBC's PBR capital exclusion framework. Therefore, the Panel
places little weight on the evidence concerning the application of OEB and AUC methodologies to FortisBC’s
PBR plans and criteria governing the management of exclusion capital.

2.2 Capital exclusion criteria

2.2.1 Materiality thresholds and alignment with CPCN thresholds

A numberofissues were raised inthis proceeding concerning a materialitythreshold and its alignment with a
CPCN threshold. These issues are the following:

e Alignmentof CPCN and materiality thresholds;

e Elimination of non-financial CPCN criteria;

e Whethertoadopt AUC criteria; and

e Materiality threshold amounts.
In its submissions onthe issues raised inthe PBR Decisions (Application), FortisBC states “[t]he well established
and transparent nature of the [CPCN] process led to the use of the CPCN requirements as the determinant of
whether capital should be included or excluded from the formula for FEL.” *° FortisBC argues that although it
agreesthe CPCN threshold and capital exclusion threshold from a PBR formula serve different purposes, it would
be more efficienttoalign the two thresholds during the PBRterm. It states that the CPCN processislengthy and

involved and arequirementtoapply fora CPCN will impede its ability to manage its formula capital spending to
the mutual benefit of customers and utility.>*

CPCN criteriagenerally include afinancial threshold. Currently, forexample, the financial threshold is $5 million
for FEl and $20 million for FBC. However, exclusiveto FBCis a list of non-financial criteriain addition to its $20
million financial threshold:

1. Theprojectis likely to generate significant publicconcerns; or
2. FBCbelievesforanyreasonthata CPCN application should proceed; or

3. Afterpresentation of acapital planto FBC stakeholders, a credible majority of those stakeholders
expressadesire fora CPCN applications; or

4, The Commission deems necessary fora CPCN applicationregardless of the criteria.

FortisBC proposes to align the handling of FBC CPCNs with FEI by eliminating these four non-financial criteria.”

2% ExhibitB-1, p. 7.
! ExhibitB-2, pp. 22-23.
2% ExhibitB-1, p. 20.
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However, italso submitsthatinthe eventthe Commission still wishes to require a CPCN application for projects
withinthe formula-driven spending envelope, FortisBC recommends the CPCN evaluation should:

(i) beexpedited;and

(ii) focuson non-financial criteria, soastoreduce the extenttowhich the intent of including capital in
the PBR I-X formulaisundermined.?

As statedinsection 1.2 of these reasons fordecision, FortisBC considers a capital project requiring 10 percent or
more of the 2013 Approved Base Capital to be material enough to warrant treatment outside of the PBR
formula. Thisis based onthe PBR Decision, which determined thata 10 percentvariance (overorunder)in
capital spendinginany givenyear was material inrelation to the Base Capital and that such a variance would
triggerrebasing forthe followingyear.

Table 1 shows FortisBC's calculation of the proposed CPCN materiality thresholds for capital exclusion for each
utility using this 10 percentcriterion.

Table 1: Calculation of Capital Exclusion Material Threshold ($000s)**

FEI FBC
2013 Approved Base 123,365 48,616
FEVIProposed Addition 27,822
FEW Proposed Addition 400
Total 151,587 48,616
Proposed Threshold @ 10% (rounded) $15,000 $5,000

Intervener submissions

The Commercial Energy Consumers Association of British Columbia (CEC) disagrees thatthereis a “significant
importance toaligningthe CPCN criteriawith the PBR capital exclusion criteria” and further suggeststhatthe
“purposes are distinctly different.”** CEC submits that while the CPCN thresholds may not be especially suitable
for the respective sizes of the utilities and may warrant changing, the analysis of the CPCN threshold should be
undertaken separately. CECrecommends that the Commission notrevise the CPCN threshold to match the PBR
capital exclusion criteria.”®

CEC “accepts the Fortis[BC] proposal of $15 million and $5 million as reasonable materiality criteriafor FEl and
FBC respectively.””’

23 ExhibitB-2, p. 24.

24 ExhibitB-1, Table 4, p. 21.
2% ExhibitC2-2, p. 6.

*® Ibid., p. 7.

*’ Ibid., p. 3.
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The British Columbia Old Age Pensioners’ Organization et al. (BCOAPO) submits the “CPCN criteriaand the PBR
Capital Exclusion criteria serve two fundamentally different purposes.”?® BCOAPO points out that “while in
principle all projects should be subject toa CPCN review/approval, itisimpractical for the BCUC to review and
approve every capital project”. However, BCOAPO submits that there will “clearly be projects which the BCUC
shouldreview...if the Commissionisto fulfill its obligation to conserve the publicinterest,” and any exclusion
fromrequiringa CPCN should be viewed as the “exceptiontobe made inthe interest of practicality and
regulatory efficiency.””

In contrast, when considering the concept of PBR Capital Exclusion, BCOAPO states that “in the ideal all capital
projects would be included underthe PBRformulaand there would be no exclusions and utilities would be
expected/required to manage their business within the spending envelope provided. Thusin the case of the
PBR, inclusioninthe capital formula(and thus exclusion from review and approval) should be considered the
norm and exclusion from the PBR capital formula considered to be the exception.”*°

In BCOAPQ’sview, “[g]iven thesefundamental differences inthe intent and objectives of the criteriafor CPCN vs
PBR Capital Exclusionthereis...no basis to link the exclusion from CPCN requirement to exclusion from the PBR
formula.”*!

Notwithstanding these submissions, BCOAPO “sees no problem” with using the financial CPCN thresholds for the
PBR materiality threshold, as proposed by FortisBC, provided:

i) the non-financialcriteriacurrently applicable to FBCare retained; and

ii) the same non-financial criteriaare applied to FEI.

Concerning FortisBC’s proposal to eliminate the four non-financial criteriafor FBC, BCOAPO submits that “the
continued use of the non-financial criteriafor FBCand extending theirapplication to FEl is essential if the BCUC
isto appropriately meetits obligations underthe UCA as they relate to capital projects and ensuring that the
publicinterestis conserved.”*

BCOAPO takes noissue with FortisBC’s proposed materiality thresholds of $5 million for FBC and $15 million for
FEL*

The Industrial Customers Group (ICG) submits that FortisBC's single capital exclusion criterion is not appropriate
and recommends the Commission “adopt the capital exclusion criteria of the AUC.”**

*® ExhibitC1-2, p. 5.
% Ibid., p. 6.

** ExhibitC3-2, p. 16.
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Commission determination

Alignment of CPCN and materiality thresholds

The Panel agrees with CECand BCOAPO that the CPCN criteriaandthe PBR capital exclusion criteria are not
linked and their purposes are distinctly different. The Commission recognized thisinthe PBR Decisions, whereit
stated “the Panelis not persuaded thereis any basisto link exclusion from CPCN requirement to exclusion from
the PBR formula.... Exclusion from this requirementis based on a balance of regulatory efficiency and the
broaderpublicinterest” and that “the use of CPCN criteria as an exclusion criterion for the PBR formula is
arbitrary.”*®

However, the Panel is of the view that, while exclusion from CPCN requirements generally should not be linked
to exclusionfromthe PBR formula, there may be similarities between the PBR materiality threshold and the
CPCN financial threshold. CPCN criteriainclude consideration of both publicinterestissues and ratepayer
impact. The financial threshold of the CPCN addresses, atleastin part, ratepayerimpact, and as such, servesa
similar purpose to the PBR materiality threshold.

Accordingly, the Panel accepts FortisBC’s argument that alignment of the two thresholds makes practical
sense and will enable the companies to manage their capital spending under the PBR as intended and finds
that aligning the financial threshold for CPCNs with the PBR materiality threshold is appropriate. However, the
Panel would like to be clearthat while this alignmentis appropriate, itis the PBR materiality threshold, not the
CPCN threshold thatis the determiningfactorin whetheraprojectis funded by the formulaspending envelope.

Elimination of non-financial CPCN criteria

FortisBC proposesto eliminatethe four non-financial criteria for FBC. It states that by so doing, it will eliminate
the needforany CPCN review of projects that are funded inits spending envelope. FortisBC further states that
eliminating FBC’s four non-financial criteria would align FBC’s CPCN criteria with that of FEI.*® The Panel is not
persuaded thisinterpretationisaccurate or appropriate. The Commission can require any utility, including FEI
and FBC, to apply for a CPCN ifit is of the view thatthere is a significant publicinterestissue orissues. This
responsibility of the Commission arises from the UCA, regardless whether that criterionis specifically
enumerated. Therefore, criterion No. 1and No. 4 are implicitinthe legislation and apply equally to FEl and FBC
and cannot be setaside.

In situations where a CPCN application isrequired foraproject that is funded from FortisBC’s base capital
spending envelope, we are mindful of the concerns raised by FortisBC that the CPCN application process could
potentiallyimpede its ability to manage its formula capital spending to the mutual benefit of customersand
utility. Inthe eventthat FortisBCisrequired tofile a CPCN by the Commission orforgeneral publicinterest
reasons, FortisBC may request an expedited reviewthat focusses on these non-financial criteria.

3> FEI PBR Decision, p. 177; FBC PBR Decision, p.171.
%% ExhibitB-1, p. 20.
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Adoption of the AUC approach

With regard to ICG’s submission on the use of the AUC criteria, the Panel has previously discussed why we are
not inclined to adoptthe AUCapproach to inclusiveness of capital amountsinthe formula. The AUC criteriaare
not an appropriate comparator.

Materiality threshold amount

Having determined that a materiality threshold, the quantum of whichis equal to the CPCN financial threshold,
isappropriate, we will now consider what that quantum should be.

The Panelis not persuaded thata materiality threshold based on 10 percent of the 2013 Approved Base Capital,
as proposed by FortisBC, isappropriate. There is noreason to link the materiality threshold to the 10 percent
variance that triggers rebasing.

When setting a materiality threshold, the Panel considers the following factors:

1. Thelumpy nature of capital spending. The threshold should be low enough that thereis no
distortionfromvery large irregularly occurring projects; and

2. The possibility of combining small projects that would ordinarily fall below the materiality threshold
into larger projects that fall above the materiality threshold. The Paneldiscusses thisissuefurtherin
Section 2.2.2 of these reasons for Decision. The higherthe materiality threshold, all else equal, the
lessthe risk of smallerprojects being combined into alarger project.

FBC’s existing threshold of $20 million strikes a balance between the two considerations outlined above, thereby
mitigatingrisk to a reasonable extent. Lowering the threshold could potentially increase the risk that small
projects could be aggregated. Increasing it could potentially lead to the inclusion of large, lumpy projectsinthe
formulaiccapital spending envelope. Therefore, the Panel finds it appropriate to leave this threshold in place.

Further, as notedin section 1.2 of these reasons fordecision, leaving the threshold at $20 million would
eliminatethe possibility of an adjustment to base capital which may be requiredif FortisBC’'s proposed $5
million threshold resulted in surplus funding underthe formula.

The Panel considers FEI's existing S5 million threshold to be low enough that it may be vulnerableto the
possibility of combining projects. Raisingitto $15 million will require no rebasing, willnot be subjectto the
effects of distortion caused by large, lumpy projects and is supported by both CEC and BCOAPO. Further, the
Panel issatisfied that because the Commission retains the authority to require a CPCN, the publicinterestis
adequately protected if the CPCN financial threshold is raised to $15 million. Accordingly, for FEI, the Panel
approves $15 million as the threshold for both capital exclusion forthe PBR formulaand CPCN exemption.

The Panel has discussed its concern with the possibility that smaller projects that would normally be funded
fromthe formulaspending envelope could potentially be combined into asingle larger project, the cost of which
exceeds the materiality threshold. We have asimilar concern with projects that fall just above the materiality
threshold. Atthe time of a CPCN application, the cost of the projectis sensitiveto estimates and contingencies
and the actual project cost could potentially be lowerthan the threshold. This could resultin projects that have
been excluded from formulaspending because of their estimated cost, having an actual cost that falls below the
threshold. The Panel directs FortisBC to address, in every CPCN application, both the issue of combining
projects and whetherthe actual costs of the project exceed the PBR threshold. FortisBC must demonstrate to
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the Commission that the projectapplied foris notthe result of combining smaller projects and that the actual
costs will fall above the capital exclusion threshold.

The Panel notes that pursuantto Order G-27-14, the Commission re-affirmed the CPCN threshold for FEI's
Biomethane capital projects to be S5 million. Biomethane related expenditures are considered “non-formula” so
theyare notincludedinthe PBRformularegardless of the CPCN threshold. Therefore, the Panelis not
persuaded that thisthreshold should be adjusted at thistime and the $5 million CPCN threshold for upgrading
facilities willremainin place.

2.2.2 Needforadditional non-financial criteria

The Panel will now consider whetherthere isaneedforfurthercriteriain addition to materiality to effectively
manage the exclusion of capital fromthe formula.

FortisBCtakesthe position thatitwould be inappropriate for capital exclusion criteriato limit the scope of
eligible projects and exclusion should be based solely upon whether the dollar-valuethreshold has been
surpassed. FortisBC considers the existing CPCN filing requirements and current materiality CPCN criteria as
being well suited to accommodate capital exclusion proposals overthe PBR period. It points out that consistent
with requirements for exclusion of certain projects in otherjurisdictions, the filing requirements mandate a
comprehensive regulatory review of a proposed project, which in most casesis more stringentthan whatisin
place elsewhere.*’

Intervener submissions

CEC submits that the criteria established by the AUC and OEB “go to the heart of the issue.”*® It describes the
issue “is effectively whether or not the I-X mechanism ‘should’ reasonably be expected to coversuch capital
costs, rather than whetheritdoes or does not, since the formula has been set based on this theoretical
presumption.” Therefore, in addition to the materiality threshold, CEC recommends the following criterion: “The
project must demonstrate thatitshould notbe funded underthe |-Xformula.” Italso recommends that
appropriate tests to assess this criterion be developed by the Commission.*”

ICG recommends the Commission “concludethat FortisBC’s single capital exclusion criterion is notappropriate”
and that the Commission “adopt the capital exclusion criteria of the AUC.” Addressing transparency, ICG states
thereisno doubtthat FortisBC's single criterion proposal willlimitinformation as to savings achieved underthe
I-X mechanism. Inits view “[i]ncremental capital funding should not be approved by the Commissionin the
absence of an examination of whethera particular projectis already receiving adequate funding under the | -X
mechanism.” Further, it notes that while FortisBCis willing to provide information as required by the CPCN
Guidelines, it proposes to limitinformation concerning the dollarvalue of capital projects underthe I-X
mechanism. ICGviews the single exclusion criterion proposed by FortisBC as limiting information on the dollar
value amountand lackingin transparency.*

37 ExhibitB-1, p. 20.

*8 ExhibitC2-2, p. 2.

*? Ibid.

* Exhibit C3-2, pp. 14-15.
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ICG states a furtherreason to adopt the criteria of otherjurisdictionsisto avoid double counting and to avoid
providingincremental capital fundingwhen it has already been made availableunderthe |-X mechanism. ICG
considers this to be “why otherjurisdictions have adopted capital exclusion criteria and financial tests.”**

BCOAPOstatesitis ingeneral agreement with FortisBC with respect to having no non-financial criteriafor
exclusion of capital projects fromthe PBR formula. However, itadds the following qualifiers:

(i) theprojectmustbe linkedtothe utility’s regulated business and be eligible forinclusioninits
regulated rate base, and

(ii) [it]isnot alreadyfunded underthe I-X formula.*?

FortisBCreply

FortisBC considers CEC’s approach “would require setting criteriato determine whether projects ‘should’ be
funded underthe I-Xformula” andifitis suggesting an additional qualitativetest to determinewhen capital
should be excluded, itis notappropriate. FortisBC notes that “[n]either the AUC, northe OEB currently limits the
type of capital projects eligible for capital exclusion based on project characteristics.” Reviewing the evolution of
the treatment of PBR capital by the AUC and OEB, FortisBC asserts the experience inthese jurisdictions
demonstratesitisinappropriateand impractical torestrict capital projects’ exclusion eligibility to those that are
non-discretionary, extraordinary or unanticipated.*’

FortisBCstates that “ICG’s argumentis premised on characterizations of the PBR plans and capital exclusion
criteriain Albertaand Ontario that are at odds with how those plans actually operate and how the exclusion
criteriaare applied.” FortisBC provides anumber of examples to demonstrate that ICG’s characterization of the
AUC planis incorrectand submits thatits proposals are consistent with both of these jurisdictions. **

The caveats outlined by BCOAPO, in FortisBC's view, are unnecessary as they are inherentinits proposals. With
respectto the first of these, FortisBC submits that CPCN projects that may be proposed forexclusion would
always be linked to the regulated business of the utility and eligible to be part of rate base. Concerning the
second caveat, CPCN project expenditures are excluded from base capital and, as such, will notalready be
funded underthe I-Xformula.*

Commission determination

The Panel finds that reliance upon the single criterion of materiality to determine whethera capital project is
excluded fromthe I-X mechanism provides adequate protection for ratepayers.

CEC basesitsrecommendation that projects demonstrate thatthey should not be funded underthe | -X
mechanism onthe criteria established by the AUCand OEB. Theissue of reliance onthe experience and
methodologies of other Canadian jurisdictions was addressed in section 2.1 of these reasons fordecision and
thereisno needtoreaddressthis here.

*1 bid, p.16.

*2 Exhibit C1-2.

3 ExhibitB-2, pp. 1-5.
* Ibid, pp. 7-12.

** Ibid., pp. 5-6.
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ICG’s concern appearsto relate to the potential fora project which would normally be handled withinthe
capital base to be approved outside of the base simply becauseitis of a size that exceeds the materiality
criterion. Inslightly different terms, BCOAPO raises the same point. The Panel has addressed this concernin the
previous section, by requiring FortisBC to demonstrate that a project that falls above the PBR threshold does not
resultfrom combining smaller projects.

23 Exogenous capital

In the PBR Decisions, the Commission noted that the utility may be faced with undertaking required capital
expenditures that are unforeseen, uncontrollable and are outside the normal course of business. The
Commission characterized such events as being exogenous and established five criteria for determining whether
an eventshould receive exogenous treatment, including a materiality threshold which is calculated based on

0.5 percentof FEI/FBC’s 2013 Base O&M. The Commission determined that exogenous treatment could apply to
O&M or Capital expenditures, as wellas O&M or Capital savings.*®

FortisBC submits that exceeding the materiality threshold should be the only factorfor determining the
exclusion of acapital project from the formulaspending envelopeand no furtherfinancial exogenous criteria
should be established. It states that thisis consistent with otherjurisdictions. However, FortisBC also states that
“The PBRPlan already contains provisions under which exogenous factors are evaluated forinclusionin revenue
requirements, and no additional exogenous criteria are necessary.”*’

Intervener submissions

BCOAPO submits there should be no non-financial exogenous criteria for determining the exclusion of a capital
project from the PBR capital formula.*®

CEC submitsthat, in addition toa materiality threshold, a project must demonstrate thatit should not be funded
underthe I-Xformula. CEC recommends thatthe Commission devise such tests as it deems appropriate to assess
this criterion.*

Commission determination

Itisimportantto distinguish between exogenous factor treatment and other exclusions to which a materiality
threshold may apply. The Oxford English Dictionary defines exogenous as “having an external cause ororigin.” It
was in this contextthat, inthe PBR proceedings, the Commission determined it appropriate where a capital
projectarising for reasons that are unforeseen and over which the utility has little or no control be afforded
exogenous treatment. The Commission further defined exogenous events by establishing five criteriafor
evaluating whether expenditures or savings qualify for exogenous treatment, including a materiality threshold
criterion.*

*® FEl PBR Decision, pp. 97—99; FBC PBR Decision, pp. 94-96.
*" ExhibitB-1, p. 2.

*8 ExhibitC1-2, p. 8.

* ExhibitC2-2, p. 2.

> FEI PBR Decision, pp. 97-99; FBC PBR Decision, pp. 94-96.
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The Commission also directed that exogenous events not be aggregated. The materiality threshold must be
appliedtothe costs/savings of each exogenous factorevent and the costs/savings foraspecificevent must
exceed the materiality threshold in orderto be eligible for exogenous factor treatment.

No party has advanced an argument to persuade the Panel thatthe currentexogenous criteria (namely being
unforeseen and uncontrollable, and with a cost/savings that exceeds 0.5 percent of Base O&M) are not
appropriate. Accordingly, the Panel reaffirms the determinations made inthe PBR decision, which outlines the
exogenous criteriafor capital.

2.4 Managing the dead-band

Inits PBR Applications, FortisBC proposed that limited rebasingis to occur in those instances where the annual
capital expenditures are either above or below the formula based amounts by greaterthan 10 percent. Inits
PBR Decisions, the Commission expanded the proposed dead-band by addinga 15 percenttwo year cumulative
dead-band. In addition, the Commission requested all parties to make submissions on whether the addition of
thistwo-year cumulative 15 percent dead-band was sufficient to protect both ratepayers and shareholders. The
Commission made nocomment onanappropriate process to rebase capital inthe eventa dead-bandis
exceeded.”

FortisBCstates that while the Company’s ability to manage total capital overthe PBR term may potentially be
restricted, ithas no concerns with the level of shareholder and ratepayer protection offered by the two-year

cumulative 15 percent dead-band.*?

Intervener submissions

CEC submits thatthe dead-bands asoutlinedinthe PBR Decision are appropriate and there isnoneedtorevise
them based on any changes to the capital exclusion criteria.>

BCOAPO submits that both the one-year 10 percent and cumulative two-year 15 percent dead-bands are “after
the fact adjustments and only protect the shareholderand ratepayer goingforward.” BCOAPO further submits
that inthose years where the over/under spendingoccurs the only protection available is the 50/50 earnings
sharingmechanism builtintothe PBR plans. It further states thata continuing concernis the potential for
“double dipping” where the utility applies for a capital project to be excluded fromthe PBRformulayet
underspendsits allowed base capital. BCOAPO submits that to address this circumstance there should be a
requirement that approved excluded capital projects “establish adeferral account to track the revenue impact
of any underspending of base capital thatislessthan 95% of the approved level of Base Capital forthe year.”
Accordingly, Companies that expect their base capital expenditures will fall below threshold can acknowledge
thisand request “that only a portion of the project’s full cost be used in determining the incremental revenue
requirementimpacts.”**

ICG made no specificsubmissions on the sufficiency of existing dead-bands.

>1 FEI PBR Decision, p. 181; FBC PBR Decision, p. 175.
>2 ExhibitB-1, p. 29.

>* ExhibitC2-2, p. 6

>* Exhibit C1-2, pp. 9-10.
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FortisBCreply

FortisBCstates that what BCOAPO pejoratively describes as “double dipping” is a PBR result thatis expected and
appropriate. FortisBCarguesitisappropriate to promote base capital savings regardless of other projects
outside of the formula. It considers the position taken by BCOAPO to be more of an objection to the inclusion of
capitalinthe PBRformulaor to the exclusion of any capital in the PBR formula, matters which were dealt within
the PBR Decisions. In FortisBC’s view, BCOAPQO’s proposal would amount to funding capital projects eligible for
exclusion from earnings resulting from efficiency gains in capital spending thereby removing them from the
earnings sharing mechanism.

FortisBCfurtherstates that “[[t]]he practical implicationisthat unlessthere are no projects for exclusion, the
Companiescan only realize theirshare of earnings arising from efficiencies gained to amaximum of 5% under
the approved level of Base Capital forthe year when the Commission has determined thatuptoand including
10% isthe appropriate threshold.” FortisBC argues that the BCOAPO proposal is at odds with the earnings
sharing mechanism (ESM) as approved by the Commissioninthe PBR Decision, isasymmetricaland favours
ratepayers. In FortisBC's view, thisis contradictory to the balance intended for the PBRas outlined in the
Commission’s determination that “the inclusion of asymmetrical ESMis beneficial to both Fortis [BC] and its
customers.” FortisBC considers the BCOAPO submission to be out of scope for this proceeding and should not be
considered by the Commission.>

Commission determination

The Panel has reviewed the comments of the parties and is satisfied there is no need to change or adjust the
one-year 10 percentdead-band and the two-year 15 percent dead-band as established inthe FEland FBC PBR
Decisions.

The Panel agrees with FortisBC’s assertions concerning the comments and proposals of BCOAPO. What BCOAPO
is proposing would in effect mean a material change to the PBR Decision resultingin asymmetrical earnings
sharinginfavor of the ratepayer. As such, it would act as a disincentive forthe Companies towork to create
efficiencies and related savingsin the capital amounts covered underthe PBRformulaandin effect, serve to
eliminatethe purpose forincluding any capital underthe PBR formula.

As noted, the PBR Decisions provided direction on the setting of dead band parameters but provided no
definitivedirection with respect tothe processto deal with rebasing future base capital amountsin the event
that the dead band parameters are exceeded. Thisis addressed below.

The Panel acceptsthere are a numberof reasons why a capital expenditure level may be higherorlowerthan
the threshold. Some of these may support and justify raising or lowering base capital while others may
demonstrate a particularresultto be an anomaly, not necessarily requiring rebasing. Because of this, the Panel
determinesthat the full circumstances of any variance from the dead-band must be examined in atransparent
manner at the annual review process. Where the dead band is exceeded for any year, FEl and FBC are directed
in the next Annual Review filing toinclude recommendations as to any adjustmentto base capital other than
those driven by the I-X mechanism. This will provideinterveners the opportunity to review and comment on
any such proposed changes prior to the Commission making its determination.

>> ExhibitB-2, pp. 20-21.
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2.5 Impact of capital exclusion criteria on the X-factor

In the PBR proceedings, evidence from productivity studies of utilities in otherjurisdictions was presented. This
evidence was, in part, relied upon by the Panel inits determination of the X-factor. These studies considered all
of the capital spending of each utility inthe study. The issue arose regarding whetherthe X-factorthus
determined should be adjusted to account for the fact that itwould be applied to approximately 30to 40
percent, of FEl and FBC's capital.

In the PBR Decisions, the Commission directed that “thisissue be revisited when afurther determination on the
dollarthresholdis made.”*®

Intervener submissions

ICG submits that “this conclusion of the Commission must be applied to the [FBC] capital exclusion criterion, and
an upward calibration of the X-factor will be required.” However, in ICG’s view, if the “Alberta capital exclusion
criteriais adopted by the Commission no upward calibration of the X-factor will be necessary.””’

No otherinterveners commented on the X-factor.
Commission determination

There isno persuasive evidence before the Panelregarding what, if any, adjustment should be made to
the X-factorfor either company. Although ICG arguesin favour of an upward calibration, it provides no
recommendations supported by evidence as to how that calibration isto be made. The Panel concludes
thereis no reasonable basis on which it can rely to make an adjustment to the X-factor and therefore,
declines to make any adjustment at this time.

> FEI PBR Decision, pp. 90-91; FBC PBR Decision, pp. 87-90.
>’ Exhibit C3-2, pp. 15-16.
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