
Manitoba Hydro
2012/14 General Rate Application

PUBIMIPUG-l-11 (REVISED FOR IFFI2-1)

1 REFERENCE: Pages 4-2 & 4-7 Section 5.0
2 Level of Rates and Rate Options; Test Years Adjusted 1FF
3
4 QUESTION:
5
6 a) Please provide a table for each of the two test years including a column
7 containing the IFFII-2 (income statement and retained earnings) as filed; a
8 column which reflects detail of all adjustments that MIPUG suggests need not be
9 made; a column that identifies adjustments that MIPUG suggests that can be

10 deferred to other years; and a column with the resulting adjusted 1FF.
11
12 b) Please comment on the rate implications of the adjusted 1FF in (a) for the test
13 years and for the subsequent “15 sustained years of massive capital investment”.
14
15 c) Please provide Mr. Bowman’s schedule of a “status quo utility” 1FF for the test
16 years and beyond, with all major assumptions detailed.
17
18 ANSWER:
19
20 (a) and (b)
21
22 Table 1 below shows the Electric Operations Projected Operating Statement for the
23 years 2011/12 to 2015/16 adjusted for the changes proposed by Mr. Bowman in the Pre
24 filed Testimony on pages 1-5 and 1-6, as updated for IFF12-1. The basic approach has
25 been entirely retained from the Pre-Filed Testimony; only the values have been updated.
26
27 Note that it is difficult for any party other than Hydro to model the intricacies of some
28 aspects of the 1FF; however, at a coarse level the attached table gives a good
29 approximation of the effects of the recommendations.
30
31 Table 1 below does not yet complete any quantified adjustment for Mr. Bowman’s
32 recommendations on Hydro’s continued need to focus on containing operating cost
33 escalation and normal capital spending, nor for potential adjustments to asset lives as
34 noted at page 4-14 to 4-15 of the pre-filed testimony.
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Manitoba Hydro
2012/14 General Rate Application

PUBIMIPUG-I-11 (REVISED FOR IFFI2-1)

Table 1: Electric Operations Projected Operating Statement Adjusted for

2 Initial Recommendations based on IFFI2-1 ($ Millions)1

REVENUES

2013 2014 2015 2016 2017
ManItoba Hydro Proposed General Consumer at approved rates 1.331 1361 1374 1390 1.404

1% Rate Deferral Reinstated (26)
MIPUG Proposed General Consumer at Approved Rates 1,305 1,361 1,374 1,390 1,404
Manitoba Hydro Proposed Additional 0 48 104 1 65 228

Reduced by 3.5% from 2014 onward for not approved rate adjustment In 2013/14 - (48) (48) (49) (49)
MIPUG Alternative ‘Additional’ Rates - - 66 116 179
Extraprovlncial 357 344 343 380 406
Other 14 15 15 15 15

1676 1720 1788 1901 2004

EXPENSES
Manitoba Hydro Proposed Operating and Administrative 455 471 644 556 567

Less Change in Capitalized Overhead (56) (58) (59) (60) (61)
Less IFRS Changes - DSM - - (23) (22) (21)
Less IFRS Changes - Admin and General - - (37) (38) (38)

MIPUG Alternative Operating and Administrative 399 413 425 436 447
Manitoba Hydro Proposed Finance Expense 452 444 492 524 586

Add Interest Expense Adjustment for difference from MH proposed Revenues 1 2 4 7 9
MIPUG Alternative Finance Expense 453 446 496 531 595
Manitoba Hydro Proposed Depreciation and Amortization 399 430 372 391 41 0

Less Reduction in Amortization of Rate Regulated Assets - - 38 38 37
Less Administrative and General Overhead Capitalized (CGAAPS and IFRS) - - - 1 2
Less Change to Equal Life Group Depreciation Method - - (36) (38) (39)
Less Adoption of Net Salvage 2yrs earlier than IFFI2 (60) (60)

MIPUG Alternative Depreciation and Amortization 339 370 374 392 410

Water Rentals and Assessments 117 116 112 112 112
Fuel and Power Purchased 143 166 179 191 206
CapitsiandOtherTaxes 88 96 101 110 119
Corporate Allocation 9 9 8 8 8

1,548 1,616 1,695 1,780 1,897

Non-controlling Interest 14 24 21 16 13

Manitoba Hydro Proposed Net Intone 53 60 49 74 SB
Increase (Decrease) from Proposed Changes 89 68 65 63 62

MIPUG Alternative Net Income 142 128 114 137 120

‘Additional General Consumer Revenue
Percent increase (as per Rate Outcome point I - finalize rates at current levels) 3.57% 0.00% 3.95% 3.95% 3.95%
Cumulative Percent Increase 4.50% 4.50% 8.63% 12.92% 17.38%

Manitoba Hydro Proposed Equity Ratio 25% 22% 17% 15% 14%

3 MIPUG Adjusted Equity Ratio 25% 24% 22% 22% 22%

Reduction of 1% Rate Deferral as per PUB/MH I-I and MIPUG/MH 1-20(c) where the 2012/13 first quarter balance is
multiplied by four as an estimate for the total year and all subsequent years are set equal. Reduction to Additional rates
Calculated as a reduction from Manitoba Hydro proposed cumulative increase of 7.59% in MH12-1 to 3,95% multiplied by
the 4.5% cumulative rate increase from 2012/13, shown in Manitoba Hydro proposed General Consumer at approved
rates revenue. Interest Expense calculated as Difference between MH Proposed Electric Operations revenues and
MIPUG Proposed multiplied by Canadian Dollar Long-Term Debt Rate from page 3 of FF12-I (Rate for2Ol6/17 not given
so set equal to 2015/16). Changes to oM&A and Depreciation and Amortization from MH Exhibit #55 which updated
PUBIMH -42 for IFF12-1. Early adoption of net salvage is estimated for 2012/13 based on the amount for 2013/14 shown
in MH Exhibit #55 applied to 2012/13 and 2013/14. Adjusted Equity calculated as Retained Earnings from lrFl2-1 less
difference between Manitoba Hydro and MIPUG proposed Net Income, less the deduction of Power Smart Write-Off in
2014/15 as per MH Exhibit #55, does not include AOCI, does not include Long-Term debt from Keeyask and Conawapa
calculated from CEFI2 (page 3 and 7) Total Spending less all remaining spending to incur after the year in question.
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Manitoba Hydro
2012/14 General Rate Application

PUBIMIPUG-l-11 (REVISED FOR IFFI2-1)

I Table 2 below shows Mr. Bowman’s proposed changes to Electric Retained Earnings
2 and Table 3 uses the Adjusted Electric Retained Earnings to calculate the rate regulated
3 Debt Ratio for the forecast years 2012/13 to 2016/17.
4

7
8

Table 2: Proposed Electric Retained Earnings for Forecast Years 2012113 to
2016117 ($ Millions)2

IFRS Write Off
Opening to Acquisition IFRS Write Adjusted

Fiscal Electric IFRS Write Off to (Centra & Off for MIPUG Electric
Year Retained Site Manitoba Employee Alternative Retained

Ended Earnings Remediation Hydro) Benefits Net Income Earnings

2013 2,442 142 2,584

2014 2,584 128 2,712

2015 2,712 (32) (19) (21) 114 2,754

2016 2,754 137 2,891

2017 2,891 120 3,011

9 The adjustments not included to Retained Earnings that Manitoba Hydro has proposed
10 for 201 3/14 as a result of IFRS conversion include:
11
12 • Write Off to Power Smart Programs of $172 million;
13
14 • Write Off to Regulatory Costs of $2 million;
15
16 • Write Off to Administrative Overhead of $36 million; and
17
18 • Change to Equal Life Group Depreciation Write Off of $34 million.
19
20 Mr. Bowman also proposes to adopt the removal of net salvage in 2012/13 as per page
21 1-6 of the Pre-Filed Testimony.

22012/13 Retained Earnings Amount from IFF12-1 page 39. Adjustments that Mr. Bowman has not disputed deducted
from Retained Eamings as per MH Exhibit #55. MIPUG Proposed Net Income from Table 1 above.
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Manitoba Hydra
2012/14 General Rate Application

PUBIMIPUG—I-11 (REVISED FOR IFFI2-1)

1 Table 3: Adjusted Electric Operations Debt Ratio Calculation ($ Millions)3

2

A B C F 0D-E-F H
(G+ HF I+J )!(A+ B + C.

Keeyask Conawapa Adjusted Debt Ratio w!
Fiscal Adjusted Non- Capital Capital Long-Term Retained Earnings
Year Retained Contributions in Aid Controlling Long-Term Spending To Spending To Debt - Used Sinking Fund Short-Term Deduction and no

Ended Earnings Construction Interest Debt Date Date and Useful Investment Short-Term Debt Investments AOCI

2013 2,584 341 99 10,253 704 286 9,263 (320) 109 - 0.75

2014 2,712 350 75 11,427 1,043 358 10,026 (129) 137 - 0.76

2015 2,754 355 76 13,070 1.448 424 11,198 (152) 38 - 0.78

2016 2,891 359 78 14,977 2,085 543 12,349 (311) 101 - 0.78

2017 3,011 363 80 16.852 2,968 788 13,095 (489) - - 0.78

Debt - Equity Calculation for 2012/14 GRA 2007/08 - 2031/32 from MIPUG/MH -11(c) Revised for FF12-i in MH Exhibit #38. Adjusted Retained Earnings from Table 2
above. Keeyask and Conawapa Capital Spending to Date Calculated from CEF12 (page 23 and 7) as Total Project Costs less Costs not yet incurred.

D E J G+H+l+J)
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Manitoba Hydra
2012/14 General Rate Application

PUBIMIPUG-l-11 (REVISED FOR IFFI2-1)

I The imphcations of the above adjusted scenario is that Hydra maintains a net income
2 greater than forecast in the IFF11-2, while rate levels for customers are reduced. The
3 cost levels better track the assets in service, and there is also recognition in the
4 debt:equity calculation that Bipole Ill is expected to be in service for domestic ratepayer
5 benefits in the next few years following this scenario (i.e., Bipole Ill spending is not
6 removed from the debt:equity calculation above). In this regard, the scenario above is
7 not yet rigorously applying a strict “used and useful” test.
8
9 This approach reasonably reflects continuity with Hydro’s forecasts over the last decade

10 as to capitalization approaches, and ensures current domestic ratepayers are not
11 burdened by capital costs associated with plant not yet in service and not yet subject to
12 required regulatory and planning approvals (i.e., Conawapa and Keeyask) at the same
13 time that finances are challenged by the effects of Wuskwatim coming on-line.
14
15 Given the higher overall equity levels, this approach also better positions Hydra for the
16 capital investment over the coming 15 years, and provides the opportunity to have the
17 costs that are properly associated with Conawapa and Keeyask be aggregated into the
18 overall project costs, for future amortization/depreciation once those projects are in
19 service and providing long-lived value to ratepayers.
20
21 The above scenario also reflects net income at a level that is somewhat above what is
22 strictly required to set aside a required minimum level of ratepayer-funded reserves. As
23 such, even in the event some degree of additional costs are included (e.g., if some
24 limited portion of Hydro’s proposed overhead capitalization changes were to be adopted)
25 it would not change the basic conclusion that current rates are sufficient, given present
26 system and costs forecasts, through at least the 2014/15 year.
27
28 (c)
29
30 Mr. Bowman does not have the information required to prepare an 1FF for a “status quo”
31 perspective on Manitoba Hydro. A reasonable approach to such a forecast would be to
32 provide an 1FF that reflects the simplest set of planning assumptions available to MH —

33 likely a mixture of SCOT and 000Ts being constructed as required for capacity and
34 energy shortfall purposes in the year in which shortfalls arise (other than capacity and
35 energy being made available from base case DSM and committed least-cost resources)
36 or alternatively the least cost new hydraulic generation planning sequence. This simple
37 baseline 1FF would then become the main basis for rate regulation prior to specific new
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3



Manitoba Hydro
2012/14 General Rate Application

PUBIMIPUG-I-1 I (REVISED FOR IFFI2-I)

1 capital-intensive resources being committed (e.g., receiving the necessary approvals
2 such as an Order-in-Council or some other milestone decisions confirming a very high
3 likelihood of the project proceeding).
4
5 When the time comes for major new project assessment, such as for the NFAAT,
6 Manitoba Hydro can provide data that is contrasted to this simple 1FF, looking at an 1FF
7 scenario that includes the optional but recommended plans comprised of larger capital
8 cost commitments and other attendant changes to the baseline 1FF. This is generally
9 similar to what was done in the Wuskwatim NFAAT hearing, where a baseline 1FF

10 consisting of Wuskwatim 2020 was compared to an “advancement” scenario with
11 Wuskwatim in-service for 2009.
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MR Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

PUB/Mu 1-42 (Revised based on [FF12)

Reference: 2011 Annual Report Page 78, Accounting Changes/ 2012 Annual Report

Please re-file IFF11-2 Pages 31 and 33 including an additional line items quantifying the
net impact of accounting changes reflected in the 1FF. Please provide a further detailed
schedule on the net amount, including narrative descriptions of each of the accounting
changes and cite specific handbook sections.

ANSWER:

Please see the following schedules for an update to this response in reference to 1FF 12:

Schedule A presents the net impacts of accounting changes by operating statement line item
under CGAAP and IFRS. Narratives referencing the changes are provided following the
schedules.

Schedule B presents the net impacts of the accounting changes to Retained Earnings.

Schedules C & D reflect the impact of the accounting changes in the income statement and
balance sheet ofIFFl2 respectively.

Schedule E provides an update to the Summary of Accounting Changes to OM&A as
previously provided in Appendix 5.6 (page 5 of 13) updated for IFF12 which assumes the
deferral of IFRS until 2014/15.

20130107 Page 1 ofl3
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SCHEDULE A - ACCOUNTING CHANGES - IFF12

MH Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Actual Actual Actual Actual Forecast —>

2~9 2010 2011 2012 2013 2014 2038 2016 2017 2018 2019 2020 2021 2022 B~f
Electriconly(in millions of$s)

OM&A
CGAAP Changes

Intangibles
DSM 1 1 1 1 1 1 1 1 2 2 2 2 2 2
PlanningStudics 3 2 2 2 2 2 2 2 2 2 2 2 2 3
ITApplicatlon 1 1 1 1 1 1 1 1 1 1 1 1 1 1
other o 0 0 0 0 0 0 0 0 0 0 0 0 0

Total 5 4 4 4 4 4 5 5 5 5 5 5 5 5 1

Overhead Capitalized
Stores 5 5 S S 5 6 6 6 6 6 6 6 6 6 2
Admin& General 4 24 24 51 52 53 54 55 56 55 59 60 61 3

Store &Admin General S 9 29 29 56 58 59 60 61 62 64 65 66 68

Change in Discount Rate on Pension & Other Benefits 3 8 10 5 5 5 5 5 6 6 6 4

Subtotal CGAAP Changes 10 13 33 37 69 72 68 70 71 72 74 75 77 78

IFRS Changes

DSM 23 22 21 20 19 18 17 17 5
Siteflemediation 5 5 5 5 5 5 5 5 5
RegulatoryCosts 1 1 2 1 1 1 1 1 5
Pension - 2 4 5 7 9 11 12 6
Employee Benefits (amortization of RHSA) (3) (1) (1) (1) (1) (1) (1) (0) 6
Admin & General 37 38 38 39 40 41 41 42 7

Subtotal lFRsChanges 62 66 69 69 71 73 75 77

Reclasslflcatlons

Wire&TeiecomServices 3 3 3 3 3 3 3 3 4 4 4 4 4 4 8
FundingAgreements (5) (5) (5) (5) (5) (6) (6) (6) (6) (6) (6) (6) (6) 9

Operating Expense Recoveries 8 8 9 9 9 9 9 10 10 10 10
Subtotal Redassiflcstions 3 (21 (21 (2) 6 6 6 7 7 7 7 7 7 7

Total DM8.4 Accounting Changes 13 11 31 35 75 75 137 142 146 148 152 156 159 163
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SCHEDULE A - ACCOUNTING CHANGES - FF12 cont’d

MM Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Electriconly (in millions of$s) Actual Actual Actual Actual Forecast-->
DEPRECIATION EXPENSE 2~ 2912 2911 2912 2913 2214 2Q1~ 2212 2212 2212 2212 2229 2921 2222 Bet
CGAAP Changes
Administrative & General Overhead CapitalIzed (0) (1) (1) (2) (3) (3) (4) (4) (5) (6) 3
Average Sewlce Ufe (35) (40) (44) (47) (49) (52) (55) (58) (61) (68) (72) 11.

Subtotal CGAAP Changes - - - (35) (40) (44) (48) (51) (54) (58) (62) (65) (73) (78)

IFAS Changes
AdmInistrative & General Overhead CapitalIzed (0) (1) (2) (3) (3) (4) (5) (6) 7
ReductIon In Rate RegulatedAssets (38) (38) (37) (35) (33) (31) (30) (28) 5
Change to Equal Ufe Group Depreciatin Method 36 38 39 40 41 43 52 58 12
Removal of Net Salvage from depreciation rates (63) (66) (68) (73) (77) (81) (97) (107) 13

Subtotal IRS Changes - - - - - - (65) (67) (69) (71) (72) (74) (80) (84)

Total Depreciation Accounting Changes - - - (35) (40) (44) (113) (118) (123) (129) (134) (139) (152) (162)

FINANCE EXPENSE
CGAAPChanges 0 0 0 0 0 0 1 1 1 1
lFflsChanges - - 2 2 3 3 3 3 4 4

Total Finance Expense Accounting Changes - - - - 0 0 2 3 3 3 4 4 5 5 14

CAPITAL TAX EXPENSE
CGA.APChanges 0 0 0 0 0 1 1 1 1 1
1FRS Changes - - (3) (3) (3) (3) (3) (3) (2) (2)

Total Capital Tax Expense Accounting Changes - - - - 0 0 (3) (3) (3) (2) (2) (2) (1) (1) 14
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MM Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

SCHEDULE B - ACCOUNTING CHANGES IMPACTTO RETAINED EARNINGS- 1FF12
Electric only (in millions of $s) Actual Actual Actual Actual Forecast-->

IMPACrTO RETAINED EARNINGS 2~9 2010 2011 221~ 2914 221! 221! 2912 221! 291! 2922 2921 2922 iQlaL

CGAAP Changes
Retrospective adjustment for intangible Assets (35) (35)
Annual change to OM&A (10) (13) (33) (37) (69) (72) (68) (70) (71) (72) (74) (75) (77) (78) (820)
Annual change to Depreciation &Amortization - - - 35 40 44 48 51 54 58 62 65 73 78 609
Wire & Teleom Services moved to MIII (3) (3) (3) (3) (3) (3) (3) (3) (4) (4) (4) (4) (4) (4) (48)
Annual change to Finance & Capital Tax Changes - - - - (0) (0) (1) (1) (1) (1) (1) (2) (2) (3) (12)

Total (13) (51) (36) (5) (33) (31) (24) (23) (21) (IS) (17) (16) (10) (7) (306)

IFRS Changes
Annual change to OM&A - - - - - - (62) (66) (69) (69) (71) (73) (75) (77) (562)
Annual change to Depreciation & Amortization - - - - - - 65 67 69 71 72 74 80 84 581
Annual change to Finance &Capital Tax Changes - - - - - - 1 1 0 0 (1) (1) (2) (2) (2)
Write Offs to:

Power Smart Programs (172) (172)
Site Remediation (32) (32)
Acquisition (Centra & Manitoba 1-lydro) (19) (19)
Regulatory Costs )2) (2)
Administrative overhead (36) (36)
Removal of Net Salvage Depreciation 60 60
Change to Equal Life Group Depreciation (34) (34)
Employee Benefits (21) (21)

Total - - - - - - (253) 2 0 2 0 0 3 5 (240)

Total Annual Impact to Retained Earnings (13) (51) (36) (5) (33) (31) (277) (21) (21) (17) (17) (16) (7) (2) (546)
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MH Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Reference Description Accounting Handbook Reference
The OM&A adjustments for intangible assets under CGAAP — Section 3064 Goodwill and Intangible Assets
CGAAP reflect a change (new section 3064 Goodwill .37 No intangible asset arising from research (or from the research
and Intangible Assets) in the Canadian accounting phase of an internal project) should be recognized. Expenditure on
standards for Goodwill and Intangible assets that was research (or on the research phase of an internal project) should be
effective for MH April 1, 2009. The new standard was recognized as an expense when it is incurred. [OCT. 2008]
harmonized with IFRS and required research and
promotional costs to be expensed as incurred with .52 In some cases, expenditure is incurred to provide future
retrospective application. Approximately $35 million economic benefits to an entity, but no intangible asset or other asset
was adjusted to retained earnings in fiscal 2009/10 for is acquired or created that can be recognized,.. .,Other examples of
research and promotional costs included in opening expenditure that is recognized as an expense when it is incurred
intangible asset balances. include expenditure on:

(a) start-up activities (i.e., start-up costs),
Effective April 1, 2009 and forward, research and (b) training activities.
promotional costs associated with intangible assets are (c) advertising and promotional activities.
expensed as incurred

2 The OM&A adjustments for stores reflect a change in the CGAAP —Section 3031 Inventories
accounting standards for costs eligible to be included in .16 Examples of costs excluded from the cost of inventories and
the cost of inventories. The CGAAP section 3031 recognized as expenses in the period in which they are incurred are:
Inventories is converged with IFRS and was effective for (a) abnormal amounts of wasted materials, labour or other
MH April 1, 2007. As per Section 3031, storage related production costs;
overhead charges are no longer permitted in the cost of (b) storage costs, unless those costs are necessary in the
material in inventory, production process before a further production stage;

(c) administrative overheads that do not contribute to bringing
inventories to their present location and condition; and
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MH Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Reference Description Accounting Handbook Reference
3 The reduction in administrative and general overhead CGAAP — Section 3061 Property, plant & equipment:

capitalized reflects adjustments made under CGAAP to .20 The cost of an item of property, plant and equipment includes
become more consistent with other Canadian utilities, direct construction or development costs (such as materials and
The adjustments result in the following: labour), and overhead costs directly attributable to the construction

• an annual increase in operating and or development activity.
administrative expense;

These changes were identified through discussions with other• reductions in plant asset values for amounts no Canadian utilities.
longer capitalized; and

. reductions in depreciation expense as a result of
reduced asset values.

4 The increase in the pension and employee benefits cost is CGAAP — Section 3461 Employee Future Benefits:
a result of a reduction in the 2011/12 discount rate and .50 “ For a defmed benefit plan, the discount rate used to
the corresponding increase in current service cost for determine the accrued benefit obligation should be an interest rate
employee benefits, determined by reference to:

(a) market interest rates at the measurement date on high-quality
debt instruments with cash flows that match the timing and amount

• of expected benefit payments; or
(b) the interest rate inherent in the amount at which the accrued
benefit obligation could be settled. [JAN. 2000]

.054 The discount rate is re-evaluated at each measurement date.
When long-term interest rates rise or decline, the discount rate
changes in a similar manner.
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MM Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Reference Description Accounting Handbook Reference
5 1FF 12 assumes rate-regulated accounting is not Unlike CGAAP and US GAAP, there is no specific IFRS standard

permitted under IFRS and thus, rate-regulated accounting that permits rate-regulated accounting. Generally, the application of
will be eliminated upon transition. The impacts of this the existing IFRS framework has not resulted in the recognition of
assumption are as follows regulatory assets and liabilities.

• upon transition to IFRS, a one-time adjustment to
retained earnings will be made for unamortized rate-
regulated account balances;

. future expenditures on these items will be expensed
as incurred resulting in an annual increase to
operating and administrative expense; and

• a reduction to depreciation and amortization for
previously deferred regulatory accounts.

6 Overall, changes to the accounting for pension and JFRS — lAS 19 Employee Benefits:
benefits results in an increase in pension and benefit .120 An entity shall recognise the components of defined benefit
costs upon transition to IFRS. The primary pension cost, except to the extent that another IFRS requires or permits their
accounting changes include: inclusion in the cost of an asset, as follows:

. upon transition, unamortized pension gains and (a) service cost in profit or loss;...,
losses will be adjusted to accumulated other
comprehensive income; (c) re-measurements of the net defined benefit liability (asset) in

other comprehensive income.. the elimination of “corridor” determined
amortization for unrealized pension experience gains .125 Interest income on plan assets is a component of the return on
and losses as IFRS requires annual gains and losses plan assets, and is determined by multiplying the fair value of the
to be recognized in Other Comprehensive Income; plan assets by the discount rate specified in paragraph 83, both as
and determined at the start of the annual reporting period, taking account

• the use of the pension discount rate for recording of any changes in the plan assets held during the period as a result of
expected returns on plan assets as opposed to the contributions and benefit payments.
expected market interest rate of return as per .103 An entity shall recognise past service cost as an expense at
CGAAP. the earlier of the following dates:

(a) when the plan amendment or curtailment occurs; and
(b) when the entity recognises related restructuring costs or

tennination benefits (see paragraph 165).
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MH Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Employee benefits:
The primary employee benefit related changes include:

• upon transition, unamortized past service
adjustments will be adjusted to retained earnings;
and

• future annual benefits expense will be higher for the
recognition of benefits attributed to unvested
employees for benefits such as sick leave and
severance. Such unvested benefits were not
recognized under CGAAP, but are required to be
recognized under IFRS.

The reduction in administrative and general overhead
capitalized reflects adjustments to comply with IFRS
upon transition. IFRS does not permit the capitalization
of general administrative and overhead costs. The
adjustments result in the following:

• an annual increase in operating and administrative
expense;

• reductions in plant asset values for amounts no

Employee Benefits:
.15 Accumulating paid absences are those that are carried forward
and can be used in future periods if the current period’s entitlement
is not used in full. ,..., An obligation arises as employees render
service that increases their entitlement to future paid absences. The
obligation exists, and is recognised, even if the paid absences are
non-vesting, although the possibility that employees may leave
before they use an accumulated non-vesting entitlement affects the
measurement of that obligation.

IFRS - lAS 16 Property, plant & equipment:
.19 Examples of costs that are not costs of an item of property, plant
and equipment are:,...

(d) administration and other general overhead costs.

longer capitalized; and
• reductions in depreciation expense as a result of

reduced asset values.

The increase to OM&A resulting from Wire and Telecom
services reflects a change in MH’s financial reporting
where the operations pertaining to Wire and Telecom
services are now reported under Manitoba Hydro
International.

No accounting standard reference applies

7
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MR Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Reference Description Accounting Handbook Reference
9 The reduction to OM&A resulting from Funding CGAAP — Section 1000 Financial Statement Concepts

payments (Town of Gillam & Frontier School Division) 21 For the information provided in financial statements to be
reflect the re-classification of these expenditures from useful, it must be reliable. Information is reliable when it is in
OM&A to Capital & Other taxes as this more agreement with the actual underlying transactions and events,
appropriately reflects the nature of these expenditures. (a) . . .Thus, transactions and events are accounted for and presented

in a manner that conveys their substance rather than necessarily their
legal or other form.

10 The adjustments for operating expense recoveries are to IFRS - lAS 1 Presentation of Financial Statements:
comply with the financial reporting requirements of . 32 An entity shall not offset assets and liabilities or income and
IFRS. Revenues that were once netted against operating expenses, unless required or permitted by an IFRS.
costs for financial reporting will be reported as revenue
in the future as IFRS generally does not permit netting of
revenues and expenses.

11 The net result of the depreciation study under CGAAP CGAAP — 3061 Property, plant & equipment:
and the average service life approach is an overall . . .

. . . . .28 Amortization should be recognized in a rational and systematicreduction in annual depreciation expense for MH due to
. . . . . manner appropnate to the nature of an item of property, plant and

changes in the service lives for certain asset groups. This . . .
. . . . equipment with a limited life and its use by the enterprise.

change is required to be implemented under Canadian
GAAP. .33 The amortization method and estimates of the life and useful

life of an item of property, plant and equipment should be reviewed
on a regular basis. [DEC. 1990 *J

12 Upon adoption of IFRS, MH will be moving from the IFRS - lAS 16 Property, plant & equipment:
Average Service Life method of depreciation to the The key IFRS reference supporting the move to the ELG method is:
Equal Life Group method; increasing annual depreciation .43 Each part of an item of property, plant and equipment with a cost
expense. that is significant in relation to the total cost of the item shall be

depreciated separately.
.68 The gain or loss arising from the dc-recognition of an item of
property, plant and equipment shall be included in profit or loss
when the item is dc-recognised. Gains shall not be classified as
revenue.
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MR Exhibit #55
2012/13 & 2013/14 Electric General Rate Application

Reference Description Accounting Handbook Reference
13 Upon adoption of IFRS, MH will be removing the impact -The Inclusion of net salvage in depreciation rates is a regulatory

of net salvage from depreciation rates; decreasing annual practice applied under CGAAP by Canadian utilities. Given that
depreciation expense. IFRS does not recognize rate regulated activities, the practice of

including negative salvage in depreciation rates will be
. discontinued upon transition to JFRS. No IFRS standard reference

is available for rate-regulated accounting.

14 The CGAAP changes to finance expense and capital and Please see descriptions as provided in 1- 13.
other taxes reflect the cumulative impacts of changes 1 —

13 as identified in this chart.
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MH Exhibit #55
2012 13 & 2013 14 Electric General Rate Application

SCHEDULE C - ACCOUNTING CHANGES - IMPACT ON IFFI2 ELECTRIC OPERATIONS (MHI2)
PROJECTED OPERATING STATEMENT
Net Impact of Accounting Changes

(In MIllionsof Dollars)

For the yearended March31
2013 2014 2015 2016 2017 2012 2019 2020 2021 2022

REVENUES

General Consumers
atapproved rates 1,331 1,36 1,374 1,390 1,404 1,424 1,447 1,462 1,485 1,506
addltlonal 0 48 104 165 228 297 371 447 531 619
Extrapravincial 357 344 343 380 406 435 441 464 711 839
Other 6 6 6 6 6 7 7 7 7 7
CGAAP Changes Reclassflcations Operating Expense Recoveries

1,702 1,768 1,836 1,950 1,053 Zlfl 2,274 2,390 2,743 2,981

EXPENSES

Operating and Mministrative 320 393 406 413 420 442 448 461 480 490
CGAAP Accounting Changes:
Reclassifications
Reduction in Administrative & General Overhead Capitalized to Plant & Intangibles
Pension Expense - Reduction in Discount Ra
IFRSAccountlngChanges 62 66 69 69 71 73 75 77
Finance Expense 452 444 490 522 583 653 763 777 996 1.092
CGAAP Accounting Changes
IFRSAccountingChanges - 2 2 3 3 3 3 4 4
Depredation and Amortization 439 474 485 509 533 576 628 647 733 781
CGAAP Accounting Changes
IFRS Accounting Changes (65) (67) (69) (71) (72) (74) (80) (84)
WaterRentalsandAssessn.ents 117 116 112 112 112 lii 112 113 121 126
Fuel and Power Purchased 143 166 179 191 206 221 230 231 253 264
Capital and OtherTaxes 84 91 98 108 117 125 133 139 146 153
CGAAP Accounting Changes
Reclassifications
IFRsAccountingChanges - - (3) (3) (3) (3) (3) (3) (2) (2)
CorporateAllocation 9 9 8 8 8 8 8 8 8 8

1,664 1,732 1,807 1,893 2,009 2,163 2,349 2,401 2,754 2,926

Non-controlling Interest 14 24 21 16 13 10 6 3 4 (3)

Netlncome 53 60 50 73 57 19 (69) (8) (7) 52
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MR Exhibit #55
2012/13 & 2013 14 Electric General Rate Application

SCHEDULED- ACCOUNTING CHANGES - IMPACT ON 1FF12 ELECTRIC OPERATiONS (MHI2)
PROJECTED SALD,Na SHEET

FULL IFRS CASE
(In MIllions of Dollars)

Fortheyearended March31
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

ASSETS

Plant in ServIce 15,502 16,621 17,326 18,635 19,286 22,928 23,465 26,615 30,796 31,439
AAP Accounting Changes pre 2013 (72) (fl) (72) (72) (72) (72) 72) (72)

CGA.AP Accounting Changes (173) (233) (294) (356) (420) (485) 4551) (619)
IFRSAccountingCtianges - - (37) (75) (113) (152) (192) (233) (274) (316)
Accumulated Depredation (5,248) (5,655) (6,050) (6,497) (6,981) (7.517) (8.107) (8.719) (9,417) (10.167)
CGAAP Accounting Changes pre 2013 35 35 35 35
CGAAP Accounting Changes 84 132 183 357 422
IFRS AccountIng Changes 27 56 87 123 162 20S 25S 311

Net Plant in Service 10,201 10,899 11.248 12,032 12.185 15,284 15,228 17,768 21,267 21.134

Construction in Progress 2,108 2,878 4,198 5,122 6.794 5.439 0,879 5,422 3.038 4,821
CorrentandOtherAssets 1,869 1,735 1,752 1,939 2,151 2,382 2,205 2.335 2,420 2,086
WItS Accounting changes (361) (361) (361) (361) (361) (361) (361)
Goodwill and Intangible Asset 196 184 172 159 151 144 139 135 132 132
CGAAPAccounting Changes pre 2013 (13) (13) (13) (13) (13 (13) (13) (13) (13) (13)
CGAAPAccounting Changes (3) (6) (9) (12) (15) ( 8) (21) (24) (27) (31)
Regulated Assets 236 232 224 213 203 192 183 174 166 160
CGAAP Accounting changes pre 2013 (4) (4) (4) (4) (4) (4) (4) (4) (4) (4)
CGAAPAccount’ng changes (1) (3) (4) (6) (7) (9) (10) (12) (14) (15)
lrRSAccountingChanges . (215) (203) (191) (179) (169) (158) (148) (141)

14,590 15,902 16,987 12.873 20,892 22.863 24,056 25,262 26.456 27,817

UABIUT1ES AND EQUITY

Long-Term Debt 9,428 11,199 12.741 14,614 16,304 18,077 19.972 20,739 22,062 23,412
Current and Other Liabilities 2,086 1,569 1.726 1,710 2.017 2,220 1,598 2,061 1,955 1,934
lrRSAccountlngchanges 17 15 14 13 12 12 11 11
contnbutrons in Aid of Construction 336 345 350 355 359 369 375 382 389 396
Retained Earnings 2,580 2,671 2,740 2,834 2,912 2,948 2.896 2,904 2,904 2,958
CGAAP Accounting changes pre 2013 (105) (105) 105) (105 (105 (105) (105) (105) (105)
cGAAP Accounting changes (33) (64) (88) (132) (151) (168) (184) (194) (201)
IrRSAccountlngChanges - . (252) (250) (250) (247) (247) (247) (243) (239)
Accumulated Other Comprehensive Income 299 287 219 172 133 102 83 63 40 12
IFRSAccountingChanges - (361) (361) (361) (361) (361) (361) (361) (361)

14,590 15,982 16,987 18,873 20,892 22,864 24,055 25,263 26,456 27,817
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MH Exhibit #55
20 12/13 & 20 13/14 Electric General Rate Application

SCHEDULE E - SUM MARY OF ACCOUNTiNG CHANGES - ELECTRIC OPERATIONS - IFF12
(in thousaits ofdollars)

2009/10 2010/11 2011/12 2012/13 2013/14 2014/15
Actual Actual Actual Forecast Forecast Forecast

Reduction to Costs Capitalized

Stores Overhead
Executive Costs
Property Taxes on Facilities
bterest on Conmon Assets (Facilities & Equipn~nt)
General & Administrative Depailmental Costs
Interest on Motor Vehicles
iT Infrastructure & Related Support
Building Depreciation & Operating Costs
Technical & Sofiskilis Training
Service Areas (Managen~nt Accounting, HR, SaI~ty, etc.)
Administrative & Clerical Support Staff
Division & Department Manager
Fleet & Stores Administration _______________________________________________

Intancible Assets

Ineligiole lbr Capitalization ____________________________________________

Rate Regulated Accounts

Power Simrt Program
Site Ren~diation
Regulatory Costs

Pension & Benefits
Change in Discount Rate
Health Spending
Past Service Pension Costs

Reclassifications

Wire & Telecom Services
Funding Payn~nts (TowTI ofGillam & Frontier School
Division)
Operating Expense Recoveries

S 5,100 5,202 5,306 5,412 5,520 5,631
2,000 2,040 2,081 2,122 2,165 2,208
2,000 2,040 2,081 2,122 2,165 2,208

11,165 11,388 11,616 11,848 12,085
4,500 4,590 4,682 4,775 4,871
3,780 3,856 3,933 4,011 4,092

17,100 17,442 17,791
9,500 9,690 9,884

10,659
8,721

. 8,721
6,783
1,938

9,100 28,727 29,302 56,488 57,617 95,592

4,080 4,162 4,245 4,330 4,416 4,505

22,913
4,680

829
- - - - - 28,422

3,445 8,352 9,918 5,398
(3,215)

(592)
- - 3,445 8,352 9,918 1,591

3,060 3,121 3,184 3,247 3,312 3,378

(5,000) (5,100) (5,202) (5,306) (5,412) (5,520)
8,300 8,466 8,635

(1,940) (1,979) (2,018) 6,241 6,366 6,493

5 11,240 $ 30,910 $ 34,973 $ 75,411 S 78,318 $136,603Total
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MANITOBA Board Order 116/08

THE PUBLIC UTILITIES BOARD ACT

THE MANITOBA HYDRO ACT

THE CROWN CORPORATIONS PUBLIC
REVIEW AND ACCOUNTABILITY ACT July 29, 2008

Edited for format and typographical errors only
August 25, 2008

Further amended September 4, 2008

Before: Graham Lane CA, Chair
Robert Mayer Q.C., Vice-Chair
Susan Proven, P.H.Ec., Member

AN ORDER SETTING OUT FURTHER DIRECTIONS, RATIONALE AND
BACKGROUND FOR OR RELATED TO THE DECISIONS IN BOARD

ORDER 90/08 WITH RESPECT TO AN APPLICATION BY MANITOBA
HYDRO FOR INCREASED RATES AND FOR RELATED MATTERS

‘.3



July 29, 2008
Order No. 116/08
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5.0 Operating, Maintenance, and Administrative Expenses

This agreement provides, in part, for compensation and remedial measures to

ameliorate the impacts of the Churchill River Diversion (CRD) and Lake

Winnipeg Regulation (LWR projects). Comprehensive settlements have been

reached with all communities except Cross Lake. Expenditures incurred to

mitigate the impacts of the CRD and LWR projects were $17.3 million during

fiscal 2006/07 and, to March 31, 2007, $616 million had been spent in the effort.

MH forecast to spend an additional $30.5 million in fiscal 2007/08 and a further

$29.9 million in fiscal 2008/09.

In recognition of the anticipated future additional mitigation payments, the

Corporation recorded a liability of $132 million as at March 31, 2007. Mitigation

related expenditures are amortized over the remaining life of the Generation and

Transmission assets to which they pertain.

MH has also entered into agreements with the Province of Manitoba whereby MH

has assumed certain obligations of the province with respect to certain northern

development projects.

To-date, MH has assumed obligations totalling $143 million and in return, Water

Power Rental charges were fixed until March 31 2001. The remaining liability

outstanding as at March 31, 2007 was $13 million.

5.5 Future Changes in Accounting Standards

5.5.1 Adoption of International Financial Reporting Standards ( IFRS)

The Canadian Accounting Standards Board (AcSB) has established that ‘publicly

accountable enterprises’ (MH, including its subsidiaries, is such a body) are to

prepare their audited accounts in accordance with International Finanpial
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Reporting Standards (IFRS). In short, IFRS is to replace current Canadian

Generally Accepted Accounting Principles (GAAP) and it is to be implemented

effective January 1, 2011. As annual accounts are provided with comparative

information for the previous year, MH will be required to also develop IFRS

based accounts as of fiscal 2010 — 2011, to be disclosed as comparative

information when it files its 2011/12 accounts.

In advance of the adoption of IFRS, Canadian GAAP standards have changed

for rate-regulated operations. Specifically, section 1100 General Accounting of

the CICA Handbook will apply to the “recognition and measurement of assets

and liabilities subject to rate-regulation” for fiscal years beginning on or after

January 1, 2009.

MH stated that the interim changes to GAAP are not expected to have an impact

on its fiscal 2008/09 or 2009/10 financial results and statements. MH has taken

the position that it will continue to be allowed its current accounting practices for

rate regulated assets through its adoption of a secondary source of GAAP found

in US accounting standards, also related to accounting for regulated operations.

The assets and liabilities subject to rate regulation pursuant to US accounting

standards amounted to $115 million at March 31, 2007.

Yet, early adoption of IFRS is provided for by GAAP and, depending on the

actions of the Board, may result in a change in accounting for rate-regulated

assets ahead of the required adoption date for IFRS.

5.5.2 Future Financial Implications of Adoption of IFRS

MH indicated that the major implications expected from the adoption of IFRS are

reduced annual and forecast net income and retained earnings as of the date of
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adoption. These impacts are due to “stricter” standards than now exist with

Canadian GAAP as to what must be capitalized as opposed to what should be

charged to operations in a given year.

Although the implications for MH are not fully known, there is a likelihood that

IFRS will require MI-I to recognize a higher level of expense each year, and a

corresponding lower level of costs will be deferred and capitalized.

The current version of the International Accounting Standard (lAS) 38 - Intangible

Assets, on which IFRS is based, is much more comprehensive than current

Canadian GAAP. In order for an intangible asset to qualify, it must be separable

from the entity, such that it can be sold, transferred, licensed or otherwise

disposed of to another entity. Also, in order to record an intangible asset, it must

be probable that future economic benefits are attributable to the asset and will

flow to the entity.

If regulatory assets and deferred pension costs are not allowed under IFRS, the

deferred balances at the date of implementation will no longer be allowed to be

presented on the balance sheet and will be deducted from Retained Earnings,

restating retained earnings to a lower balance.

MH stated that the full impact that IFRS will have on MN financial statements is

not known at this time, as IFRS accounting standards are still in the discussion

stage, with some of the discussion centred specifically on the capitalization

policies of rate-regulated enterprises.

A major matter of considerable potential importance to the issue of rates to be

resolved is whether IFRS will allow capitalization and deferral of certain costs for

recovery through rates over future periods, providing that the utility’s regulator

assures that future rates will reflect the deferred or capitalized costs.
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MKO also recommended that MH and the Board clearly distinguish MH’s

necessary and appropriate costs (expenditures and investments related to

operations, mitigation and agreement obligations) from “charitable donations”.

MKO suggested that endowments funded by MH’s net export revenues (intended

to benefit “MH Affected Communities”, such as for regional economic

development, community infrastructure and the enhancement of fish and wildlife)

should not be “charitable donations”.

5.8 Board Findings

The Board remains concerned with the growth of OM&A expenses, particularly

the level and growth of these expenditures ~jj~r to deferrals, capitalization and

allocations to subsidiaries.

As stated in Order 101/04:

“The Board will expect MH to maintain vigilance over its costs, so that the
additional revenues [from PUB approved rate increases] contribute as they
are intended to move towards achieving the debt to equity target more quickly
than suggested in MH’s 2003 Integrated Financial Forecast.”

Expectations from past recommendations related to OM&A expenses have not

been met. The Board expects MH to control OM&A expense levels to assist in

meeting its financial targets. Further control of OM&A costs is vital given the

planned major capital expansion, and in light of the fact that Ml-! will not meet its

debt to equity target over the current forecast period.

And, in this Order, the Board continues to be concerned with MI-Vs “aggressive”

capitalization and deferral policies with respect to OM&A expenses. While there

is an argument for the practice, the net result is that costs now being incurred are

not reflected in rates until years, in fact decades, later, meaning the current

c~i
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generation of ratepayers leave the results for the generations that will follow to

meet.

The following concern, from Order 143/04, echoes past concerns raised by the

Board with respect to the capitalization policies followed by MH. The Board then

stated:

“The Board is concerned with the range and level of costs being capitalized by
MH. While the Board understands that many of the projects undertaken by
MH are long-term in nature, both from a benefit and cost perspective,
aggressively capitalizing costs and selecting long amortization periods
increases the rate risks to future generations of electric customers. If the
Board questions whether aggressive capitalization policies are prudent
The Board does not dispute that MH’s accounting is based on GAAP, only
that GAAP also provides for a more conservative capitalization approach.”

In Order 117/06 the Board further stated:

“The Board is concerned with MH’s present capitalization and notes MH’s
comment that net export revenue represents a form of “windfall” which cannot
be guaranteed to continue at recent levels. Even though net export revenues
have been significant over the past decade, progress towards the debt:equity
target of 75:25 is slow.”

The Board notes MH defends its level of OM&A expenditures on the basis of

‘need’ and has argued that it has successfully ‘controlled OM&A cost per

customer account’. The Board is of the view that this premise will remain not fully

substantiated, given the enormous amount and percentage of total OM&A costs

that have been and are forecast to be capitalized, at least until adequate peer

benchmarking has been performed and the results reviewed.

As expressed in past Orders, for two decades MI-I’s annual net income result has

been assisted/increased by its deferral and capitalization process. If non — direct

construction costs (an allocation of the salary of staff in contracts not involved in

actual construction but more in planning in supporting roles) had been expensed
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in the period incurred, rather than capitalized or deferred, annual net income

would have been considerably lower, and possibly negative in many years;

OM&A cost per customer account would have been much higher; rate pressure

would have been considerably greater than has been demonstrated to date; and

retained earnings would be much lower.

As indicated, while there is an argument for MRs current approach (to expense

costs in the current period and reflect them in current rates, when the costs relate

to projects not expected to provide benefits until the future, would mean charging

the current generation of MH’s customers for costs that could arguably be met by

future generations), MH’s rate structure and rates, even including the increases

directed and indicated in Order 90/08, is premised on past and future OM&A cost

deferrals and capitalization. If the approach was to change (a distinct possibility

with the upcoming adoption of IFRS), costs now capitalized in the current period

would be expensed. This would, again as previously noted, result in current and

future ratepayers being billed for costs reflective not only of current costs but also

cost burdens avoided by past ratepayers as a result of the current process of

deferral and capitalization.

The Board does not believe OM&A should be adjusted based on the corporate

strategic plan target of $640 per customer as suggested by the Coalition. The

Board is not convinced the benchmark is completely relevant, given the level of

expense deferrals and capitalization impacting the current result. Once more

stringent capitalization requirements are put in place with IFRS such a metric

may have more value and use in the establishment of rate requirements.

To arbitrarily direct, as some interveners have suggested, that a significant

amount of expense not be reflected in rates, as a way of sending a message to
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18.0 IT IS THEREFORE RECOMMENDED THAT

MH seek independent advice as well as advice from government and

its credit rating agencies as to the merits of a possible elimination of

the sinking fund requirements;

2. The Board remains concerned with the Corporation’s ongoing

aggressive deferral and capitalization accounting practices, and

recommends that MR consider an early adoption of IFRS standards.

The Board further recommends that both the Board’s prior concerns

and current views, as expressed in this Order, be brought to the

attention of both MR’s external auditors and its independent consultant

assisting the Corporation with its IFRS transition strategy;

3. Because of the current and future impact on rates of the

unprecedented capital program and related tentative export sales

contracts, the Board repeats its recommendation to government that

The Public Utilities Board Act be amended to make the Board’s

regulation of MR equivalent to the Board’s regulation of Centra Gas,

by removing the exemption now provided under Section 2(5) of the

Act;

Or alternatively, the Board recommends that government renews the

mandate provided to the Board in 1990 (via OIC 1990-1 77), a mandate

that provided for a detailed and comprehensive integrated review of

MR’s Major Capital Projects in light of pending export commitments

(then-covering the period 1990 to 2009). Such an updated mandate

would allow for a similar review covering the period 2009 to 2028;

4. Because of the impact (and potential impact) on consumer rates, the

Board recommends MH seek the Board’s prior review and approval of
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THE PUBLIC UTILITIES BOARD ACT

THE MANITOBA HYDRO ACT

THE CROWN CORPORATIONS PUBLIC
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Before: Graham Lane CA, Chairman
Robert Mayer Q.C., Vice-Chair

A FINAL ORDER WITH RESPECT TO MANITOBA HYDRO’S
APPLICATION FOR INCREASED 2010/11 AND 2011/12

RATES AND OTHER RELATED MATTERS
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9.0.0 OPERATING AND ADMINISTRATIVE EXPENSES

9.1.0 OVERVIEW

Operating and maintenance expense (also referred to as O&A, OM&A, or operating,

maintenance and administration costs) is one of MH’s three largest expense categories

in any given year. Over 75% of MH’s O&A relate to labour costs, including employee

benefits. The actual and forecast operating and administrative expenses for fiscal years

2008 to 2012 are as follows:

Operating and Administrative Costs ($Millions)

Fiscal Year

Labour and Benefits
Other Expenses _______ _______ ______ _______ ______

Total Costs
Operating and
Administration Charged to
Centra
CICA Accounting
changes
Provision for Accounting
Changes _______________________________ ___________________

capital Order Activities

Capitalized Overhead _______________________________ ___________________

Total capitalized

O&A Attributable to
Electric Operations ________________________________ ___________________

O&A, before capitalized expenditures, has increased from $582.3 million in 2008 to

$688 million in 2010. O&A expenditures were forecast to grow from $703.8 million in

2011 to $714.1 in 2012.

MH capitalized $259.6 million in 2008 or over 55% of O&A costs in that year. The level

of capitalized O&A increased to $293.5 million in 2010 and MH is forecast to capitalize

$306 million (43%) in 2011 and $312.2 million (44%) in 2012.

Actual IFFIO.O1

2008 2009 2010 2011 2012

$477.8 $509.9 $541.0 $556.3 $569.1
$160.8 $177.30 $182.0 $183.9 $186.5

$638.6 $687.2 $723.0 $740.2 $755.6

($563) ($59.0) ($61.0)

$5.0 $9.0

$582.3 $633.1 $688.0
($1923) ($203 1) ($2243)

($67.3) ($65.7) ($692)

($2596) ($268 8) ($293 5)

$322.7 $364.3 $377.6

($634) $640)

$9.0 $9.0

$18.0 $13.5

$703.8 $714.1
($235 0) ($239 7)

($71 0) ($725)

($3060) ($3 22)

$397.7 $401.9
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From 2005 through 2010, MH’s O&A expenses have grown at a compound average

growth rate of almost 5% annually while inflation for that period has been under 2%.

MH had forecast O&A to be $380 million in 2011 and $403 million in 2012 based on

IFFO9-1, the basis for this Rate Application. MH provided an update at the hearing with

1FF MH1O-1, where O&A expenses are revised to $397.7 million in 2011 and $401.9

million in 2012, as reflected in the above table. MH attributed the increases in part to

accounting changes since 2009 to comply with International Financial Reporting

Standards (IFRS).

9.2.0 STAFFING LEVELS

A major driver in the increase in O&A expense is due to increased staffing levels which

are projected.to grow from 5,769 Equivalent Full Time (EFTs) in 2004 to 6,669 EFTs, an

increase of 900 EFTs or over 15%. The change in MH staffing by division since 2004 is

as follows:
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anticipated mitigation payments to be incurred, the Corporation has recorded a liability

of $129 million as of March 31, 2010.

MH has also entered into agreements with the Province whereby MH has assumed

obligations of the Province with respect to certain northern development projects. MH

assumed obligations totalling $145 million for which water power rental charges were

fixed until March 31, 2001. The remaining liability outstanding as of March 31, 2010 was

$12 million. All mitigation cost obligations, including those Provincial obligations

assumed by MH, are capitalized and amortized over the remaining life of the generation

and transmission assets to which they pertain.

9.5.0 INTERNATIONAL FINANCIAL REPORTING STANDARDS
(IF RS)

9.5.1 IFRS Transition

International Financial Reporting Standards (IFRS) will be adopted by Canadian

Generally Accepted Accounting Principles (GAAP) to be implemented effective January

1, 2011. Canadian utilities have been granted an optional one-year deferral of the

implementation of IFRS to years commencing on or after January 1, 2012. This allows

for a transition of accounting standards that do not recognize rate-regulated assets and

liabilities. MH will be required to prepare IFRS-compliant financial statements for its

fiscal year 2012/13 with comparative financial information for 2011/12.

The implementation of IFRS has prompted MH to delay undertaking Board-requested

studies, including an independent benchmarking study of key performance metrics

comparing MH’s operations with other utilities as well as an Asset Condition

Assessment Report. These studies were ordered in Directive 4 and Directive 7,

respectively, ofOrderl5o/08.



Board Order 5/12
January 17, 2012

Page 96 of 232

9.5.2 Rate-Regulated Assets & Liabilities

IFRS does not currently recognize rate-regulated accounting. If standards remain

unchanged, MH will be required to write off the accumulated balance of its rate-

regulated assets against retained earnings and expense expenditures previously

deferred due to rate regulation as incurred.

MH stated that its rate-regulated assets were $299 million as of March 31, 2010, of

which $229 million relate to electric operations and $70 million to gas operations. A

major component of rate-regulated assets is approximately $40 million in annual Power

Smart DSM program costs. Currently, DSM expenditures are amortized over a 10-year

period. Under IFRS, the amount would be expensed in the year incurred.

With respect to the implications of conversion to IFRS on the rate-setting process, MH

believes that any changes in accounting practices can be accommodated within the

rate-setting framework. Since IFRS result in changes to the timing when certain costs

will be recognized in its operating accounts, MH believes that some mechanism may be

required to defer certain costs for rate-setting purposes. MH stated that it would provide

the Board with alternatives to consider at the appropriate time.

9.5.3 Other Accounting Impacts

Canadian GAAP converged with IFRS related to accounting for Goodwill and Intangible

Assets in fiscal 2010. IFRS does not allow planning studies to be capitalized, which

were previously amortized over 15 years, unless there is assurance that the facilities will

be built. As a result, MH was required to write off $37 million in deferred costs including

computer development, general advertising and promotion and planning studies to

retained earnings, impacting MH’s 2008/09 retained earnings. Included in the write off

were $25.2 million in unamortized planning studies.

IFRS also has more restrictive requirements for the type of expenditures that can be

capitalized. IFRS does not allow advertising and promotional activities, administrative

and other general overhead expenditures, property and business taxes and interest on
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common assets to be capitalized. MH adjusted its overhead capitalization policy

accordingly by reducing the amount of overhead capitalized to capital projects from 24%

to 17%for2OlO/11.

As a result of the accounting policy changes, MH reduced its total capitalized overhead

by $5 million in 2008/09 and an additional $4 million in 2009/10. It also made a provision

of $18 million in 2010/11 and $14 million in 2011/12, reflecting a reduction in the

overhead rate.

9.6.0 O&A COST CONTROL PROCESS

MH’s forecast provides for a productivity factor in the order of 0.5% to 1% annually in

the setting of its business unit O&A targets. In response to the economic downturn, MH

has put in place measures to constrain the increase of O&A, including a freeze on hiring

of new positions (with the exception of line trades trainees), restrictions on out-of-

province travel, rationalization of fleet vehicles, extension of service lives of computers

and equipment and reduction of overtime costs where possible.

MH indicated that such measures were short-term and that cost containment measures

would not compromise system safety and reliability. MH stated that such steps had

resulted in reducing the year-over-year changes in O&A by 5% or $16 million in the first

10 months of the current fiscal year.

In Order 116/08 the Board stated:

“Although Hydro’s operating and administrative expenses appear
reasonable, the Board urges Hydro to continue to control these
expenses through aggressive cost control initiatives and
management of the labour force. The Board appreciates that some
operating and administration expenses, particularly payments to the
Pro vince, are beyond Hydro’s control. However, it remains
necessaiy for Hydro to continue to be diligent in taking steps to
control all such costs and improve efficiencies. Corporate
Performance measures such as operating and administration cost
per customer or per kWh targets are of great assistance in
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1 fundamentally, Option A and Option R, pay 70 percent,

2 according to that table we looked at in Board book of

3 documents at page 373. And as I understood, am I

4 correct, the Option R is much more valuable to Manitoba

5 Hydro than the Option A?

6 Is that correct?

7 MR. DAVID CORMIE: It’s much more

8 valuable to us now, yes. But there are times when ——

9 when the capacity market is strong that —— that Option

10 A could be as —— as valuable.

11 MR. ANTOINE HACAULT: I’d like to thank

12 each of the members of the panel for having had their

13 discussions with me and having provided some very

14 useful answers. Thank you.

15

16 (BRIEF PAUSE)

17

18 MR. ANTOINE HACAULT: We could probably

19 take a break. I would advise the Chair that it’s not

20 the intention of MIPUG to participate in the DSM

21 discussions and examinations, because it doesn’t

22 particularly affect us and, putting it bluntly, we

23 don’t ever get awards of cost so we have to be very

24 cost conscious.

25 MR. BOB PETERS: Mr. Chairman, with the

DIGI—TRAN INC. 1—800—663—4915 or 1—403—276—7611
Serving Clients Across Canada
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1 to do so.

2 MR. BOB PETERS: Okay. Thank you.

3

4 -—- UNDERTAXING NO. 59: Manitoba Hydro to indicate

5 the number of customers in

6 the NUG prograM, including

7 description of customers,

8 without any identifying

9 information

10

11 MR. RAYMOND LAFOND: Can I intervene?

12 The DSM program is dedicating 19 percent, essentially,

13 of its funds to industrial users? If I heard correctly

14 this morning from the MIPUG representative was that his

15 clients did not use this program.

16 Can you explain to me the difference

17 between these two (2) comments?

18 MS. LOIS MORRISON: MIPUG represents

19 the large industrial power users group. The industrial

20 programs here would reflect all industrial customers,

21 not just the very large ones. However, I will say that

22 we work very closely with the —— all industrial

23 customers, including the large top consumers. And

24 although they may not participate in the incentive

25 portions of what we offer, we provide technical

DIGI—TRAN INC. 1—800—663—4915 or 1—403—276—7611
Serving Clients Across Canada
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1 expertise and feasability studies. We part fund

2 feasability studies that help those customers identify

3 energy efficiency opportunities.

4 Case in point, recently we funded a

5 study with one that identified energy efficiency

6 opportunities that would have payback of less than half

7 a year. Well, in that case, the customer is going to

8 undertake it without us pro —— needing to provide any

9 incentives to do so. But because we participated in

10 that —- that activity with them and part funded the

11 study, we’re —— we are working very closely with his

12 customers.

13 MR. RAYMOND LAFOND: Thank you.

14

15 CONTINUED BY MR. BOB PETERS

16 MR. BOB PETERS: Mr. Weins, I’m still

17 caught up on this N—U-C, or the NUG, concept. Do you

18 set a rate at which you purchase the power back from

19 them? Is that something your department does?

20 MR. ROBIN WEINS: You’re really going

21 to test my memory on this, Mr. Peters, because I

22 haven’t been involved in this type of situation for

23 many, many years. At a very small scale, what happens

24 is that the -- basically, in those periods where a

25 customer may be selling back into the grid, that

DIGI—TRAN INC. 1—800—663—4915 or 1—403—276—7611
Serving Clients Across Canada
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2012/13 & 2013/14 Electric General Rate Application

CAC/MH 1-6

Subject: Credit Rating
Reference: Tab 2, Page 3, Lines 22—24 and Lines 26— 29; & Page 4, Lines 26-28

Preamble: MH states: Manitoba Hydro is concerned about the projected decrease in
its interest coverage ratio given the importance of this financial metric to
bondholders and credit rating agencies.

MH also states: Without the rate relief proposed in this Application for
2012/13 and 2013/14, the interest coverage ratio is projected to further
deteriorate below the 1.0 level (which could have serious negative
consequences on the credit rating of the Province and Manitoba Hydro).

MH further states: Manitoba Hydro does not believe that it is acceptable
to allow net income sup into a loss position and risk credit rating
implications together with the need for larger rate increases at a later
date.

a) Please clarify whether the Province of Manitoba is currently on credit watch
with any of the rating agencies?

b) Has the Province of Manitoba ever been on credit watch with any of the rating
agencies?

c) If Province of Manitoba has ever been on credit watch with any of the rating
agencies. please provide the rating comment discussing the “watch”.

d) Please clarify whether MH is currently on credit watch with any of the rating
agencies?

e) Has MH ever been on credit watch with any of the rating agencies?

U If MH has ever been on credit watch with any of the rating agencies. please
provide the rating comment discussing the “watch”.

g) On what evidence does MH rely that without the rate relief proposed could have
serious negative consequences on i) the credit rating of the Province, ii) the
credit rating of MH?

20120921 Page 1 of7
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2012/13 & 2013/14 Electric General Rate Application

h) Please undertake to provide copies of all credit agency reports with respect to
each of MH and the Province of Manitoba issued subsequent to the date of the
JR responses.

i) Provide a analytical demonstration of how the credit rating agencies consider
the importance of interest coverage ratio, for

• For private enterprises,
• For governments,
• For crown corporations.

j) Please provide all references in credit rating agency reports that MR’s debt
equity ratio had an impact on MR’s credit rating.

Ic) Please provide all copies of credit rating reports where Mli’s credit rating was
downgraded as a result in a decrease of the thickness of equity in its debt equity
ratio, with specific page and paragraph references where the downgrade was
demonstrated to be so caused.

1) Please provide copies of all credit rating agency reports MR is aware of where a
utility’s credit rating was changed as a result of a change in accounting
policy/treatment/methodology.

m) Provide copies of all credit rating reports where Mli’s rating was reduced (if at
all) due to a change in accounting policy/treatment/methodology and compare
those circumstances to the current proposed circumstances of adjustments to
retained earnings and net income and assets and liabifities arising from MH’s
proposal in respect of the adoption of IFRS.

n) Provide copies of credit rating reports that demonstrate, while utilities are in
construction phase, such as that undertaken by MR from time to time,
recognition of these activities will impact financial ratios but not result in a
downgrade in credit rating.

20120921 Page2of7
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20 12/13 & 20 13/14 Electric General Rate Application

ANSWER:

The following answer is the response to CAC/MH I — 6 (a)-(n):
Manitoba Hydro’s Role in Maintaining Credit Rating Stability

The credit ratings for the Province of Manitoba and Manitoba Hydro have historically
maintained their strength, with the last downgrade occurring over 25 years ago when S&P
downgraded the Province of Manitoba in 1986.1 Manitoba Hydro and the Province of
Manitoba are not currently on credit watch and are listed as stable by each of DBRS,
Moody’s and S&P. Reasons cited by the credit rating agencies for this stability include “the
province’s diversified economy, which tends to underperform the Canadian average in boom
years, but outperform in years of weak economic conditions.” 2

Although Manitoba Hydro’s ratings are a flow through credit of the Province of Manitoba,
Manitoba Hydro has a significant portion of the total provincial debt and the Corporation’s
financial performance is therefore a contributing factor toward the financial strength and
stability of the Province’s credit rating. As noted by Moody’s in their most recent credit
analysis on the Province of Manitoba:

“Roughly one third of the provinces total direct and indirect debt is attributed
to Manitoba Hydro (issued and on-lent by the province) and is considered to
be self-supporting. This Crown Corporation’s ability to meet its own fmancial
obligations, without recourse to provincial subsidies is a positive credit
attribute for the province.”

The importance of Manitoba Hydro financial performance to the Province of Manitoba’s
credit rating was fbrther expanded upon by Moody’s in theft most recent credit opinion on
the Manitoba Hydro Electric Board (MHEB) when they stated that:

“MHEB’s rating reflects the Province’s guarantee and liquidity support.
However, MMEB’ s financial ratios, including interest coverage, are an
indication of the extent to which it is capable of supporting its debt
independently, which is a consideration in the rating of the Province.” ~

S&P downgraded the Province of Manitoba on July 29, 1986. Moody’s Investors Service downgraded the Province of
Manitoba on May 8, 1985. Due to the age of the reports, they are not available from S&P and Moody’s.

2 Moody’s Investors Service, “Credit Analysis: Province of Manitoba” dated September 5,2012; page 1

(see Appendix 20 Attachment 20).
Moody’s Investors Service, “Credit Analysis: Province of Manitoba” dated September 5, 2012; page 3
(see Appendix 20 Attachment 20).

‘~ Moody’s Investors Service, “Credit Opinion: Manitoba Hydro Electric Board” dated August 15, 2012; page 2

(see Appendix 20 Attachment 15).
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20 12/13 & 20 13/14 Electric General Rate Application

Manitoba Hydro is considered to be self-supporting by all of the credit rating agencies. The
importance of Manitoba Hydro’s financial performance to the credit rating of the Province of
Manitoba is reinforced by the fact that each Province of Manitoba credit report includes a
discussion on Manitoba Hydro.

Manitoba Hydro continues to be self-supporting and during the past few years has achieved
the strongest financial position in the Corporation’s history. However, there are numerous
financial challenges facing Manitoba Hydro. For example, the risk associated with high
leverage and weak debt servicing capability has been demonstrated with the ongoing
European sovereign debt crisis, with some European countries experiencing credit rating
downgrades and escalating interest rates. There have also been recent credit rating
downgrades to Canadian provinces. For example, in August 2009, Moody’s downgraded the
Province ofNew Brunswick and included the following statements in their report:

“As a result of anticipated borrowing requirements, New Brunswick’s debt
metrics are projected to weaken over the medium-term.

The rating action also reflects Moody’s assessment of the risks associated with
New Brunswick Power (NBP). The narrowing of NBP’s margins in recent
years, in conjunction with high leverage and risks related to the refhrbishment
of the Point Lepreau nuclear generating station, represents an element of risk
for the NEP. As such, NBP’s provincially-guaranteed debt, which is borrowed
by the province and on-lent to NBP, constitutes a contingent liability for the
province.” ~

In October 2010, S&P also cited New Brunswick Power as a credit concern when they
revised their outlook on the Province of New Brunswick to negative:

“borrowing on behalf of New Brunswick Power Corp. to refurbish the Point
Lepreau nuclear generating station and for more routine capital needs will
increase the province’s self-supported debt further. Furthermore, we expect
that the continuing delays in the completion of the Point Lepreau
refurbishment will necessitate additional borrowing.” 6

Moody’s Investors Service, “Rating Action: Moody’s Downgrades Province ofNew Brunswick’s Debt Rating to Aa2”
dated August 24, 2009; page 1 (see Attachment I).

6 Standard & Poor’s, “Research Update: Province of New Brunswick Outlook To Negative On worsening Budgetary

Performance; ‘Ask-’ Rating Affirmed” dated October 7,2010; page 3 (see Attachment 2).
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2012/13 & 2013/14 Electric General Rate Application

The Importance of Positive Net Income and Strong Financial Metrics

As evidenced in their reports, the credit rating agencies perform detailed quantitative
financial analysis with a focus upon net income, interest coverage, and debt leverage
indicators. Manitoba Hydro does not have access to quantitative analysis from the credit
rating agencies that would specifically indicate the sensitivity of Manitoba Hydro’s financial
performance on its credit rating. A loss position would be a negative credit rating factor, as
the resultant low levels of cash flow reduce an entity’s ability to manage its financial risks
and service its debt.

The credit reports provided in response to CAC/MFI 1-5(a) and found in Appendix 20
indicate that net income, coverage ratios and debt leverage metrics are considerations in the
rating of Manitoba Hyciro and the Province of Manitoba. The credit rating reports also
identif~,’ financial challenges facing Manitoba Hydro, for which rate relief could avoid
downward rating pressure. A representative sample of credit rating agency concerns and
monitoring is as follows:

“Manitoba Hydro ‘5 leverage remains one of the highest among government-
owned integrated utilities in Canada, limiting its financial flexibility going
forward.” ~

“Preliminary results for fiscal 2013 indicate that depressed export prices and
lower net income will put pressure on the utility’s interest coverage ratios.” ~

“MHEB’s financial forecasts indicate that management expects to generate
sufficient cash flow to service the interest on its debt. However, the
anticipated weakening of the MHEB’s financial profile during its upcoming
expansion program means that the company has less cushion against
unexpected events such as poor hydrology, capital cost overruns or
construction delays. Should such unexpected events arise, MHEB might need
to seek larger rate increases, curtail its capital spending or take other actions to
ensure that the company continues to be able to service its debt without
relying on the Province.”

DBRS, “Rating Report: The Manitoba Hydro-Electric Board” dated November 28, 2011; page 3
(see Appendix 20 Attachment 4).
Standard & Poor’s, “Rating Report: Manitoba Hydro-Electric Board” dated September14, 2012; page 2
(see Appendix 20 Attachment 22).

~ Moody’s Investors Service, “Credit Opinion: Manitoba Hydro Electric Board” dated August 15, 2012; page 2

(see Appendix 20 Attachment 15).
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2012/13 & 2013/14 Electric General Rate Application

“MHEB has a minimum 25% equity target that it may be challenged to
maintain after fiscal 2012. It may not achieve the target again until sometime
during the middle of the next decade. Borrowings required to finance MHEB’s
significant capital program and weak spot export power prices are expected to
drive the company’s equity ratio below 20% later this decade, as monies are
spent on the new projects but before they start producing cash flow. This ratio
is projected to strengthen rapidly after Conawapa enters service, and we also
note that some combination of larger rate increases, an earlier and more
dramatic recovery of export power prices or a reduction in debt financed
capital spending could assist IvII{EB in achieving its financial targets earlier
than is indicated by its current forecast.” ~

“We will continue to monitor developments with Manitoba Hydro’s capital
plan to ensure that our conclusion regarding the self-supporting status of the
utility’s debt remains appropriate. ~‘

While the conversion to International Financial Reporting Standards (IFRS) is being
monitored by the credit rating agencies, no rating action is anticipated as a result of Manitoba
Hydro’ s conversion to IFRS or any change in accounting policy, treatment or methodology.
Therefore, Manitoba Hydro does not intend to exhaustively research and file credit rating
agency reports on this subject matter.

The Importance of Rate Relief

The credit rating agencies identiQ,’ Manitoba Hydro’ s regulatory framework and the PUB’s
support of Manitoba Hydro’s rate applications and its financial targets as positive rating
considerations:

“We believe Manitoba Hydro’s monopoly, gas and electric franchises, and
regulatory frameworks provide satisfactory cash flow stability.” 12

“Manitoba’s Public Utilities Board (PUB) has been supportive of Manitoba
Hydro’s rate applications and its financial targets.” 13

‘° Moody’s Investors Service, “Credit Opinion: Manitoba Hydro Electric Board” dated August 15, 2012; page 2

(see Appendix 20 Attachment 15).
Moody’s Investors Service, “Credit Analysis: Province of Manitoba” dated September 5,2012; page 4
(see Appendix 20 Attachment 20).

(2 Standard Sc Poor’s, “Rating Report: Manitoba Hydro-Electric Board” dated September 14, 2012; page 1

(see Appendix 20 Attachment 22).
~ DBRS, “Rating Report: The Manitoba Hydro-Electric Board” dated November 28, 2011; page 2

(see Appendix 20 Attachment 4).
20120921 Page6of7

3’?



2012/13 & 2013/14 Electric General Rate Application

Underscoring this positive rating consideration are the following PUB findings regarding the
importance of Manitoba Hydrots financial performance on the credit ratings and the financing
costs of the province and of Manitoba Hydro:

“The three measures of financial health and stability (debt to equity, interest
coverage and capital coverage) are taken seriously by debt rating agencies and
others, and while the ratios may not be expected to be maintained throughout
the whole forecast period due to the effects of the expanded capital program,
they still remain important.” 14

“It is the Boards understanding that rating agencies look prominently at MH’s
financial strength in assessing the credit rating of the Province. A weakening
of the financial strength of MH would not be viewed favourably by those
credit rating agencies and may have implications impacting the credit rating of
the Province, making provincial borrowing more expensive. Such a
development would not be in the public interest.” ~

14 Public Utilities Board of Manitoba Order 116/08; Page 127.
~ Public Utilities Board of Manitoba Order 116/08; Page 130.
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2012/13 & 2013/14 Electric General Rate Application

PUBJMH 1-67

Reference: Tab 5 Page 18 of 36, Schedule 5.6.0 Finance Expense

1) Please provide a schedule detailing the maturities of Mli’s current long-term
debt issues.

ANSWER:

Please see the debt maturity schedule as at June 30, 2012.

Note that the maturity dates listed in the schedule provide the most outward obligation dates
on any debt series (the latter of physical debt or forward intefest rate swap maturity dates).
Therefore in cases where the maturity of a forward interest rate swap for a debt series is
beyond the maturity date of the associated physical debt, a refinancing of the underlying
physical debt will be required in advance of the maturity date listed in the schedule.
Consequently, this schedule should not be utilized to determine the commitment dates for the
refinancing of the existing physical debt.

Also, the interest rates shown in this schedule indicate the coupon rates on the debt and not
the all-in yield cost to Manitoba Hydro.

20120921 Page 1 of3
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2012/13 & 2013/14 Electric General Rate Application

MANITOBA HYDRO
LONG TERM DEBT MATURITY SCHEDULE
AT June 30, 2012
(IN MILLIONS $)
SERIES CURRENCY MATURITY COUPON RAITE CAD $ US $ TOTAL CAD

(US @1.0191)

C107 CAD 9/4/2012 3BA + 0.40% 100.0 100.0
ER2 CAD 1213/2012 3BA + 0.192% 50.0 50.0
41 CAD 2/11/2013 9.375% 10.0 10.0
5A CAD 6/30/2013 5.750% 40.0 40.0
SB CAD 6/30/2013 5.750% 1.3 1.3
DE USD 7/2212013 8.120% 188.4 192.0
C112-1 CAD 9/16/2013 5.485% 100.0 100.0
C112-2 CAD 9/16/2013 5.531% 100.0 100.0
EZ4 CAD 12/3/2013 3BA + 0.0925% 9.5 9.5
EZ3 CAD 1213/2013 1.257% 208.3 208.3
4J CAD 1/20/2014 8.000% 15.0 15.0
EZ-1 USD 1/21/2014 5.989% 50.0 51.0
EZ USD 1/21/2014 5.929% 100.0 101.9
FS-1 USD 4/28/2014 3LIBOR + 0.0976% 100.0 101.9
HB11-SFL CAD 6/15/2014 2.300% 38.7 38.7
FM-4 CAD 9/1/2014 38A + 0.484% 100.0 100.0
C115 CAD 5/4/2015 3BA + 0.23% 50.0 50.0
4K CAD 5/12)2015 9.125% 12.0 12.0
EY2 CAD 1213/2015 3BA + 0.0455% 50.0 50.0
EY CAD 12/3/2015 5.490% 200.0 200.0
C121-3 CAD 4/19/2016 38A + 0.20% 100.0 100.0
HB11-5FX CAD 6/15/2016 2.750% 7.4 7.4
HB11-3FX CAD 6/15/2016 1.750% 8.6 8.6
AZ CAD 7/17/2016 3BA + 1.08% 200.6 200.6
ER CAD 9/3/2017 7.467% 200.0 200.0
C-Oil CAD 9/22/2017 7.525% 55.5 55.5
4L CAD 11/17/2017 6.250% 20.0 20.0
BM CAD 1/1512018 3BA + 3.29% 255.0 255.0
FC-3 CAD 6/2/2018 7.169% 200.0 200.0
FS-2A CAD 6/212018 7.295% 100.0 100.0
FS-2B CAD 6/2/2018 7.405% 100.0 100.0
EE USD 9/15/2018 9.500% 200.0 203.8
BU USD 12)1/2018 9.625% 200.0 203.8
3V CAD 12/30/2018 10.000% 3.5 3.5
3W CAD 12/30/2018 10.000% 2.0 2.0
3X CAD 12/30/2018 10.000% 5.0 5.0
3Y CAD 12/30/2018 10.000% 2.0 2.0
C077-3 CAD 2/11/2020 3BA-0.175% 50.0 50.0
C077-2 CAD 2/11/2020 4.455% 100.0 100.0
FO-1 USD 3/15/2020 5.897% 150.0 152.9
FP-2 CAD 6/3/2020 4.150% 125.0 125.0
FP-3 CAD 6/3/2020 4.150% 250.0 250.0
FO-2 USD 10/2/2020 6.955% 203.1 206.9
FO-3 USD 10/2/2020 6.955% 47.0 47.8
Co USD 9/15/2021 8.875% 300.0 305.7
4A CAD 12/31/2021 9.100% 3.5 3.5
FH-1 USD 2/1/2022 6.405% 250.0 254.8
FH-2 USD 2/1/2022 6.406% 100.0 101.9
FH-3 USD 9/16/2022 6LIBCR + 0.1295% 150.0 152.9
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2012/13 & 2013/14 Electric General Rate Application

SERIES CURRENCY MATURITY COUPON RATE CAD $ US $ TOTAL CAD
(US @1.0191)

C119-2 CAD 9/5/2025 3BA + 0.425% 150.0 150.0
DT CAD 12/2212025 7.750% 170.0 170.0
DT-2 CAD 12/22/2025 7.750% 130.0 130.0
4N CAD 2/2/2029 5.900% 30.0 30.0
4M CAD 2/2/2029 5.900% 30.0 30.0
FM-3 CAD 9/1/2029 6.689% 50.0 50.0
FM-2 CAD 9/1/2029 6.734% 75.0 75.0
FM-i CAD 9/1/2029 6.634% 25.0 25.0
Ci19-1 CAD 9/1/2029 6.575% 100.0 100.0
CL CAD 3/5/2031 10.500% 300.0 300.0
CLW CAD 3/5/2031 10.500% 299.9 299.9
CuB CAD 3/5/2031 6.300% 100.0 100.0
48 CAD 4/1/2031 5.840% 3.7 3.7
4C CAD 4/1/2031 5.840% 1.4 1.4
4Y CAD 5/1/2031 5.650% 4.4 4.4
C052 CAD 10/29/2032 6.300% 30.0 30.0
PP-i CAD 4/12/2035 5.754% 175.0 175.0
EZ5 CAD 12)3/2035 4.774% 46.0 46.0
E72 CAD 12/3/2035 4.774% 54.0 54.0
FA CAD 3/5/2037 4.687% 150.0 150.0
FA-4 CAD 315/2037 4.505% 50.0 50.0
FJ CAD 9/12)2037 5.104% 250.0 250.0
P8-2 CAD 3/5/2038 4.600% 300.0 300.0
FS-2D CAD 11/1/2038 4.909% 81.0 81.0
C125-1 CAD 11/1/2038 4.767% 85.0 85.0
Ci25-2 CAD 11/1/2038 4.697% 19.0 19.0
C119-3C CAD 12/1/2038 5.245% 15:0 15.0
C1i9-3A CAD 12/1/2038 5.245% 50.0 50.0
C1i9-3B CAD 12/1/2038 5.232% 50.0 50.0
FS-2C CAD 3/1/2039 4.761% 100.0 100.0
FK-2 CAD 3/5/2040 4.650% 300.0 300.0
FR-2 CAD 3/5/2041 4.100% 250.0 250.0
C040 CAD 3/5/2042 3BA + 0.179% 50.0 50.0
FT CAD 3/5/2042 4.492% 400.0 400.0
GA CAD 3/5/2043 3.350% 300.0 300.0
C068 CAD 3/5/2044 4.565% 50.0 50.0
FN CAD 3/5/2050 4.700% 200.0 200.0
FN-2 CAD 3/5/2050 4.700% 75.0 75.0
4Z CAD 6/9/2057 7.100% 7.0 7.0
CilO CAD 3/5/2060 5.200% 125.0 125.0
C109 CAD 3/512063 4.625% 50.0 50.0
Total LTD 7,604.3 2,038.4 9,681.6
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— we’ve just done it in a hearing in Northwest
2 Territories.

And it’s not to dismiss the value of
audited statements. Audited statements are--are of
fantastic value to--to a Board like this, even
audited statements that are audited on a different
standard than the Board is working on. It’s because
you can work through a list of--of reconciling items.

But if your motivations are different,
if your motivations are — are fairness versus
discretion, are -- are fully allocating costs to
different time periods and different customer classes
rather than purely reflecting incremental costs so that
an — an investor or a lender can see -- can see the --

a different financial picture of the utility, then you
-- you can’t end anywhere but, We need to have two (2)
different ways of portraying the —

MR. RAYMOND LAFOND: Okay. So your
recommendation is that you agree that Hydro moves to
IFRS standards for auditing purposes but that Hydro
also produce some reconciling statements with issues
such as depreciation and a few others?

MR. PATRICK BOWMAN: Yeah. Mr. Lafond,
my recommendations would go the other direction. My
recommendations would be this Board determine what it

I needs and Hydro determine how to deal with that, in
2 terms of its standards.
3 But practically, if we want to go
4 straight to the standards, I would say that there has
5 not been fair information provided about the full
6 impact of IFRS. There has been mistaken information,
7 there has been some interpretations that I would like
8 to go through, in terms of how people have defined the
9 IFRS issues. And as a result, the line that says,

10 “IFRS impacts on Hydro are minimal,” is incorrect. The
11 IFRS impacts on Hydro and its customers are actually
12 quite large.
13 And I would--you know, if it were up
14 to my control, I would say an outcome like BC went
15 through may be very practical for Manitoba, which says,
16 Fine, adopt IFRS, but I’m going to give you two (2) or
17 three (3) things that I say on these items we’re going
18 to use a different standard. And as long as it’s clear
19 and transparent, it doesn’t seem that it causes huge
20 issues for BC getting audited, for example; or Ontario,
21 who has a Crown that’s --that’s been using a different
22 standard than -- than the BC has --directs; in their
23 case, a holding company using US GAAP.
24 Ifs really not my place to say, I found
25 the accounting standard and it’s -- it’s — it’s US or

1 it’s IFRS with exceptions or it’s — it’s any of these
2 things. That’s, effectively, a separate decision.
3 THE CHAIRPERSON: I do have a question
4 though. The implication that by--the Board’s setting
5 of rates based on IFRS standards were being unfair,
6 could you explain that to me how — how it is that the
7 Board agreeing to set rates based on IFRS statements is
8 unfair, given that this has become the standard for
9 reporting in Canada?

10 I mean, when the accounting profession
11 in Canada follows IFRS, are you suggesting that that is
12 unfair?
IS MR. PATRICK BOWMAN: I don’t believe
14 IFRS or financial reporting is a — is a forum that is
15 — spends a whole lot of time worrying about questions
16 of fairness like would arise in this forum. They have
17 different motivations. And I would say-
18 THE CHAIRPERSON: Well, let’s-- let’s
19 address--
20 MR. PATRICK BOWMAN: Yeah.
21 THE CHAIRPERSON: Let’s get down to the
22 point that you’re suggesting, is that by virtue of this
23 Board asking for a different calculation of overheads,
24 that would be fairer than using the calculations that
25 Manitoba Hydro has used for its Rate Application?

MR. PATRICK BOWMAN: Yeah. I--lam
2 saying that, and I’m -- I’m saying that it’s --it’s
3 almost universal in the voices that were also
4 commenting on problems with IFRS when people were
5 reviewing it. And I’m saying it’s the same standards
6 that are being applied by other utility boards who have
7 utilities who are regulated under different standards,
8 US GPAP or IFRS or any of them. They’re saying, We
9 need to find a way to find a standard that meets a test

10 of fairness. And their conclusion was, in--in almost
11 all of these cases, the — the pure IFRS version does
12 not meet all of the tests I require to meet the test of
13 fairness.

5301

14 THE CHAIRPERSON: Okay. So looking at
15 overheads, this Board -- pardon me, this panel --

16 pardon me, the previous panel suggested to Manitoba
17 Hydro that it needed to re-examine its overhead policy,
18 which Manitoba Hydro’s --Manitoba Hydro has now done.
19 Now, you’re now suggesting that that was
20 an unfair decision?
21 MR. PATRICK BOWMAN: I’ll have three
22 (3) comments on that. One (1) is -- and -- and I have
23 been through the --the order in some detail and was
24 involved in the proceeding. One (1) comment is, the
25 review was done at a time when I do not believe there
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OFFICE OF T H E 8 Bastion Square
Victoria, British ColumbiaAuditor General

of British Columbia

The Honourable Bill Barisoff

Speaker of the Legislative Assembly

Province ofBritish Columbia

Parliament Buildings

Victoria, British Columbia

V8V 1X4

Dear Sir:

As mandated under Section 11 of the Auditor General Act, I have the honour to transmit to the Speaker

of the LegislativeAssembly of British Columbia my 2011/2012 Report 8: BC Hydra: The Effects ofRate-

Regulated Accounting.

Each year, BC Hydro produces independently audited financial statements, prepared in accordance with

Canadian generally accepted accounting principles (GAAP). This report speaks to the financial condition

ofBC Hydro, as reflected in its audited financial statements but with further analysis.

As allowed under Canadian GASP, BC Hydro uses rate-regulated accounting in its financial statements.

In effect, rate-regulated accounting allows BC Hydro to defer to future years certain expenses that would

normally be recorded in the current year’s financial statements. As ofMarch 31, 2011, a net total of $2.2

billion in expenses had been deferred and, by government’s own estimate, the balance is predicted to grow

to nearly $5 billion by 2017.

There does not appear to be a plan to reduce the balance of these accounts, let alone halt their growth. Rate-

regulated accounts must be managed carefully. If overused, rate-regulated deferrals can mask the true cost of

doing business, distort the financial condition ofan enterprise and place undue burdens on future ratepayers.

However, Canada will be adopting international accounting standards (IFRS) in the coming year, which

does not allow for deferral accounts. As such, expenses that are currently being deferred under rate

regulation would be shown each year, bringing to the forefront the financial consequences of management

decisions and highlighting the challenges that lie ahead. Unfortunately, though, government is requiring

BC Hydra to adopt part of an American accounting standard that allows rate regulation, abandoning the

transparency that will be required by Canadian GAAP. It is my hope they will reconsider.

John Doyle, MAcc, CA

Auditor General

Victoria, British Columbia

October2011
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AUD!TOR GENERAL’S COMMENTS

JOHN DOYLE, MAcc, CA
Auditor General

LAST YEAR I determined that a review ofBC Hydro’s

accounting practices, particularly those related to rate regulation, was

in order Rate regulated accounting is explained more fully in this

report, but in short it involves deferring expenses and revenues to

future years in order to “smooth out” the effects ofunexpected costs

or windfall profits Currently, BC Hydro s financial statements contain

a net total of $22 billion in deferred costs, to be expensed in future

years By governments own estimate, the balance of rate regulated

deferrals is already large and is projected to balloon to almost $5
billion by 2017

Around the time my staffbegan their work, which was conducted in

accordance with section 11 (8) of the Auditor General Act, government

commissioned its own financial and administrative review of the

Crown corporation. As a result, I deferred the release of my report to

allow for the completion ofgovernment’s review. This permitted me

to tailor my comments accordingly and avoid duplicating the review’s

recommendations, on which government and BC Hydro had already

committed to act. On August 11 this year, Review ofB C Hydro, June

2011 was released.

Government’s report noted a number of challenges for BC Hydro, and

made over 50 recommendations regarding its operations. ‘The report also

presented policy options and suggestions — something that is outside of

an auditor’s mandate. Indeed, it has not been my intention to intrude into

the rate-setting discussion, as that is the responsibility of others.

Rate-regulated deferrals were identified as an issue, and discussed

in government’s report. I think government’s discussion of the

effects of rate-regulated accounting provided useful information for

understanding the topic; however, two significant concerns remain for

me. First, growth of deferral accounts cannot continue indefinitely I am

concerned that there does not appear to be a plan to reduce the balance

of these accounts, let alone halt their growth. Rate-regulated accounts

must be managed carefully. If overused, rate-regulated deferrals can

mask the true cost of doing business, distort•the financial condition of

an enterprise and place undue burdens on future ratepayers.

Auditor General of British Columbia I 2011 Report 8
BC Hydro: The Effects of Rote-Regulated Accounting ‘49



My second concern is that discussions regarding the disposition A~ U D I T T E A. Nk
of deferral accounts should be supported by a comprehensive

understan&ngofBC Hydro’s financial condition, litany organization,
Russjones

annual financial statements are the cornerstone ofmanagement’s Ass istant Auditor General

accountability for the resources entrusted to them. Like all Crown

corporations in British Columbia, BC Hydro produces independently Michael Macdonell

audited annual financial statements prepared in accordance with AssistantAuditor General

Canadian generally accepted accounting principles (GASP). BC

Hydro’s independent auditors provided an unqualified opinion that Brent Blackhall

the consolidated financial statements for the year ended March 31, Senior Manager

2011 were fairly presented in accordance with Canadian GAAP.

Kenneth Ryan-Lloyd
However, Canadian GAAP is in a process of transition. Soon, business Manager

enterprises such as BC Hydro will be required to report under

International Financial Reporting Standards (JFRS). Ofparticular Ben Hurd

interest in relation to BC Hydro is that, effective next year, the Manager

deferrals pemiltted by rate-regulated accounting will no longer be

allowed. In my view, the increased transparency required by IFRS is

very positive, particularly in relation to BC Hydro, because it brings

to the fore~ront the consequences of financial management decisions

and highlights the challenges that lie ahead.

Unfortunately, government has taken a different position. The

Budget Transparency and Accountability Actwas amended in the 2010

session to allow for departures from GAAP, if authorized by Treasury

Board via regulation. Injuly of this year, Treasury Board issued the

Government Organization Accounting Standards Regulation, which

requires BC Hydro to adopt one part ofan American accounting

standard that allows rate regulation, thereby avoiding the transparency

required under Canadian accounting standards — transparency that

is essential to understanding BC Hydro% financial condition as a

standalone enterprise.

John Doyle, MAcc, CA

October 2011
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SUMMARY OF RECOMMENDATIONS

WE RECOMMEND THAT GOVERNMENT:

‘~ determme, at the earliest opportimit>~ how BC Hydro will recover the net deferred costs in its regulatory accounts.

2 prescribe that the aimuai financial statements for BC Hydro be prepared ffilly in accordance with Canac~an generally
acceptedaccounting principles.

p

Auditor General 0f British Columbia I 2011 Report 8
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RESPONSE FROM THE
MINISTRY OF ENERGY AND MINES

are matched over the projected life of the assets consistent with BC

Hydro’s amortization schedules. Capital-like accounts are the largest

contributor to projected growth in regulatory accounts over the next

five years (approximately 80%).

T~ MINXsTn OP maa&~ A~5 MINB~
(Ministry) appreciates the Auditor General’s report on the Effects of

Rate regulated Accounting (Report) ‘The Report complements the

recent Review ofBC Hydro (Review) undertaken at the direction of

the Premier and Mnuster ofEnergy and Mines Recommendations

from both the Report and Reviewwillbe considered by BC Hydro

in prepanng its amended revenue requirements application which

will be submitted at the end ofNovember2011 to the BC Utilities

Commission (B~UC) and reviewed in ah open, transparent and

public hearing process.

As a result of the Review, the Ministry has already been working with

BC Hydro on the projected growth of its regulatory accounts. BC

Hydro has three general categories of regulatory accounts. ‘The first

captures variances in key cost drivers between whatwas forecast when

rates were set, and what actually occurs. These key drivers include

energy costs, which fluctuate based on annual variances in inflows

into BC Hydro’s reservoirs, and income from electricity trade. Over

time, it is expected these regulatory assets and liabilities will generally

average out. Should there be a large accumulation of amounts

owing from future ratepayers, a rate rider has been established to

reduce these balances and ensure current ratepayers are not unduly

transferring cots to future ratepayers. Ante rider of2.5% is built into

current rates and will contribute approximately $100 million per year,

in addition to the averaging effect of forecast variances, to lowering

these account balances.

The second category of deferral accounts includes capital-like

accounts that are established to match the costs of assets and

programs to the beneficiaries. Tn this category are demand-side

management programs where costs are recovered over the life of

program savings, and costs associated with major projects such as

Site C and the Smart Metering and Infrastructure Program, where

recovery commences when the asset is brought into service and costs

The third category of regulatory accounts are generally off-sets

to provisions, such as First Nations negotiations and settlements

and environmental remediation provisions, or by the transition to

International Financial Reporting Standards and the impact this will

have on accounting for post-employment benefits. These provisions

represent significant one-time adjustments for costs which should

be recovered from ratepayers in future periods. Setting up offsetting

regulatory accounts provides for recovering the related costs over a

reasonable time period, which also more closely reflects the actual

payment of the related liabilities.

The retention of rate regulated accounting in British Columbia is

a policy decision that the government has made to maintain rate

stability and one that is also being made in other jurisdictions. In

Ontario, Hydro One has adopted full US GAA1~ including rate

regulated accounting; others include Fortis Inc. with operations

in British Columbia and Alberta, Enbridge Gas Distribution Inc.,

and TransCanada Corporation. The implications of rate regulation

will continue to be transparently disclosed in the audited financial

statements of both BC Hydro and the Province (see Note 4 in

BC Hydro’s 2010/11 Annual Report and Note 37 in the Notes to

Consolidated Summary Financial Statements in the 2010/11 Public

Accounts).

Auditor General 0f British Columbia I 2011 Report 8
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FINANCIAL MANAGEMENT IS
IMPORTANT
FINANCIAL MANAGRMBNT is concerned with the

planmng, administration and control of financial resources ‘This

mcludes decisions regarding cash flows, investments, debt levels

and repayment terms and, in the case of a utilit>~ the rates charged

to customers Financial management decisions are focused on the

viability of an enterprise fri ensute, among other things, that:

• the cost ofborrowing is kept to a minimum,

• the return on investments is maximized, and

Strong financial management is essential to any business enterprise.

However, as a publicly owned utilit>~ BC Hydro must follow

directions from government regarding the rates it can charge

customers, the rate of return it must earn on investment and the

dividend it is required to pay to government — decisions that are at the

core of financial management

Rate Setting

Among the most important financial management decisions for BC

Hydro are the rates it charges its customers. However, BC Hydro is a

regulated enterprise. This means that BC Hydro is not free to adjust

the rates it charges its customers when it requires additional revenue

to cover its operating costs. BC Hydro must make an application to

a regulatory authority to make rate changes, and must abide by the

decision of that body.

Delivering power to consumers at competitive rates has been

government pollc~ Government’s review ofBC Hydro recognized the

economic benefits ofkeeping electricity costs as low as possible: “BC

Hydro is a sigi4flcant asset to the province, havingprovided relatively low-

costpower to the citizens ofBritish Columbiafor over 50 years. This has

helped make B.C. an attractive place to live and a competitive place to do

business.” Accordingly, the report focused on options for minimizing

the most recent proposal for a rate increase by BC Hydro.

This has limited the revenue available tp BC Hydro. Regardless of

the established rate, BC Hydro and the BCUC aim for stability in

electricity rates so that charges to consumers are predictable: prices

do not rise and fall with the natural volatility of the cost to BC Hydro

ofproducing, or having to buy, a unit of electricity BC Hydro’s

submissions to the BCUC are public, as are the hearings where they

are considered, but can be hundreds of pages in length.

When BC Hydro has applied to the BCUC to have its rates approved, it

has asked that certain types ofcosts or surpluses be eligible for deferral.

BC Hydro first established a deferral account on March 30,2000, to

mitigate the impact ofshort-term volatility of revenues and expenses on

ratepayers. This Rate StabilizationAccountwas created to ensure that

BC Hydro could achieve the annual rate of return on equity required by

government by transferring amounts to and from the account as needed

depending on the required net income for the year.

In 2004 the Rate Stabilization Account was cleared out and

government issued a regulation effective for 2005 and beyond that

mandated the BCUC to allow BC Hydro to establish more specific

deferral accounts as required. Since ~00S, the balance in these new

deferral accounts has grown from $182 million to $2.2 billion at

March 31, 2011, and is comprised of 27 different accounts according to

BCHydro’s most recent annual report (seeAppendixA).

In British Columbia the utility industry is regulated by the BC

Utilities Commission (BCUC), which was created under the Utilities

Commission Act. The BCTJC is a provincial agency; government,

• through the Lieutenant-Governor-in-Council, appoints the BCUC

- commissioners, and the government sometimes gives special

direction to the BCUC regarding the exercise of its powers and the

performance of its duties.

• there is sufficient cash on hand to pay bills as they come due,

• there is sufficient income to pay dividends to shareholders and

invest in the business over the long term.

Auditor Generol of British Columbia I 2011 ReportS
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DETAILED REPORT

Rate of Return
Another feature offinancial management at BC Hydro is that

government requires it to earn a specified rate of return on government’s

investment in the utility~ Provincial legislation requires the BCUC to

ensure that BC Hydro’s rates allow it to collect sufficient revenue in each

fiscal year to enable it to achieve its target annual return on equity The

Province has established that the annual return for BC Hydro be equal

to the pre-tax return on equity of the nearest private comparator utility

(Terasen Gas — nowpart ofFortis BC) plus an annual premium up to

fiscal 2012, and just equal to that comparator thereafter. For the year

ended March 31, 2011, the target rate was 14.3%.

Dividends

In addition to meeting the required return on equity BC Hydro

is also required to pay a dividend to the Province (its only

shareholder). The most recent dividend, accrued for the year ended

March 31, 2011, was $463 million.

As stated in government’s review, “currently, BC Hydro’s annual

dividend payment to the Province fthe shareholder] is equal to 85% ofnet

income, providingthe debt (80%) to equity (20%) ratio is maintained.

In light of the desire to satisfy shareholders and prevent dividend cuts~

publicly traded utilities will typically pay out at a level at which they deem

sustainable over the long term. In comparison, government owned utilities

arefree to readjust their payout policy as necessary to meet joint objectives

(government and utility). Delivering reliable, low-cost power is generally

seen as more important than maximizing the return to the shareholder.”

BC Hydro has been required to fulfil specific policy directions from

government, such as for energy self-sufficienc~ that have increased

costs. This has presented BC Hydro with considerable challenges as it

also worked to meet government’s objectives for relatively low, stable

rates. In the process ofmeeting these challenges, financial management

principles and transparent financial reporting have become confused.

FINANCIAL MANAGEMENT AND
FINANCIAL TRANSPARENCY ARE
BEING CONFUSED

Financial management and public financial reporting have significantly

different purposes. The purpose ofpublic reporting is to serve the

interests of transparency and public accountability by describing

objectively the results of financial management using an agreed-upon

reporting framework. In our view rate-regulated accounting as it is

being practiced is not consistent with this objective. Not only does

rate-regulated accounting obscure financial management decisions that

have been made, it allows management (sanctioned by the regulator) to

determine how results will be publicly reported rather than following

objective standards ofpresentation.

For example, to achieve its target return on equity BC Hydro needs

revenues to exceed expenses by a certain amount each year. For the

March31, 2010 fiscal year the target return on equity of 13% assumed

that budgeted revenues would exceed budgeted expenses, creating

net income of $402 million. However, at the end of the year actual

expenses exceeded actual revenues, creating a loss of $249 million

before deferrals. To achieve the target return on equity $696 million

in expenses were deferred. This resulted in a final net income of $447

million, and a return on equity that was close to the desired target.

Expenses that would ordinarily be counted in calculating net income

have been deferred to future years (allowed under rate-regulated

accounting). While this practice is currently acceptable under

Canadian generally accepted accounting standards (GAAP), it creates

the appearance of profitability where none actually exists.

Essentially, accounting deferrals of this nature confuse the need to

achieve legitimate policy objectives with the objectives of transparent

financial reporting. BC Hydro’s deferral accounts are an essential

management tool for ensuring rate stability. Similar concepts are

commonly used in the insurance industry to moderate the effect

of fluctuating short-term returns on investments and year-to-year

variations in claims history. However, these notional deferred balances

are used for financial management purposes only. They do not impede

fair and full financial reporting because they do not appear in the

financial statements of these enterprises.

The impact of deferrals on BC Hydro’s reported performance, and

the public’s ability to understand the Crown corporation’s financial

position, has been significant. As depicted in Exhibit 1, over the last

decade the impact of deferrals has been to consistently increase BC

Hydro’s reported net income.

5-4
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Exhibit 1: BC Hydro’s net income relative to dividends paid to the Province of B.C., 2000—20 1 I ($millions)

700 -

• * /

4( —~

—

-2C ______________________________ ______

DOS 2006 - 2011

Source: Compliedhythe Offi~a ottheAu4itorGeneral ofBritish Columbiafràth Bcflydrds annualFeports.

Higher reported income has required BC Hydro to pay higher

dividends to its shareholder. When the effects of rate-regulated

deferral accounting are removed, government collected a larger

dividend than BC Hydra’s net income without deferrals In 2002,

2005,2006,2008,2010 and 2011.
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Exhibit 2; Trends in retained earnings~ 2000—2011 j$millions}
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Source: Compiled bythe Office of theAudkor General offlritisb Columbiaftdm BP Hydrds annual reports. -
Deferral accounts have also had an impact on retained earnings.

Retained earnings represent the financial resources that companies

retain to reinvest in the business or pay down debt. They are increased

by income, and reduced by losses and the payment of dividends to

shareholders. As shown in Exhibit 2, BC Hydro’s reported retained

earnings have shown a steady increase over the last decade. However,

when the effects of rate-regulated deferrals are taken into account, the

opposite is true, If the trend continues as predicted in government’s

review, BC Hydro’s financial statements will report negative equity

under Canadian GAAP — potentially challenging the “going concern”

assumption that underlies BC Hydro’s financial reporting.

While retained earnings before deferrals have been declining, debt

has been growing. BC Hydro’s debt has increased from $7.5 billion

in 2006 to $11.6 billion as at March 31, 2011. Exhibit 3 shows the

declining financial condition playing out since 2006.

Interest

When a company obtains financing from an external lending source,

an interest cost is usually incurred. Where such costs are related to

the routine operations of the enterprise, generally speaking they are

recorded in the financial records as an expense in the period in which

the cost is incurred.

BC Hydro applies interest to 14 of its 27 deferral accounts, with balances

totalling just under $1 billion. The rationale for applying interest is that,

for certain categories of deferrals, regardless of the source of financing,

Exhibit 3: Retained earnings and total debt? 2006-2011 ($millions)

$2,d00 -

so
~ - 2006 2007 2008 2009 2010 2011

~ — Tefel Debt — Retained Earnings
. - (Wihout Deferrals)
Source: Compiled by the Office oftheAuditor General ofBritish Columbia from

‘ BC Hydrots annual reports.

there is an opportunity cost associated with using funds to defer costs

that should be accounted for. Therefore, eachyeai~ these deferral accounts

growby additions as well as interest applied on the account balances.

Charging interest on deferral accountbalances results in longer recovery

periods. Like a mortgage, interest must firstbe covered before the deferral

Auditor General of British Columbia I 2011 Report B
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account’s principal balance can be paid down. For fiscal 2011, the interest

amount on all 14 ofthese deferral accounts was $37 million, compared to

a pay down ofprincipal o(only $32 miffion, while new deferral additions

of$442 millionwere added to these accounts.

The application of interest to deferral accounts is another example

ofhow financial management and financial reporting have been

confused. Businesses regularly use available internal resources to fund

projects and operations, but notional interest is calculated only for the

purpose of financial decision making (i.e. calculating opportunity cost

to determine the best financing options). This sort of notional interest

is not reflected in the financial statements.

Because BC Hydro includes notional interest on deferred account

balances in its financial statements, we have two notable concerns.

First, the practice of adding notional interest to deferral account

balances extends the period over which they are amortized and

recovered. Second, because the net change in deferral account

balances is recorded as an adjustment to the financial statements,

notional interest has the effect of increasing BC Hydro’s net income,

influencing calculations of return on equity and the dividend

payable to government.

INTERGENERATIONAL IMPACTS

As shown in Appendix B, BC Hydro has made significantly greater

use of rate-regulated deferral accounts than comparable Canadian

hydro utilities. While deferral accounts can be helpful in ensuring rate

stability in the near term, over the long term significant costs deferred

today may be unfairly passed on to future ratepayers who receive little

or no benefit This concept of a potential unequal matching of costs

and benefits is known as intergenerational inequity

The Province’s legislation governing BC Hydro requires the BCUC

to set rates that allow the deferral accounts to be cleared from time

to time and within a reasonable period.However, that “reasonable

period” is not defined in legislation. The BCUC, however, agreed with

BC Hydro in its 2009-2010 Revenue Requirements Application that

four to sixyears would be a reasonable period to recover the costs of

certain deferral accounts classified as “cost-of-energy

However, we found that the cost-of-energy deferral accounts are

not being recovered in four to six years. The plan for some deferral

accounts is for them to be recovered over longer periods or, in some

cases, recovery plans do not yet exist.

It is unclear how BC Hydro plans to recover the significant balance

of deferred costs, and over what period. In fiscal 2011, interest

charges applied to deferred accounts ($37 million) exceeded the

amortization of these accounts ($32 million). It is difficult to see

how balances will be reduced with this additional burden of interest,

which has not been factored into BC Hydro’s most recent rate

submission. The projection in government’s review ofBC Hydro

indicates that deferral balances will increase sharply and stay high

over many years, even with currently approved rate increases.

What is clear, however, is that the current trend of escalating

deferred expenses is unsustainable. Government’s report

recommends “that BC Hydro work with the Province to perform

a more in-depth review of the growth of regulatory accounts and

determine a more sustainable approach to utilizing them over the

long term:’ Better use of regulatory accounts is certainly in order,

but is not enough.

Government’s report suggests that the balance of regulatory

accounts will stop growing at about the $5 billion mark, although

it does not indicate what needs to change in order to achieve this.

In addition, the report predicts that the balance of deferred costs

will remain largely unchanged for the next decade, and will only

gradually decline thereafter: again, with no indication of how this

will be achieved. The report also concludes that “the sharp increase

in net regulatory assets is a concern:’ We agree, and therefore make

the following recommendation:

RECOMMENDATION 1 - We recommend that

government determine, at the earliest opportunity, how BC Hydro

will recover the net deferred costs in its regulatory accounts.

OPTIONS

Government has three options for recovering deferred costs that need

to be considered individually or in combination.

1 — Rate Adjustments

Government’s report notes that BC Hydro has “not made any

allowance with respect to the ability ofBC Hydro to recover the

regulatory assets through future rates:’ Government’s policy has been

to keep rates low. To avoid undue intergenerational inequity, rates

could be adjusted, ensuring repayment over periods related to the

benefit received by most customers.

Auditor Generol of British Columbio 2011 Report 8
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2- Operating Efficiencies

Government’s recent report noted a number of opportunities to

increase operational efficiency in the short and long term. We did not

review evidence supporting any of government’s specific suggestions;

however, should these cost savings materialize, increased net revenues

could be applied to deferral account balances.

3 — Infusion of Cash

Since the first deferral account was established in 2000, $3.2 billion

has been withdrawn from BC Hydro in the form of dividends paid to

the Province. Private sector companies usually pay dividends based

on a history ofpositive financial results. As shown in this report,

when the impact of rate-regulated deferrals is taken into account, BC

Hydro’s net equity — the funds available to invest — has been depleted

over the last decade, in part by the dividends paid to the Province.

DECISIONS NEED TO BE
SUPPORTED BY TRANSPARENT
FINANCIAL REPORTING

The Canadian Institute of Chartered Accountants (CICA) establishes

GASP in Canada. The CICA has observed that “ft an economic

perspective, rate regulation can have a direct bearing on the economic

resources, obligations and performance of a rate-regulated enterprise.

It can influence rates that, combined with market conditions, can

have an economic impact on current and future revenues and cash

flows, thereby affecting future economic benefits and obligations.” In

other words, rate regulation can distort reported financial results and

subsequent decision making.

Rate-regulated deferral accounting is not permissible under

International Financial Reporting Standards (IFRS). Canada will be

adopting JFRS as Canadian GAAP for business enterprises such as

BC Hydro. Therefore, this is the last year that Canadian accounting

standards allow the reporting of deferral accounts in general purpose

financial statements. Starting in fiscal 2013 (next year), the full cost

of operating expenses should be shown in the year they are incurred,

rather than being deferred to future years.

Government’s own report noted “concerns that the extensive use

of the regulatory accounts reduces transparency of the financial

information:’ We agree, and have highlighted some of these effects in

this repo It is interesting to note that BC Hydro projects $1.5 billion

in additional deferrals related to the implementation of IFRS — a

situation that may bring into question whether or not IFRS will have

been implemented. These impacts exemplify why BC Hydro should

no longer use rate-regulated deferrals in its financial reporting.

Unfortunately, government has taken a different position. The Budget

Transparency and Accountability Act was amended in the 2010 session

to allow for departures from GA.A13 if authorized by Treasury Board

via regulation. InJuly 2011, Treasury Board issued the Government

Organization Accounting Standards Regulation, which requires BC

Flydro to adopt one part of an American accounting standard that

allows rate regulation and thereby avoids the transparency that will be

required under Canadian accounting standards.

In addition to the $2.2 billion net deferral balance that is recorded as an

asset, the effect of rate regulation in 2010/11 (as disclosed in note 37 of

the Province’s Summary Financial Statements) has been to increase the

net earnings ofBC Hydro, and thus reduce the annual deficit recorded

by the Province by $447 million (fiscal 2010: $705 million) In addition

to undermining the credibility of the financial reporting ofBC Hydro,

one ofBritish Columbia’s most essential institutions, the potential

departure from GASP will be ofsuch significance that it will require the

Auditor General to consider qualifying his opinion on the Province’s

Summary Financial Statements.

We appreciate the concept of regulated deferrals as a theoretical

management tool that is integral for stable rate setting. But this

objective is significantly different than the objectives of transparency

and accountability that underlie financial reporting. Accordingly, we

make the following recommendation:

RECOMMENDATION 2 .“We recommend that
governmentprescribe that the annualfinancial statementsfor BC

Hydro be preparedfully in accordance with Canadian generally

accepted accounting principles.
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LOOKING AHEAD

BC HYDR.O ISA COMPLRXorganizationthatismtegral

to the financial health of the Province and the lifestyles we all enjoy.

A number of issues relating to cost structures, differential revenues

and long term planning arose during the course of this work that bear

consideratida for fwther work by this Office..

As always, we will followup on this report’s two recommendations.

Auditor General of British Columbia I 2011 ReportS 5
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A VARIETY OF RATE-REGULATED DEFERRAL ACCOUNTS
APPENDIX A — HAVEBEENCREATED

they occurred. Deferred costs are recorded as “assets” to the utility

company because they have a future benefit (the ability to offset the cost

against future revenue). Conversely, deferred revenues are recorded as

“liabilities” since they represent a reduction from current revenues.

IN ACCOUNTING TERMINOLOGY, the pracflce of

holding items thatwould normallybe expensed in the currentperiod,

and mstead disclosing them on the balance sheet to be expensed

later, is known as deferrmg the cost There are very limited and

specific circumstances where deferrals are allowed in GAk~ such as

recording the cost ofpurchasmg long term assets, which are expensed

(depreciated or amortized) over manyyears to match the expected

service life or earning potential of the assets.

Canadian utilities have been using a deferral technique known as

rate-regulated accounting where entities use special accounts to carry

forward windfall revenues and/or unexpected costs to future periods.

This allows utilities to smooth out the effect of these events, and

dampens short-term impacts on the rates charged to their customers.

BC Hydro uses a number of deferral accounts for both revenues and

expenses; however, deferred costs predominate. BC Hydro’s financial

statements for the year ended March 31,2011 disclose a total of $2,436

million in deferred costs and $276 million in deferred revenues, for

a net total of $2,160 million. Deferral accounts have been set up and

endorsed by the ECUC to cover a range ofpurposes, including:

• the variances between forecasted costs and revenue expectations;

• the maintenance of assets;

• costs for First Nations negotiation, litigation and settlement;

environmental compliance and remediation; and

foreign exchange gains and losses.

As disclosed in BC Hydro’s audited financial statements, in the absence

of rate regulation almost all of these amounts would have been included

as revenues or expenditures in the financial statements in the year

While deferral accounts can help ensure rate stability in the near

term, over the long term they have the potential for unfairness to

future ratepayers if significant costs incurred today are recovered from

future ratepayers, who may receive little or no benefit. This concept

of a potential unequal matching of the costs and benefits is known as

intergenerational inequity.

For example, if a storm were to damage hydroelectric infrastructure

and result in immediate costly repairs, if is the customers currently

using the hydroelectric system that benefit most directly from repair

work to restore service. However, if these costs are deferred over a

long period, future customers can end up paying for repairs for which

they received little or no direct benefit.

The concept of deferrals is not unique to the energy utility industry.

Insurance organizations experience variations in their revenues

(investment income) and expenses (claims history). For the purposes

of determining rates charged to customers, the immediate effects

of sometimes significant short~term fluctuations in revenues and

expenses are smoothed over a number ofyears.

This process is quite distinct from how these organizations report

their overall financial results. The example below illustrates how

WorkSafeBC differentiates between reported financial results, and the

financial management process that determines rates:

“In accordance with Canadian generally accepted accounting

principles, WorkSafeBC’s consolidated financial statements reflect

the market value of investments at the end of the reporting year (fair

value accounting). They provide a snapshot or point-in-time reading

offinancial assets... (But] to avoid rate fluctuations generated by

financial market volatility, WorkSafeBC continues to set premium

rates using smoothed investment accounting ...

(Source: WorkSafeBC2OiOAnnual Report and 2011-13 Service Plan.)
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A VARIETY OF RATE-REGULATED DEFERRAL ACCOUNTS
“APPENDIX .A — HAVE BEEN CREATED

BC Hydro regulatory accounts, balances and descriptions as ot March 3], 20]

Regulatory Assets

Balance at l5esci43iion (unless noted otherwise, all accounts would lippact on 2910) 11

Mar31, 2011 ~ormallyjfr recorded in BC Hy&o’s operating results Nrt Iithom~ (millions)
Account (millions) under GAAP) IncEeaSi≤/(Decrease)

Heritage Deferral $247 This account is intended to mitigate the impact of certain variances ($78)

Account be€$veen the forecasted costs in a revenue requfremen;s applicati~in

(to BCUt3) aild a~Siual costs of servi.~e ass&iated with the Heritage

Resources by &dyustment ofnetincome.

Non-Heritage $362 ‘Ibis aciountisiñtencled to mitigate ~he impact of ce~tain cost variances $243

Deferral Account between the forecasted costs in a revenue requirements application and

actual cdstsxelaic4 to ~nergy acquis4tion and maint~nauce bfBC Hydro’s

distribution assets by adjustment ofnet income.

~CTCDeferral $0 Unde~ a~SpecialDirective issuedbytbe Province, variances that arode çs18)
Account betveihibecostsoftansmission servkesinclucl~~inEt~Hydfo’s’ - -,

raterand Eqtc’~ ‘rates are deferred The bälànce of this acèount has

been transferredjo the Non-HerftageDeferral Account

Trade Income $188 Under aSpecialDirective issued by the Provmce, thisaccount is $66

Deferral Account inten’dectt’~ h4~igate the unce,rtamty associated with forecasting the

net’inèdme ofBC flydro’s trade activities. The impact is to defer

the ‘áiffereAçe befi~re’en the Trade Income forecast in the reven~ue

requfrements application and actual TradeJncome.

Deman4 Side $506 DaM programs are designed to reduce the ~nergjrequiremeMs $64

Management on BC Hydro’s system. Costs qf the programs include materials,

Programs çlirect latbur andapplicableportions of administration charges,

~quipment cb,sts, an&mcentives,

First Nation $399 This accodnt relatesth provisions for a~id costs incurred with respect —

Negotiations, to First Nation negotiatioris, litigatio,n and settlements. Costs relating

Litigation and to identifiable tangible assets ihat meet the capitalization cnteria are

Settlement Costs recorded ~s propert~ plant and equipment.

Non-Current Pension $72 Varipnces that arise between forecast and actual non-current ($14)

Cost pension cost are deferred.

Site C $104 Site C expenditures incurred in fiscal 2007 through fiscal 2011 have $44

been deferred.

Auditor General 0f British Columbia I 201] ReportS
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A VARIETY OF RATE-REGULATED DEFERRAL ACCOUNTS
APPENDIX A — HAVE BEEN CREATED

- Balanceat -. - - lmpactonloiOjn *

- - - - - Mar 31,2011 Description (unless noted otherwise,a11 accounts would normally Net Income (millions)
Account (millions) - berecordediiiBc Hydro’s operatingresultsunder GAAP) Increase/(Decrease)

Environmental $231 A liability provision for environmental compliance and remediation ($90)

Cothpliance - arising from the costs thatwill likely be incurred to complywith the

Federal Polychlorinated Biphenyl (PCE) Regulations enacted under
- - - - - the Canadian Envfrónmcntaf PfotecfionAct and the remediation of

envirobmental contamination at Rock Bay. - -

Other Regulatory $327 Othei~ regulatory asset ac~unts with individual balances Ws than - $62

Accounts $60 million inèlude the foilowing:j)epreciasion StudyAdjustments,

- - - Contributionsin Aid of Copstruction Amortization Variance; -

• Capital Projett Jnve~tigation Cost~, Procurement Enhancement

- - -Initiative Cqsts, SmartMeteriiijax~cl Infrastructure Project Costs -

(Sw), GM Shrum Unit 3 Outage, Home Purchase Option Plan)
- Return on.Equity (ROE) Adjustment, and Wanetà R4e Smoothing.

Total Regulatory $2,436 - - - - $279

A~sets - - -

Regulatory Liabilities

Future Removal and $140 Tbs i~countwas established bya one-time frnsfe~of~2S1 million ($19)

Site Restoration Costs frbm retained earnings. The costs of dismanthr~g and disposal of

propert>5 platit and equipmentwill be applied to this regulatory

liabill~y if they do n9t otherwise relate to an asset retirement

obligation. In the absence of rate regulation, it is likely a liability

would not be recogmze4 under GAAP.

ForeignExchange $106 Foreign exchange gains and losses from the1translation of specified $5

Gains and Losses foreign cqrrencyfinancial instruments are @cferrcd.

Finance Chaiges $4 Variances thatarise i~ietween forecast and actual finance charges are ($100)

deferred,

Other Regulatory $26 Other regulatory liability accounts with individual balances less ($168)

Accounts than $l5~milhion include the following: NetEmployment Costs,

Amortization of CapitalAdditions, Storm Damage) and Taxes.

Tdtalltegalatory $27~ ($167)

Liabilities

Net RegulatoryAssets $2,160 $447

Source BC Hydro 2011 Annual Report page 59
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BC HYDRO’S USE OF RATE-REGULATED DEFERRALS EXCEEDS
‘A P P E N D IX B — OTHER COMPARABLE UTILITIES

THE CHART BELOW shows that the growth of deferral

account balances for BC Hydro has greatly exceeded that ofboth

Quebec and Mamtoba for the same five year period Governments

recently issued review ofBC Hydro forecasts deferred expense

balances to continue to grow, reaching $4.9 billion by 2017;

Comparison of defei-ral account balances for BC., Quebec and Manitoba hydro utilities, 2006/07—2010/Il (Smillions)

$2,500

- I~i__________

- ‘I *
i

-- ______I—~—’-I_____ ________ ______

1 ____ I. I

__i~ — L ____

2006/2007 2007/2008 2008/2009 2009/2010 2010/2011

J BC Hydro • Hydro Onebec Manitoba Hydro

Source; Compiledbythe Office ofeheAuditorGeneral ofBritish Columbiafrom annual reports of BC Hydro,ManilobaHydro andhiydro Quebec

Note: Qjsebec 1-lydro fiscal year-end is Decemberai,whule both BC 1-fydro anciManitoba Hydro fiscalyear-ends ar~Marth 31.

Note: no deferral accountswere ‘nose atllydro Quebecpriorto2004.

19 :1
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CONSOLIDATED INTEGRA TED FINANCIAL FORECAST (1FF 12)

4.0 BORROWING REQUIREMENTS

Manitoba Hydro’s forecast consolidated borrowing requirements are portrayed in Figure
4-1 below.

Figure 4-1: Projected Consolidated Borrowing Requirements
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Manitoba Hydro arranges long-term financing in the form of advances from the Province
of Manitoba. Both long- and short-term borrowings are guaranteed by the Province
(except for mitigation bonds issued by the Manitoba Hydro-Electric Board). Manitoba
Hydro’s target range is to hold 15% to 25% of debt in floating rate instruments in order
to minimize debt costs without undue interest rate exposure.
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Manitoba Hydro
2012/14 General Rate Application

PUBIMIPUG-l-13

1 Also note that a considerable portion of BC Hydro’s business services are outsourced to
2 a third party firm (Accenture) which results in a substantial number of FTE equivalent
3 services (originally 1540 employees3) not showing up in BC Hydro’s employee numbers.
4 These employees are not included in the above Table 1.
5
6 The most reliable recently compared analysis of BC Hydro and Manitoba Hydro was
7 prepared by the BC Hydro Review panel in June 2011, as they had ready access to both
8 BC Hydro and related Accenture data. Their comparison of the GW.h produced per FTE
9 is shown in Figure 1 below, which was provided as Figure 2.2.5 in their report4.

10
11 Figure 1: GW.h Produced per FTE for BC Hydro, Manitoba Hydro and Hydro
12 Quebec — per the BC Hydro Review Panel
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13 Flgure225
14
15 As shown in Figure 1 above, the energy produced per FTE has remained relatively
16 constant at Hydro Quebec over the period 2006-2010, but has declined for both BC
17 Hydro and Manitoba Hydro. In this metric, lower or declining values reflect lower
18 performance. The BC Hydro values are understood to be prior to the panel’s
19 recommendation to reduce staffing by over 1000 positions.

~ httD.//www.lIbc.leQbccafpubljc)pubdocsibcdocs)359905/backgrounderndf
~ htt~. ~w.newsroom.~ov bc,ca/downloads/bchydrorevjewDcJf
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