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Restrictions, Qualifications and Independence
Purpose

This report was preparedfor the Board of Commissionersof Public Utilities in Newfoundland and
Labrador. The purpose of out engagementwas to pl'eventour observations, findings and
recommendations with respect to our 2017 annual Hmancialreview of Newfoundland and Labrador
Hydro}

Restrictionsand Limitations

ellis reportis not intendedfor generalcirculationor publicationnor is it to bereproducedor usedfor
anypurposeother than that outlined herein without our prior written permission in eachspecific instance
Notwitllstanding the above, we understand that our report hay be disclosed as a part of a public Itearing
process.Wehavegiven theBoardour consentto useour report for this purpose.

Our scopeof work is as set out in our tends of referenceletter, which is referencedthroughout this
repos:t. The procedures undertaken in tile course of our review do not constitute an audit of Hydro's
financialinformationand consequently,we do not expressan opinion on the financialinfonnation
provided by Hydro. In preparing this report, we have relied upon information provided by Hydro.

We acknowledgethat dle Board is boundby the Freedomof information andProtectionof PrivacyAct
andagreethat Me Board may useits sole discretion in any determination of wllether and, if so, in what
form, this Report may be required to be releasedunder this Act.

We reservetheright, but wi]] beunder no obligation, to reviewand/or revisethecontentsof this report
in light of information which becomesknown to us afterthedateof this report.
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Executive Summary
This report to the Board of Commissioners of Public Utilities ("the Board") presents our observations:
findings andreconunendationswith inspectto our 2017atulua] financial review of Newfoundland and
Labrador Hydro ("the Company") ("Hydro"). Below is a sutnmary of the keyobservationsand
findings included in our report.

Our review indicated severalchangesmade to the code of accounts in 2017 including the renutnbering
of existing accounts aswell as the creation of seven additional. While numerous accounts were
renumbered and added to the system foi: 2017, thesechangesare not significant and the Company
believes it will enllance its ability to provide sufficient infortnation to meet the reporting requirements
of theBoard

As aresult of completing our procedures on H}'dro's 2017 rate base, we noted that capital expenditures
of approximately $5,645,800relating to unforeseen eventshave been included in mte basebut have not
}et been approved by the Board.

The Company's calculation of return on regulated averageequity after GRA and supply deferral
adjusunents for 2017 was 9.22% compared witll a return of 9.09oZoin 2016.

1.11eCompany's target capital structure is compo:icedof 75n%odebt and 25% common equity fot
regulatedoperations.The actual2017 ratio was approximately 77.6% debt (excludingemployeebenefits
and assetretin:ementobligation) and 18.5%equity comparedto 73.4% debt and 21.7% equity in 2016.

The net impact on regulatedearningsfor 2017 wasanincreaseover 2016 of$3.8 million. This increase
was plLna£ily attributable to a decreasein fuel costs of $26.2 million, adecreasein interest expenseof
$22.2 million and an increase in capitalized costs of $3.5 million. The impact of this decreasein
expenseswas partially offset by a $12.9 million increasein the GRA and supply deferral adjustments, a
$17.1 million increase in cost deferrals, an increase in depreciation expenseof $9.9 minion, and an
increasein salariesof $7.4n)illion

WereviewedHydro's ratesof depreciationto assesstheircompliancewith the 2012 GannettFletning
Dept:eciation Study relating to plant in service as of December 31, 2009. Consistent with our hiding in
the2017GeneralRateApplication (GRA), we notedanerror in the depreciationcalculationfor asset#
390138.This assetwasbeingdepreciatedusing ausefUlife of 422monthscomparedto the 2012
Depreciation Study which indicated a usefu] life of 620.4months. This error was not considered
significant.

We reviewed Hydro's methodology relating to the procedures the Company has in place to allocate
costs between regulated and non-regulated operations. We also reviewed how costs are allocated
between shared services. As a resLdtof conapledng our procedures, we report that cost allocations for
2017 are in accordance with Hydro's methodology.

The Rate Stabilization Plan ("RSP") ( "the Plan") had an accumulated credit balance of approximately
$74.2 million at December 31, 2017, which comprises balancesof $52.4 million due to the udhty
customer, $1.6 million due to industrial customers, $12.6 million due to the utility customer related to
the RSPsurplus,and $7.6 million in the hydraulic variation account. Basedupon our review,we report
that the RSP is operating in accordance with Board Orders and the chargesand credits made to the
Plan in 2017 are supported by Hydro's documentation and are accurately calculated.
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We reviewed Hydro's deferred charges and we noted that the Energy Supply, Holyrood Conversion
and Isolated Systemsdeferral accounts have not yet been approved by the Board, and the recovery of
Phase ll Hearing Costs have not yet been approved by the Board. For 6nlancialreporting purposes, the
Company has recorded an allowance of 20% on tile Energy Supply, Isolated Systems and Holyrood
Conversion deferrals

We have reviewed the KPI results and the explanations provided by Hydro for the changesand
variations experiencedin 2017and find diem to be consistentwith out observationsand findings noted
in conducting our annual Rnancial review.

The Company wasover budgetby 0.07n%oon its capital expendituresin 2016 comparedto an under
budget varianceof 41.83%in 2016. During our review of Hydro's 2017 capital expenditureswe noted
an exception relating to the Company's reporting requirementsasfollows: it did not comply will
guideline 1900.6in that on one occasion,Hydro failed to Hdea report on the useof the Allowance for
Unforeseen Events within 30 days of the completion of the work
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Introduction

'jl'hs report to theBoardof Comtnissionersof Public Utilities ("the Board") presentsour observations,
nlndings,and recommendationswith respectto our 2017 Annual Financial Reviewof Newfoundland
and Labrador Hydro.

ScopeandL-imitaliolis

Our review was canned out in accordance with the following Terms of Reference

l

2

3

Examine Hydro's accounting system and code of accounts to ensure that it can provide
infonnation sufficient to meet the reporting requirements of dle Board

Review dle calculations of the return on rate base,return on equity, capital structure and
interest coverage ratio.

Conduct an exatnination of operations and administration expenses,fuels, power purchased,
depreciation and interest. Our exalTlination includes reporting on trends, analytical review of
annual variances and other financial analysis based on information provided by Hydro.
The examination of the foregoing will include, but is not limited to, the fallon?ring:

,)

b)
')

d)
.)

D
g)
Q
i)
i)
k)
1)

®
-)
.)
P)
0

amortization of defened charges,
salariesand benefits,
systemequipment maintenance,
Insurance,
transportation,
building rental andmaintenance,
professional ser:vices,
miscellaneous.
capitalizedexpenses,
intercompany charges,
membership fees,
fuels,
power purchased,
depreciation
interest,
of6tce supplies and expenses,and
bad debts.

4 Review Hydro's non-i:egulated activity and assessthe appropriateness of adjusunents in the
calculation of regulatedearnings.This will include a review of how costs ateallocated between
the regulated and non-regulated operations hacluding a review of labour costing relating to its
billing rates for Hydro and its belatedcompanies.

5 Review Hydro's ratesof depreciationand assesstheir compliancewith the depreciation
methodologyapprovedin Order No. P.U. 40 (2012). Assessthe reasonablenessof
depreciation expense.

Audit . Tax . Advisory
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6 Conduct an examination of tjaechanges to the Rate Stabilization Plan to assesscompliance
with Boarddirectives.

7.

8.

9.

10

Conduct an examination of the changes to deferred chargesand assesstheir appropriateness in
relation to salesof power and energy.

Re\dew Minutes of Boardof Directors and ManagementCoimnittee meetings

Review Hydro's annual report on Key Perfonnance Indicators and anyother information on
initiatives andefforts targetingproductivity ot efficiencyimprovementsin 2017.

Examine the Company's 2017 capital expenditures in comparison to budgets and prior years.
Included in tllis review wiU be an analysis of amounts included in '-.\Uowancefor Unforeseen
Items

The nature and extent of the procedures which we perfortned in our review varied for each of the items
in the Teilns of Reference. In general, our procedures were comprised of:

' enquiry and analytical procedures witl] respect to Hunancialinformation provided by Hydro;
e exatnining, on a test basiswhereappmpdate, documentation supporting amounts included

in Hydro's records; and,
e assessingHydro's compliancewith Board directives

The procedures undertaken in the courseof out financial review do not constitute an audit of Hydro's
Hlnancialinformation and consequently, we do not express an opinion on the financial information as
provided by Hydro.

The Hlnancia[statements of the Company for the year ended Decetnber 3] , 2017 have been audited by
Deloitte LLP, Chartered Accountants, who have expresseddIGiTopinion on the fmness of the
statements in their report dated Nlarch 8, 2018. Tnthe course of completing out procedures we have, in
certain circumstances,referred to the auditedfinancial statementsand dle historical financial
information containedtherein.
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Accounting System and Code of Accounts
Scope. Examine Hydro's accountingsystem and codeofaccounts to ensurethatit can

provide infonnation sufficient to meet the reportingrequirements ofdle Board.

Section 58 of the P#&#f U###fi.4c/ statesthat dle Board may prescribe the form of all books, accounts
papers,and records to be kept by Hydro and that Hydro sha]]comply with all suchdirections of the
Bnnrdl

The objective of our review of Hydro's accounting system and code of accounts was to ensure that it
can provide information sufficient to tweet the repel:ting [equireinents of the Board. We have observed
that the Company has in place aweH structured, comprehensive system of accounts and organization /
reporting structure. The system allows for adequate flexibility to allow the Company to meet its own,
aswell asthe Board's, reporting requirements.

Our review indicated severalchanges made to the code of accounts in 2017 including the renumbering
of existing accounts as well as the creation of seven additional accounts. According to Hydro, Me
renumbet:ing within the Chart of Accounts duking 2017 increased efficiency by grouping similar
accounts together.

\Xrhilenumerous accounts were renuinbered and added to the system foi: 2017, these changesare not
significant and the Company believesit xvill enhanceits ability to provide sufficient information to meet
the [epoi:ting lequheinents of the Board.
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Scope. Review dle calculation ofdie return onrate base,return on equity, interest
coverageratio, and capitalstructure.

Average Rate Base

The Company'scalculation of averagerate baseis induded on Return 3 and the calculation of return on
average rate base is included on Return 12 of tile annual report to the Board. The return on average
rate base for 2017 as Med is 5.73% (2016 -- 6.66%).
Our procedureswith respectto verifying the reportedaveragetatebaseandreturn on averageratebase
included:

' agreeingall carry-forward and component datato supporting documentation;
. checkingclericalaccuracyof the continuity of tile ratebaseand the returnon averagerate

base; and

. reviewing the methodology used in determining averagerate baseand return on average
rate base to ensure it is in accordance with Board Orders.

l
]

l

l
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Details with respectto Hydro's calculation of averagerate baseand return on averagerate baseasfiled
on Return 3 and Return 12 for 2016and 2017 areasfollows:

(000ys
(Note 3)

Plant investfn ent
I.fss: Accumulated depreciation

CIAC's

$ 2,342,713

(308,470)

(32,477)

789

$ 1,964596
(233,720)

(32,173)

465Asset rctircmcnt obligations

Balance previous year
2,w25s5
1 .699.168

1,699,168

1.627998

Average 1,850,862 1,663,583

Cashworking capital alloxx'ance
b'uel in\:entory
Supplies inventor'
Averagedeferred charges
Average net assetsexcluded from rate base

6,405

43,617

34,719

6S287

5,304

35J73
32,146

Average rate base } 1,979.749 } L787,586

Regulatednet income S 35,919 S t9214

Cost of service exclusions(Note I) 4,315 4,503

H}'dro net interest e=q)case (Note 2)

113,504 119PllReturn on Rate Base S S

Regulated rate of return on rate base 5.73% 6.66%

Note l:
Breakdoxx,nof cost of service exclusions is as follows

Depreciation on assetsnot in service
Debt guaranteefee

S

S

1 ,941

4,3 15

S

S

1,919
2,5U
4,503

Note 2

Net Interestprior to disallowedportion of debt
Debt guaranteefee disalloxx,ed

Nct interest above
Amortization of l-iX losses
Debt guaranteefee

Interest per Revenue requirement

S 75,6:H

7S270

(2,157)

73,487

S 97,878

95294

(2,15D

9SJ21S £

Note 3: Tile 2016 averagerate baseand regulated rate of return on rate basepresented above

excludesdle GRA and supply deferraladjustmentsrelating to regulatorydeferrals to reflect
Older Nos. P.U. 13(2016),P.U. 49(2016) and P.U. 22(2017).

4
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The increase in plant invesUnent from $1,964,596 in 2016 to $2,342,713 in 2017 is primarily due to
capital assetadditions of $386.8 trillion in 2017. Capital expenditures have been examined in more
detail in the "Capital Expenditures" section of this report.

Average deferred charges decreased frown $67,756,000 in 2016 to $65,287,000 in 2017. Average deferred
charges are exatnined in more detail in the "Deferred Charges" section of this report.

Average net assetsexcluded from rate baseincreased from $16,676,000in 2016 to $21,141,000 in 2017
Ax'erage net assetsincluded or excluded from rate basehave been exatnined in more detail in the
'Capital Expenditures" section of this report.

l Tile following table compares the actual 2017 average rate baseand return on average rate base to the
average rate base and return on averagerate base forecast in the 2017 GRA:

(000ys 2017Actualll2017Forecast lli17A-i17F

Plmlt in\-estmen t

Less:Accumulateddepreciation
CIAC's

Assetretirement obligations

S 2342,7t3

(308,470)

(32,+7D

789

$ 2350,735

(308,582)

(33,%6)
79

$ (8,024
112

989

710

(6,211)
Balance previous year

2,002555
1.699.168

2,008,766

1.699.168

Average 1 ,850,862 1 ,853,966 (3,109

Cash working capital allowance
F'uel inventor'
Supplies inventory
Average deferred charges

Average net assets excluded from rate base.

6,405

43,617

34,719

65287

f21,i41:

7582
67287
33,135

129,780

(1,17D

(23,67Q
1,584

(64,493)

f4,895

Average rate base } 1,979,749 } .075,504

Regulatednet income $ 35,919 $ 29J82

Cost of service exclusions 4,315 3,689 626

9,326

0.71%

Hydro net interest expense 73270

113,504

5.73%

104,178

5.02%

Retu rn on Rate Base
$ $ S

15
16
17
18
19
20
21
22
23
24
25
26
27

Regulated rate of return on rate base

According to Hydro, the decreaseof $23,670,000in averagefuel inventory from forecast2017 to actual
2017 is primarily due to a reduction of 320,200 barrels in averageinventory of Bunker C fuel at an
average inventory cost of $70.42 per barrel.

According to Hydro, the decreaseof $64,493,000in averagedeferredchargesfroth forecast2017to
actual 2017 primarily relatesto the following items:

e in the 2017 GRA, it was assumed daft Hydro's application to recover the Energy Supply
Deferrals would be approved which resulted in a balance in 2016 of $42.2 trillion. It was also
assumedplat Hydro's applicationto recoverthe 2016portion of thebalancein the RSPwould
be approved and that deerewould be $12.8 tnilhon deferred relating to 2017 activity. In the
2016 Annual Return, the balance of the Energy Supply Deferral was recorded in the 2016

Audit . Tax . Advisory
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Costs Deferral (net of allowance). In the 2017 Annual Return, the balance was higher alan the
2017GRA forecastbecauseHydro hasnot receivedapprovalto recoverthe prior period
balances and there was an increasein Energy Supply variances. This is pal:ballyoffset by an
allowance for hlancial reporting purposes
In Order No. P.U. 39 (2017),theBoard indicatedthat the GRA maybethemostconvenient
forum to address issuesi'elated to the recovery of the Energy Supply Deferrals. As a result,
Annual Returfls for yeats2014 to 2017 wiE be refinedwhen issuesrelatedto recovery are
addressedin a future Board Order. In die 2017 GRA. it wasassumedthat the Cost Defer:gals
and Energy Supply Defends would be july recovered
Jn die 2017 GRA, Hydro retroactively adjusted the Cost Defend balancesto reflect dle year to
which they re]ate. ]n the 20] 6 Annual Return, the Cost Deferrals were recorded as incurred. In
Order No. P.U. 39 (20] 7) the Board indicated that the GRA hay be the most convenient
foruJn to address issuesrelated to recovery of the Energy Supply Deferrals. As a result, Annual
Returns for years2014 to 2017 wi]] be reHdedwhen issues related to deco\ery are addressedin a
future BoardOrder. In the 2017GRA, it wasassumedthat the CostDeferralsandEnergy
Supply Deferrals would be ftMy recovered.

e

e

As discussedfurther in the"CapitalExpenditures"sectionof this report, $5,645,800relatedto the
allowance for unforeseen items is pending approval of the Board, and assuch, has not been approved
for rate base inclusion.

As a result of completing these procedures, we noted that capital expenditures of
approximately $5,645,800relating to unforeseeneventshavebeenincluded in rate basebut
havenot yet been approved by the Board. We can advise that no other discrepancies were
noted and thereforeconclude that with the exception of this item, thecalculation of average
rate baseas presented above is in accordancewith established practice and Board Orders P.U
49 (2016)and P.U. 22 (2017).
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Return on Rate base

The regulated net income component of the return on rate base excludes all non-regulated earnings and
expensesof Hydro. In Order No. P.U. 22 (2017) the Board approved an allowed Rate of Return on
RateBaseof 6.61%vial a rangeof return of 40 basispoints(t 20 1)isispoints). The 2017reNrn
presented above, 5.73%, is below the lower end of the approved range by 68 basispoints.

As discussedfurdier in the "Capital Expenditures'' section of this report, $5,645,800 related to the
allowance for unfoi:essen items is pending approval of the Board, and as such, has not buell approved
for rate baseinclusion.

As aresult of completing theseprocedures,we noted that capital expendituresof
approximately $5,645,800relating to unforeseen eventshave been included in rate basebut
havenot yet been approved by the Board. We can advise that no other discrepancies were
noted and therefore conclude that with the exception of this item, the calculation of return on
rate base is in accordance with established practice and Board Orders P.U. 49 (2016)and P.U.
22(20n)
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Return on Equity

The Company's calculation of regulated average equity and rate of return)on regulated averageequity
for the year ended December 31, 2017 is included on Return 13 of tjaeannual report to the Board.

Similar to dle approach used to verify dle rate baseand return on average rate base,our procedures in
this areafocusedot] verification of the data incorporated in tile calculationsand on the methodology
used by tile Company Specifically, the procedures whicll we performed included the following:

©

8

e

8

agreedaUcarry-fonvard data to supporting documentation,including audited financial
statementsand intenlal accounting records where applicable;

agreedcomponent data (dividends, regulated earnings,etc.)to suppoi:ting documentation;
checked the del:ical accuracy of the continuity of regulated common equity; and
recalculated the rate of retunl on common equity fot 2017 and ensured it was in accordance
with established regulatory practice.

Detailswith respectto Hydro's calculationof return on regulatedaverageequityasprovidedby Hydro
in a revised Return 13 are as follows:

(000ys 2017 2016

Shareholder's equity
2017
2016
2015

$ 399,510
359,277 $ 359,277

335,560

Average equity before GRA and Supply Deferral Adjustments

GRA andSupplyDeferralAdjustments(NoteI)

Average equity after GRA and Supply Deferral Adjusbnents

379,394

14,940

394.334

347,419

12,538

359,957

Regulated earnings
Cost of service exclusions

35,919

4,315

19,214

4,503

Regulatedearningsbefore GRA and SupplyDeferral Adjustments
GRA and SupplyDeferral Adjustments(Note I)

40,234

36,352

23,717

9,017

32,734Regulatedeanlingsafter GRA and SupplyDeferral Adjustments S $

Retin on equity before GRA and Supply Deferral Adjustments l0.60%

9.22%

6.83%

9.09%Retin on equity after GRA and Supply Deferral Adjustments

Note l: In Order No. P.U. 39(2017), tile Board indicatedtllat the GRA maybe the most convenient
forum to addressissuesrelated to recovery of daeEnergy Supply Defends. Eanings for 2017
included amounts related to dle 2014, 2015 and 2016 Cost and Supply Deferrals. Aimual Returns
for years2015 2017 wil be defiled when issuesrelatedto recovery are addressedin a future
Board Order

19
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The following table compares the actual 2017 return on equity to the return Ol] equity forecast in the
2017 GRA:

(goofs 2017Actual 12017 Forecast I I '17A - '17F I

Shareholder's quite
2017

2016 (Note I)

$ 399,510

359277
$ 409,394

376,323

392,859

S (9,884)

(17,046)

AverageKluity before GRA and Supply Deferral Adjustfnents

GRA and Suppb' Defend Adjustments

379,394

14,940

394.334

(13,465)

14,940

1,475'\verage equityafter GRA and Supply Defend Adjustments 392.859

Regulated earnings
Cost of service exdusions

35,919

4,315

29,382

3,689

33,071

6,537

626

Regulatedearningsbefore GRA and Supply Deferral Adjustments
GRA and Supple'Deferral Adjustments

40234

36,352

7,163

3,281Regulated earnings after GRA and Supply Deferral Adjustments $
S 33.071 S

Retum on equity before GRA and Supply Deferral Adjustments l0.60%

9.22%

8.42%

8.42%

2.19%

0.80%Retum onequity after GRAandSupplyDeferral Adjustments

Note 1: 2016 slureholder's equity presentedabove under '2017 Forecast' includesS17,046,000relatirlg to compliance
adjustmentsof the 2017 GRA. The 2017 G RA was approved in Order No. P.U. 22(2017).

3
4
5

Tbe increasein actual i:eturn on equity over 2017 forecast is prhnarily due to an increase in regulated
earnings, which is discussedin the 'Revenue Requirement ' section of our repos:t.
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Tbe "regulated" shareholder'sequity of Hydro excludesthe portion of equity attributable to non-
regulated operations. Details with respect to Hydro's calculation of regulated shareholder's equity as
shedon Return 13 and Return 14 for 2016 and 2017 areas follows

(000's) 2017 11 2016

Equity per non-a)nsolidated 6nlandalstatements $ 948,724 $ 899,755

Retained eamings post of sel:viceexdusions 16,778 12,463

I,ess: Contibuted capital
Lower Churdiill Development (46,090)

(22,504)

(H,411)

(22,50qSharecapital issued to finance

in\ estment in CF(Loco.

Amlmulated other mmprehensiveina)me
Net retainedeamingsattributable to IOCC
Non regulated expenses
Net retainedeamingsatuibutable to CF(L)Co.
(home remrded minus dividends flowed through
to government)

(11,953)
(17,840)
30,700

(26,076)
(18,248)
30,673

(506,352) (480,489

Net retained eamingsattributable to dae
saleof refill power
(inmme rea)med minus allocation of dividends)
Regulated Equity

8,047
$ 399,510

8.109

$ 359,277

4

5
6

As aresult of completing our procedures,we did not note anydiscrepanciesin the calculation of
regulated average equity attd rate of return on regulated averageequity.
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13
14
15
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20
21
22
23
24
25
26
27
28
29
30
31

Interest Coverage

In 2013,Hydro changeddle calculationof its 2013interestcoverageto tile Standard& Poor's("S&P")
EBI'll)A interest coverage methodology. The S&P medlodologl ' calculates interest covemge as
earningsbefore interest, taxes,depreciationand amortization ("EBITDA") divided by interest. Tbe
EBITDA calculation is considered a proxy for cash earnings by S&P

S&P's definition of interest includes the gross amount of interest, including capitalized interest but
excludinginterest income. It alsoincludes interest on employeefuture benefits aswell asaccretion

Interest coverage for 2017 under the S&P methodology has been calculated at 2.1 times (2016 -- 2.1
tunes)

Cost of debt was ca]cu]ated on Return 15 at 5.20% in 20] 7 compared to 6.30% in 2016. Tills decrease
is ptimadly a result of additional borrowings in 2016 and2017 with lower interest rates

On October 12, 2016, Nalcor bottomed $225.0 million from the Province by way of aproJnissory note
and sese funds were then loaned to Hydro. On September 29, 2017, Hydro renewed this
intercompanyloan. The loan will mature on March 30,2018and has an interest late of 1.845%.In
addition, Hydro utilized its government guaranteedpromissory note program to fulfill its short-term
funding requirements.

On January 20, 2017, Hydro issued blewlong-tenn debt through the re-opening and saleof $300.0
tnilhon SeriesAF debentures to its underwriting syndicate.The debenturesmature on December 1
2045with a coupon rate of 3.60% paid semi-annually.

Hydro also issued flew long-term debt late in 2017 which contributed to the decreasein the cost of
debt. On December 20, 2017, Hydro issued new long-tenn debt, Series IA, wide face value of $300.0
million. The Province of Newfoundland and Labrador issueddebt specificallyon Hydro's bellalf and
lent the proceedsto Hydro. The debt matures on October 17,2048,witjl a coupon rate of 3.70% paid
sen)i-annually.
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Capital Structure

Details with respectto the capital structure as shedon Return 14 for 2016 and 2017areasfollows

(Doors % %

Debt

Employee benefits
Asset retnementobligation
Eqdty

$ 1,678,000
69,000

15,000
400,000

2,162,000

'tl{)a/S
3.2%
0.7%
18.5%

$ 1,216,000 73.4%
4.0%
0.9%
21.7%

66,000

15,000
359,000

$ 1,656,000$

4
5
6
7
8
9

10
11

12
13
14
15
16
17
18
19
20
21
22
23
24

Prior to 2009, Hydro's debt to equity patio had been trending towards the 80:20 target ratio with 2008
showing a ratio of 81.4:18.6. In 2009,Nalcor provided a $100minion equity injection of contributed
capital resulting in a signinlcant reduction in leverage to a ratio of 72.0:28.0. Currency, he Company's
targetcorporate capital structurecomprised of 75% debt and 25% common equity for regulated
operations.In order to maintainthis targetratio the Companyimplementedthe following dividend
policy

Coloration antnlalbon or be$ote}vl.arch31ajeacblear, paOa dividendonits commottskateslithe pucentaHeofdebt
to debt Pills eqiiitOiti tbe cal)italstt'ucttire ollie co4)otalioti on a regulatedbasis at tbe ettaollie imtnedlatelDpreceditik
$iscallear waslessthan 75'/a and that tbe amounto$1bediuidettdin thai casewillie eqt4alto tbeaniotittl that wotlld be
ttecessctUto bring, Lbepercentageo$debt to debt pills eqiliDup to 75'/o at Decenlbel 3 1st oftbe iniinediatelDprecedittg,
)ear, as lithe dividend in question bad been on that date?'

Tile 2017 ratio was approximately 77.6oZo(2016 -- 73.4%) debt (exduding employee benefits and asset
retheinentobligation) and 18.5% (2016 21.7%) equity reportedon RetLun14. According to Hyde:o,the
corporate regu]atedcapital stlncture used in tile calculation of the regulated dividend is based on an S&P
rating agencymethodology which differs froth the calculation of the capital suucture asreported in Return
14. '11le S&P ca]cu]ation of debt within dae capital structure includes accrued interest, asset [etiiement
obligations and post retirement benefit obligations.
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Revenue Requirement

Scope. Conduct an examination ofdepreciation, fuel, power purchased, operations and
administration expensesand interest basedon infomlation provided byHydro.

'lyle follow?pingtable provides a breakdowlaof daerevenue requirement for tile yeats 2014 to 2017
including vaiiatlces between 2017 and 2016:

(000ys

Depreciabon
Fuel

77,356

184,772

61.717

67,436

210,950

60. 117

63,222

220,359

60.667

55,463

185,510

63.741

9,920

(26,178)
1.600Power purchased

Other costs
Salariesand fringe benefits
System equip. imint.
Insurance
TransporUtion
Once supplies and expenses
Bldg. rental and maint.
Prokssk)nal services
Travel

Equipnent rentals

115,093
25,792

3,175
3,251
2,1 18
1,164
6, 142

2,412
3,817

107,674
25,048

2,530
2,943
2,249
1,109
6,662
1,984
4, 197

114,153
31,928
2,508
3,317
2,762
1,497

14,407
3,250
4,218

106,067

28,620
2,579
3,785
2,392
1,228

12,629
3,208
2,017

7,419
744
645
308

(131)
55

(520)
428

(380)
Miscehineous
Other (income) and expense
Cost deferrals
GRA and supply deErral adjustments

Sub-total

5,373
9,036

(5,712)
3,882

175.543

5,059
8,286

(22,832)
(9,017)

135.892

5,901
9,762

(20,500)
(25,282)
147.921

6,680
3,806

(45,900)
17,418

144.529

314
750

17,120
12,899
39.651

Allocatbns

Hydro capialized
Cost Recoveries

Sub-total
Total

(35,753)
(2,530)

(38,283)
137.260

(32,213)
(3,369)

(35,582)
100.3 10

(25,114)
(7,906)

(33,020)
114.901

(24,090)
(l0,899)
(34,989)
109.540

(3,540)
839

(2,701)
36.950

AccretionofARO 189

73.487

645

95.721

699

94.654

852

87.953

(456)

(22,234)Interest

Regulatedeamings' 32,037

$ 566,818

28,231

$ 563,410

(656)

$ 553,846

243

$ 503,302

3,806

$ 3,408
9

10
11
12
13
14
15
16
17
18

Revenuerequirement

Note I

Note 2:

2016 miscellaneousexpensehasbeen restated from $5,098,000in the 2016 Annual Review, to include
$39,000 relating to supplier discounts
Regulatedearningspresented above excludes cost of sewice exclusions.

As noted in the above table, the net impact on regulated earnings for 2017 was an increase over 2016 of
$3.8 million. This increasewas pdnarily aMibutable to adecreasein fuel costs of $26.2 million, a
decreasein interest expenseof $22.2 million and an increasein capitalized costs of $3.5 million. The
impact of this decreasein expenseswas partially offset by a $12.9 million increasein the GRA and

Audit ' Tax . Advisory
© Grant Thornton LLP. A Canadian Member of Grant Thornton International Ltd. All rights reserved



Board of Commissioners of Public Utilities
Newfoundlandand LabradorHydro 2017 Annual Review

19

l
2
3
4
5

supply deferral adjusunents, a $17.1 trillion increase in cost deferrals, an increasein depreciation
expenseof $9.9tnilhon,andanincreasein salariesof $7.4trillion

The following table compares daeactual 2017 revenue requirement components to the 2017 forecast in
die 2017 GRA:

(000ys

Depreciation

Fuel 184,772 179,623 5,149

77,356

184,772

61.717

76,028

179,623

64.275

1,328

5,149

(2,558)Power purchased
Other costs

Salarbsand fihge benefits
Systemequip. maint.
Instance
Transportation
Office supplies and expenses
Bklg. rentals and inaint.
Processionalservices
Travel

Equipmentrental
Miscellaneous

1 15

25
3

3

2

6

2
3

5

093
792
175
251
118
164
142
412
817
373

109
25

3

3

2

]

8

2

3

5

363
694
038
127
307
077
846
442
591
761

5,730
98

137
124

(189)
87

(2,704)
(30)
226

(388)

Other (incolm) and expense'
Sub-total

7.206
175,543

6,517
171.763

689
3,780

ADocatk)ns

Hydro capitalized
Cost Recoveries

Sub-total
Total

(35,753)
(2,530)

(38,283)
137.260

(29,956)
(949)

(30,905)
140.858

(5,797)
(1,581)
(7,378)
(3,598)

Accretion of ARO 189 189

Interest 73.487 71.324 2,163

2,655

$ 5,139

Regulatedeamings 32.037

$ 566,818

29.382

$ 561,679Revenuerequirement

Note I ; Other (income) and expense includes: unortization of FX losses, FX gains/losses, gain/loss on
AFS Settlement,cost deferrals, loss on disposal, and GRA andSupply Deferral adjustments.

6
7
8
9

According to Hydro, the val:iance between actual fuel costs and the amount forecasted in dte 2017
GRA is primarily relates to the load changeson the Island Interconnected System,and variances in the
Supply Cost Deferral Accounts.
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Actual 2017 power purchased decreased$2.6 trillion from the amount forecast in the 2017 GRA.
Accordingto Hydro, this is prhnarilyasa result of loweralanforecastproductionat Nalcor Energy
Exploits Grand Falls, due to reducedriver flows and reservoirconditions, aswell asplatuled andforced
outagesfor Grand F'allsUnit 4.

Actual 2017 salariesexpenseincreased$5.7 million from daeamount forecast in the 2017 GRA.
According to Hydro, the primary drivers of this increaseinclude the following items:

B A higher usageof grossovertime than forecasted,primarily driven by an increasein foul-s of
regular preventative maintenance and unplanned corrective maintenance required due to aghlg
assets,the onboarding of new, inexperienced personnel to replace the Company's aging
workforce, and mhtimutn staff complements for assetssuchasHolyrood.

B An increasein allowancesflom forecast due to higher than anticipated exception bouts worked
by personnel,for which hoursaresubject to premiumpay-

e An increase in other salarycosts from forecast due to a number of unbudgeted expenses,such
asincreased severance/salary continuance, vacation payout, retention payments, and otllet
lump shin paymentsto personnel.

Actual 2017 professionalservicesdecreased$2.7 inilhon Rom dle amount forecast in the 2017GRA.
According to Hydro, this deck-easept=imadlyrelatesto thereversalof theAmended2013GRA accruals
'l'he intervenor cost accntals were estimated because Hydro does not receive the supporting invoices
unto the finalization of the healing. The costs submitted 6orreimbursementby the intervenors were
loweralan theamount Hydro originallyaccrued,partly asa resultof BoardOrder P.U. 32 (2017)in
whicla $1 million ofintervenor costs were denied by tile Board for reimbursement. Of the remaining
vathnce, a$0.7 minion decreaseis related to the Phase ll Hearing costs, as the process was expected to
be further along, and $0.3 million is tejated to rate design and cost of serwce consulting work being
delayed as a result of the 2017 GRA Hearing.

Actual 2017 other (income) expensesincreased by $0.7 million from the amount forecast in the 2017
GRA. According to Hydro, this increaseis primarily asa resultof the following items:

An increase of $3.3 trillion is associated wiki a loss on disposal as a result of a$3.4 tniUion
write off relatedto theconstructionof the LabradorWestTransmissionLine.This projectwas
approved by OC2014-033 on February 2, 2014, however, was suspended later that year. In
2017, Hydro reached an agreement will the l<ami Mines Limited Partnership for
reimbursement of $9.5 million of the total $12.9 million, resulting in the write off of $3.4
million

8 A decreaseof $1.9 million is related to the 20% allowance on the Energy Supply, Isolated
Systems and Holyrood Conversion deferrals.
A decreaseof $0.5 million is related to again on the setdementof sinking funds and a decrease
of $0.4 minion is related to foreign exchange gains.Hydro does not forecast gains or losses on
the retirement of sinking funds or foreign exchangedue to the level of uncertainty.

e

Actual 2017 Hydro capitalizedcosts increased$5.8 tnilhon over the amount forecast in the 2017GRA
According to Hydro, thepiiinary dtivei:of this increaseis capitalovertimeandcapitallabor, which
increased $3.4 million and $2.4 million, respectively. These increaseswere asa result of unforeseen and
supplemental capital projects.

Actual 2017 interest increased by $2.2 tnillion when compared to the amount forecast in the 2017
GRA, which accordingto Hydro, is asa result of the followingitems:

e $1.1 million increase in interest on i:ate stabilization plan. The forecast included a proposal to
recover $42.2 n]illion owing in the Supply Cost Defend Accounts from the RSP balance in
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September 2017, which was not accepted resulting in an increase of $0.7 million, and die
remaining variance is due to the nomlal operation of the plan.
$3.2 milton increasein interest capitalized during construction. This variance is pi:imac:ilydue
to theTL-267 forecastamountof $9.5 million in comparisonto yearto dateactualsof $7.6
million, comprising $1.9 million of the total variance. The remainder of the variance is due to
the forecast using a higher Interest Dudlg Construction (IDC) rate than actual (6.6% forecast
vs. 5.26% actual).

©

Ths increasewas pal:dailyoffset by the long term debt forecast including higher long-tenn debt
issuancesof $500 million in November of 2017 ($300 million at 4.18% and $200 million at 3.4%).
Actuals consist of one $300lnilhon issuancemid Decetnber of 2017 ($300miUiott at 3.70%) resulting
in a $3.0 million decreasein interest on long tei-m debt.

12
13

14
15

16
17
18

Actual 2017 cost recoveries are compared to atnounts forecast in the 2017 GRA, within this section of
the report, under "Cost Recovery Charges"

Costs per kWh Analysis

In the table and graph below we have provided an analysisof the breakdown of dle cost of energy on
thebasisof the numberof kWhs soldfor the years2014 to 2017:

kWh sold and
D.used

7,s33,000I$
7,619,000 I s

7,a4,000I$
7,626 S

Purcjlased Otjler interest & I Regu]ated
CostsFueleciation AccretionPower

243ss,4asl $ 18s,5101 s 63,7411s too,s40l $ 88,805l$
63,22 1s zo,s59 1 s 60,6671$ 114,901I $ 95,353l$ (656)
67,4361s 210,9501s 60,1171s too,stol $ 96,3661s 28,231

77,3561s 184,7721s at,7i71 s is72ao I s 73,6761s 32,037

SO

so

so
so

so

so
so

so
so

so

so
so

so

so
so

so
so

so

so
so

so

.0780

.0770
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.0750

.0740

.0730

.0720

.0710

.0700

.0690

.0680

.0670

.0660

.0650

.0640

.0630

.0620

.0610

.0600

.0590

.0580
2014 2015 2016 2017

19
Year overyear% change 0.7% 5.S% 4.5% .1.8%
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As highlighted in the graph above,tile cost per kWh decreasedin 2017. In 2017 dle cost of energysold
on the basis of the nutnber of k\;(hs sold was $0.0743 per k\Xrhwllich representeda 1.8% decreaseover
2016

The following table and charts provide a further breakdown of Me expenseper kWh by expense
category for the years 2016 and 2017:

2017

kWh sold and used 7,444,0007,626,000
Cost per kWhCostCost Cost per k\Vh

11.97%67.436 0.00910.0101 l3.65o%ol$$ 77,356
37.44%210.950 0.02830.0242184.772 32.60%
l0.67%0.0081l0.89% 60,11761,717 0.0081
17.80%0.0135100,31024.22%0.0180137,260

96.366 0.0129 17.10%13.00%73.676 0.0097
5.01%28.2310.0042 5.65% 0.003832,037

Depreciation
FueI
Power purchased
Other costs
Interest & accretion
Regulated earnings

Total

Regulated earnings
6%

2017

Interest&
a ccreti on

13%

Depreci ati on
14%

Power
11%
purchased

2016
Regulated earni ngs Depreciation

12%

Interest&
accreti on

17%

Other costs Fue
37%

Power purchas ed
11%

8
9

10
Explanations for the significant fluctuations within eachof thesecost categoriesarediscussedfarther in
this report.
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An analysis of the most signi6lcant accounts within "other costs" for the years2013 to 2017 has been
providedbelow in the following dueegraphs:

Significant Other Costsper kWh
$0.01600

g SO.01200

b <o 00800Qn Y v PWwww w
U8 $o.00400

--+= Salanes

$

2013 2014 2015 2016 2017

Year

Significant Other Costsper kWh
$0.00600

i $o.o040a

g

g $o-00200 System equip. maint

$-

2013 2014 2015 2016 2017

Year

Significant Other Costsper kWh
$o.00100

$(0.00020)

$(o.001401

$(o.002601

$(0.00380)

$(o.005001

:

a
Q.

B

--9+=Other (income) and
expense

Year

3
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Significant Other Costsper kWh
$0.00200

$0.00160

! cO n0]20
a

U $0.00080
Q

$0.00040

Equipment rentals

'-+= Professional services

$.

Miscellaneous

Year

l
2
3

4
5

6

7
8

9

0
l
2
3

4
5
6

In the Gustgraph, cost of salariesand fringe benefits per kWh have increased 4.3% in 2017. The second
graph shows the cost per k\iKrhfor system equiptnent maintenance has increased by approximately
0.5%. The third graph shows other (income) and expenses per k\J(/hhas increased by 149.1%. The
fourth graph showsprofessional servicescosts per k\)(/hhasdecreasedby 10.0%,tniscellaneous
expenseper K\MI increasedby 3.7% and equipment rentals per K\Xll decreasedby 11.2%.

As previously mentioned, we have reviewed the various expensecategories in more detail on an
individual basisand our observationsand cotnments arenoted further in this report for your
consideration.l

l
l

l

Fuels

Fuel expensein 2017 totaled $184.8million compared to $211.0minion in 2016. The decreasein fuel
expensenom 2016 [eve[swas approximate]y $26.2 minion, or ] 2.4%. The breakdown of costs within
the fuel categoryis noted below for dle years2014 to 2017:

(000ys 1 2016 1 1 20i5 1 1 20i4 1

No.6 Fuel
Fuel.Additives
Fud Costs Indirect

Environmental Handling Fee
Ignition Fuel
GasTurbine Fuel
Diesel Fuel Rural

RateStabilization Plan (RSP)
FuelSupply Deferral
Holyrood Conversion
EnergySupply Deferral
Isolated SystemsDeferral
Holyrood CT

$66,898
23

(20)
(1)
85

(3,422)
43

(60,861)
(1,500)
(3,331)

(18,836)
882

(6,138)

(3,331)
(18,836)

882

17,185 23,323 11,407

$210,950 $220,359 $185,510$184,772 ($26,178:

17
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168 188 14] 142
31 32 53 24

300 215 281 516

2,454 5,876 4,034 6,910

14,310 i4267 16,406 19,358

(18,900) 41,961 25,166 (76,159)
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No. 6Fue!

In 2017, the total cost of No. 6 Fuel, which is the largest component of fuel expense,increased by
$66.9million from 2016. According to Hydro, tllis increaseis plimatily due to therisingaveragecost
per barrel which increased by $22.20 over 2016, as well as an increase of 112,815 barrels consumed

GasTurbineFate!

Tile GasTurbine expensedecreasedin 2017 by $3.4million from 2016.According to Hydro, ellisis due
to decreasesin production at the Hardwoods and Stepllenviae Gas Turbines of 9.2 G\CUhand 4.1
GWh, respectively. This decreaseis partially offset by an increasecost per liter for Gas Turbine Fuel in
2017

Hoblood Colzpu'slob,E zero'Suppb, alzaIsolatedS)stents De$enal

[n 2017, $31.0 mi]]ion re]ating to energy supp]y costs deferred for 20] 5 and 2016 was rec]assifiedfrom
the 2016 Cost Deferral to the Holymod Conversion, Energy Supply, and isolated Systemsdefends.
The net increase to pi:oGlEin 2017 was $21.3 million. These deferral accounts are investigated further in
the "Deferred Charges" section of this report.

HobloodCo/nbzislioltTurbitze

In 2017,Holyrood CombustionTurbinecostsdecreased$6.1million over 2016.According to Hydro
this decreasein costs is primal:ily due to adecreasedptoducdon of 48.1 G\X'h in 2017 compared to
2016; this was partially offset by an increasedcost per liter of fuel.

RateStabiliqulionPlan (B.SP)(fbePlan)

Including RSPadjusunents,the costof No. 6 F'uelfor 2017was$171.6million comparedto $165.6
inilhonin 2016.

Tile variation in tile RSP consistsof four main components: fuel variation, hydraulic variation, load
valhtion, and Labrador interconnected.

(000ys

Hydraulic Variation
Load Variation
Fuel
Labrador Interconnected

($n,331)
2,874

(l0,589)
145

($7,100)
24,535
23,941

585

($4,2n)
(21,661)
(34,530)

'440'

35
36
37
38
39

:$18,901: $41,961 :$60,862

The fuel variationis calculatedusingtile actualcostper barrelof No. 6 fuel relativeto thecostof
service(COS) price applied to the number of barrels of fuel consutned. The calculationof this fuel
variation is provided in the table below:
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Fuel Variation 2017 2016 I Variance

Actual barrels adl fisted for non firm sales
(000ys '2.]11 2,664 113

Average Actual Fuel

Average(1)SF'uel
Annual fuel price variance

68.60
64.41

(4.19) $

46.40
55.47
9.07 $S

Fuel\radiation(000ysI S (l0,589) $ 23,941 $ (34,530)

Fuel Pace \radance
Volume Variance

Annualized calculated variance 2

I This number hasbeen calculatedon amonthly basis.
2 Calculation is done on anannualized basisfor comparison purposes and

will leadto slight differences from a monthly basis.

2
3
4
5
6
7
8
9
0
l
2
3
4

The table above shows that the actual average fuel price for No. 6 hel in 2017 was $4.19 per barrel
more thats the averageCOS fuel pi:ice. Tbc actual barrels consumed duking 2017 increased by
approximately 113,000 bartels in comparison to tjae actual barrels consutned in 2016. This increase in
fuel prices and number of barrels consumed resulted in a negative fuel variation of appt:oximately $10.6
iniUion to the Planin 2017 compared to a $23.9 million positive variation in 2016. The changein the
fuel price variation offset by the change in fuel consumption led to a decreasein the RSP fuel
componentof $35.8million (calculatedon a monthlybasis)for 2017 comparedto 2016. As shown
above, the increasein actual fuel costs, relative to the COS, led to a negative fuel pace variance of
approximately $36.8tnillion compared to 2016. This negativefuel placevariancewaspartially offset by
a positive volume varianceof approximately $1.0million, for acombined varianceof $35.8million
(thereis a slight difference when the calculation is done on an annualizedbasisin comparison to a
monthly basis)

l
l
l
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 (13.26) (36,823)
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The hydraulic production in 2017 conUibuted negatively to the RSP in the amount of $11.3 million, this
negativeconti:ibutionis $4.2tnilhon greaterthan daeprior yearnegativecontribution of $7.I trillion:

7.

Av.«geCOSm.I ($) $ 64.41 $ 55.47 $ 8.94

Actual H]'dmulhPloduction(000ys
COSHydm\ilicPioducdon(000ys
zLinual llydmulic pioduclion vaiimia(000's)

4,S07J3S
4,603,568

(96,a3)

4,38Z031
4.472.070

(90,039)

(4,nl)nyd-«-.bc «:«hti.-: (oooys 12 $ (11.331)S a.100)S

(OW''
Ptoducdon Avenge Price

(96,a3) $ 8.94
(6,19q$ m.41

(000ys
Vaiintce

$ (1,366)
$ (633)
$ (1.999)4

fuel ]\ia= Inaeas e
H\dmulk Prodtl cdon \raiimia Deamse

ILnntalized '=llmlated vmmle(Doors

I Holy£ood conxtrsion factor in COSis 6181iHrh/bbl-(630k\t7h/bblh 20iq
2 This number hasbeen calculatedon amonthly bois
3 Calculation is done on ml annualized basisfor coillpadson putpases uld \Fill lead to slight differences rioiia montlilF amis

4 Difference dale b COS hydranhc production uld HolTtood conversion fntot updae d for 2015 test ycm.

4
5

6

7
8

9
10
11

12

13

A decreasein hydratUc production of 96 GWh in 2017under the COS has led to total lossesto dte
plan of $1 1.3 nliUion.

Load Variation

Tbe load variation for 2017 contributed positively to thePlan in the amount of $2.8 million. The load
variation is primarily the result of Me load requirements for industrial customersbeing 35.6 GWh
below the COS load requirementand the utility customerload requirementsbeing 41.1 G\iVhbelow the
COS load requirement.
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I'owen purchased

Tile breakdown of power purchasedby account is asfollows

(000ys 2016 2015

Energy Costs - NUBS
Demand & eluigy - CF(L)Co
L'Arise auLoop
lshnd s'1leelilg
Secondau' energy
Capaciq' Expansion
Raniea\mind

Ran\eaHydrogen
inteaxtptible: cureaaable

$53P74
1,383
2,624

710
al

S52,514
1,528

2,367
702

231

$53205
1,676
2,679

693

174

19

156

9

2,056

S50,695
1,995

3,102
695

S760

(145)
257

8

250

144

(2)
3,103

129

8

2,638

S12

191

26

6,225

15

(10)
465

5
6
7
8

9
10
1]
12
13

14
15

16

17

18

19

20
21

22
23
24
25
26
27
28
29
30

$61,717 S60.1 17 s60,6a7 S63.741 SI.600

Energy purchases from Non Utility Generators (N UGs) represent the most signi6lcant cotnponent of
purchased power. This category increased by $760,000, in 2017 compared to 2016. According to
Hydro, Ellisincreaseis piimaiily due to increasedproductionof 26.1G\iVhat Nalcor'sExploits andSur
Lake facilities, partially offset by reduced production of 0.9 GWh at the Rattle Brook facility.

According to Hydro, the $145,000decreasein purchasesfrom Chuichi]] FallsCorporationLimited
(CF@)Co) is associatedwith a change in tile rate structure for daeCF@)Co. contact.

L'Anse au Loop power purchasesincreasedby $257,000over 2016,which according to Hydro, is
primarily related to higher paces for secondary energy from Hydro Quebec. The increasein prices for
secondary energy is related to the increasein No. 2 fuel prices, which more than offset the reduction in
energyconsumptioll in L'Anse au Loup in 2017 over 2016

Secondary energy purchases increased by $250,000, or 108.2%, in 2017 compared to 2016, which
according to Hydro, is phnarily due to an increase in production of 6.5 G\X/h under the Comer Brook
Pulp and PaperSecondai:yEnergy contmct.

Tile Intenuptible: Curtailable accountincreased by $465,000over 2016, wllich according to Hydro, is
piLnarily due to anincreasein costsassociatedwith the new Corner Brook Pulp and Paper Capacity
Assistance Agreement. The increase can also be parry attributed to a ftd year of charges for the Praxair
andVale curtaiJableagreementsin 2017,compared to one month of chargesin 2016.

The following graphsdepict the changesin energy purchasesin termsof G\CUhand total costs followed
by dle changesin energy purchases in terms of G\MI and cost per G\)(h over the period 2014 to 2017:
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As shown in these charts, in 2017 the averagecost per GVQ'hpurchased fiona NUGS was $57,400 per
G\)(rh which is a 0.86% decreasefrom the 2016 averagecost per G\)(rh of $57,900

The other components of this expensecategory are lesssignificant andtherefore no furdier analysis
wasconducted

Salariesand fringe benefits

l
l
l
l
l

Analysis of Gross Payroll Costs

Gross payroll costs for 2017 were $115,093,000, an increase of $7,419,000, or 6.9%, in comparison to
2016. The increase in 20] 7 over 2016 was primarily due to various fluctuations in the salaries,other
salary costs and overtime.

These fluctuations arc outlined in the table below which sutmnarizes salariesand range benefits costs
incurred from 2014 to 2017:

(000ys

Salaries

Temporary salaries
$ 66,396

7,166

73,562

$ 61,639
7,287

68,926

$ 61,076
8,343

69,419

$ 56,851
7,109

63,960

4,757
'121

4,636

Other salarycosts
Intercompany salaries

2,305
266

76,133

1,004
'105:

69,825

1,722

73,390

1,878
3,188

69,026

1,301
371

6,308

Allowances
Directors fees
Overtime

Employee future benefits
Fringe benefits
Group insurance
Labrador-travel benefit

2,480
11

15,806
6,282

11,440
2,769

172

2,294
16

14,919

6,946
11,122
2,377

175

30

17,823

6,619

11,513
2,347

165

1,997
43

16,624

6,922
9,042
2,260

153

186

(5)
887

(664)
318

392

18
19
2()
21
22
23
24
25
26
27
28
29

$ 115,093 $ 107,674 $ 114,153 $ 106,067 7,419

In 2017, other salary costs increased by $1,301,000, or 130%, over 2016. According to Hydro, this is
pdnarily due to the 2016reorganizationand the resultingtransferof FTEs from Nalcor to Hydro. As a
result, expenses related to performance contacts increased, as Hydro increased the number of manager
roles who were eligible for performance coiluacts. SinHarly, the number of employees receiving lump
sum merit payments also increased over 2016.

The increase of $887,000, or 35.3%, in overtime over 2016 is predominately driven by increased capital
work on the TL-267, and the increased number of unionized positions within Engineering Services as a
result of the creation of the Information and Operations Technology Deparnnent. This increaseis
offset by a reduction in overtime within Production Operations.
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Employee future benefits decreasedby 664,000, or 9.6%, in 2017. According to Hydro, this is priJnarily
as a result of overall gains in Me progratn, due to claims experience and plan demographics

Fringe bene6lts increased by $318,000, or 2.9%, in 2017 compared to 2016. 1-'hosecosts include
employee burdens (i.e. CPP, EI, etc.) which correlate to changesin salary.

In 2017, group insurance hlcreased by $392,000, or 16.5o%o,over 2016. This increase is primarily due to
an increasein salarycosts and an increase in premiutn rates effective April 1, 2017, specifically life
insurance, medical and dental.

The breakdown of the salariescategory by division is as follows

(000ys 2017 2016 2015 2014 IVar i7-i61

ExecutiveLeadersllip
Hydro finance
Engineering
TransmissionOperations
Production Operations
Regdatoq ' Aff!\hs & Customer Service
Rechargedsalaries

$

$ 73,562 S 68,926 S 69.419 S 63.960 S 4.636

13
14

15

16

17

18

19

20
21
22
23
24
25
26
27
28
29
30
31

32
33
34
35
36
37
38
39
40

Note:This tableis the totalof "Salaries"and "TemporarySalaries"iot cmdldivision

We have i:eviewed the executive salariesin more detail. and our obsen,ations and comments are noted
further in this report.

'['he Hydro Finallce divisiona] sa]adesincreasedby $1,030,000,or 23.5%, in 2017 over 2016.According
to Hydro, this is primarily asa resultof the reorganization,which resultedin thecreatio]}of Internal
Audit and Treasury departtnentsin Hydro, and store workers were also transferredto Supply Chain
deparunent from Operations divisions asa result of the reorganization

The Engineeringdivisional halal:iesincreasedin 2017 by $3,198,000,or 36.3o%o.Again, dns is prhnadly as
a result of tile reorganization, with a new Infonnation and Operations Technology deparunent being
createdin 2017 asa result.The hlcreasecan also be aMibuted to the filling of vacantpositions

Rechargedsalariesconsist of an employee's time being charged to another division when he/she is
working on a project that is not forecast in his/her current division. Generally recharged salaries
should net to anil for tile year; however, becauseof rechargesto non-regulated activities, a credit
balance wiU nonnally retrain in this account.

The Company had implemented a revised salarycompensationman:ix for non-union etnployeesin 2016
and it has been con6ulned by Hydro plat tllere has been no changessince then. 'j'he below matrix
iDustrates a scale for salary increasesand bonuses basedon performance ranging from 0-6.5%
(exclusive of a general scaleadjusunent). The compensation mauix allows for pay adjustments above
the scaletnaxhnum based on an employee's "rating of performance". Ratings of performance include
Unacceptable, Improvement Required, Meets Expectations, Exceeds Expectations, and Exceptional.

As noted by the Company, a]] salary adjustment figures are calculated as apercentage of curl:ent base
salary. AH salaryadjustments arc subject to a scale inaxnnuln. Those in the Exceeds Expectations and
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1,701 S 992 S 757 S 681 S 709

5,419  4,389  4,+07  3,618  1,030

IL998  8,800  t2280  12,018  3,198
28,231  28,821  29,480  27,062  (590)

18,794  }8,167  16,750  15,222  627

8,430  8,883  8,535  7,557  (453)
(I,on)  (1,126)  (2,790)  (2,199)  115
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Exceptional categories wllose performance adjustment would exceed the scalemaximum receive dae
balancein the form of a one time cash bonus of 2.5% or 5%, respectively, of dleir basesalary.

As illustrated below, there hasbeenno changesto the compensationmatrix since2016

Rating of
Performance

Exceptional

ExceedsExpectations

MeetsExpectations

ScaleAdjustment - Below ScaleMaximum
2017 2016

6.5% (with cash payout of 6.5% (with cash payout of
balanced balance

5.5% (with cash payout of5.5% (with cash payout of
balancebalance'

Up to 4% (to the scaleUp to 4% (to the scale
maximum)maximum)

6
7
8
9

10
11

12
13

Net Full-Time Equivalents (UFTEn}

The table below is a detailed comparison of the averagenumber of net FTE etnploJ'eesby division for
2014to 2017.As shown,in comparisonto 2016the totalnet FTEs for 2017increasedby 6 ftd time
posiaons

Executive Leadersltp
Hydro Finance
Engineers!)g
Transmission Operations
Production Operations
Regulatory AffM.s & Customer Service

14
815 8o9 861 827 6
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65 48 48 44 17

106 93 139 14o 13

321 337 352 338 (16)
210 213 202 190 (3)
104 L12 113 106 (8j
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Average salarycosts per net FTE for 2014 to 2017 are included in tile following table

(000's) 2017 1 2016 1 2015 1 2014

Salarycosts (inducing temporary salaries) $ 73,562 $ 68,926 $ 69,419 S 63,960

Intermlnpany Salaries 266

73,828 68,821 71,668 67,148Total Net FTE SalaryCosts

FTE 815 8o9 861 827

Average salaryper l;TE
% inaease

S 90,587 $ 85,069 $ 83,238 S 81,195
6.49% 2.20% 2.52% 2.96%

3
4
5
6

7
8
9

10

11

12
13
14
15
16

17
]8
19
20
21
22
23

Tbe above analysis indicates that the average salary per FTE alasincreased.by 6.49%. We presented dae
abovetable to Hydro and inquired on tile 6.49% increase.Hydro explained daft the FTEs aboveate net
of capital recharge FTEs which increased frog-n2 to 24 over 2016. Excluding capital recharge Fees the
increase was 3.74%. According to Hydro, this htctease relates to merit and progression increases.

Over 2016 Hydro undetnvent changes to their organizational structui:e, wllereby, a separateexecutive
teatnwasformed and certain common costs were Uansfei:redto Nalcor to be recoveredthrough an
administration fee.

Prior to the reorganization, daesalariesof the executives of Nalcor were recharged back to Hydro via
the Intercoinpany Salary account; with billing rates designed to cover salary, benefits, and vacation of
the executives. In the current year there were no recharge executive salariesfrom Nalcor to Hydro, with
the exception of two hours for tile Vice President of Human Resources

Tile table below outlines the executive salaries by position, including the annual saint:y,salaryearned
performance contract, gross salary and beneHts for 2017. Due to 2016 being a partial year foi: the
executive leadership team, total compensation was not compared to prior yeats.

Audit . Tax . Advisory
© GrantThornton LLP. A Canadian Member ofGrant Thornton International Ltd. All rights reserved



Board of Commissioners of Public Utilities
Newfoundlandand LabradorHydro 2017 Annual Review

34

Performanc
Contract

President

VP, Rcgulatoq'Aff:iks & Coq)crate
Sell,ices

VP, Financial Serlicesi

320,000

215,000

300,000 27,300

34,744

327Joo

236,791

59215

43,823

386,515

280,614202,047

215,000 206204

196,923

185,000

206204

229,089

43,366

43255

249,570

272,344

250,830

VP, Engineedtig Sen ices 210,000 32,166

24,033VP, ProductionOperations

vP, Transaction & Distribution &
NLOS:

Coq)orate Secreuty & General Counsel

200,000

200,000

185,000

209,033

135,192

192,485

41,797

20,952

#,055

135,192

172,000

156,144

232,5+020,485

Total

Note I Commencedcmploymentjanuary3,2017;approximatdy 12months in position
Note 2 - Commencedcmplot'mellt ApM 10,2017;approximately9 months in position.

2
3
4

'tile table below provides a comparison of the annual salaryof each metnber of executive leadership for
2016 and 2017:

President

\rP, Regulatory Affairs & Corporate Services'

vP, Fimncial SeJ:vices'

vP, Et)gineeh)g Services'

vP, Production Operations'

vP, System Operations and Planning '

\rP, Transaction & Distribution &: NLOSa

Corporate Secretary & General Counsel '

320,000

215,000

21 5,000

210,000

200,000

300,000

190,903

20,000

24,097

N/A
20,000

15,000

N/A
N/A

13.000

6.7%

12.6%

l0.5%

8.1%

N/A
N/A
7.6%

190,000

185,000

199,614

200,000
185.000 172,000

Total $1,545,000 $ 1,237,517 $ 92,097

Note I

Note 2

Note 3

Note 4

Note 5

Note 6

Note 7

Position actine for approximately 9 months in 2016

Position active asof January 20 17

Position active for approximately 9 months in 2016

Position active for approximately 4 months in 2016

Position not actin-ein 2017

Position active asof April 2017

Position active for approximately 4 monthsin 2016
5
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Caoitalized salaries

Capitalized salariesinclude the salariesand bencHltsof the Company's employeeswhose time is charged
direcdy to capital projects. The gross payroll costs for 2014 to 2017 were allocated to operations and
capital as follows:

(000ys

Payroll chargedto operating $81,582 $77,547

30,127

$90,705

23,448

$83,454

22,613

$4,035

3,384Payroll chargedto capital 33.511

$115,093 $107,674 $114,153 $106,067 $7,419
6
7
8

9
10
11

12
13

14

TI)e Company's 2017 capitalizedpayroll increased by $3,384,000,or 11.2%, over 2016. The amount of
capitalized salariescan vary widely fioin year to year depending on the type of capitalized projects and the
[equhement for manpower versus machine power. The percentage of capital salad:iesin relation to the
amount of capital expenditures can also fluctuate from year to year.

The following table andgraph illusuate tile relationship betweenpayroll cllarged to capital and capital
expenditures for tile period 2014 to 2017:

(000ys 2017 I p! ii p!!ll Q!!I
Capital expenditures ' $341,000 $204.0m Size.ooo $205.(DO

Regulatedpayroll chargedto capital 3331i

9.8%

30,127

14.8%

23,448

18.8%

22,613

ll .o%Total payroll as a qoof capital exp

Regulated payroll charged to capital as a % of Capital
Expenditures

$40,000 1 ' 1 40.0%

$35,000 35.0%

$30,000 30.0%

8
Q

$25,000

$20,000

25.0%

20.0%

15.0%

lO.o%

a>

Se
a)
2
a)
Q.$15,000

$l o,ooo

$5,000

$o

5.0%

o.o%
2014 2015 Year 2016 2017

c===3Regulatedpayroll charged to capital payroll as a% of capital exp

15 I Balance includes both regulated and non-regulated costs
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As noted from the table above, tile percentage of capital salariesin relation to the amount of capital
expenditures can fluctuate significantly from year to year.

As noted in the table below capitalized salaries consists of txvo sub-categoriesof costs; capital salaries
and capital overtime.

(000ys

Capital salaries

Capitalovertime
$24,677

8,834
$21,371

8,756

$162i4 $15,574
7,039

$3,306
78

7
8
9

10
11

12
13
14
15
16
17
18
19
20
21
22

$33,511 $30,127 $23,448 $22,613 $3,384

Capital salaries,whicll make up the largest portion of this category,experienced an increase of
$3,306,000, 15.5%, in 2017 and capital overdue experiencedan increaseof $78,000 over 2016.

According to Hydro, the increasein capitalsalarieswasprimarilydue to anincreasein cost recovered
jobs, such as the Exploits capital program, which accounts for approximately $1,400,000 of the
increase. In addition, this increasein salariescan also be attributed to anincreasein salarieson the
'11,267Bayd'Espoir to WesternAvalon TransmissionLine projectof approximately$1,200,000.

System equipment maintenance

In 2017,systemequipment maintenancecosts increasedby approximately$744,000over 2016. The
following cablesummarizes system equipment maintenance costs incurred frown2014 to 2017 by sub
category.

(000ys

Maintenance
Contact Labour
Cong:act Materials

$ 10,510
13,152

59

23,721

$ 9,713
13,1 17

356

23,186

$ 12,712
16,421

339

29,472

$ 13,263
13,067

140

26,470

$ 797
35

535

Tools and operatulg supplies
Freight expense
Lubricant, gases& cheillicals

493
501

1,077

336
416

1,110

602
708

1,146

507

681
962

157

23
24
25
26

$25,792 $ 25,048 $ 31,928 $ 28,620

The total maintenance material, contact labour and contract mabel:idscosts in 2017 increased by
$535,000 from 2016.
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Maintenance costs are incurred throughout all divisions with the majority of costs incurred in the
Transmission Operations and Production Operations divisions. The folloxMngtable provides a
breakdown of Maintenancecosts by division for 2014 to 2017:

(000ys Ivan17-161

Executive Leadership
Hydro Finance
E.-Hine.'i-g
TransmissionOperations
Production Operations
Regulatory Affairs &: Customer Service

$
3

1,221
787

9,895
11,659

156

$ 2

986
581

l0,510
l0,975

132

$
$

1,107

1,026
12,830

14,215
294

1,259
1,194

12,099

1 1,623

294

235
206

(615)
684
24

5
6

7
8

9

$ 23,721 $ 23,186 $ 29,472 $ 26,470 $ 535

'jl'he following tables provide a departmental breakdown of tnaintenance costs in boil the TranslTlission
Operations andProduction Operations divisions, respectively:

Transtnission Operations

(000ys 2017 zoi6 1 1 2015 1 1 2014 1

System Operation
Generation & Rural Plaguing Operation
Western & Easter'n Operation
Northern & Labrador Operation

$ 29
2

1,695
8,169

$ 3 $ 15 2

4,958
7,138

1,666

8,841

2,490
l0,324

29

$ 9,895 $ 10,510 $ 12,830 $ 12,099 $

Production Qoei:ations
(000ys 1 20i6 1 1 2015 11 zoi4 1

Gas Ttubines

Hyd ro Production
]'hennal Production

$ 2,755 $ 2,540 $ 1,530 $
1,256 1,534 1,424 1,639

7,648 6,901 11,261 9,984

$
215

(278)
747

1o

11

12
13

14
15

16

17

18

19

20

$11,659 $ 10,975 $ 14,215 $ 1 1,623 $
684

According to Hydro, Northern & Labrador Operations department decreasedby $672,000primarily
due to tile impletnentation of ai] inter-company tiinesheetcapability in 2017,wherebycosts relating to
TWIN Co. operations areno longer recorded ascontract labour, but are reflected in tile intercompany
labour accounts.

With regards to dle Production Operations division, the largest increase wasin the Thermal Production
department,which increased by $747,000over 2016.According to Flydro, the increaseis pJ:imarilydue
to the addedwork scopeof cleaningtheeconotnizerin both Unit I andUnit 2 boilerswith dry icein
20'17
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1l] 2017, the Thennal Production department incurred the largest cost within the Production
Operations division. A breakdown of costs at the Holyrood Thermal Plant is as follows:

(oooh;

Unit # I
Unit # 2
Unit # 3

$1,611

1,885

1,174

2,978

$1,466

1,286

1,397

2,752

$2,453

3,256

1,943

3,609

$2,905

2,189

1,286

3,604

599

(223)
226Annual routine maintenana+

$7,648 $6,901 Sl1.261 $9,984

+Annual routine maintenanceincludes extraordinary repair amortization

4
5
6
7
8
9

10
11

12
13
14
15

16

According to Hydm, the increasein Unit #2 is ptimatily due to addedwork scopeof cleanulg the
economizer within the boiler and the incremental costs associatedxMthsite supervision,engineeringand
safetysupport setMcesrelated to the increasedwoi-k scope.Additional costswere also incurred as a result
of other repairactivities, such as achemical flush of the Unit #2 FD fan beatings, extra repairs to boiler
soot blowers and insuumefltadon equipment, additional boiler inspections and ash removal.

Professional serxrices

Professional servicescosts for 2017 totaled $6,142,000 which reflects a decreaseof approximately
$520,000,ot 7.8%, fioin 2016. A breakdown of the cost categories within professional services for
2014to 2017is outlined below.

(000ys

ConslUtailts s5,141 $4232 $7,192 S8,848 S909

PUBRefutedCosts 110

891

2,371

59

5,587

1.628

2,227

1,554

(2,261)

832SofRx'areAcqtdsitions& XIMlteimnce

17
18

19

20
21

22
23
24
25
26
27
28

$6,142 $6,662 S14.407 S12.629

According to Hydro, of the $2,261,000 decreasein PUB Related Costs, $1,700,000 was due to accrual
reversa[sre]ating to GRA and Phase ] expenses,$300,000 was due to an accrua] reversa]as a result of
overestiination of Board costs paid on behalf of Hydro, and$300,000wasa result of a reduction in
GRA amohzation costs.

According to Hydro, the increase of $832,000 in SofRvare Acquisitions and Maintenance costs was
prhnadly asa resultof the reorganization,whereby Hydro specific softwareacquisition and
maintenancecosts arenow being incurred by the Information andOperational Technology
Department within Hydro. ]n 20] 6, thesecosts were incurred by Nalcor and then recoveredfrom
Hydro through a Nalcor administration fee.
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Consultants' fees, which represent the largest poilion of total professio1lal fees, were approximately
$5.1 million in 2017. The table below summarizes thesefeesby deparunent.

(000ys

Executive Leadership
Flydro Finance
Engineering
Transmission Operations
Production Operations
Regulatory Affhhs & Customer Service

4
5
6
7
8

9
10
1]
12
13
14
15
16
17
18
19
20
21

$5,141 $4,232 $7,192 $8.848 $909

According to Hydro, the increase of $407,000 in Mc Executive Leadership departs'nentoven 20] 6 is
primarily attributed to a $200,000increasein legalexpensesdue to an increasein litigation costs,and a
$100,000 increase in HR related consulting costs.

Transmission Operations and Production Operations a]soincreasedin 2017, by $] 08,000and$313,000
respectively. According to Hydro, the Transmission Operations increase is primarily related to the
decommissioning of the Terminal Station in Long Harbour. The increasein the Production Operations
division is mainly due to genes'atominspections, and operations and maintenance reviews for the
Hardwoods and Stephenvilleunits within the (;as Turbine department, aswell as, air dispersion
modeling and recruitment servicesat dte Holyrood Generating Station.

Miscellaneous

Miscellaneous expense in 2017 increased by approxhlately $315,000, from 2016. A breakdown of the
cost categol:ieswithin tniscellaneous expense for 2014 to 2017 is oudined below:

(000ys 2016 2015 2014 I IVar 17-i61

Business and payton taxes
Bad debt expense

Staff trainillg
Write offs

Employee expenses

Sundry costs
Dieselfuel Hydro
Energy marlagement
CoHection fees

$

22
23
24
25
26

$ 5,374 $ 5,059 $ 5,901 $ 6,681 $ 315

According to Hydro, of the $194,000 decreasein business and payro]] taxes, $122,000 is related to the
2016 and 2017 US Bank Rebate. The remaining $73,000 is mainly due to the decreasein municipal
taxesas a result of daedecreasein rural revenue, partially offset by an increasein payroll taxes due to
increasedsalad:ycosts.
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$493 S86 S352 $2,339 S407
44 22 I I o 106 22
63 42 399 298 21

507 399 778 989 1o8

 1,008 1,056 1,349 313

2,713 2,675 4,497 3,767 38

3,641 $ 3,835 $ 3,736 $ 3,629 $ (194j
73  124  248  167  (51)
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According to Hydro, the $256,000increasein staff trainingis plLnarily asa result of deferred non-
mandatorytrainingin 2016 to 2017and later years.As thesedefends arenot sustainable,staff training
costs returned to normalized levels in 2017

Accordingto Hydro, the $246,000increasein write offs is relatedto thewrite off of obsoleteinventory
h 2017

According to Hydro, the $117,000 increase in sundry costs over 2016 is pdnarily related to a Hmethat
was received as aresult of aworkplace accident in 2017.

Other (income) and expenses

In 2017,other(income)andexpensestotaled$9,036,000comparedto $8,286,000in2016.A
breakdown of dns increase of $750,000 is provided below:

(000ys [= [Z8= [1$a [BE] E;!a
Net book valueof disposed assets
Asset i:emoval costs

[)isposal proceeds
Auction feesand expenses

$7,655
254

(199)
'n]

7,697

$6,993
271

(196)
15

7,083

$4,073
763

(766)
48

4,118

$2,053
1,147

(1,415)
14

1,799

(17)

(3)

614

Other Expenses
(Gain)/Loss on AFS Sediment
Foreign Exchange(Grind/Loss
Adjustment Suruayside

(I,ooo)
23

2,605
:425'

$8286

3,950

(23)
1,717

750

(841)
2,098

I,ooo
(482)

(807)
425

$750

(459)
1,798

$9,036 $9,762 $3,806
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

In 2017, the net book value of disposed assetsbalance experienceda net increaseof$662,000. The net
book value of disposed assetsbalance includes two main accounts; other Mate-offs and net book value
of disposed assets.According to Hydro, this net increasewas primarily due to a $2,915,000 increase in
other xx,riteoff expenses,mainly anti:ibutedto the mite-off incurred on a settlement reachedwith
.\lderon Iron Ore Corp.This increasewasoffset by a$2,253,000decreasein the netbook valueof
disposed assetsaccount, driven by a $2,100,000 disposal in 2016.

Other expensesincreased by $1,000,000 over 2016 primarily due a one-off standalone setdelnent
relating to North Adantic Reining Limited. The balance was estimated to be $3.75 million in 2014;
however, it settled for $2.75 tnilhon in 2015. Tile $1 trillion credit was applied in 2016 and was non
recurs:ing.

According to Hydro, the foreign exchange(gain)/lossdecreasedby $807,000primarilydue to a netgain
of approximately$400,000in 2017, in comparison to a net loss of approxhnately $400,000in 2016.This
difference is due to more favorable exchange rates on the dates Uansactions were paid in 2017
compared to the dates the Uansactions were initially recorded.
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Other Costs -- cost deferrals

In 2017, cost deferrals totaled $5,712,000 compared to $22,832,000in 2016. A breakdown of alls
decreaseof $17,120,000comparedto 2016is providedbelow:

(000ys []8a = [B$] [1©aE;la

($45,900)

2014 Cast Defurd

2015 Cost Defutz!

1,043
(3,n9)

8,000 7,300

(27,800)
(45,900) (6,95D

(4,72D
28,804

1,608

r$22,832'

2016 Cost Defard

5
6
7
8
9

10
11

12
13
14
15
16
17
18
19
20
2]
22
23
24
25
26
27
28
29
30
31

32
33
34
35
36
37
38
39
40
41

($20,500: $17,120

The 2014 Cost Deferral was approved by Board Order P.U. 58 (2014),asit relatedto the recovery of
the forecast revenue deficiency in 2014 of $45,900,000. In the Compliance Application arising from
Order No. P.U. 49 (2016),Hydro proposed recovery of the Fuel Supply defer:ralof $9,650,000tluough
the 2014 revenue deficiency. As a result, in 2016 Hydro recognized an alloxvanceof $1,500,000with tile
remaining balance of $8,150,000 i-e-classified to the 2014 Cost Deferral. In 2016, Hydro decreasedthe
2014Cost Deferral by $8,000,000to recognize an aHowancefor cost reductions tllat Hydro has
accepted wiU not be included in the original deferral amount. In 2017, tile Board approved the 2014
cost deferral of $37,707,000, resulting in a loss of $1,043,000.

Tile 2015 Cost Deferral was approved by Board Order P.U. 36 (2015), as it related to the recovery of
the forecast revenuedeficiency in 2015 of $30,200,000.This amount included revenuedeficiency due to
delayed ratesof $19,600,000, RSP interest of $7,600,000, settlement agreements adjustments of
$2,200,000 and GRA hearing deferral of $800,000. In 2016, Hydro decreaseddle regulator:y assetby
$1,608,000 to recognize an allowance foi: cost reductions that Hydro has accepted wiH not be included
in tile 2015 revenuerequirement. In 2017, the Board approveddle 2015 cost deferral of $27,660,000,
resulting in a gain in 2017 of $3,1 1 9,000.

The 2016 Cost Deferral was approved by Board Order P.U. 56 (2016), as Hydro received approval to
defer $38,800,000 [e]ating to the proposed 20] 6 revenue requirement, with recovery to be determined
at a later date.Pursuant to Order No. P.U. 49 (2016), Hydro decreasedalls regulatory asset by
$6,360,000 to recognize an allowance for adjustments that were oudined in the Order resulting in a
balance of $32,440,000. In 2017, dle Board approved the 2016 deferral of other costs of $5,036,000,
and also te-classified $31,040,000 to the Energy Supply, Isolated Systems and Holyrood Conversion
deferrals,in accordancewith OrderNo. P.U. 22(2017).Theneteffectresultedin anincreasein income
of $3,636,000.

Other Costs GRA and supply deferral adjustments

As discussedabove, an overall gain of $5.7 million was recorded for financial reporting purposes in
2017 relating to the 2014, 2015 and 2016 Cost Deferrals. The GRA adjusunent relates to the reversal of
this gain in order to record tile costs in the appropriate period. The GRA adjustmentwas partially
offset by a 20% allowance of $1.8 tniHion on dle Energy Supply, Isolated Systems and Holyrood
Conversion deferrals.The allowancerecorded in 2017indudes $4.6 trillion relating to dle 2017 deferml
balances, patdally offset by a $2.8 milLaR true up adjustment for 2016. The allowance is discussed
further in the 'Deferred Charges' section of our repos:t.
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Other Costs - remaining account groupings

Variances in the retraining account groupings of Other Costs are detailed in daetable and graph below

(000ys

Insurance

Ti-ansportation

Office supplies & expel
Bldg. rentals & maint.
Travel

3,175

3,251

2,118

2,4U
3,817

2,530

2,943

2,249

1,109

1,984

2,508

3,317

2,762

2,579

3,785

2,392

1,228

3,208

2,017

645

308

(131)
55

428

(380)

1,497
3,250

4,218Equipment rentals 4,197

4,500

4,000

3,500

Q00
S
Q

3,000

2,500

Insurance

Transportation

2,000

1,500

Officesupplies& expenses

Bldg.rentals& maint.

I,ooo

500

Travel

Equipmentrentals

2014 20152016 2017

Years

4
5
6
7
8

9
10
11
12
13
14
15
16

Explanations of the larger variances in the retraining account groupings are as follows

According to Hydro, themaindrivers of Me $645,000(25.5%)increasein insurancecosts
relates to the insurance retail sales tax implemented in July 2016 and additional coverage
obtained on specific hatlsmission lines, asa part of the pmperty insurancepolicy.

According to Hydro, the increase of $308,000 (10.5%) in Uansportation costs is primarily
due to both increased fuel prices and increased usagedue to capital work.

According to Hydro, navel costs increasedby $428,000(21.6%)primarily due to 2016being
an exceptionally low year, whereby the cost reductions achieved were not sustainable in
2017l
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According to Hydro, the decrease of $380,000 (9.1%) in equipment rentals is plLnadly due
to a decreasein 'lllermal production blackstart equipment rental costs, with the lease
expiring inJuRe 2016.

Cost Recovery Charges

Cost recovery charges from CFQ.) Co. and external sources for 2017 have decreasedfrom 2016 by
approximately $839,000,or 24.9%. Tile breakdown of cost tecovety chargesby natureand by division,
respectively, is as follows:

(000ys 20ij 11 2016 11 20i5 1

Churchill Falls
External

Intercompany Admin Fee
Nalcor .Admin Fee

BusinessSystemAdn-lin Fee
CDlvl Program Cost Deferral
Defened Phasell

Fixed Charge (Recovery)
Intercompany vehicle Charge(Recovery).

(47)
(1,625)
(2,164)
3,415

339

(1,473)
(264)
(684)

$ (587)
(923)

(2,648)
3,350

253

(1,153)
(869)

(749)

$ (1,701) $ (1,656)
(766) (1,707)

(4,812) (4,561)

$ 540

(702)
484
65
86

(320)
605
65
16

(2,430)

(533)(581)

eg. (i2)

n$ (2,530) $ (3,369) $ .906: $ 839

(000ys

Hydro Finance
Et)gineel:ing
Transmission Operations
Production Operations
RegulatoryAffM.s & Customer Service

(898)

(495)

(9)
2.182

11

12
13
14
15
16
17
18
19
20
21
22

$ (z,530) $ (?:?$Sll $(10,899) $ 839

According to Hydro, the increaseof $898,000 in the Engineering division is primarily due to a decrease
of $892,000 in the Nalcor Administration Fee over 2016. Hydro specific sofnvare costs now being
expendedwithin Hydro,asopposedto beingincurredin Nalcorandrecoveredfrom Hydro throughthe
Nalcor Administration Fee,aswasdone in 2016. Also, Nalcor's Information Technology costsreduced
in 2017, which i:exulted in a $300,000 deduction in the Nalcor Adminisuation Fee charged to Hydro.

The increaseof $495,000over 2016in the Transtnission Operations division is due primarily to the
decor)missioning of Me Terminal Station in Long Harbour. This expenseis recoverable from Vale.

'lyle decreaseof $2,182,000over 2016 in dte Regulatory Affairs and Customer:Service division is due
primarily to common servicescosts, such as Ituinan resoul:cesand safety and health, now being
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incurred by Nalcoi: andrecoveredfrom Hydro through an administration fee,in comparison to these
costs being incurred by Hydro andthen recovered from Nalcor in 2016

A comparison between actual 2017 cost recovery expenses to forecast, as per 2017 GRA, is illushated
in dte table below:

(000ys 12017Actual 112017For$fl?g! I I'i7A '17FI

=

Churchill Falls
Exterrlal

Intercompany Admin Fee
Nalcor Admin Fee

BusinessSysten]Admin Fee
CDM Program Cost Deferral
Deferred Plmsell

Fixed Charge (Recover)

Intercompany VehicleCharge(Recovery).

$ (47)
(1,625)
(2, 164)

3,415
339

(1,473)
(264)
(684)

$

(481)

(2,236)
3,948

1,029

(2,100)
(I,ooo)

$ (13)

(1 ,144)
72

(533)
(690)
627

736

(610)
IZ7'

7
8
9

10
11

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

$ G2,s30) $ (94u) $ (1,5821

Tile actual 20 17 External cost recoveries increased by $1.1 million oven the amount forecast in the 2017
GRA. According to Hydro, $0.5million of this increaseis relatedto thedecotnmissioningof the
tei:mind station in Long Harbour, recoveredfrom Vale, and the otller $0.5million is belatedto
adminisuadon feesassociatedwith the RSPsurplus, which was not included in the 2017 forecast.

The actual 2017 Nalcor Admha Fee decreasedby $0.5 million fiona the forecasted amount in the 2017
GRA. According to Hydro, the decreaseis pt imarily due to a reduction in costs allocated to Hydro
through the Nalcor Information Technologycosts,speci6cally$0.3million in salaryandbenefits,and
$0.2 miMon in sofhvareand maintenance.

'r'he actual 2017 BusinessAdtnin Fee decreased from the atnount forecast in the 2017 GRA, by $0.7
million. According to Hydro, dueto the reschedulingof theJD EdwardsEncerpdseOnesoftware
implementation, the businessfee chargesrelating to depreciation andamortization, and software and
maintenance costs, were lessthan anticipated.

The actual 2017 CDM Program Cost Deferral decreasedby $0.6 milLaR over the amount forecast in
the 2017GRA. According to Hydro, theyhad tluee programsthatdid not spendtheir allocatedbudget;
the Indusuial EnergyEfficiencyProgram,the Instant RebatePtogl-amandthe IsolatedBusiness
Efficiency Program (ISBEP). Although the Industrial Energy Efficiency Program is regularly promoted
by Hydro to the industrial customers, participation is unpredictable but can require significant Hydro
invesUnent if the customer submits a proposal that the Company accepts. In 2017, proposals were
submitted by two industrial customers and accepted by Hydro with actual program costs lessthan dae
total forecast. The Instant Rebateprogram was revised in 2017 resulting in one campaign, therefore
reducing the overall program costs. The ISBEP did not have the anticipated uptake therefore overall
costs were reduced for that program
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Tbe actual 2017Deferred Phasell recovery decreasedby $0.7million over the amount forecastin the
2017GRA. According to Hydro, thisis dueto Hydro's anticipationplat thePhasell heatingprocess
would be resolved in 2017, with no additional expenditures in future periods. HONK'ever,the Phase ll
healing process is sail ongoing.

According to Hydro, F'ixed Charged recoveries in actual 2017 increased by $0.6 tniHion over the
amount forecast in the 2017 GRA due to additional labour chargedto non-regulatedactivities.

l
l

l
l
l
l

A review of other cost lecovel:ies aswell as cost aUocationsbetween non regulated and regulated
operations is discussed further in the report under the section entitled 'Cost Allocations

Interest

Net interest decreased by approximately $22.3 lnilLon, or 23.3% in 2017 compared to 2016
following is a sumnaaryof interest expensefor 2014 to 2017:

Tile

(«illions) [l$a[lBa[$a[aa
Gross interest

Debt guarantee fee
RSP
\mortizadon of debt discount

and 6mancingcosts

$83.7
4.1

8.6

$83.9
4.5

25.5

$85.3
4.5

21.8

$86.6
3.7

18.0

($0.2)

(0.4)

(16.9)

0.6

97.0
0.6

114.5

0.6

112.2

0.5

108.8 (17.5)
Less
Interest emned

Interest capitalized during construction

13.0
l0.6

$73.4

14.8
4.0

$95.7

14.1

3.4

$94.7

16.1

4.8

$87.9

(1.8)
6.6

22.3)}
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

The overall decreasein net interestis maidy attributable to adecreasein RSPinterest and increasein
interest capitalizeddui:ingconstruction. This net decreaseis partially offset by adecreasein interest
ent-ned;i i'n e

According to Hydro, the decreasein RSP intel'est of $16.9 million is due to the disposition of the I.Jtility
RSP Suq)lus, the transfer of SegregatedLoad Balance to the current plan, reduced current plan balances
asa result of the normal operation of the RSP, anda reduction in the interest rate applied to
outstanding balances.

According to Hydro, the decreaseof $1.8 million in Interest Earned is attributed to reduced earnings
on sinking funds asa result of SeriesX sinking funds maturing in July of 2017.

Interest capitalized duking construction increasedby$6.6 tniUion in 2017.According to Hydro, tllis increase
is phnadly drivenby theTL-267 Uansmissionline from Bayd'Espoir to WesternAvaloll project.In 2017,
this pmlect aMactcd $6.7 million of interest duking construction compared to $0.9 in 2016.
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Depreciation

Scoped Review,Hydro's ratesofdepreciationandassesstheir compliancewith the2012
Gannett FlemingDepreciation Studyrelating to plant in service as ofDecember 31,
2009. Assess reasonableness ofdepreciation expense.

Our procedures with respect to depreciation were focused on reviewing the rates of depreciation used
and assessingits compliance with the Gantlet:tF'demingDepreciation Study datedNovember 2012 and
compliance with Board Order P.U. 40 (2012). In addition, our procedures included assessingthe
overall reasonableness of depreciation expense.

During 2017, Hydro reported depreciation expense of $77.3 n]illion compared to $67.4 million in 2016
in accordance with the depreciation inetllodology approved in Order No. P.U. 40 (2012). The 2017
depreciation includes $78.3million in depreciation of property, plant, andequipment less$1.0million
relating to insuranceproceedsamortization. The increasein depreciation is atuibutable to tile
Company's capital expenditure program. Tile Company had additions to property, plant and
equipmentof $386.8millionin2017

In completing our procedures, we recalculated depreciation on a test basisand compared the estimated
average service lives used in the calculations to the Gannett Fleming Depreciation Study approved in
Order No. P.U. 40 (2012).

During our review we noted that Holyrood assetsnot required for synchronous condenser operations
were excludedfrom dte Gannet Fleming Depreciation Study. obese assetsatedepreciatedusing the
straight-line method xmth a retraining usefN life of 10 years as Hydro has estimated these assets are
expected to be retired in 2020.

Based upon our review and analysis,and consistent with our finding in the 2017GRA, we
noted anerror in the depreciationcalculation for asset# 390138.This assetwasbeing
depreciated using a useful life of 422months compared to the 2012Depreciation Study which
indicated a useful life of 620.4months. The impact of this particular error, on regulated
earnings, was insignificant.
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N on-Regulated Activity
Scope; Review Hlydto's non-regulatedactivity, assessthe reasonablenessofadjustments in

the calculation ofregulated eanlings andreview bow costsareallocatedbetween
regulated and non-regula ted operalions.

In Order No. P.U. 7 (2002-2003),the Board ordered Hydro to hHeseparatehnancial statementsfor
regulatedand non-regulatedactivities, including reconciliation to annual collsolidated financial
statements.Includedbelow arethe detailsof tile Company''sNon-RegulatedStatementof Earnings
and Retained Earnings for the yearsended December 31, 2014 to 2017

(oooys 1 20n 1 2016 1 201s 1 2014

Note 2

Revenue

EnergySales
Oster Reverie (Lose

S 43,241 S
20.262
63.503

+3,775 $
19,25 8
63.033

8 1,067 S 73.969

14,S70 (562)
9S,637 73,407

OperationsandAdniinistiaticni
Net Operating
Tranunission Rental and N-lalket Fees
FX loss
Feels
Poxx'er Purclla wd

lute re st

1.378
20,310

4,300
19,209

4.108
21.516

9.207
20,372

46

42.007
135

29
42.636

197

23

42.088
164

55

S,541

Net OperatingIncome

Other' Revenue
Eqtlityin CF(L) Co.

Piefened Dis:idends

Net Income

Retainedeamings,I)egiiualgof year

IFRS Adjushnent

Restatement(Note I)

Net Income

Di\jdends
Nalcoi
CF(L)Co.

Retailed eaming$ end ofyear

Nc>t+1:Tb+ D+cemb+l31,201 fiSHes hat-+beta r+stxtedasar+stdtof aalisstltem ntrelatblgto the calculationaf the oth r past-+aaplaFa:pat b+!left
heals nld detttd liabili6es for atir++s

}Cote2: T]!e December31,10136gtves hn"+b++acestxt+dasaas\dt of aalisstxt+m+iltr+]atbtgto tbe c ]c\tbtiot\ of tbe od! t post"eaEiplorneatbereft
h a]61nld de11ta]lilbili6ts foc te6rees &ld eqtsiB'le ua oii i!\t'e !talent Tile December31,!013 u\ttd fiBtres lu\-e beta r statedr+wl6ag ia un
increaseit\ ttetopeta&tgiKoa'.eo£$0.8millionatd I dtcrea! in eqt\i6'in CF(1,)Coc>f$0.3nlilboil

11

Audit . Tax . Advisory
© GrantThornton LLP. A Canadian Member of GrantThornton International Ltd. All rights reserved

 63.876 66.371  67.899  38.175

 (373) (3,33S) 27,73 8  3S.232

        
 25.868  28.088  30.990  12,334

 6,710  12.659  13,717  7.799
 32.578  40.747  44.707  20.133        

S 32.205 $ 37.409 S 72,445 S 55.36$

$ 459.950 S 435.489 $ 407.732 S 388.653

       5.558

       948

 32.205  37.409  72.445  5S.365

   (2S9) (30,971) (34,993)

 (6,710) (12,659)  (13,717)  (7,799)

S 4S5,445 S 459.950 S 435.489 S 407.732
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Our review of non-regulated operations included the following procedures:
e assessedthe Company'scompliancewith Order No. P.U.7 (2002-2003);and,
' compared non-i:egulated expenses and operations for 2017 to prior yearsand investigated

any unusual fluctuations.

The Company has complied with Order No. P.U. 7 (2002-2003)and hasHeedseparatefinancial
statementsfor both regulatory and non-regulatory opemtions for 2017. Basedon our review,we
conclude fiat Hydro hasappropriately identified and defined its various non regulatedoperationsand
has establishedappropriate procedut-esfor recording and reporting on theseactivities. Separate
businessunits foi: tJaevarious non-regulatedoperations within its Gmancialreporting systemwere used
throughout tile year.

l
l

l Basedupon our review and analysis,the amountsreported asnon-regulatedexpensesarein
compliance with Board Orders, including Order Nos. P.U. 7 (2002-2003)and P.U. 14(2004).
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Cost Allocations

Scope. Review how costs are allocated betweenthe regulated and non-regulated
operations including a review ofHydro's labour costingrelating to its billingrates.

In Order No. P.U. 49 (2016),dte Board i:equired Hydro to RHeon or before March 31, 2017 a proposal
in relation to annualreporting, stalling in 2017, of its intercompanyactivity, including a description of
all servicesrendered,the cost chargedback to and Rain the affiliates, the amounts involved and the
methods used for detennining theseamounts. Tile proposal was filed with the Board on l\latch 30,
2017and Hydro beganto RHequarterly intercompany transactionsreports starring with Q2 of 2017, for
the period endedJune 30, 2017.

In Order No. P.U. 49 (2016),the Boardalsoexpectedplat Hydro would addressin the nextgeneral
rate application any impact of the intervening changein organizationstructure on intercompany
chargesand policies governing cost recover:ies of such charges.As reported in the 2017 GRA deerehas
been no change in the underlying policies that govern intercoinpany u'ansactions since the 2015 test
year.The changein corporate structure which occurredin 2016 andcontinued into 2017 resulted in the
Uansfer of certain common service business units Rom Hydro to Nalcor and the creation of a separate
and dedicatedExecutive teamwhich resulted in a reduction in time chargedby executivesto and flom
Hydro. These changes are discussedin detail below.

21
22
23
24
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47
48

We reviewed Hydro's methodology relating to the procedures the Company has in place to allocate
costs between regulated and non-regulated operations. We also reviewed how costs are allocated
between shared services. New billing rates were implemented in the prior year, on January 1, 2016, to
deflect the increase of the variable component from 57% to 68%. In 2017, Hydro calculated a three year
averagebilling rate of 64% and determined that dns was not materially different from the variable
component implemented in 2016, dierefore a billing rate of 68% wasusedin 2017

Businessunits required to capture the costs associatedwith non-regulated activities areapproved by the
Controller of Hydro, andif applicable,work orders aresetup to trackcosts. Intercompanysalaryand
beneHltscharged to and from Nalcor Energy attd its subsidiaries ate captured in the JD Edwards
integmtedsuite of applications and a Lotus Notes Tide Reporting application. These costsare
recharged through the cost account '6014 -- intercompaily salaries'in the appropriate business units.

Hydro's OrganizationalStructure

In l-did-2016changes to Hydro's oi-ganizational structure were hnplemented which, according to the
Company,was to ensurefocus on the regulated businessand aclear separation from Nalcor, while
continuing to provide safe, reliable, least cost service to customers. The outcotne of the change was the
creation of a separateand dedicated executive team for Hydro. According to Hydro, dle new executive
strucMre reflects an organizational tnodel required to operate the Company on an independent,
standalone basis to ensure continued focus on Hydro's core mandate. The revised executive structure
includes a President of Hydro, who is accountable for all functions associatedwith delivering utility
service. five Vice Presidents. and General Counsel. 'lite President, each of the Vice Presidents, and

General Counsel have no shared responsibilities wiM any other Najcor line of business. Each of the
Vice Presidents and General Counsel are accountable directly to the President of Hydro. According to
Hydro, the revised suucture was designed to increase focus on system reliability and customer set:vice,
to enhance regulatory focus, and to ensue:eHydro is prepared for the changes that will result from the
interconnectionto the North American grid.
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Tbeprimarychangesin 2016were

e

8

e

the creationof a separateanddedicatedExecutive teamfor Hydro. The organization chart below
shows the revised Executive structure of Hydro;
reduced reliance on the parent company for ser:vicesthat were previously shared among tile Nalcor
lines of business; and

the Uansfer of certain functions that provided common services to all Nalcor lines of business and
recoveredcoststhrough anAdininisuation Feefrom Hydro to Nalcor.

In 2016,servicesin the areaof Informatiot] Systemswere being provided by Nalcor and recovered
hom Hydro. In 2017, Hydro specific software acquisition and maintenance costs were incurred directly
within Hydro's Infonnation and Operational Technology Department.

Services relating to Human Resources and Safety and Health were Uansferred to Nalcor in 2017

15
16
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Determination of Billing Rates

Bill rates for Hydro and its related companies aredetennined on a cost recovery basisdesigned to cover
salary,benefits,and vacation. There is no profit margin element to the billing rate. However, charges
for external billings do incorporate a proGlt margin.

According to Hydro, tile dme sheet policy / guidelines are as follows

All Nalcor employees (except CF(L) Co. employees) are to prepare weekly nine sheets and code all
paid hours (i.e. 37.5 ot 40 per week) to a work order ot to leave. Employees are responsible to
record the 37.5 or 40 hour work week, plus any additional overtime and/or premiums. Time
sheetsare to be completed and submitted no later tjlan the fallon?pingweek.

The billing rateswere developedto include a basewageamount (hourly wage), avariable component
and a awed charge. 'l'be Company's biding rate is derived from a basewage amount and avariable
component. The Rudd charge is a separatecharge basedon each hour billed.

Tale Company usesa proxy amount of 68% as the basis to detennine bi]] rates which is calculated as
follows: total salarycosts and benefits (asdescribed below)aredivided by total biEablehours. BiDable
hours arc available hours lessannual leave, training, sick leave, statutory holidays or other time
associatedwith paid leave.The ratio of the biU rate to the hourly rate is applied to the various pay
grades to determine the charge out rates of employees. The rates were detetlnined using billable hours
and were determined in aggregatefor the Nalcor group of companiesexcluding CF(L) Co.
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Hydro provided documentation on the analysispreparedby Nalcor for the years2014 to 2016with a
bill rate calculated at 64%. The current biH rate in the system is 68%. According to Hydro, this
calculation is an estimate and therefore tile 2017 actual bill rate calculation could materially differ from
this averageof thepast threeyears.Therefore, Hydro hasconcludedthata changeof 4% to thebill rate
hom 2016 to 2017 is not deemed material and the biU ratein tile system has remained at 68% for 2017
A schedule of billing rates for the year was provided so tllat we could test for accuracy. We recalculated
the pi:oxypercentageof 68%for eachhaygradeby dividingthebiUrateby thehourly mte andna
discrepancieswere noted.

Tile following costs were included in the analysis to determine tile variable component

11

12
13

14

15

16

Ben$ts

Fringe beneGltcosts, e.g. CPP, EI, Public ServicePension Plan, Group Money Purchase Plan,
Prior Service Matched PSPP, \XTHSCC.
Insurances, e.g. Life, A D&D, Medical, Dental.

Company costs, e.g. EE future benefits, payroll taxes,bonus, perfonnance contracts, signing
bonus.

©

©

17

18

19
Annual leave,medical Haveland appoinunents, sickleave,training hours, floaters, family leave
compassion leave, jury duty, statutory holiday, union leave,banked overtime.

!.capes
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We also selecteda sample of employees from the detailed intercompany salary accounts including
samplesfor chargesfrownNalcor Energy to Hydro, from CFQ) Co. to Hydro, and to variousbusiness
units from Hydro. The selectionof samplesincluded I)oth executiveand non-executiveemployees,
however, asa result of the 2016 reorganization, Hydro now hasan independent executive leadership
teatn, and thus, intercompany salaryrelated to executive employees was minh)al.

Our proceduresincluded:
Agreeinghours chargedto the summary of inter-corporate Uansacdonsprovided by Hydro.
Recalculation of the billing charge in the general ledger asbased on the billing rate and hours
'\ssess tile reasonablenessof the billing late(s) applied in cotnparison to the proxy 68%
variablecomponent.

Tile proxy percentage from the base rate was not expected to be precisely 68% for non-union
employeesasbilling rateswere applied to the top of die scale.As a result, tjxevariable component was
skewed depending on where the non-union employee waspaid within the pay scale.AH union employee
satnples tested were within Me expected range of the 68% variable component. For the executive, we
noted certain executive billing tales where there were variations from the 68% variable component.
According to Hydro, the executive ]eadership team pay sca]esfh]] into groups for operating biU
purposesbasedupoll their actual salary. Each grouping is assignedagroup dollar value that is
]epiesentative of the salariesin the grouping. As there aresignificant differences in executive pay, the
variablecomponentpercet)rageval:iedfrom the proxy of 68%.Accor'dingto Hydro, CF(L) Co. billing
rateshave historically been higher than Hydro and Nalcor becausethey have additional pay typesand
prenaiums.According to Hydro, the variable component for chargesfrom CF0-) Co. was89%,
effective Apd1 1, 2017, and 150%, effective October 23, 2017. '11iisincreasewas due to the inclusion of
the cost of site servicesfor Churchill Falls in the calculation of the billing rate. We recalculated these
pi:oxy percentageswithin our testing and no discrepancies were noted
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Common Service Costs Allocation

Certain departments based in Hydro provide common ser:vicesto various lines of business of Nalcor.
Flydro recoverscostsincurred relatedto dlesecommonser:vicestllrougll anadininisuationfee.During
2016 and2017, Hydro transfered certain functions to Na]cor t]lat provided common ser:vicesto a]]
lines of business.Hydro now incurs a fee for these servicesfrom Nalcor

Tue following table provides abreakdown of tile adlTlinistration fees and cost recoveries charged to and
from Hydro for 2017, 2016, 2015 and 2014:

Casts Incurred greco\-eked) by Nature
Churdlill rams
Interaompany Admin Fee-Flyclro
BusinessAdmin Fee
Na[oorA(]tnin Fee

Fixed Chmge(Remveq)
Naloor Fixed Charged

$

2017

(47)
(2,164)

339

3,415

(65q

859

S

2016

(587)
(2,648)

253

3,350

(711)

(382)

Total
2015

s (1,704
(+,814

$

2014

(1,656)

(4,564

2017-2016
S 5W

48+

86

65

57

8

$ L241

581 (533)

(6,750)$ $ $ (5,933) $

10
11

12
13
14
15
16
17

We addresseachof the adminisUationsfeesin turn

Hvdro Intercomoan\ Adl11i!!bualie Feeand CF(L) Co.
The following tableprovides asummary of the intercompanyadministration fee and cost recoveries
charged in Hydro to Nalcor's various lines of business and CF(L) Co. for 2017, 2016, 2015 and 2014

Cost Recoveries 2017 2016 2015 20142017-2016

Intercomoaiv Administration Fee
Regulated recover' $ (2,164,383) S (2,647,851) S (4,812,200) $ (4,561,878) S +83,468

Cost rccoveH-
CP' (L) Co.

18
19
2()
21
22
23
24
25
26
27

$ (46,951) S (587,159) s (i,70i,n9) $ (i,655,871) S 540,208

Intercompany adminisuation feesfor 2017 regulated recoveryhavedecreasedby $483,468and for
CF(L) Co. cost recoveries have decreasedby $540,208. A further breakdoxx,tlof these costs by
department is provided below in 'Other L.hes of Bushiess'.The decreasein intercompany
administration feesand CF(11)Co. cost recoveries is due to the Uansfer of common services to Nalcor
asdiscussed above.

The following table provides a breakdown of the 2017 coimnon costsallocated to each line of business
along witll comparative data for 2014, 2015 and 2016.
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Common cost allocation 2017 2016 2015 2014 2017-2016

Nalcor divisiotts (Note I)
CF'(L) Co.
Hydro Regulated

$ 2,164,386
46,951

2,377,352

$ 2,647,851
587,159

3,718,829

S 4,812,200

1,701,549
8.087.971

$ 4,561,878
1,655,871
8.102.451

$ (483,465)
(540,208)

:1,341,477:

I'otal common costsallocated $ 4,588,689 $ 6,953,839 S 14.601.720 S14.320.200 S (2,365,150)

Note 1:Nalcor divisions include Oil and Gas, Bull Arm, Exploits, Menihek, Lower Cllurchill Project and Energy
h,larketitlg(non-regulated)

l
2
3
4
5

The following table provides a breakdown of common costs by depamnent for actual 2017
comparativedatafor2014,2015and2016:

along with

Hlumat Resources

Safetyand Health
Itlfomtation Systans
OfHce spam and related costs

Telephone and LAN postsand mobile devices

2017

S

2016

1,777
724

372

3,628

453

6,954

Total
2015

2,168
957

6,861

4,173
443

14,602

$ S $

2014

1,885

1,038

6,727

4,2+6

424

14,320

2017-2016

$ (1,77D
(724)
(91)
157
70

$ (2,365)

281

3,785
523

4389 $$ $
$

Hydro Regll1lgted
2015

$ 1,294
572

3,520
2,441

261

8,088$ $

}"lull an Rcsour(l:s

Safetyand Health

Infomtation Systems
Office spaceand relatedmats
Telephone and LAN postsand tnobile da'ices

$

2017

S

2016

983

400
174

1,925

237

3,719

$

2014

1,133

624

3,594
2,479

272

8,102

$

$

2017-2016

(983)

('mo)
(43)
60
24

131

1,985
261

2J77 $$

2017
Other lines of Business (Note I)
201620152014

752
414

3,133
1,767

152

$ $

Humml Resources

Safety and l-lealtll

Information S}'stan s
Office spammtd relat(d costs
Tele)bone and LAN postsand mobile devices

$ S 794
324
198

1,703
216

S 874
385

3,341

1,732
182

$

2017-2016

$ (794)
(324)
(49)
97
+6

$

149

1,800
262

£ £

6
7
8
9

10
11

12
13

14

Note I Other lines of businessindude Nalmr divisions and CP'&aco

Business Svstem Administration Fef
According to Hydro, theBusinessSystemAdministration Feeconsistsof programmanagementcosts
aswell asdepreciation andsoftware maintenanceassociatedwith Me BusinessTransformation
Program. The Business Transformation Program is being managed by Nalcor asa part of a shared
program for a]] Nalcor companiesincluding Hydro. The program includes threemain pi:ojects:
migrating the current Enterprise ResourcePlanning (ERP) systemto JD Edwards (JDE)
EnterpriseOne (E]); upgrading the Planning, Budgeting and Forecastingsolution to Cognos TMl; and

Audit . Tax . Advisory
© Grant Thornton LLP. A Canadian Memberof GrantThornton International Ltd. All rights reserved



Board of Commissioners of Public Utilities
Newfoundland and Labrador Hydro 2017 Annual Review

54

l
2
3
4
5
6
7
8

9
10
11

12
13

14
15

16
17
18

19

20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

implementinganinformation management(IM) program. A portion of the costsrelatingto the
BusinessTransformation Program are charged based on averageusersand the remainder are shared on
a fixed fee basisamong the lines of business. The BusinessSystem Adminisuation Fee was $339,000 in
2017 compared to $253,000 in 2016

Nalcor AdininisO.anon F'ee

[n 2015, ]nforlnation Systems services were provided by Hydro to aUlines of business.As previous]y
mentioned, changesto Hydro's organizational structure were implemented in 2016 resulting in the
transfer of dlese services from Hydro to Nalcor. In 2016, Nalcor charged Hydro an administration fee
for servicesprovided for Information Systems.In 2017,Hydro specific softwareacquisition and
maintenance costs were incurred directly by the Information and Operational Technology depart:ment
in Hydro. The remaining services associated with Information Systems were provided by Nalcor and
charged to Hydro through an administration fee on an averageuser basis.

Human Resourcesserviceswere transferred from Hydro to Nalcor in 2017.Tbe Human Resources
departmentis responsiblefor die administration and coordination of all employeebelatedsen/ices
Operating costs incurred in pmviding Human Resourcesservices areallocated to Hydro and other lines
of business basedon a per full time equivalent ("FTE") basis.

Safety and Health serviceswere Uansferred from Hydro to Nalcor in 2017. '1'heSafety and Health
depamnent is responsiblefor occupational health servicesincluding coordinating corporate efforts with
regard to employee safety, wellness, disabMty and sick leave management, and tnedical screening.
Operating costsincurred in providing Safetyand Health servicesare allocatedto Hydro and other lines
of businesson aper FTE basis

Environmentserviceswereprovided by Nalcor to Hydro in 2017.The EnvironmentdeparUnentis
responsible for coordinating corporate efforts with regard to environmental stewardship. Operating
costs incurs:edin providing Environment services are allocated to Hydro and odder lines of business
basedonaperF]'E basis

The 2017administration fee chargedto Hydro totaled approximately$3,415,000,cotnpared to
$3,350,000h 2016.

Tile following table provides a breakdown of costs by department for actual2017,along with
comparativedata for 2016

Total

DeDartment / Costs (000is)

Human Resour(rs

Safety and Health

llnvironmenta]

Infomiation Systems

2017

$
559

351

49

2,457

3,4U

2016

$

3,350

3,350$ $

36
37
38
39
40
41

Fixed ChargerRecover
Effective October 1,2009 the Company included a fixed chai:gefor time chargedto entities. The 6cxed
charge was determined to be $80 per day for all Nalcor employees,or $10.67 per hour based on a 7.5
hour day for 2009-2011. In 2012 the fixed charge was deteliTlined to be $98.25 per day or $13.10 per
hour basedon a7.5 hour day. The nukedcharge component included the folloxipingcosts in its analysis:
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©
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Hgd7u/)Za.?.ul/r e.g. Heat & Light, insurance, mahltenance, reception, depreciation, and
interest.

Ca#v/a// .fe/-z,/apie.g. IT servicessuch as sofhvare, servers & help desk, HR services such as
payroll, recniUnent, health, safety.

EimPh ee/?Za/ed6ni/f e.g. Telephone & Fax, books & subsct-options, training, membership and
dues,conferences,training.

Accor:ding to Hydro, the fixed chargerecovery is booked to account for the additional cost of having
an employee available for service beyond salary and benefits. The cued charge recovers costs originally
charged in the administration fee allocation, as weUasother employee related costs described above.
The cued chargefor Hydro is recordedin businessunit # 2003NLH Controller Dept. under Account
# 7141 'intercompany Rudd charge' and is grouped under cost recoveries. The Hurd charges netted to a
credit of $653,748in 2017 compared to a credit of $711,016 in 2016.

In addition) to labour costs, a fixed rate will be applied to each hour of regular labour charged to lines of
business.The fixed chargeaccounts for the additional cost.Beyond basic salaryand benefits costs,of
having an employee available to provide service. Tile HLxedcharge recovers costs originally charged in
the BusinessSystemAdininistradon F'eeaswell asadler employeerelatedcosts,including:

telephoneand fax;
books and subscriptions;
membership fees and dues;
conferences;
training; and,
employee expenses (e.g.overtime meal allowance)

The Nalcor fixed feenetted to a credit of $31,000in 2017, comparedto a credit of $39,000in 2016

DepartmentCost Allocations

According to Hydro, the department/costs included in the deter'minationof the administrative fees
charged to Nalcor and other lines of business, along will the allocation basis,is suminanzed in the
following table:

35

Department/ Costs
Information systems
Of6tce space and related costs

Telephone, LAN costs,and mobile devices

Alloca
Av =eUsers

ual:e footage
le UsersAv

36
37
38
39
40
41
42
43
44

We addresseachof the departments/costs allocations in turn

Information Svsteins

'rile Information Systems ("TS") department is responsible for providing assistanceand support in the
areasof SoftwareApplications, Planning and Integration and BusinessSolutions, providing
maintenanceand adminisuation of the corporate wide computer infrastructure and network, and
providing tcchMcalsupport. Operatingcostsincurredin providing IS servicesare allocatedto the lines
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of businesson an averageuser basis. Depreciation expenseand a return on rate base at the weighted
averagecost of capital ('qMACC") for costs capitalized such as sein'ersand software areallocated to
each [ine of business on an average user basis. Costs specific to a particu]at line of business arecharged
to tllat line of businessandareexcludedfrom dle determinationof sllaredcosts.

Each line of business occupying floor space at Hydro Placeis charged a rental charge. The square
footage rental rate reflects the average annual capital and operating cost for Hydro Place as detennined
by dle following formula:

RentalRate= Hydro Placeoperating costs + return on tate base+ annual depreciation /
(divided by) Hydro Place total square footage.

According to Hydro, the cost based rental rate includes the following expensesfor Hydro Place
Annual depreciation for all common assets
System Equipment Maintenance and operating projects.
Expensesrelating to salaries,fringe benefits, group insumnce andemployee future benefits for
Office Services, Building Maintenance, and Transpor ration.
Heat& Light.
Office Supplies
Postage.
Safety Supplies.
Consulting expenses related to Hydro Place.
Security Card Maintenance Conn-act.
Return on Rate base at WACC for all common assets

In 2017, the cost per square footage rental rate was$24.86 (2016
in office spaceand rental costs recovered.

$23.79) whicll resulted in an increase

TeleolioneInfrastructurerPBXOCosts

33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49

Al] lines of business are charged a share of Telephone Infrastructure (PBX) costs including long
distance charges. The Local Area Nehvork (LAN) costs provided by Network Services are divided by
the total nutnber of LAN ports to derive a cost per user. The telephone costs provided by Network
Services aredivided by the number of telephone, fax, and modem lines to derive a cost per telephone
per user.The mobile devicescosts pi:ovidedby Network Servicesaredivided by the number of mobile
devices to dei:ive a cost per user. The average number of users is the factor used fot the allocated costs
pet line of business.The cost per user allocated to lines of business for telephone costs in 2017 was
$373 per user (2016 - $373), for LAN costs was $161 per user (2016 - $161) and for Mobile Devices
was $45 (201 6 - $Nil). Costs associated with mobile devices were not recovered in prior years.

In completing our procedures,we obtained the Company'ssupporting calculation of its intercompany
adminisuation feescllarged for 2017. Our proceduresincluded a recalculation of adminisuation fee
charged based on the aUocadon basis included in the table above. We did not note any exceptions in
our procedures.

As aresult of completing our procedures,we report that cost allocations for 2017arein
accordancewith Hydro's methodology.
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Rate Stabilization Plan("RSP")
Scope; Conductan examination of the changesto tile RateStabilization Plan to assess

compliance with Board orders.

Our examination of tile RSP for 2017 included reviewing compliance with Board Orders and assessing
the chargesand credits including haancing charges for reasonableness.

Tile RSP reviewed in this section describes the RSP operations based on 2015 test year inputs. At the
conclusion of the 2013 Amended General Rate Application, the Board issued Order No. P.U. 49(2016)
This Order includedthe approvalof dle 2015 testyearinputs for llydrology, fuel price,customerload
anddle weighted avemgecost of capital that would alsoimpact the 2015 and 2016 RSPactivity. Order
No. P.U. 49(2016) also approved the 2015 test year Rural Deficit aUocadons and daeenergy allocation
approach,such that the allocation of tile yell- to dateload variations in the RSPload variation
component betweenNewfoundland Power and the Island Industrial Customerswould be basedon
energy ratios effective September 1, 2013

]n its Compliance Application relating to Order No. P.U. 49(2016), Hydro updated Me operation of the
2015 and2016 RSPbasedon the Order, with theexceptionof the20] 5 testpaceof No. 6 hel per
barrel, however the impact of these adjustments were not reflected in the RSP until the beginning of
2017. These adjustments reduced the RSPbalance asof Decetnber 31, 2016 from $343.630 million to
$267.188 milton. The difference of $76.442 million is adjusted in the RSP as ofjanuary 1, 2017 (See
Table B in this section for a breakdown of the adjustments).The 2015 test yearprice of $64.41per
barrel of No. 6 fuel was not implemented in the RSPuntil the beginning of 2017

The RSPhad an accumulatedcredit balanceof approximately$74.244inillioil at Decetnber31, 2017
TI)e breakdown of dle various components included in the 2017 Plan is asfollows:

2017

$ (52,a0,260)
(1,608,676)

(12,638,065)

2016

Utility Cus tomen
Indu strial Custo mer

Utility - RSPSurplus
Industrial- RSPSurplus
SegngatedLoadBalance
Sub-total

due to customer
due to customer
due to customer
due to customer

$ (68,W6,9M)
(2,578,0W)

(143,390,469)
(388,883)

(91,277,187)

(3%,61 1,503)

dueto custoimr
dueto customer
dueto custonnr
dueto custonnr
defened until Board Delis ion

(M,687,(DI)

(7,557,375)

$ (74,2M,376)

Hydraulic Balance
Total PlanBalance

:37,018,152)

S (M3,629,655)

29
30
31

32
33
34
35

Highlights of the RSP for 2017include:
e Unfavourable hydratdc conditions for the secondconsecutive yearcontributed to lower hydraulic

production relative to the cost of service production resulting in additional fuel costs of $11.3
million. Actual net hydraulic production in 2017was 4,507.3G\&'h in comparison to the cost of
servicenet hydraulic production of 4,603.6 G\X/h.

36
37
38
39

e The Holyrood Operatulg Efficiency factor included in the calculation of the fuel savingsin the
Hydraulic plan is 618 k\X'h/barrel, which was setin the 2015 cost of service. The actual Holyrood
Operating Effidency factor based on the Holyrood production in 2017 and the number of barrels
of oil usedwas 602 k\lqh/barrel (1671 GWh/2,776,834 bartels)
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Tbe averageNo. 6 fuel pace in 2017 was approxunately $68.60per barrel in comparison to the
2015 cost of service pace of $64.41 per barrel whicll resulted in a fuel vadadon of approximately
$10.6million duefrom customers.
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The fuel price rider was established to adjust RSP tREesfor anticipated forecast fuel price
changes.Duking20]7, tile RSPadjustmentfor the utility customer,which includesthefuel
pace rider, resulted in $51.3 milton in recoveries (SeeTable B below). The RSP adjusunent
rate for the utility was (1.236) cents per k\X/h effective July 1, 2016 to June 30, 2017, as per
Order No. P.U. 2] (20]6), and (0.371) centsper kWh effectiveJuly 1, 2017,asper Oi:der No.
P.U.22 (2017).The fuel rider wascalculatedbasedon a forecastfuel priceof $81.40per barrel
for the period July 1, 2017 to June 30, 2018. This late also include a mitigation adjustment as
per Order No. P.U. 22 (2017).

e In accordancewith OrderNo. P.U.26 (2017),theRSPadjustmentratefor Industrial
customerswas (0.061)centsper k\JCrheffective July 1,2017.This mte alsoincluded a hel rider
andtile mitigation rateadjustment,asper Order No. P.U. 26 (2017).For the sevenmonths
endedDecetnber 31, 2017, there was $0.191 indlion of recoveries.(SeeTable B below).

e On December8, 2015, Me Board issued Order No. P.U. 35 (2015). ellis Order approved a
3.7% increasein interim base rates for the Island Industrial customers, with an offsetting RSP
Surplus adjustment so that there would be no increasein dle rates paid by these customers.
This Order was effective January 1, 2016. The drawdown of the Industrial customers RSP
surplus balance effective January 1, 2016 as aresult of ellis Order are ($1.52)/kW and (0.294)
cents pet k\Xrh . As ofjune 30, 2017 the amount of the 2017 drawdown was $1.557 minion
This resultedin the Indusuial RSPSurplusaccountto beoverdrawnby $1.321million
(including finance charges). In Order No. P.U. 31 (2017), Me Board approved the transfer of
Ellisamount to dle Industrial Customers Current Plan.

Also, effective July 1, 2015, dte RSP drawdown adjustment rate for Teck Resourceswas 1.141
cents per k\;(rh. For the seve]] months ended December 31, 2017, there was $23,000 of
refunds included in the Industrial Surplus component asdle accumulatedamount Aat has
beensegregatedrelating to Teck Resources.This RSPdrawdown adjustment ]-atefor Teck
ResourcesendedJune 30, 2017. The amount of $1.557trillion noted above and the $23,000
for Tech Resourcesis included in Table B below as$1.580 inilhon, under:the colutnn "Refund
and Recovery"

e
In Order No. P.U. 35 (2016), the Board approved the "Newfoundland Power Customer
Refund Plan'' (dle "Plan") to refund to its customers a portion of the RSP Surplus. These
refunds cotnlnenced duking 2017 and as of December 31, 2017, the payout of $130.8 million
consisted of $120.4 million of refunds to Newfoundland Power customers, $8.36 inilhon of
refunds to Hydro customers,adtnin costs of$1 .47 million to Newfoundland Power and $0.57
million of adtnincoststo Hydro. (SeeTableB below)
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Tatetables be]ow provide a breakdown of the activity in the RSP for 2017 asweil as a conGiuity of the
various cotnponent balances:

2017RSP activity -- Table A

(odors

Hydraulic balance
Udhtycustomers
Industrialcustomers

Segregatedload variation
Labrador Interconnected

$ 11,331 $ $

9,665
892

$

(1,559)

(156)

(1,159)

$

2,783

11,331

l0,889
736

(1,159)
B13

6
7
8

9

Net plunge2017 $ 11,344 $ 10,557 $ (?,87g$ 2,783 $ 21,810

2017 RSP activity -- Table B

(000ys

H)-dratdicbalance
Utihq' ctutomers
IndustrtMcustomers
Conran,] t,.,] I,.. ,I .-..;,t.'x..
L/q-6x\.f56b kb\JL BVH\z 3 axn uvti

UtibtySurplus
IndustrieSurplus
Labrador Intcrcomtectcd (1)

$ (37,019)S
(68,978)
(2,578)

(9127D
(143,390)

(388)

15,611
18,313

760

39,299
1,361

97

S

(5,773)
11,331S (1,763)S
lO,©9 (3,515)

736 (134
(i,is9) (8-+'D

(2,413)
32

13

4283 $ - $
(3,909) 51270

(361) 191

$

(50,73D
(1,5+6)
3,9U

S

(1,321)

(7,557)

(52,UO)
(1,609)

(0,638)130,806

1,580

Net clunge 2017 $ (3{3:630D $

Industrial-Revalue Deficient'
Pa)Incnt to N.;\RL Re6umB

76,441 $ (5,773) S 21,810 $ (8,6+0)$ $ 183,847 $ 1,701 S

(1,327)

S

r4,244)

10
11

12

13

14

15

16

17
18

19

20
21
22
23
24
25
26
27
28

(1) '11ramountiswrittenoff to netblcomc

Therewere various Orders issuedby tile Board dul:ing2017that impacted dle operation of the RSP
We have provided highlights of klein below:

O£de£No. P.U. 16 (2017)

In Order No. P.U. 16 (2017), issued May 12, 2017 the Board ordered that the Utility segregatedload
variation balanceof $50,737,152would be transferred to Me Newfoundland Power Current Plan asof
March 31, 2017 to lnidgate the proposed July 1, 2017RSPAdjustment rate increase. Tills amount is
included in Table B above, under the "Load Avocation" column

Order No. P.U. 22 (2017}

On June 14,2017, the Board approved the following mattersthat impacted the operation of the RSP

ApprovedHydro's proposalto credit $6.577million to increasethe balancein the
Newfoundland Power RSPCurrent Plan balanceeffectiveJafluary 1,2017, andto debit $0.804
tnilhon frown the Newfoundland Power RSP Cullent Plan balance effective June 30, 2017, to
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eliminatethe cumulativeexcessearningsfor thepet:iod2014to 2017from Newfoundland
Power.The netamountof $5.773trillion is includedabovein TableB, under the "Utility Net
Revenue Suf6ciency" column

e Approvedthe following eldersand adjusts-Dentsfor Hydro's Utility Customertate to be
effectiveJuly 1, 2017:

a) RSP Fuel Price Projection Rider of 0.672 cents per k\l$rh
b) RSPRecovet] Adjustment of (0.132)centsper kWh
c) RSP Mitigation Adjustment rate of (0.911) cents per kWh

e The combined rateis (0.371)centsper kWh effectiveJu]y 1, 20]7

Order No. P.U. 24 {2017}

On June 20, 2017, tile Board ordered the following

Hydro wasrequiredto Uansferthe necessaryfundsfrom the IndustrialCustomerRSPLoad
Variation balanceto ehninate tile cumulativerevenuedeficiencyfor the period2014to 2017
for Island Indusuial customers.This amountwascalculatedto be$1.527rrlillion. SeeTableB
above, under dae "Load Allocation" column.

8 Hydrowasrequiredto makea one time paymentof $O.174tnillion frowndaeIndusuial
Customer RSPLoad variation balance to NARL ReHlningLimited Partnership on or before
July 1,2017. SeeTableB above,under the "LoadAllocation" colutnn.

8
Hydro was required to U-answerthe remaining Tndustdal Customer RSP Load VaJ:cationbalance
to the Industrial CustomerRSPCunent Planto mitigatethepi:oposedJuly 1, 2017 RSPRate
Adjustment rateincrease. This amount wascalculatedto be $1.546 nlilhon. SeeTable B above,
under dle "Load .Allocation" column.

8
Hydro was required to file for Board approval, arevised Schedule of Rates,Tolls and Charges
andRSPRules,effectiveJuly 1, 2017, incorporatingthe Hmdingsof the Board in this Order and
providing detailedcalculations in relation to dle Uansfersfrom the Industrial Customer RSP
Load Variation balanceand the resulting impactson rates.

e The revised Schedule of Rates, Tolls and Charges and RSP Rules shall set out die proposed
RSPCurrent Plan rate,calculatedin the ordinary course,and the RSPCurrent Plan mitigation
rate
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aide! N'e, P.U. 26 (2017)

On June 29, 2017, Hydro Bled an Application in accordance with Order No. P.U. 24(2017), seeking
approval of a changein dle mtes to be charged for the supply of power and energy to Hydro's Island
Industrial custotners and for approval of changes to the RSP t-ules.

The proposed rates relating to the operation of the RSP for the Island Indusuial customers included

a) RSP Fuel Price Projection Rider of 0.625 cents per k\X'h
b) RSP Recovery Adjustment of (0.373) cents per k\Xrh
c) RSPMitigation Adjustment rate of (0.313) centsper kWh

1.11ecombined tate is (0.061)centsper kWh effectix'eJuly 1,2017

Hydro also proposed changesto the RSP t-ulesto discontinue dle segregation of the RSP Load
Variation balanceeffective April 1, 2017 to reflect the amdingsof the Board in Order No. P.U. 24
(2017) which resulted in a zero balance in the segregatedRSP Load Variation asof March 31, 2017

On July 6, 2017, the Board approved the rates proposed by Hydro for the Island TndusUial customers
effective for electrical consumption on ot after July 1, 2017. The Board also approved the proposed
changesto theRSPtales.

Order No. P.U. 31 (2017}

On September 14, 2017, Hydro Hed an application requesting approval of:
(i) Required revisions to the RSP rules to reflect changesto tile published Bank of Canada

foreign exchangeratesand to clair that fuel pl:iceprojection calculationsreflect that
fuel pacechangesarerelative to thetestyearfuel cost.

(ii) Revision to the Industrial customer rate sheet to remove the reference to tile RSP
Surplus rate adjustment which was discontinued effective July 1, 2017

(n) A one time Uansfer,effective September30, 20]7, to the Industrial CustomerRSP
CurrentPlanof the debit balanceowing to Hydro from the Industrialcustomersin
relation to the RSPSuq)lusrate adjustment,to permit recoveryof dle balancetluough
the norma] RSP adjustment on January 1, 20] 8

The current RSP rules (Sections C.I and C.2), required the use of the US to Canada noon exchange rate
for he purpose of calculating fuel pace projections for Island TndustdalCustomersand Newfoundland
Power. However, Hydro noted that effective April 28, 2017, the Bank of Canadano longer publishes
noon exchangerates,instead, dte Bank publishes foreign exchangeratesonce daily to representthe daily
averagerate against the Canadian dollar. Hydro proposed dat Sections C.I and C.2 to become effective
September 30, 2017 to reflect the availability of the foreign exchange rates from the Bank of Canada.

The other change to the RSP rules was lust to cladQ tllat in Sections C.I and C.2 tile fuel price pro)ection
calculation reflect that dle fuel price changes are relative to the test year fuel cost. Hydro proposed
removing the reference to "average Test Year Cost of Servicep!!J;c!!a$J:.edgefor No. 6 Fuel" to "average
Test Year Cost of Service.fQSLQ11No. 6 Fuel". This proposal was consistent will the current practice of
the Boardin computingdtefuel price projection.
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li) accordancewith OC2013 89, Hydro hasrefunded theIsland Industrial Customer RSPSurplus balance
through Ge RSP Surplus rate adjustments applied to customer bills. Since tllese rate riders remained in
effect for longer than forecast,it resulted in a refund in excessof dle balanceowed to the Island IndusUial
Customers, which meant that the Island Industrial Custoinet RSP Suq)lus balance was in a debit balance
of $1.321million,owing to Hydro.

Hydro noted tllat tllere was no provision in the RSP rules to provide recovery of the RSP Surplus balance
owing from the Island Industl:ialCustomers, and proposedthat the disposition of this remaining balance
be done asaone-time transfer to daeIsland Indusuial CustomerRSP Current Plan, effective September
30, 2017 and be recovered through dle normal RSP adjustment update required on January 1, 2018

The Board agreedthat the proposed revisions were required to accuratelyreflect die Industrial customer
rates,to pt'ovidefor the recoveryof the balanceowing to Hydro with respectto the RSPSurplusrate
adjustment,and to provideclarity to the operation of tile RSP

If the Board approved this pi:oposed transfer, Hydro also proposed to modi$ Section E of the RSP tales
to reflect thecompletionof Medisposition of the RSPSurplusfor MeIsland IndusUialcustomers

On October 10, 2017, the Board ordered that the following would be approved effective September 30
2017

(i) The proposedrevisionsto the RSPodes.
(ii) The revisionto theIndustrial Customerratesheets
(iii) A Uansfer of the balance in the Industlhl Customer RSP Surplus account to the Industrial

Custoinei: RSP Current Plan. SeeTable B above foi: the Uansfer of tile $1.321 million to the
]ndustlial Customers plan balance.
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Order No. P.U. 44 (2017}

Otl December21, 2017,Hydro filed an application for anOrder of the Board to continue the current
lslaild Industrial CustomerRSPFuel Rider and the RSPCurrent PlanAdjusunent ratespastJanuary1
2018 and to dii:ectHydro to HHean application to updatethe Island Industrml Customer RSPF'uelRider
and RSPCurrent PlanAdjusunent to be effective no later thanJuly 1,2018.

The cunent RSP rules provided that the Island Industrial customer rates be adjusted on January I each
year to update the RSP Fuel Rider and the RSP Current Plan Adjustment.

Hydro's reasoningfor delaying the RSP Fuel Rider and tile RSPCurrent Plan adjustment was tllat tile
January 1, 2018 update of the RSP Fuel Rider would have resulted in a naaterial rate decreaseand as a
result of the expiryof the tatemitigation approved in Order No. P.U. 24 (2017),a materialincreasein
[s[and[ndustda[customerrateswas projectedfot Ju]y 1, 2018. Also, Hydro fi]ed a generaltate
app[icadon in Ju[y 2017 for the Test ]'ears 20]8 and 2019 which was a]so requested a rate increase in
2018

Hydro stated in their Application, that the potential implementation of three customer rate changes in a
relatively short time period was conuary to customer rate stabiliV and wasnot conducive to regulatory
efnlciency.
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Tile Board agreedthat suspendingthe January 1, 2018 RSP Fuel Rider and tile RSP Current Plan
Adjustment ratesfor the Island Industrial customersandcontinuing with the current Island IndustJ:ial
customer:rates on an intel:im basiswas reasonable in the circumstances

On December 28, 2017, dle Board ordered the fallon?ping:

(i) The January 1, 2018 adjusunent to the Island Industrial customer RSP rates was
suspendeduntil a further Order of the Board.

(ii) Tile current Island Industrial customer rateswill continue on an interim basis,effective
January 1, 2018 and Hydm sha]] within 30 daysof tills Order tHea revised Sclaeduleof
Rates, Tolls and Charges setting out tllat the rates for the Island Industrial customers
areintents.

Based upon our review, xx,ereport that the RSP is operating in accordancewith Board Orders
and the charges and credits made to the Plan in 2017are supported by Hydro's documentation
and accurately calculated.
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Deferred Charges
Scope: Conduct an examinationof the changesto deferredchargesand assesstheir

reasonablenessand prudence in relation to sales ofpower and energy.

'Fhefollowing tableshowsthe transactionsin the defined chargesaccountfor 2016to 2017

('Goog)

Realized lbreign Exchange Losses

CI)Nt Program
I)eferred Foreign Exchange on Fuel
2014 Cost Deferral

2015 Cost I)eferral

2016 Cost Deferral

Deferred LeaseCosts

Phasell Hearing Costs
Deferred Hahlp Co sts

Asset Disposal
Fuel Supply Deferral

Energy Supply Deferral

Holyrood Conversion
Isolated Systems
Lab radon RSP Refund

Deferred PORN,erPurcllases

$ 53,924
8,363

(158)
38,750
24,541

32,440
4,471

869

250

387

$
$

1,463

(400)
(1,043)
3,1 19

3,636 (31,040)

s s (2,15D$
(509

51,767

9,323

(558)

$ 53,924

8,363

(158)

38,750

24541

32,440

4,47 1

869

250
387

(27,660)

(5,036)

(1,341)
264

3,i130

1,133

368
(250)

(19)

18,707

3,532

(954)
(376)

(3n)

28J20

4,400

(1,680)

47,0271
7,9321
(2,634)1

(376)
(317)

$163,837 $ 27,631 S $ (70,906) S (3,767) $ n6,795 $ 163,837

Deferred chases excluded from ratebase $ (53,458)1 $ (96,600)
$ 63,337 $ 67237

8
9

10

11

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

Average deferred charges $ 65.287 S 67.756

Realized Foreign Exchange Losses
Hydro continues to amortize costs associatedwith foreign exchangelossesconsistentwith past
pracUce.

Conservation Demand Man49fment (CDM) Program
])ursuantto Order No. P.U. 49 (2016),Hydro receivedapprova]to defer20]6 costsrelatedto the
CDM Program. Actual costsdefened in 2017 were $1,463,000(2016 $1,154,000).In Order No. P.U.
22 (2017), the Board approved the CDM deferral account definition which statedthat the account
balance asat December: 31 each year shall be recovered over a period of sevenyearsusing a CDM
RecoveryAdjustment and that recovery of annual alnordzations of costsin dns account shall be
thi:pugh al] annual application. The rates came into effect and recovery of the balancebegan on July 1,
2017

DeferredForeign Exchangeon Fuel
Hydro purchasesa significant amount of fuel for the Holyrood Thermal GeneratingStation (HGTS) in
US dollars. Hydro notes that the RSP allows Hydro to defer variances in fuel prices, including foreign
exchange fluctuations. Doling 2017, Hydro recognized in regulatory assets,foreign exchangegains on
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fuel purchases of $400,314. According to Hydro the foreign exchange deferral is a change in accounting
requireddueto adoption of IFRS. Prior to IFRS, Hydro recordedthe full amountof the foreign
excllangegain ot loss in inventory. Upon adoption of IFRS, Hydro segregatedthe foreign exchange
gain or loss which would require immediate change to the company's profit and loss instead of
inventory. In order to keepaccountingfor the RSPconsistentwith prior yearsHydro createda
regulatory asset/liability to segregatetile foreign exchangegain ot loss until the fuel is consumed at
which time the fuel inventory usedand the relevant deferred foreign exchangeon inventory would be
realizedand flow through daeRSP

2014.2015.and 2016Cost.De&frals
In Order No. P.U. 22 (2017),MeBoardapproved$37,757,000of the $38,750,0002014costdeferral
resulting in a loss in 2017 of $1,043,000 and the disposition of the balance from the RSP

In Order No. P.U. 22 (2017), the Board approved $27,700,000of the $24,541,000 2015 cost deferral
resu[ting in a gain in 20] 7 of $3,119,000 and the disposition of Me ba]ance from the RSP

The 2016 cost deferral of $32,440,000consisted of enei:gysupply costsof $31,040,000and omer costs
of $1,400,000.As a resultof Order No. P.U. 22 (2017),$31,040,000wasreclassifiedto the Energy
Supply, TsojatedSystems and Hola,food Conversion deferrals. The Board also approved other 2016
costs of $5,000,000, which resulted in all increase to pro6lt in 2017 of $3,636,000 and the disposition of
the balance from the RSP

Deferred LeaseCosts
Pui:quantto Order No. P.U. 38 (2013),Hydro receivedapprovalto deferleasecostsassociatedwith the
16MW dieselplant and other necessaryinfrastructure estimatedto be $5,763,200.Actual costs
deferred in 2014 were $3,680,000. In 2015, Hydro deferred an additional $1,440,000. In 2016, pursuant
to Order Nos. P.U. 17 (2016)andP.U.23 (2016)Hydro receivedapprovalto deferadditionallease
costsof $1,300,000and$300,000respectively.Theactualcostincurredin 2016was$1,584,000.In
Order Nos. P.U. 17 (2016), P.U. 23 (2016)and P.U. 49 (2016),the Board also approved tile
amortization of dle deferred balanceover aperiod of five years.

Phase ll Hearing Costs

Itl Order No. P.U. 13 (2016),Hydro receivedapprovalto defercostsfor 2014,2015andsubsequent
years,including consulting fees,salarytransfers andovertime, relating to Phasell of tile investigation
into the reliability and adequacy of power on the Island interconnected System after the
interconnection with the Muskrat Falls generating station. Total costs of $869,000 were deferred by
Hydro in fiscal 2016. In 2017, Hydro is deferring an additional $264,000relating to this account, for a
total balance of $1,133,000. According to the 2017 GRA, Hydro has not proposed any amortization
cost to be included in 2018 or 2019 revenue requirement and therefore have excluded these deferred
charges from the calculation of average tate base in 2017

!)elblred Hlearinz Costs

In Order No. P.U. 49 (2016), Hydro received approval to amal:tice, over a three-J'eatperiod beginning
in 2015, general rate applicadotl costs for 2015 in the amount of $750,000. This deferral was fully
amortized atDecember 31, 2017.

Asset Disposal

In Order No. P.U. 49 (2016),the Boardoi:deredthat Hydro defer the$425,000losson disposalrelated
to the Sunnyside transfonner tllat was disposed of in 2014. Hydro is required to recover the deferred
assetin rate baseand amoi:ticedle assetover a 22 year period, which coinlnenced in 2015.The 2017
deferralis net of amortization.
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dated Systems

In Order No. P.U.22 (2017), MeBoardapproveddteEnergySupply,Holyrood Conversionand
Isolated Systemsdeferral account definitions which statedthat an application is requiredannuallyby
b'latch 31. As the deferral account de6nitions were not approved until July 2017,an application was
6]ed by Hydro on October 11, 2017, for approval of the recovery of the 2015 and 2016 balance of
these accotmts. On November 29, 2017, the Board issuedOrder No. P.U. 39 (2017) and dislTlissedthis
application. On March 29, 2018, Hydro shed its 'Application for Approval to Defer the 2015, 2016 and
2017 Balancesin i) the Isolated SystemsSupply Cost Variance Deferral Account; ii) dle Energy Supply
Cost variance Deferral Account; and iii) the Flolyrood Conversion RateDeferral Account'. These
balancesI)ave not yet been approved by tile Board and have been excluded horn the calculation of
average tate basein 20] 7. The recovery of the deferral is subject to a future Board Order.

]n 2017, $31,040,000 ie]ating to energy supply deferred for 20] 5 and 2016 was reclassified from tile
2016 Cost Deferral to dle Energy Supply,Isolated Systemsand Holymod Conversion deferrals.The
net increase to profit in 2017 was $21,285,000.

'jl'he Board has not approved recovery of costs associatedwith these deferral accounts. Therefore:
according to Hydro, for financial reporting purposes the Company has recorded an allowance of 20%
of the balance of these deferral accounts. As a result, the deferral balances presented above differ from
dte amounts reported in Hydro's 'Application for Deferral of 2015, 2016 and 2017 Supply Costs' by
approximately$13,076,186,or 20a%o,asshown below

Holyrood
Conversion('000s)

Total Deferrals - Deferral Application
20% .Allowance

$ 58,798 $ 9,896 $ (3,293)

(11,771) (1,964) 659

$ 47,027 $ 7,932 $ (2,634)

$ 65,401

(13,076)

22
23
24
25
26
27
28
29
30
31

32
33
34
35
36
37
38
39
40
41

42
43

Total Deferrals - Amaual Return $ 52,325

]:abrador RSPRefund
Pursuantto Order No. P.U. 22 (2017),dui:ing 2017 Hydro refunded Labrador Industrial Transtnission
customers'excessrevenuesteladngto dle period of 2014to 2017.Tile Boardalsoorderedthat Hydro
apply a rate reduction for a 30 month period to addressexcessrevenues teladng to Hydro's rural
customers on the Labrador Interconnected System. In July 2017, Hydro began amortization of excess
revenues which resulted in a decreaseto profit of $376,000.

Deferred Power Put'chases

In 1997, the Board ordered Hydro to defer $1.1 million related to reduced purchase power rates
resulting from the interconnection of communities in the areaof L'Anse au Clair to Red Bay to the
Hydro-Quebec system and amortize the balance over a 30 year period. This defend was added as a
recovery in 2017 with remaining unamortized savings in the amount of $317,000 deferred as a
regulatory liability. Prior to 2017, this balance was excluded hom rate basebut should have been
included.

Basedupon our analysis,we noted:
e Energy Supply, Hlolyrood Conversion and Isolated Systemsdeferralaccounts havenot yet

been approved by the Board; and
e The recovery of Phase ll Hearing Costs has not yet been approved by the Board.

These deferral accounts have been excluded ft om rate base.
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l Key Performance Indicators and Initiatives and Efforts Targeting
Productivity and Efficiency Improvements2
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19
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Scope. ReviewHlydto's Annual Report on KeyPerformanceIndicators and any other
information on initiatives and eHotts tatgetingproductivity or efficiency
improvements in 2017.

In Order No. P.U. 14(2004)Hydro wasordered to RHeannuallywith tile Boarda reportoutlining:
i. a strategic over:view highlighting core sU:ategies,corporate goals and achievements;
ii. appropriate historic, current and forecastcoinpadsonsof reliability, operating, financial

and other key targeted outcomes/measures, including certain specified l<PI's; and
h. initiatives targeting productivity or efficiency improvements, including the statusof

ongoing projects and improved performance resulting from completedprojects

The 2017 annual report on strategic goals and objectives and productivity initiatives was Bled with
Hydro's Decetnber31, 2017quarterly report.

In addition to tile ailingrequirementsidentified above,Order No. P.U. 14 (2009)requirestl)e thing ofa
report on Hydro's Consen'anon and Demand Management activities. This report is included as Return
21 in the 2017 annual Bnancial return.

Strategic Goals and Objectives

Tbe quarterly report referenced above provides informatiol] on Hydro's achievements relative to its
2017 strategies,goals and initiatives. This section provides details on activities and outcomes relative to
a broad rangeof initiatives undertaken duking the 2017 fiscalyear.

23
24
25
26
27

28
29
30
31

32
33
34
35
36
37
38
39
40
41
42
43
44
45

To track their performanceon this objective Hydro continued to monitor A]] Injury Frequency,Lost
Time Injury Frequency, the ratio of condition and incident reports to lost time and medical treatment
injuries, and the severity rate. According to Hydro, during 2017, the Company continued executing its
ani)ual safety plan. Some of its initiatives, as noted by Hydro, are highlighted below.

e Hydro's Safetyand Health Monitoring Plan continued to focus on program assessmentand
audits designed to provide assurance of program compliance, and to identify opportunities for
improvement.
Hydro hascontinuedto work on the developmentof a SafetyManagementSystem(SMS).
Hydro continued to roll out its Corporate Injury Prevention Campaign,which emphasizesthe
company'stop injury bends
Hydro's Public SafetyCainpatgn regarding power line hazardscontinued in partnership with
odder utiHdes and agencies. The catnpaign focused heavily on promoting public awareness of
the hazardsposed by power lines. Hlydro is also participating in the Technical Advisory
Coinmltteewith WorkplaceNLto update thepowerlineshazardcourseprovided to non-utility
companiesworking nearpower lanes.
The field visibility of managementand safetyprofessionalscontinuedto be high priority for
Hydro. Hydro targeted12 Held compliance audits for 2017 and hadcompleted 31 asof tile end
of the year.

8

8

e

8
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l Tile results of these medics have been presented in the table below

Annual
Year-to-date 2016Annual
2017Actual12017Plan Actual

0.71 0.6 0.74

Measurement
F]AD I uen

Ratio of condition andincident
reports to lost time and medical

juries (lead/Itl.eatinent ratio
743:1 750:1 629:1

2
3
4
5
6
7
8
9

10

Hydro's safety targets noted above were not cnet in 2017. With regards to the All Injury F'requency
metric, Hydro has been successfH in reducing the average;however, tlley did not meet their target for
2017

Environment andConservation

Targets used to eva]uatethis goalaresummarizedbelow

Year-to-Date
2017Actual

100%

Measurement
Acllievement of EMS :ets

Annual energy savulgs from
Residentialand Commercial
Conservation and Demand

Mlanagement Programs

Annual energy savings from

Internal Energy Efficiency
Programs

2,631M\€h 1,215MWh 1,976MWh Yes

405MWh 220MWh Yes669MWh
11
12
13
14
15
16

17
18

19
20
21
22
23
24
25
26
27
28

Tbe tneasurement of annual energy savings fioin Residential and Cotnmercial Conservation auld
Detnand Management Program exceeded the 2017 target. Hydro also achieved results of 405 M\Xn of
energy savings fot the Internal Energy Efficiency activities, compared to tile target of 220 M\X''h.These
results are plLnadly due to partnerships and progmms detailed below.

B The takeCHARGEpartnershipoffers rebateprogramsto assistresidentialandcommercial
customers in reducing their electricity usage.
The Hydro Residential Program relates to five programs offered joindy by the utilities attd an
additionalprogramoffered solelyby Hydm.
Isolated SystemsCoirununity Energy Efficiency Program provides outreach, education and
energyefhcient products in the remote diesel systemcommunities within Newfoundland and
Labrador free of charge.
Hydro's Commercial Program includes dle BusinessEfficiency and Isolated Business
Efficiency programs which are available to business customers in Hydro's interconnected
system and isolated diesel service areas.
Hydro's Internal Program aims to achieve energy savings finn initiatives to reduce electricity
consumption at its facilities located in baal diesel and interconnected service areas.

©

©

8

8
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Key Performance Indicators

Section4 to the December 31, 2017quarterly report shedby Hydro includes the 2017 Annual Report
on Key Perfonnance Indicators. The Key PerformanceIndicators ("KPl") results for 2017as
comparedwith pl:ior yearsaresummarized in the following tal)le:

6

Notes:
1.For dle Bayd'Espoir hydroelectricplant.
2. 1;or Holyrood thermal plant
3. Energy' deliverieshave been normalized for weather, customer hydrology, and
+.There u,asno customer satisfaction sun eycompleted in 2017
5. Grant Thornton dld not independently veti& thecalculation of the KPls

ndustria] strikes

7
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As consistentwith prior year,Hydro reportson 18 KPls covetingthe following four areas:reliability
operating, financial and customer related.

Weighted Capability Factor(WCF)

Weighted DAFOR

T-S,UD
T-SAIFI

T-SAR

D-SAID]

D WAIF

End User SAIDI

End User SAIF

I.oad SheddinUnderft U

1-1ydmulicCF
'Hlerinal CF
Controllable Unit Cos
GenerationControllable Costs
GenerationOutput Controllable Cost
TranstnissionControllable Cost
Distribution(:bntrollable Cost
CustomerSatisfaction (Residential

%

%

N4inutes / Point

Number / Porn

N4inutes / Outage

Hours / Customer

Number/ Customer
Hours / Customer

Number/ Customer
# of events

G\X'h/ MCM
k\Xrji / BBL

S/MW!
s/mw

$/GWh

S/Km
$/K,n

b4ax = 100%

Reliability

Operating

Financial

{

5
6
7
8
9

10
11

12
13

14
15

16
17

18

19

20
21

22
23
24
25
26
27
28
29
30

1. Target is basedon p]aauied annualmaintenanceoutages,an a]]owancefor other short duration maintenanceoutagesand targeted forced outagedurations
2. Hydro's targetof 618 is basedon theapproved con\-ersionfactor in Board Order No. P.U. +9(2016) This differs from H)dro's 2017 forecastconversion factor

of 602,which is derivedbasedon forecastk\Nli and fuelconsumption
3. There was no customer satisfaction stan'eycompleted in 2017

Notes

During 2017,Hydro met5out of the10 teliabihtyKPls

Within theoperatingcategory,Hydroachieveda nethydraulicconversionfactorof 0.432GWh/MCM:
which is below the 2017targetof 0.433G\X'h/MCM. According to Hydro, the lowerconvex:dionfactor
fot hydraulic generation is pJ:imadlydue to lower inflows to the Bay d'Espoir system as a whole. 'lthete
was minima] spi]] in the Bay d'Espoir system in 2017, which was related to a spill event at Granite and
approximately15 daysof bypassin May.In addition, theperiodsof inflow from July throughto dte
end of year were lower alan target, also contributing to the lower conversion factor.

The net dlerma]conversiollfactor of 60] k\Xrhper barrelwasbelow tile targetof 618 k\Xrhper barrel
however comparable to Hydro's 2017 budget of 602 k\;gh per I)ariel.

As indicated by Hydro, Me Customer Satisfaction Surrey is completed on a biennial basis, and thus, the
next surveyis to be completed in 2018.The Customer SatisfactionK.PI is therefore not applicable for
2017

We have reviewed the KPI results and the explanations provided by Hydro for the changes and
variations experienced in 2017and find them to be consistent with our observations and
findings noted in conducting our annual financial review. There wereno internal
inconsistencies identified in Hydro's report.
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Capital Expenditures
Scope. Review dle Company's 2017capital expenditures in comparison to budgets and

Follow up on anysignificant variances.

Tbe following table det:ds dle actualversusbudgeted capital expendituresfor the past three yearsholm 2015
to2017

(000's) 2015 2016 2017

Actual

Budget (Note I)
Under/Over Budget

$ U5,119 $ 203,941$ 340,742
$ 311,177$ 350,602 $ 3405oi

(59.79a%o)(f11.83oHo) 0.07a%a

Capital ]Apenditures (Actual vs. Budget)

$360,000

'a

BQ
$280,000

$200,000

$120,000
2015 2016 2017

: Actual
= Budget (Note I

$

10
11
12
13
14
15
16

17
18
19
2()
2]
22

Note 1: The 2017budget consists of the following: capital budget approved under Order IVo. P.U. 45(2016) - $271,266,000;new prolects
approved under Older No. P.U. 20(2016) -$1,533)000;new projects approved under Order No. P.U. 5(2017) - $3,0{5,000;new projects
approvedunderOrder No. P.U. 7 (2017)- $3)169)000;nen, projectsapprovedunder Order No. P.U. lO(2017)- $1,349,000;new projects
app'Dyedmtder Order No. P.U. 11(2017)- $2,585,000;new projects approved under Older No. P.U. 13(2017)- $1L425,000;new projects
approved under Order No. P.U. 15(2017) - $500)000;new projects approved under Order No. P.U. 20(2017) -- $2,610,000;new pmlects
approved under Order No. P.U. 21(2017)- $3,715,000;new projects approved under Order No. P.U. 27 (2017)- $540,000;new piolects luider
$S0,000approved by Hydro -$508,000;projects carried forward to 2017- $38,256,000.

The abovegraph demonstratesthat in 2015 and 2016 the Companywasunder budgeton its capital
expenditul'esby 59.79% and 41.83% respectively,and consistent with budget in 2017. Actual expenditures
increased from $203,941 ,000 in 2016 to $340,742,000 in 2017. Tills increase in expenditures is pi:imatily as a
result of the 230kV Transmission I..ine frog-nBay d'Espoh to Western Avalon project, along with other new
transmission innastructLue, being largely completed in 2017 as opposed to 2018. This is further explained
within die 'Capital Budget Guidelines Policy ' section below
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The foHox?i,il)gfabledetfds tile actualversus forecast capitalexpendituresfor 2017, induded in the Company's
2017 GRA

(000's) 2017

Actual
Forecast

Under/ Over Forecast

$ 340,742
$ 370,195

(7.96%:
3
4
5
6
7
8
9

10
11

Tile 2017 actualcapital expenditureswas7.96% less than the amount forecast in the 2017 GRA. As per
review of the Capital Expenditures and Carryover Report, the Company carded over $24,889,900into 2018
dint was originally forecastedfor 2017.

Upon order from tile Board, the Company must excluded certain capital assetsfrom the rate base
calculation. 'Fhe following table presents a breakdown of daetotal assetsexduded from rate base for
201 6 and 2017:

2017 2016

HRD Unit I
Holyrood FuelOil HeatTrace
CharlottetownDieselPlant
Sunnyside Transformer T8
SunnysideBreaker,BILI 7,Ovetllaul
Lab CityVoltageConversion
WA\r TransformerT5 - Perform Upgrades
Re-heatBoiler - Holyrood unit # 2
Re-heatBoiler - Holyrood unit # I
TransmissionLine Remutes- Sally'sCove
Penstock# I Refurbishment Bayd'Espoir
Access Roads ReMbishment - Bay d'Espoir
Allowance for Unforeseen

Oder '

2,709
968

340

4,480
333

191

1,297
1,083

653

1,335
6,691

2,675

(2,000)
386

3,502

1,235
399

4,623
343
196

659
613

370
678

3,284
1,358

(I,ooo)
417

Total 21,141 16.676

12
13

14
15
16
17
18
19
2()
21

Note l: Other relates to 11 expenditures within the Prudence Review order P.U. 13 (2016)

Capital Budget GuidelinesPolicy

lyle Company is required to follow Capital Budget Guidelines Policy number 1900.6. \lgithin dlese
guidelines the Company must apply for approval of supplemental capital budget expenditures and HHe
an annual capital expenditure report by March I of the following year explaining vadances of boil
$100,000 and 10% from budget. Included in the Company's 'Capital Expenditures and Carryover
Report ' dated March 1, 2018, the Company has provided explanations for variances on 70 projects. We
conHunl that the Company is in compliance with this guideline
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Guideline 1900.6 also requires that the Cotnpany provide asutnmary of the actual versus budget
variance for the past 10 years and "should the overall variance in any two yearsexceed 10% of the
budgeted total the report should addresswhether there should be changes to the forecasting or capital
budgeting processwllich should be considered"

[n the Company's 'Capita] Expenditures and Carryover Report' the required schedulewas provided wllich
compared budget versus actual expenditures for 2008 to 2017. Of alls 10 year period, the Cotnpany was
under budgetfor 9 years(mWg from a 6.4% variancein 201I to a 59.8oZovariancein 2015).However, in
2017, the Company's capital spending wasconsistent with budget The averagepercent variancedoting this
10yem period is 21.79%.

[be Company has noted dial over the 9 year period, 2008 to 2016, the annual variance between budget and
actual capital expenditures was piimadly due to under-spending as a result of not completing aHpmjects
appro't'edeach year. The Company attributes ellis to unavoidable delaysdue to factors such as system
consuaints which areprecipitated by changesin hydrology, and equipment failures.

In 2017, there wasasigni6cant increasein spending which, according to Hydro, is pt:unadly asa resultof the
acceleratedin-service date for the 230kV Transmission Line hom Bayd'Espoir to Western Avalon (I'L 267)
project lllxpenditures related to dns project totalled $213,663,700in 2017; this caused a [edistdbution of
$38,000,000holm 2018 planned expenditures to 2017 to better reflect when the funds would be expended
Excluding the Tl- 267 project froth the Company's cunent varianceof 0.07% over budget,results in tile
overall variancebeing approximately 22.75% under budget. Tile acceleration of the IL 267 project resulted
in severalprojects being cannedover into 2018, resulting in the underspending on numerous other projects
In 2017

A breakdown of dle total capital expenditures and budget for 2017 witll val:ianccsby asset category is as
follows:

(000's) 2017Actual 2017Budget Variance %

Generation

]'ransmission and rural Operations
General Properties
Allowance 6orUnforeseen Events

Supplemental Probe(is
New Projects Approved under $50,000

$

['ota] $ 340,742 $ 340,501 $ 241 0.07%

28
29
30
31
32
33
34
35
36

As indicated in the table, total capital expenditures areconsistent with budget. This budgeted amount
includes the approved capital budget projects by tile Board for $302,245,000and canyovers froth 2016
to 2017 of $38,255,700. The Company has reported plat there are 60 projects which were included in
the 2017 budget which have expenditures totaling S24,889,900canned forward to 2018.

Hydro's 'Capital Expenditures and Canyover Report ' disclosesactual and budgeted past expenditures, as
well as actualand budget forecastedexpenditures bel'ond 2017 for each project. A breakdown of tllese
expenditures with vadancesby categoryis as follows:

Audit . Tax . Advisory
© Grant Thornton LLP. A CanadianMember of Grant Thornton International Ltd. All rights reserved
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(ooo',) UPto
2016

Actual
UP to

Total2017 2016 Forecast Total2017
Generation
Hslctro Phults
Tbeanal PLnlts

Gas Ttubines
Total Genemdotl

S 4,1SJ S 12,923 S 17,71 n,snI$ $ 7,0$9 $ 25,501 S 3+,9771$ 160

2,724 2,2401,36S 8,+41 I,H9 L2,530 19
.975 1245

.952 16,563L45 19 IS9 +9.4S.962 le

TmtlsmissionandR\ual
TeaTGlad Sudons

Tra)!missionI..i\es
Disttib\tdoti
Gene abba
ProPedcs
Xletedlg

Tools Nld E(]u+ment
Total Transmission and Rural

29)435
173,193

14,891
9,685

1,008
827

.92

L0,6S9

65,i59
362

1,261
,30

IS7

21,45
29,92S

13.496
t026s

,691
720

2S1,973

74,793

32,96

2,+29
7,335
.,21S
L,996

120,732

L06,933

6,2s7
21,93

6,9W
3,$17

907

4+,798

(527)
749

(43S)
(1,819j

(763)

(3'q

Q

GeneralProperties
L)to radonSntem}
Telecontrol

Ttalspoltaion
A&lGlistra&e
Total GeneralProperties

1,340

3,810
2,708

.435
9,293

3,264

6,649
4.933

16

1,012
1,61$
I,n3

31

+,165

,687

9+5

6,337
+,85+

996

.411

(H) (1%)
(n2) (59%}

(79) (2q)
:+7+'

Otetlutds a)d laspecdotl!
AEoxx'ancet'or Unforeseen Ere1lts

Staple:uei\tJ P(oiKts
Next' Project! i\ppro\'cd mulder S50,000

1,346

33S,056
49

5,336

2,040
29,431

50S

5+56,682

367,s15 1 1$,ss6
2S60

5,177

5,6+6
2&500 2,'m:

502 +5

1960)(!+qq
5,646 n%

+3,79s I (s24,021)
(27) (4q)

327
44

l
2
3
4
5
6
7
8
9

10
11

12
13

14
15

16
17
18

19
20
21
22
23
24
25

s 929,769I$! 5 S3+0,742 Si5+S s 605,sss I $(32+,4351

The largest variances relate to the following assetclasses:thennal plants ($1,191,000 over budget),
generation ($1,829,000under budget),Allowance for UnforeseenEvents ($3,606,000over budget), and
supplemental projects ($324,023,000 under budget).

The variance related to supplemental projects is pl:imadly asa result of the Labrador West
Transmission Project and the Penstock 2 Refurbishment -- Bal' d'Espoir project. The Labrador West
Ti-ansmissionProject was under budget by $316,697,500in 2017,and according to Hydro, this project
variance is primarily due to the 2014 suspension of the project until the comp]etion of the Alderon's
amancing plan. The Penstock 2 Refurbishment Bay d'Espoir project, was under budget by $5,447,400
in 2017, and according to Hydro, this project varianceis primarily attributed to lower than estimated
quantityof weld refurbishment,which could only bedeterminedduring thedetailedinspectionwork
that was completedasa part of the pi'oject. The budgetallowed for 920meters of weld repair,a similar
magnitude that was required for the refurbishment of Penstock #l , however only required 440 meters.

As discussedearlierin this report, the Company hasprovided detailedexplanations on budget to actual
vau:dancesin its 'Capital Expenditures and Carryover Repotl'. For a complete review of tile budget
variancewe refer the readerto the Company's 'Capital Expenditures and Carryover Report

Allowance for UnforeseenEvents

Guideline1900.6setsout the requirementsthat Hydro must follow regardingtheseexpenditures
Theseinclude the following
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e 'Before proceeding with work using the .ADowancefor Unforeseen items account, or as soon
aspractical thereafter, the utility must notiQ the Board in wilting that it intends to proceed
with an expenditure greater than $50,000 without the approval of dte Board using the
Allowance for Unforeseen Items account. Tills notice must set out die detailed circumstances.
including the justification for the expenditure and the reason for the use of the -Allowance for
Unfoi'eseen Items account, providing to the extent available at the time, a scope and costing
for the expenditure."
'Widlin 30 days after the cotnp]etion of the work t]le utility sha]] file adetailed report setting
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tile circumstancesof the expenditure;
any rehabihty or safetyissues;
why tile work was not anticipated in the annual capital budget;
the alternatives considered;
the 6inancialeffects of each alternative and the reasons for the chosen alternative:
a timeline setting out all relevant dates;
the nature and scopeof the work;
the detailed costsincurred; and
any other implications for other aspectsof the utility business/systems.

I'his assetcategoi:yhasan allowanceamount of $2,040,000. The Board approved supplementary
amounts of $500,000 in Order No. P.U. 15 (2017), $540,000in Order No. P.U. 27 (2017), and the
contingency funds of $1,000,000 for the 'Allowance for Unforeseen E't'ends'.Act:ual costs incurred by
Hydro were$5,645,800.Fmin out review,we notedtile following usesof the 'ARowancefor
Unforeseen Events':

Suj:ucture Replacement for 11, 212 and TL 201 -- On March 11, 2017, an intense low pressure
systemtracked over dle province bi:inging snow and intense winds, with gustsbeing recorded
by Environment Canada at 180 km/hr. These winds causedthe failure of three structures on
two of Hydro's transmissionlinesthat supplypower to the Butin andAvalon Peninsulas.Two
of these st.iuctures were on '11, 212, a 138 kV Uansmission hne, and the other on TL 201. a 230
kV transmission line. According to Flydro, replacement of the three structures was of an
urgent and unforeseennature andwas required to restore and maintain reliable serviceto
customersdurhtg the winter. Capital costs of $506,200wereincurred in 2017 andtllese costs
are currency included in rate base,pending approval from dle Board.

e Holyrood Unit 2 Fire DamageRestoration -- On May 1, 2017, a file occurred on the Northeast
corner of the Unit 2 boiler in the Holyrood T'bernal Generating Plant causing aunit uip,
resulting in the lossof 165MW of generation on the Island Interconnected System.According
to Hydro, this significant reduction in generationcapacityat that time could not be sustained;
as a result, sectional replacement of electrical, controls, instrumentation cables and conduits,
and the replacement of the motor control center starterwere required to restore and maintain
reliable service to customers. Due to the presenceof asbestos, adetailed assessmentwas not
iminediatcly possible, and as aresult, the asbestosabate]nent process was expedited. According
to Hydro, the extensive asbestoscleaning and replacement of cabling and equipment was of
urgent nature and wasrequired to enable Hydro to restore and maintain reliable ser:viceto
customer:s.Capital costsof $540,800were incurred in 2017 and thesecostsarecurrently
included in ratebase,pendingapproval froth the Board.

e Bay d'Espoir Penstock I -- On November 4, 2017 aleak was observed in Penstock 1. The leak
occur-ed at the samelocation as the cracks that developed on May 21, 2016 and September 14
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2016, making ellis the third leak in 18 months. Results from dae2016 f:iilure investigation
identified that theareawherethe leakshaveoccurs:edwastile higheststresspoint on the
penstock, and as a result, additional backfH support was already scheduled to be completed in
2018.Upon discoveryof the leak, Penstock I was removedflom serviceto minimize further
damage,resulting in the Bay d'Espoir Unit I and 2 being unavailable.According to Hydro, due
to thenecessityof returning Bayd'Espoir Unit I and2 backto serviceprior to thewinter
season,and tile requirement to ensurereliability tllrough the winter, an emergencyrepair and
upgrade pro)ect was executed. Given the risk of failure of a repair only option, the
advancement of a poi:bon of dae2018 Back6N Refurbishment Project was deemed necessary
by Hydro. According to Hydro, theplacementof structuralsoilcover on Bayd'Espoir
Penstock I and the reinforcement of MePenstockin this areaareof urgent andunforeseen
nature, and are required to enab]e Hydro to provide re]iab]e senrice to customers. Capital costs
of $4,598,800 were incurred in 2017 and these costsare cutrendy included in rate base,pending
approval from the Board.

BoardOrder P.U. 13 (2017)

In Order No. P.U. 13 (2017), the Board approved $11,425,200 for expenditures at the Bay d'Espoir
Hydroelecuic Generating Facility; $9,063,700to inspect and refurbish Bay d'Espoir Penstock2 and
$2,361,500 to complete a major overhaul on the Bay d'Espoir Unit 3 Turbine. With regards to the
$9,063,700approved to inspect and refurbish the Penstock2, the Board ordered Flydro to file an
analysis by aqualified engineer (or other expert), containing nmdings on the weld condition and
indicating whether ot not the work must proceed; this report wasMcd with the Board on May 15,2017
Hydro was alsoordered to 6Hecopies of any subsequentinspection and assesstnentrepotls in
connection witll tile refulbishlnent; a subsequentreport was Heedwith the Board on August 9,2017

Based upon our analysis, Hydro failed to file a report on the use of the Allah,ance for
UnforeseenEventswithin 30 daysof the completion of thework on the following occasion:

e Emergency Repairs Penstock I -- Bay d'Espoir. This project was completed on
December 15,2017,hon'everthe report wasnot filed with the Board until January 19,
2018

Capital Expendiaire Reports
Con6umation wasreceivedfrom the Board that the Company shedquarterly Capital Expenditure
reportsfor the 2017 calendaryear.
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