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1.0 Executive Summary: Robust & Proactive Regulatory Oversight is Critical in an
Era of Unprecedented Volatility, Uncertainty, Complexity and Ambiguity

Newfoundland and Labrador Hydro’s (NLH) 2026 General Rate Application (GRA) to the Board of
Commissioners of Public Utilities (PUB) is based on a 2027 Test Year and incorporates the Muskrat
Falls Supply Costs within the proposed revenue requirement for the first time since the Muskrat
Falls Assets were commissioned.

NLH’s 2027 Test Year revenue requirement has been mitigated to approximately $798 million
through the application of the Government’s Rate Mitigation Plan, with NLH’s portion of
Domestic customer annual rate increases on the Island Interconnected System being limited to
the 2.25% targeted in the Rate Mitigation Plan.

The purpose and scope of this Evidence is to evaluate and make recommendations related to
NLH’s position on the timing of its next GRA and NLH’s 2027 Test Year revenue requirement
proposals, regulatory accounting proposals and update of its intercompany transactions costing
guidelines.

The collective circumstances surrounding this GRA suggest an approach to the PUB regulatory
oversight of NLH on a go-forward basis that is robust and proactive in an environment where the
stakes are high for ratepayers and stakeholders - considering unprecedented volatility,
uncertainty, complexity and ambiguity in the energy sector and NLH’s operating environment as
well as significant cost and rate pressures.

1.1 It is Recommended that the PUB Direct NLH to File its Next Comprehensive GRA in 2028
and that this GRA Include Both a 2029 Test Year and 2030 Test Year and Forecasts to 2033

NLH’s position that it file its next comprehensive GRA no earlier than 2030 (2031 Test Year) was
evaluated for reasonability based on NLH’s operating environment and expected rate pressures.

NLH’s Position on Next GRA (2030) is Compliance Based & Focused on Administrative Efficiency

NLH’s position is that rates for the next three test years (2028 to 2030) be established through
annual rate adjustment applications and that it will not file a comprehensive GRA with the PUB
until 2030 (2031 Test Year) at the earliest (minimum of a four year interval until the next GRA).
This position is a compliance based approach, focused on historic test-years and administrative
efficiency and is risky given the current environment and build up of rate pressures in the next
four years.

Circumstances Suggest Robust & Proactive PUB Oversight is Critical in this Environment

There is unprecedented volatility, uncertainty, complexity and ambiguity (VUCA) in NLH’s
business, operational and financial environment associated with the energy transition, the expiry
of the Rate Mitigation Plan in 2030 and the recent signing of a framework agreement between
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NLH and Hydro-Quebec related to Churchill Falls. Future rate mitigation uncertainty and other
cost pressures related to capital expenditures, operating costs and regulatory deferrals,
directionally point to significant revenue requirement and rate pressures to 2030 and beyond.

These circumstances suggest that PUB regulatory oversight of NLH on a go-forward basis needs
to be robust, taking a macro-level (top-down) view of the electricity system through proactive
policy making, with the primary focus on regulatory effectiveness and protecting the public
interest.

Recommendation to the PUB to Direct a Comprehensive GRA be Filed by NLH in 2028

It is recommended that the PUB direct NLH to file its next comprehensive GRA in 2028 to include
both 2029 and 2030 Test Years and file a medium-term financial forecast of at least three
additional forecast years (2031, 2032 and 2033) for a total of five years of forecasts (2029 to
2033). This approach ensures the continued effectiveness of the PUB’s regulatory oversight,
allows for timely regulatory review of significant capital expenditures, other rate pressures and
regulatory deferral accounts, while balancing considerations of regulatory efficiency.

It is also recommended that the PUB direct NLH to file strategically oriented documents in the
next comprehensive GRA, to strengthen regulatory oversight and provide critical context of how
strategic direction, aspirations, strategies and risk tolerances shape utility plans, revenues and
cost estimates that form the basis of GRA filings and rates. These strategically oriented
documents include: (i) strategic plan/overarching business strategy, (ii) risk management report
and risk tolerances, (iii) asset management maturity and strategic asset management plan, (iv)
debt management strategy and (v) artificial intelligence strategy.

1.2 There are Recommended Adjustments & Outstanding Concerns Related to NLH’s 2027 Test
Year Revenue Requirement Proposals

NLH’s 2027 Test Year revenue requirement proposals were evaluated, focusing on issues related
to operating costs, depreciation & accretion and return on rate base.

Operating Cost Adjustment Recommendations

NLH’s assertion that its 2027 Test Year operating costs are forecast to be approximately 10%
lower than the 2019 Test Year forecast in real dollars was evaluated with the analysis indicating
that the growth in NLH’s normalized operating costs between 2019 actual and 2025 actual of 18%
or 2.8% per year was consistent with the growth in the Consumer Price Index. Recommendations
to the PUB with respect to the 2027 Test Year operating costs are:

1. That the proposed $4 million productivity allowance be increased by $1 million to S5
million for the 2027 Test Year, considering the 23% escalation of costs since the last GRA
and the additional opportunities to obtain efficiencies and productivity resulting from fast
advancing technology and artificial intelligence; and
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2. That the proposed $6 million vacancy allowance be increased by $1 million to $7 million
for the 2027 Test Year, considering the most recent actual vacancy factor experienced by
NLH in 2025.

Depreciation & Accretion Filing Recommendations for the Next GRA

Itis recommended that the PUB direct NLH to provide supplemental evidence to support material
changes to depreciation methodologies and depreciation expense and to bridge the gap
between summary tables in the GRA filing and large technical depreciation studies when such
studies are filed at future GRAs.

Rate Base & Return on Rate Base — Observations, Conclusions & Recommendations

With respect to rate base and return on rate base, observations, conclusions and
recommendations are:

1. The $115 million proposed Muskrat Falls working capital allowance is reasonable for
rate-setting purposes;

2. It would be beneficial to confirm the appropriate regulatory treatment of the $9 million
of interest cost of service exclusions during the upcoming oral GRA hearing; and

3. That the PUB direct NLH to file its debt management strategy and policies/guidelines for
the use of variable-rate short-term debt and variable-rate long-term debt at the next GRA,
considering growing levels of debt at NLH, to ensure the prudency of NLH’s financing
strategies and to appropriately balance the benefits and risks of variable-rate debt on
behalf of ratepayers.

1.3 There are Recommended Adjustments & Outstanding Concerns Related to NLH’s Update of
Its Intercompany Transactions Costing Guidelines

NLH updated and made proposed changes to its Intercompany Transactions Costing Guidelines
(ITCG) that are used to allocate over $34 million of shared service costs between its regulated
operations and non-regulated operations. The updates and proposed changes primarily result
from the passage of time and a corporate reorganization. The last comprehensive review of the
ITCG by the PUB occurred in the 2013 GRA.

Recommended Acceptance of Three ITCG Methodology Changes for the 2027 Test Year

NLH is proposing three methodological changes to the ITCG, which are evaluated as being
reasonable and recommended to the PUB for acceptance for the purpose of setting rates for the
2027 Test Year:



1. Two changes to (i) transition to a one-step allocation approach in order to allocate
administrative business unit costs and (ii) to remove administrative business unit
components from allocator calculations. These proposed changes are practical, remove
unnecessary complexity/false precision and improve the administrative simplicity,
transparency and traceability of the allocation of shared service costs; and

2. A change to introduce a 2-factor hybrid allocator (50% equal weightings to gross
property, plant & equipment and operating & maintenance costs) to allocate executive,
corporate secretary, communications and safety, health & environmental shared service
costs. This proposed change is a directional improvement as these costs are most
appropriately allocated using composite allocators that reflect the size, scale, scope and
complexity of the operating units of NLH.

However, it is also recommended that the PUB direct NLH to re-evaluate the inclusion of revenue
and potential development of a 3-factor composite allocator to allocate these governance costs
and report on this re-evaluation at its next GRA.

Recommended Adjustment to the Allocation of IT Costs for the 2027 Test Year

It is recommended that the PUB approve a cost allocator for IT costs that is weighted (i) 50% to
FTEs and (ii) 50% to NLH’s proposed 2-part hybrid allocator - to improve cost causation related
to the diverse range of NLH’s IT costs and simplify the allocations. This recommendation would
reduce the proportion of shared service IT costs allocated to regulated operations to 44% (from
57% based solely on average users as proposed by NLH) and reduce operating costs by $2.6
million for the 2027 Test Year.

Outstanding ITCG Issue for Further Consideration at this GRA

There is an outstanding issue in this GRA regarding the prudency of net administration fees
allocated from non-regulated operations as the PUB assesses both the prudency and necessity
of the underlying shared service costs in addition to the appropriateness of the shared service
allocation framework.

1.4 There are Alternative Recommendations with Respect to NLH’s Regulatory Deferral
Account Proposals

NLH’s 2027 Test Year regulatory deferral account (RDA) proposals were evaluated, with areas of
recommended acceptance and alternative recommendations outlined below.

Recommended Acceptance of NLH’s RDA Proposals

Recommendations for PUB acceptance of NLH’s RDA proposals, are summarized as follows:



1.

Approval of NLH’s proposals to amortize the balance in the Muskrat Falls Sustaining
Capital RDA based on the composite depreciation rates of the Muskrat Falls Assets and
include this RDA in rate base. It is also recommended that the PUB continue to scrutinize
these sustaining capital expenditures in future GRAs given their unique regulatory
treatment and annual variability; and

Acceptance of NLH’s position that the Holyrood TGS Accelerated Depreciation RDA
recovery period will not be determined in the current GRA proceeding. It is also
recommended that the recovery period be determined at a future comprehensive GRA
proceeding and not at a separate standalone regulatory proceeding.

Alternative Recommendations with Respect to NLH’s RDA Proposals

Alternative RDA recommendations to the PUB related to NLH’s proposals, are summarized as
follows:

1.

Approval of an amortization period of 10-years (versus eight-years proposed by NLH) for
the Business Systems Transformation Program RDA, considering the size of the deferral,
the nature of the deferred costs and plans for continued service. This recommendation
would decrease 2027 Test Year amortization by $0.3 million;

Approval of an amortization period of two-years (versus eight-years proposed by NLH) for
the Phase Two Hearing Costs RDA, considering the smaller size of the deferral and the
long passage of time since the associated regulatory proceeding concluded. This
recommendation would increase 2027 Test Year amortization by $0.6 million;

Approval of an amortization period of five-years (versus eight-years proposed by NLH) for
the Reliability & Resource Adequacy Study Review RDA, considering the recency of
additions to the RRA Study RDA and the larger balance in the account. This
recommendation would increase the proposed 2027 Test Year amortization by $0.4
million;

Approval of an amortization period of two-years (versus four-years proposed by NLH) for
the External GRA Hearing Costs RDA, consistent with the recommendation that the PUB
direct that the next NLH comprehensive GRA be filed in 2028. This recommendation will
increase 2027 Test Year amortization by $0.4 million; and

Approval of financing charges for the Long-Term Supply Cost Variance Deferral Account
at the short-term borrowing rate (WACC proposed by NLH), considering the nature and
expected operation of this RDA, NLH’s capacity to finance this RDA through its short-term
borrowing facilities and concerns with respect to the inconsistency of higher WACC
financing costs and the Government’s Rate Mitigation Plan.
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2.0 This Evidence Evaluates NLH’s Position on the Timing of Its Next GRA and 2027
Test Year Revenue Requirement Proposals and Regulatory Accounting Proposals

This Section of the Evidence provides a summary of NLH’s 2026 GRA (2027 Test Year) revenue
requirement and regulatory accounting proposals. It also provides an overview of the
qualifications and duties to the PUB of Mr. Rainkie and the purpose, scope and organization of
the Evidence.

The NLH 2026 GRA is based on a 2027 Test Year and incorporates the Muskrat Falls supply costs
within NLH’s revenue requirement for the first time since the assets were commissioned. NLH’s
2027 Test Year revenue requirement has been mitigated to approximately $798 million through
the application of the Government’s Rate Mitigation Plan, with NLH’s portion of Domestic
customer annual rate increases on the Island Interconnected System being limited to the 2.25%
targeted in the Rate Mitigation Plan.

The purpose and scope of this Evidence is to evaluate and make recommendations related to
NLH’s position on the timing of its next GRA and to evaluate and make recommendations on
NLH’s 2027 Test Year revenue requirement proposals, regulatory accounting proposals and the
update of NLH’s Intercompany Transactions Costing Guidelines.

2.1 NLH is Requesting Approval of a Targeted 2.25% Rate Increase Effective July 1, 2027 for
Domestic Customers on the Island Interconnected System Consistent with the Rate Mitigation
Plan

The last comprehensive public review of NLH’s revenue requirements and electricity rates by the
PUB occurred in 2017 and 2018. That review was based on NLH’s 2018 and 2019 Test Years (the
last NLH GRA which is referred to as the 2017 GRA) and resulted in PUB Order No. P.U. 16(2019),
dated May 7, 2019.

On May 27, 2026, NLH filed the 2026 GRA (2027 Test Year) with the PUB, requesting approval of
the following revenue requirement proposals and regulatory accounting proposals?:

1. Rates & Rate Increase: NLH’s proposal is to have its 2027 Test Year revenue requirements,
and resulting rates, reflect the costs of providing electricity service and the Government’s
Rate Mitigation Plan, including approximately $502 million of rate mitigation funding to
offset these revenue requirements. NLH’s portion of Domestic customer annual rate
increases on the Island Interconnected System is limited to the 2.25% targeted in the Rate
Mitigation Plan (effective July 1, 2027) and other rate classes on the Island Interconnected
System who are supplied by Muskrat Falls (including Island industrial Customers and
NLH’s Rural Customers) are also subject to the rate mitigation?;

L NLH Letter of Application, Section B, pgs. 7 to 9 and Chapter 5, Section 5.8, pgs. 5.29 and 5.30
2 Chapter 1, Section 1.1, pg. 1.1
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2. Revenue Requirements: For the purpose of calculating NLH’s 2027 Test Year: (i) a revenue
requirement of $798 million (ii) a forecast average rate base of $2.802 billion (iii) a rate
of return on rate base/weighted average cost of capital (WACC) of 4.88% in a range of
4.68% to 5.08% (iv) a forecast capital structure for 2027 of approximately 74.5% debt,
21.8% equity and 3.7% zero cost capital® (v) a Holyrood conversion rate of 563 kWh per
barrel (vi) the continued use of the working capital allowance methodology, including a
new and separate working capital allowance related to Muskrat Falls supply costs? (vii)
proposals with respect to NLH’s depreciation rates and methodology based on
recommendations in the 2023 Depreciation Study and 2024 Technical Update® and (viii)
updated Intercompany Transactions Costing Guidelines related to the allocation of shared
service departments between NLH’s regulated operations and non-regulated
operations®; and

3. Regulatory Accounting: The disposition and amortization of balances in existing
regulatory deferral accounts (RDAs), including: (i) Business Systems Transformation
Program RDA (ii) Frequency Converter Depreciation RDA (iii) Phase Two Hearing Costs
RDA (iv) Reliability & Resource Adequacy Study Review RDA (v) Muskrat Falls PPA
Sustaining Capital RDA (vi) Electrification Cost RDA (vii) Return on Equity Rate Change RDA
and (viii) External GRA Hearing Costs RDA. The creation of a new Long-Term Supply Cost
Variance Deferral Account (LT SCVDA) effective January 1, 2027, with interest calculated
based on the WACC in NLH’s latest approved test year.

2.2 Mr. Rainkie has 36 Years of Multi-Faceted Experience in Public Utility Leadership, Rate-
Regulation and Financial Management & Acknowledges His Duties to the PUB

Mr. Rainkie is an independent regulatory consultant (2017 to present) and works closely with Ms.
Derksen in a joint regulation consulting practice to provide a full range of regulatory services to
clients that participate in or are impacted by rate-regulation. Areas of focus include regulatory
strategy and ratemaking policy, regulatory process matters, revenue requirements and fiscal
matters, internal and external cost allocation, rate design, contribution policy, marginal cost-
based ratemaking, review of large capital projects, as well as energy transition and integrated
resource planning matters.

Mr. Rainkie received a Bachelor of Commerce (Honours) with distinction from the University of
Manitoba (1988), majoring in accounting. Mr. Rainkie is a Chartered Accountant (1991) and
Chartered Professional Accountant registered with CPA Manitoba and is a Chartered Business
Valuator (1993) registered with the Canadian Institute of Chartered Business Valuators.

3 Chapter 5, Section 5.4.1, Table 5-9, pg. 5.14
4 Chapter 5, Section 5.3.2, pgs. 5.12 and 5.13
5 Chapter 5, Section 5.2.5, pg. 5.6

6 Chapter 3, Section 3.1.2, pgs. 3.8 t0 3.9
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Mr. Rainkie is responsible for the preparation of evidence related to revenue requirement and
regulatory accounting matters before the PUB in this proceeding. Ms. Derksen is responsible for
the preparation of evidence related to cost of service and rate design matters before the PUB in
this proceeding.

Mr. Rainkie has 36 years of hands on and multi-faceted expertise in public utility leadership, rate-
regulation and financial management, with demonstrated experience in applying and integrating
this diverse experience into the rate-making framework of complex regulated enterprises. He
specializes in providing public utility regulatory and financial advisory services to clients, with an
emphasis on the evaluation of regulatory strategy and ratemaking policy and revenue
requirement and fiscal matters.

Mr. Rainkie has a deep specialization in all aspects of ratemaking, progressively throughout his
career, including acting as an advisor to the Manitoba Public Utilities Board from 1990 to 1994,
analyst and managerial roles in the Regulatory Services department of Manitoba Hydro and
Centra Gas between 1994 and 2006, senior and executive level responsibilities associated with
regulatory affairs between 2006 and 2017 and an independent expert regulatory consultant from
2017 to present.

In addition to his extensive ratemaking experience, Mr. Rainkie’s experience relevant to the
evidence to be provided in this proceeding includes executive level public utility and financial
experience as a former Corporate Treasurer, Corporate Controller, Vice-President of Finance &
Regulatory Affairs and Chief Financial Officer and Acting President & Chief Executive Officer of
Manitoba Hydro and Centra Gas between 2006 and 2017.

As Chief Financial Officer of Manitoba Hydro and Centra Gas, he was responsible for the executive
leadership of the Controller, Treasury and Rates & Regulatory Affairs divisions, the Financial
Planning Department and Corporate Risk Management Department. In these roles, Mr. Rainkie
had responsibility for overseeing, setting and developing Manitoba Hydro and Centra Gas:

Corporate and business unit strategies and financial plans,
Financial targets,

Long-term financial forecasts,

Operating and capital cost budgets,

Financing plans and debt management strategies,
Regulatory policies and rate applications,

Corporate risk management activities; and

Financial reporting.

©® N UAEWNR

Mr. Rainkie has testified before the Manitoba Public Utilities Board on multiple occasions over
the last 25 years, as an independent expert witness on behalf of the Consumers’ Association of
Canada (Manitoba Branch) (CAC) and the Consumers Coalition and an executive policy and
subject matter witness for Manitoba Hydro and Centra Gas.
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Mr. Rainkie has provided consulting advice to the Consumers Coalition on a number of Manitoba
Public Insurance GRAs before the Manitoba Public Utilities Board with respect to overall case
theory, corporate strategy, leading operating cost budgeting practices for regulated utilities and
key performance indicators.

Mr. Rainkie has:

1. Provided opinion evidence and testified before the Nova Scotia Energy Board (Nova Scotia
Power Inc’s Pricing and Terms & Conditions of Service to Municipal Utilities);

2. Provided opinion evidence and testified before the New Brunswick Energy and Utilities
Board related to a review for cross-subsidization between Liberty Utilities New Brunswick
distribution function and gas sales function; and

3. Provided opinion evidence to the Alberta Utilities Commission related to residential and
streetlighting distribution investment policies for four Alberta electric distribution utilities
(ATCO, ENMAX, EPCOR and Fortis).

Mr. Rainkie has also provided extensive consulting advice to a residential intervenor (Council of
Senior Citizens’ Organizations of BC et al or COSCO) over the last six years on numerous
regulatory proceedings before the British Columbia Utilities Commission on a range of subject
matters, including revenue requirements, major capital project reviews, demand side
management reviews, integrated resource plans and rate-setting frameworks - related to natural
gas, district energy and electric utilities.

Mr. Rainkie’s full curriculum vitae is provided as an attachment to this Evidence.

Duties to the PUB and Independence

Mr. Rainkie acknowledges that he has a duty to provide evidence that is fair, objective and non-
partisan, related only to matters within his areas of expertise and to provide such additional
assistance as the PUB may reasonably require to determine issues in this proceeding.

2.3 This Evidence Evaluates NLH’s Position on the Timing of NLH’s Next GRA and 2027 Test Year
Revenue Requirement Proposals and Regulatory Accounting Proposals

The purpose of this Evidence is to evaluate NLH’s position with respect to the timing of its next
GRA and evaluate NLH’s revenue requirement and regulatory accounting proposals and provide
related observations, conclusions and recommendations to the PUB, for rate-setting purposes.

In this proceeding, Mr. Rainkie is providing this independent evidence on behalf of the Consumer
Advocate.
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The Sections of the Evidence that follow are organized into the following topic areas:

e Section 3.0: Evaluation of NLH’s position with respect to the timing of the filing of its next
GRA;

e Section 4.0: Evaluation of NLH’s 2027 Test Year revenue requirement proposals;

e Section 5.0: Evaluation of NLH’s update of its Intercompany Transactions Costing
Guidelines; and

e Section 6.0: Evaluation of NLH’s 2027 Test Year regulatory deferral account proposals.

Please note the following for the Sections of the Evidence that follow:

e All dollar figures are in $ millions, unless otherwise noted; and

e Many tables have been rounded to the nearest $1 million which may result in immaterial
rounding differences from the more detailed figures provided by NLH in its GRA filing and
responses to requests for information.
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3.0 Robust & Proactive Regulatory Oversight is Critical in an Era of Unprecedented
Volatility, Uncertainty, Complexity and Ambiguity and Associated Rate Pressures

This Section of the Evidence evaluates NLH’s position that rates for the next three test years
(2028 to 2030) should be established through annual rate adjustment applications and that it
does not plan to file a comprehensive GRA with the PUB until 2030 (2031 Test Year) at the earliest
(minimum of a four year interval until the next GRA).

The reasonableness of NLH’s position is considered from a number of perspectives including the
unprecedented volatility, uncertainty, complexity and ambiguity (VUCA) in NLH’s business,
operational and financial environment associated with the energy transition, the expiry of the
Rate Mitigation Plan in 2030 and the recent signing of a framework agreement between NLH and
Hydro-Quebec related to Churchill Falls.

Additionally, future cost and rate pressures in the next number of years are analyzed including
$188 million of revenue requirement offsets for the 2027 Test Year that are not expected to
reoccur in this order of magnitude in the future and increasing levels of capital expenditures,
escalation of operating costs and build up of regulatory deferral accounts. It is concluded from
the analysis that future rate mitigation uncertainty and other cost pressures directionally point
to significant revenue requirement and rate pressures to 2030 and beyond.

Collectively, this analysis suggests an approach to PUB regulatory oversight of NLH on a go-
forward basis that is more robust, takes a macro-level (top-down) view of the electricity system
through proactive policy making, with the primary focus on regulatory effectiveness and
protecting the public interest in an environment where the stakes are high for ratepayers and
stakeholders. NLH’s position is a micro-level (bottom-up) and compliance based approach, with
a primary focus on historical test years and administrative efficiency and is risky given the current
environment and the potential build up of rate pressures in the next four years.

It is recommended that the PUB direct NLH to (i) file its next comprehensive GRA in 2028 to
include both a 2029 Test Year and a 2030 Test Year and (ii) file a medium-term financial forecast
of at least 3 additional forecast years (2031, 2032 and 2033) for a total of 5 years of forecasts
(2029 to 2033) as part of the comprehensive GRA filing.

The filing of a comprehensive GRA by NLH in 2028 is a balanced approach to ensure the continued
effectiveness of the PUB’s regulatory oversight while allowing for administrative and regulatory
efficiency. These recommendations will give the PUB and intervenors prospective insight into
the post 2030 business, financial and rate environment of NLH and allow for proactive
understanding of rate pressures and potential rate paths post 2030, in order to consider rate
stability and predictability for ratepayers and stakeholders.

These recommendations also allow for timely regulatory consideration of significant capital
expenditures while construction is under way, other rate pressures that are forecast to occur and
the build-up in regulatory deferral accounts.
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3.1 NLH’s Approach to Regulatory Oversight by the PUB is Focused Mainly on Historical Test-
Years, Compliance-Based Regulation & Administrative Efficiency

NLH’s position is that rates effective July 1, 2028, July 1, 2029 and July 1, 2030 be established
through annual rate adjustment applications. Under this proposed approach, NLH would apply
annually for approval of revised rates rather than filing a new comprehensive GRA based on a
new test year for each year. NLH notes that annual updates to rates to reflect recoveries from
or balances owed to customers, primarily related to supply costs, are a long-standing practice
approved by the PUB for NLH’. NLH confirmed that 0C2024-062 does not prescribe the rate-
setting process that the PUB is to use to approve the targeted rate increases in the Rate
Mitigation Plan&.

NLH’s position is that the 2027 Test Year be the only PUB-reviewed test year in effect during the
remaining term of the Government’s Rate Mitigation Plan through 2030. NLH notes that
historically, utilities in Newfoundland and Labrador have used a test-year approach, with
comprehensive reviews conducted periodically, often every three to five years, rather than
annual test year proceedings. In NLH’s view, this approach promotes regulatory efficiency while
maintaining regulatory oversight through PUB-approved rate adjustments and deferral account
mechanisms. NLH proposes to continue to provide quarterly reporting to the PUB and
intervenors on actual financial results, regulatory accounts and rate mitigation funding®.

The implications from NLH’s above-noted positions are that rates for the next three test years
(2028, 2029 and 2030) are proposed to be established through annual rate adjustment
applications and that it does not plan to file a comprehensive GRA with the PUB until 2030 (2031
Test Year) at the earliest. This proposal would result in at least a four year interval between the
2027 Test Year and a 2031 Test Year.

NLH’s proposal for at least a four year interval to the filing of its next comprehensive GRA is
concerning as the next GRA becomes mainly an exercise in retrospective accountability and
essentially represents a compliance-based approach to regulatory oversight with a primary focus
on administrative efficiency.

Under NLH’s suggested approach, a GRA process becomes mainly focused on critical assessment
of past figures, to check if actual spending matched to approved spending and prudence reviews
in terms of looking backward at historical spending and build ups of numerous regulatory deferral
accounts and the potential disallowance of imprudent and unapproved costs. This is especially
the case if NLH only provides one test-year of cost and revenue forecasts, as is the situation in
the current GRA, with only the 2027 Test Year and eight historic years (2019 actuals to 2026
forecasts) under review. NLH had considered filing both 2026 and 2027 test years as part of the
2026 GRA but as a result of delays and other regulatory priorities, the filing of a 2026 Test Year

7 CA-NLH-224 a
8 CA-NLH-352
9 CA-NLH-224 c d
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was no longer practical. NLH also considered filing a 2028 Test Year but a 2028 forecast had not
been developed as part of the GRA preparation process and doing so would have further delayed
the filing of the GRA1°,

Further, under NLH’s suggested approach, the focus tends to be more of a compliance focus of
whether the calculations of revenue requirements and rates in accordance with the regulatory
rules (regulatory methodology/framework, past PUB Orders and Government OICs).

Lastly, NLH’s focus in delaying the next comprehensive GRA for at least four years is in large part
based on administrative and regulatory efficiency.

In the sub-sections that follow, the reasonableness of NLH’s proposal for a minimum four year
interval before filing of the next comprehensive GRA is reviewed considering the current and
expected environment in the energy sector and associated affordability and rate pressure
concerns on a go-forward basis.

3.2 The Energy Transition is Inherently an Era of Unprecedented Volatility, Uncertainty,
Complexity and Ambiguity for Electric Utilities such as NLH

Utilities across Canada and North America are grappling with the threats and opportunities that
are associated with the disruptive/transformative forces of the energy transition that are
reshaping the energy sector.

Regulated monopoly electric utilities have historically operated in a stable environment with a
long-standing traditional cost of service business model. Under this legacy business model, the
utilities built centralized power plants and had stable revenue streams based on selling electricity
in one direction to passive consumers (growth in consumption) and receiving financial returns
based on capital expenditures (growth in rate base).

The transformative forces of the energy sector are disrupting the many decades old legacy cost
of service business model of electric utilities. At a high level, there are uncertainties associated
with government energy and climate policy, customer behaviour and expectations and emerging
energy resources and technologies. Customer expectations are changing, and concepts being
discussed in the energy sector range from passive consumers (consume energy only), to
prosumers (consumer and producer of energy) to flexumer (actively managing when energy is
consumed and providing produced energy back to the grid at the peak times of need).

In this environment, utility business model elements will need to be reconsidered in terms of
what is reliable service and providing value to customers, what is the new cost structure in this
environment and what revenue streams are required to match the cost structure and remain
financially viable. Utility operating model elements such as organizational structure, processes,

10 pUB-NLH-009
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people, projects and systems will also need to be revised in order to execute adaptations to the
traditional business model.

The energy sector is considering alternative business models/concepts such as energy as a
service, energy as a platform, virtual power plants and distributed energy resources to respond
to customer expectations and develop new sources of revenue.

A helpful framework to use to summarize the transformative forces/structural changes of the
energy transition is the 5 D’s framework — decarbonization (replacing fossil fuels with renewable
energy sources), decentralization (shifting from massive, centralized power plants to localized
energy generation), democratization (everyday consumers/communities having a direct role in
producing, managing and benefiting from energy), deregulation (expanding energy services,
adapting business models and market competition) and digitization (using smart technologies to
optimize power grids in real time).

These transformative forces/structural changes have created an unprecedented era of volatility,
uncertainty, complexity and ambiguity (VUCA) for electric utilities such as NLH. While by no
means an exhaustive list, the VUCA for electric utilities includes unpredictable power flows from
intermittent resources, revenue instability, shifts in policy/regulatory frameworks, stranded
asset risks, managing multi-directional smart grids, cyber security risks, integrating massive
amounts of data with legacy systems, threats of death spirals and electrification boom and
blurred industry boundaries with third party energy providers.

While NLH’s 2026 GRA filing is mainly focused on historical/retrospective information on costs
and revenues and regulatory deferral accounts and a single 2027 Test Year forecast, there are
portions of the application and associated hearing materials that acknowledge the forward-
looking threats and opportunities associated with the 5 D’s and associated VUCA:

e NLH 2026 GRA Filing: NLH acknowledges that the energy sector is evolving, including
technological innovation, increased demand/consumption through broad electrification.
NLH has a role in informing and enabling public policy developments associated with
electrification and increased wind energy integration and is focused on displacing fossil
fuel consumption. NLH notes that electrification and market pressures have driven
increased costs for both capital investments and operating costs, which have introduced
operational risk!;

e NLH 2025 Annual Report: NLH is prioritizing supporting the growth of renewable energy
by collaborating with Government and industry stakeholders to evaluate and advance
viable projects, advancing electrification and demand management, optimizing the value
of provincial energy resources and integrating renewable energy resources in local and
isolated communities!?;

11 Chapter 1, Section 1.4, pgs. 1.13 and 1.14
12 CA-NLH-084 a — 2025 Annual Report (link) pg. 37
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NLH 2025 MD&A: NLH outlines key business risks to include strategy risks associated with
the evolution of the energy industry and system expansion as changes in provincial
economic forecasts, federal and provincial energy policy, customer usage patterns and
industrial development can be expected to impact how energy is utilized in the province
and beyond®3; and

NLH 2026-2030 Strategic Plan: NLH acknowledges navigating the energy transition and
that demand for electricity is outpacing traditional utility timelines for approval and
construction of the new developments that are necessary to meet this demand. NLH also
outlines external factors that present challenges and enable solutions such as climate
change and challenging weather events, cybersecurity threats, geopolitical uncertainty,
global supply chain disruptions, tightening labour markets and system complexity and
growth4,

Overall, it is noted that there is a paucity of strategically oriented and top-down materials in the
NLH 2026 GRA filing to facilitate robust and prospective regulatory oversight by the PUB and
understanding by intervenors, in the era of the energy transition and associated VUCA. While
rate-regulation necessarily focuses on figures to set rates, those figures do not exist in a vacuum.
Rather, the figures provided in the revenue requirement forecasts are a direct product of the
strategic direction, aspirations, strategies and risk tolerances of the regulated utility which are
then translated into plans from which the figures (costs and revenues) are derived.

There are a number of observations where enhancements could be made to the strategically
oriented and top-down materials provided by NLH in its GRA filings, which are summarized as
follows:

1.

Strategic Plan or Overarching Business Strategy!®: NLH did not file its strategic plan as
part of its GRA filing —it had to be requested in the first round of requests for information.
NLH’s 2026 to 2030 strategic plan and response to information request addressing the
external transformative forces® is typical of the outcome of strategic planning exercises
in terms of long lists of laudable initiatives that are mainly inward facing and represent
operational imperatives rather than strategic imperatives (involving choices and trade-
offs). NLH’s strategic plan appears to be mainly focused on monitoring, readiness and
engagement activities (qualitative focus) to largely optimize its legacy business and
operating model - rather than building a strategy around the strategic themes and does
not include quantitative performance metrics and associated targets. It does not yet
represent an overarching business strategy that is focused on adapting its business model

13 CA-NLH-028 b — 2025 Annual Report (link) pg. 16

14 CA-NLH-028 a — 2026-2030 Strategic Plan (link) pg. 5
15 CA-NLH-028 a c and CA-NLH-48 a b and CA-NLH-245
16 CA-NLH-236
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and operating model to navigate the energy transition and associated external facing
transformative forces;

2. Risk Management Report & Risk Tolerances?’: NLH did not file a risk management report
with its GRA filing and when requested to do so the utility provided a link to its
management discussion and analysis (summary of key business risks) as part of its 2025
Annual Report. When requested to provide information with respect to risk
guantification, risk tolerances, residual risk assessment and risk treatment associated
with its key business risks, NLH refused to provide this information and provided a generic
response that such information is not relevant to the 2027 Test Year;

3. Asset Management Maturity & Strategic Asset Management Plan (SAMP)!%: NLH
indicated that it did not have a formally documented SAMP and that an external
assessment of its asset management needs and readiness assessment was conducted in
2022 with a number of opportunities (39 recommendations) for improvement and that
individual maturity assessments generally ranged from 12% to 33%. NLH also indicated
that the PUB had engaged a consultant in 2025 to perform a gap assessment against Asset
Management Standards but could not comment on this review as it had not yet been
released by the PUB;

4. Debt Management Strategy!®: When requested to provide its policy and guidelines with
respect to limits on the use of variable rate debt in its debt portfolio, NLH responded that
it does not have a prescribed target and percentage allocation or standalone limit for
variable-rate debt and that short-term variable rate debt and long-term variable-rate
debt represents 0% of its total debt portfolio as it is focused on limiting its exposure to
variable interest rate fluctuations. NLH also indicated that it is not aware of the PUB
review of its debt management strategies at a prior GRA proceeding; and

5. Artificial Intelligence (Al) Strategy?’: NLH discussed the leveraging of technology within
the organization supports all aspects of its business, mitigates operational risk and
enables workforce productivity — but indicated that it is at the early stages of
implementing an enterprise approach to Al.

It is recommended that the PUB direct NLH to provide the above-noted strategically oriented
documents as part of its future GRAs — to aid in strengthening regulatory oversight and provide
critical context to the PUB and intervenors in terms of how strategic direction, aspirations,
strategies and risk tolerances shape utility plans and revenues and cost estimates that are
included in proposed revenue requirements in GRA filings.

It is also noted that the rate base/rate of return (RBROE) rate setting framework is a strict and
formulaic rate-setting methodology that is of questionable relevance to a crown-owned
monopoly such as NLH, given that RBROE rewards utilities for spending on capital expenditures.

17 CA-NLH-028 b and CA-NLH-235

18 CA-NLH-18 b and CA-NLH-231

19 CA-NLH-100 c d, CA-NLH-274 and CA-NLH-275
20 CA-NLH-029 and CA-NLH-237
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The formulaic nature of RBROE makes it difficult to rate-smooth without the extensive use of
regulatory deferral accounts. As the energy transition progresses and the legacy business model
is adapted, adjustments to the rate-setting framework are likely necessary to provide the
appropriate incentives to utilities.

While not directly related to the energy transition, the recent signing of a framework agreement
(Definitive Cooperation and Implementation Agreement or “DCIA”) between NLH and Hydro-
Quebec related to Churchill Falls on August 17, 2026, merits mention in the context of the VUCA
associated with NLH. It is understood that the agreement is non-binding and that the final long-
form contracts are still in the process of being negotiated. Given the recency and non-binding
nature of the DCIA, the potential operational, financial and rate impacts on NLH have not been
tested on the record of this proceeding.

3.3 There are Significant Concerns with respect to the Uncertainty and Sustainability of a Rate
Mitigation Plan in 2031 and Beyond

The Rate Mitigation Plan has a profound impact on NLH’s 2027 Test Year revenue requirements.
The following table provides an overview of how the components of NLH’s revenue requirement
have changed between the 2019 Test Year (last GRA) and 2027 Test Year and how the Muskrat
Falls supply costs and government directed rate mitigation funding impact the proposed revenue
requirements for the 2027 Test Year?™.

Table 1

Revenue Requirement Comparison - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 q
(1-2) (3/2)
S %
2027 2019 Increase Increase
Revenue Requirement Component TestYear TestYear (Decrease) (Decrease)
Operating Costs 156 137 19 14%
Fuels 106 220 (114) -52%
Power Purchases 67 81 (14) -17%
Depreciation & Accretion 118 86 32 37%
Other Adjustments (64) (7) (57) 814%
Return on Rate Base 137 126 11 9%
Revenue Requirement Reviewable by PUB (A) 520 643 (123) -19%
Muskrat Falls Supply Costs (B) 780 - 780
Revenue Requirement before Rate Mitigation (C=A+B) 1,300 643 657 102%
Rate Mitigation Funding (D) (502) - (502)
Net Revenue Requirement (E=C-D) 798 643 155 24%

21 Chapter 5, Section 5.2, Table 5-1, pg. 5.2
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The key observations with respect to Table 1, are as follows:

1.

The 2027 Test Year revenue requirements that are subject to PUB review and regulatory
adjustment (referred to as “reviewable by the PUB” in this Evidence) are comprised of
operating costs, fuel costs, power purchases, depreciation & accretion, other adjustments
and return on rate base;

The 2027 Test Year revenue requirements that are reviewable by the PUB total $520
million which represents a decrease of $123 million or 19% in comparison to the 2019
Test Year amount of $643 million;

0C2013-343 and the Muskrat Falls Project Exemption Order expressly provide that all
Muskrat Falls Supply Costs are fully recoverable through Island Interconnected System
customer rates and are not subject to disallowance, reduction or regulatory adjustment
by the PUB (referred to as “not reviewable by the PUB” in this Evidence)??;

The 2027 Test Year Muskrat Falls Supply Costs that are not reviewable by the PUB total
$780 million;

The 2027 revenue requirements before rate mitigation funding total $1.3 billion and
represent a $657 million or 102% increase as compared to the 2019 Test Year approved
revenue requirements of $643 million that flow from the last NLH GRA;

Total 2027 Test Year revenue requirements that are reviewable by the PUB of $520
million, represent 40% of the $1.3 billion of revenue requirements before rate mitigation
funding;

Rate mitigation funding for the 2027 Test Year of $502 million has been back calculated?
by NLH to derive the 2.25% capped increase in rates in accordance with the Rate
Mitigation Plan. This $502 million Rate Mitigation Funding reduced the 2027 Test Year
revenue requirements by 39% ($502 million/$1.3 billion);

The total proposed net 2027 Test Year revenue requirements including rate mitigation
funding are $798 million — which represents an increase of $155 million or 24% as
compared to the 2019 Test Year approved revenue requirements of $643 million; and
The netincrease in the 2027 Test Year revenue requirements of $155 million is comprised
of (i) a net increase related to Muskrat Falls of $278 million (5780 million of Muskrat Falls
Supply Costs less $502 million of rate mitigation funding), offset by (ii) a $123 million
decrease in costs that are reviewable by the PUB.

In summary, NLH’s 2027 Test Year revenue requirement would have more than doubled (102%
increase) in absence of the rate mitigation funding.

The fact that the Muskrat Falls Supply Costs that represent 60% of NLH’s revenue requirements
before rate mitigation funding (5780 million/$1.3 billion) and that these costs are not reviewable

22 Chapter 4, Section 4.1, pg. 4.1
23 CA-NLH-059 a
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by the PUB is concerning and problematic. This situation represents a departure from standard
utility regulation/practice that normally includes prudence reviews of completed capital projects
with the burden of proof on the utility, places the utility at financial risk of disallowance of
imprudent expenditures, disrupts the standard regulatory compact (utility receives a monopoly
in exchange for independent regulatory oversight) and interferes with the quasi-judicial
autonomy of the independent regulatory body.

There is significant uncertainty with respect to rate mitigation funding after the Rate Mitigation
Plan ends in 2030 and concerns with respect to the sustainability of the rate mitigation funding.
The current Rate Mitigation Plan is a temporary solution with a finite expiration date and
represents a cross-subsidy from NLH’s non-regulated operations to its regulated operations. In
contrast, the Muskrat Falls Supply Costs are permanent costs and a long-term structural solution
to preserve rate stability for ratepayers is required.

There is no certainty with respect to a post-2030 Rate Mitigation Plan, the quantum of that plan
and how that plan might be structured. NLH was requested to provide a status update on the
development of a rate mitigation plan for the post-2030 period and to provide projections of the
amount of rate mitigation funding that would be required in the post-2030 period (2031 to 2035
forecast)?®. In response to these requests for information, NLH provided a generic response that
in its opinion, this information was not necessary for an understanding of the matters to be
considered in the 2026 GRA.

The sources of the rate mitigation funding for 2027 to 2030 are not sufficiently transparent and
there is no information with respect to the risks and sustainability of the rate mitigation funding
sources in 2030 and beyond.

NLH was requested to provide a description and breakdown of the various internally generated
funding sources for rate mitigation from 2024 to 2030 . In response, NLH did not provide the
requested breakdown, instead indicated that the projection of the internally generated sources
of rate mitigation funding is calculated based on the funding required after the Government of
Canada convertible debenture funding and Lower Churchill Project dividends are considered.
NLH also indicated that these funds are managed on a pooled basis and as a result it does not
attribute specific portions of internally generated funding to individual cash sources. NLH
provided a high-level response that internally generated rate mitigation funds include dividends
from oil and gas profit and electricity export profit2°.

NLH was requested to identify all sources of rate mitigation funding, including internal sources
for the 2027 Test Year, explain the risks associated with each source and to also explain how it
satisfies itself that the funding of upwards of $350 million per year of rate mitigation from

24 CA-NLH-057 a b
%5 CA-NLH-059 d and CA-NLH-060 d
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internal sources is financially sustainable through 2030%’. In response, NLH indicated that
internal sources of funding is dependent on the financial performance and cash generation of the
entities that provide those funds. NLH noted that based on current forecasts, NLH expects
identified funding sources that are able to support the 2027 Test Year requirements and that
should a material variance be identified it would assess options and engage with the Government
as appropriate. NLH did not respond to the portion of the request for information that requested
how it satisfies itself that upwards of $350 million of rate mitigation funding from internal sources
is financially sustainable through 2030.

In summary, inadequate information with respect to the sources, risks and sustainability of rate
mitigation funding through to 2030 or in 2031 and beyond were obtained through two rounds of
requests for information of NLH.

The inadequate information on future sources and risks of rate mitigation funding is concerning
given the significant impacts on NLH’s future revenue requirements in the absence of such
funding — as is demonstrated by a doubling of revenue requirements between the 2019 Test Year
and 2027 Test Year before such funding — and the fact that this funding reduced 2027 Test Year
revenue requirements by 39%.

The inadequate information on future sources and risks of rate mitigation funding would tend to
support a more robust and proactive/prospective approach to regulatory oversight over the next
three test years in order to protect the public interest and rate stability for ratepayers, than that
which is proposed by NLH.

3.4 There are $188 Million of Additional Revenue Requirement Offsets in the 2027 Test Year
Primarily Related to In-Service of Muskrat Falls Assets that are Not Expected to Reoccur in
Future Test Years

There are additional revenue requirement offsets in the 2027 Test Year that are primarily related
to the in-service of the Muskrat Falls Assets. The table below re-arranges the components of the
2027 Test Year revenue requirements from Table 1 of this Evidence, to highlight these additional
offsets.

27 CA-NLH-058 c and CA-NLH-063
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Table 2

Revenue Requirement Analysis - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 4
(1-2) (3/2)
$ %
2027 2019 Increase Increase
Revenue Requirement Component TestYear TestYear (Decrease) (Decrease)
Operating Costs 156 137 19 14%
Depreciation & Accretion 118 86 32 37%
Return on Rate Base 137 126 11 9%
Sub-total (A) 411 349 62 18%
Fuels 106 220 (114) -52%
Power Purchases 67 81 (14) -17%
Other Adjustments (64) (7) (57) 814%
Sub-total (B) 109 294 (185) -63%
Revenue Requirement Reviewable by PUB (C=A+B) 520 643 (123) -19%
Muskrat Falls Supply Costs 780 - 780
Rate Mitigation Funding (502) - (502)
Muskrat Falls Costs Net of Rate Mitigation Funding (D) 278 - 278
Net Revenue Requirement (E=C+D) 798 643 155 24%

The key observations with respect to Table 2, are as follows:

1. The total increase in NLH’s 2027 Test Year revenue requirements related to operating
costs, depreciation & accretion and return on rate base represent $62 million or an 18%
increase as compared to the approved 2019 Test Year;

2. The total decrease in NLH’s 2027 Test Year revenue requirements related to fuel costs,
power purchases and other adjustments represent a $185 million or a 63% decrease as
compared to the approved 2019 Test Year;

3. There is (i) a $130 million decrease in fuel costs, (ii) a $40 million increase in net export
revenues (in other adjustments) and (iii) an $18 million increase in transmission tariff
revenues (in other adjustments) — that are primarily related to the commissioning of the
Muskrat Falls Assets. These amounts total an approximate $188 million decrease (offset)
to the increase in 2027 Test Year revenue requirements?®; and

28 CA-NLH-240

26



4. The 2027 Test Year revenue requirements reviewable by the PUB have decreased by
$123 million or 19% relative to the approved 2019 Test Year, primarily as a result of (i)
the $62 million increase in operating costs, depreciation & accretion and return on rate
base that (ii) is more than offset by the $185 million decrease in fuel costs and other
adjustments (increases in net export revenues and transmission revenues) as a result of
the commissioning of the Muskrat Falls Assets.

The key point with respect to this analysis, is that the $188 million offset to the 2027 Test Year
revenue requirements that is primarily attributed to the commissioning of the Muskrat Falls
Assets is not expected to reoccur in this order of magnitude in NLH’s subsequent future test
years.

3.5 There are Other Future Cost and Rate Pressures Associated with Increased Levels of Capital
Expenditures, Escalation of Operating Costs and Build Up of Regulatory Deferral Accounts

As noted in a number of places in NLH’s 2026 GRA filing, there are also other cost pressures
associated with replacing aging infrastructure, investing in new generation to meet future
demand, and inflationary and supply chain pressures.

High level information with respect to NLH’s actual and forecast capital expenditures related to
sustainment of assets and growth-related investments, can be summarized as follows??:

1. From 2020 actual to 2027 forecast, NLH indicates that total capital expenditures are
projected to be $1.675 billion over this 8-year period or an average of $209 million per
year — with non-major capital expenditures averaging $132 million per year and major
capital expenditures averaging $77 million per year over that period;

2. From 2028 forecast to 2030 forecast, NLH indicates that total capital expenditures are
forecast to be $1.957 billion over this 3-year period or an average of $652 million per year
— with non-major capital expenditures averaging $171 million per year and major capital
expenditures averaging $481 million per year over that period; and

3. Average capital expenditure per year is expected to be over 3 times higher from 2028 to
2030 as compared to 2020 to 2027 (S652 million/$210 million = 3.1 times).

In terms of cost pressures related to regulated operating costs, the following highlights are
noted3C:

22 CA-NLH-081a b
30 Chapter 2, Section 2.2.4, pgs. 2.22 to 2.27
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1. NLH has not provided economic increases to non-union employees for the 7-year period
from 2016 to 2022;

2. Approximately 60% of NLH’s operating costs relate to labour costs3?;

3. Southlea completed a third party review of NLH’s non-union and executive
compensation and concluded that NLH was 12% below the market 50™" percentile of a
utility comparator group on a total remuneration basis for the non-union/non-executive
workforce and approximately 50% below the market 50" percentile for executive
compensation on a total remuneration basis (based on 2023 data);

4. To address these survey findings and start to realign its position with its comparator
market, NLH increased compensation levels, including economic increases of 4% in 2024
and 4% in 2025 — but NLH continued to be approximately 11% below its 50t percentile
target at the end of 2025. NLH has also forecast salary adjustments through the 2027
Test Year to close the gap with comparators;

5. To support work required now and into the future, NLH’s FTE complement has increased
by approximately 5.6% (from 835 to 882) in the 8 years between the 2019 Test Year and
2027 Test Year;

6. Non-labour costs have also demonstrated significant inflationary impacts since the last
GRA, including professional services, materials, contract labour and other maintenance
related costs3?; and

7. While NLH asserts that it has successfully mitigated inflationary pressures since the 2019
Test Year, in its view, it is not feasible or sustainable to continuously absorb these
pressures and grow at the same time without impacting safe and reliable delivery
service3,

NLH has provided information that the balances in regulatory deferral accounts included in rate
base are forecast to increase from approximately $119 million at the end of the 2027 Test Year
to $173 million at the end of 2030, a growth of $54 million or 45% over that 3-year period
(excluding the impact of the proposed AFUDC Deferral Account that was denied by the PUB in
Order No. P.U. 30(2026))3*. The balance in these regulatory deferral accounts at the end of 2019
were approximately $90 million3>,

There is significant uncertainty associated with the balances and dispositions of the Holyrood TGS
Accelerated Depreciation Deferral Account and Long-Term Supply Cost Variance Deferral
Account, which are discussed in Section 6.7 and Section 6.8 of this Evidence, respectively.

31 Chapter 2, Section 2.3.1, pg. 2.30
32 Chapter 2, Section 2.3.2, pg. 2.31
33 Chapter 3, Section 3.1.1, pg. 3.3

34 CA-NLH-192, Attachment 1, pg. 1
35 CA-NLH-193, Attachment 1, pg. 1
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It is also noted that the International Accounting Standards Board (IASB) recently (May of 2026)
issued a permanent standard for regulatory accounting (IFRS 20 — Regulated Assets and
Regulated Liabilities) which NLH expects to adopt effective January 1, 2029. The implications of
this new permanent regulatory accounting standard on NLH’s regulatory deferral account
balances and forecast have not yet been assessed by NLH3®.

3.6 Rate Mitigation Uncertainty and Other Cost Pressures Directionally Point to Significant
Revenue Requirement and Rate Pressures to 2030 and Beyond

There are uncertainties related to the energy transition and future rate mitigation funding as well
as other cost pressures associated with replacing aging infrastructure, investing in new
generation to meet future demand, inflationary and supply chain pressures and the potential for
build up of costs in regulatory deferral accounts. Together these uncertainties and other cost
pressures directionally point to significant revenue requirement and rate pressures to 2030 and
beyond for NLH.

The uncertainties related to the energy transition, uncertainties related to future rate mitigation
funding and non-recurring additional offsets primarily as a result of the commissioning of
Muskrat Falls Assets have been outlined in Sections 3.2, 3.3 and 3.4 of this Evidence. Additional
cost and rate pressures have been discussed in Section 3.5 of this Evidence.

The information on the record of this proceeding makes it difficult to quantify the rate mitigation
revenue uncertainty and the revenue requirement and rate pressures that would build up as a
result of the NLH proposal to file its next comprehensive GRA in 2030 (2031 Test Year) at the
earliest. NLH was requested to provide the revenue requirement analysis and financial results
and forecasts (schedules D-I and D-Il, pages 1 to 7) to include 2028 forecasts to 2030 Forecasts,
but NLH indicated that this information was not available as its long-term forecast had not yet
been fully updated to reflect all assumptions, methodologies and proposals contained within
NLH’s 2026 GRA?,

If available in a comprehensive forecast, this financial forecast information would have allowed
the use of the 2030 forecasts as a rough proxy for the rate mitigation revenue uncertainty and
revenue requirement pressures associated with a 2031 Test Year (given that 2030 is only one
year in advance of 2031).

In the absence of a comprehensive 2030 forecast, such an analysis of prospective rate pressures
had to be pieced together in the following table from various sources of information in the
requests for information as well as some simplifying assumptions (stressillustration). Please note
that the analysis in Table 3 below normalizes out the impact of the assumption of
decommissioning of the Holyrood TGS in March of 2030 - from operating costs, fuel costs and

36 CA-NLH-193 c and CA-NLH-324
37 CA-NLH-084 b and CA-NLH-267
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depreciation & accretion - given the uncertainty associated with the timing of this
decommissioning. The normalization adjustments related to the Holyrood TGS are outlined in the
sources and assumptions provided below Table 3.

Table 3

Revenue Requirement Analysis (No Rate Mitigation Funding) - 2030 Forecast vs 2027 Test Year ($ Millions)

1 2 3 4
(1-2) (3/2)
$ %
2030 2027 Increase Increase
Revenue Requirement Component Forecast TestYear (Decrease) (Decrease)
Operating Costs 173 156 17 11%
Fuels 120 106 14 13%
Power Purchases 63 67 (4) -6%
Depreciation & Accretion 150 118 32 27%
Other Adjustments (56) (64) 8 -13%
Return on Rate Base 172 137 35 26%
Revenue Requirement Reviewable by PUB (A) 622 520 102 20%
Muskrat Falls Supply Costs (B) 823 780 43 6%
Revenue Requirement Before Rate Mitigation (C=A+B) 1,445 1,300 145 11%
Rate Mitigation Funding (D) - (502) 502
Net Revenue Requirement (E=C-D) 1,445 798 647 81%

The sources and assumptions with respect to Table 3, are as follows:

1. Forecast operating costs of $152 million for 203038 are increased by $21 million to
normalize the Holyrood operating costs of $7 million3? for the first quarter of 2030 to $28
million (S7 million * 4) for a full year;

2. Forecast fuel costs of $94 million for 2030%° are increased by $26 million ($70 million -
$44 million) to normalize the Holyrood fuel costs of $44 million up to the 2029 fuel cost
forecast of $70 million*%;

3. Forecast power purchase costs for 2030 are $63 million per NLH*?;

38 CA-NLH-261

39 NLH 2027 Capital Budget Application, CA-NLH-045 a, Table 1
40 CA-NLH-087 b

41 NLH 2027 Capital Budget Application, CA-NLH-045 a, Table 1
42 CA-NLH-088 b
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Forecast depreciation & accretion of $128 million for 2030*3 are increased by $22 million
(529 million - $S7 million) to normalize the Holyrood depreciation of $7 million up to the
2029 depreciation forecast of $29 million4;

Forecast other adjustments for 2030 are $56 million per NLH*;

Forecast return on rate base for 2030 has been estimated using NLH’s forecast average
2030 rate base of $3.519 billion*® at an overall WACC of 4.88%*’ (held constant to the
2027 Test Year WACC) for an estimate of $172 million;

Forecast Muskrat Falls Supply Costs for 2030 are based on NLH’s estimates of $372
million related to the PPA“*8, and $456 million related to the TFA*?, less $5 million deferred
into the Muskrat Falls Sustaining Capital RDA>%; and

It is assumed in this analysis (which is a proxy for 2031 Test Year revenue requirements)
that there is no rate mitigation funding considering the uncertainty and concerns with
respect to sustainability of this funding as outlined in Section 3.3 of this Evidence.

The key observations with respect to Table 3, are as follows:

1.

3.

4.

Based on the assumptions noted above, total costs (including Muskrat Falls Supply Costs)
before rate mitigation would increase by $145 million. This $145 million increase when
compared to the 2027 Test Year revenue requirements of $798 million, would represent
an 18% increase in revenue requirements ($145 million/$798 million);

Assuming no rate mitigation funding, would result in a $502 million increase in revenue
requirements, which would represent a 63% increase in revenue requirements ($502
million/$798 million);

The combined impact of cost increases and the assumption of no rate mitigation funding
would result in a $647 million increase in revenue requirements, which would represent
an 81% increase in revenue requirements ($647 million/$798 million);

There are likely even greater cost pressures than are estimated in Table 3. There is a lag
of the significant capital expenditures that are nearly $2.0 billion from 2028 to 2030
entering service, being included in rate base and impacting depreciation and return on
rate base. NLH has not provided any information with respect to the additional rate
pressures in 2031 and beyond once these capital expenditures are fully in-service and
fully impact depreciation and return on rate base;

43 CA-NLH-090 d

44 CA-NLH-268

45 CA-NLH-082 b

46 pUB-NLH-008

47 Chapter 5, Section 5.4.1, Table 5-9, pg. 5.14
48 CA-NLH-032 b

49 CA-NLH-045 b

50 CA-NLH-032 b
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6.

NLH has used a simple cost escalation factor of around 2.3% to 2.5%°! to estimate
operating costs between 2028 and 2030, rather than detailed forecasts of the
components of operating costs. Given the cost pressures described in NLH’s GRA filing
and potential economic increases to move towards its targeted compensation
comparator, there is significant risk that these estimates could be higher once detailed
operating forecasts are prepared for a future GRA; and

Table 3 does not estimate the impact of build up of regulatory deferral accounts between
now and the next GRA and the associated impact on rates.

In summary, there are significant risks to rate stability for ratepayers as a result of the uncertainty
associated with post-2030 rate mitigation funding and cost pressures that are expected to build
up in the interval before the next GRA - that NLH is proposing would be based on a 2031 Test
Year, at the earliest.

3.7 Robust & Proactive Regulatory Oversight by the PUB is Critical in an Era of Unprecedented
Volatility, Uncertainty, Complexity and Ambiguity and Associated Rate Pressures for NLH

In summary, Sections 3.2 to 3.6 of this Evidence outline the following observations:

1.

The energy transition is inherently an era of unprecedented VUCA for electric utilities
such as NLH;

The recent signing of the DCIA between NLH and Hydro-Quebec related to Churchill Falls
adds to this VUCA;

There are significant concerns with respect to the uncertainty and sustainability of a Rate
Mitigation Plan and associated rate mitigation funding in 2031 and beyond;

There are $188 million of additional revenue requirement offsets in the 2027 Test Year
primarily associated with the in-service of the Muskrat Falls Assets that are not expected
to reoccur in future test years;

There are other future cost and rate pressures associated with increased levels of capital
expenditures, escalation of operating costs and build up of regulatory deferral accounts;
and

Future rate mitigation uncertainty and other cost pressures directionally point to
significant revenue requirement and rate pressures to 2030 and beyond.

Collectively and directionally, the above noted observations (and supporting analysis) with
respect to VUCA and future rate pressures in NLH’s business and financial environment would
suggest an approach to regulatory oversight on a go-forward basis that is more robust and

51 CA-NLH-261
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proactive/prospective. The purpose of regulatory oversight is to take a macro-level (top-down)
view of the electricity system through proactive policy making, with the primary focus on
regulatory effectiveness and protecting the public interest in an environment where the stakes
are high for ratepayers and stakeholders. This approach is consistent with the PUB’s general
supervisory power over utilities and a future-test year regulatory construct/framework that
focuses forward on strategies, plans and associated revenue requirements and not backward on
historical revenues and expenses.

This suggested approach is in contrast to NLH’s more micro-level (bottom-up) and compliance
based approach of tracking and reporting historical financial information against regulatory rules
with a primary focus on administrative efficiency (as described in Section 3.1 of this Evidence).

3.8 It is Recommended that the PUB Direct NLH to File its Next Comprehensive GRA in 2028
and that this GRA Include Both a 2029 Test Year and 2030 Test Year and Forecasts to 2033

It is recommended that the PUB direct NLH to file its next comprehensive GRA in 2028 and that
this GRA include both a 2029 Test Year and a 2030 Test Year. It is also recommended that the
PUB direct NLH to file a medium-term financial forecast of at least 3 additional forecast years
(2031, 2032 and 2033) for a total of 5 years of forecasts (2029 to 2033) as part of the next
comprehensive GRA filing.

NLH’s position of a minimum four year interval (2031 +) until the filing of its next GRA is risky
from the perspective of the VUCA that is inherent in NLH’s business and financial environment
and building up of four years of rate pressures. Four or more years without the accountability
and transparency associated with a comprehensive GRA is too long in this environment.

NLH’s proposal to maintain quarterly reporting to the PUB and intervenors between GRA filings
is appreciated but is no substitute for the accountability and transparency associated with the
filing of a comprehensive GRA and the associated public review process. A comprehensive GRA
is the only regulatory proceeding that integrates the top-down view of NLH’s rate pressures and
revenue requirements. Fragmented reporting of components of rates does not substitute for a
comprehensive GRA.

The filing of a comprehensive GRA by NLH in 2028 is a balanced approach to ensure the continued
effectiveness of the PUB’s regulatory oversight while allowing for administrative and regulatory
efficiency.

The filing of a comprehensive GRA with 2029 and 2030 Test Years coincides with the midpoint of
the Rate Mitigation Plan and the filing of at least three additional years of forecasts to 2033 in
the GRA will give the PUB and intervenors prospective insight into the post 2030 business,
financial and rate environment of NLH. These prospective insights include progress towards the
energy transition, trends in load changes/electrification, the expiry of the current Rate Mitigation
Plan and negotiations with respect to Churchill Falls. This approach will allow for proactive
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understanding of rate pressures and potential rate paths post 2030, in order to consider rate
stability and predictability for ratepayers and stakeholders.

These recommendations also allow for timely regulatory consideration of (i) the planned $2
billion of capital expenditures while construction is under way (ii) other rate pressures that are
forecast to occur and (iii) the build-up of balances in regulatory deferral accounts.

The recommendation of a two year interval until the filing of the next comprehensive GRA by
NLH is consistent with the interval that was directed by the PUB in the decision flowing from the
2017 GRA (2018 and 2019 Test Years) where the PUB directed NLH to file its next GRA in 2020,
for rates based on a 2021 Test Year®2. The recommendations of a two year interval until the filing
of the next comprehensive GRA by NLH and the inclusion of at least two forward test years is
consistent with GRA cadence of other crown-owned Hydro utilities such as BC Hydro, Manitoba
Hydro and Hydro-Quebec, which file regular GRAs in intervals of two (2) to three (3) test years.

52 Order No. P.U. 16(2019), pg. 61
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4.0 There are Recommended Adjustments & Outstanding Concerns Related to
NLH’s 2027 Test Year Revenue Requirement Proposals

This Section of the Evidence evaluates NLH’s 2027 Test Year revenue requirement proposals,
focusing on issues related to operating costs, depreciation & accretion and return on rate base
(regulated interest costs and regulated net income).

NLH’s assertion that its 2027 Test Year operating costs are forecast to be approximately 10%
lower than the 2019 Test Year forecast in real dollars is evaluated. Analysis indicates that the
growth in NLH’s normalized operating costs between 2019 actual and 2025 actual of 18% or 2.8%
per year was consistent with the growth in the Consumer Price Index (CPI) of 18% or 2.8% per
year and marginally below the weighted average growth in the Labour Inflator and GDP Deflator
of 21% or 3.2% per year.

NLH included a $4 million productivity allowance (proposed reduction to operating costs) in its
proposed 2027 Test Year operating costs, consistent with the level approved by the PUB in the
2019 Test Year. It is recommended that the PUB approve a $5 million productivity allowance for
the 2027 Test Year considering the 23% escalation of costs since the last GRA and the additional
future opportunities to obtain efficiencies and productivity resulting from fast advancing
technology and artificial intelligence.

NLH included a $6 million vacancy allowance (proposed reduction to operating costs) in its
proposed 2027 Test Year operating costs, consistent with the vacancy factor in the settlement
agreement which was ultimately approved in the 2019 Test Year by the PUB. It is recommended
that the PUB approve a $7 million vacancy allowance for the 2027 Test Year considering the most
recent actual vacancy factor experienced by NLH in 2025.

With respect to depreciation & accretion, it is recommended that NLH provide supplemental
evidence to support material changes to depreciation methodologies and depreciation expense
and to bridge the gap between summary tables in the GRA filing and large technical depreciation
studies when such studies are filed at future GRAs.

With respect to rate base and return on rate base, it is concluded that the $115 million proposed
working capital allowance related to Muskrat Falls is reasonable for rate-setting purposes and
observed that it would be beneficial to confirm the appropriate revenue requirement treatment
of the $9 million of interest cost of service exclusions during the upcoming oral hearing.

In consideration of growing levels of debt at NLH, to appropriately balance the benefits and risks
of variable-rate debt on behalf of ratepayers, and evaluate the prudency of proposed financing
costs, it is recommended that the PUB direct NLH to file its debt management strategy and
policies/guidelines for the use of variable-rate short-term debt and variable-rate long-term debt
at the next GRA.
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4.1 NLH’s Operating Cost Growth Over the 6 Year Period between 2019 and 2025 Has Been In
Line with the Consumer Price Index Increase of 18% or 2.8% Per Year

NLH asserts that its 2027 Test Year operating costs are forecast to be approximately 10% lower
than the 2019 Test Year forecast in real dollars. In making this assertion, NLH has inflated the
2019 Test Year operating costs of $137 million to $173 million (28% increase) in real dollars and
compared that to its 2027 Test Year forecast of $156 million in nominal dollars. NLH has
calculated a $17 million (5156 million - $173 million) or 9.8% (S17 million/$173 million) decrease
in operating costs in real dollars®3.

As an indicator of labour cost increases, NLH has used Statistics Canada Average Weekly Earnings
for Canadian electric industries from 2019 to 2025 and its own internal labour inflation rates of
3.0% per year for the 2026 and 2027 Test Years>*. As an indicator of non-labour cost increases,
NLH has used a GDP deflator from 2019 to 2025. However, it is not clear how the 2026 and 2027
Test Years forecasts of 3.15% and 1.45% for the GDP deflator were derived>>.

There are a number of observations and concerns with respect to this approach and the
calculation by NLH:

1. Test year operating costs forecasts are projections for rate-setting purposes and actual
results will likely vary from forecast results. Assessment of performance on containing
operating costs is best assessed comparing actual operating costs. Actual operating costs
for 2019 were $133 million®® or $4 million lower than the 2019 Test Year approved
operating costs of $137 million>’;

2. Inafuture test year, revenue requirements and rates are set using nominal dollars, which
include inflationary impacts. Real dollars are sometimes used in utility financial project
assessments. However, the use of real dollars to assess performance on containing
operating cost sends a confusing signal to stakeholders when the operating costs that are
being proposed to be included in revenue requirements (based on nominal dollars) are
expressed in real dollars;

3. A more effective approach to assessing operating cost management/containment is to
consider the actual operating cost performance between the last GRA and the most
recent actual operating cost performance in the current GRA;

4. A more transparent approach is to assess the actual cumulative increase in nominal
operating costs against the cumulative increase in various escalation indices over the
same time frame. This avoids using a mix of actual indices and internal forecasts as NLH
has done;

53 Chapter 3, Section 3.1, pg. 3.1

54 Chapter 2, Section 2.3.1, pg. 2.30, footnote 64

55 NP-NLH-035, footnote 1

56 NLH 2026 GRA, Supplemental Material, Section 1.1, Chart 1-1. Pg.1
57 Chapter 3, Section 3.1.2, Table 3-1, pg. 3.4
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5. The GDP deflator increases of 7.8% for 2021 and 7.0% for 2022°8 (15.3% cumulative over
these two years) appear to be quite generous in terms of allowance for escalation for
non-labour costs. This compares to the Consumer Price Index (CPI) increases of 3.7% for
2021 and 6.4% for 2022°° (10.3% cumulative over these two years). Using a mix of
different escalation indices to evaluate cost containment performance can be beneficial
with fluctuations such as those observed;

6. The 2027 Test Year operating costs that are used in the NLH calculation is net of $7
million®° of operating costs that are added to the General Expenses Capitalized (GEC) RDA
— while the 2019 Test Year operating costs do not include such an adjustment. Using a
comparison of gross operating costs excluding the impacts of the GEC RDA is a more
apples to apples assessment of NLH’s operating cost containment performance over the
6-year period; and

7. Converting the cumulative nominal increases in operating costs into an even annual
increase and comparing to the cumulative increases in escalation indices expressed as an
even annual increase is a helpful metric in assessing operating cost containment
performance.

The table below adjusts for the above noted observations and concerns to make an objective
assessment of NLH’s cost containment associated with its actual operating cost increases from
2019 to 2025.

58 NP-NLH-035, Table 1
59 CA-NLH-065 c, Table 1
60 CA-NLH-067 b, Table 1
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Table 4

Operating Cost Analysis - 2025 Actual vs 2019 Actual ($ Millions)

1 2 3 4 5
(1-2) (3/2)
%
Even
2025 2019 S % Annual
Operating Cost Component Actual Actual Increase Increase Increase
Labour Costs (A) 89 85 4
Add: GEC RDA Additions (B) 6 - 6
Normalized Labour Costs (C=A+B) 95 85 10 11.8% 1.9%
Non-Labour Costs (D) 62 48 14 29.2% 4.4%
Total Normalized Operating Costs (E=C+D) 157 133 24 18.1% 2.8%
%
% Even
Cumulative  Annual
Escalation Metric - 2020 to 2025 Increase Increase
Consumers Price Index (F) 17.9% 2.8%
Labour Inflator (G) 17.6% 2.7%
GDP Deflator (non-labour) (H) 25.7% 3.9%
Weighted Average (60%/40%) Labour Inflator + GDP Deflator 20.8% 3.2%

The key observations with respect to Table 4, are as follows:

1. Labour costs normalized/adjusted for the amounts deferred into the GEC RDA increased
from $85 million®! in 2019 to $95 million ($89 million®? + $S6 million®3) in 2025. This is an
increase of $10 million or 11.8% - which is equivalent to an even annual increase in labour
costs of 1.9% per year;

2. Non-labour costs increased from $48 million in 2019 to $62 million in 2025%*. This is an
increase of $14 million or 29.2% - which is equivalent to an even annual increase in non-
labour costs of 4.4% per year;

3. Total normalized operating costs increased from $133 million in 2019 to $157 million in
2025. This is an increase of $24 million or 18.1% - which is equivalent to an even annual
increase of 2.8% per year;

61 NLH 2026 GRA, Supplemental Material, Section 1.2, Chart 2-13, pg. 3
62 NLH 2026 GRA, Supplemental Material, Section 1.2, Chart 2-13, pg. 3
63 CA-NLH-067 b, Table 1

54 NLH 2026 GRA, Supplemental Material, Section 1.2, Chart 2-14, pg. 4
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4. The Consumer Price Index (CPl) increased by 17.9%° from 2019 to 2025 - which is
equivalent to an even annual increase of 2.8% per year;

5. The Labour Inflator increased by 17.6%°¢ from 2019 to 2025 - which is equivalent to an
even annual increase of 2.7% per year;

6. The GDP Deflator increased by 25.7%°%’ from 2019 to 2025 - which is equivalent to an
even annual increase of 3.9% per year;

7. A weighted average of the Labour Inflator and GDP Deflator (reflecting NLH’s
approximate mix of 60% labour costs and 40% non-labour costs) increased by 20.8% from
2019 to 2025 - which is equivalent to an even annual increase of 3.2% per year; and

8. The above noted even annual increases are calculated by taking the 6% root of the
cumulative increase over the 6-year period and expressing that as a percentage. For
example, related to total normalized operating costs, the 6™ root of 1.181 (18.1%
increase) is 1.028 or 2.8% expressed as a percentage.

Based on the analysis from Table 4, the growth in NLH’s normalized operating costs between
2019 and 2025 of 18.1% or 2.8% per year was consistent with the growth in CPI of 17.9% or 2.8%
per year and marginally below the weighted average growth in the Labour Inflator and GDP
Deflator of 20.8% or 3.2% per year.

4.2 Itis Recommended That the PUB Adjust NLH’s Operating Cost Productivity Adjustment from
$4 Million to $5 Million for Cost Escalation Between the 2019 Test Year and 2027 Test Year

NLH is proposing net operating costs of $156 million in its 2027 Test Year revenue requirements
which is comprised of gross operating costs of $163 million less deferrals to the GEC RDA of $7
million®2,

The following table summarizes the changes in operating costs between the 2027 Test Year and
2019 Test Year by major cost component — as well as before and net of GEC RDA deferrals®®:

65 CA-NLH-065 ¢, Table 1

66 NP-NLH-035, Tables 1 and 2

67 NP-NLH-035, Tables 1 and 2

68 CA-NLH-068, Table 1

%9 Chapter 3, Section 3.1.2, Table 3-1, pg. 3.4
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Table 5

Operating Cost Comparison - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 4
(1-2) (3/2)
$ %
2027 2019 Increase  Increase
Operating Cost Component TestYear TestYear (Decrease) (Decrease)
Labour - Gross (A) 103 85 18 21%
GEC RDA Deferrals (B) (7) - (7)
Labour - Net (C=A-B) 96 85 11 13%
System Equipment Maintenance (SEM) Costs 28 27 1 1%
Other 35 30 5 17%
Cost Allocation (Recoveries) (3) (5) 2 -40%
Total Operating Costs (Net of GEC RDA Deferrals) (D) 156 137 19 14%
Total Operating Costs (Before GEC RDA Deferrals) (E=D+B) 163 137 26 19%

For the 2027 Test Year, gross labour costs are forecast at $103 million before deferrals to the GEC
RDA. The deferrals to the GEC RDA for 2027 are forecast at $7 million, resulting in net labour
costs of $96 million”°.

On a gross basis (before deferrals to the GEC RDA) NLH’s proposed operating costs for the 2027
Test Year represents an increase of $26 million or 19.0% as compared to the approved operating
costs of $137 million from the 2019 Test Year.

NLH has included a $4 million productivity allowance (proposed reduction to operating costs) in
its proposed 2027 Test Year operating costs in order to mitigate the growth in its operating costs
for ratepayers’t. The NLH proposed productivity allowance for the 2027 Test Year is the same
amount as the $4 million productivity allowance directed by the PUB in the 2017 GRA for the
2019 Test Year’? and as such in NLH’s view is consistent with past regulatory precedent’3. NLH
clarified that this proposed productivity allowance is a self-imposed target and is not carried
forward from any previous year’4.

70 CA-NLH-067 b, Table 1

71 Chapter 2, Section 2.4.6, pgs. 2.50 to 2.51
72 PUB Order No. P.U. 16(2019), pg. 36

73 CA-NLH-257

74 CA-NLH-069 a
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NLH notes that its proposed productivity allowance represents an approximately 2.5% reduction
in operating costs, which is consistent with the recent productivity allowance of $2 million
directed by the PUB in Newfoundland Power 2025-2026 GRA’>. In that Newfoundland Power
decision, the PUB found that a productivity allowance was necessary to incent the utility to find
additional efficiencies in its operations and take additional measures to manage operating costs.

NLH was requested to explain why it did not propose a productivity allowance of greater than $4
million to account for inflation since the 2019 Test Year’®. NLH did not directly respond to this
guestion and instead repeated information contained in its original application.

There are a number of considerations in assessing the NLH proposed $4 million productivity
allowance for the 2027 Test Year:

1. The 2019 Test Year approved operating costs was $137 million and as such, the proposed
operating costs before the PUB directed productivity allowance were $141 million (5137
million + $4 million). The PUB directed productivity allowance of $4 million was
approximately 2.8% of proposed operating costs in the 2019 Test Year (S4 million/$141
million);

2. NLH’s gross operating costs for the 2027 Test Year before the GEC RDA deferral is $163
million ($156 million + $7 million deferred to the GEC RDA). A productivity allowance of
2.8% applied to a gross operating cost of $163 million in the 2027 Test Year would result
in a $4.6 million (5163 million * 2.8%) productivity allowance;

3. NLH’s gross operating expenses between 2019 actuals and the 2027 Test Year increased
from $133 million to $163 million — an increase of $30 million or 22.6%. Escalating the S4
million PUB directed productivity allowance from the 2019 Test Year for expected
escalation of 22.6% would result in a $4.9 million ($4 million * 1.226) productivity
allowance;

4. The escalation in operating costs between 2019 and now has been artificially suppressed
by a freeze in economic increases to non-union employees in the 2019 to 2022 period.
NLH is signaling in its application that it is not feasible or sustainable to absorb cost
pressures and has indicated that additional economic wage increases are necessary to
move compensation levels closer to industry comparators;

5. Technology in general and artificial intelligence (Al) in particular is progressing at a fast
pace. Al has been described in the news media as the 4t industrial revolution. There are
significantly more opportunities and emerging technology tools for NLH to use now to
obtain efficiencies and productivity than existed in the context of the NLH 2017 GRA.

75> PUB Order No. P.U. 3(2025), pgs. 21 to 22
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Based on the above noted considerations, it is recommended that the PUB approve a $5 million
productivity allowance for NLH for the 2027 Test Year — towards the upper range of the
illustrative calculations provided above. Considering the cost and rate pressures that were
outlined in Sections 3.5 and 3.6 of this Evidence, the PUB should send a strong regulatory signal
back to NLH about the need to continue to contain and appropriately manage operating costs.

The $5 million recommended productivity allowance is consistent with a 3% reduction to the
proposed gross operating costs and recognizes a current/future operating environment with
more opportunities to obtain efficiencies and productivity through advancing technology than
was previously available in the 2017 GRA.

4.3 It is Recommended That the PUB Adjust NLH’s Vacancy Allowance from $6 Million to $7
Million to Recognize NLH’s Recent Actual Vacancy Rate Experience

NLH has included a $6 million vacancy allowance (proposed reduction to operating costs) in its
proposed 2027 Test Year operating costs in recognition that there are on-going vacancies in any
particular year. NLH indicated that the proposed vacancy allowance was calculated based on 55
FTEs in order to be consistent with the level of vacant FTEs built into the Settlement Agreement
from the 2017 GRA, which was ultimately approved by the PUB””.

The PUB requested NLH to provide the actual FTEs and vacancy factors for each year from 2019
actual to 2025 actual’®. The response to this request for information demonstrated that NLH’s
actual vacancy factor from 2019 to 2025 ranged from 5.1% to 9.6% over this timeframe, with the
most recent vacancy factor for 2025 being 6.8%. The average actual vacancy factor over that 7-
year period is calculated as 7.3% and the average vacancy factor for the last 5-year period
(excluding the high point of 9.6% in 2020) was also 7.3%.

The NLH proposed vacancy FTEs of 55 for the 2027 Test Year represents a vacancy factor of 5.9%
at the gross FTE forecast for the 2027 Test Year of 937 FTEs.

NLH provided a calculation of average salary of $109,100 that is implied by its proposed FTE
vacancy of 55 FTEs and proposed vacancy allowance of $6 million for the 2027 Test Year and
indicated that the actual cost reduction impact of vacancies in 2024 and 2025 was $6.7 million
and $6.5 million, respectively’”®. NLH indicated that at the range of vacancies between 2023
actual to 2025 actual of between 62 FTEs and 69 FTEs — the vacancy allowance for the 2027 Test
Year would be an additional $760,000 (total of $6.8 million) and $1.5 million (total of $7.5
million), respectively®® or an average of $1.1 million (total of $7.1 million) additional vacancy
allowance.
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Using the $109,100 salary per vacant FTE and actual vacancy factors of between 6.8% (most
recent 2025 actual) and 7.3% (average for 2021 actual to 2025 actual) would result in total
vacancy allowances for the 2027 Test Year of:

1. $7.0 million =937 gross FTEs * 6.8% = 64 vacant FTEs * $109,100; and
2. $7.4 million =937 gross FTEs * 7.3% = 68 vacant FTEs * $109,100.

Considering the above noted information from the record of the proceeding, it is recommended
that the PUB approve a $7 million vacancy allowance for NLH for the 2027 Test Year, placing more
weight to the most recent actual experience in 2025. This recommendation would equate to an
approximate vacancy factor of 64 FTEs for the 2027 Test Year.

4.4 It is Recommended That NLH Be Directed to File Evidence to Bridge Between Summary
Tables of Depreciation & Accretion and Comprehensive Depreciation Studies at Future GRAs

NLH is proposing depreciation & accretion (of asset retirement obligations) of $118 million in its
2027 Test Year revenue requirements which is comprised of depreciation of $117 million and
accretion of $1 million®!, representing a $32 million or 37.2% increase over the $86 million
approved in the 2019 Test Year.

In addition to the inclusion of this level of depreciation and accretion expenses in revenue
requirements, NLH is also requesting PUB approval of the depreciation rates and methodology
recommended by Concentric Energy Advisors (Concentric) in the 2023 Depreciation Study and
2024 Technical Update for inclusion in customer rates. The Concentric 2023 Depreciation Study
and 2024 Technical Update span over 1,200 pages of technical depreciation material®2.

NLH was requested to provide a high-level breakdown of the $32 million proposed increase in
depreciation & accretion, which is summarized in the following table®:

81 Chapter 5, Section 5.2.5, Table 5-4, pg. 5.5
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Table 6

Depreciation & Accretion Comparison - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 4
(1-2) (3/2)
$ %
2027 2019 Increase Increase
Depreciation & Accretion Component TestYear TestYear (Decrease) (Decrease)
Asset Based Growth & Disposals 80 62 18 29%
Holyrood Accelerated Depreciation Impact 29 17 12 71%
Software Asset Transfers & Additions Impact 7 2 5 250%
Asset Retirement Accretion & Other Changes 9 5 4 80%
Asset & Software Depreciation Study Changes (7) - (7)
Total Depreciation & Accretion 118 86 32 37%

The key observations with respect to Table 6, are as follows:

1.

The impact of asset based growth and disposals (plant additions net of disposals) on
depreciation & accretion is an $18 million increase. Capital additions to rate base
between 2020 and the 2027 Test Year are approximately $1.2 billion3%;

The impact of the Holyrood TGS accelerated depreciation on depreciation & accretion is
an increase of $12 million. NLH is proposing that the Holyrood accelerated depreciation
inthe 2027 Test Year be increased to $29 million from the $17 million previously approved
by the PUB in rates and that there be no deferral of accelerated depreciation for the 2027
Test Year (actual depreciation and test year depreciation both equal to $29 million®);
The total impact of asset based growth and disposals and the increase in Holyrood TGS
accelerated depreciation totals $30 million or 94% of the increase in depreciation &
accretion since the 2019 Test Year;

Software asset transfers and additions, asset retirement accretion and other changes
have increased depreciation & accretion by $9 million in total; and

The asset depreciation study and software depreciation study has decreased
depreciation & accretion by $6 million and S1 million, respectively — for a total decrease
of $7 million as compared to the 2019 Test Year.

84 CA-NLH-083 a
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Given the large magnitude (over 1,200 pages) of the depreciation study/technical update
materials provided in the GRA filing, NLH was requested to provide summary explanations for
the most material proposed useful life changes for a number of plant categories®. The most
material extensions in useful life are summarized as follows, by plant category:

e Distribution (52.0 million reduction to depreciation): Pole Mounted Transformers (30 to
35 years); Streetlights (20 to 25 years); Wood Poles (43 to 50 years); and Pole Cribs &
Hardware (35 to 40 years);

e Hydraulic Generation ($1.3 million reduction to depreciation): Penstocks (70 to 80 years)
and Generators-Windings (50 to 62 years);

e General Plant (51.3 million reduction to depreciation): ATVs & Snowmobiles (6 to 7
years); Vehicles (6 to 7 years); Booms & Cranes (12 to 13 years); and Buildings (50 to 55
years);

e Transmission & Distribution Lines (51.0 million reduction to depreciation): Ground Wire
System (55 to 60 years); Wood Poles (43 to 50 years); and Pole Cribs & Hardware (35 to
40 years);

e Computer Software ($1.0 million reduction to depreciation): Addition of a new software
category (7 to 10 years); and

¢ Information Systems & Telecoms ($0.7 million reduction to depreciation): Telecontrol
System (25 to 27 years).

The vast majority (94%) of the $32 million increase in depreciation & accretion relates to the
impact of net asset growth and the increase in Holyrood TGS accelerated depreciation. Net asset
growth would be anticipated as a result of the passage of time since the last NLH GRA. The
Holyrood TGS RDA and associated issues are addressed in Section 6.7 of this Evidence. The
decrease as a result of the depreciation study/update appears to be mainly from the extension
of useful lives of assets rather than changes to depreciation methodology. No significant issues
were noted/outlined in the request for information process with respect to the depreciation
study/technical update.

In terms of regulatory process, it is noted that the depreciation section of the GRA filing was 1.5
pages in length and the depreciation study/technical update was over 1,200 pages of detailed
technical material. There does not appear to be any information on the record to bridge the
paucity of depreciation material in the GRA filing - and the plethora of depreciation material in
the depreciation study/technical update. The request for information process was used to
attempt to bridge this gap but was only successful in obtaining the high-level analysis that is
summarized in the paragraphs above.

8 CA-NLH-90 b and CA-NLH-269
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It is recommended that when future depreciation studies are filed in future GRAs — that NLH
provide supplemental evidence to bridge the gap between summary tables in the GRA filing and
large technical depreciation studies. This bridging evidence would highlight information such as
material depreciation methodology changes and supporting rationale and material changes to
depreciation expense resulting from changes to useful life estimates and supporting rationale.
In addition, the bridging evidence should indicate if NLH adopts the methodology and useful life
changes recommended by the external consultant with supporting rationale or the supporting
rationale if NLH does not adopt these recommendations.

4.5 The Calculation of the $115 Million of Working Capital Allowance Related to Muskrat Falls
and Included in the Proposed 2027 Test Year Rate Base is Reasonable

NLH is proposing an average rate base of $2.802 billion®” in its 2027 Test Year revenue
requirement, representing a $485 million or 20.9% increase over the $2.317 billion rate base
approved in the 2019 Test Year.

The following table provides a breakdown of the components of the proposed rate base for the
2027 Test Year and a comparison to the approved 2019 Test Year.

Table 7

Average Rate Base Comparison - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 4
(1-2) (3/2)
$ %
2027 2019 Increase Increase
Rate Base Component TestYear TestYear (Decrease) (Decrease)
Average Capital Assets 2,457 2,122 335 16%
Working Capital Allowance - Muskrat Falls 115 - 115
Working Capital Allowance - Other 2 2 - 0%
Fuel Inventory & Materials and Supplies 113 90 23 26%
Deferred Charges 115 103 12 12%
Total Average Rate Base 2,802 2,317 485 21%

Other than the increase in average capital assets, the only other increase in the proposed rate
base for the 2027 Test Year that results in a material increase in proposed rate base and

8Chapter 5, Section 5.3, Table 5-7, pg. 5.11
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associated revenue requirements is the new addition of working capital allowance related to the
in-service of the Muskrat Falls Assets.

The Muskrat Falls working capital allowance has been calculated by NLH at $115 million using a
lead/lag approach to derive the proposed additional working capital allowance. NLH indicates
that the inclusion of this $115 million of working capital allowance increases the proposed 2027
Test Year revenue requirements by $6.2 million38. NLH’s calculation of the Muskrat Falls working
capital allowance is summarized as follows:

1. Muskrat Falls Revenue Lag Days: NLH has calculated a Muskrat Falls revenue lag of 44.5
days®. The primary components of this revenue lag are (i) rate mitigation funding
revenue lag of 36 days assuming that rate mitigation funding is paid monthly at the same
lag as Newfoundland Power (weighted at 86%) and (ii) monetization revenue lag of 183
days assuming this revenue is paid in January of the subsequent year (weighted at 7%);

2. Muskrat Falls Expense Lag Days: NLH has calculated a Muskrat Falls expense lag of 7.8
days (net)®. The primary components of this expense lag are (i) Muskrat Falls Supply
Costs expense lag of 13.8 days based on contractual requirements that these costs are
paid upon the first day of the month in advance of benefit of the supply costs being
received (weighted at 97%) and (ii) export costs expense lead of 182.5 days assuming this
expense is paid in January in the following year similar to the assumption on export
revenues (weighted at 3%);

3. ltis noted that expense items are usually leads in lead/lag studies as expenses are usually
paid after the service is received. In the case of the Muskrat Falls Supply Costs — there is
an expense lag as these expenses are paid in advance of the benefits of these costs being
received; and

4. Muskrat Falls Working Capital Allowance: The $115 million of average Muskrat Falls
working capital allowance is then calculated as $806 million of Muskrat Falls Supply Costs
and export costs times a total lag of 52.2 days (44.5 days + 7.8 days) and divided by 365°1.

It appears that the calculation of the Muskrat Falls working capital allowance for the 2027 Test
Year is reasonable, relying on NLH’s representations with respect to the Muskrat Falls contractual
arrangements, based on the above-noted calculations and common utility practice with respect
to lead/lag methodologies.

88 Chapter 5, Section 5.3, pg. 5.13
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4.6 It Would Be Beneficial if the Appropriate Regulatory Treatment of the $9 Million of Interest
Cost of Service Exclusions is Confirmed During the Upcoming Oral Hearing

NLH is proposing a total return on rate base of $137 million®? in its 2027 Test Year revenue
requirement, comprised of regulated interest of $73 million and regulated net income of $64
million®3. This represents an $11 million or 8.7% increase over the $126 million total return on
rate base approved in the 2019 Test Year.

The table below provides the components of total return on rate base and the changes in the
2027 Test Year as compared to the 2019 approved Test Year.

Table 8

Return on Rate Base Comparison - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 4
(1-2) (3/2)
S %
2027 2019 Increase Increase
Return on Rate Base Component TestYear TestYear (Decrease) (Decrease)
Interest & Debt Guarantee Fees (A) 113 97 16 16%
Interest Cost of Service Exclusions (B) (9) (7) (2) 29%
Finance Charges (C=A-B) 104 90 14 16%
Interest During Construction (D) (23) (2) (21)
Interest on Regulatory Deferral Accounts (E) (8) 1 (9)
Regulated Interest (F=C+D+E) 73 89 (16) -18%
Net Income per Financial Forecast (G) 55 27 28 104%
Interest Cost of Service Exclusions (H) 9 7 2 29%
Depreciation Exclusions (I) - 3 (3)
Regulated Net Income (J=G+H+l) 64 37 27 73%
Total Return on Rate Base (K=F+J) 137 126 11 9%

The key observations with respect to Table 8, are as follows:

1. Finance charges (net of interest cost of service exclusions)®* have increased by $14 million
since the 2019 approved Test Year from $90 million to $104 million, primarily as a result

92Chapter 5, Section 5.5, Table 5-11, pg. 5.11
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of a $728 million increase in average debt ($2.563 billion - $1.835 billion®*) but somewhat
offset by a decrease in the embedded cost of debt from 4.91% to 4.05%;

2. Regulated interest has decreased by $16 million from $89 million in the 2019 Test Year
to $73 million in the 2027 Test Year primarily as a result of a $21 million increase in
interest during construction®® due to higher capital construction, partially offset by the
increase in finance charges noted above;

3. Regulated net income is calculated by NLH as the net income per the financial forecast
and then adding back interest cost of service exclusions and depreciation exclusions®”.
Regulated net income has increased by $27 million from $37 million in the 2019 Test Year
to $64 million in the 2027 Test Year; and

4. Total return on rate base has increased by $11 million from $126 million in the 2019 Test
Year to $137 million in the 2027 Test Year. The $11 million increase results from (i) an
increase of $26 million resulting from an increase in rate base ($2.802 billion - $2.317
billion = +5485 million * 5.43%) and (ii) a decrease of $15 million resulting from a decrease
in the overall rate of return (4.88% - 5.43%°8 = -0.55% * $2.802 billion).

Normally, total return on rate base calculations are relatively straightforward in that average rate
base is multiplied by the overall rate of return to derive the total return on rate base. The NLH
calculations to derive the total return on rate base as summarized in Table 8 above, are
somewhat convoluted. However, the more standard calculation of total return on rate base,
based on an average rate base of $2.802 billion * an overall rate of return of 4.88% - appears to
reconcile to the proposed total return on rate base of $137 million for the 2027 Test Year.

NLH indicates that the net of interest cost of service exclusions are primarily related to a
disallowed portion of the debt guarantee fees and has provided a calculation of total debt
guarantee fees of $10.6 million and disallowed debt guarantee fees of $8.8 million, for net
recoverable portion of debt guarantee fees of $1.8 million for the 2027 Test Year®.

NLH was requested to explain if the interest cost of service exclusions of $8.8 million for the 2027
Test Year (rounded to $9 million in Table 8 above) are included in proposed revenue
requirements and rates'®, In response, NLH indicated that the $8.8 million of interest cost of
service exclusions are added back in the return on rate base calculations as “it was included in
netincome”. NLH also asserted that the $8.8 million is excluded from revenue requirements and
not recovered from ratepayers — and produced a table showing that the $8.8 million interest cost
of service exclusion was removed from the calculation of regulated interest and added to the
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calculation of regulated net income. These calculations had the “appearance” that the $8.8
million interest cost of service exclusion continued to be in revenue requirements (and rates) and
had just been reclassified from regulated interest to regulated net income.

In reviewing the record on the appropriate regulatory treatment of the $8.8 million interest cost
of service exclusion it appears that the full $10.6 million of debt guarantee fees have been
deducted in calculating the approximate $55 million of net income per the financial forecast. It
is interpreted that if the $8.8 million interest cost of service exclusion is not added back in the
calculation of regulated net income — then the impact would be that this exclusion has been
disallowed twice, (i) once in calculating regulated interest and (ii) a second time in calculating
regulated net income.

Based on this interpretation, it appears that NLH’s calculation of total return on rate base reflects
an appropriate treatment of the $8.8 million interest cost of service exclusion. It would be
beneficial if this interpretation was confirmed during the upcoming oral hearing process.

4.7 It is Recommended That NLH Be Directed to File Its Debt Management Strategy and
Guidelines for the Use of Variable-Rate Debt with the PUB at the Next GRA

The following provides a comparison of the NLH debt portfolio between the 2027 Test Year and
2019 approved Test Year!o®:

Table 9

Debt Portfolio Comparison - 2027 Test Year vs 2019 Test Year ($ Millions)

1 2 3 4 5 6
(1-2) (3/2)
% %
Debt Debt
S % Portfolio = Portfolio
2027 2019 Increase  Increase 2027 2019
Debt Portfolio Component TestYear TestYear (Decrease) (Decrease) TestYear TestYear
Total Debentures (A) 2,725 1,825 900 49% 93% 86%
Promissory Notes (B) 216 292 (76) -26% 7% 14%
Total Debt Portfolio (C=A+B) 2,941 2,117 824 39% 100% 100%
Sinking Funds (D) (214) (237) 23 -10%
Other (E) 12 12 - 0%
Total Debt (F=C-D+E) 2,739 1,892 847 45%
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The key observations with respect to Table 9, are as follows:

1. NLH’s total debt has increased by $847 million between the 2019 Test Year and 2027 Test
Year, an increase of 44.8%;

2. Total long-term debentures have increased by $900 million between the 2019 Test Year
and 2027 Test Year;

3. Promissory notes have decreased by $76 million between the 2019 Test Year and 2027
Test Year; and

4. The proportion of long-term debentures in the debt portfolio has increased from 86% in
the 2019 Test Year to 93% in the 2027 Test Year and the proportion of short-term
promissory notes in the debt portfolio has decreased from 14% in the 2019 Test Year to
7% in the 2027 Test Year.

As was previously noted in Section 3.2 of this Evidence, short-term variable rate debt and long-
term variable-rate debt represents 0% of NLH’s total debt portfolio in the 2027 Test Year, as the
utility is focused on limiting its exposure to variable interest rate fluctuations. Further, NLH does
not have a prescribed target and percentage allocation or standalone limit for variable-rate debt
and it was not aware of a PUB review of its debt management strategies at a prior GRA
proceeding.

During the request for information process'®?, NLH confirmed that its promissory notes are
generally issued for a specified short-term maturity, typically 30 days or less and are priced at a
market-based interest rate agreed with the lender at the time of issuance, which does not reset
during the term of the note. NLH also confirmed that the borrowing rate for its credit-facility
borrowings is based on the applicable term CORRA rate for the selected interest period plus the
appropriate credit spread, which does not reset during the interest rate period (unless it is
renewed or continued for a subsequent interest period). NLH also provided summaries of the
terms and conditions of its promissory note program and committed credit facility’®® which
indicated limits of $300 million and S600 million, respectively — for total short-term borrowing
facilities of $900 million.

Given that the applicable interest rates for these short-term borrowings (promissory note
program and committed credit facility) are influenced by prevailing short-term market rates at
the time of pricing, NLH considers that they have “variable-rate characteristics”. NLH indicates
that for the purposes of its 2027 Test Year, it has assumed a short-term borrowing rate of 2.78%,
inclusive of the applicable borrowing spread. NLH was unable to provide an estimate of the cost
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of issuing variable-rate long-term debt as this was not contemplated in its 2027 financial
forecast®04,

NLH’s debt portfolio has grown significantly (increase of 45% since the 2019 Test Year) and will
continue to grow as a result of the significant increase in the capital expenditure program.
Regulated utilities usually have some exposure to both short-term variable-rate debt and long-
term variable-rate debt at typically lower interest rates in order to meet the objective of a
reasonable cost debt portfolio. At the same time, the potential benefit of lower interest costs is
balanced against the risk of variable-rate debt through the development of debt management
strategies and associated policies and guidelines for targets and limits of variable-rate debt.

Review of the debt management strategies and associated policies and guidelines for targets and
limits of variable-rate debt at GRAs is an important consideration for regulators to determine the
prudency of the financing costs to be approved in revenue requirements.

It is recommended that the PUB direct NLH to develop and file its debt management strategies
and variable-rate debt guidelines at the next GRA for the review of the prudency of these
strategies and guidelines and in consideration of the growing debt portfolio at NLH.
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5.0 There is a Recommended Adjustment and Outstanding Concerns Related to
NLH’s Update of Its Intercompany Transactions Costing Guidelines (ITCG)

This Section of the Evidence evaluates NLH’s update and proposed changes to its Intercompany
Transactions Costing Guidelines (ITCG) that are used to allocate over $34 million of shared service
costs between its regulated operations and non-regulated operations.

A comprehensive review of the reasonableness of the ITCG in the 2026 GRA is important, given
the passage of time since the last PUB review (2013 GRA), recent changes in NLH’s corporate
structure and potential for cross subsidization between regulated and non-regulated operations.

A prudency review of the underlying shared service costs is undertaken by the PUB to determine
that these costs are both necessary and prudent. There is an outstanding issue regarding the
prudency of net administration fees allocated from non-regulated operations.

NLH is proposing two methodological changes to the ITCG, including transitioning to a one-step
allocation approach in order to allocate administrative business unit costs and to remove
administrative business unit components from allocator calculations. These proposed changes
are practical, remove unnecessary complexity/false precision, improve the administrative
simplicity and the transparency and traceability of the resulting allocations of shared service
costs. They are recommended for approval by the PUB.

The third methodology change to the ITCG that NLH is proposing is to introduce a 2-factor hybrid
allocator (50% equal weightings to gross PPE and O&M costs) to allocate governance costs
(executive, corporate secretary, communications and safety, health & environmental shared
service costs). This proposed change is directionally an improvement as these types of shared
service costs are more appropriately allocated using composite allocators that reflect the size,
scale, scope and complexity of the operating units of the utilities. It is recommended that the
PUB accept this change for the purposes of the 2026 GRA (setting rates for the 2027 Test Year).

It is also recommended that the PUB direct NLH to re-evaluate the inclusion of revenue and
development of a 3-factor composite allocator to allocate these governance costs and report on
this re-evaluation for its next GRA.

NLH is proposing to continue to allocate three cost pools of information technology (IT) costs
based on an average users cost allocator, with a 57% allocation to regulated operations. The use
of a functional allocator (average users) is counterintuitive considering the diverse range of
underlying IT services/costs and how modern IT systems function and are priced by vendors.
Using a cost allocator that includes a weighting of the benefits of this diverse IT infrastructure on
the basis of size, scale and scope of the operating units of NLH is appropriate. It is recommended
that the PUB approve a cost allocator for IT costs that is weighted 50% to FTEs and 50% to NLH’s
proposed 2-part hybrid allocator (capital and operating) to improve cost causation and simplify
the allocations. This recommendation would reduce the proportion of the IT allocation to
regulated operations to 44% and 2027 Test Year revenue requirements by $2.6 million.
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5.1 NLH’s Revised Intercompany Transactions Costing Guidelines (ITCG) Allocate Over $34
Million of Shared Service Costs & Have Not Been Reviewed by the PUB Since the NLH 2013 GRA

NLH uses its Intercompany Transactions Costing Guidelines (ITCG) to allocate shared service costs
between its regulated operations and non-regulated operations/lines of business. Shared service
costs include human resources, information systems, operating technology, safety, health &
environment, procurement, building & office services, accounts payable, general ledger,
corporate secretary, executive and culture & employee engagement%,

In 2026, NLH reviewed and revised its ITCG and associated internal cost allocation methodologies
in response to the passage of time and corporate structure changes arising from the
amalgamation of it and its former parent company, Nalcor Energy, on January 1, 2025.

NLH engaged KPMG to undertake a comprehensive review of the revised ITCG and provide a
report for filing with the 2026 GRA (KPMG Report)'°. In addition, the PUB engaged Doane Grant
Thornton (DGT) to review and report on three aspects of the changes to the ITCG: (i) introduction
of a hybrid allocator, (ii) transition from a partial two-step allocation approach to a one-step
allocation approach and (iii) removal of administrative business unit components from allocator
calculations (DGT Report)%7,

Information in the KPMG Report indicates that the shared service costs allocated between
regulated and non-regulated operations have more than doubled since 2019, increasing from
$16.7 million in 2019 to $29.0 million in the 2025 budget and $34.4 million in the 2026 forecast°8.

NLH is proposing that the net administration fees (non-regulated administration fees charged to
regulated operations less regulated administration fees charged to non-regulated operations)
charged through the ITCG and included in operating costs increase to $4.7 million in the 2027
Test Year, from $2.8 million approved in the 2019 Test Year (an increase of $1.9 million or
67.9%)10°,

The non-regulated administration fees charged to regulated operations have increased by $5.1
million between the 2019 Test Year and 2027 Test Year, mainly as a result of higher Information
Systems charges ($3.5 million of the increase) and other changes to the ITCG ($2.1 million of the
increase)!10,

The regulated administration fees charged to non-regulated operations have increased by $3.2
million between the 2019 Test Year and 2027 Test Year, mainly as a result of the transfer of
shared information systems and business system assets and projects to regulated operations
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($1.4 million of the increase) and the addition of new shared service groups ($1.5 million of the
increase)!t?.

The last comprehensive regulatory review of the NLH ITCG by the PUB occurred in the 2013 GRA,
approximately 13 years ago'2.

Itis important that the ITCG undergo a comprehensive review in the 2026 GRA, given the passage
of time since the last PUB review, the infrequency of regulatory review, recent changes in NLH’s
corporate structure, the regulatory sensitivity to potential cross subsidization between regulated
and non-regulated operations and the increasing pool of shared service costs to be allocated.

5.2 The Prudency of the Underlying Shared Service Cost Allocations is a Distinct Issue from the
Appropriateness of the ITCG Allocation Methodologies

In reviewing NLH’s operating costs for potential approval into the 2027 Test Year revenue
requirements, the PUB is assessing if the costs are necessary and prudent.

It is important to distinguish that (i) the PUB’s review of the prudency of the underlying shared
service costs and (ii) the PUB’s review of the reasonableness of the framework and internal cost
allocation methodologies (inherent in ITCG). These are two distinct issues or regulatory tests
that the PUB undertakes to determine that the allocated shared service costs are both necessary
and prudent.

It is clear that neither the scope of the KPMG Report nor the scope of the DGT Report was to
assess the prudence, necessity or reasonableness of the underlying shared service costs being
allocated, evaluate the overall level of NLH’s shared service costs or complete any benchmarking
to assess shared service costs against other peer utilities'!3. The opinions expressed in both
reports relate solely to the internal cost allocation methodologies under review.

When requested to explain how the PUB can assess the prudency of the underlying shared
service costs, NLH indicated that this could be accomplished through its review of the proposed
2027 Test Year revenue requirements®. When requested to explain how the PUB can assess
the prudency of shared-service costs initially recorded in non-regulated operations but
subsequently charged or allocated to regulated operations, NLH did not directly respond to the
concern that these costs may not form part of the 2027 Test Year revenue requirements**>,

NLH indicated that employees hired within the corporate services departments are expected to
provide services to both regulated operations and non-regulated operations and as such these

111 pUB-NLH-026, Attachment 1 and CA-NLH-351 a

112 KPMG Report, Section 2.2, pg. 7
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shared service employees are by default assigned to a non-regulated business unit'®. As such,
it does not appear that the shared service staff that are designated as being part of a non-
regulated business unit would be part of the labour costs that are included in the 2027 Test Year
revenue requirements. It is also not clear if other non-labour costs related to these shared
service functions in non-regulated business units are included in the 2027 Test Year revenue
requirements.

Based on a review of the record of this proceeding, there does not appear to be sufficient
information to assess how much of the various categories of the over $34 million shared service
costs are contained in the other sub-components of operating costs that are subject to review in
the 2027 Test Year revenue requirements — and those categories of shared services costs that
are not included in 2027 Test Year revenue requirements and only allocated to regulated
operations through the net administration fee sub-component of operating costs. Shared service
costs that are not part of the 2027 revenue requirements and only allocated to regulated
operations through the net administration fee sub-component of operating costs — have not
undergone a prudency review in this regulatory proceeding.

Given the foregoing, the prudency review of the underlying shared service costs is an outstanding
issue that should be further explored in the upcoming oral hearing related to this proceeding.

5.3 Transitioning to a One-Step Allocation Approach & Removal of Administrative Business Unit
Components from Allocator Calculations are Reasonable and Should be Approved by the PUB

As briefly noted above in Section 5.0 of this Evidence, two of the methodology changes that NLH
is proposing as part of the update of its ITCG are (i) transition from a partial two-step allocation
approach to a one-step allocation approach and (ii) removal of administrative business unit
components from allocator calculations.

Transition from a Partial Two-Step Allocation Approach to a One-Step Allocation Approach

Under the former ITCG methodology, the use of a partial two-step approach allocates certain
administrative costs among the administrative business units themselves as a first step (as the
administrative business units also provide services to one another), before allocating the
resultant costs to regulated operations and non-regulated operations*?’.

NLH is proposing to move to a one-step approach which allocates administrative business unit
costs directly to regulated operations and non-regulated operations in a single step. NLH’s
rationale to move to the one-step approach is that it provides greater simplicity and improved
traceability of costs from the originating administrative business unit to the final line of business.

116 CA-NLH-212 b
117 DGT Report, Section 3.3, pgs. 9 to 12
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This proposed ITCG methodology change is estimated to decrease shared service cost allocation
to regulated operations in the 2027 Test Year by approximately $219,000%8,

Removal of Administrative Business Unit Components from Allocator Calculations

Shared service costs are allocated to NLH’s lines of business using cost allocators built from
operational measures such as FTEs. Given that administrative functions themselves also
generate these same measures (such as FTEs) — the staff and activities of the administrative
functions can be captured within the very allocators that are used to allocate these
administrative costs — and as such can influence the resulting split of shared service costs
between regulated operations and non-regulated operations (under the former ITCG
methodology). NLH’s former ITCG methodology was to include administration functions in the
allocators. KPMG noted that administrative fees were being allocated between each other and
back to themselves!?®,

NLH is proposing to remove administrative business unit components from allocator calculations.
NLH’s rationale for this change is to remove the bias resulting from inclusion of administrative
functions in the allocators. This proposed ITCG methodology change is estimated to increase
shared service cost allocation to regulated operations in the 2027 Test Year by approximately
$617,000%%0,

These Two ITCG Methodology Changes are Reasonable

DGT concluded that the transition to the one-step allocation methodology is reasonable,
improves the transparency, traceability and administrative simplicity of the shared service
allocation process and is immaterial in its impact!?’. KPMG noted that the impact of this
transition was negligible?2.

DGT highlighted a potential distortion related to the inclusion of administrative business unit
components in the allocator calculation in that the inclusion of the shared service provider’s own
amounts in the cost allocators does not reflect the benefit received by the operating line of
business that consumes the shared service and permits an internal designation to impact the
allocation®?3.

DGT concluded the removal of administrative business unit components from allocator
calculations was reasonable, notwithstanding the increased allocation to regulated operations —
and that this change produces allocators that more accurately reflect the consumption of
administrative services by the operating lines of business, consistent with the principle of cost

118 DGT Report, Section 3.3.3, pgs. 11 and 12
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causation and maintains consistency across the affected allocators?*. KPMG considers that this
proposed change improves objectivity, removes the administrative-location effect and is better
aligned with the cost-causality principle at the methodological level*?>,

Additionally, DGT assessed the materiality of the combined impact of these two changes to the
ITCG as an additional allocation to regulated operations of $0.4 million as being minimal2®.

A commonly used framework for assessing the reasonableness of rate proposals in the context
of public utility rate-regulation is to consider proposals from three perspectives!?’:

1. Revenue-related attributes of ratemaking of revenue sufficiency, rate stability and rate
predictability;

2. Cost-related attributes of ratemaking of cost-causation, fairness, equity and efficiency;
and

3. Practical-related attributes of ratemaking such as practicality, administrative simplicity
and general acceptance.

In respect to these two proposed changes to the ITCG methodology, the primary considerations
are the cost-related attribute of cost-causation and the practical-related attributes.

It does not appear that complex and somewhat circular allocations of administrative business
unit costs between themselves and inclusion of administrative business units’ factors into the
calculation of cost allocation drivers used to allocate those very shared service costs improves
cost causation and may result in potential distortions to the resulting allocations.

These two proposed changes to the ITCG methodology are practical, remove unnecessary
complexity/false precision, improve the administrative simplicity and the transparency and
traceability of the resulting allocations of shared service costs.

On the basis of cost-causation and practical-related attributes of ratemaking and considering that
the net impact of these changes is relatively immaterial, these two changes to the ITCG
methodology are reasonable and should be approved by the PUB.

124 DGT Report, Section 7.7, pg. 34
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5.4 It is Recommended That the PUB Direct NLH to Revisit the Merits of a 3-Factor Hybrid
Allocator to Include Revenue at the Next GRA when Churchill Falls Renegotiations are Complete

The third methodology change to the ITCG that NLH is proposing is to introduce a “Hybrid
Allocator” for allocating the shared service costs related to executive, corporate secretary,
communications and safety, health & environmental functions?®. NLH is proposing a 2-factor
hybrid allocator with equal 50%/50% weightings to (i) gross property, plant & equipment (PPE)
and (ii) operating & maintenance (O&M) costs. The above noted shared service costs are
proposed to be allocated to each line of business based on their relative proportion of this 2-
factor allocator??.

For the 2027 Test Year, the calculation of this hybrid allocator results in the allocation of 30% of
the above-noted shared service costs to regulated operations. The 30% allocation to regulated
operations is calculated based on equal 50% weightings of (i) 20% for gross PPE and (ii) 40%
0&M?'3°, The proposed hybrid allocator results in the allocation of 70% of the above-noted
shared service costs to non-regulated operations based on equal 50% weightings of (i) 80% for
gross PPE and (ii) 60% for O&M.

The 2026 forecast pool of costs for the above-noted shared service costs is approximately $4.1
million, with $1.2 million proposed to be allocated to regulated operations and $2.9 million
allocated to non-regulated operations®3'.

The DGT Report describes a hybrid allocator as a blended measure for shared service functions
that provide broad support to the organization as a whole and are not readily associated with a
single operational driver such as headcount. Where no single cost driver adequately reflects the
cause of the cost or the benefit received, a blended or multi-factor allocator may be reasonable,
provided the selected factors together offer a supportable measure of relative scale, benefit or
cost responsibility32,

A summary of DGT’s evaluation of NLH’s proposed 2-factor hybrid allocator is as follows!33:

1. There is a reasonable basis for selecting gross PPE and O&M to allocate functions that
support the organization as a whole, as relative scale is a defensible proxy for these
functions. PPE reflects the size of the capital base and O&M costs reflect the scale of
operational activity;

2. Weighting involves judgement, and an equal weighting provides a neutral and readily
understandable means of combining the two measures in the absence of evidence
supporting a greater emphasis on one factor over the other; and

128 DGT Report, Section 1.1, pg. 1
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3. The proposed hybrid allocator performs well in terms of evaluation criteria of
transparency, objectivity and administrative practicality.

The DGT Report and KPMG Report!3*both indicate that considering utility industry practice,
revenue represents the most common additional component in composite allocators (another
name for hybrid allocators) of this kind. Such 3-factor composite allocators are generally
calculated using (i) a revenue metric (ii) PPE/capital assets metric and (iii) a labour metric. This
3-factor composite allocator is generally referred to as the “Massachusetts Formula” and is a
commonly used approach by Canadian and US utilities to allocate shared service costs where
specific allocators are not considered reflective of the underlying cost drivers. DGT and KPMG
both note that NLH considered the use of the Massachusetts Formula but that NLH had identified
concerns with this approach.

NLH’s concerns are that the inclusion of revenue in the hybrid allocator may result in distortion
of the allocations as a result of 3°:

1. Electricity rates associated with the Churchill Falls contract are lower than prevailing
market rates; and

2. Intercompany transactions such as Muskrat Falls and Labrador-Island Link revenue and
revenue earned from the sale of intercompany revenue to third parties.

DGT agreed with NLH that the exclusion of revenue was reasonable based on these concerns!3®,

In the request for information process, NLH was requested to identify comparable utilities with
regulated and non-regulated operations that use revenue as a component of a 3-factor shared
service cost allocator and explain how these utilities have dealt with intercompany revenues and
non-market contract prices’’. NLH did not directly respond to this request for information and
simply repeated cross references to the KPMG Report and DGT Report.

NLH was also requested to provide an illustrative calculation of the impact to the 2027 Test Year
shared service cost allocations assuming a 3-factor hybrid/composite allocator, including revenue
in addition to gross PPE and O&M in both rounds of request for information?3®. NLH refused to
provide such an illustrative calculation as it had not determined an appropriate revenue measure
and it does not consider inclusion of revenue to be appropriate.
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NLH’s Proposal to Transition to a 2-Factor Hybrid Allocator is a Directional Improvement

NLH’s proposed change to the ITCG to introduce a hybrid allocator for allocating the shared
service costs related to executive, corporate secretary, communications and safety, health &
environmental functions is directionally an improvement over the prior methodology of using
specific functional cost drivers (such as FTEs and timesheets) to allocate these costs between
regulated operations and non-regulated operations. Functional cost drivers involve the use of a
single metric to allocate common costs.

Hybrid or composite cost allocators involve the weighting of more than one functional allocator
to allocate shared service costs. A hybrid cost driver more appropriately recognizes that from
the perspective of cost causation that these indirect shared service costs do not have a direct
correlation with any particular (functional) cost causation driver.

For these indirect shared service costs, hybrid or composite allocators are commonly used in the
utility sector, which generally reflect the size, scale, scope and complexity of the operating units
of the utilities and the capital-intensive and labour-intensive nature of utility operations. Hybrid
or composite cost allocators also reduce the risk of heavy or sole reliance on a single metric to
allocate common costs.

Potential Inclusion of Revenue in a 3-Factor Composite Allocator

Despite the directional improvement to move to a 2-part hybrid cost allocator to allocate these
costs, the outstanding issue relates to the common practice across regulated utilities of using 3-
factor composite cost allocators (Massachusetts Formula) — which also include a measure of
revenues as the 3™ part of the composite allocator.

The 3-factor composite cost allocators best reflect the size, scale, scope and complexity of the
operating units of regulated utilities and the nature of the shared service costs that are proposed
to be allocated by the hybrid allocator. The 3-part composite cost allocators also best meet the
evaluation criteria of flexibility/adaptability of the ITCG that was outlined in both the DGT Report
and KPMG Report!3°. The 3-factor Massachusetts Formula is more flexible to deal with business
and operational changes and is more stable as there is less risk of reliance on only one or two
functional allocators (less weighting to each metric in a 3-factor allocator).

The KPMG Report notes that ENMAX uses a “Universal Allocator” 3-factor composite allocator
and that Manitoba Hydro/Centra Gas use a 2-part allocator (corporate assets and labour activity
charges)#0. It is noted that the Manitoba Public Utilities Board has recently directed that
Manitoba Hydro/Centra Gas move to a 3-factor composite allocator (equal weighting of revenue,
corporate assets and labour activity charges), which includes net export revenues!4:.

139 DGT Report, Section 4.2, pg. 16 and KPMG Report, Section 3.4, pg. 13
140 KPMG Report, Section 4.2. pg. 15 and Section 4.3, pg. 16
141 Manitoba PUB Order 120/25, pgs. 85 to 89
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Additionally, it is also noted that ATCO and EPCOR use 3-factor composite allocators, as well as a
number of Canadian gas utilities.

In terms of NLH’s concerns with respect to the inclusion of revenues in a 3-factor composite
allocator, the existence of intercompany transactions and export revenues is a common feature
of the utility business and should not in and of themselves result in the exclusion of revenues
from the composite allocator. The fact that electricity rates associated with the Churchill Falls
contract are lower than prevailing market rates is a valid concern. There may be movement on
this issue based on the DCIA recently signed between NLH and Hydro-Quebec. However, these
negotiations are still ongoing and will not be finalized for the purposes of this GRA proceeding.

Recommendations on the 2-Factor Hybrid Allocator for the 2027 Test Year

Based on the foregoing analysis, it is recommended that the PUB accept NLH’s proposal to move
to a 2-factor hybrid cost allocator for the above-noted shared service costs for the purposes of
the 2026 GRA (setting rates for the 2027 Test Year).

It is also recommended that the PUB direct NLH to re-evaluate the inclusion of revenue and
development of a 3-factor composite allocator for these shared service costs and report on this
re-evaluation for its next GRA. This re-evaluation would consider the outcome of re-negotiations
of the Churchill Falls contract.

5.5 It is Recommended That the PUB Approve a Cost Allocator for IT Costs that is 50% Weighted
to FTEs and 50% Weighted to the Proposed NLH Hybrid Allocator to Improve Cost Causation

As part of its ITCG, NLH is proposing to continue to allocate three cost pools of information
technology (IT) costs (i) information services, (ii) network services and (iii) business system
transformation program based on an average number of users or “average users” cost
allocator#?, The three IT cost pools total $19.8 million, which represent approximately 58% of
total shared service costs of $34.4 million for the 2026 forecast43.

NLH Proposes to Allocate IT Cost Pools 57% to Regulated & 43% to Non-Regulated Operations

Information systems costs relate to the IT help desk, PC/device deployment, IT project
management, enterprise architecture, system management, application development, cyber
security, information management and standards/policy management!**, Network services
costs relate to maintenance of the LAN and phone networks'*®. Business system transformation
program costs relate to migration of the ERP system from JD Edwards World to JD Edwards

142 Exhibit 2, Attachment 1, Section 3.1, Table 1, pg. 3
143 KPMG Report, Section 5.4, pg. 38

144 KPMG Report, Section 5.3.3.2, pg. 25
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EnterpriseOne and implementation of planning, budgeting and forecasting solution Cognos
TM1148,

For the 2027 Test Year, the use of the average user cost allocator results in the allocation of
approximately 57% of the three IT cost pools to regulated operations and 43% to non-regulated
operations4’, with $11.6 million proposed to be allocated to regulated operations and $8.2
million allocated to non-regulated operations42,

Comparator Utilities Use Varied Cost Allocators to Allocate IT Costs

The KPMG Report asserts that NLH’s use of average users is “generally aligned” with comparator
utilities*. However, the comparator utility information provided by KPMG does not appear to
support this assertion.

OPG and ENMAX appear to primarily use average users or similar measures to allocate IT costs.
NB Power, Manitoba Hydro and BC Hydro use varied cost allocators that are more consistent with
hybrid allocators using metrics such as O&M expense, assets, capital and labour activity charges
to allocate IT costs. The KPMG Report indicates that BC Hydro uses a 50% capital/operating
expenditures and 50% FTEs cost allocator to allocate IT costs.

The DGT Report did not address the issue of IT cost allocation as its scope was limited to the three
methodology changes discussed in Sections 5.3 and 5.4 of this Evidence.

Assessment of an Alternative Cost Allocator for Allocation of IT Costs

It was noted in the preamble to requests for information that the three IT cost pools contained a
diverse mix of costs related to individual IT users, overall enterprise systems and application
development. In that context, NLH was requested to (i) explain if it had considered the use of a
hybrid allocator to allocate the three IT cost pools, (ii) explain if use of a hybrid allocator would
simplify the allocation of IT shared service costs by eliminating the need for the calculation of
numerous metrics related to average users and (iii) provide an estimate of the change to the
shared service cost allocation in the 2027 Test Year using a hybrid allocator to allocate the three
IT cost pools*>°,

In response, NLH indicated that it did not consider use of a hybrid allocator to allocate the three
IT cost pools, as average users is a reasonable proxy for the consumption of IT services and this
allocation approach was approved by the PUB in its 2013 GRA. NLH also indicated that while
using the hybrid allocator may simplify the cost allocation framework, there were no material
changes in the nature of the IT services or the underlying cost pools and as such, it continues to
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view the use of average users as an appropriate cost driver and a better reflection of cost
causation than a hybrid allocator.

In second round requests for information, NLH was requested to address the concern where
automated, asset-driven or system-to-system activities consume IT resources independently of
the number of users®!. In response, NLH asserted that the primary purpose of IT services is to
provide IT support to employees across the organization. NLH conceded that certain automated,
asset-driven or system-to-system activities may consume IT resources independent of user
counts, these activities are embedded within the overall enterprise IT environment and are not
maintained or tracked separately by line of business.

NLH was requested in both rounds of requests for information to provide an illustrative estimate
of the change to the shared service cost allocation in the 2027 Test Year using (i) a hybrid allocator
(30% to regulated & 70% to non-regulated) to allocate the three IT cost pools and (ii) an estimate
of the change to the allocation of shared service costs using the relative split of O&M costs (40%
to regulated & 60% to non-regulated)®2. NLH declined to provide such illustrative estimates in
both rounds of requests for information.

Allocation of IT Shared Service Costs is an Outstanding Issue in this GRA

The issue of the appropriate cost allocator to allocate IT shared service costs is an outstanding
issue in this regulatory proceeding. It has been 13 years since the 2013 GRA when the average
user cost allocator was accepted by the PUB as a reasonable allocator for the three IT cost pools.

The average user cost allocator should have been re-evaluated by NLH based on significant
changes in its business and operating environment, changes in how IT services are priced by
vendors and changes in modern IT systems. The default assumption that every IT user places an
equal burden on IT systems and as such reflects cost causation and consumption merits
reconsideration. An approach focused solely on headcount (the proportions of average users
and FTEs are similar) creates a labour intensity distortion between field operations and corporate
operations and ignores capital and operating scale. The proportion of FTEs associated with
regulated operations of 57% is consistent with the calculation of average users of IT of 57% for
regulated operations®3,

In modern utilities, significant IT resources are consumed by automated, asset driven or system-
to-system activities that operate independent of headcount or average users. Non-regulated
lines of business, such as export marketing can consume significant IT resources and leverage the
parent IT infrastructure. The assumption of consumption of IT services based on
headcount/average users would understate the appropriate allocation to non-regulated
operations.

151 CA-NLH-349
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Many IT service providers/vendors no longer charge by the number of users/seats but rather they
charge by data throughput and number of connected endpoints. Subscription based IT services
are priced using several pricing metrics (hybrid pricing structures) in addition to number of users,
including flat rates, usage-based/consumption-based and value-based/outcome-based. These
modern, hybrid and usage-based/consumption-based pricing structures have changed since
2013 when per user/per seat was more prevalent.

The underlying types of costs that flow into the three IT cost pools are diverse and range between
individual IT, operating technology (OT), application development and information systems
management. The use of a single functional allocator (average users) is counterintuitive
considering this diverse range of underlying costs and how modern IT systems function and are
priced by vendors. Using a cost allocator that includes a weighting of the benefits of this diverse
IT infrastructure on the basis of size, scale and scope of the operating units of NLH is appropriate
and would balance considerations of scale and headcount.

The IT cost allocators are not standard across the utility comparators as demonstrated by the
comparator utility information included in the KPMG Report. The proposed 57% allocation of IT
shared service costs to NLH regulated operations is much higher than the allocation of
governance costs (30%), capital costs (20%) and O&M costs (40%). There is no information on
the record of this proceeding that rationalizes this much higher allocation of IT costs to NLH’s
regulated operations.

A Composite Allocator is Recommended to Allocate the NLH Three IT Cost Pools

It is recommended that the PUB approve an IT shared service cost allocator similar to BC Hydro,
with 50% weight to FTEs and 50% weight to capital/operating expenditures, as being reasonable
under the circumstances of the NLH 2026 GRA.

This approach would continue to provide a significant weight of 50% towards headcount (using
FTEs instead of average users) in accordance with NLH’s historic approach but also include 50%
weight towards NLH’s 2-part hybrid allocator that recognizes scale, scope and complexity. This
approach is a stable middle ground that is consistent with the regulatory principle of cost
causation. This recommendation would improve cost causation and also simplify the cost
allocation process by eliminating the need to perform numerous calculations to derive average
users across the three IT cost pools.

For illustrative purposes, this recommendation would result in the following allocation of the
three IT cost pools between NLH regulated and non-regulated operations and the following
impact to shared service allocations (in operating costs) and revenue requirements in the 2027
Test Year:

1. Allocation of 44% of the three IT cost pools to NLH regulated operations. The 44% is
calculated based on 50% weighting to FTEs and 50% weighting to the 2-part hybrid
allocator: 44% = (57% * 0.5) + (30% * 0.5);
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2. Allocation of 56% of the three IT cost pools to NLH non-regulated operations. The 56%
is calculated based on 50% weighting to FTEs and 50% weighting to the 2-part hybrid
allocator: 56% = (43% * 0.5) + (70% * 0.5); and

3. Shared service costs allocated to NLH regulated operations (in operating costs) in the
2027 Test Year would decrease by $2.6 million. The $2.6 million reduction is calculated
by taking the total IT cost pools of $19.8 million and multiplying by the change in the
allocator between (i) the 44% recommended in this Evidence and (ii) 57% proposed by
NLH: -$2.6 million = $19.8 million * -0.13 (0.44 — 0.57).

Additionally, given the rapid changes in technology and Al, review of the appropriate IT cost
allocator should occur on a more regular basis at GRAs and at a minimum for the next NLH GRA.
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6.0 There are Alternative Recommendations with Respect to NLH’s Regulatory
Deferral Account Proposals

This Section of the Evidence evaluates NLH’s proposals with respect to regulatory deferral
accounts (RDA) that impact the 2027 Test Year revenue requirements.

Recommendations to the PUB in this Section of the Evidence, are summarized as follows:

1. Approval of an amortization period of 10-years for the Business Systems Transformation
Program RDA, considering the size of the deferral, the nature of the deferred costs are
consistent with intangible assets and plans for continued service through on-going
maintenance and upgrades. This recommendation will decrease 2027 Test Year
amortization by $0.3 million. (NLH’s proposal was an eight-year amortization period);

2. Approval of an amortization period of two-years for the Phase Two Hearing Costs RDA,
considering the smaller size of the deferral and the long passage of time since this
regulatory proceeding was concluded. This recommendation will increase 2027 Test Year
amortization by $0.6 million. (NLH’s proposal was an eight-year amortization period);

3. Approval of an amortization period of five-years for the Reliability & Resource Adequacy
Study Review RDA, considering the recency of additions to the RRA Study RDA and the
larger balance in the account ($5.1 million). This recommendation will increase the
proposed 2027 Test Year amortization by $0.4 million. (NLH’s proposal was an eight-year
amortization period);

4. Approval of an amortization period of two-years for the External GRA Hearing Costs RDA,
consistent with the recommendation that the PUB direct that the next NLH GRA be filed
in 2028 (based on 2029 and 2030 Test Years). This recommendation will increase 2027
Test Year amortization by $0.4 million (NLH’s proposal was a four-year amortization
period);

5. Approval of NLH’s proposals to amortize the balance in the Muskrat Falls Sustaining
Capital RDA based on the composite depreciation rates of the Muskrat Falls Assets and
include this RDA in rate base. It is also recommended that the PUB continue to scrutinize
these sustaining capital expenditures in future GRAs given their unique regulatory
treatment and variable nature;

6. Acceptance of NLH’s position that the Holyrood TGS Accelerated Depreciation RDA
recovery period will not be determined in the current GRA proceeding. It is also
recommended that the recovery period be determined at a future GRA proceeding and
not a one-off/separate regulatory application; and

7. Approval of financing costs for the Long-Term Supply Cost Variance Deferral Account at
the short-term borrowing rate (and not WACC as proposed by NLH), considering the
nature and expected operation of this RDA as a variance account handled through short-
term bridge financing (working capital), NLH’s capacity to finance this RDA through its
short-term borrowing facilities and concerns with respect to the inconsistency of higher
WACC financing costs and the Government’s Rate Mitigation Plan.
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6.1 This Section of the Evidence Evaluates & Makes Recommendations on NLH’s Regulatory
Deferral Account (RDA) Proposals that Impact the 2027 Test Year Revenue Requirements

This section of the Evidence evaluates and makes recommendations on NLH’s regulatory deferral
account (RDA) proposals that impact the 2027 Test Year revenue requirements, carrying costs
proposals with respect to the Long-Term Supply Cost Variance deferral account and NLH’s
position with respect to the Holyrood TGS Accelerated Depreciation Deferral Account. The RDAs
addressed in the following sub-sections below (in the order that they are presented in Chapter 5
of the GRA filing) are as follows:

Business Systems Transformation Program Deferral Account;
Phase Two Hearing Costs Deferral Account;

Reliability & Resource Adequacy Study Review Deferral Account;
Muskrat Falls PPA Sustaining Capital Deferral Account;

External GRA Hearing Costs Deferral Account;

Holyrood TGS Accelerated Depreciation Deferral Account; and
Long-Term Supply Cost Variance Deferral Account.

Noukwne

Please note that the Allowance for Funds Used During Construction Deferral Account is not
addressed in this section of the Evidence as it was denied by the PUB in Order No. P.U. 30(2026).

This section of the Evidence does not address NLH RDA proposals that impact cost of service and
rate design such as the (i) Frequency Converter Depreciation Deferral Account (ii) Electrification
Cost Deferral Account (iii) Return on Equity Rate Change Deferral Account and (iv) Rural Labrador
Interconnected - Revenue Deficiency Deferral Account.

6.2 It is Recommended that the Business Systems Transformation Program Deferral Account
Be Amortized Over 10 Years which Would Reduce 2027 Test Year Amortization by $0.3 Million

NLH’s 2027 Test Year revenue requirement proposals with respect to the Business Systems
Transformation Program Deferral Account (BST RDA) are summarized as follows!>:

1. Proposed Amount to be Amortized: $14.5 million;
2. Proposed Amortization Period: Eight (8) years commencing in 2027; and
3. Proposed 2027 Test Year Amortization: $1.8 million.

NLH indicates that $6.7 million associated with the Business Systems Transformation Program
was approved for recovery in the BST RDA in PUB Order No. P.U. 27(2022) and that it has

154 Chapter 5, Section 5.6.1, pg. 5.16
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requested an additional $7.8 million of forecast costs be deferred to December 31, 2026 in an
application that was approved by the PUB in Order No. P.U. 18(2026)*>.

In NLH’s view, regulated utilities generally file GRAs every three to five years, with a typical
frequency or cadence of four years (average of three to five years). NLH is proposing to amortize
the $14.5 million balance in the BST RDA over eight years, which it asserts spans two regulatory
cycles of four years each. It is noted as an aside, that as outlined in Section 3.8 of this Evidence,
the typical interval between GRAs for crown-owned hydro utilities is every 2 to 3 years.

NLH indicates that the assets underlying the BST RDA were placed into service in 2018 and as
such the remaining useful life of the original assets is approximately two years, based on the
latest depreciation study. NLH notes that these assets will likely continue to provide service and
value well beyond this remaining two-year period through on-going maintenance, upgrades and
enhancement activities. In NLH’s view, its proposal of an eight-year amortization period for the
BST RDA is a reasonable balance between timely cost recovery, intergenerational equity and
customer rate stability*°®.

NLH also conceded that it is not established PUB regulatory practice to amortize regulatory
deferral account balances over a specific number of regulatory cycles. As such, linking the
amortization period of the BST RDA to two, four-year regulatory cycles is not recommended.

It is recommended that the PUB approve an amortization period of 10-years (consistent with the
recent depreciation study/technical update®’) for the BST RDA, considering the size of the
deferral, the nature of the deferred costs are consistent with intangible assets and NLH’s plans
for continued service through on-going maintenance, upgrades and enhancement activities. The
impact of this recommendation is to slightly decrease the proposed amortization in the 2027 Test
Year by $0.3 million, from $1.8 million to $1.5 million ($14.5 million / 10 years).

6.3 It is Recommended that the Phase Two Hearing Costs Deferral Account Be Amortized Over
Two Years which Would Increase 2027 Test Year Amortization by $0.6 Million

NLH’s 2027 Test Year revenue requirement proposals with respect to the Phase Two Hearing
Costs Deferral Account (Phase Two RDA) are summarized as follows®?8:

1. Proposed Amount to be Amortized: $1.7 million;
2. Proposed Amortization Period: Eight (8) years commencing in 2027; and
3. Proposed 2027 Test Year Amortization: $0.2 million.
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NLH indicates that the PUB directed in Order No. P.U. 13(2026) that the Phase Two RDA be
created to include professional services-consulting fees, salary transfers and overtime costs for
2014, 2015 and subsequent years relating to Phase Two of its investigation into the January 2014
outages and that this proceeding was concluded in 2019.

NLH asserts that its proposed eight-year amortization period (two, four-year regulatory cycles) is
a balanced approach that moderates near-term rate impacts while ensuring timely recover of
prudently incurred costs.

NLH indicated that it had considered a shorter amortization period for this RDA but was
concerned with respect to moderating near-term rate impacts and that a four-year amortization
for the Phase Two RDA would increase amortization in the 2027 Test Year from $0.2 million to
$0.4 million>°. There have been no additions to the Phase Two RDA since 20201,

Under NLH’s recommendation the Phase Two RDA will not be fully recovered until 2034,
approximately 15 years after the conclusion of the associated regulatory proceeding. This
appears excessively long given the circumstances. In addition, customers will also be
concurrently paying for the amortization of the Reliability & Resource Adequacy Study Review
Deferral Account concurrently in rates (please see Section 6.4 below).

It is recommended that the PUB approve an amortization period of two-years for the Phase Two
RDA, considering the smaller size of the deferral and the long passage of time since this regulatory
proceeding was concluded (2019). Under this recommendation, the Phase Two RDA will be
recovered by 2028, which is approximately 9 years after the conclusion of the associated
regulatory proceeding and by the recommended timing of the next GRA for a 2029 Test Year.
The impact of this recommendation is to increase the proposed amortization in the 2027 Test
Year by $0.6 million, from $S0.2 million to $0.8 million ($1.7 million / 2 years).

6.4 It is Recommended that the PUB Approve a Five Year Amortization Period for the Reliability
& Resource Adequacy Study Review Deferral Account which Would Increase 2027 Test Year
Amortization by $0.4 Million

NLH’s 2027 Test Year revenue requirement proposals with respect to the Reliability & Resource
Adequacy Study Review Deferral Account (RRA Study RDA) are summarized as follows6?:

1. Proposed Amount to be Amortized: $5.1 million;
2. Proposed Amortization Period: Eight (8) years commencing in 2027; and
3. Proposed 2027 Test Year Amortization: $0.6 million.
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NLH indicates that the PUB directed in Order No. P.U. 29(2019) and Order No. P.U. 8(2021) that
the RRA Study RDA be created to include the PUB’s external consulting costs and approved
intervenor costs associated with the Reliability and Resource Adequacy Study Review and the
external costs for professional services and contractors related to the assessment to determine
the potential long-term viability of the Holyrood Thermal Generating Station (TGS).

NLH asserts that its proposed eight-year amortization period (two, four-year regulatory cycles) is
a balanced approach that moderates near-term rate impacts while ensuring timely recovery of
prudently incurred costs. NLH indicated that a four-year amortization for the RRA Study would
increase amortization in the 2027 Test Year by $0.6 million from $0.6 million to $1.2 million?¢2,

There are on-going additions to the RRA Study RDA to the 2027 Test Year'®3, but NLH is not
forecasting any further additions from 2028 to 20304,

As was the case for the Phase Two RDA, amortization of these costs to 2034 appears to be an
excessively long period of time. However, considering the recency of additions to the RRA Study
RDA (and associated probability of more enduring value for ratepayers) and the more material
balance in the account ($5.1 million) - it is recommended that the PUB approve a five-year
amortization period for the RRA Study RDA. The impact of this recommendation is to increase
the proposed amortization in the 2027 Test Year by $0.4 million, from $0.6 million to $1.0 million
(5.1 million / 5 years).

6.5 It is Recommended that the PUB Approve Amortization of the Muskrat Falls PPA Sustaining
Capital Deferral Account Using Composite Depreciation Rates & Inclusion in Rate Base

NLH’s 2027 Test Year revenue requirement proposals with respect to the Muskrat Falls PPA
Sustaining Capital Deferral Account (MFSC RDA) are summarized as follows'®°:

1. Proposed Amount to be Amortized: $43.6 million with on-going additions for the life of
the Muskrat Falls PPA;

2. Proposed Amortization Period: Composite depreciation rates for the Muskrat Falls
Generating Facility (1.42%) and Labrador Transmission Assets (1.71%) - commencing in
2027; and

3. Proposed 2027 Test Year Amortization: $0.7 million.

NLH indicates that the PUB directed in Order No. P.U. 33(2021) that the MFSC RDA be created
effective on the date that NLH was required to begin payments under the Muskrat Falls PPA. The
Muskrat Falls PPA requires NLH to fund the sustaining capital costs of the Muskrat Falls Assets at
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the time the expenditures are incurred. The purpose of the MFSC RDA is to match the period of
cost recovery through rates with the period over which the assets are providing service to
ratepayers (consistent with the regulatory principle of intergenerational equity) and prevent
material rate volatility associated with expensing these costs in the year incurred for rate-setting
purposes®e,

NLH is proposing that the MFSC RDA be amortized based on the composite rates for the Muskrat
Falls Generating Facility (1.42% = equivalent to 70.6 years) and Labrador Transmission Assets
(1.71% = equivalent to 58.6 years), as recommended by Concentric!®’.

The sustaining capital expenditures (additions to the MFSC RDA) have ranged from $0.5 million
in 2022 to $19.9 million forecast in 2026, with forecast expenditures in the 2027 Test Year of $9.0
million. The most material sustaining capital expenditures (over $1 million) are the installation
of shunt reactors ($25.2 million), installation of a downstream public safety boom ($4.4 million)
and 315 kV right-of-way vegetation clearing and access trail improvements ($2.2 million)®8. NLH
is forecasting sustaining capital expenditures additions of between $3 million and $5 million on
an annual basis into the MFSC RDA between 2028 and 20301°.

NLH indicated that the sustaining capital payments do not include any amount for interest during
construction (IDC) or allowance for funds used during construction (AFUDC) or any other
financing charge as the financing of these projects is from NLH regulated operations?’®. NLH is
proposing that the MFSC RDA be included in rate base as this treatment appropriately recognizes
the on-going investment represented by the unrecovered balance and is consistent with the long-
term recovery of capital cost over the period in which customers receive the related benefits!’*.

It is recommended that the PUB approve NLH’s proposals to amortize the balance in the MFSC
RDA based on the composite depreciation rates of the Muskrat Falls Assets and inclusion in rate
base. The net impact of NLH’s proposals is that the Muskrat Falls sustaining capital expenditures
are treated like capital assets and amortized over their expected useful lives for rate-setting
purposes.

It is also recommended that the PUB continue to scrutinize these sustaining capital expenditures
in future GRAs given their unique treatment, variable nature and that this RDA is expected to
grow over time as sustaining capital expenditures are made.
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6.6 It is Recommended that the PUB Approve a Two Year Amortization Period for the External
GRA Hearing Costs Deferral Account which Would Increase 2027 Test Year Amortization by $0.4
Million

NLH’s 2027 Test Year revenue requirement proposals with respect to the External GRA Hearing
Costs Deferral Account (GRA Costs RDA) are summarized as follows!’?:

1. Proposed Amount to be Amortized: $1.5 million;
2. Proposed Amortization Period: Four (4) years commencing in 2027; and
3. Proposed 2027 Test Year Amortization: $0.4 million.

NLH indicates that it is forecast to incur approximately $1.5 million of external regulatory costs
associated with the 2026 GRA regulatory process. NLH outlined that it was directed by the PUB
to pay $1.8 million of PUB and intervenor costs flowing from the 2017 GRA — and that it had
estimated the $1.5 million for the 2026 GRA considering the complexity of the 2026 GRA,
escalation in costs since that time and that the longer procedural history of the 2017 GRA (the
final compliance Order being issued approximately two vyears after the filing of the
application)?73.

NLH’s recommended four-year amortization period is based on its view of a typical GRA
frequency/cadence of four years and its position that its next GRA should be filed no earlier than
2030 (2031 Test Year).

Consistent with the recommendation in Section 3.8 of this Evidence, that the PUB direct NLH to
file its next GRA in 2028 (based on 2029 and 2030 Test Years), it is recommended that the PUB
approve an amortization period of two-years for the GRA Costs RDA, being the period of benefit
from this regulatory proceeding. The impact of this recommendation is to increase the proposed
amortization in the 2027 Test Year by $0.4 million, from $0.4 million to $0.8 million ($1.5 million
/ 2 years).

6.7 It is Recommended that the Recovery Period of the Holyrood TGS Accelerated Depreciation
Deferral Account be Set at a Future GRA When Information on the Retirement Date is Available

NLH is not proposing the disposition of the balance in the Holyrood TGS Accelerated Depreciation
Deferral Account (Holyrood TGS RDA) at this time’4. NLH is proposing that the balance in the
Holyrood TGS RDA be included in rate base!’>.
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NLH indicates that in Order No. P.U. 33(2021), the PUB approved the creation of the Holyrood
TGS RDA to defer the differences in excess of $2.5 million (referred to as the “deadband”)
between the test year depreciation expense and the actual accelerated depreciation for the
Holyrood TGS assets in 2022 and 2023. Further, in Order No. P.U. 1(2024), the PUB approved
NLH’s application to continue to defer these differences until the assumed end-of-steam
generation and directed that a report on this activity and operation of this RDA be provided at
the next GRA.

PUB Directed Report on the Activity and Operation of the Holyrood TGS RDA Since the Last GRA

NLH filed the directed report in the 2026 GRA filing'’¢, which indicates the following with respect
to the Holyrood TGS RDA:

1.

The end-of-steam generation date is to 2030 or until such time that sufficient alternative
generation is commissioned, adequate performance of the LIL is proven, and generation
reserves are met;

The cumulative balance owing to customers at the end of the 2027 Test Year is $11.4
million;

The cumulative balance is expected to shift to a balance owing to NLH by 2028 of $0.3
million — with a forecast balance owing to NLH of $27.9 million by 2030;

This shift is primarily driven by capital projects completed in the later years of the
Holyrood TGS such that capital projects forecast to be placed in service at the end of 2027
are assumed to be depreciated over approximately two years; and

NLH has assumed an end-of-steam generation date of March 31, 2030 for forecasting
purposes, this date is an assumption only —and the actual retirement date of the Holyrood
TGS will be dependent on the timing and in-service status of replacement generation.

The following table summarizes the projected balances in the Holyrood TGS RDA from the 2027
Test Year to the 2030 Forecast:

176 Exhibit 11, pgs. 1to 3
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Table 10

Holyrood TGS Accelerated Depreciation Deferral Account - 2027 Test Year to 2030 Forecast ($ Millions)

2027 2028 2029 2030
Test Year Forecast Forecast Forecast

Actual Depreciation (A) 29 43 55 14
Test Year Depreciation (B) 29 29 29 8
Variance - Owing to NLH (Owing from NLH) (C=A-B) - 14 26 6
Deferral Amount (Net) - Owing to NLH (Owing from NLH) (D) - 11 24 4
Opening Balance - Owing to NLH (Owing from NLH) (E) (12) (11) - 24
Deferral Amount (F) - 11 24 4
Closing Balance - Owing to NLH (Owing from NLH) (G=E+F) (11) - 24 28

The key observations with respect to Table 10, are as follows:

1.

The opening balance in the Holyrood TGS RDA in the 2027 Test Year is $11 million owing
to customers;

Actual depreciation (accelerated) and test year depreciation is $29 million, which is the
same amount as is forecast in the 2027 Test Year, resulting in no variance or deferral
amount for 2027;

The increase in accelerated depreciation in the 2028 forecast to the 2030 forecast results
in variances owing to NLH and deferrals (net of a $2.5 million deadband) of $11 million,
$24 million and $4 million, respectively;

The forecast balance in the Holyrood TGS RDA in 2030 is $28 million owing to NLH; and
Amounts in 2030 forecast are prorated for a part of a year to March 31, 2030, based on
the planning assumption inherent in the NLH financial forecast.

NLH indicates that the appropriateness, timing, structure of any recovery proposal will be
influenced by several factors that remain uncertain at this time, including: (i) the actual
retirement date of the Holyrood TGS, (ii) final magnitude of the RDA balance and (iii) if the final
RDA balance is owing to NLH or owing to customers. Given the uncertainty, NLH has not
proposed the disposition of the Holyrood TGS RDA as part of the 2026 GRA.
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NLH submits that it would be premature to advance a recovery proposal absent clarity on these
uncertain matters and that it will address the disposition of the RDA in a future regulatory
application.

In the request for information process, NLH confirmed that the current “planning assumption”
of the retirement date for the Holyrood TGS remains unchanged at this time — and that it will
reassess the situation in its next Reliability and Resource Adequacy Update, planned for 202777,

NLH indicated that sustaining capital expenditures related to the Holyrood TGS are forecast at
$33.3 million in 2027 and $18.6 million in 202878, NLH also noted that any extension of the
Holyrood TGS beyond the assumed retirement date of March 31, 2030, would require it to
reassess both the necessary sustaining capital requirements beyond 2028 and associated capital
recovery’?,

Holyrood TGS RDA Accelerated Depreciation Scenario

During the request for information process, a scenario was requested of the level of accelerated
depreciation that would have to be included in the 2027 Test Year (rates) that would result in the
cumulative balance in the Holyrood TGS RDA being forecast at zero by March 31, 20308, The
following table summarizes this accelerated depreciation scenario:

Table 11

Holyrood TGS Accelerated Depreciation Scenario - 2027 Test Year to 2030 Forecast ($ Millions)

2027 2028 2029 2030
Test Year Forecast Forecast Forecast

Actual Depreciation (A) 29 43 55 14
Test Year Depreciation (B) 39 39 39 10
Variance - Owing to NLH (Owing from NLH) (C=A-B) (10) 4 16 4
Deferral Amount (Net) - Owing to NLH (Owing from NLH) (D) (7) 2 14 2
Opening Balance - Owing to NLH (Owing from NLH) (E) (112) (18) (16) (2)
Deferral Amount (F) (7) 2 14 2
Closing Balance - Owing to NLH (Owing from NLH) (G=E+F) (18) (16) (2) -
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Table 11 demonstrates that the Holyrood TGS accelerated depreciation would have to be set at
$39 million in the 2027 Test Year in order to reduce the forecast balance in the related RDA to
zero by March 31, 2030, consistent with NLH’s planning assumption for the Holyrood TGS on
March 31, 2030. This would represent a $10 million increase in depreciation in the 2027 Test
Year over the $29 million that is proposed by NLH — and a total increase of $22 million (512 million
+ $10 million) over the amount that is currently included in approved revenue requirements of
$17 million (please see Table 6 of Section 4.4 of this Evidence).

Recommendations on the Holyrood TGS RDA

Given the foregoing, it is recommended that the PUB accept the NLH position that the Holyrood
TGS RDA recovery period not be determined in the 2026 GRA proceeding. The record of the
proceeding suggests too much uncertainty with respect to the timing of the retirement of the
Holyrood TGS to determine a recovery period of the accelerated depreciation for rate-setting
purposes.

It would be premature to set a recovery period given the significant uncertainty and to increase
2027 Test Year revenue requirements related to the Holyrood TGS accelerated depreciation to
$39 million to meet an artificial “planning assumption” for forecasting purposes - that has yet to
be validated in the real world. In the interim it is appropriate that the Holyrood TGS RDA be
included in rate base given the underlying nature with respect to the assets that it relates to.

It is also recommended that the recovery period of the Holyrood TGS RDA be determined in the
context of a GRA proceeding and not a one-off/separate regulatory application. The recovery
period of the Holyrood TGS RDA should be set in the context of the overall revenue requirements
and revenue deficiencies that can only be understood during a GRA proceeding - and by
considering generally accepted regulatory principles of rate stability and intergenerational
equity.

6.8 Itis Recommended that the PUB Approve Financing Costs at the Short-Term Borrowing Rate
for the Long-Term Supply Cost Variance Deferral Account

NLH is proposing the creation of a new Long-Term Supply Cost Variance Deferral Account
(LTSCVDA) effective January 1, 2027, with interest (also referred to as financing costs or carrying
costs) calculated based on the WACC in its latest approved test year. NLH is proposing that the
approach for disposition or recovery of the LTSCVDA and any balances remaining in the existing
SCVDA (after the transition to the LTSCVDA) is to be addressed in future applications following
this GRA proceeding!8?.

NLH notes that its existing Supply Cost Variance Deferral Account (SCVDA) was approved by the
PUB effective November 21, 2021 in PUB Order No. P.U. 33(2021) and Order No. P.U. 4(2022)
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and enables deferral of costs related to its requirement to commence payment of Muskrat Falls
Project costs. In addition to Muskrat Falls Project Costs and Rate Mitigation Funding, the SCVDA
also includes variances for costs and revenues from NLH’s approved test year for items such as
(i) fuel costs associated with Holyrood TGS (ii) transmission tariff revenue (iii) net revenues from
exports (iv) greenhouse gas credit revenues (v) load variations (vi) rural rate adjustments and (vii)
other Island Interconnected System supply cost variances.

In the application associated with the creation of the SCVDA, NLH indicated that it would provide
evidence on a long-term approach to the SCVDA in its next GRA, including proposed allocation
and recovery approaches. However, in the current GRA filing NLH has changed its position and
now plans to propose the disposition of any balances remaining in the existing SCVDA after the
transition to the LTSCVDA in an application following the current GRA proceeding.

In Order No. P.U. 33(2021), the PUB ordered that the calculation of finance costs on the SCVDA
be calculated based on NLH’s short-term borrowing costs, noting NLH’s plan to use short-term
borrowing in the near-term to finance this RDA®2. Since the implementation of the SCVDA, NLH
has implemented a Project Cost Recovery Rider and rate mitigation funding has been applied or
is committed to reduce the balance in the account to zero.

NLH’s proposal is for the LTSCVDA to come into effect on January 1, 2027, with NLH noting that
the variances and resulting balances in this new RDA are expected to be much lower in
comparison to the existing SCVDA, as project costs and rate mitigation funding will be included
in its cost of service and test year revenues, prior to this account becoming effective. Given this
difference between the LTSCVDA and SCVDA, NLH is proposing that the financing costs on the
LTSCVDA be based on its WACC as approved in its test year.

NLH’s plan is to address the approach for the disposition of the LTSCVDA in a future application
to the PUB.

Summary of Request for Information Process with respect to the LTSCVDA
A summary of information on the LTSCVDA from the request for information process is as follows:

1. Separate Consideration of Financing Costs and Disposition Methodology: NLH is of the
view that it is appropriate to address the disposition of the LT SCVDA at a future regulatory
proceeding and the appropriate financing cost rate for rate-setting purposes at the
current GRA proceeding as these issues serve two purposes. NLH asserts that it and its
customers should have regulatory certainty regarding the treatment of financing costs
from the inception of the account and that the determination of the methodology for
disposition of this RDA can occur at a later date'®® and is not required for the

establishment and operation of the LT SCVDA at this point in time'84;
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2. Expected Operation of this RDA: NLH indicates that in practice, the balance in the
LTSCVDA would be expected to accumulate gradually throughout the year rather than
remain outstanding at a certain level throughout the year!®, any net balance in the
LTSCVDA owing from customers is funded/extinguished annually through the rate
mitigation plan up to and including 20308 and the LTSCVDA captures “variances”
between test year and actual costs and revenues®®’;

3. Additional Reasons for Proposal for Financing Costs at WACC: In addition to the
expectation of lower balances in the LTSCVDA (than the existing SCVDA) - NLH asserts that
RDA balances are financed with a combination of debt and equity funds that are not
traceable to a single source and that the treatment of the LTSCVDA should not deviate
from current regulatory practice in Newfoundland and Labrador!®; and

4. Impact of Financing Costs at WACC as Compared to Short-Term Debt Rate: NLH asserts
that forecasting the balances in the LTSCVDA through to 2030 would not provide
meaningful information!®. NLH provided an illustrative calculation of the financial
differential between WACC (4.88%) and a short-term debt rate (3.39%), assuming a $100
million balance in the LTSCVDA outstanding for a full 12-month period. This illustrative
calculation indicated higher financing costs of $1.5 million per year using the WACC as
proposed by NLH. NLH also noted that the $1.5 million higher financing costs should be
viewed as the “upper end” of the potential annual impact for this example, as it assumes
a constant $100 million balance outstanding for the full 12-month period. NLH noted that
a $100 million balance outstanding for an average of six months would result in $0.8
million of higher financing costs using WACC*°°,

It is also noted that NLH maintains a Promissory Note Program of up to $300 million and a
Committed Credit Facility of up to $600 million®! (total of $900 million) and these short-term
debt facilities are used to fund working-capital requirements?®2.

Analysis & Recommendations on the Creation & Disposition of the LTSCVDA

In terms of the creation of the LTSCVDA, it appears that there was an intent to create this account
from the timing that the existing SCVDA was approved. It is not entirely clear why there has to
be a new SCVDA account created effective January 1, 2027, but it is not unreasonable that such
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an RDA continue on afterJanuary 1, 2027 in order to keep NLH and ratepayers whole with respect
to the numerous costs and revenues that are captured in the LTSCVDA.

While the LTSCVDA may satisfy the revenue-related attributes (revenue sufficiency and rate
stability) and cost-related attributes (if properly allocated to customer classes) of ratemaking, its
complexity is such that it is not as well suited to the practical-related attributes of ratemaking
(understandability and administrative simplicity). The complexity of the LTSCVDA may make
resolution of the recovery/disposition methodology related to this account more difficult to
understand and resolve.

The lack of a proposal from NLH related to the recovery/disposition methodology of the LTSCVDA
in this GRA is problematic. The recovery of the LTSCVDA is low risk for NLH and it is more
interested in regulatory certainty on the financing costs to be charged to this RDA. For
ratepayers, the lack of understanding of the recovery/disposition methodology is another source
of uncertainty for future rates and rate-setting processes.

The practical reality of the situation for the PUB and intervenors to this GRA proceeding is that
(i) the absence of a well thought out proposed recovery/disposition methodology from NLH, and
(ii) the inability of that proposal to be tested through the request for information process and
addressed in intervenor evidence - is such that by default NLH’s proposal to address the
disposition in a future application must be reluctantly accepted.

It is unclear from the record of this proceeding, what further event/milestone is expected by NLH
or what further information is required by NLH, in order to develop a sound recovery/disposition
methodology for the LTSCVDA.

Analysis & Recommendations on Financing Costs for the LTSCVDA

It is recommended that the PUB approve financing costs on the proposed LTSCVDA at NLH’s
short-term borrowing rate (and not the WACC as proposed by NLH) for the reasons noted below.

The reasoning that NLH provided in its application to move from the approved short-term
borrowing rate of the existing SCVDA to a WACC for the LTSCVDA - was that the LTSCVDA is
expected to have much lower balances than the existing SCVDA. This reasoning may be a
difference, but it is not a change in circumstances that logically would support use of the WACC
for financing costs. A lower expected balance would appear to support a short-term borrowing
rate for the LTSCVDA.

The nature of the LTSCVDA is that of a variance account which is expected by NLH to be
extinguished within the next year. As such, it is a short-term working capital issue that requires
bridge financing and does not require long-term equity financing. NLH has up to $900 million of
short-term financing capacity available through its short-term borrowing program and credit
facility to finance the balances in the LTSCVDA.
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This type of a short-term variance RDA is a pass-through account and represents low risk of
recovery by NLH. It is not reasonable that NLH earn an equity risk premium on this RDA, which
it would if a WACC was approved by the PUB. This is a different situation from long-term capital
investments upon which utilities are allowed to earn a return on equity (ROE).

As noted in Section 6.1 of this Evidence, the PUB has recently issued its decision which denied
NLH’s application to create an AFUDC RDA. In that decision, the PUB found that (i) there was no
basis to change its previous determination that NLH be treated as a crown-owned utility (and not
an investor-owned utility) and (ii) the adoption of AFUDC would increase costs to be funded by
customers or through rate mitigation and as such it was uncertain whether approving the use of
AFUDC would be consistent with the Government’s Rate Mitigation Plan.

The PUB does not exercise regulatory control over the sources and timing of rate mitigation
funding. Care should be taken not to create a perverse incentive on NLH’s part to maintain higher
balances in the LTSCVDA in order to earn a ROE that must be paid for by ratepayers.

The NLH proposal to charge financing costs on the LTSCVDA at WACC is a similar situation to the
request for AFUDC, as WACC and AFUDC both include an equity risk premium and would increase
the costs to be funded by customers through rates or by NLH through additional rate mitigation
funding. The consistency of the use of WACC for the LTSCVDA and the Government’s Rate
Mitigation Plan is similarly uncertain as was the case in NLH’s application for an AFUDC RDA.
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