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EXECUTIVE SUMMARY

In December 2003 BC Hydro applied to the BCUC for an order to increase domestic rates by 7.23
percent effective April 1, 2004 and again by 2 percent effective April 1, 2005 based upon BC Hydro’s
then current financial information. In April 2004 BC Hydro filed a REU seeking an additional 1.67
percent increase for 2004. The request for a 2 percent rate increase for 2005 was withdrawn.

BC Hydro also applied-for:

= revenue requirements and bundled service rate increase;
e areduction in WTS rates;
» approval of deferral accounts; and

e approval of the REAP.

In December 2003 the BCTC filed an application with the Commission for an order to establish four
deferral accounts to be effective April 1, 2004. The Commission determined that the BCTC Application
should be heard at the same time as BC Hydro’s Application and there would be one record for both

Applications.

Revenue Requirements

BC Hydro’s rates have been legislatively frozen since 1996 and have not been increased since 1993.

Significant changes to BC Hydro’s organizational structure have been made since 1993 including:

e implementation of a “line of business” internal management structure;
e the creation of BCTC, independent of BC Hydro;
» the transfer to BCTC of certain operating and planning responsibilities; and

e BC Hydro agreements with ABS to outsource certain back-office functions to the private sector.

Since 1993, BC Hydro’s energy and capacity requirements and OMA expenses have increased, but were
offset by higher trade revenues and reduced financing costs. BC Hydro’s ratepayers have benefited,

however, on a net basis through effective rate reductions of 14 percent in real terms since 1993.



To explain the need for a rate increase, BC Hydro stated that domestic load has now grown beyond the
capability of its low cost Heritage Resources and significant cost pressures are expected in the next two
years to maintain reliability and safety. Many components of BC Hydro’s system are nearing the end of

their useful lives and reliability has suffered in recent years.

Commission Findings

The Commission Panel concluded that BC Hydro has established that a one-time significant increase in
revenue requirements is needed in order to earn its allowed rate of return, but also expects BC Hydro to
manage future rate increases in the context of inflation. The Commission Panel approved BC Hydro’s

OMA and capital revenue requirement subject to specific directions.

The Commission Panel accepted BC Hydro’s proposed criteria for determining the appropriateness of
deferral accounts but concluded that risk/reward considerations are also relevant to this determination.
The Commission Panel approved the deferral accounts requested by BC Hydro and BCTC, with the
exception of the distribution emergency cost element of BC Hydro’s NHDA.

BC Hydro filed its 2004 IEP for acquiring the necessary long-term demand-side and supply-side
electricity resources, and its REAP, which identified BC Hydro’s proposed short-run investment in

specific energy acquisitions, capital expansion projects or DSM initiatives.

The Commission Panel concluded that BC Hydro must provide a meaningful level of review of resource
options with stakeholder and Commission input. To this end, the Commission Panel accepted BC
Hydro’s revised regulatory review proposal including the filing and review of an ROR. The
Commission Panel concluded that the essential elements of the ROR should include identification of
resource types with target ranges for energy and capacity and an expected unit energy cost range for
each resource type. The Commission Panel also concluded that the 2004 IEP is not susceptible to

meaningful review at this time.

(i)



The Commission Panel accepted certain changes in depreciation rates requested by BC Hydro except for
the accelerated depreciation of the Burrard Generating Station and distribution transformers. The
Commission Panel also concluded that a 10-year amortization period is appropriate for expenditures on
water use plans and First Nations negotiations.

Absent a specific direction from the Provincial Government, the Commission Panel applied normal
regulatory principles and concluded that it is appropriate to a variance from GAAP and required that the
F2004 balance in the FRSR account remain as a liability to be utilized for dismantling costs that are
incurred in F2005 and further years.

Power Smart is BC Hydro’s demand-side management initiative. The Commission Panel approved all
Power Smart expenditures in the REAP during the test period with the exception of the Load
Displacement program. The Commission Panel established reporting requirements and specific energy

saving hurdles with respect to allowing future expenditures on the Power Smart program.

(iii)



1.0 BACKGROUND

1.1 Introduction

BC Hydro is the Province’s largest Crown Corporation. It owns 80 percent of the Province’s electricity
generating capacity and serves 80 percent of BC’s domestic load (Exhibit B1-1, p. 1-3). BC Hydro
serves more than 1.6 million customers in an area containing 94 percent of British Columbia’s
population. Since its creation 40 years ago it has constructed an integrated electric system with over
11,000 megawatts of generating capacity (Exhibit B1-1, p. 1-1).

In its Application filed December 2003 (Exhibit B1-1), BC Hydro sought a Commission order allowing
BC Hydro to increase its domestic rates by 7.23 percent effective April 1, 2004, and again by 2 percent,
effective April 1, 2005, both on a final basis. BC Hydro also sought a rate increase of 7.23 percent on
an interim basis effective April 1, 2004. The Commission approved the application for interim relief on
January 20, 2004, to be effective April 1, 2004, subject to refund with interest. On February 20, 2004
BC Hydro filed an Evidentiary Update to supplement the consolidated Revenue Requirement and
supporting financial schedules with equivalent tables based on data available to that date (Exhibit B1-7,
Chapter 2A). On April 2, 2004 BC Hydro filed a Revised Evidentiary Update and revision to its
Application (Exhibit B1-13) for fiscal 2005 seeking an additional 1.67 percent increase (over and above
the 7.23 percent) for a total of 8.9 percent to be effective 30 days after the Commission’s decision on the
Application is issued. The applied-for additional 2 percent rate increase to be effective April 1, 2005

was withdrawn.

BC Hydro explained that the rate increase is necessary to recover costs that will be incurred and to allow
BC Hydro to meet the cornerstone objectives of the Energy Plan. In particular, the rate increase would
allow BC Hydro to maintain system reliability and to responsibly manage environmental and social
impacts, while at the same time allow BC Hydro to maintain and improve service levels in line with
customer expectations. It would also permit BC Hydro an opportunity to earn its allowed rate of return
(Exhibit B1-1, p. 1-1). Based on the April 2, 2004 revised rate increase proposal and current forecast,
BC Hydro stated that it would fall short of earning its allowed return on equity for F2005 by $21
million. However, BC Hydro said that it recognized the significance of changes in its rates to its
customers and, therefore, did not request the revised rate increase proposal to be retroactive to April 1,
2004 (Exhibit B1-13, pp. 2A-1 to 2A-2).



BC Hydro also seeks Commission approval for a number of corollary items, including:

» approval of three new deferral accounts; being the Heritage Payment Obligation Deferral
Account, the Trade Income Deferral Account, and the BCTC Transition Deferral Account; and a
further Non-Heritage Deferral Account, all as described in Chapter 2 of the Application (Exhibit
B1-1), as revised and described in Chapter 2B of the Application (Exhibit B1-10), and further
revised and conclusively described in Chapter 1V of its Argument; and

e areduction in certain wholesale transmission service rates, as described in Chapter 6 of the
Application (Exhibit B1-1).

BC Hydro did not propose any new rate forms in its Application, such as Stepped Rates for industrial
and large commercial customers, nor any re-design of any of its current rates. BC Hydro indicated that
it would deal with a Tier 2 price for Stepped Rates in an application it expects to file by December 2004,

and with all other rate design issues in another application (BC Hydro Argument, p. 116).

In December 2003 the British Columbia Transmission Corporation, a newly created Crown Corporation
which is intended to be independent from BC Hydro, also filed an application with the Commission for

an order to establish a number of deferral accounts (Exhibit B2-1).

By Letter No. L-1-04 dated January 7, 2004 (Exhibit A-3), the Commission determined that the BCTC
Application should be heard at the same time as BC Hydro’s Application and that there would be one

record for both Applications.

On March 31, 2004 BC Hydro filed with the Commission its 2004 Integrated Electricity Plan (Exhibit
B1-24) and its Resource Expenditures and Acquisition Plan (Exhibit B1-23 as revised by Exhibit B1-
199).

1.2 Energy Plan

The Applications are made in the context of significant regulatory policy developments affecting the
electric industry in B.C. In particular, the Province developed a new energy policy contained in a
document entitled “Energy for Our Future: A Plan for BC” which has been filed as Exhibit C4-6 in this

proceeding. The Energy Plan was the culmination of an 18-month process, which included the



appointment of an Energy Task Force to conduct consultations and set out proposed policies. An
interim report was produced by the Task Force in November 2001 and, following consultations with
stakeholders and the public, a final report was submitted to the Minister of Energy and Mines on

March 15, 2002. The Energy Plan was issued on November 25, 2002 (Exhibit B1-1, p. 1-3; Exhibit C4-
6, p. 13).

The stated purpose of the Energy Plan is “to build on the province’s energy strengths, in particular our
abundant natural resources and low electricity prices, to help revitalize the economy and create jobs in

an environmentally responsible way” (Exhibit C4-6, p. 13).

The four cornerstones of the Energy Plan are (Exhibit C4-6, p. 8):

» low electricity rates and public ownership of BC Hydro;
e secure, reliable supply;
e more private sector opportunities; and

e environmental responsibility and no nuclear power sources.

The Energy Plan states that low-cost electricity will be an enduring economic advantage during the next
decade and indicates that legislation will entrench the benefits of BC’s publicly owned power assets, and
will ensure efficient regulation to keep rates low, maintain industry competitiveness, and support
economic growth (Exhibit C4-6, p. 13).

In addition to the four cornerstones, the Energy Plan established 26 specific “Policy Actions” designed
to accomplish the objectives of the Plan over the next two years, a significant number of which involve
the BCUC and its regulation of BC Hydro.

It was noted in the Energy Plan that BC Hydro’s rates had been legislatively frozen since 1996 and,
since that time, the BCUC has not been able to fulfill its mandate to publicly examine BC Hydro rates
(Exhibit C4-6, p. 19). Policy Action #5 of the Energy Plan provides that “the BC Utilities Commission
will once again regulate BC Hydro rates” and that the current rate freeze would end on March 31, 2003



and not be extended (Exhibit C4-6, p. 27). The Enegy Plan contemplates that rates will again be
regulated to cover the projected costs of electricity to consumers and the Commission will hold a

revenue requirements hearing to review BC Hydro’s costs (Exhibit C4-6, p. 8).

A number of actions in the Energy Plan, such as the Heritage Contract (Policy Action #1) discussed
below, required further development before a BC Hydro rate hearing could proceed. Specifically, it was
contemplated that the BCUC would conduct an inquiry to develop and refine these policy areas prior to
the rate hearing. The terms of reference for this policy inquiry were released in January 2003 and
included a timetable for completion. It was contemplated that following the policy phase, BC Hydro
would make a revenue requirements filing with the BCUC before the end of 2003/04 (Exhibit C4-6, p.
27).

Policy Action #3 confirms that “Public Ownership of BC Hydro’s generation, transmission and
distribution assets will continue” (Exhibit C4-6, p. 26) and Policy Action #15 provides that the
establishment by legislation of a new publicly owned entity, “the ‘BC Hydro Transmission Corporation’
will improve access to the transmission system and enable IPP [Independent Power Producer]
participation in U.S. wholesale markets” (Exhibit C4-6, pp. 30-31). Policy Action #15 provides that the
new entity will be responsible for planning, operating and managing BC Hydro’s transmission system
and the transmission assets will continue to be owned by BC Hydro. Policy Action #16 provides that
the new entity will be subject to regulation by the BCUC which “will determine the terms and rates for
this new transmission entity” (Exhibit C4-6, p. 31).

1.3  Heritage Contract - Report and Recommendations to Government

In its Energy Plan, the Provincial Government outlined several Policy Actions designed to ensure
British Columbians have continued access to sufficient supplies of dependable low-cost electricity. In
particular, Policy Action #1 provides that a legislated heritage contract will be created between BC
Hydro’s Generation line of business and its Distribution line of business [for a term of 10 years initially]
and, as noted above, Policy Action #5 provides that the Commission will once again regulate the rates
charged by BC Hydro (Exhibit C4-6, pp. 26-27).



The Provincial Government noted that while other jurisdictions struggle under large power debts and
high electricity prices, B.C. benefits from the hydroelectric system developed in the 1960s and 1970s on
the Peace and Columbia rivers. These heritage assets have an inherent value measured by the difference
between their current cost of production and what it would cost to replace this power in the marketplace.
The Government noted that there are ways to secure the benefits of existing low-cost generation for B.C.
customers (Exhibit C4-6, p. 7).

The Energy Plan mandated that the BCUC conduct an inquiry to develop and refine certain policy areas
relating to the regulation of BC Hydro. On March 25, 2003 the Government issued OIC No. 0253,
directing the Commission to convene a public inquiry and provide recommendations relating to a
Heritage Contract for BC Hydro’s existing generation resources, and relating to Stepped Rates and

Transmission Access. The Terms of Reference, attached as Schedule A to that Order, stated that:

The general purpose of the inquiry is to obtain the Commission’s Recommendations on
what changes, if any, should be made to legislation, regulations, special directions or
special directives affecting BC Hydro and/or the Commission in order to implement the
Energy Plan in connection with the issues identified in paragraphs 3 and 4 of these Terms
of Reference.

Paragraphs 2 and 3 of the TOR relate to the Heritage Contract and paragraph 4 relates to desirable
changes in rates for transmission voltage customers, including the provisions of new Stepped Rate
schedules. The resources and obligations to which the Heritage Contract shall relate are set out in
Schedule A to OIC No. 0252 (list of BC Hydro’s Existing Facilities and Other Rights and Obligations)
and the classes of customers that are eligible to benefit from the Heritage Contract are set out in
Schedule B to that OIC. The TOR specified that the Heritage Contract would include all the BC Hydro
generation resources, as well as the rights and obligations indicated in Schedule A of the TOR. The
‘heritage electricity’” produced by the Heritage Resources comprises energy, capacity, and ancillary

services.

The Commission conducted oral public hearings and, on October 17, 2003, issued its Report and
Recommendations regarding the Heritage Contract, Stepped Rates and Transmission Access. The
Commission made 27 recommendations and inter alia endorsed the preference of BC Hydro and its
customers and made recommendations for the implementation of a revenue requirements model for the

Heritage Contract (Report, Executive Summary, p. ii).



On December 18, 2003 the Commission received the Provincial Government’s Response to the
Commission’s Report (Exhibit C4-7). The Government implemented the recommendations which it
accepted through special directions, including a Heritage Contract. Of the 27 recommendations, 22
were accepted and the BCUC was empowered to deal with matters relating to the remaining five. More
specifically, the Government issued Heritage Special Directive No. HC1 to BC Hydro under the BC
Hydro and Power Authority Act; Heritage Special Direction No. HC2 to the Commission under the BC
Hydro Public Power Legacy and Heritage Contract Act; and Special Direction No. 9 to the Commission
under the Utilities Commission Act. HC2 became effective April 1, 2004 and HC1 on July 1, 2004.
Special Directive No. 4 to BC Hydro and Special Direction No. 8 to the Commission were repealed and
replaced by HC1 and SD9/HC2, respectively. The rate stabilization account was repealed effective
July 1, 2004.

The Legacy Act confirms that the generation and storage assets identified in the Schedule to the Act and
the transmission and distribution assets of BC Hydro are not to be sold or disposed of unless those assets
are no longer fit for their intended purpose, are no longer used or useful, or are to be replaced with assets
that fulfill a similar function. It also directs the Commission to comply with the regulations and any
special directions made by the Lieutenant Governor in Council under that Act (Section 3(a) of the
Legacy Act).

1.4 Overview of BC Hydro Organizational Structure

Significant changes to BC Hydro’s organizational structure that have been made since 1994 include:

« the implementation of a “line of business” internal management structure;
= the creation of BCTC and the transfer to it of certain operating and planning responsibilities; and

e BC Hydro agreements with Accenture Business Services of British Columbia to outsource
certain back-office functions to the private sector (Exhibit B1-1, p. 1-17).



In April 2002 BC Hydro implemented a change to a “line of business” management model largely in
place at the time the Application was filed and which is in response to Policy Action #8 of the Energy
Plan, “BC Hydro distribution will operate as a separate line of business from generation”. According to
the Energy Plan, “the obligation to serve electricity customers will be vested in BC Hydro’s Distribution
line of business which will acquire energy under the Heritage Contract at a price to be determined by the
BCUC” (Exhibit C4-6, p. 28).

BC Hydro has also created a number of new internal service organizations the function of which is to
support the lines of business and in some cases each other. The service organizations described in the
Application are Engineering Services, Field Services and the Material Management Business Unit. The
Corporate Office also provides services to the lines of business. Consistent with the line of business
model, BC Hydro has recently contracted with ABS to provide certain back-office services to BC
Hydro, BCTC and BC Hydro’s subsidiaries. These services were all previously provided in-house
(Exhibit B1-1, p. 1-18).

Under the line of business management structure, each line of business and each service organization is
meant to operate so as to maximize the value of BC Hydro’s business as a whole while providing clear
accountability for the proper functioning of each component of the business. For the lines of business,
this means determining their service obligations for the ensuing periods and developing plans and
budgets sufficient to meet those obligations, including the procurement of services from internal service
organizations and ABS. For the service organizations, this means treating the lines of business as if they
were clients, and developing plans and budgets for the ensuing periods sufficient to meet the needs of
the lines of business and BCTC. For the Corporate Office this means leadership, coordination, approval
and support of the line of business plans through corporate functions such as finance, regulatory, human

resources and legal services (Exhibit B1-1, p. 1-18).

1.5  British Columbia Transmission Corporation

In May 2003 the BCTC was incorporated as a Crown agency under the Company Act, subject to the
new Transmission Corporation Act and the Utilities Commission Act. BCTC commenced operations as
a Provincial Crown Corporation on August 1, 2003 in response to the Provincial Government policy
enunciated in the Energy Plan. BCTC is a separate entity from BC Hydro and all other electricity



market participants (Exhibit C-35-9, BCTC Service Plan 2004-2007 dated January 22, 2004, p. 1 of 17,
Energy Plan, pp. 30-31, Policy Action #15). BCTC was established as an independent transmission
entity to provide open and non-discriminatory access to BC Hydro’s transmission system. Under the
Energy Plan, BC Hydro retains ownership of its transmission system (Exhibit B1-1, Chapter 6, p. 6-1).
Under the TCA, and a number of agreements between BC Hydro and BCTC, BCTC has the
responsibility to plan, operate and manage BC Hydro’s transmission system (Exhibit B2-1, pp. 1-2).

There is a transitional period before BCTC assumes full responsibility for providing transmission
services. Until BCTC’s Transmission Tariff becomes effective, BC Hydro will remain the regulated
utility in respect of transmission service and BCTC will administer BC Hydro’s existing Wholesale
Transmission Services tariff. BC Hydro will fund BCTC’s activities during this period (Exhibit B2-1, p.
2).

BCTC explained that there are two phases to BCTC’s implementation and that these phases straddle the
two test years of BC Hydro’s Revenue Requirements Application and create some differences between
them. Phase 1 covers the first test year — F2005 — during which BCTC operates the transmission
systems on behalf of BC Hydro pursuant to BC Hydro’s existing WTS tariff. BCTC’s costs are paid to
BCTC by BC Hydro pursuant to a fee arrangement described in Article 18 of the Master Agreement
between BCTC and BC Hydro (discussed below in Section 1.6) and are recovered through BC Hydro’s
rates to its customers. In Phase 2, which is anticipated to begin on April 1, 2005 - the second test year —
BCTC will have its own revenue requirement and its own distinct rates that will be charged directly to
transmission customers. BC Hydro’s Transmission Revenue Requirement will, in turn, be divided into
three components — a BC Hydro Owner’s Revenue Requirement, a BC Hydro Asset Management and
Maintenance Revenue Requirement, and a BCTC Revenue Requirement (Exhibit B1-1, Table 6A-10;
Exhibit B2-6, p. 2).

Prior to April 1, 2005 BCTC will file an application to set its own revenue requirement for F2006.
Under the Master Agreement, BCTC is also responsible for the Asset Management and Maintenance
component of BC Hydro’s transmission revenue requirement and, as such, BCTC will also apply for any
necessary amendments to that component at the same time as establishing its own revenue requirement.

In recognition of the fact that the applications that BCTC will file may have an impact on BC Hydro’s



anticipated costs in F2006, BC Hydro has applied-for a BCTC Transition Deferral Account (Exhibit B2-
6).

BCTC’s capital structure and allowed return on equity are established under SD9 (Exhibit B2-6, p. 4).
BCTC is currently carrying approximately $20 million of equity on its balance sheet which, according to
BCTC, is a low level of equity capitalization relative to the revenue and cost variances that BCTC will
be exposed to once BCTC’s transmission tariff is in place. This is the over arching reason for BCTC’s
Deferral Accounts Application (T16: 2762/11-14; Exhibit B2-6, p. 4).

1.6 Master Agreement and Service Level Agreements

The TCA authorizes the Lieutenant Governor in Council to designate agreements between BC Hydro
and BCTC that relate to any or all of the following:

(a) operation, control, use, management or maintenance of all or any part of the transmission
system;

(b) a transfer to BCTC of assets of BC Hydro used in connection with the operation or control of the
transmission system; and

(c) provision of services by either party to the other in relation to (a) or (b) (TCA, s. 3(1)).

The TCA provides that designated agreements are binding and enforceable and that BC Hydro and
BCTC are deemed to have received any necessary approvals that would be required under the UCA to
operate, control, use, manage or maintain all or any part of the transmission system in accordance with
the agreements (TCA, s. 3(2)).

On November 20, 2003 the Lieutenant Governor in Council designated five agreements between BC
Hydro and BCTC under the TCA. These five agreements, which are filed as Exhibit B1-27 in this
proceeding, are the:

e Master Agreement;
e Asset Management and Maintenance Agreement;

e Transmission Operating Agreement;
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e Asset Lease, Licence and Transfer Agreement; and

e Support Services Agreement.

These agreements are known as the ‘Key Agreements’ and are intended to implement certain policy
actions contained in the Energy Plan. They also provide for certain additional agreements to be
negotiated and executed by the parties.

The Master Agreement acknowledges that BC Hydro is a Crown corporation and the owner of the
Transmission System (as defined in Article 1.1 of the Master Agreement, Exhibit B1-27, Tab 1) and that
BCTC has been formed as a new Crown corporation and will be responsible for planning, operating and
managing the transmission system (Master Agreement Clauses A and E). The Master Agreement
provides for a number of matters, including tariff principles, regulatory processes (Master Agreement
Acrticle 4), and system planning and reliability (Master Agreement Article 5). The Master Agreement
also provides for generation control services and distribution operations by BCTC to BC Hydro (Master
Agreement Articles 7 and 12), the management and maintenance of substation distribution assets by
BCTC for BC Hydro (Master Agreement Article 12), and various other matters.

The Master Agreement and the Support Services Agreement contemplate several service agreements
between BC Hydro and BCTC:

e service agreements relating to the provision by BCTC to BC Hydro of generation control
services, distribution operations and planning, management and maintenance of the substation
distribution assets; and

e service agreements relating to the provision by BC Hydro to BCTC of engineering services and
field services.

Article 15 of the Master Agreement provides that all service agreements will be negotiated on an arm’s
length commercial basis and will, unless and to the extent that the Key Agreements provide otherwise,
require the service provider to, among other things, act in a commercially reasonable, efficient and
professional manner and in accordance with Good Utility Practice (Exhibit B1-27, Tab 1, Article 15.1).
Article 15.2 requires that certain terms and conditions be contained in the service agreements, e.g.,
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provisions relating to compliance with regulatory and legal requirements, performance standards and
measures and periodic performance reviews. Pricing of services will be negotiated and agreed upon
between the parties based on the service provider’s reasonable costs of providing such services and will
be subject to adjustment if the Commission disallows costs relating to the services provided (Article
15.2(h) and (i)). Article 15.3 provides that if the parties are unable to agree on satisfactory terms and
conditions, they may submit the matter to dispute resolution pursuant to Article 25 of the Master

Agreement.

At the close of the oral phase of the hearing, the Chair asked BC Hydro and other parties to address in
argument whether the service level agreements contemplated in the Master Agreement are Designated

Agreements and, if not, the Commission’s jurisdiction to approve the agreements (T21: 2293).

During the proceeding, BC Hydro had stated, in response to an information request from the
Commission, that “BCTC and BC Hydro do not intend to seek BCUC approval for the referenced
agreements” noting, however, that “the BCUC has the jurisdiction to review the costs of service”
(Exhibit B1-7, BCUC IR 1.76.8). In its Argument, BC Hydro states that the record in this proceeding
has not been sufficiently established to take a final position with respect to those agreements. BC Hydro
notes that none of the agreements had been finalized during the oral phase of the hearing and,
consequently, none are in evidence. BC Hydro suggests that the questions regarding the agreements are
ones which may well turn on the specific terms of the agreements. BC Hydro expects to file the
agreements when they are finalized and indicates that it will articulate its position at that time, though its
expectation is that the agreements are not ones that the Commission has jurisdiction to approve (BC
Hydro Argument, p. 115).

The CECBC disagrees with BC Hydro that the record is insufficient but agrees that the answer may well
turn on the specific terms of the finalized agreements and, until that time, will reserve comment
(CECBC Argument, p. 55). The BCOAPO would like the opportunity to respond when BC Hydro files
the agreements and articulates its position (BCOAPO Argument, p. 7). The JIESC considers that it may
be premature to venture an opinion before the agreements are made public; however, the JIESC submits
that the Commission has the jurisdiction to review and approve the agreements and that it should do so
(JIESC Argument, p. 57).
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Commission Findings

The Commission Panel has decided that the question concerning the Commission’s jurisdiction to
approve the service level agreements can be more properly dealt with once the agreements are
filed and will allow the public an opportunity to address the issue at that time.

1.7  Review of Regulatory Orders

By Order No. G-84-03 (Exhibit A-1), the Commission established a PHC which was held on
Wednesday, January 14, 2004 and confirmed that BC Hydro would hold an initial workshop on the
Application on Thursday, January 15. The purpose of the PHC was to identify principal issues arising
from the BC Hydro and BCTC Applications and to consider process steps, location and timetable for
review of the Applications. Following the PHC the Commission issued Order No. G-7-04 (Exhibit A-4)
which established the Regulatory Agenda, including a deadline for an Evidentiary Update of Friday,
February 20.

By Order No. G-8-04 (Exhibit A-5) the Commission, pursuant to section 89 of the UCA, granted BC
Hydro’s request for an interim rate increase of 7.23 percent effective April 1, 2004, subject to refund
with interest, and a reduction to certain wholesale customers’ service rates. On February 12, 2004 the
JIESC applied-for review and variance of Order No. G-8-04 on the basis inter alia that the Commission
had not provided an opportunity for interested parties to comment on BC Hydro’s interim rate increase
application and questioning the Commission’s use of UCA section 89 to grant the application (Exhibit
C23-2). Inits Letter No. L-13-04 dated February 23, 2004 (Exhibit A-7) the Commission denied the
JIESC request, noting that it had considered the comments concerning process made at the PHC but had
determined that it continued to be appropriate, in this instance, to follow its practice of granting the
requested relief under UCA section 89. The Commission found that BC Hydro had put forth prima
facie evidence that the requested relief should be granted and noted that the interim award is subject to

refund after a hearing.

On April 6, 2004 the Commission held a second PHC. Following the second PHC the Commission, by
Letter No. L-25-04 dated April 8, 2004 (Exhibit A-11), indicated that it would modify the Regulatory
Agenda to provide Participants with an opportunity to make opening statements on May 13, 2004, in
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advance of the commencement of the hearing. It was contemplated that the opening statements would
provide a summary of the interests and issues of the Participants in the proceeding and that the
Participants would state the issues they intended to pursue during the course of the hearing. The
Commission Panel also indicated that it would issue a “hearing issues identification document” on
May 17, 2004 and that the hearing would commence on May 18, 2004. It issued Order No. G-42-04 to
this effect (Exhibit A-13).

Letter No. L-25-04 and Order No. G-42-04 also reflected the Commission’s decisions with respect to
the filings of the 2004 IEP (Exhibit B1-24) and the REAP (Exhibit B1-23). The Commission noted its
intention to consider the IEP as a “contextual” document in the proceeding. The Commission
determined that the UCA subsection 45(6.2) review of the IEP would not be heard as part of the
proceeding, but that it expects to commence the review of the IEP during the current calendar year. The
Commission determined, however, that the UCA subsection 45(6.2) review of the REAP would be heard

as part of the proceeding.

1.8 Hearing Issues List

During the second PHC, the Commission Panel proposed, as an alternative to a third PHC, that

Participants provide opening statements prior to the commencement of the oral phase of the hearing.

The Chair acknowledged that the scope of this Application was challenging and that the Intervenors had
likely, at this stage in the process, selected certain issues that were important to them and that they
intended to pursue. He suggested that the description of the issues to be pursued during the hearing
would be of assistance to establish the scope of the hearing, although he indicated that he would

entertain exceptions to it, particularly with convincing arguments (T2: 148).

The Commission Panel’s proposal was well received by Participants. The IPPBC agreed that the
proposal had merit in theory but expressed concern about a trade-off between an efficient process and a
process that is fair (T2: 162). BC Hydro suggested that a clear distinction between issues and evidence
should be kept, noting that this would not close off the evidence in any way and that the Chair had not
meant that it should (T2: 167).
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Specifically, the proposal that was accepted by Participants was that the opening statements would
include a summary of the interests and issues that they intended to pursue in the oral hearing and would
include references to the evidence that had been filed along with some observations on that evidence
(T2: 145). The proposal was intended to focus and expedite what could be a very lengthy process. The
Commission Panel’s overriding concern was to ensure that the hearing process was conducted in a fair

manner and that it produced the best available information.

Further to the Commission Panel’s directions related to opening statements, notice was given that
Commission Staff, through Commission Counsel, intended to participate in the opening statement
process and an “Opening Statement Example” was provided to Participants (Exhibit A-22). A
“Commission Staff Issues List” was provided to Participants on May 12, 2004 (Exhibit A-25) for
consideration. The proposed issues were organized on the basis of the list of witness panels and their
areas of responsibility identified by BC Hydro and filed on April 23, 2004 (Exhibit B1-17).

Oral and, in some cases, written opening statements were heard and/or considered by the Commission
Panel as scheduled on May 13. BC Hydro also filed an aid to its submission (Exhibit B-28). On

May 14 BC Hydro had an opportunity to respond and, based on the issues raised in the opening
statements, filed its Proposal regarding Consolidated Issues (Exhibit B-29) and a further Proposal
(Exhibit B-30) late that afternoon. The Commission Panel did not provide Participants with an
opportunity to comment on the merits of either including, or excluding, an issue that had been identified
by another Participant. The Commission Panel preferred to reach a decision with respect to the hearing
issues without that debate (T3: 199).

On May 17 the Commission Panel issued the Hearing Issues List document (Exhibit A-26). At the
commencement of the oral hearing on May 18, 2004 the Chair provided the Panel’s comments on this
document and the issues identified by Participants and a Revised Hearing Issues List was issued
(Exhibit A-27). The Hearing Issues List was subsequently modified once during the proceeding, on
May 25, as proposed by BC Hydro, to more clearly delineate issues arising from and related to the
REAP (Exhibit A-33).
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20 BCHYDRO APPLICATION OVERVIEW

BC Hydro has four applications before the Commission:

revenue requirements and bundled service rate increase;

reduction in Wholesale Transmission Service rates;

approval of deferral accounts; and

R A

the Resource Expenditure and Acquisition Plan.

2.1  Revenue Requirements Application

The last revenue requirements proceeding for BC Hydro was 10 years ago. This revenue requirements
and rate increase application seeks the first change in rates since that time and reflects BC Hydro’s
recent removal from the legislative rate freeze under which it operated until April 1, 2003 (BC Hydro

Argument, p. 2).

In its Application (Exhibit B1-1) BC Hydro sought approval to increase its domestic rates by 7.23
percent effective April 1, 2004, and again by 2 percent, effective April 1, 2005, both on a final basis.
BC Hydro also sought a rate increase of 7.23 percent on an interim basis effective April 1, 2004. The
Commission approved the application for interim relief on January 20, 2004, to be effective April 1,
2004, subject to refund with interest. On April 2, 2004 BC Hydro filed a REU and revision to its
Application for F2005 seeking an additional 1.67 percent increase (over and above the 7.23 percent) for
a total of 8.9 percent to be effective 30 days after the Commission’s decision on the Application is
issued. The initially applied-for additional rate increase for F2005 of 2 percent to be effective April 1,
2005 was withdrawn. For forecast purposes, BC Hydro assumes that the additional 1.67 percent rate
increase will take effect on November 1, 2004 (Exhibit B1-13, p. 2A-1).

To explain the need for a rate increase at this time, BC Hydro states that during the past 10-year period,
BC Hydro’s generating capability exceeded domestic demand but that gross energy requirement to serve
domestic load has now grown beyond the capability of the low cost Heritage Resources. BC Hydro

states that as a result of the rate freeze its rates have not kept pace with inflation. BC Hydro also states
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that cost pressures over the last 10 years were offset by trade revenues and reduced financing costs but

that additional benefits from these two sources are not expected (Exhibit B1-1, pp. 1-6, 1-7, 1-8).

According to BC Hydro, the most significant cost pressures or drivers over the test period include:

» Increased cost of energy as the capacity of low-cost Heritage Resources has been reached,;

» Increased cost of maintenance and capital expenditures to maintain reliability of the system due
to BC Hydro’s ageing assets;

e Increased pension costs due to BC Hydro’s demographic changes and to accounting changes
required by GAAP for other post retirement benefits;

e Increased finance costs;
e Increased investment in Power Smart and demand side management program spending;

e Increased costs related to the provision of transmission services to be incurred as a result of the
creation of BCTC; and

» Increased costs relating to management of environment and First Nation related issues

(Exhibit B1-1, pp. 1-8, 1-15).

In accordance with the Regulatory Agenda (Exhibit A-4 as revised in Exhibit A-13), BC Hydro filed an
EU on February 20, 2004, including Chapter 2A, a supplement to the Consolidated Revenue

Requirements and Financial Schedules, based on data available to that date (Exhibit B1-7).

In its REU filed on April 2, 2004 (Exhibit B1-13), BC Hydro reflected a number of changes in key
assumptions since the Application was filed on December 15, 2003. The major changes include lower
forecast water inflows in F2005 and revised interest and foreign exchange rate assumptions provided by

the Provincial Government in respect of F2005 and F2006.

BC Hydro stated that based on the January 1, 2004 snow pack levels, water inflows are expected to be
94 percent of normal in F2005, whereas the Application was based on an assumption of normal water
inflows. BC Hydro suggested that forecast energy costs have increased as a result of the impact of the

lower expected water inflows. BC Hydro also stated that interest rates are forecast to be lower and that
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these changes in the forecast interest and foreign exchange rates result in lower forecast finance

expenses.

BC Hydro explained that it had been assumed in the EU that these forecast changes would be flowed
through the deferral accounts that had been proposed in the Application and that no changes in the
proposed rate increase would be required. BC Hydro, however, subsequently concluded its
consideration of the design of the deferral accounts and filed its proposal as Chapter 2B (Exhibit B1-10).
Consequently, BC Hydro proposed that the lower water inflow levels based on the January 1, 2004 snow
pack levels and the revised interest rate and Canadian/US dollar foreign exchange rate forecasts be used
as the basis for determining rates and that there be no transfers into the deferral accounts (Exhibit B1-1,
p. 2A-1).

BC Hydro stated that the net impact of the lower snow pack and lower forecast interest finance expenses
is to increase the revenue requirement for F2005. Accordingly, BC Hydro amended its Application for
F2005 to seek an additional 1.67 percent rate increase as discussed above and withdrew the additional

2.0 percent increase proposed to be effective April 1, 2005 for F2006.

2.2 Wholesale Transmission Service Rates

In addition to applying for a new TRR for F2005, BC Hydro seeks to establish new rates for its WTS
tariff as follows:

BC Hydro proposes that changes to WTS rates be applied between Network Integrated
Transmission Service and Point-to-Point Transmission Service tariffs to reflect any
change in the Transmission Revenue Requirement permitted by the Commission. In
particular, BC Hydro will allocate costs between NITS and PTP services using the same
methodology and billing determinants that were approved by the Commission in its 1998
WTS Decision. BCTC expects to revisit this allocation methodology and outcome in its
2004 tariff design application.

Using the methodology approved in the Commission’s 1998 WTS Decision and adjusting
the maximum reserved capacity to reflect the existing supply (refer to Chapter 4, Table 4-
12), the maximum PTP rate will change from $4.68 per kW-month of reserved capacity
to $4.62 per 12 kW-month in F2005. This reduction reflects the increase in available
capacity and the increase in forecasted PTP revenues compared to the data used to
determine the rates previously approved by the Commission. Again, the rate allocation
methodology that produced these rates will be reconsidered in 2004. BC Hydro will also
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amend the LRIC matrix contained in rate schedule 3002 when it files the WTS rates
approved by the Commission following this Application (Exhibit B1-1, p. 6-84).

In Table 6-29, BC Hydro illustrates the allocation of the F2005 revenue requirement between NITS and
PTP services as well as estimates of the NITS and PTP for F2006 based on the placeholder BCTC
revenue requirement (Exhibit B1-1, p. 6-85).

BC Hydro proposes that all generation-based ancillary service rates (Rate Schedules 3004 through 3010)
remain unchanged, except where they are directly tied to BC Hydro’s prevailing Rate Schedule 1821,
which should increase at the same rate as the Commission approves for Rate Schedule 1821. For Rate
Schedule 3003, BC Hydro proposes to amend the tariff to reflect the estimated cost to provide the

service, again using the same methodology used in the 1997 filing, but reflecting current cost estimates.

BC Hydro notes that its application involving WTS is unique in that responsibility for WTS rates is in
transition to BCTC and that, accordingly, this is the last application BC Hydro expects to make, given
that an application by BCTC to re-establish those rates under its Open Access Transmission Tariff was
imminent [filed in August 2004]. In these circumstances, BC Hydro explains that it has advocated a
minimalist approach to its WTS rate application (BC Hydro Argument, p. 3). In terms of cost drivers,
BC Hydro states that the costs of providing scheduling and dispatch services have proven to be
substantially greater than anticipated at the time of the 1998 WTS because professional staff and

upgrades to computer systems were required (Exhibit B1-1, pp. 6-84 to 6-85).
Intervenors did not oppose BC Hydro’s application to amend its WTS rates (BC Hydro Argument, p. 60;
BC Hydro Reply Argument, p. 30). The CECBC supported the application to reduce WTS rates

(CECBC Argument, p. 42).

Commission Findings

The Commission Panel approves the WTS rate application and the WTS rates described in Rate
Schedules 3000 and 3001 and presented in the Application Chapter 6A, Table 6A-13, as filed,

subject to the adjustments required in this Decision.
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2.3 Deferral Accounts

HC2 directs the Commission, effective April 1, 2004, to allow BC Hydro to establish deferral accounts
for the purpose of recording the differences between forecasts and actuals of the Heritage Payment
Obligation and Trade Income used to establish rates. It also gives the Commission the authority to
allow BC Hydro to establish additional deferral accounts where it thinks appropriate (Exhibit B1-10, p.
2B-2; BC Hydro Argument, p. 3).

BC Hydro has applied to the Commission for approval to create the following deferral accounts:

e Heritage Payment Obligation Deferral Account;
e Non-Heritage Deferral Account;
e Trade Income Deferral Account; and

e BCTC Transition Deferral Account.

These deferral account applications are considered in Chapter 4 of this Decision.

2.4 Resource Expenditure and Acquisition Plan

Revisions to the UCA, which became effective May 29, 2003, require the filing of additional plans
relating to capital expenditures, resource acquisition expenditures and demand side management
expenditures. On March 31, 2004 BC Hydro filed its “Plan for Capital Expenditures, Energy
Acquisition and Demand Reductions”. BC Hydro’s REAP application constitutes the first opportunity
the Commission has had to review an application by BC Hydro, or any other utility, under the new
provisions of the UCA (BC Hydro Argument, pp. 3-4). The REAP application is discussed in Chapter 5
(Section 45 Plans), Chapter 6 (Revenue Requirements), and Chapter 9 (Demand Side Management
Power Smart) of this Decision.
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3.0 BRITISH COLUMBIA TRANSMISSION CORPORATION APPLICATION

On December 15, 2003 (Exhibit B2-1) BCTC applied to the Commission under section 60 of the UCA
and section 6 of SD9 (OIC No. 1107 dated November 27, 2003) for an order establishing:

e a Utilization and Credit Risk Deferral Account;
= an Emergency Maintenance Expenditure Deferral Account;
e a Cost of Market Deferral Account; and

e aRegulatory Expenditures Deferral Account.

These deferral accounts would come into effect on April 1, 2005 or such other date as BCTC’s
Transmission Tariff, replacing BC Hydro’s current WTS tariff, becomes effective (Exhibit B2-1, p. 1).
At that time, BCTC will have full authority and responsibility for providing transmission services under
its own transmission tariff, to be approved by the Commission. BCTC will be directly responsible for
certain transmission-related costs and will be exposed to variances in revenues and certain costs from
forecast under BCTC’s own revenue requirement. It will also be exposed to variances in revenues under
the Asset Management and Maintenance revenue requirements and BC Hydro’s Owner’s revenue
requirement. BCTC is concerned that these variances expose BCTC to significant financial risks
relative to its current capital structure and, to mitigate some of these risks, has made this application to
the Commission. BCTC proposes that annually the average balance in each account attract an interest
charge or credit equivalent to BCTC’s weighted cost of debt during the same period (Exhibit B1-8;
BCUC IR 2.202.5).

Section 6 of SD9 authorizes BCTC to establish certain deferral accounts through the Commission. It

provides that when regulating the transmission corporation, the Commission:

e must allow the transmission corporation to establish the deferral account or accounts
contemplated by paragraph 4.13(f) of the Master Agreement;

* may allow the transmission corporation to establish one or more other deferral accounts for other
purposes; and
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e must fix or regulate the transmission corporation’s rates in such a way as to allow the deferral
account or accounts to be cleared from time to time and within a reasonable period of time.

3.1 Utilization and Credit Risk Deferral Account

One of the circumstances that can result in an over or under collection of the Transmission revenue
requirement is system utilization. BCTC states that PTP revenue under the existing WTS tariff is
volume-dependent and can vary dramatically from forecast since usage is dependent upon volatile
factors beyond BCTC’s control, such as energy prices in neighbouring markets, water conditions and
regional economic conditions (Exhibit B2-1, p. 4; BCTC Argument, p. 6). A further circumstance that
can give rise to revenue shortfalls is credit failures. BCTC suggests that deferral treatment of credit
failures is preferable to tightening credit requirements which may be inconsistent with the Energy Plan
which seeks to encourage third-party use of the transmission system. BCTC notes that increasing the
credit rating to A would result in four current active customers having to post credit (Exhibit B2-6, p. 6;
T17: 3026-3027). BCTC submits that the inclusion of credit failures in a deferral account permits an
analysis of appropriate credit policies to be undertaken in the context of a tariff hearing divorced from
any special consideration of BCTC’s particular capitalization (BCTC Argument, p. 6; T18: 3159-3160).

BCTC proposes that the UCRDA accrue annual variances between forecast and actual revenues. BCTC
does not seek deferral treatment for variances attributable to imprudent administration of its
Transmission Tariff, including credit and collection procedures, or imprudent operation of the

transmission system (Exhibit B2-1, p. 4).

3.2 Emergency Maintenance Expenditure Deferral Account

BCTC is seeking an EMEDA for non-capital emergency expenses, such as higher-than-forecast costs
incurred as a result of unanticipated major equipment failures, extreme weather, wildfires, or similar
events. BCTC suggests that its low level of equity does not provide a sufficient cushion to absorb
substantial emergency maintenance expenditures. BCTC notes that, historically, unexpected
transmission maintenance activities have averaged $2.0 million per year, although the actual amount can
fluctuate in any given year. Including F2004 experience, this amount is now $2.5 million per year
(Exhibit B2-6, p. 7; T16: 2763-2764). BCTC notes that BC Hydro has sought recovery in its Revenue



22

Requirements Application for non-capital emergency expenditures of $2.0 million in F2005 and BCTC
advises that it expects to continue to make provisions for these expenditures in the future. BCTC also
indicates that it will file a report with the Commission each year detailing its non-capital emergency

expenditures for the previous fiscal year.

3.3 Cost of Market Deferral Account

BCTC expects that it may need to rely on BC Hydro and other independent generators for congestion
management and ancillary services or “Cost of Market expenses” (BCTC Argument, p. 7; Exhibit B2-1,
p. 5). BCTC must purchase all generation-based ancillary services that it, in turn, sells to WTS
customers on a cost flow-through basis. Congestion management expenses include the purchase of
operating reserves, transmission location credits, unscheduled flow mitigation and operating agreements
between control areas. BCTC only incurs congestion management expenses if it believes incremental

transmission revenues will offset these costs (Exhibit B1-1, Chapter 6, Section 5, p. 6-74).

BCTC is seeking a COMDA for actual Cost of Market expenses beyond forecast levels. BCTC suggests
that forecasting Cost of Market expenses is difficult and that actual expenditures will depend on events
largely outside BCTC’s control. Ancillary services are provided on a cost basis under the present WTS
tariff until F2006 after which the price that BCTC will have to pay is yet to be determined (BCTC
Argument, p. 8; T16: 2764-2767). BCTC believes that this account is critical during the early phases of
its operations, when BCTC is gaining experience with Cost of Market expenses in a new environment.

3.4  Regulatory Expenditures Deferral Account

BCTC is seeking a REDA to capture the variances between forecast and actual regulatory costs in any
period. BCTC believes this account is beneficial to all parties since it reduces forecasting risk during
the period when BCTC is first coming under Commission regulation and when BCTC will be unable to
predict, with accuracy, the nature of the regulatory processes and the associated costs. These costs
include not only the costs of its counsel, experts and staff, but the hearing costs associated with the
applications, including Intervenor costs (Exhibit B2-1, p. 6; BCTC Argument, pp. 8-9).
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3.5  Proposed Clearing of the Applied-for Deferral Accounts

Under section 6(c) of SD9, the Commission must fix or regulate BCTC’s rates in such a way as to allow
any deferral account to be cleared from time to time and within a reasonable period of time. BCTC
suggests that while it would prefer to clear the accrued balances annually, it recognizes that the
appropriate amortization period will depend on the balance in the account. BCTC proposes that the
Commission consider appropriate rate making treatment for any accrued balance [in the UCRDA,
EMEDA, COMDA and REDA] whenever it is considering BCTC’s rates, including following an
application from either BCTC or its customers that the balance is becoming unreasonably large. BCTC
considers “unreasonably large” in this context to be in the order of $50 million (BCTC Argument, p. 7;
T17: 3026). BCTC expects that only prudently incurred costs accrued in the EMEDA, COMDA and

REDA would be included for recovery in rates.

3.6 System Control Modernization Study Deferral Account

On December 15, 2003 BCTC also applied-for a SCMS Deferral Account to become effective
immediately. BCTC stated that its existing operations and control infrastructure is showing signs of
strain, which is limiting effective and reliable operation of the transmission system and that proper back-
up systems for existing control centres are inadequate. BCTC advised that is has begun work on a
SCMS and that the Definition Phase involves system configuration and facilities specifications studies

and the development and refinement of a business case and detailed project plan.

By Order No. G-1-04 the Commission granted approval for the immediate establishment of a SCMS
Deferral Account and ordered that the actual Definition Phase costs are not to exceed the total sum of $2
million. Approval was granted for recovery of the balance of the SCMS Deferral Account in the event
the Project is not approved for construction or is not built for some other reason and, if a CPCN is
granted for the Project, approval was granted to capitalize the balance along with other project costs. In

either event, the Commission ordered that the costs will be subject to a prudency review at a later date.
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Intervenor Submissions

The JIESC was the only Intervenor to comment on BCTC’s Application. The JIESC suggests that the
applied-for deferral accounts relate to items that have been covered in the past by BC Hydro but now,
because the BCTC does not have sufficient capitalization, must be covered by customers without the
benefit of any offsetting compensation or adjustment. The JIESC suggests that the proposed UCRDA is
effectively a revenue deferral account and should be renamed to reflect that fact. The JIESC argues that
it is not reasonable to transfer that risk to the customers at this time and also objects to the proposed
EMEDA for this reason, suggesting that the risk of both should be transferred back to BC Hydro. The
JIESC argues that there is no need for a COMDA until such time as there is a market for such services.
The JIESC is concerned that the proposed REDA will effectively become a license to spend without
normal limits on regulatory costs and, with respect to the SCMS, is also concerned about the potential
for a complex and costly system. The JIESC suggests that the SCMS Deferral Account should be
limited to accrued costs to a defined limit for later decision on disposal by the Commission after hearing
from affected parties. Finally, the JIESC proposes a deferral account for RTO West [now Grid West] to
catch variances around the proposed expenditures which the JIESC suggests should be reduced from the
applied-for $3 million per year to $1 million per year (JIESC Argument, pp. 53-54).

BCTC’s Reply

BCTC is neutral with respect to the name of the UCRDA, but argues that neither the UCRDA nor the
EMEDA can be transferred to BC Hydro. BCTC submits that, as a consequence of section 6(a) of SD9
and sections 4.13(d) and (e) of the Master Agreement, BCTC is obligated to seek a UCRDA and to bear
the risk of any over or under collection to the TRR when such a deferral account is created. With
respect to the EMEDA, BCTC submits that it is responsible to forecast these expenditures, perform the
work, and bear the risk of any variance from the forecast. With respect to the COMDA, BCTC notes
that ancillary services are provided on a cost basis under the present WTS tariff until F2006; however,
the price that it will have to pay after that point is yet to be determined and will affect costs in F2006
which are beyond BCTC’s effective control and are difficult to forecast. BCTC comments that any
spending in relation to the REDA would be subject to prudency review by the Commission and, with

respect to the SCMA Deferral Account, notes that the Commission has imposed a monetary limit in its
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Order No. G-1-04. Finally, with respect to the JIESC’s proposed RTO West deferral account, BCTC
notes that this is not a BCTC issue for F2005 but, for F2006 and beyond, BCTC supports the
establishment of such an account to capture variances in expenditures from forecast (BCTC Reply, pp.
2-3).

Commission Findings

The Commission Panel approves the four deferral accounts proposed by BCTC, such approval
being subject to review for test periods beyond F2006. The Commission Panel approves BCTC’s
proposal that annually the average balance in each deferral account attract an interest charge or
credit equivalent to BCTC’s weighted cost of debt during the same period. The BCTC deferral
accounts transfer risk to customers; however, under section 6(a) of SD9, the Commission is required to
approve the UCRDA. In so doing, however, the Commission is not commenting on the merits of
BCTC’s current credit policy and the Commission suggests that this account should be renamed a

“Revenue Deferral Account”.

In view of section 6(c) of SD9, the Commission Panel also approves the BCTC proposal for the
clearing of these accounts.

The Commission Panel does not adopt the JIESC’s proposal for a RTO West deferral account.

The Commission Panel directs BCTC to file quarterly and annual reports of the balances in each

of the approved deferral accounts, including details on exact elements and costs.

The Commission Panel determines that the onus is on BCTC to ensure clarity with respect to the
exact elements and costs to be contained in the deferral accounts. The Commission Panel directs
BCTC to file, by January 31, 2005, the name, number and account description from BCTC’s Code

of Accounts that are to be included in the deferral accounts approved in this Decision.
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40 BCHYDRO DEFERRAL ACCOUNTS

4.1  Organization of Chapter

This Chapter begins with a discussion of issues with general application to deferral accounts, and then
turns to the deferral accounts BC Hydro is seeking to have approved, and concludes with directions

regarding clearing and reporting requirements.

4.2 Jurisdiction

BC Hydro argues that the Commission has jurisdiction to approve the HDA, as amended in its Final

Argument. No Intervenor objects to BC Hydro’s jurisdictional argument regarding the HDA and the
BCOAPO explicitly accepts BC Hydro’s jurisdictional argument. For the reasons stated below, the

Commission Panel accepts BC Hydro’s jurisdictional argument.

HC2 established the Commission’s jurisdiction to approve a deferral account for the HPO. The HPO is
defined by Schedule A to the Heritage Contract (which is Appendix A of HC2) as follows:

The heritage payment obligation for any Year is the amount determined by

(a) adding those of the following costs incurred by BCH Generation in the Year that the
Commission orders may be included in the heritage payment obligation:

(i) cost of energy such as the cost of water rentals and energy purchases,
including purchases of gas and electricity, required to supply heritage
electricity;

(if) operating costs such as the costs of operating and maintaining the heritage
resources, including an allocation of corporate costs;

(i) all costs of owning the heritage resources, including, without limitation,
depreciation, interest, finance charges and other asset related expenses;

(iv) all costs or payments related to generation-related transmission access
required by the heritage resources;

(v) the applicable return on equity on investments in heritage resources based
on Heritage Special Direction No. HC2 to the Commission under the
authority of the Act, and
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(b) by subtracting from the sum obtained under paragraph (a), any revenues BCH
Generation receives from other services provided from the heritage resources,
including, without limitation,

(i) revenues related to Skagit Valley Treaty obligations,

(i) revenues from provision of ancillary services to the transmission operator in
respect of third party use of the transmission system, and

(iii) revenues from the sale of surplus hydroelectricity under section 5 of the
Transfer Pricing Agreement.

The HPO has both cost and revenue components. Pursuant to subsection 7(a)(i) of HC2, the
Commission must approve a deferral account to record variances between the actual and forecast of the
HPO. BC Hydro submits that the Commission has jurisdiction to determine the cost elements that are to
be included in the forecast of the HPO. The Commission Panel finds that the description of the cost
components in Schedule A are best considered as a broad list of cost categories from which the
Commission is to determine the appropriate costs to include in the HPO. The Commission Panel finds
that the broad list of cost categories in Schedule A of the Heritage Contract can reasonably include all
cost elements of the HPO proposed by BC Hydro. Therefore, the Commission Panel determines that
it has jurisdiction to approve the cost elements of the HPO proposed by BC Hydro.

In Final Argument, BC Hydro amended the elements of the HPO so that the revenue components
identified in the HPO are the same as those set out in HC2. Therefore, it is not necessary for the
Commission Panel to make a determination with respect to its discretion to approve revenue

components of the HPO.

In addition to the HDA, the Commission has jurisdiction pursuant to HC2, subsection 7(b) to approve
any other deferral accounts. Given acceptance of BC Hydro’s argument regarding jurisdiction to
approve the HDA, the Commission Panel need not comment on whether or not it could approve cost
elements proposed by BC Hydro to be included in the HDA pursuant to HC2, subsection 7(b).
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4.3  Criteria for Approval of Deferral Accounts

4.3.1 Controllability Characteristics

BC Hydro proposes criteria for determining the appropriateness of deferral accounts. BC Hydro
believes that it should assume financial responsibility for controllable risks and create deferral accounts
for non-controllable risks. BC Hydro also proposes certain cost characteristics to be used to assess

whether or not a risk is a controllable or non-controllable risk (BC Hydro Argument, p. 71).

The CECBC supports the use of deferral accounts for a broader range of costs than proposed by

BC Hydro. In support of this broader use of deferral accounts, the CECBC submits that costs in
addition to those identified by BC Hydro fall within the criteria proposed by BC Hydro. Further, the
CECBC proposes deferral accounts to ensure the equitable treatment of customers (CECBC Argument,
p. 7). The CECBC proposes criteria for the creation of deferral accounts in Argument (CECBC
Argument, p. 45). BC Hydro submits that the CECBC’s proposal should be rejected because
Participants were not given an opportunity during the IR process to review or test CECBC’s criteria (BC
Hydro Reply Argument, p. 35). The CECBC submits that it is often better for customers to bear the risk
of forecasts because of concerns about and potential for over forecasting on expenditures and under
forecasting on revenues (T22: 4100), particularly concurrently with the re-regulation of BC Hydro. The

CECBC is concerned that forecasts may be conservative and include a premium (T22: 4102).

The BCOAPO supports BC Hydro’s approach to deferral accounts and the BC Hydro criteria for
approving deferral accounts (BCOAPO Argument, p. 23).

The JIESC supports the controllable/uncontrollable distinction proposed by BC Hydro. However, the
JIESC argues that the distinction should be applied in a uniform manner (JIESC Argument, p. 46) and
supports a deferral account for foreign exchange and interest rate variances. The JIESC did not take a
position regarding a deferral account for load forecast risk. During the oral phase of argument, the
JIESC’s counsel (T22: 4092) and others argued that deferral accounts should be established for non-
controllable costs because non-controllable costs often are difficult to forecast. The JIESC expressed

concern that in the absence of deferral accounts forecasts may be “padded” (T22: 4089). BC Hydro
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states that one of the overriding principles supporting the use of deferral accounts was to avoid

“building amounts into budget for unplanned and unexpected events” (BC Hydro Argument, p. 70).

4.3.2 Risk/Reward Considerations

Deferral accounts can transfer from the shareholder(s) to customers the risk of variances between actual
and forecast costs. In some cases, that may be an appropriate transfer of risk. Often customers benefit
from assuming this additional risk by a reduction to the returns paid to the shareholder(s). The reduction

to the shareholder(s) returns is offset by the transfer of risk and the smoothing of returns.

The future recovery of deficiencies in BC Hydro’s deferral accounts is not recognized in the
consolidated financial statements (T5: 504). BC Hydro’s counsel submits that because amounts in
deferral accounts are not recognized in the consolidated financial statements, BC Hydro’s deferral
accounts do not smooth earnings for the shareholder (T22: 4160). In the long-term, as balances in
deferral accounts result in additional revenues such revenues are recognized in the consolidated
financial statements. The JIESC counsel argues that short-term expectations may not be met, but the
risk stays with the ratepayer provided balances in deferral accounts are recovered from ratepayers (T22:
4087).

4.3.3 Future Changes to Deferral Accounts

It was anticipated by BC Hydro that the deferral accounts that were the subject of this proceeding,
particularly the HDA and NHDA, may need to be revised to ensure consistency (T7: 972). The
Commission notes that it is reasonable to expect future revisions to the deferral accounts and encourages
BC Hydro to bring forward to the Commission any concerns about consistency that may be identified

after operating within the regulatory parameters established by the deferral accounts.

Commission Findings

The Commission Panel accepts BC Hydro’s proposed criteria for determining the appropriateness of
deferral accounts; however, the Commission Panel concludes that risk/reward considerations are also

relevant criteria. In some cases, costs may not be controllable but because of risk/reward considerations
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the risk of variances from forecasts may be more appropriately borne by the shareholder. This is
consistent with BC Hydro’s proposal that the risk of interest rate and foreign exchange rates be borne by
the shareholder.

The Commission Panel finds that concerns about forecasts may be relevant to the determination of the
appropriateness of a deferral account for costs that have uncontrollable characteristics, particularly for
costs with uncontrollable characteristics that are infrequent and non-recurring. For costs that are
controllable, the Commission Panel recognizes that customers, especially in the long-term, can
reasonably be expected to benefit by the shareholder(s) assuming the risk, in part, because holding the
utility management accountable for variances around forecasts provides an incentive to control those
costs that would otherwise be reduced with the creation of a deferral account. In BC Hydro’s case, BC
Hydro submits that the incentives for management to control costs are not reduced by the deferral
accounts it has proposed (BC Hydro Argument, p. 79). However, this is only one consideration in the
determination of the appropriateness of a deferral account and risk/reward considerations continue to be
relevant considerations for BC Hydro, although the Commission Panel notes that there may not be a

smoothing of earnings.

4.4 Heritage Payment Obligation Deferral Account

The cost elements for the HPO set forth in BC Hydro’s Final Argument are itemized as follows:

1. cost of energy — all variances except those arising from changes in customer load (part of

(@)();
2. cost of energy — variable costs related to thermal generation (part of (a)(ii));

3. significant unplanned major maintenance costs greater than $1 million related to single event
equipment or infrastructure failure or caused by weather related events (part of (a)(ii));

4. significant unplanned major capital expenditures having an incremental annual impact on the
Income Statement greater than $1 million related to single event equipment or infrastructure
failure or caused by weather related events (part of (a)(iii));

5. amortization of unplanned deferred capital costs pursuant to Commission Order No. G-53-02
(part of (a)(iv));
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6. all net revenues from surplus hydroelectricity sales (all revenues in (b)(iii)); and

7. Skagit Valley Treaty revenues (all revenues in (b)(i)) and ancillary services revenues (all
revenues in (b)(ii)).

The forecast HPO is $462.8 million for F2005 and $408.0 for F2006 (BC Hydro Argument, p. 62). The
identification of the forecasted amounts for the HPO will need to be reconciled by account to ensure the

need for clarity as identified by the JIESC and accepted by the Commission Panel in Section 4.12.

4.4.1 Costof Energy, Item 1

During this proceeding, the principal issue with respect to the deferral accounts was whether or not the
forecast of the cost of energy should be based on a forecast of the cost of energy using normal or
average water or using a forecast based on the best available information at the Evidentiary Cut-off

Date of expected water conditions, both stream flows and reservoir levels.

The Application was based on starting reservoir levels, and normal precipitation from October 1, 2003,
which is when the studies were done to prepare for the December application. BC Hydro based its REU
on actual reservoir condition information that was available for use on February 20, 2004, and normal
precipitation. Therefore, the REU was based on actual reservoir levels and normal precipitation just as
was the December filing. BC Hydro argued that facts that are known should be taken as they existed at
the Evidentiary Cut-off Date (BC Hydro Argument, p. 23).

The REU was also based on actual snow pack conditions as of January 1, 2004. Actual snow pack
conditions were not available at the time of filing the Application. Therefore, the most significant
difference for the forecast between the Application and the REU is the change in forecast water inflows
for the February to September 2004 period because instead of using normal water inflows, water inflows
based on actual snowpack were used in the REU. Water inflows in the updated forecast were expected
to be 94 percent of normal for this period based on January 1, 2004 snowpack levels (T19: 3337).
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BC Hydro Submission

Both in Argument and Reply Argument, BC Hydro submits that forecasting the HPO on anything other
than a forecast based on the best, known, information available as of the Evidentiary Cut-off Date would
be contrary to the HC2. BC Hydro states at page 72 of its Final Argument:

Basing the HDA on “average” or “normal” conditions would be arbitrary, speculative,
would likely create a much larger balance in the deferral account at the end of the year
which could lead to bigger rate increases in future years, and it would be inconsistent
with the way that BC Hydro and others in the industry manage their operations.

In Reply Argument (p. 32), BC Hydro cites the decision of the Alberta Court of Appeal in ATCO
Electric Limited v. Alberta (Energy and Utilities Board), 2004 ABCA 215 in which the use of deferral

accounts was at issue. The Court stated:

Deferral accounts allow a utility to accumulate variances between a utility’s approved
rate based on forecasted costs and the utility’s actual costs for a given period.

BC Hydro submits that during the Heritage Contract Inquiry the issues regarding the use of actual or

normal reservoir levels was thoroughly debated. In that proceeding BC Hydro stated that:

BC Hydro does not propose to make an explicit adjustment for reservoir levels, but
instead proposes to rely on the Heritage Deferral Account to capture the cost impacts of
the actual initial reservoir conditions. For example, if the initial reservoir levels at the
start of the Heritage Contract were low, there would be a greater likelihood that the
Heritage Payment Obligation would be higher than if the initial water conditions were
more favourable. This is an appropriate mechanism to account for initial water
conditions because the Heritage Contract proposal reflects a continuation of the benefits
that the Heritage Beneficiaries currently enjoy from the BC Hydro system (BC Hydro
Argument, p. 73).

BC Hydro argues that its revised Application based on information available to February 20, 2004 is
appropriate, since to start with artificial snow pack and reservoir levels based on averages is to introduce
a known and unnecessarily false assumption when determining rates. BC Hydro argues that this would
shift responsibility for a portion of its revenue requirement from current to future customers, without

justification (BC Hydro Argument, p. 24).
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In Reply Argument, BC Hydro submits that the proposals of the CECBC and the JIESC to use the
proposed deferral accounts to record cost of energy above normal or average water conditions would not
be appropriate, since the proposals would base the deferral accounts on something other than a forecast.
BC Hydro argues that the forecasts in the Application and the REU were each based on the conditions
that were known at the time and normal water conditions going forward (BC Hydro Reply Argument,

p. 33).

Intervenor Submissions

The JIESC and the CECBC both argue in favour of the use of normal or average water for the forecast
of deferral accounts (JIESC Argument, p. 49; CECBC Argument, p. 46; T22: 4103). The BCOAPO and
IPPBC both argue in favour of the use of a forecast based on the best available information (BCOAPO
Argument, p. 23; T22: 4108).

The JIESC argues that the HDA must perform two functions as directed by the Special Direction and the
Energy Plan. The JIESC agreed that the HDA as proposed by BC Hydro ensures that BC Hydro
recovers its cost of providing energy. The other function identified by the JIESC is to provide rate
stability by establishing a deferral account for the cost of the heritage resources based on differences
between actual and forecast costs based on normal or average water (T22: 4082; T22: 4116). In support
of this argument, the JIESC quoted the terms of reference for the Heritage Contract Inquiry, submissions
during the Heritage Contract Inquiry, and the Heritage Contract Report and Recommendations (JIESC
Argument, p. 47).

The JIESC argues that BC Hydro’s proposal will not provide stable rates, since it yields very different
rate results due to snow pack variations or water inflow variations that have occurred over a very short
period of time. The JIESC argues that forecasts that are based on normal water inflows is absolutely
necessary for rate stability going forward (JIESC Argument, p. 49).

During the oral phase of argument, the JIESC argued that the basis for the forecast of the HPO should be
average water because that was the basis of the forecast in the Application (T22: 4116). In Reply, BC
Hydro submits that upon determination of the Evidentiary Cut-off Date, all information used for rate

determination should be consistent with the perspective from that date (T22: 4161).
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The CECBC generally agrees with the establishment of the deferral accounts proposed by BC Hydro,
and supports BC Hydro’s position with respect to the Evidentiary Cut-off Date (CECBC Argument,

p. 20). However, the CECBC proposes to use the average or normal water for the forecast of the HPO
(CECBC Argument, p. 46). The CECBC notes that the difference between the use of normal or actual
water inflows is a timing difference, and states at page 48 of its Argument that there is neither a net gain
nor loss to either the shareholder or the customer by using average water conditions for the forecast of
the HPO.

The CECBC argues that the Commission should adopt a more aggressive use of deferral accounts to
mitigate the rate increase. The CECBC agrees that actual water levels should be used for operational
planning purposes. The CECBC argues, however, that BC Hydro’s proposal is inequitable as it would
charge current customers rates based on low water conditions (CECBC Argument, p. 46), since water
conditions will average out over time. The CECBC expects that the result would be rate volatility and a
deferral account balance that swings randomly and may not trend toward zero. On the other hand, if
rates are set using a forecast based on average stream flows, the CECBC submits that the variances
recorded in the deferral account will trend toward zero, resulting in rate stability. Furthermore,
customers will not have to contend with anomalies from forecasts for prior years as BC Hydro moves
from setting rates every two years to perhaps a longer timeframe. The CECBC requests that the
Commission direct BC Hydro to use average water conditions as the basis for forecasts for the purpose
of setting rates, and reduce revenue requirements related to this issue by $69 million in F2005 and $22
million in F2006 (CECBC Argument, pp. 45-49).

The CECBC notes that BC Hydro indicated that reservoir levels are below normal, and are expected to
remain below normal for the test period. Therefore there is no revenue requirements impact during the
test period that is created by refilling the reservoirs (CECBC Argument, p. 52). The JIESC submits that
using actual rather than normal reservoir levels will lead to higher rates, although the impact is not as

dramatic as for water inflow levels (JIESC Argument, p. 50).

The BCOAPO states at page 23 of its Argument:

In particular BCOAPO agrees with BC Hydro that, in interpreting the Special Direction
requirements for HD2, actual reservoir levels rather than average or normal conditions
should be utilized. To the extent possible, deferral accounts should be consistent with the



35

way the utility manages its operations. The purpose of a deferral account is to deal with
differences between forecast and actual figures, not somewhat arbitrarily selected figures
and actual figures.

The IPPBC supports BC Hydro’s position on deferral accounts during the Oral Phase of Argument on
the basis that it may be difficult to balance the deferral accounts over time because there are “a lot of

prospects for bad news in terms of energy costs, and very limited prospects for good news” (T22: 4108).

Commission Findings

The Commission Panel accepts that entrenching the benefits of the publicly owned hydroelectric power
assets is one of the policy objectives achieved by HC2. However, HC2 does not direct the use of normal
or average water for the forecast of the HPO. The JIESC references relied on to establish normal or
average water for the forecast of the HPO to ensure rate stability are relevant to the issue but not
conclusive. The reference to “average water” in the Heritage Contract TOR at page 2, quoted by the
JIESC, page 47, lines 14 and 15, established an important parameter for the determination of the
quantity to be used in the Heritage Contract, and therefore may have been relevant to the cost of such
quantity. However, it is not determinative of the forecast to be used for HPO. The reference to the
Heritage Contract Inquiry submission of BC Hydro, quoted above, speaks directly to whether or not
normal or average water conditions should be used for the forecast of the HPO. The Commission Panel
does not accept the submission of the JIESC that to ensure rate stability the HDA must record

differences between actual HPO and forecasts of HPO based on normal water conditions.

The Commission Panel accepts the evidence of BC Hydro that the norm in the industry is to operate
hydroelectric facilities using current reservoir elevations and recognizes the difficulty of determining
what constitutes normal or average water (T18: 3230). Further, the Commission Panel notes the
evidence of BC Hydro that using normal water for deferral accounts and operating the facilities using
the industry norm would create two sets of books (T18: 3231; T20: 3593).

The Commission Panel is concerned about the time required to clear large balances in deferral accounts
and in this regard notes the submission of the IPPBC stated above. Although the rates in F2005 will be

higher with the use of actual snowpack levels and the deficiency in the HDA can therefore reasonably
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be expected to be less, the closing balances in the HDA may still provide some rate smoothing
opportunities going forward.

The Commission Panel concludes that the forecast of the HPO should be based on the best,
known, available information as to water conditions as of the Evidentiary Cut-off Date. For this
Decision it is unnecessary for the Commission Panel to decide, as submitted by BC Hydro, that
forecasting the HPO on anything other than a forecast based on the best, known, information available
as of the Evidentiary Cut-off Date would be contrary to HC2.

4.4.2 Variable Costs Related to Thermal Generation, Item 2

Variable costs related to thermal generation refer to the maintenance and operating costs. The cost of
energy does not capture variances in operating and maintenance costs, which vary with a unit of
production to a much greater degree than in a hydroelectric facility (Exhibit B1-25, BCUC IR 3.221.7).
Fuel costs and transportation costs are included in the cost of energy.

Energy production from both Burrard Generating Station and Prince Rupert are estimated to be minimal

or nil. For F2005 and F2006, only Fort Nelson is forecast to have variable costs.

Examples of variable costs that may be included in this item of the deferral account are listed on Exhibit
B1-25, BCUC IR 3.221.7.

4.4.3 Capital Costs Pursuant to BCUC Order No. G-53-02, Item 5

BC Hydro proposes that amounts amortized pursuant to BCUC Order No. G-53-02 be included in the
HDA.

Order No. G-53-02 allows for the amortization of First Nations negotiation and settlement costs.
Negotiation costs are planned and forecast each year, but settlement costs are not forecast (Exhibit B1-
25, BCUC IR 3.221.7).
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4.4.4 Surplus Hydroelectricity Sales, ltem 6

As established by HC2, Appendix A, Schedule A, all revenues from the sale of surplus hydroelectricity
under section 5 of the Transfer Pricing Agreement are to be subtracted from the cost components of the
HPO. This item ensures that any variances between actual revenues and forecast revenues from the sale
of surplus hydroelectricity will go to the benefit of customers. Revenues from the sale of surplus
hydroelectricity are forecast as zero for the period of this Application.

45  Non-Heritage Deferral Account

BC Hydro’s Non-Heritage Deferral Account proposal, as set forth in BC Hydro Argument and amended
during the oral phase of argument (T22: 4161), is set forth below:

1. cost of energy — all variances in non-HPO energy costs except those arising from changes in
customer load;

2. significant unplanned major maintenance costs greater than $1 million related to single event
equipment or infrastructure failure or caused by weather related events;

3. significant unplanned major capital expenditures having an incremental annual impact on the
Income Statement greater than $1 million related to single event equipment or infrastructure
failure;

4. distribution emergency restoration costs — all variances in emergency restoration expenditures;
and

5. all Founding Partner Benefits and CIS Credits under the ABS Contract.

The non-HPO cost of energy is forecast at $409 million for F2005 and $423 million for F2006 (BC
Hydro Argument, p. 64).
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45.1 NHDA and Common Elements of HDA

4511 Load Forecast Risk

BC Hydro submits that it should bear the risk of the accuracy of its load forecast and proposes that net
revenue risk arising from volume variances be borne by BC Hydro (Exhibit B1-25, BCUC IR 3.221.11;
BC Hydro Argument, pp. 61, 63, 74). This risk is a non-controllable risk. In its analysis, BC Hydro has
turned to risk/reward considerations (BC Hydro Argument, p. 74) to support its proposal regarding load
forecast risk. BC Hydro believes that the volume variability is acceptable and is not high enough to
warrant a deferral account. BC Hydro estimates that changes in customer load are expected to fall

within a range of $20 million on an annual basis (T8: 1198).

The CECBC argues that the load forecast risk should be borne by ratepayers. In part, the CECBC
supports its position on the basis of BC Hydro’s controllable/non-controllable risk criteria and submits

that because it is a non-controllable risk, the risk should be borne by ratepayers (CECBC Argument,
p. 7).

The methodology to calculate the cost of energy assignable to changes in customer load is set out in BC
Hydro’s response to information request in Exhibit B1-25, BCUC IR 3.221.11 and as further elaborated
at Transcript Volume 10, pages 1475-1485 (BC Hydro Argument, p. 74). BC Hydro proposes that load
variances be valued at the actual average cost of the highest priced resource option used to serve the
load when the load variance is positive, that is, when actuals are higher than forecast. When actuals are
lower than forecast, BC Hydro proposes that load variances be valued at forecast costs. This provides a
better matching of the incremental cost with the change in revenues. BC Hydro also notes that the

highest priced resource option does not include EPA because EPA are not optional purchases.

When actuals are less than forecast, BC Hydro will not be purchasing power so BC Hydro proposes to
use the average of the forecast of the highest resource option. When actuals are greater than forecast,
BC Hydro will be purchasing power to meet the variance so BC Hydro proposes to use the average of
the actual highest resource option purchases. Variances calculated in this manner will be included in the
determination of net income. In addition to this adjustment to the income statement, BC Hydro

proposes that the balance of the cost of energy variance will be deferred.
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Commission Findings

The Commission Panel is cognizant that all the major gas utilities under its jurisdiction have a deferral
account mechanism to capture volume variances in load forecasting. However, the Commission Panel
finds that the reasons for approving a deferral account for load variances for gas utilities are not
determinative of whether or not a deferral account is appropriate for load variances for BC Hydro.
Moreover, BC Hydro’s sales forecast is also tied to its Power Smart savings estimates and it is
appropriate that BC Hydro should bear the risk of load variances arising from over or under estimates in
Power Smart savings.

The Commission Panel accepts that BC Hydro should bear the risk of the accuracy of its load forecast
on the basis of risk/reward considerations. The Commission Panel approves BC Hydro’s
recommended methodology to calculate the cost of energy assignable to changes in customer load
because, as submitted by BC Hydro, it matches costs to revenues in the event customer loads are

greater than or less than forecast.

45.1.2 Unplanned Major Maintenance Costs

Item 3 of the HDA and Item 2 of the NHDA are similar.

Over the period from F1997 to F2004, there have been two generation events that would have been
charged under Item 3 of the HDA (IPPBC IR 1.8.1; BCUC IR 2.122.0). Over the past 10 years there
have been no events on the distribution system that would have been charged to Item 2 of the NHDA
(BCUC IR 3.221.7). BC Hydro does not forecast an amount for major maintenance costs, although

there is a maintenance budget for minor failures (T8: 1061).

The JIESC states that BC Hydro should be expected to mitigate the costs of unplanned expenditures
(JIESC Argument, p. 50).
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Commission Findings

The Commission Panel accepts significant unplanned major maintenance costs greater than $1 million
as appropriate for deferral account treatment in the HDA and NHDA because of forecasting difficulties
of this type of non-recurring event. However, BC Hydro will be expected to mitigate the costs of

unplanned major maintenance.

45.1.3 Unplanned Major Capital Expenditures

Item 4 of the HDA and Item 3 of the NHDA are similar.

The JIESC argues that major capital shortfalls are just as likely to occur as overages and that, if an
account is established for overages, shortfalls need to be accounted for (JIESC Argument, p. 50). In
Reply Argument, BC Hydro states that it did not forecast for significant unplanned major capital
expenditures and therefore it could not spend less than forecast. Moreover, BC Hydro argues that under
expenditures on the capital plan were not significantly “volatile, unpredictable or material, and it is
generally within BC Hydro’s control” so there should be no deferral account for under spending on the
capital plan (BC Hydro Reply Argument, p. 34).

The Commission Panel notes that it would be a significant departure from generally accepted regulatory

practices to create a deferral account for under spending on the capital plan.

Commission Findings

The Commission Panel accepts significant unplanned major capital expenditures greater than $1 million
as appropriate for deferral account treatment in the HDA and NHDA because of forecasting difficulties

of this type of non-recurring event.
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45.1.4 Distribution Emergency Restoration Costs, Item 4 of the NHDA

The description of this item was changed in Final Argument. In Exhibit B1-10, page 2B-3, this item of
the NHDA was described as: “significant unplanned storm restoration response expenditures” and was
confined to “extraordinary weather or other events that trigger the activation of a Provincial Regional
Emergency Operation Centre ...”. The sum of the amounts that would have been charged to this item
over the period from F1997 to F2004 was $15.8 million (Exhibit B1-11, IPPBC IR 1.8.1). The
forecasted amounts for “distribution emergency restoration costs” are $29.3 million for F2005 and $29.5
million for F2006 (BC Hydro Argument, p. 64). This item as set forth in Final Argument would record
all emergency restoration expenditure variances, and so would have a considerably broader scope than
that proposed in Exhibit B1-10.

Expenditures for distribution emergency restoration costs have increased by $0.6 million in F2005, and
are forecast to remain at that level through F2006. Such amounts are included in Table 7-5, page 7-21,
of the Application, which is approximately 60 percent of the budget for Operation Expenses,

Distribution Operations.
Although the triggering events are non-controllable, the costs of restoration are controllable and
restoration following an event is one of three core activities of Distribution Operations (Exhibit B1-1,

pp. 7-2, 7-17).

Commission Findings

The Commission Panel approves the HDA as proposed by BC Hydro, and approves BC Hydro’s
forecast of the cost components of the HPO for F2005 and F2006.

The Commission Panel approves all elements of the NHDA, except the distribution emergency
restoration costs element, item 4, because it can be forecast with some confidence, unlike
unplanned major capital expenditures and unplanned major maintenance expenditures, and
because of risk/reward considerations. Given the denial of item 4 of the NHDA, item 3 of the
NHDA is to be as set forth in Final Argument. The Commission Panel approves BC Hydro’s
forecast of the NHDA non-HPO cost of energy for F2005 and F2006.
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4.6 Trade Income Deferral Account

BC Hydro proposes to record variances between BC Hydro’s forecast of Trade Income and actual Trade
Income, as defined in HC2, in the TIDA and submits that its TIDA proposal is consistent with the
requirements of subsection 7(a)(ii) of HC2 (BC Hydro Argument, p. 76).

Actuals have exceeded forecast of Trade Income by approximately 20 percent over the period F1994 to
F2003 (Exhibit B1-7, BCUC IR 1.1.2; T10: 1452). The forecast of Trade Income for F2004 increased
from $91 million in the Application to $108 million in the REU (Exhibit B1-1 Table 2-2, p. 2-3; Exhibit
B1-13 Table 2A-1, p. 2A-3). As acknowledged by BC Hydro, Trade Income is difficult to forecast
(T10: 1453). BC Hydro’s forecast of Trade Income for F2005 and F2006 is $89 million and $91
million, respectively (BC Hydro Argument, p. 83).

The JIESC supports the establishment of the TIDA but submits that the estimates of Trade Income for
the test period are understated due to the failure to recognize the probability of recovery of unanticipated
amounts from Alcan or California. The recovery of the Alcan and California amounts is addressed in

Section 7.8 of this Decision.

Commission Findings

The Commission Panel approves the TIDA as proposed by BC Hydro, and approves BC Hydro’s
forecast of Trade Income for F2005 and F2006.

4.7 BCTC Transition Deferral Account

BC Hydro applies under section 7(b) of HC2 for a deferral account for two elements of the F2006
Transmission Revenue Requirement as set out in Exhibit B1-108. The two elements are: (1) BC Hydro
Asset Management/ Maintenance Revenue Requirement forecast at $116.7 million, and (2) BCTC
Revenue Requirement forecast at $74.0 million. The Commission Panel accepts that any variances from
such amounts would only arise as a result of the Commission’s decision on BCTC’s F2006 revenue
requirement application, and would be beyond BC Hydro’s control (BC Hydro Argument, p. 78).
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Commission Findings

The Commission Panel approves the BCTC TDA as proposed by BC Hydro, and approves BC
Hydro’s F2005 and F2006 forecast, subject to the adjustments required by this Decision, of the
Asset Management/Maintenance Revenue Requirement and the BCTC Revenue Requirement for
the purpose of the BCTC TDA.

4.8  Prudency Review of BC Hydro’s Deferral Accounts

The CECBC submits that there should be different levels of prudency reviews and the level of prudency
review should be related to the type of item being deferred. Although the CECBC provides comments
about prudency reviews, the comments were not applied to specific deferral accounts (CECBC
Argument, p. 53). The CECBC submits that the determination of the review level should be determined
during the review process. No other Intervenor commented on BC Hydro’s proposal for prudency

reviews.

BC Hydro submits that the prudency review for amounts in the HDA and NHDA should be whether BC
Hydro was prudent at the time the expense or revenue item in the deferral account was incurred. The
only variances that will be recorded in the BCTC TDA will arise from a Commission decision on
BCTC’s F2006 Revenue Requirement so BC Hydro submits that the issue of a prudency review does
not arise (BC Hydro Argument, p. 80).

With respect to amounts in the TIDA, these are variances between Trade Income (defined in HC2 as the
audited net income of Powerex according to GAAP) and BC Hydro’s forecast of Trade Income. BC
Hydro submits that the review of these variances should only be in the very limited way that the forecast
of Powerex’s net income is an issue in a prospective revenue requirement setting. Thus, the scope of

review is limited to looking at the audited financial statements of Powerex.
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Commission Findings

As noted above, part of the regulatory parameters associated with a deferral account is an ex post
prudency review. The effect of the prudency review is to increase the regulatory risk to the shareholder
because amounts in the deferral accounts will be the subject of a prudency review which, in most

circumstances, would not be the subject of a review in the absence of a deferral account.

The Commission Panel notes BC Hydro’s submissions with respect to the prudency review of the
deferral accounts and finds that its submissions are reasonable. The Commission Panel finds that
the final determination of the extent of the prudency review of deferral accounts should be made

during the review process.

49  Clearing of BC Hydro Deferral Accounts

BC Hydro proposes that no cap or limit be set on any of the deferral accounts, and that the accounts be
looked at together rather than separately when determining amounts to be taken into the revenue
requirement. BC Hydro further submits that the quantum to be recovered in a particular test period
should be determined by the balances in the accounts and factors such as water inflows, interest rate
variations, or other factors affecting BC Hydro’s financial outlook and expectation around future
revenue and rate requirements. The objectives in determining the appropriate amount to recover at any
one time, and the period of time to take that amount into rates, would be smooth and stable rates for
ratepayers (BC Hydro Argument, p. 80; Exhibit B1-10, p. 2B-3).

The CECBC submits that the disposition of balances in deferral accounts should be determined during
the review process (CECBC Argument, p. 54).

Commission Findings

The Commission Panel accepts BC Hydro’s submissions with respect to the clearing of deferral

accounts.
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4.10 Reporting Requirements
BC Hydro commits to providing the Commission with quarterly reports of the balances in each of the
approved deferral accounts including details on changes in the balances for each of the cost components

of the HDA and NHDA (BC Hydro Argument, p. 82; T8: 1071-1072).

BC Hydro proposes that by June 30 of each year, commencing in 2005, it report to the Commission the
variances for the previous fiscal year in the components of the HDA (Exhibit B1-1, Chapter 2, p. 2-23).

The JIESC submits that schedules of the deferral accounts be published quarterly (JIESC Argument,
p. 46).

Commission Findings

The Commission Panel directs BC Hydro to file quarterly and annual reports for the HDA and
NHDA. Further, the Commission Panel directs BC Hydro to file annual reports for the TIDA,

and quarterly reports for the TIDA as available.

411 Interest Charge or Credit

BC Hydro requests approval that all deferral accounts attract an interest charge or credit calculated at
BC Hydro’s average borrowing cost (Exhibit B1-1, p. 2B-3). The request was modified in the response
to an information request and in argument to read as “BC Hydro is proposing that annually the average
balance in each account attract an interest charge or credit equivalent to BC Hydro’s weighted cost of
debt during the same period” (Exhibit B1-8, BCUC IR 2.202.5; BC Hydro Argument, p. 65).

Commission Findings

The Commission Panel approves BC Hydro’s proposal that the average balance in each deferral
account annually attract an interest charge or credit equivalent to BC Hydro’s weighted cost of

debt during the same period.
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4.12 Clarity of Description of Deferral Accounts

The JIESC comments on the need for clarity with respect to the deferral accounts (JIESC Argument,
p. 46; T7: pp. 980-981).

Commission Findings

The Commission Panel determines that the onus is on BC Hydro to ensure clarity with respect to
the exact elements and costs to be contained in the deferral accounts. The Commission Panel
directs BC Hydro to file, by January 31, 2005, the name, number and account description from
the BC Hydro Code of Accounts that are to be included in the deferral accounts approved in this
Decision.



47

5.0 SECTION 45 PLANS

5.1  Organization of Chapter

As noted above, BC Hydro has filed two documents, an IEP and a REAP, pursuant to section 45 of the
Act. BC Hydro is the first utility to file under the new requirements of the Act and this is the first
opportunity for the Commission and Participants to comment on resource planning and the regulatory

review process.

This Chapter first discusses the background to section 45 and the Commission’s related Resource
Planning Guidelines issued in December 2003. It then discusses BC Hydro’s section 45 filings and
proposed section 45 regulatory review process, as presented during the hearing and in written argument.
This is followed by Intervenor positions expressed in their Arguments and BC Hydro’s response in its
Reply Argument. During the subsequent oral argument phase, the Commission Panel provided feedback
and early determinations on BC Hydro’s proposal and the options suggested by Intervenors, followed by
BC Hydro presenting a revised proposal. This Chapter outlines the Commission Panel’s feedback on
the initial proposal and options, BC Hydro’s revised proposal and Intervenor comments with respect
thereto. The Chapter concludes with the Commission Panel’s views on BC Hydro’s proposed section 45
regulatory review process. The Commission Panel’s decisions on certain aspects of the REAP, for
which BC Hydro has specifically sought Commission approval, are dealt with in Section 6.8 and
Chapter 9 of this Decision.

5.2  Background to Section 45 of the UCA

On May 29, 2003, subsections 45(6.1) and (6.2) of the UCA came into force. Subsection 45(6.1)
requires public utilities to file, “in the form and at the times required by the Commission”, the following

plans:

(a) a plan of the capital expenditures the public utility anticipates making over the period specified
by the Commission;

(b) a plan of how the public utility intends to meet the demand for energy by acquiring energy from
other persons, and the expenditures required for that purpose;
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(c) a plan of how the public utility intends to reduce the demand for energy, and the expenditures
required for that purpose.

Upon receipt of a plan filed under UCA subsection (6.1), subsection 45(6.2) gives the Commission the

discretion to:

(a) establish a process to review all or part of the plan and to consider the proposed expenditures
referred to in that plan;

(b) determine that any expenditure referred to in the plan is, or is not at that time, in the interests of
persons within British Columbia who received, or who may receive service from the public
utility; and

(c) determine the manner in which any expenditures referred to in the plan can be recovered in rates.

Bill 40, the Utilities Commission Amendment Act, was introduced “as a positive step forward in
implementing the Province’s new Energy Plan, a plan that will deliver low electricity prices, a secure
and reliable supply of energy, more private sector opportunities and environmental responsibility”
(Exhibit A-28, The Honourable S. Hagen).

Minister Neufeld, on second reading, reiterated that the UCA was being amended as part of the
implementation of the Energy Plan. In reference to the amendments to UCA section 45, he elaborated
that:

To enhance the effectiveness of the Utilities Commission, all public utilities will be
required to file resource plans. Resource plans give the Commission the ability to review
a utility’s resource acquisition in advance of capital expenditures. The intent of the
resource-planning requirement is to protect ratepayers from poor utility expenditure
decisions, to ensure that utilities have adequate supply to meet demand, and to protect
utilities and their shareholders from costs that may have otherwise been disallowed
(Exhibit A-28) (emphasis added).

The Energy Plan also provides some policy directions into the resource acquisition process and the
Commission’s role in that process (Exhibit C4-6, re Policy Action #9, p. 28; IPPBC Argument, pp. 44-
45; T22: 4031-4032):



49

When deciding how to meet a projected power need, BC Hydro’s distribution business
will compare the costs of all potential resources, including IPP purchases, customer-
owned generation, BC Hydro plant efficiency improvements (Resource Smart),
conservation and energy efficiency, and firm imports. The distribution arms of other BC
electric utilities are encouraged to adopt a similar resource acquisition process, if they
have not already done so. The BC Utilities Commission will oversee the acquisition
process to ensure that least-cost options are chosen consistent with a new clean energy
goal.

Prior to the enactment of subsections 45(6.1) and (6.2), the Commission’s involvement in planning
matters had been judicially limited by the February 23, 1996 decision of the BC Court of Appeal in
British Columbia Hydro & Power Authority v. British Columbia (Utilities Commission) (1996), 20
B.C.L.R.(3d)106 (BCCA) delivered by Mr. Justice Goldie on behalf of the Court (the Goldie Decision).
In that case, BC Hydro appealed the Commission’s November 24, 1994 Decision and Order No. G-89-
94 relating to BC Hydro’s 1994/95 revenue requirements application and, specifically, the
Commission’s interpretation of its Integrated Resource Planning Guidelines issued February 1993. BC
Hydro objected to the manner in which the Commission purported to give those Guidelines the force of
a Commission order and the principal relief sought was a declaration “that the IRP related aspects of the
Order No. G-89-94 and of the November Decision are void and of no effect” (Goldie Decision,
paragraph 17).

Mr. Justice Goldie acknowledged that given “the nature of BC Hydro’s business, the magnitude of
financial resources required and the variety of other resources directly or indirectly committed or
affected, virtually every person in the Province will have an interest in the management of that business”

(paragraph 20).

BC Hydro, argued that nowhere in the Act was reference made to planning. The Court concluded that
UCA subsection 51(3) [now 45(6)], which requires a public utility to file annually with the Commission
a statement in prescribed form “... of the extensions to its facilities that it plans to construct”, relates to
the result at the conclusion of the relevant planning process and had little relevance to the case at bar
(paragraphs 29 and 30). Mr. Justice Goldie was “of the view that no section of the Act expressly
enables the Commission to impose by order its chosen form of controlling planning at the stage selected
by it” (paragraph 42). He also noted that no policy making powers are conferred on the Commission
(paragraph 52).
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He commented (at paragraphs 57 to 58) that:

One of the primary responsibilities and functions of the directors of a corporation is the
formulation of plans for its future. In the case of a public utility these plans must of
necessity extend many years into the future and be constantly revised to meet changing
conditions. In the case at bar the effect of the Commission’s directions is to place a
group, whose interests are disparate, in a superior position in the sequence of planning
and to require the directors to justify a deviation from the product of the IRP process in
the exercise of their responsibilities.

Taken as a whole the Utilities Act [sic], viewed in the purposive sense required, does not
reflect any intention on the part of the legislature to confer upon the Commission a
jurisdiction so to determine, punishable on default by sanctions, the manner in which the
directors of a public utility manage its affairs.

The Court granted BC Hydro’s request for a declaration that the Directions in the Reasons for Decision
for Order No. G-89-94 issued November 24 1994 which ordered the application of the Integrated
Resource Plan to BC Hydro were beyond the statutory powers of the Commission and accordingly

unenforceable (paragraph 64).

In December 2003, following the recent amendments to section 45 of the Act and a stakeholder
consultation process, the Commission issued new “Resource Planning Guidelines”. With respect to the
purpose and scope of the Guidelines, the Commission stated that its mandate to direct and evaluate the
resource plans of energy utilities is intended to facilitate the cost-effective delivery of secure and
reliable energy services and that the Guidelines outline a comprehensive process to assist the
development of such plans. The Commission noted that the Act was amended to provide the
Commission with a mandate to implement the policy actions of the Energy Plan and that the
amendments to section 45 of the Act expand upon and clarify the planning requirements of utilities and
the Commission’s role to review filed plans to determine whether expenditures are in the public interest

and whether associated rate changes are necessary and appropriate (RP Guidelines, p. 1).

The RP Guidelines do not alter the fundamental regulatory relationship between the utilities and the
Commission. The RP Guidelines do not mandate a specific outcome to the planning process, nor do
they mandate specific investment decisions. The RP Guidelines provide general guidance regarding
Commission expectations of processes and methods for utilities to follow in developing plans that

reflect their specific circumstances.
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Because this is BC Hydro’s first filing pursuant to UCA subsection 45(6.1), it raises some significant
issues concerning the role of the Commission, as well as some specific issues of substance (BC Hydro
Argument, p. 84). This is the Commission’s first opportunity in a decision to comment on resource

planning, other than the general comments and directions in the RP Guidelines.

5.3 BC Hydro Section 45 Plans

BC Hydro has filed two plans with the Commission:

1. an Integrated Electricity Plan; and

2. aResource Expenditure and Acquisition Plan.

On March 31, 2004 BC Hydro filed its 2004 IEP stating that the document had been prepared in
accordance with the Commission’s Resource Planning Guidelines (Exhibit B1-24, cover letter). BC
Hydro plans to file its IEP on a bi-annual basis. The 2004 IEP presents BC Hydro’s plan for acquiring
the demand-side and supply-side electricity resources necessary to ensure that BC Hydro can meet its
obligation as a public utility to provide reliable, least cost electricity supply in an environmentally and
socially responsible manner, sufficient to meet customer demand. The 2004 IEP has nine components
including, as Part 7, an IEP Action Plan which identifies initiatives that BC Hydro plans to undertake

over the next four years.

On March 31, 2004 BC Hydro also filed its REAP pursuant to subsection 45(6.1) of the Act (Exhibit
B1-23). Although the Commission had not prescribed the form or times for filing the above-mentioned
plans or specified the capital planning period, BC Hydro stated that it had prepared its REAP with a
view to satisfying the requirements of UCA subsection 45(6.1). BC Hydro intends to file a REAP on an

annual basis.
BC Hydro explained that the REAP is drawn from four sources:
1. itemploys the two-year capital expenditure plan filed as Table 11-2 in the Application (Exhibit

B1-1);

2. itincorporates the IEP Action Plan;
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3. itincorporates the energy costs associated with the EPAs discussed in section 3, pages 4-9
through 4-15 of Chapter 4 of the Application; and

4. it adopts the two-year DSM expenditures identified in section 1.5.3 of Chapter 8 of the
Application (Exhibit B1-23 cover letter).

As noted in Section 1.7 of the Decision, the Commission determined that the subsection 45(6.2) review
of the REAP would be heard as part of this proceeding and that it expects to commence a review of the
IEP during the current calendar year (Exhibit A1-11).

During the opening statements prior to the commencement of the hearing, several Intervenors expressed
the expectation that there would be a Commission process to review the 2004 IEP and some suggested
that it should be included in this process to review BC Hydro’s Application. The Chair observed that
the Commission has jurisdiction pursuant to subsection 45(6.2) of the Act to establish a process to
review the 2004 IEP and indicated, at the commencement of the public hearing, that he intended to make
a decision regarding whether or not to exercise that jurisdiction shortly after the close of the evidentiary
phase of the proceeding (T5: 374).

54 BC Hydro Planning Process and Proposed Section 45 Regulatory Review

BC Hydro’s planning process is described at Transcript Volume 8, pages 1002/16-1019/7. As BC
Hydro sees it, the process necessarily begins with the IEP which is a 20-year outlook that identifies
options, as opposed to choosing amongst them. The IEP is a central management tool that provides
essential background to BC Hydro’s Board to determine whether specific decisions are in keeping with
a coherent long-run vision. BC Hydro intends to prepare IEPs on a bi-annual basis and to make the IEP
public. Because the IEP makes no commitment to specific expenditures, BC Hydro argues that there is
nothing in it requiring approval, nor does the Act require such approval (BC Hydro Argument, pp. 84-
85).

BC Hydro views the REAP as the central document that will receive review and approval by the
Commission. BC Hydro intends to file a REAP annually and notes that the form it may take will
depend on whether it is filed concurrently with a revenue requirements application (Exhibit B1-200, p.
86). Itis intended that the REAP will replace BC Hydro’s current annual filings in connection with

capital expenditures required by subsection 45(6) of the Act (Exhibit B1-24, cover letter).
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The direct evidence of Mr. Elton filed on March 29, 2004 (Exhibit B1-9, Tab Elton) explains BC
Hydro’s policy position on the regulatory process as it relates to the REAP. He stated that the IEP is a
long-term planning document and that this IEP is different from past IEPs. He noted that “one of the
objectives of the Energy Plan is to unleash the creativity and flexibility of the private sector to determine
diversified, least cost means of producing electricity” and that “BC Hydro’s role is to facilitate the
development of private sector solutions”, except in certain circumstances. He suggested that in light of
that new role, BC Hydro cannot identify what private sector resources will be built to meet future load
and that the actual portfolios that will be employed by BC Hydro will very much depend on future
events. In his view, “it is the very flexibility of the IEP which makes it wholly unsuitable for review and
approval at this stage” (Exhibit B1-9, Tab Elton, pp. 2-3).

Mr. Elton acknowledged that BC Hydro has an obligation to serve, which is vested in the Distribution
line of business, and that the Commission clearly has jurisdiction to approve and disapprove certain

types of expenditures (T8: 1003). He commented that this clearly is an iterative process (T8: 1006).

BC Hydro submits that it has proposed the REAP and the approval process associated with it in the
context of its long-run IEP and its short-run investment in specific energy acquisition, capital expansion
projects or DSM initiatives. BC Hydro contends that the recent amendments to the Act provide for a
flexible, iterative process that is intended to keep the Commission fully informed of BC Hydro’s plans
as they develop, thereby permitting the Commission to signal its preferences and allow BC Hydro to
adapt its plans accordingly (BC Hydro Argument, p. 84).

BC Hydro states that the REAP identifies those anticipated expenditures on capital projects, resource
acquisition, and demand side management that BC Hydro is currently capable of identifying and
estimating with confidence and, as such, it is amenable to review pursuant to subsection 45(6.1) of the
Act. While the REAP has been developed in the context of BC Hydro’s longer term IEP, BC Hydro
notes that the IEP does not identify specific anticipated expenditures, but rather sets out potential
portfolios of future resources. BC Hydro, therefore, does not seek approval at this stage in connection
with any of the portfolios identified in the IEP, except so far as they are approved as part of the review
of the REAP (Exhibit B1-23, cover letter).
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5.4.1 Intervenor Positions on BC Hydro’s Proposed Reqgulatory Review

All Intervenors had comments and concerns about BC Hydro’s planning process, as outlined in their

filed written arguments.

The JIESC is concerned that BC Hydro is not providing the Commission and stakeholders with an
adequate view of the future and a coherent strategy upon which to base judgments of BC Hydro’s
current expenditures and to assess their effects on revenue requirements and rates. In the JIESC’s view,
UCA subsection 45(6.1) contemplates the creation of an anticipated “plan’ of expenditures over a period
of years and that the REAP, which is a short-term view of the future, does little more than what every
utility has always done, i.e., provide a list of expenditures it plans to undertake during the test period.
The JIESC submits that the REAP does not constitute a plan for purposes of subsection 45(6.1) of the
Act. The JIESC suggests that a longer view of where rates are going is essential and that BC Hydro
should be required to file, at a minimum, a 10-year plan setting out anticipated capital expenditures and

clearly showing the impacts on revenue requirements and rates (JIESC Argument, pp. 55-56).

The CECBC submits that BC Hydro has mistakenly underestimated the role of the Commission in the
review of the REAP and the IEP. The CECBC suggests that a single resource planning document
should be stipulated by the Commission and, at a minimum, it should be a 5 to 10 year plan which
includes a schedule of expenditures within the test year of any revenue requirement proceeding and
includes justifications for major projects. Once reviewed, the Commission would recommend the
regulatory process for the disposition of each of the planning capital expenditures, such as CPCNs, for
regulatory approval. The CECBC requests that the Commission require utilities to follow the
Guidelines and submit a planning document that contains the utility’s preferred resource options and
selected resource capital expenditures (CECBC Argument, pp. 9-11).

The BCOAPO agrees with BC Hydro that the IEP, in its present form, is not susceptible to any
meaningful stakeholder or Commission review, but states that this does not mean that the Commission
should accept it as filed (BCOAPO Argument, p. 10). In the BCOAPQ’s view, the IEP is not really an
electricity plan but a menu or listing of a myriad of available options without any prioritization. The
BCOAPO suggests that what is required is a real long-term electricity plan which, while it would

obviously undergo revision from year to year, would give the Commission and stakeholders a clear
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indication of how the utility is proposing to meet future load growth and to give them an opportunity for
meaningful input into the process (BCOAPO Argument, p. 10). The BCOAPO suggests that the 20-year
timeframe for the IEP is too long and the 4-year timeframe for the REAP is too short. The BCOAPO
submits that the Commission should not approve the REAP as filed but should require BC Hydro to
develop, with appropriate Commission staff and stakeholder input, a 10-year IEP which clearly sets out
resource options and priorities. A 10-year IEP should be filed every year (BCOAPO Argument, pp. 12-
13).

The IPPBC emphasizes the comments of the Chair (at T5: 374) that “the Commission has jurisdiction
pursuant to subsection 45(6.2) to establish a process to review the 2004 IEP” and refers to Exhibit A-28,
the extract from the BC Hansard relating to the amendments to the Act introduced to give the
Commission statutory jurisdiction over utility integrated electricity plans (IPPBC Argument, p. 48) to
support the Commission’s role in resource planning. The IPPBC maintains that BC Hydro took the
same approach to integrated resource planning in the mid-1990s as it is proposing today and that “BC
Hydro wanted no part of a level playing field for IPPs” (IPPBC Argument, p. 46). The IPPBC is
concerned about financial screens utilized by BC Hydro and the decision making process flowing from
the IEP. The IPPBC requests that BC Hydro be ordered to come up with a workable plan, complete
with measurable milestones and deliverables and that BC Hydro participate in a full public review of the
IEP so that interested parties can get answers to their concerns about this IEP (IPPBC Argument, pp. 45,
48).

The Sierra Club submits that the Commission has clear jurisdiction to review the IEP pursuant to
subsections 45(6.1) and (6.2) of the Act which permit consideration and review of electricity or resource
plans (Sierra Club Argument, pp. 17-18) and also refers to Minister Neufeld’s statements in the BC
Hansard extract (Exhibit A-28, p. 2). The Sierra Club suggests that BC Hydro’s approach severely
hinders the ability of the Commission, and BC Hydro’s stakeholders, to conduct a comprehensive and
timely review of BC Hydro’s resource plans. The Sierra Club’s view is that it would be more logical to
start the process with the IEP and (1) evaluate potential resource options; (2) decide which are to be
pursued; and then, (3) seek approval in rates for those expenditures. The Sierra Club states that the
order of the process proposed by BC Hydro is reversed and notes that BC Hydro has also recognized
that it is not the most logical approach (Sierra Club Argument, pp. 19-20; T7: 992).
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The Sierra Club is concerned that under BC Hydro’s proposed approach, the Commission and
stakeholders are precluded from the critical process of determining which demand-side and supply-side
resource options are to be investigated by BC Hydro and are left to consider and debate only those
options which BC Hydro deems, through its own internal processes, worthy of inclusion in a REAP.
Thus, BC Hydro has, in effect, cut the resource planning process in two. The Sierra Club submits that
the amendments to the Act contemplate a single process for review of BC Hydro’s resource planning,
without which the ability of the Commission and stakeholders to have meaningful input will be severely
restricted (Sierra Club Argument, p. 20). The Sierra Club does not accept BC Hydro’s suggestion that
stakeholder input can be accommodated through a stakeholder participation process and submits that
this is not an appropriate forum to discuss and debate the larger issues which do not fit well into a
revenue requirements review or a review of a REAP (Sierra Club Argument, p. 21). The Sierra Club

submits that there should be public reviews of current and future IEPs (Sierra Club Argument, p. 23).

Terasen Gas appreciates BC Hydro’s desire to control the planning process and to avoid cumbersome
regulatory processes in the review of its IEP but also understands the concerns of stakeholders that
meaningful input into the IEP may be limited if there is no public forum under the auspices of the
Commission in which the different interests of various parties may be pursued. Terasen Gas is of the
view that the Commission should allow for public process in the review of the IEP as well as the REAP.
Terasen also suggests that the Commission should use its discretion to establish the form of resource
plans and common filing times and review period across utilities in the province to, among other things,

promote consistency in planning assumptions (Terasen Gas Argument, p. 2).

5.4.2 BC Hydro’s Response to Intervenor Positions

In response, BC Hydro suggests that its proposal provides the Commission and stakeholders with the
complete planning context available to BC Hydro on a regular basis and requires it to seek Commission
approval annually for the specific expenditure decisions made in that context (BC Hydro Reply
Argument, p. 38; T8: 1003-1017). BC Hydro maintains that the result should be a flexible, transparent
process that will allow informed participation by all stakeholders and informed decision-making by the
Commission, while permitting BC Hydro to adapt as circumstances change. According to BC Hydro, it
is the wish to maintain flexibility that lies at the heart of the difference between BC Hydro’s position

and those of Intervenors. BC Hydro acknowledges that the choice of four years for its REAP is
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arbitrary. While maintaining that 10 years is clearly too long because it requires BC Hydro to make
choices too soon and in the absence of necessary facts, BC Hydro accepts that extending the REAP by
one or two years would not do fundamental violence to the approach that BC Hydro is advocating (BC

Hydro Reply Argument, pp. 38-39).

BC Hydro insists that Intervenor concerns that the REAP review process is limited to the consideration
of the options BC Hydro has chosen to consider in its IEP are unfounded (BC Hydro Reply Argument,
p. 43). BC Hydro maintains that any party would be free to question the advisability of an expenditure
proposed in the REAP on the basis that there is an alternative source of supply, whether or not that
source had been considered in the IEP. BC Hydro does not believe that the adversarial process, for all
of its strengths in testing disputed facts, is the best process for developing new ideas and that the
consultative process, which seeks to share information and develop consensus, is better suited to this
type of long-range thinking (Exhibit B1-9, Tab Elton, pp. 2-3; T8: 1002-1018). However, when the IEP
leads to conclusions identified in the REAP, those conclusions can then be tested in the conventional
way through some form of adversarial process administered by the Commission. This, in BC Hydro’s
view, is the essence of the proposed iterative approach and is preferable to trying to force long-term

planning debates artificially into the adversarial process.

BC Hydro accepts that the process may evolve; in its view, the process it has identified simply provides
the starting point for that evolution (BC Hydro Reply Argument, p. 44).

5.5  Options Considered in Oral Argument

During the oral phase of argument on August 17, 2004, the Chair indicated that the Panel had
commenced its deliberations and was further advanced in its consideration of the process to consider BC
Hydro’s UCA subsection 45(6.1) filings. The Chair reviewed the positions suggested by parties, noted
that there were a number of options identified by Intervenors, and provided preliminary comments on
the merits of those options (T22: 4023-4044). He also provided comments on matters relating to
‘resource planning and flexibility’ and ‘regulatory efficiency and effectiveness’ and noted the level of
resource identification that was contemplated in the Energy Plan (T22: 4030-4031; Exhibit C4-6, p. 28
re Policy Action #9).
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He commented that “the design criteria for whatever regulatory process we arrive at to deal with
section 45 plans needs to be done in the context of the flexibility referred to [in BC Hydro’s argument at
p. 84] and [that it] goes beyond simply keeping the Commission fully informed” (T22: 4023-4024).

He agreed that the IEP is quite appropriately a central management tool (T22: 4024) and commented
that it would be of concern “if there wasn’t alignment between BC Hydro’s planning process and the
regulatory process” (T22: 4025). However, he indicated that it is important that the Commission intrude
more into BC Hydro’s planning process than its proposal permits, particularly given the views and
interests of the Intervenors and the fact that the Commission is dealing not only with a process issue but
an issue that is core to the decisions that BC Hydro needs to make over the next few years (T22: 4026).
He suggested that there needs to be a balance between the positions of BC Hydro and the Intervenors

and that this would point to a different regulatory process than that proposed by BC Hydro (T22: 4029).
The oral phase of argument on the section 45 plans was adjourned to August 31, 2004, to allow BC
Hydro (and other Participants) to consider the preliminary views of the Commission Panel, as expressed

by the Chair.

5.5.1 BC Hydro’s Revised Proposal

At the commencement of the second day of the oral phase of argument, BC Hydro stated that it had
accepted “the challenge that [the Chair] provided to it to make suggestions for a process that affords the
opportunity for the Commission to review the IEP in a public forum, while still permitting Hydro the
flexibility to adapt to changed circumstances and retain the final responsibility to meet its obligation to
serve” (T23: 4190).

BC Hydro outlined its proposal to allow for a review of the identification of resource options, i.e., after
it has settled on resource options and following its consultation process in connection with those
options. BC Hydro filed a one-page summary of the “Approximate Timing of Planning and Regulatory
Filing Milestones” (Exhibit B1-202) which outlined the steps and timing of BC Hydro’s planning
process and proposed regulatory review process.
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BC Hydro advises that in the normal course of preparing an IEP, the resource option identification
process will be complete early in the first quarter of a calendar year in which it is to be finalized. Once
the resource identification process is complete, BC Hydro proposes to file a resource options report for
the Commission’s (and stakeholder) review which would include a terms of reference based on the
commentary of issues raised during the consultation process (T23: 4199). The review process and BC
Hydro’s planning process would then be conducted in parallel, i.e., the Commission would conduct a
public review of the ROR while BC Hydro continues with its IEP process, including ongoing

consultation in connection with the development of its portfolio (T23: 4194-4196).

BC Hydro acknowledges that there is potential for confusion with a parallel process but suggests that a
4-month delay in the IEP process while the Commission reviews the report would not be compatible
with its management process, i.e., its need to finalize the IEP by the end of the summer so that the
development of budgets and the action plan can be accomplished early the next year. In BC Hydro’s
view, it is the ‘lesser of two evils’ to run the two processes in parallel. BC Hydro states that if there
were major changes required to portfolios in consequence of the Commission’s decisions resulting from
the review of the ROR, then there might be some delay in finalizing the IEP. In general, BC Hydro does
not expect this to be the case (T23: 4196-4197).

Once the IEP is finalized, BC Hydro proposes to prepare and file its REAP in a manner consistent with

that presented in its Argument.

BC Hydro suggests that this proposal and schedule for the 2005 IEP will be challenging to meet and that
it would not be possible or even fruitful to accommodate that process in connection with the review of
the 2004 IEP, particularly given that not only BC Hydro, but most of the Intervenors, accept that the
form of the 2004 I1EP does not render it suitable for that kind of a review (T23: 4201-4202).

5.5.2 Intervenor Comments on the Revised Proposal

Both the IPPBC and the BCOAPO doubt that the additional opportunity for participation by
stakeholders would be meaningful. The BCOAPO is of the view that the proposal is unduly

complicated though it acknowledged that the process as it is evolving is a step in the right direction
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(T23: 4211-4212). The BCOAPO continues to be of the view that both an IEP and REAP are not
needed and remains concerned about the nature of the plan.

The JIESC reiterates that a resource options list, if it does not talk about priorities, is not a plan and does
not advance the resource planning process in a useful and meaningful manner (T23: 4224). The JIESC
is concerned that following the Commission’s consideration of the ROR, the next review would be in
2005 and would only be a review of the REAP, not of the overall plan. The JIESC suggests that the
Commission should provide some guidance as to what should go into the electricity plan which should
be for a minimum time frame of 10 years to ensure a debate about long-term choices. The JIESC

maintains that only one 10-year plan is needed (T23: 4225-4226).

The Sierra Club does not consider that BC Hydro’s proposal meets the requirements of the Act, nor is it
the most efficacious way of proceeding (T23: 4228). The Sierra Club suggests that what it and the other
Intervenors are proposing need not be inconsistent with BC Hydro’s management and planning
processes which could be adapted for production of a real 1EP for review by the Commission and which
should provide an opportunity to discuss the broader planning process and the establishment of priorities

of resources.

The CECBC notes the crossover between process and substance when dealing with the IEP (T23: 4245)
and reiterates that in reviewing the plans, it is important that the criteria that goes into the proposals be
available for the Commission and others to review (T23: 4251). With respect to the 2004 REAP, the
CECBC asks the Commission to exercise a significant degree of scrutiny of the REAP expenditures
given the CECBC’s view that there was no opportunity for a robust review of the REAP filing in the
context of an IEP which had not been properly prepared and scrutinized (T23: 4253).

5.6 Commission Panel Views on the Regulatory Review Process

The Commission Panel agrees with the BCOAPO that as BC Hydro embarks on a new era of
Commission regulation, the Commission needs to establish an ongoing regulatory framework that
enables it to effectively regulate the utility and allows stakeholders to have meaningful input into the

regulatory process. A proper capital planning process is a key element of this ongoing regulatory
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regime and a clear requirement of the Energy Plan and amendments to the Act which resulted from that
plan (BCOAPO Argument, p. 14).

The Commission Panel notes that the advantages of establishing a process for section 45 plans that is
reflective of the unique circumstances of each utility is important and does not accept Terasen’s
suggestion that the Commission establish a uniform approach to resource planning. In the Commission
Panel’s view, the process necessarily needs to be flexible and adaptive to the circumstances of the

utility.

The importance of the IEP as a central management tool for BC Hydro is acknowledged but the
Commission Panel suggests that the role of the IEP as a “management tool” as well as a “regulatory
tool” should be complementary. The Commission Panel agrees that the IEP must be sufficiently flexible

to respond to changing market conditions and future uncertainties and agrees with the statement that:

Taking this long-term view, however, does not mean that BC Hydro is locked into each
of the resource options identified over the planning horizon. In fact, the IEP must be
sufficiently flexible to respond to changing market conditions and future uncertainties.

In other words, the IEP must meet planning objectives against a range of possible futures,
as these futures cannot be predicted with certainty (IEP, Part 5, p. 6, second paragraph).

The Commission Panel does not consider that this sense of ‘planning and resource’ flexibility is the
difference between BC Hydro’s position and those of the Intervenors. Rather, it is ‘process’ flexibility
where the differences are evident. In the Commission Panel’s view, it should be possible to establish a
regulatory process that does not impinge upon planning and resource flexibility and the Commission

Panel appreciates BC Hydro’s recent attempt in this regard.

The Commission Panel shares some of BC Hydro’s sentiments about inserting the long-term planning
process into an adversarial process. However, given the legislative purpose and the views of
Intervenors, an accommodation must be considered and it is incumbent upon BC Hydro and

stakeholders to endeavour to make it a success.

The Commission Panel does not accept that an extension of the term of the REAP will adequately
introduce regulatory involvement into the planning process. BC Hydro submits that the recently enacted

subsection 45(6.1) of the UCA gives the Commission jurisdiction to require BC Hydro to file an
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intended expenditure plan covering a term that the Commission believes is appropriate (BC Hydro
Argument, p. 42). The Act clearly requires a utility to file a plan of its capital expenditures, demand
side management expenditures and resource acquisition costs and the Commission Panel accepts that its
role in the review of that plan should be in advance of capital expenditures. In the Commission Panel’s
view, regulatory involvement in the planning process will assist the development of a level playing

field, transparency and eliminate perceived conflicts in supply choices.

It is noted that some of the Intervenors appear to be seeking a regulatory role in the identification of the
resource mix which, until the ROR proposal, had not been contemplated by BC Hydro. The level of
detail in resource identification contemplated in the Energy Plan is also noted (Exhibit C4-6, p. 28).

The Commission Panel accepts BC Hydro’s ROR proposal and concludes that the essential

elements of the ROR are as follows:

1. toidentify “resource types” in a manner similar to those identified in Table 7.2, page 70, of
the 2004 IEP, with the identification of specific projects exceeding 50 MW of capacity for
each resource type;

2. to establish target ranges, both a target energy range and a target capacity range, for each
resource type; and

3. to establish an expected unit energy cost range for each resource type.

The “target ranges’ for each resource type should be determined with consideration given to a forecast
of load requirements, transmission system requirements, and energy security requirements. Although
not an essential element of the ROR, BC Hydro may also develop several target ranges for a variety of
planning horizons and planning scenarios. For example, the development of a large hydroelectric
facility during the planning period may suggest different target ranges at the end of the same planning
horizon. A target range may also be established for various forecasted load levels. If various forecasted
load levels are used, then there should be a target range for each forecasted load level. 1f BC Hydro
presents several target ranges, then BC Hydro should also identify the future events most likely to be

determinative of the realized resource portfolio.
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The request for “target ranges” is intended to strike a balance between providing planning flexibility
permitting BC Hydro to adapt to changed circumstances while retaining the final responsibility to meet
its obligation to serve and meeting stakeholders’ interests, in some cases commercial interests, for a
regulatory process that provides a meaningful review of BC Hydro’s planning options. The
Commission Panel accepts BC Hydro’s position that following the ROR review, the Commission’s
determinations will be incorporated into BC Hydro’s portfolio analysis and final IEP (T23: 4197).
Further, the ROR need not, and it is assumed will not, be accompanied with an action plan. An action
plan is expected to be filed with the REAP as proposed by BC Hydro.

The Commission Panel does not expect that the determination of “target ranges” will be supported by
portfolio analysis; however, preliminary portfolio analysis is not precluded. Moreover, the Commission
Panel does not expect that the determination of “target ranges” will be supported with estimates of costs
beyond “planning estimates”. Estimates need to be prepared with consideration of the intended use, that
is, to support “target ranges”. For specific projects, a suggested confidence range is plus or minus 35
percent. For certain resource types, particularly those that do not include specific projects, planning

estimates may have confidence ranges exceeding plus or minus 35 percent.

In adopting the ROR process together with its identification of the essential elements of the ROR, the
Commission has not made any decisions with respect to a review of an IEP. In this regard, the
Commission Panel notes BC Hydro’s position that the ROR review is in addition to the REAP and IEP
filing and review process proposed by BC Hydro. The ROR process, together with BC Hydro’s own
consultation process, may be sufficient to satisfy the UCA section 45 requirements. The Commission
Panel expects that a decision will be made in this regard at the end of the ROR process. The
Commission Panel accepts BC Hydro’s position that the process is expected to evolve, both to meet

managerial and regulatory requirements.

The Commission Panel acknowledges that the requirement for “target ranges” as described above may
require analysis beyond that assumed by BC Hydro when it proposed the process for the ROR. BC
Hydro may also be concerned that the “target ranges” will change the fundamental characteristic of the

ROR from a list of resource options to a resource plan. In such case, the distinction amongst the ROR,
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REAP and IEP may not be adequate to ensure the integrity of each step of BC Hydro’s planning process.
For that reason, BC Hydro may revise its proposed process so as to better accommodate the essential
elements identified for the ROR and file the proposed revised process as soon as practicable.
Alternatively, by December 1, 2004, BC Hydro may advise the Commission that it no longer supports
the ROR process. In which case, the Commission will provide further direction to BC Hydro with

respect to UCA section 45 requirements.

The Commission Panel notes that BC Hydro will be consulting with stakeholders regarding the ROR
before it is filed with the Commission, and that BC Hydro will be consulting with stakeholders about the
2005 IEP concurrently with the ROR regulatory review (T23: 4196). The Commission Panel notes
Participants’ concerns about the potential for the process to be complex and encourages BC Hydro and

its stakeholders to work together to ensure that the process and input are meaningful.

The Commission Panel approves BC Hydro’s proposal that a terms of reference be used to
establish the scope of the regulatory review of the ROR. The Commission Panel suggests that BC
Hydro file proposed TOR prior to filing the ROR, and as early as January, 2005. The TOR ultimately
approved by the Commission may then provide further direction to BC Hydro regarding the ROR.

One concern held by many Participants during the proceeding relates to the evaluation of project
alternatives in the IEP, REAP and various bidding processes. Part of this criticism is based on BC
Hydro’s internal conflict regarding assessing its own internal projects (Power Smart, Resource Smart,
etc.) against external projects and power purchases. A related concern is a real or perceived lack of
transparency with respect to evaluations. Another concern arises from changing evaluation parameters
at various times and for various projects. These concerns were also raised by the Intervenors in the
VIGP Decision and have previously been addressed by the Commission in the VIGP Decision at

page 80.

The Commission Panel notes that as long as BC Hydro is both a supplier and a buyer such concerns will
be difficult to fully alleviate particularly if BC Hydro’s planning and resource selection processes do not
meet stakeholder expectations for transparent and open planning and project evaluation. The
Commission notes that one key input to project evaluation is BC Hydro’s own financial models.

Consistency of assumptions for financial modeling between internal and external projects is paramount.
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The Commission is encouraged by assurances in BC Hydro’s testimony that the ‘level playing field” and
evaluation transparency are concerns to BC Hydro and will expect to see evidence of improved

performance during the next IEP/REAP approval process,

Ms. Van Ruyven - “I think we’ve made a start in the Integrated Electricity Plan. | think
there’s a lot more work to do for that level playing field and a lot more work to do on
transparencies and we would hope in the second Integrated Electricity Plan we’re able to
make significant progress forward so that we’re able to do that. But we’ve made a start
and I think it’ll be an evolution over a period of time.”

Commissioner Birch — “But you agree that’s the direction we’re headed.”

Ms. Van Ruyven — “Absolutely it’s the direction we have to go in” (T7: 947).

The Commission Panel accepts that the 2004 I1EP, as presented, is not susceptible to meaningful
review at this time, particularly given the next iteration of the resource planning process and the
evolving regulatory review process. Accordingly, the focus will now turn to the REAP and the
specific requests related thereto in BC Hydro’s Argument. The Commission Panel accepts BC Hydro’s
proposal that the REAP will replace BC Hydro’s current annual filings in connection with capital
expenditures pursuant to subsection 45(6) of the UCA. The Commission Panel’s consideration of the
REAP is found in Section 6.8 and in Chapter 9 of this Decision.
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6.0 REVENUE REQUIREMENTS

6.1  Organization of Chapter

This Chapter first makes several comments related to the re-regulation of BC Hydro, including the
Energy Plan and the implementation of organizational changes required to implement the Energy Plan.
Then budgeting and prioritization issues are addressed, particularly in the context of reliability
performance and the ageing infrastructure. Next capital expenditures for each line of business are
identified, followed by the elements of the REAP related to capital expenditures and resource
acquisition. OMA issues are then considered, including Field Services deployment of labour resources

and increases to staff levels. The Chapter closes with consideration of the sales and revenue forecasts.

6.2  The Re-regulation of BC Hydro

This Application was made in the context of significant recent policy developments, including the
release of the Energy Plan (Exhibit B1-1, p. 1-3). The Energy Plan provides BC Hydro with a number
of opportunities and challenges. BC Hydro staff has worked for decades under an obligation to serve
which held safety and reliability as the predominant measures of performance. While BC Hydro has
done a good job of designing, building and maintaining its system over the years, the lack of identifiable
commercial criteria in many of its management processes has left it open to criticism by its ratepayers

who have not always been satisfied that BC Hydro’s costs were justified.

The Energy Plan changed the role and mandate of BC Hydro. BC Hydro has responded through
changes in its executive ranks, a flattening of its management structure, outsourcing in non-critical
areas, introduction of a pay-for-performance compensation system, and separation of its critical business

units into a lines of business structure.

The Commission Panel was impressed by the credibility of the testimony of BC Hydro’s various
witnesses. In particular, it is apparent that BC Hydro senior management appreciates the magnitude of
the challenge of successfully implementing the changes called for by the Energy Plan. The Commission

Panel is generally satisfied with the direction senior management are taking their lines of business
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and the general timetable they are working toward to make the necessary changes (BC Hydro Argument,

p. 30), with the exception of the Engineering Services Group as discussed below.

6.3 Introduction, Rate Increase and Cost Pressures

The Application seeks approval for a significant increase in revenue requirements and rates. The JIESC
submits that the applied-for rate increases of 7.23 and 1.67 percent would take $205 million from BC
Hydro’s customers in F2005 and $226 million in F2006. The JIESC further submits that this increase
will lead to a reduced level of economic activity and employment during the down-cycles in commodity
markets (JIESC Argument, p. 1). The PRRD states that energy costs for civic and institutional facilities
must come from finite budgets and any increase in energy costs takes funds away from the delivery of
services (Exhibit C20-5, p. 8).

The Commission Panel views the applied-for increase as a significant one-time increase. As discussed
below, the Commission Panel notes Mr. Elton’s testimony that long-term rate stability is a priority (T7:
p. 958). This Application is the first step in the re-regulation, contemplated in the Energy Plan, of BC
Hydro. The re-regulation of BC Hydro will not be completed with this Application (T5: 426).

BC Hydro rates have not increased since 1993. Since 1993 there have been significant increases in load,
cost of energy, and operating costs. During the same period, trade revenue was increasing and finance
costs were decreasing. BC Hydro’s ratepayers have benefited from rates that have decreased by 14
percent in real terms since 1993, in part, due to trade activity through Powerex (T5: 424; T3: 255).

From F1994 to F2004 domestic sales have increased from 42,018 GWh to 49,875 GWh, which is a 19
percent increase in domestic sales (Exhibit B1-1, p. 1-7, Table 1-1; p. 2A-5, Table 2A-4). From F1994
to F2002, the domestic cost of energy has increased from $369 million to $1425 million (Exhibit B1-7,
BCUC IR 1.2.26). From F1994 to F2004, OMA expenses have increased from $503 million to $613
million, which is a 22 percent increase in OMA expenses (Exhibit B1-11, JIESC IR 1.1.0(a)).
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The JIESC submits that the last 10 years have been good to BC Hydro and to the shareholder. BC
Hydro’s costs have been reduced by approximately $222 million as a result of refinancing, annual
domestic sales have increased from $2.1 billion in F1994 to $2.5 billion in F2005, and BC Hydro has
also received the benefits of very substantial export profits (JIESC Argument, p. 2).

The Commission Panel notes that for F2004 BC Hydro reported actual net income of $98 million and a
return on equity of 3.6 percent (Exhibit B1-197, p. 4). Pursuant to HC2, the allowed rate of return for
F2004 was 14.33 percent (Exhibit B1-1, p. 2A-4). BC Hydro submits that rates are not sustainable
going forward because it is not anticipated that trade income will continue to make up the shortfall in the
contribution by domestic customers and it is not anticipated that interest rates will continue to decline
(T5: 428). Further, BC Hydro submits that the increased rates are necessary to allow BC Hydro to
provide service on the basis that it has in the past, particularly to improve reliability performance.

BC Hydro submits that the increases in the OMA and capital expenditures are due primarily to ageing
assets. BC Hydro claims that rapid load growth in the 1960s and 1970s had to be accommodated with
rapid expansion of the system, and that the maturity of many components in the system requires
significant expenditures to preserve and improve reliability and service levels (Exhibit B1-1, p. 1-8).
BC Hydro emphasizes that it is clearly committed to providing safe, reliable electricity at the lowest
long-term cost possible (BC Hydro Argument, pp. 30-31). BC Hydro submits that it has demonstrated
in evidence that appropriate mechanisms are in place to ensure that it will continue to deliver safe, cost-
effective, reliable electrical service. BC Hydro submits that no better mechanisms were demonstrated

by any Intervenor, and that no identifiable cost savings were put in evidence.

BC Hydro argues that since it is committed to the objective of providing safe, reliable service at the
lowest long-term cost possible, there is no place for across-the-board or other cost disallowances that are
arbitrary, unless the disallowances are rooted in quantitative evidence. BC Hydro reviewed evidence of
Generation’s focus on cost-effectiveness, the importance of safety, Distribution’s efforts to restore
reliability to historic levels and BCTC’s objectives of reliable, cost effective service. BC Hydro also
provided an overview of the mechanisms it is using to achieve its objectives, including its lines of
business structure, outsourcing strategy and OMA and capital planning processes. Specific mention was

made of the Project Evaluation Tool that Distribution uses to track and prioritize its many work orders,
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and the critical review and prioritization of expenditures in its OMA and capital budgets by BCTC (BC
Hydro Argument, pp. 30-42).

In Reply Argument, BC Hydro maintains that Intervenors who would have the Commission reject BC
Hydro’s financial evidence supporting a rate increase should provide contrary evidence, or demonstrate
through cross-examination or documentation that BC Hydro’s evidence is unreliable. BC Hydro notes
that Intervenors did not call evidence on many cost issues, and failed to demonstrate through cross-
examination any obvious flaws in BC Hydro’s cost estimates. BC Hydro argues that the assertion by the
JIESC that there was no evidence that BC Hydro is able to prioritize capital investment did not
recognize the evidence of BC Hydro and BCTC witnesses. BC Hydro argues that a utility-wide cost
control and prioritization tool is not possible, and noted that the bottom up prioritization results at BCTC
are reconciled against rate impacts (BC Hydro Reply Argument, pp. 5-8, 20-23).

Intervenor Submissions

The JIESC argues that the length of time since BC Hydro’s last rate case, the massive record and the
multiple and recent reorganizations by BC Hydro made it difficult for an Intervenor to present the sort
of evidence that would normally be desirable about the increase. The JIESC urges the Commission to
not accept reliability as a global justification of expenditures, but to approve only those expenditures

that make economic sense in all the circumstances.

The JIESC argues that, except possibly for Generation, BC Hydro has failed to control its capital
spending in any meaningful way, and observed that capital spending has increased from $521 million in
F2002 to $895 million in F2006. BC Hydro noted that, excluding Power Smart, VIGP and GSX, the
F2006 number is $714 million. This is an average increase of 8.2 percent per year since F2002. The
JIESC felt that the failure of senior management to set company-wide constraints and priorities was
demonstrated by filed documents and BC Hydro witnesses regarding processes like the Project
Evaluation Tool, and that this has led to the growth in expenditures. The JIESC argues that there are no
cross lines of business prioritization and, without proper prioritization and constraints, BC Hydro cannot
demonstrate the reasonableness of the planned expenditures. The JIESC also notes that from F1994 to
F2003, BC Hydro under spent its capital budget in all but two of the years, averaging over the period 11
percent below budget. The JIESC expresses concern about proposed Site C evaluation expenditures,
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and recommends that capital expenditures be reduced to the F2002 level of $530 million (JIESC
Argument, pp. 10, 14, 25-29).

The CECBC expresses concern about the level and lack of comprehensive prioritization of capital
expenditures, and argues that these concerns were confirmed by an internal audit review filed in the
hearing, which stated: “Capital projects are not prioritized on a comprehensive basis at the capital
planning stage but are prioritized during the year based on identified needs or available resources”
(CECBC Argument, p. 25). An audit report in 2002 also noted that project budget estimates including
contingencies are often conservative. The CECBC submits that it is impossible to judge which projects
are required or even what an ongoing reasonable level of expenditures should be. The CECBC urges the
Commission to impose further discipline on BC Hydro’s capital spending plans (CECBC Argument,

pp. 25-26).

The BCOAPO agrees that expenditures to maintain security and reliability are important, but encourages
the Commission to ensure that proposed capital expenditure will result in maintaining or improving
existing reliability levels. The BCOAPO notes the difficulty that BC Hydro has in implementing
comprehensive priority and planning, and expressed concern that when prioritization is from the bottom
up, the long-term impact on costs is not assessed. The BCOAPO also notes that overall the reliability of
the transmission and distribution system is very good and customer satisfaction continues to be high.
The BCOAPO argues that the Application supports an atmosphere that assumes unlimited dollars are
available, and submits that the Commission should direct BC Hydro and BCTC to implement a long-

term plan to manage the costs of maintaining reliability of the system.

During the oral hearing, BC Hydro senior management testified to the need to operate efficiently and the

need to manage increasing cost pressures, as stated by Mr. Elton:

One of the things that’s clear with this company, ... is there are obvious upward cost
pressures and there is the cost of energy, there is the aging assets, there is what we’ve
described as the general increase in the need for ... stakeholder issues which tends to add
to cost.

And so if we do nothing but just keep buying more power at the margin, and dealing with
our aging assets, and dealing with the stakeholders, you’d logically expect that at some
point ... our rates would just keep going up and up, and that will be unacceptable (T7:
957-958).
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Asked by the Chair whether he felt he could manage BC Hydro in future in the context of inflation,
Mr. Elton responded that he could and stated:

I mean to do that I have a sense that it will require some significant productivity
improvements over a five to 10 year period ... | believe instinctively that if a whole
organization is focused on achieving steady productivity agreements over time, not just
by saying we’ll cut it, but by changing the way we do things, | believe that’s possible
(T7:960-961).

The Commission Panel notes that BC Hydro has not had a rate increase since 1993, and notes that

certain costs have increased since 1993 and are not offset by cost decreases.

6.4  Budget Review and Approval Process

The BC Hydro budget planning process for F2005 and F2006 began in early F2004 with a review of the
internal and external regulatory and business environment through “Situation Analyses”. The corporate
office and each line of business develop Situation Analyses which describe the current and upcoming
issues that may affect the strategic objectives of BC Hydro. BC Hydro provided an example of how
Situation Analyses evaluated the current level of service quality, identified a target level of service
quality and how performance targets were set in capital and OMA to achieve target service quality in the
test period (Exhibit B1-7, BCUC IR 1.75.3). Some of the key issues identified are ageing assets,
reliability, employee retention and financial sustainability. BC Hydro’s commitment to change over

time to top Quartile performance in each of these areas was confirmed.

The strategic objectives of BC Hydro are used to define the objectives for each line of business and
Situation Analysis is utilized to determine if the objectives of a line of business require changes in order
to meet the corporate objectives. The strategic objectives of BC Hydro were approved by the Board at
meetings on September 20 and 21, 2003. Key components of the strategic objectives for F2005 and
F2006 are improved service quality, continued strong environmental performance, continued strong

financial performance and continued maintenance of a skilled workforce and safe workplace.

Performance targets are developed for the lines of business and corporation as a whole which are
financial and non-financial and allow an assessment of whether strategic objectives are being met. The

development of capital and OMA budgets formally begins after Board approval of strategic objectives.
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These budgets are developed on an iterative process throughout the lines of business to address
performance targets and strategic objectives and are refined in a top-to-bottom and bottom-to-top
manner. The important results of the process were a 5-year capital plan and a 5-year financial forecast
that were finalized on November 20, 2003 (Exhibit B1-1, pp. 3-3 to 3-5) and are reflected in the BC
Hydro Service Plan for F2005 to F2007 (Exhibit A-38).

BCTC provided the following description of its operating and capital budgeting process:

BCTC developed the F2005 and F2006 operating and capital budgets for BC Hydro’s
Transmission line of business as well as for its own operation. For BC Hydro
Transmission, BCTC followed BC Hydro’s general budget guidelines. For BCTC’s own
budgets, no budget guidelines were issued to the organization as BCTC undertook a
centralized budgeting approach for the newly forming business.

The total Transmission budgets (BC Hydro Transmission and BCTC combined) were
developed based on historic BC Hydro Transmission plans and budgets and expanded to
include new budget items associated with the establishment of BCTC as an independent
business entity. A zero-based approach was taken to establish the new budget items —
both ongoing operating costs and capital projects. In doing so, BCTC has followed BC
Hydro guidelines for F2005 and F2006. Transmission budgets were submitted to the
October 2003 BCTC Board of Directors’ meeting for review and approval.

The BC Hydro Transmission budgets were included in BC Hydro budget submission to
its Board of Directors. For F2005, BCTC financial accounts will consolidate with BC
Hydro and hence, BCTC budgets were included in BC Hydro Transmission budgets. For
F2006, BCTC budgets will not be consolidated with BC Hydro and hence do not form
part of BC Hydro Transmission budgets (Exhibit B1-7, BCUC IR 1.69.3).

6.4.1 Prioritization of Generation Capital Expenditures

The Application states that:

BC Hydro Generation prioritizes capital investment based on maximizing value,
managing risk and affordability. Capital planning is a key component of the BC Hydro
Generation asset management process that brings together the technical and economic
aspects of each facility to make the right investment in the right facilities at the right time
(Exhibit B1-1, p. 5-9).
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It has implemented an Equipment Health Rating condition assessment program, and together with
economic, environmental and social risks within the framework of a Latent Risk Matrix, use these tools

to prioritize capital expenditures (Exhibit B1-1, pp. 5-27; Exhibit B1-7, BCUC IR 1.5.30).

6.4.2 Prioritization of Distribution Capital Expenditures

During the oral hearing, Mr. Sherlock and Mr. Gillies described the PET tool used to prioritize capital
spending for distribution (T14: 2395-2398; T15: 2404-2409). The manual for this tool is found in
Exhibit B1-94.

6.4.3 Prioritization of Transmission Capital Expenditures

BCTC stated that the main drivers of transmission capital investments are system reliability and
security, and system expansion. BCTC advised that transmission sustaining capital is planned and
managed within portfolios to ensure projects and programs are effectively prioritized across the

transmission system based on requirements and funding availability (Exhibit B1-1, p. 6-48).

BCTC testified that its sustaining capital expenditures emanate from the track of the maintenance
program (T16: 2781-2782). The criteria employed in moving activities from a maintenance program to
a capital sustainability program are based on factors which include safety, reliability, and the condition
of equipment as indicated by tests and visual inspections, the cost of continued maintenance, and the
probability and consequences of failures. Once the equipment being assessed fails in one or more of the

above criteria, it is prioritized for replacement and is classified as a sustaining capital item.

Intervenor Submissions

Many Intervenors criticized BC Hydro for not adopting simple prioritization schemes to manage its
capital expenditures. The JIESC argues that there was no evidence that BC Hydro attempted to
prioritize in a useful manner. The JIESC submits that in BC Hydro’s budget documents, it is not clear
whether priorities were included or whether anyone understood how they were devised. The JIESC
concluded that the lack of easily understood prioritization methodology, makes it impossible for

stakeholders to evaluate expenditures (JIESC Argument, pp. 26-27).
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The BCAOPO also argues that none of the prioritization tools mentioned by BC Hydro, assess the level
of expenditures and their impact in maintaining or improving reliability of the system (BCAOPO

Argument, p. 25).

BC Hydro’s Reply

BC Hydro argues that the initiatives already in place to ensure that performance targets are met, and the
robustness of the various prioritization tools employed, should be adequate proof of BC Hydro’s focus
on the implementation of the Energy Plan (BC Hydro Reply Argument, p. 20). BC Hydro further
contends that it is simply not possible to devise a comprehensive utility-wide cost control and
prioritization tool that would allow its management and Intervenors to model changes to safety and

reliability, arising from changes to expenditures (BC Hydro Reply Argument, pp. 20-21).

Commission Findings

The Commission Panel finds that the budget review and approval process does not necessarily
need to prioritize projects across lines of business, but does need to prioritize within the lines of
business. BC Hydro acknowledged that a significant portion of capital expenditures, particularly
in Distribution, are incurred pursuant to decisions made by the line organization that are not
reviewed by senior management other than in the aggregate (T7: 919-928). The Commission
Panel expects BC Hydro to review the various prioritization tools employed and provide evidence
at the next revenue requirements proceeding as to how it prioritizes expenditures within the lines
of business, based on reliability and safety targets and annual priorities established by senior
management.

6.5 Data Record

The Commission Panel recognizes this hearing is only the first step on a path toward re-regulation of
BC Hydro by the BCUC. BC Hydro executive and staff have gone through many organizational
changes since 1993, some internally driven and some driven by Provincial Government policy. For the

purposes of this hearing, however, the numerous reorganizations have created problems for Intervenors,
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the Commission and BC Hydro in determining the appropriate comparators for various historical capital
and OMA expenditures.

While BC Hydro provided a wealth of information in its filings, this data was not as useful as would
have been desired due to the lack of comparability of expenditures across years, partly due to the above
reorganizations. The Commission Panel recognizes the difficulty BC Hydro had in providing data going
back almost a decade and acknowledges BC Hydro’s efforts to file the “massive record” of this
proceeding. The Commission Panel expects BC Hydro to maintain its records in such a way that in the
next revenue requirements proceeding direct comparability across years and within functions will be
more easily achieved for both capital and OMA. The Commission Panel expects BC Hydro to continue
with the lines of business model until the next revenue requirements hearing and, accordingly, expects a
more in-depth analysis of costs and trends within the lines of business.

Despite these identified deficiencies in the evidentiary record, the Commission Panel has considered and
finds persuasive the testimony of the BC Hydro executives. The Commission Panel is, therefore,
prepared in these circumstances to rely upon the executives’ evidence that they are working toward
better performance in certain areas. The Commission will look for more tangible evidence of cost trends
in subsequent hearings.

6.6 Issues for Operating, Maintenance, and Administration and Capital Expenditures

6.6.1 Reliability/Ageing Infrastructure

6.6.1.1 Performance Levels

Generation

Generation focuses on reliability and availability performance measures, including:

e number of forced outages per unit;

» availability (percentage of time unit is available, including when unit is operating and when unit
is not operating but available for operation);
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e operating factor (percentage of time unit is operated or on line each year, which does not include
time unit is available but not operating);

» forced outage rate (forced outage time as a percentage of forced outage time plus operating
time);

e maintenance outage factor or corrective maintenance factor (the percentage of time per year
units are on maintenance outages); and

« planned outage factor or preventive maintenance factor (the percentage of time per year units are
on planned outages)

(Exhibit B1-1, p. 5-28).

Exhibit B1-1, pages 5-6, 5-29 and 5-30, Figures 5-5, graphically show Generation’s performance for
availability and forced outage rates. Since 1994, Generation’s reliability trend has declined with the
average number of outages increasing from 3.1 outages per unit to 3.4 outages per unit while over the
same period the CEA reliability trend has improved. Figure 5-6 shows the percentage of time
generation units are out of service for forced outages, corrective maintenance and preventive
maintenance. This percentage varied from approximately 8 percent in 1999 to 11 percent in 2002 and
10 percent in 2003.

Generation observed that the total percentage of out-of-service time has stayed relatively constant
despite ageing equipment because of an increased emphasis on commercial performance and an effort to
return high value generation back to service with additional overtime (Exhibit B1-1, pp. 5-29, 5-30).
Generation also observed that the increasing number of forced outages is an indication that funding may
be insufficient to maintain targeted levels in the future. The targeted levels are shown in Exhibit B1-1,

page 5-17, Table 5-11 and that Table is reproduced below as Table 6-1 to this Decision:

Table 6-1: Reliability Targets, F2005 and F2006

F2003 F2004 F2005 F2006

Actual Target Target Target

Forced Outage | Large Generation 2.3 2.4 2.2 2.1
Count (per unit | Strategic 3.3 3.8 3.6 3.5
per year) Available Energy 4.6 4.8 4.8 4.8
Thermal 2.5 3.0 3.0 3.0
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In order to achieve these targets, Generation stated that it was implementing asset management plans for
each facility which utilized inputs from the Reliability Centered Maintenance (RCM) programs,
Equipment Health Rating, Risk Assessment and Benchmarking (Exhibit B1-1, pp. 5-17, 5-25, 5-26). It

also had reviewed leading maintenance practices, both within and outside the electric utility industry,

and has adopted the RCM methodology to review and revise existing maintenance standards and to

develop new standards (Exhibit B1-1, p. 5-26). It expects to have this program fully implemented by
2005 (Exhibit B1-1, p. 5-27).

Distribution

The principal reliability indices used by Distribution to gauge overall performance are the Average

System Availability Index (ASAI) and the Customer Average Interruption Duration Index (CAIDI).

Exhibit B1-107 presented the last 10 years of reliability indices and removed the effects of major events.

This data is reproduced in part as Table 6-2 below. In testimony Mr. Gillies stated that the reliability

statistics had been fairly flat over the last ten years but have been decreasing for the last four years,
which is a concern to BC Hydro (T15: 2503-2504).

Table 6-2: Key System Performance Indicators and Targets

ASAI ASAI ASAI CAIDI CAIDI CAIDI
(excluding Target (excluding Target
major events) (%) major events) | (hours)
F93 99.9793 99.9793 1.73 1.73
F94 99.9715 99.9728 1.94 1.90
F95 99.9713 99.9725 1.73 1.68
F96 99.9653 99.9735 2.17 1.83
F97 99.9669 99.9738 2.03 1.76
F98 99.9772 99.9772 1.76 1.76
F99 99.9518 99.9750 2.82 1.88
FOO0 99.9739 99.9790 1.87 1.66
FO1 99.9712 99.9780 2.12 1.88
F02 99.9576 99.9752 2.55 1.89
FO3 99.9569 99.9694 99.970 2.60 2.30 2.15
FO4 99.9460 99.9539 99.970 2.79 2.49 2.15
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The adjusted ASAL is seen to be dropping by almost 0.01 percent per year since F2002. With the factor
mentioned in Mr. Gillies’ testimony (T15: 2449), this amounts to an additional 1,500,000 customer
hours lost each year. A similarly alarming trend is seen in the CAIDI indicator, with the adjusted
CAIDI exceeding two hours for the first time in F2003 and F2004, and rising. The targets set for F2005
and F2006 continue to be 99.970 percent for ASAI and 2.15 for CAIDI (Exhibit B1-1, p. 7-30).

Causes of Outages

Distribution has disaggregated its recent outage causes as follows (Exhibit B1-5, Workshop Materials,
“Distribution Reliability”, p. 5):

» Adverse Weather — 24%

e Trees—22%

e Equipment Failure — 11%

e Source Outages (From Transmission system) — 15%
e Motor Vehicle Accidents — 7%

» Others - 21%

Table 6-3 reproduces the reliability expenditures set out in Exhibit B1-5, Workshop Materials,
“Distribution Reliability”, page 9:

Table 6-3: Expenditures for Reliability

Direct Cost of Work Fiscal 2004 — 2006
$ Million (Gross) Fiscal 2004 YEF | Fiscal 2005 | Fiscal 2006 | Increase/(Decrease
)

Operations 31.8 29.3 29.5 (2.3)
Maintenance 20.7 27.6 27.7 7.0
Vegetation 18.0 20.5 20.3 2.3
Replacements 32.3 27.4 28.2 4.2)
Improvements 30.6 36.3 38.8 8.2

Asset Management & 101.6 111.8 115.0 13.4

Maintenance Total

TOTAL 133.4 141.1 144.5 11.1
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Transmission

Transmission indices used to measure transmission reliability include:

e ASAI - Average Service Availability Index - % of time service is available.

e CAIDI - Customer Average Interruption Duration Index - total customer hours of interruption
per total customer interruption.

e SAIDI - System Average Interruption Duration Index - total customer hours of interruption per
total customer served.

e SAIFI - System Average Interruption Frequency Index - frequency of interruptions per delivery
point.

e SARI - System Average Restoration Index per Delivery Point - average time to restore service

(Exhibit B1-5, Workshop Material, “Transmission Reliability”, p. 10).

The PA Consulting Group report (Exhibit B1-11, BCOAPO IR 1.4.0(b), Attachment 5) shows that
Momentary Average Interruption Frequency Index (MAIFI) is also being tracked as a reliability
indicator.

Performance
In response to a BCOAPO information request (Exhibit B1-11, IR 1.5.0.a) to supply all reliability

indices dating back to F1994, BCTC explained that the major index for determining transmission
reliability was the SAIDI index which is displayed graphically below (Exhibit B1-1, p. 6-32):
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SAIDI- Total Interruption Duration That a Delivery Point Experiences Per Year
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Causes of Outages

From Figure 6-2 (Exhibit B1-1, p. 6-29) the source of customer interruptions is 85 percent attributable to
the distribution system and 15 percent attributable to source outages, that is, power transmission lines,
transmission substations, and generation. Transmission lines account for 57 percent of the source

outages and substations for 39 percent. The substation outage causes are illustrated below (Exhibit B1-

1, p. 6-30):
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BCTC has also described vegetation and, in particular, edge tree growth as a high priority problem for
transmission line reliability (Exhibit B1-1, p. 6-32). The program for controlling edge tree growth and
restoring the rights of way to safe widths is estimated to cost $30 million dollars and will be spread over
a 10-year period at $3 million/year (T17: 2900-2902).

The following Table (Exhibit B1-1, p. 6-20, Table 6-6) illustrates the total budget for vegetation and

other maintenance.

Table 6-4: Asset Program Definition: Operations, Maintenance and Administration

($ millions) F2004 Forecast F2005 Plan F2006 Plan
Transmission Line Maintenance $30.4 $29.5 $30.0
Vegetation Maintenance 17.9 18.8 18.3
Stations Maintenance 46.1 48.5 49.5
Total Maintenance — Gross OMA $94.4 $96.9 $97.8
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The vegetation maintenance costs for F2000 were $10.4 million; for F2001, $12.4 million; for F2002,
$12.3 million; and for F2003, $14.5 million. BCTC has stated that the cost increase from F2002 to
F2003 reflects increased vegetation volume. The cost increase from F2003 to F2004 is due to
extraordinary vegetation maintenance in the Southern Interior and increased vegetation work volumes in
other parts of the system (Exhibit B1-7, BCUC IR Response 1.6.7).

Reliability Standards

BCTC is a member of the WECC which has adopted the reliability standards of the North American
Electricity Reliability Council. Commission Order No. G-61-04 approved BCTC’s participation in the
WECC Reliability Management System. The Reliability Management System establishes mandatory
reliability standards. Compliance is reinforced by audit and financial penalties are imposed for non-

compliance.

The WECC conducted a compliance audit in June 2003 and required BCTC to correct one planning
standard (the implementation of an automatic load restoration scheme) and one operating standard (a
plan to mitigate capacity shortages). Both measures have been completed. The WECC also conducted
an operating audit in 2001 and generally found BC Hydro to be operating satisfactorily (Exhibit B1-1,
p. 6-28).

BCTC advised that in order to arrive at the appropriate trade-off between transmission expenditures and
system reliability, it has considered industry standards and benchmarks in designing its maintenance
plans (Exhibit B1-1, p. 6-30).

In a 2002 benchmark study conducted among 11 participating Canadian electric utilities by PA
Consulting Group, BC Hydro Transmission scored very highly (1% Quartile) in transmission expenditure
per structure mile, transmission and distribution substation expenditures, and transmission line
momentary forced outages per 100 circuit mile. However, BC Hydro had 3" Quartile scoring in the
transmission and distribution substation contribution to SAIDI (Exhibit B1-1, p. 6-31). BCTC testified
(T17: 2870) that its substation performance had improved from 4" Quartile in 2001 to 3" Quartile, and
that cost-benefit analyses are conducted on these benchmarking results to determine which projects get

nominated for the asset management program.
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BCTC advises that continued success will be based on technology applications and improved asset
management strategies to manage costs. With respect to vegetation management costs, BCTC reports
that a system-wide, condition-based assessment is conducted annually to facilitate prioritization of work
items in the annual budget and to identify areas of concern for further analysis. The aim is to identify

best practices to control vegetation on each circuit in order to minimize the risk of tree-related outages.

BCTC will be apprised of the status of the transmission assets when the report on the Baseline Study is
completed. The requirement for this Baseline Study was stipulated in Article 7 of the Asset
Management and Maintenance Agreement between BC Hydro and BCTC. The study, which is being
conducted by Acres International, will identify the present state of the asset health and maintenance of
the entire transmission system. The scope document for the study (Exhibit B1-169.03, Transmission
Asset Condition Assessment Project, p. 3) describes a statistical approach for extrapolating the condition
of the entire population of a particular class of equipment in the asset base from an examination of a
smaller, statistically significant sample. Mr. Mansour emphasized the importance of the Baseline Study
and said that the study will establish the status of transmission assets, and in-house tools will then be
employed to direct and prioritize work activities in a consistent, transparent and productive way (T18:
3071-3072). In future applications, the Commission expects BCTC to demonstrate that initiatives
suggested by the statistical overview nature of the Baseline Study are being targeted to the specific
equipment that most needs attention as indicated by detailed condition knowledge of the asset

population.

6.6.1.2 Reliability Expenditures

The degrading trends in the reliability indices needs to be reversed and the indicators returned to historic
levels. BC Hydro’s evidence indicates that a reversal of these trends and restoration of historic
performance levels requires targeted expenditures. BC Hydro provided the expenditures required to
restore and maintain the reliability of the system in the following Table found at BCUC IR 1.1.3 in
Exhibit B1-7, and reproduced below:
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Table 6-5: Expenditures Required to Maintain Reliability of the System

(% millions) F1994 F2003 F2004 F2005 F2006
Actual Estimated Actual YEF Plan Plan

Distribution

OMA 61.4 71.8 70.5 77.4 775

Capital 39.4 50.9 62.9 63.7 67.0

Sub-Total 100.8 122.7 133.4 141.1 144 .5
Generation

OMA 53.0 49.9 48.3 53.4 53.5

Capital 53.9 95.5 08.1 101.1 125.3

Sub-Total 106.9 1454 146.4 154.5 178.8
Transmission

OMA 99.8 84.2 100.7 105.1 105.1

Capital 30.0 88.0 120.0 98.0 90.0

Sub-Total 129.8 172.2 220.7 203.1 195.1
Total OMA 214.2 210.6 2195 235.9 236.1
Total Capital 123.3 234.4 281.0 262.8 282.3
Total OMA and Capital 337.5 440.3 500.5 498.7 518.4
Notes:

e While the above OMA and capital expenditures do impact reliability, they may also impact other
drivers, e.g., safety.

e The OMA costs consist of direct maintenance spending only.

e The F1994 OMA costs for distribution, transmission and generation are estimated.

6.6.1.3 Ageing Analysis

BC Hydro and BCTC stated many times throughout the proceeding that the ageing system is a
significant cost driver. They have provided a number of illustrations which show the relative age of
equipment including distribution wood poles and steel transmission towers (Exhibit B1-5, Workshop
Materials, “Distribution Reliability”, p. 7; Exhibit C23-11, pp. 20-21). In one instance (Exhibit B1-11,
BCOAPO IR 1.55.0(a)), the data shows that approximately two-thirds of the transmission lines are
between 16 and 35 years old, while in another instance (Exhibit B1-11, BCOAPO IR 1.51.0(b)), the
statement is made that “The largest proportion of BC Hydro’s transmission lines are between 30 and 50

years of age.” Of particular significance are condition assessment reports for a number of facilities. For
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example, the condition reports for the steel poles in Richmond and 500 kV towers and grillages identify
corrosion problems attributable to the age of the structures (Exhibit B1-11, BCOAPO IR 1.51.0(a)).

There is an abundance of asset age information contained in the PA Consulting Group report that is
referenced in Exhibit B1-11, BCOAPO IR 1.4.0(b), although some key data have not been provided,
such as data for the BC Hydro population of steel and wood pole transmission structures. The data
shows that the age of the substation equipment compares favourably against other utilities. The PA
Consulting Group report shows that of the 24 utilities in the study, BC Hydro has the lowest overall
percentage of distribution substations and breakers installed prior to 1970, and the third lowest overall
percentage of transmission transformers and breakers installed prior to 1970 (Exhibit B1-11, BCOAPO
IR 1.9.0; PA Consulting Group report, pp. 1172-1175). In fact, the average age of the BC Hydro
installed base of “substation equipment” is at or below the average age of the industry in all categories
except for “transmission relays” (PA Consulting Group report, p. 1176). The largest population increase
in substations, transformers and breakers occurred in the 1970s. This installed base is now between 25
and 35 years old. The other utilities in the PA Consulting Group report sample have significant
populations of similar equipment in service since the 1950s and 1960s (pp. 1172-1175). The methods
that allow those other utilities to keep significant portions of their substation equipment in service for up
to 45 years should be examined to help extract at least 10 more years of life from the 1970s vintage
equipment. According to the data in the PA Consulting Group report, approximately half of BC
Hydro’s installed base of substation equipment is of 1970s vintage. Keeping this equipment in service
for another 10 years will significantly reduce the near-term requirements for capital replacement. The
maintenance needs of older equipment increases, so it is imperative to know the condition of this
relatively large population of older equipment so that valuable maintenance resources can be applied to
have the greatest effect on maintaining or improving reliability. With the next revenue requirements
application, evidence of capital replacements driven by specific equipment condition assessments should
be filed.
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6.6.1.4 Maintenance

Reliability Centered Maintenance initiatives have been undertaken by Transmission, Distribution and
Generation (Exhibit B1-1, pp. 5-26, 7-5; Exhibit B1-11, Response to JIESC IR 1.2.0(a)). This technique
is in different stages of implementation across the various asset classes and regions, but it will be fully
implemented by the end of F2005 (Exhibit B1-1, p. 5-27). Frequency changes to maintenance programs
are expected as a result of the application of RCM in Generation and Transmission, but no frequency
changes are expected in Distribution (Exhibit B1-11, CECBC IR 1.5.1.4).

The evidence indicates the RCM technique optimizes maintenance procedures by making sure the right
procedures are performed at the right time (Exhibit B1-1, p. 5-26), but the decision regarding which
equipment needs maintenance is best answered by condition assessment techniques. Therefore, it is
expected that the Equipment Health Rating initiatives referenced by Generation (Exhibit B1-1, p. 5-27;
Exhibit B1-18) and the Baseline Study for Transmission (T18: 3070-3073) will provide the information
as to which equipment is most in need of maintenance, and the RCM program defines the maintenance

to be performed on that equipment.

BC Hydro has demonstrated that the Distribution has well developed and mature programs for the
management of some of their assets such as the wood pole test and treat program, the vegetation
management program, and several others (Exhibit B1-11, JIESC 1.2.0(a)). Furthermore, BC Hydro
states that Transmission Baseline Study will also address the distribution assets (T15: 2594). The
Commission Panel accepts that knowledge of the condition of the asset base is critical in building and

budgeting an effective maintenance and replacement program for an ageing asset base.

The Commission Panel notes that the scope of the Baseline Study does not include any distribution
assets outside the substation fence (Exhibit B1-169; T16: 2641). Ms. Van Ruyven said that the Baseline
Study did not include distribution assets outside the substation fence because such an audit would be
redundant, given an internal asset audit completed in 2001 (T16: 2641; Exhibit B1-122). Closer
examination of Exhibit B1-122 reveals that the condition of the assets was determined from the
assessment of system performance indicators and feedback from approximately 40 employees. Thus,
this audit does not appear to support the claim that the asset health index is “backed by condition

assessment reports of every one of the components in our system” (T16: 2644).
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Therefore, BC Hydro should review its condition assessment requirements outside of the substation
fence. The Commission Panel also notes that the Baseline Study program appears to have been delayed
(Exhibit B1-7 BCUC IR 1.75.6 schedule 75-6-3, p. 2 of 2), where a deferral of the F2004 budget for this
program is identified.

Intervenor Submissions

The JIESC argues that the present level of reliability and customer satisfaction is high and that the
Commission Panel should not use reliability as a global justification of expenditures. Further, the JIESC
argues that BC Hydro/BCTC lacked a clear prioritization system to effectively constrain capital and
OMA spending (JIESC Argument, pp. 14, 27).

The CECBC argues that as in the Commission decision of 1994, the Commission should find that the
high levels of reliability should not warrant an increase in expenditures (CECBC Argument,
Exhibit C35-12, p. 23).

The BCOAPO agrees that expenditures on reliability are important; however, as the JIESC also argues,
it encourages the Commission to examine the proposed expenditures to ensure that the expenditures will
maintain or improve reliability and that reliability benefits can be measured (BCOAPO Argument,

p. 14). It also argues that overall the present level of reliability is good even though the distribution
system is 3" Quartile in comparison to other CEA utilities at 99.96 percent (BCOAPO Argument, p.
25). The principal concern of the BCOAPO was the apparent lack of a top down strategy to prioritize
costs and to correlate them with reliability goals (BCOAPO Argument, p. 25). BCPOAPO further
argues that the Commission should direct BC Hydro and BCTC to implement a long-term plan to
manage the costs of maintaining reliability of the transmission and distribution systems which should
contain the following elements (BCOAPO Argument, p. 27):

e Comprehensive prioritization and planning;

e Measures that assess the level of expenditures and its impact in maintaining or improving
reliability of the system; and

= Development of incentives for financial accountability and efficiency as a priority.
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BC Hydro argues that such a system of prioritization was simply not possible for a company as large
and complex as BC Hydro (BC Hydro Reply Argument, p. 21). BC Hydro did acknowledge the need to
justify reliability expenditures based upon reliability impacts (T6: 626).

Commission Findings

The Commission Panel notes that BC Hydro’s reliability levels which impact customers are presently 3"
Quartile when compared to North American utilities and 2™ Quartile in comparison to Canadian utilities
(Exhibit B1-1 p 1-11). Further, BC Hydro has expressed concern over its recent customer related
reliability trends (Exhibit B1-1, p. 7-30; T15: 2503-2504). As a result, BC Hydro has set performance
targets and initiated reliability related-measures which would improve its performance to 2" Quartile (in
comparison to North American utilities) (Exhibit B1-1, p. 7-30; Exhibit A-38, p. 23). These reliability
goals are 99.970 percent for the ASAI and 2.15 for the CAIDI. While these indices are primarily
impacted by the outages on the distribution system, ASAI and CAIDI will also be impacted by the
generation and transmission systems. The Commission Panel notes that the reliability goals described in
Table 6-1 of this Decision for the Generation line of business and the SAIDI of two hours set by BCTC
in its Service Plan (Exhibit B1-8, BCUC IR 2.203.1, BCTC Service Plan, p. 9) will contribute to the
overall goals. The Commission Panel also notes that customer groups have been generally satisfied with

the present level of reliability.

The selection of appropriate reliability targets has generated some debate (T15: 2450-2452, 2503-2504,
2591-2594). The use of 10-year averages, excluding major events, allows a utility to gauge performance
over time and detect trends. Subject to acceptable levels of customer satisfaction with these historic
levels of performance, these “average targets” also provide confidence that the condition of the system
is not significantly changing over time, thus helping to avoid inter-generational impacts of system costs.
The Commission Panel finds that the ASAI target of 99.970 percent for F2005 and F2006 is
supported by the historical system performance shown in Exhibit B1-107. The Commission Panel
also finds that the CAIDI target of 2.15 hours is a suitable interim target for F2005 and F2006, but
notes that this level is significantly above historical adjusted average performance.
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The Commission Panel notes the improvement of SAIDI performance over the last four years. There is
concern that there are system performance indicators that are affected by both BC Hydro and BCTC.
The Commission Panel expects that BC Hydro and BCTC will present coordinated and disaggregated
reliability data to the Commission in future reports. The Commission Panel notes that the BCTC SAIDI
target of 2.0 hours referenced in the 2004-2007 Service Plan (Exhibit B1-11, BCOAPO IR 1.5.0(b)),
when combined with the BC Hydro CAIDI target of 2.15 hours, implies a combined SAIFI target of
0.93, which is considerably better than the recent performance shown in the Application (Exhibit B1-2,
Appendix L, p. 3). The Commission Panel finds that BCTC SAIDI target of two hours is an
appropriate target for F2005 and F2006, but notes that both BC Hydro and BCTC can affect each
other’s targeted reliability performance. Therefore, the Commission Panel expects BC Hydro and
BCTC to file, in a timely manner, an agreement on individual quantified impacts to the various

performance indicator targets.

The Commission Panel is concerned that programs and expenditures for improving reliability may not
always be cost effective. In this regard, the Commission Panel notes that BC Hydro and BCTC are
currently undertaking significant efforts, including RCM, EHR, and the Baseline Study, to better
evaluate maintenance priorities. The Commission Panel is not convinced that BC Hydro currently
prioritizes projects appropriately, nor is it convinced that BC Hydro ensures that all alternatives,
including monitoring, repairing, refurbishing or replacing, are considered to maintain asset health. The
Commission Panel expects that with the next revenue requirements applications BC Hydro and BCTC
will provide evidence from current initiatives that justifies reliability expenditures. Further, BC Hydro
and BCTC should expect that with the next revenue requirement application they will be required to
provide more detailed analysis of choices as to whether equipment should be replaced or refurbished.
Such evidence may become available from current initiatives such as RCM, EHR, and the Baseline
Study.

The evidence shows that reliability performance is deteriorating. Alarmed by these trends in the
reliability indices, Ms. Van Ruyven describes an initiative to survey customers to assess reliability
investments based on the value of reliability for customers (T15: 2450-2451). It may be informative to
correlate reliability indices already in use against the results of the survey for the different customer

classes.
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With regard to the cost pressures caused by the ageing system, the Commission Panel is not convinced
that the ageing issue is being managed in the most cost effective way. As the equipment approaches its
end-of-life, it is imperative that the condition of the equipment be known and managed so that
rehabilitation and replacement programs can be targeted to the specific equipment most in need, rather
than applied against a class of equipment. Furthermore, equipment condition data should be provided
that not only identifies the range of equipment condition, but also demonstrates that the maintenance and
capital programs are addressing the equipment that is in the worst condition and is most critical for

system impact.

The Commission Panel also notes BC Hydro’s forecast of significant cost pressures in future years as
suggested in the Generation Business Plan, Appendix C - Capital and Deferred Capital Expenditures by
Primary Driver. This Table shows capital costs related to reliability concerns to be $61 million in
F2006, $86 million in F2007 and $98 million in F2008 (Exhibit B1-8, BCUC IR 2. 203.1, Generation
Business Plan, Appendix C). A forecasted increase of this magnitude suggests that BC Hydro needs to
establish long-term maintenance plans and priorities.

The Commission Panel expects BC Hydro and BCTC to present their reliability indices (SAIFI,
SAIDI, CAIDI, ASAI, SARI, MAIFI, generation forced outages, availability, and the generation
outage rates) both combined and disaggregated (where applicable) on an annual basis with
comparisons to CEA averages. The reliability indices as presented in the PA Consulting Group report
(Exhibit B1-11, BCOAPO IR 1.4.0(b), Attachments 1 to 5) should also be adopted to facilitate periodic
benchmarking with a broader industry sample.

The Commission Panel finds that the reliability expenditures for the test period are justified.
However, BC Hydro and BCTC, in their next revenue requirement proceedings, will be required
to demonstrate a long-term plan for maintaining reliability in a cost-effective and transparent
way. BC Hydro is encouraged to identify reliability expenditures against a selection of reliability
targets. Evidence of customer preferences with respect to reliability expenditures against the selection
of reliability targets may also be helpful to determine the optimal level of reliability expenditures (T15:
2451-2452).
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A comparison of reliability-driven expenditure levels and reliability indicators over time may be a useful
means to assess the cost effectiveness of reliability-driven expenditures. In this regard, graphs in
Appendix 4 to this Decision are illustrative. It is noted from Exhibit B1-5, Workshop Materials,
“Distribution Reliability”, page 5 and “Transmission Reliability”, pages 12-13 that 11 percent of
distribution outages, 5 percent of transmission outages, and 10 percent of substation outages are related
to equipment failures. The majority of outages appear to be caused by vegetation, animals or weather.
The Commission Panel expects that reliability-driven expenditures will be tracked so that the
effectiveness of such expenditures at reducing outages or otherwise increasing reliability can be
assessed.

The graphs in Appendix 4 indicate that reliability indicators do not closely track reliability-driven
expenditures. Nevertheless such tracking may be useful for assessing the appropriateness of reliability-
driven expenditures and the Commission Panel suggests that in the next revenue requirements
application, BC Hydro should track expenditures against reliability indicators for Distribution and
Generation as well as by reliability investments, wherever useful and the data is available. For example,
the edge tree trimming program should be compared to outage statistics related to trees. Other useful
trends that should be tracked include transmission, distribution and generation equipment failures and

their respective contributions to the reliability indices.

The results of the benchmarking studies, as provided by the PA Consulting Group report and the
Haddon Jackson Report, are a useful means of assessing the appropriateness of reliability programs.
The Commission Panel suggests that if BC Hydro and BCTC are not presently obtaining those reports
annually they should do so on an annual basis. In addition, the Commission Panel directs BC Hydro

to update the benchmark studies for its next revenue requirements application.

6.6.2 Safety

BC Hydro states that its goals for public and employee safety are zero injuries (Exhibit B1-1, p. 7-5).
BC Hydro acknowledges that its safety performance began eroding in 1996 and by 1999 its safety
record was worse than average among similar utilities. At that time BC Hydro commissioned Dupont
Safety Resources to conduct a safety evaluation. Since that time BC Hydro’s overall All Injury
Frequency and Disabling Injury Severity indices have decreased from 6.06 and 194.93 in F2000 to 2.96
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and 90.81 at December 31, 2003 (partial fiscal year). These large corporate changes have been largely
due to a steady improvement in Field Services safety record. The safety statistics identified below are

from BC Hydro’s reply to BCUC IR 1.3.2, Exhibit B1-7.

6.6.2.1 Distribution Safety

Distribution has seen a fairly constant All Injury Frequency statistic with some improvement from 2.55
in F2000 to 1.82 in December 2003. However, the Disabling Injury Severity statistics have been
somewhat volatile and have decreased from a low of 33.53 in 2000 to a high of 149.11 in F2002 to a
moderate value of 97.63 in December 2003. These statistics indicate that Distribution (and the rest of
BC Hydro) will be hard pressed to meet the corporate goals of zero injuries for 2005 and 2006 without
another major refocusing of its safety efforts (Exhibit B1-7, BCUC IR 1.3.2).

6.6.2.2 Field Services Safety

Field Services has accomplished a significant improvement in safety since 2000 when its All Injury
Frequency record was 11.16 and its Disabling Injury Severity was 355.49 to an All Injury Frequency
record of 5.00 and a Disabling Injury Severity index of 145.50 as at December 31, 2003 (Exhibit B1-7,
BCUC IR 1.3.2).

6.6.2.3 Transmission Safety (BCTC)

Transmission statistics were very low with most years recording a zero for All Injury Frequency for all
years except F2002 which was 0.45 and a Disabling Injury Severity index which fluctuated from 106.8
in F2000 to 6.73 in F2001 to 108.77 in F2002 to 13.75 in F2003 and to 125.62 to December F2003
(Exhibit B1-7, BCUC IR 1.3.2).
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6.6.2.4 Generation Safety

Generation statistics have been reduced from an All Injury Frequency of 3.82 in F2000 to 2.04 in F2003
and have risen to 2.42 in December 2003, while the Disabling Injury Severity index has been somewhat
volatile from 214.74 in F2000 to 27.69 in 2002, rising to 68.75 as at December 31, 2003 (Exhibit B1-7,
BCUC IR 1.3.2).

6.6.2.5 Contractor Safety

BC Hydro stated that it has not collected Contractor safety statistics (Exhibit B1-7, BCUC IR 1.3.2).
The Berlin report (Exhibit B1-42, Best Practices Review Corporate Safety and Health, p. 59) has
recommended that BC Hydro enhance its incident tracking and investigation systems to include
contractors. However, it is not apparent that other lines of business are planning to implement these
recommendations (T7: 831; T11: 1636-1637) apart from the Distribution line of business which,
according to its service plan, appears to be considering a Contractor Safety program (Exhibit B1-8,
BCUC IR 2.203.1 Distribution Services Plan, p. 9).

6.6.2.6 Incentives for Safety

BC Hydro testified that one of the factors for the employee variable pay and gain sharing programs is
related to safety (T10: 1545; Exhibit B1-42, p. 1). The variable pay incentive program allocates 25
percent to health and safety performance (T10: 1589). In the case of corporate incentives, Mr. Maniago
testified that BC Hydro gains from safety improvements through increased productivity and lower costs
(T11:1607). However, Mr. Maniago also testified that money was not the driving factor to improve the
safety record of his line of business; however, he simply did not want to see people getting hurt (T11:
1607-1608).
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Intervenor Submissions

The JIESC comments that it was not apparent how safety issues were used to prioritize projects (JIESC

Argument, p. 27). No other Intervenors raised issues with regard to employee safety.

Commission Findings

BC Hydro’s safety records began to deteriorate from the period 1999 to 2002. In 2003 after it became
apparent that safety performances were deteriorating the Company re-focused its efforts and
commissioned a number of audits and studies [Best Practices Review on Corporate Safety and Health
(Exhibit B1-42) and Human Resources Leading Practices Study (Exhibit B1-43)] to identify areas of
concern. The refocusing and efforts made to implement the recommendations from these reports have
resulted in improved performances in safety; however, the Commission Panel notes that there are still

areas where performance can be improved.

The first is with respect to the setting of corporate goals. BC Hydro has stated that its corporate goal for
safety is zero public or employee injuries (Exhibit B1-1, p. 3-9). However, this is in contradiction to the
All Injury Frequency targets adopted in the BC Hydro Service Plan (Exhibit A-23, p. 25). Further, this
kind of goal setting, while laudable, does not focus appropriate attention on the plans for achieving the

goals which should be measurable, achievable and accountable.

The second is with respect to contractor safety. The Commission Panel notes that part of the
Distribution business plan is to begin recording contractor accidents which have not been collected to
date. However, the Commission Panel suggests that BC Hydro (and BCTC) take more responsibility for
the actions of its contractors and recognize that the way it lets contracts and decides on how to replace
or repair faulty equipment such as its failing splices, insulators, conductors, and poles can have major
implications for the safety of a contractor’s work force. The Commission Panel directs BC Hydro to
include Contractor statistics in its goal setting and objectives for its pay for performance systems
for its employees and to monitor Contractor safety for work on the BC Hydro system in the same
manner as it does for its own employees. It may take some time for Contractors to establish
sytems to collect such statistics, therefore, if BC Hydro does not expect to be in a position to
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comply with this directive by the next revenue requirements application, then BC Hydro should
file a report with the Commission, by December 1, 2004, to seek temporary relief from this

directive.

6.6.3 Productivity

Mr. Elton stated that he believed productivity increases over the next two years were reflected in the
budget and that over a longer period of time BC Hydro’s rate increases would be kept at a reasonable
level through further increases in productivity (T5: 481-482). He further states that he believes the
restructuring BC Hydro has undertaken will lead to further productivity improvements (T5: 490).

The business or service plans of the business units describe various goals to achieve cost efficiency.

For example, Generation has described the need for a strategy to reduce its General and Administration
costs by 5 percent (Exhibit B1-8, BCUC IR 2.203.1, Generation Service Plan F2005, pp. 3, 6). The
Distribution Service Plan refers to holding the line on cost increases by realizing efficiencies from
previous initiatives such as the ABS contract and the completion of significant IT projects (Service Plan,
pp. 1, 19). The Engineering Services Business Plan describes a number of goals including a higher
utilization rate and holding the line on charge-out rates to offset inflation and wage increases with
efficiency improvements (Engineering Services Business Plan, p. 8). Field Services has also set goals to
improve utilization and hold charge out rates by increasing efficiencies. Although BCTC has identified
measures to improve, it has not set any specific goals with the exception of improvements to net income
(BCTC Service Plan, pp. 6-10).

Field Services also commissioned a best practices review of its operations by ABS and has identified a
number of opportunities for productivity increases. Those opportunities included improving the
workforce efficiency by increasing workers time on tools, decreasing overtime costs and improving the
manner by which contractors are used (Exhibit B1-9, BCUC IR 2.110.4, Accenture Leading Practice
Review, p. 8). Mr. Maniago testified that an area suggested by the report for possible efficiencies in
Contractor management was to promote the consolidation of contracting firms from 80 or 90 to 20 (T10:
1579). ABS estimated an $18 million to $30 million increase in efficiency may be possible from all its
recommendations. Mr. Maniago testified that Field Services will be seeking ways to implement these

recommendations; however, Field Services is not in a position to say if they are feasible or what the cost
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of implementation would be. Mr. Maniago also testified that a number of recommendations will require
a negotiation of new labour contracts (T10: 1577-1580). With regard to the consolidation of
contracting firms, Mr. Maniago testified that BC Hydro would have to examine the benefits of that
proposal closely, but even if it had a net positive benefit it may not be desirable because of social
impacts (T11: 1563-1564).

BC Hydro entered into an agreement on April 23, 2004 with the Line Contractors Association to limit
the number of regular and temporary employees that it maintains in its workforce. The Agreement
reduces the number of Construction Business Unit (CBU) line technicians by 15 (Exhibit B1-9).

Mr. Maniago testified that the agreement had the effect of giving some certainty to the contracting
community for the future allocation of work and benefited BC Hydro by removing a contentious issue
from the hearing (T10: 1537-1538).

In 1994 the Commission issued a decision which required BC Hydro to bring forward a formal policy
which allocated fixed percentages of work between the CBU and Contractors and instituted a
competitive tendering process between Line Contractors and the CBU for the remainder (Exhibit C23-
9). In testimony Mr. Maniago stated that although the specific directions of the decision were not
followed, BC Hydro has achieved the intent of the decision by increasing the amount of the work let out
to competitive tender. He noted that the Line Contractors now receive in excess of 70 percent of the
work (T10: 1521-1522). BC Hydro stated that the issue of competitive bidding between the CBU and
Contractors is still of concern. However, it has not suggested any solutions to this concern (Exhibit B1-
1, p. 9-30).

Intervenor Submissions

The JIESC argues that BC Hydro has not identified any gains or productivity objectives in spite of their
reorganizations and assurances. It further argues that cost increases since 2002 of $65 million should be
more like $4 million based on customer growth, and productivity increases and inflation factors of 2
percent. It argues that the Accenture Leading Practice Review for the Field Services’ Business Line has
identified a possible $18 to $30 million dollar productivity savings. The JIESC also argues it was likely
that the report considered the costs of implementing these opportunities. Further it argues that other

business groups would probably have similar potentials for savings (JIESC Argument, pp. 36, 38, 39).
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With respect to the issue of contracting out line work, the JIESC contends that BC Hydro has failed to
comply with the directions of the Commission’s 1994 Decision and that, in particular, BC Hydro has
failed to institute a system where BC Hydro’s CBU would bid directly against a contractor or carried out
any analysis to determine if a contractor or the CBU deliver better value to the Company (JIESC
Argument, pp. 40-41). It also implied that the purpose of the April 24, 2004 agreement between the
Line Contractors Association and BC Hydro was to exclude the Line Contractors evidence from the
hearing.

The JIESC also argues that the budgets for a number of OMA expenditures are inappropriate and
include $15 million a year for approximately 200 vacancies which BC Hydro has historically
experienced, research projects which do not directly bear on BC Hydro’s current or future operation and
maintenance expenditures and excessive costs for administration of the Accenture Contract (JIESC
Argument, pp. 38, 41).

The JIESC concludes that the OMA budgets should be reduced by 11 percent (JIESC Argument, pp. 37-
41).

The BCOAPO expresses concerns with BC Hydro’s failure to demonstrate a long-term plan to manage
the costs of maintaining a reliable system and that prioritization is driven from the bottom up
(BCOPAPO Argument, pp. 24, 27).

The CECBC makes similar arguments as the JIESC with respect to cost savings for vacancies and for
productivity increases. It concludes that it is appropriate to implement a 3 percent reduction in Gross
OMA expenses based on the conservative budget approach and possible productivity gains achievable
by BC Hydro (CECBC Argument, p. 24).

In Reply Argument, BC Hydro asserted that the Intervenors have failed to provide evidence which
would suggest areas of cost reduction and therefore their assertions for productivity increases or cost
reduction are based on speculation (BC Hydro Reply Argument, pp. 6-7).
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Commission Findings

The Commission Panel accepts that BC Hydro has taken near-term productivity into account when it
prepared its budgets. The Commission Panel notes Mr. Elton’s testimony that future rate increases
would be kept low by future productivity gains achieved by reorganization and other initiatives and that
the present focus of BC Hydro is to instill a corporate culture which promotes these productivity
improvements (T5: 481-482). The Commission Panel accepts that the present reorganization will
require some time to produce the productivity gains expected; however, with BC Hydro’s next

revenue requirements application, claims of productivity gains will require further substantiation.

The Commission Panel accepts Mr. Maniago’s testimony that the ABS review, commissioned by Field

Services, did not define the costs of achieving the identified benefits.

With respect to the issue of possible efficiencies to be gained by a consolidation of the Line Contractor
firms, the Commission Panel concludes that the paramount considerations in the evaluation of possible
benefits and costs arising from a consolidation of the number of Line Contractor firms should be

reliability and cost effectiveness.

BC Hydro has not complied with the specific directions of the 1994 Decision with regard to competitive
tendering between the CBU and Line Contractors. However, the Commission Panel notes that the rate
freeze imposed on BC Hydro had the effect of removing BC Hydro from rate regulation and serves as a
mitigating factor. Further, the Commission Panel is satisfied that BC Hydro has complied with the
intent of the 1994 Decision. The Commission Panel does, however, note the observations in the ABS
report that there are further opportunities for increasing efficiencies and expects BC Hydro to implement
them where feasible. With regard to the issue of competitive tendering between the CBU and Line
Contractors, the Commission Panel continues to expect BC Hydro to develop a policy which will reflect

a competitive allocation of work between the CBU and the Contractors.
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6.6.4 Distribution Non-Integrated Areas

NIAs are remote areas which are supplied by local generating stations that are not connected to the
transmission grid. The reliability of NI1A service has been comparable to that in the integrated area. The
NIA cost of energy was $14 million in F2003 and $13 million in F2004, and is forecast to be $14
million in F2005 and $15 million in F2006. Diesel fuel purchases are a significant operating cost item
(Exhibit B1-1, pp. 7-40 to 7-47). Many of the diesel-generating units are approaching the end of their
recommended service life, and BC Hydro is hiring a manager to develop a business plan for NIA that
will consider options for a capital replacement program and also purchases from IPPs. BC Hydro
expects that this activity will not affect F2005 and F2006 rates for NIA customers or revenue
requirements for the integrated system (T16: 2637-2641).

Commission Findings

The Commission Panel accepts that a re-examination of BC Hydro’s plan for service and cost recovery
is required for the NIAs (Exhibit B1-8, BCUC IR 2.212.1). The Commission expects BC Hydro to
file the NIA report and a recommendation for action by the next revenue requirements
proceeding.

6.6.5 Corporate Sustainability

BC Hydro states the goal for its R&D program is to:

... help address key BC Hydro and industry issues such as ageing infrastructure, energy
security, increasing service level requirements and increasing customer needs (Exhibit
B1-7, BCUC IR 1.3.3).

BC Hydro seeks approval to spend approximately to $8.6 million and $8.7 million in F2005 and F2006
respectively, on corporate sustainability, HydroGEN and strategic research and development (Chapter 3,
p. 3-53, Table 3-35; Exhibit B1-7, BCUC IR 1.3.4; Exhibit B1-68). This is a tripling of the F2004 R&D
budget of $3.04 million (Exhibit B1-7, BCUC IR 1.3.3).
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The CECBC commented specifically about these expenditures in its evidence filed before the oral

hearing as follows:

It is doubtful that BC Hydro will realize benefits for its ratepayers from its forays into
some of these expanded activities. In fact BC Hydro has vague perceptions itself as to
the benefits of some of these activities, such as the acquisition of knowledge and some
future non-specific benefit (Exhibit C35-5, p. 20).

The testimony of Mr. Elton confirms the submissions of the CECBC.:

The challenge in terms of a business case, in terms of a business case that we talk about
costs and benefits is that, as | said, I think it’s frankly hard to say right now what the
benefits will be. So I think it’s more that we made a strategic decision that we should do
something in this area, that we should lever into some of these other initiatives and make
sure that it wasn’t just our effort, and that, if you like, we picked a sum of money and
decided that what is the best way to spend it, rather than saying we will get these benefits
for that sum of money (T7: 849).

Mr. Elton goes on to point out that BC Hydro regards one performance metric of a good utility will be

that it spends a modest amount on research and development (T7: 852).

The Commission Panel finds this approach to be inconsistent with other testimony of Mr. Elton wherein

he states:

I think the Energy Plan is helpful in this respect, because I think what it says to us is, be
very good at running these generation facilities that you’ve run for a long time and that
you’ve actually built, and be very good at serving customers and don’t focus, for
example, on building new generation facilities using products or technologies that you
don’t have a big background in (T7: 962).

Mr. Elton further confirmed in responding to a question from the Chair that BC Hydro views its
mandate from the Energy Plan as narrower and clearer today in terms of reliability and low cost (T7:
963). The Commission Panel finds that the applied-for increase to R&D expenditures in a year when
BC Hydro is applying for a significant rate increase suggests that decisions made by senior management
are not always consistent with the narrower mandate and focus contemplated by the Energy Plan and

expressed by Mr. Elton.



101

This narrower mandate and focus sometimes appears to be contradicted by the evidence. For example,
BC Hydro states that it began the HydroGEN & Fuel Cell Program with the goal of “being a leader in
the B.C. HydroGEN economy” (Exhibit B1-1, p. 3-50). BC Hydro’s R&D budget also contains funds
for participation in European Union Workshops on Ocean and Wave Energy and promotion of
Geothermal Heat Pump Systems (Exhibit B1-68).

Commission Findings

The Commission Panel accepts the evidence of BC Hydro that the Energy Plan contemplates a much
more focused mandate for BC Hydro than in the past, and the much more focused mandate is reliability
and low-cost through the establishment of clear lines of business and an obligation to outsource where
appropriate (Energy Plan, p. 36; T7: 963). The Energy Plan highlights BC Hydro’s relative strength in
the operation of large-scale hydroelectric generation and makes no mention of BC Hydro entering new
lines of business. It is also commercially unreasonable to assume BC Hydro could become a “leader” in
a new business with such limited spending and expertise.

The Commission Panel is not convinced that BC Hydro should spend money on R&D just because some
other utilities are doing so. The Commission Panel is also not convinced that it is “difficult to measure
the actual success of R&D activities” as Mr. Elton suggests (T7: 851).

The Commission Panel finds that R&D spending should be supported by evidence of expected
benefits to customers. There are many avenues open to BC Hydro to benefit from research projects
including active involvement in industry research projects through associations such as EPRI. With BC
Hydro’s considerable purchasing power equipment manufacturers may be willing to conduct significant

research that would be of benefit to BC Hydro with a much lower or no capital investment.

The Commission Panel does not accept that an increase in R&D spending is appropriate at this
time, particularly given the significant applied-for rate increase for F2005. Therefore, the
Commission Panel approves R&D expenditures for F2005 of $3.04 million and for F2006 of $3.04
million. In the next revenue requirements proceeding, R&D expenditures should be supported by

evidence of expected benefits to customers.
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6.7  Capital Expenditures

Introduction

BC Hydro and BCTC total Capital Budgets for F2004 to F2006 are listed in Exhibit B1-96, which is an
update of Table 11-2 in the BC Hydro Application. Table 11-2 as updated is reproduced in Table 6-6

below.

Table 6-6: Capital Expenditure Forecast, F2004 to F2006

Expenditure Category (Note 1) Fiscal 2004 Fiscal 2005 Fiscal 2006

($ millions) S G Total] S G Total| S G Total
Generation Hydro 95 22 117 96 13 109 | 123 12 135
Generation Thermal 6 33 39 3 0 3 3 0 3
Transmission — Lines (Note 2) 71 16 87 41 9 50 44 12 56
Substations (Note 2) 34 37 71 45 80 125 | 53 150 203
Distribution 75 118 193 | 84 123 207 | 8 130 216
Computers 65 2 67 41 2 43 50 4 54
Land & Buildings 10 0 10 8 0 8 6 0 6
Surveys & Investigations 9 0 9 10 0 10 5 0 5
(including Aboriginal
Negotiations)
Vehicles 21 0 21 17 0 17 19 0 19
Power Smart 0 116 116 0 105 105 0 94 94
BCTC (Note 3) 12 0 12 47 0 47 0 0 0
Other 27 0 27 18 0 18 5 0 5
Gross Expenditures 425 344 769 | 410 390 800 | 394 595 989
CIA - Specific 0 (8) (8) 0 (8) (8) 0 9) 9)
CIA - Recurring B @) @Y @ @8 @2 | & (4D @45

| Net Expenditures

| 422 299 722 | 406 344 750 | 390

545 935 |

Notes:

1. S =Sustaining Capital Expenditures; G = Growth Capital Expenditures;
Capital expenditures listed in the Table above do not include expenditures for VIGP/GSX, which
have been given separate treatment.

2. BCTC has responsibility for planning and obtaining approval for transmission and substation
expenditures required to allow BC Hydro to serve its customers.

3. Expenditures are for BCTC — owned assets: Business Support Systems, Control Centre, Lands,
Buildings, Tools and Equipment. BCTC’s updated Capital Plan (May 2004 Filing, Exhibit C23-11)
shows that these figures have now been revised to read $45 million and $56 million for F2005 and

F2006, respectively.
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Sustaining Capital refers to investments such as equipment replacements made to existing infrastructure
to continue the current level of service. Growth Capital refers to investments required to expand service

capabilities due to load growth or specific customer request.

BC Hydro stated that its capital planning approach for Sustaining versus Growth Capital was to ensure
emphasis was placed on sustaining the capability of the ageing electric system (Exhibit B1-7, BCUC IR
1.16.17(a)). BC Hydro further advised that the drivers for sustaining capital expenditures include:
reliability, risk mitigation, regulatory compliance, environmental compliance and improvements, safety

compliance and improvements, and social requirements.

6.7.1 Generation Capital Expenditures

Exhibit B1-8, BCUC IR 2.195.5, Schedule D1-1 at page 2 as revised on April 2, 2004 reproduced in part

as Table 6-7 provides information on capital additions for Generation (Heritage Assets):

Table 6-7: Capital Additions (Heritage Assets)

F2003 F2004 F2005 F2006

Plan Actual Plan Estimate Plan Plan

Sustaining 119.7 114.9 157.0 120.0 116.4 137.4

Growth 146.8 134.4 75.7 54.6 714 204.1
Deferred Capital - - - - - -

Total Capital Additions 266.5 249.3 232.7 174.6 187.8 3415
CIA - (5) - - - -

Total Net Capital Additions 266.5 244.3 232.7 174.6 187.8 341.5
Less: GSX/VIGP (58) (193)

Adjusted Total 129.8 148.5

(GSX/VIGP costs are calculated as the difference between Generation Thermal in Table 11-2 (Exhibit
B1-1, p. 11-2) and Generation Thermal from the REAP table) (Exhibit B1-23, p. 2).

An examination of the capital plan in the Application (Exhibit B1-1, p. 5-10, Table 5-7), indicates that
for F2005, 43 percent of the Generation capital expenditure is allocated to facilities, while 34 percent is
expended on dam safety, and 11 percent on Resource Smart projects. Similarly, the F2006 figures show

that 53 percent is allocated to facilities, 30 percent for dam safety and 8 percent for Resource Smart
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projects. The remaining expenditures relate to costs for environmental sustainability and aboriginal
negotiations as well as IT.

6.7.1.1 Rate Impacts

As an illustrative example to show the relative rate impacts of the proposed capital budgets and based on
BC Hydro’s assumptions in Exhibit B1-61 (including an average life expectancy of 50 years) the impact
on the income statement per year of a capital expenditure of $13 million would be approximately $1
million. Based on this approximation the impact on rates from budgeted capital expenditures for the
years F2005 and F2006 is calculated to be approximately $10 million and $11.5 million. Exhibit B1-64
states that the impact of a $25 million reduction in costs would be approximately a 1 percent rate
reduction. Using this approximation, the impact of capital budgets for F2005 and F2006 would be a 0.4

percent and 0.46 percent rate increase, respectively.

6.7.1.2 Facilities
The capital expenditures earmarked for facilities are primarily used to sustain the generating capability
of existing equipment. This is illustrated in Figure 5-2, page 5-9 of Exhibit B1-1. The expenditures are

spread over a large number of small projects throughout the province.

6.7.1.3 Dams and Dam Safety

Generation is responsible for the management and safety aspects of the 75 hydroelectric dams in the
system. The dams are managed in accordance with the provisions of the Provincial Water Act and the
associated Dam Safety Regulations, under the auspices of the Comptroller of Water Rights. BC Hydro
has incorporated the Canadian Dam Association 1999 “Dam Safety Guidelines” into its dam safety
program, as well as the International Commission of Large Dams Bulletins that represent international
practices (Exhibit B1-1, p. 5-42).
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BC Hydro stated that its dam risk management process includes surveillance, periodic comprehensive
dam safety reviews, identification and prioritization of dam safety issues, dam safety investigations and
capital improvements when required. Comprehensive Dam Safety reviews of each dam are conducted

every 5 to 10 years by independent external senior engineering consultants.

BC Hydro advised that it has instituted the use of Automatic Data Acquisition Systems for dam
surveillance. Therefore, an updated instrumentation database called “Dam Smart” has been
implemented to facilitate the efficient and comprehensive evaluation of data and identification of

anomalous instrumentation readings.

The dam safety budgets for F2005 and F2006 as shown in Tables 5-25 and 5-26 of Exhibit B1-1, page
5-41 are partially reproduced below in Table 6-8 have increased 33 percent and 35 percent respectively,
over F2004.

Table 6-8
$million F2004 F2005 F2006
OMA 4.2 4.3 4.3
Capital > $2 million 27.2 37.5 38.1
Total 314 41.8 42.4

(Note: The figures for capital projects for F2005 and F2006 only include those projects with total costs
over $2 million).

6.7.1.4 Resource Smart Projects

Resource Smart projects are those projects which provide economic energy gains at existing BC Hydro
facilities. These projects are evaluated against the cost of new supply and their implementation costs are

included with Generation’s overall Capital Plan.

For the test years, capital will be expended on 11 Resource Smart projects yielding energy gains of
104 GWh and 31 GWh in F2005 and F2006, respectively (Exhibit B1-1, p. 5-33).
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Included in the capital allocations are the following:

Table 6-9
F2005 F2006
First Nations Negotiations $6.8M $3.6M
Water Use Programs (WUP) $1.3M $0.3M

(Exhibit B1-1, Table 5-27, p. 5-45).

6.7.1.5 First Nations Negotiations

BC Hydro advised that the primary First Nations issue involves historical grievances. Currently
sensitive grievance negotiations are underway with respect to the Peace and Bridge River systems
(Exhibit B1-1, p. 5-48).

BC Hydro has adopted the strategy of developing mutually beneficial business relations with First

Nations and providing strong support for community activities (Exhibit B1-1, p. 5-48).

6.7.1.6 Water Use Program

BC Hydro stated that most of its generation watersheds provide habitat to species with high public value
such as salmon and sturgeon, which have been identified as “at risk”. Additionally, the water resources
have sustained increasing public usage over the past 10 years, and these two issues have combined to
present considerable risk to BC Hydro’s goal of providing reliable low-cost energy (Exhibit B1-1,

pp. 5-45, 5-46). Accordingly, Generation has developed distinct policies to guide its environmental and
social performance. These risks are anticipated to be successfully managed by the government initiated
Water Use Planning program. The objectives of the WUP are to provide greater operating certainty
including regulatory clarity, particularly with respect to the Water Act and the Fisheries Act, and to gain
agreement on the balance of competing pressures that pose risks to Generation business. Approval of
the WUP incorporates a public review and consultation process, which involve various stakeholders
including First Nations (Exhibit B1-1, p. 50).
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BC Hydro is also required by the Provincial Government to develop WUPs for 23 of its hydroelectric
facilities. The plans will ultimately determine how water will be managed and the resulting directions

are expected to be incorporated in the respective water licenses.

As noted in the response to BCUC IR 1.5.50 (Exhibit B1-7), the WUP program is well underway and
should be completed in F2006. As of January 31, 2004, 18 of the 23 WUPs have been submitted to the
Comptroller of Water for regulatory review. The implementation of WUPs effectively constrain the
operations at some generating facilities. The Comptroller of Water has acknowledged this, and to date
has provided offsetting remissions against water rentals to BC Hydro, in circumstances where interim
Orders have resulted in a net loss of energy (Exhibit B1-7, BCUC IR 1.5.53).

BC Hydro advised that the funding received for remissions is placed in a systems operating fund for
eventual flow-through to customers through the HDA (T20: 3532-3533). BC Hydro further advised that
the budget target for the overall WUP program is $50 million, for cost of energy, some infrastructure

costs, and costs of monitoring programs (T20: 3540).

6.7.1.7 Burrard Generating Station

Burrard is a conventional, natural gas-fired, electricity generating station consisting of six independent
units. The generating units were added in stages, the first unit went on-line in 1962 and the sixth was
commissioned in 1975. Units 1 through 4 have been modified to operate either as generators or as
synchronous condensers (Exhibit B1-11, IPPBC IR 1.60.1).

The Burrard Upgrade Project was initiated in 1993 to make capital improvements at the plant to meet
the permitted air emission and cooling water standards, improve operational availability and safety at
the plant, modernize control systems and improve thermal efficiency of the units. The project was
completed in 2003 (Exhibit B1-1, p. 11-8).

Since the mid-1980s asbestos at Burrard has been managed through a program of removal and
encapsulation. Annual funding for asbestos work varies depending on the condition of remaining

asbestos, planned maintenance, construction work, and the results of site reviews (Exhibit B1-1,
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p. 11-20). Capital expenditure forecasts for Burrard for the test years are $3 million per year, and $1
million of this amount is for asbestos removal (Exhibit B1-23, Table 1; T18: 3244).

When the decisions were made to proceed with the Burrard Upgrade Project and to acquire firm gas
transportation to Burrard, the ‘spark spread’ forecasts at the time were such that Burrard was expected to
generate significant amounts of energy for the BC Hydro system. Natural gas prices have, since then,
significantly increased relative to electricity prices and, consequently, Burrard has generated
approximately 100 GWh/year in F2003 and F2004, and a similar amount is forecasted for the current
fiscal year. The forecast for F2006 is only 41 GWh (Exhibit B1-11, IPPBC IR 1.59.1). From a current
operating perspective, Burrard is not dispatched for energy but rather with a primary role of providing
voltage support and standby capacity. Under this operating regime, Units 4, 5 and 6 are placed in
standby generation mode, and Units 1, 2 and 3 are used solely to provide voltage support to the
transmission system. The turbines of these latter three units have been de-coupled from the generators
and along with their boilers, have been placed in temporary storage, but can be recalled to service with
six months notice (T18: 3244; Exhibit B1-1, p. 5-40).

The objective of Burrard’s current operating plan is to minimize the capital and operating costs of
Burrard while maintaining future options until a decision is made as to its future (Exhibit B1-11, IPPBC
IR 1.60.1). In 2002, the Provincial Government established an MLA committee to review the future of
Burrard. The REAP states that BC Hydro will undertake studies to assess options for Burrard, including
shutdown or maintaining units on standby or on recall. For the shutdown option it will access the costs
of site remediation as well as those for replacing system voltage support. It will also update cost
estimates for repowering. Generation expects to make a recommendation as to the future of Burrard by
the end of F2005 (Exhibit B1-11, IPPBC IR 1.60.1, F2005 Asset Plan, p. 3).

BC Hydro’s current position is that it would not make economic sense to continue to operate Burrard in
its present configuration beyond the next 10 years, in light of its high heat rate, high operating and
maintenance cost, high sustaining capital cost, and projected high gas prices (T18: 3242-3243).
Accordingly, BC Hydro has decided to depreciate the plant over the next 10 years. This decision has
not found much support among the Intervenors. The JIESC argues that any increase in depreciation rate

is premature at this time and that the normal rate should continue (JIESC Argument, p. 21). The
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BCAOPO also contends that the proper depreciation life should only be determined once Burrard’s
future has been truly decided, most appropriately, when the MLA Committee’s report is complete
(BCAOPO Argument, p. 24). This same sentiment was also expressed by the CECBC at page 25 of its
Argument.

The IPPBC argued that spending $95 million on Burrard (over the next 20 years) will not deal with the
efficiency problem or the old age of the plant, and is difficult to justify while seeking to accelerate the

depreciation rate for the plant (IPPBC Argument, p. 11).

While significant debate was generated regarding the change in Burrard’s depreciation rate, few
arguments were advanced with respect to BC Hydro’s operating plan for the plant. Various Intervenors
viewed Burrard as critical to BC Hydro’s system at this point in time due more to its role in providing

voltage support than its generating capability in view of high natural gas prices.

Commission Findings

The Commission Panel notes the uncertainty with respect to the future of Burrard, and denies BC
Hydro’s request to change the depreciation rate for the Burrard facility. The Commission Panel

accepts BC Hydro’s proposed operating regime for the plant for the two test years.

6.7.2 Distribution Capital Expenditures

Table 6-10, reproduced from Exhibit B1-8, BCUC IR 2.195.5, Schedule D5, p. 6, revised April 2, 2004,

is a summary of capital expenditures for Distribution, including NIAs:
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Table 6-10: Distribution Capital Expenditures

Millions of Dollars 2003 2003 2004 2004 2005 2006
Plan Actual Plan  Estimate | Forecast | Forecas
t
Sustaining 65.1 60.7 87.2 81.5 87.6 88.9
Growth 104.6 119.8 117.6 117.3 123.4 130.9
Deferred Capital 0.1 0.1 - - - -
Total Capital Gross of CIA 169.8 180.6 204.8 198.8 211.0 219.8
Sustaining CIA (3.0) (8.6) (3.8) (2.5) 4.2) (3.8)
Growth CIA (37.0) (359 | (36.3) (36.6) (38.3) (41.0)
Total CIA (40.0) (44.5) | (40.1) (39.1) (42.6) (44.8)
Total Net Capital 129.8 136.1 164.7 159.8 168.4 175.0

Under BC Hydro’s approved Extension Policy, customers who are seeking service are responsible for a
significant share of the cost of the extensions through CIA.

6.7.2.1 Impact on Rates

For illustrative purposes the approximate rate impacts for the Distribution capital expenditures are
calculated from Exhibits B1-61 and B1-64 in the same manner as were the Generation rate impacts for
capital expenditures. They are estimated to be $13 million for F2005 and $13.5 million for F2006 which
are equivalent to rate increases of approximately 0.52 percent and 0.54 percent, respectively. Note that
Exhibit B1-61 uses an asset life of 50 years. In the case of distribution assets this is likely to be lower
and thus the rate impacts will be slightly higher than the above illustration.

6.7.2.2 Cost Drivers

The main drivers of Distribution capital expenditures are:

1. Net Customer Additions, which are expected to increase by 18 percent from F2004 to F2005
(Exhibit B1-1, p. 7-7);

2. IPP interconnections; reliability, which BC Hydro states has declined in each of the last two
years; and

3. ageing infrastructure, which requires higher investments in equipment replacements.



111

Distribution has identified a number of asset health issues which are examples of the need for an
increase to sustaining capital expenditures. They include an increasing number of pole replacements
(Exhibit B1-1, p. 7-24), fused cutout replacements (p. 7-25) faulty splice replacements (T15: 2509)
cable replacements and primary conductors (p. 7-25), along with other assets which are ageing.

6.7.2.3 Depreciation Rate — Distribution Transformers

The Application contains a proposal to change the depreciation rate of distribution transformers based
on the recommendation from Gannet-Fleming (BCUC IR 1.78.1) that the useful life be changed from 35
years to 30 years. The basis for this reduction is based on the broad industry experience of Gannet-
Fleming’s, although BC Hydro’s own experience for the failure rate of distribution transformers has
been relatively constant since 1996 at less than 0.2 percent per year (see response to the CECBC IR
1.8.2.2). Furthermore, the PA Consulting Group report (provided in the response to BCOAPO IR
1.4.0(b)) shows that BC Hydro has among the lowest contribution to Distribution SAIDI by overhead

distribution equipment failures of the utilities in the sample.

The Gannett Fleming study also proposed that a negative net salvage value of minus 10 percent as

appropriate for this account compared to the minus 16 percent that is currently used.

Commission Findings

The Commission Panel denies BC Hydro’s request to change the depreciation rate of distribution
transformers based on a change in the useful life from 35 years to 30 years because the evidence
provided does not indicate that the installed base is experiencing either accelerated failure rates,
or disproportional contributions to outage frequencies or durations. The Commission Panel
accepts the salvage value evidence of Gannett Fleming and approves the change to a minus 10

percent negative net salvage value provision for distribution transformers.
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6.7.3 Transmission Capital Expenditures

As is the case with Generation, the Transmission capital allocation is classified as either Sustaining

Capital or Growth Capital.

Table 6-11: Transmission Capital Expenditures

F2003 F2004 F2005 F2006 F2006
Millions $ Plan Actual Plan Forecas Plan Plan Plan
t BC Hydro | BCTC
Sustaining 120.0 99.1 135.0 143.0 155.0 104.0 43.0
Growth 40.0 68.0 45.0 53.0 89.0 162.0
CIA (6.0) (12.2) (5.0) (8.0) (8.0) (9.0)
Total Capital 154.0 154.9 175.0 188.0 236.0 257.0 43.0
Expenditures

(Reproduced from Exhibit B1-8, BCUC IR 2.195.5, Schedule D4, p. 5 revised April 2, 2004)

6.7.3.1 Impact on Rates

For illustrative purposes the approximate rate impacts for the Transmission capital expenditures are
calculated from Exhibits B1-61 and B1-64 in the same manner as were the Generation rate impacts for
capital expenditures. From Exhibits B1-61 and B1-64 the impact of Transmission’s budgeted capital
expenditures on rates are $14.7 million for F2005 and $19.8 million for F2006. This has a rate increase

impact of approximately 0.58 percent and 0.79 percent respectively.

BCTC rate impacts are calculated to be approximately $3.46 million for F2005 and $4.3 million for

F2006 with a corresponding rate increase impact of approximately 0.14 percent and 0.17 percent.

Transmission Growth Capital projects are financed by BC Hydro at the direction of BCTC, when
expansion of the transmission system is required to accommodate customer growth and to interconnect

new generators or other transmission customers. These investments are made pursuant to the NITS
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Tariff under the WTS tariffs (Exhibit B1-1, pp. 6-49, 6-50), or they may be financed pursuant to the PTP
tariff of the WTS.

The Transmission Growth Capital plan is shown in the following Table reproduced from Table 6-17 in
Exhibit B1-1, page 6-50. The Table shows a signficiant change in Growth Capital from F2005 to
F2006. BC Hydro explained that this was due to several signficiant projects required to meet its demand
for NITS.

Table 6-12: Transmission Growth Capital

BC Hydro Transmission Portfolio F2004 F2005 F2006
($ Millions) Forecast Plan Plan
Stations 42.0 53.0 49.0
Independent Power Producers 7 8.0 24.0
Network Integration Transmission Service - 25.0 86.0
Transmission Lines 4.0 3.0 3.0
Contribution in Aid (8.0) (8.0) (9.0
Total Growth Capital Expenditures 45.0 81.0 153.0

The NITS projects that comprise a significant component of the expenditure are:

e Vancouver Island 230 kV cable - Definition Phase, including environmental, technical and
public consultation;

e Nicola- Meridian (5L83) - Definition Phase, including environmental, technical and public
consultation, and

e 5L.91/98 Series Compensation/ CB replacement - NITS requirement.

These projects are among those identified in the NITS Facilities Study resulting from BC Hydro’s
Generation line of business NITS Application in 2001 (Exhibit B1-8, BCUC IR 2.118.7).
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6.7.3.2 BCTC Capital Plan

The capital assets owned by BCTC include business systems and equipment, transmission control
systems and IT systems and hardware.

The capital spending proposed by BCTC during the test years is incorporated in Table 6-11 above, and
is detailed below.

Table 6-13: BCTC Capital Expenditures

BCTC ($million) Revised — May ’04 Capital Plan
December 03 Application
F2004 F2005 F2006 F2005 F2006
Growth - - - - -
Sustaining 12 47 43 45 56
Total 12 47 43 45 56

(Reproduced from Exhibit B1-1, p. 6-46, Table 6-15; Exhibit B1-11, BCAOPO IR1.61.0(a); Exhibit
C23-11, p.145)

The most significant expenditure contemplated by BCTC is the SCMP. The estimated capital cost of
this project as presented in the BC Hydro Application was $105 million in total, with expenditures of
$25.1 million and $29.8 million in F2005 and F2006 respectively (Exhibit B1-1, p. 6-72). Testimony at
the hearing revealed that the total cost is now estimated at $130 million, and expenditures of $22.4
million and $46.3 million are planned for F2005 and F2006 respectively (T16: 2818). This project is yet
to receive Commission approval, and a CPCN Application is anticipated to be filed with the
Commission shortly. A deferral account for this project has been approved by Commission under Order
No. G-1-04, dated January 8, 2004.
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6.8 REAP

The REAP contains the following elements:

e Capital Expenditure Forecast for F2005 and F2006;

= Action Plan for F2005 to F2008;

e Contracted Energy Purchase Expenditures for F2005 to F2008; and

e Demand Side Management Expenditure Forecast for F2005 and F2006.

The capital expenditure forecast discussed in Section 2 of the REAP, includes all of BC Hydro’s
forecasted capital expenditures required to serve its customers (Exhibit B1-23, Table 1, p. 2). The
supporting documentation for the capital expenditures in Table 1 is found in Chapters 3 through 9 of the

BC Hydro Application.

The Action Plan discussed in Section 3 of the REAP, is composed of four main categories: continuance
of the current programs; new projects and initiatives; future resource additions requiring near-term
evaluations; and planning and portfolio management. It also contains a contingency plan which presents
the steps BC Hydro will take to manage risks and uncertainties (Exhibit B1-23, pp. 3, 10).

Section 4 of the REAP outlines the contracted energy purchase expenditures and lists the corresponding
energy for the committed EPAs (Exhibit B1-23, Table 2, p. 11).

The DSM expenditure forecast (Section 5 of the REAP) shows the revenue requirement for F2005 and
F2006 that flows from the Power Smart expenses and capital expenditures to F2006 (Exhibit B1-23,
Table 4, p. 12). The supporting documentation for these expenditures is found in Chapter 4, Section 2
and Chapter 8, Section 1 of Exhibit B1-1.

BC Hydro’s specific requests for approval and directions related to the REAP are discussed below as
well as project investigation costs contemplated in the REAP.



116

6.8.1 BC Hydro’s Specific Requests for Approval/Directions

In its Final Argument, BC Hydro requests the Commission to determine that:

(i) the expenditures made pursuant to existing Energy Purchase Agreements are in the public interest
and ought to be recoverable in rates (BC Hydro Argument, p. 87);

(i) committing to acquire an additional 400 GWh through an energy call, conducted generally in
accordance with the procedures employed in previous energy calls and in a way that ensures a
level playing field between all bidders in the process, is a prudent action that should be approved
and that any expenditure commitments made pursuant to that energy call should be recovered in
future rates, provided that BC Hydro has filed the EPAs with the Commission and the Commission
is satisfied that their individual terms comply with the framework established by the energy call
(BC Hydro Argument, p. 88);

(iii) with respect to other section 71 filings, the Commission should send a clear signal that it will only
require a review of individual contracts in exceptional circumstances (BC Hydro Argument, p. 92);
and

(iv) there should be no further inquiry into whether the specific expenditures contemplated both of a

capital nature and with respect to DSM are prudent and that those aspects of the REAP should be
recovered in rates (BC Hydro Argument, p. 87).

Further details of the above items follow:

6.8.1.1 Filed Enerqgy Purchase Agreements

With respect to resource acquisitions, the REAP elaborates some portions of the cost of energy chapter
in the Application, but it also encompasses those commitments which are anticipated to be made during
the REAP period (i.e., the next four years), whether or not they result in expenditures by BC Hydro in
that period (BC Hydro Argument, p. 86).

A summary of the energy supply costs arising from EPAs in the test periods is found at Table 4-3,
Exhibit B1-1, Chapter 4, Section 3, pp. 4-9 to 4-15. Both EPAs contracted before F2001 and since

F2001 are described. Four energy calls have been conducted since F2001.:
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e 2000 request for expression of interest for green energy which resulted in three signed
agreements;

e 2001 green energy call which resulted in 18 small projects and three large projects entering into
agreements;

e 2002 customer based generation call which resulted in five bidders signing agreements; and

e 2002 green power generation call which resulted in 16 bidders entering into agreements.

The pricing for each contract is confidential, resulting from the 2000 request; however, according to BC
Hydro, at or below BC Hydro’s estimate of long-term electricity prices on a levelized basis. The
levelized unit energy cost for the other three calls, expressed in 2003 dollars, is $51/MWh (small
projects)/$48/MWh (large projects), for the 2001 Green Energy Call, $54/MWh and $51/MWh,
respectively, for the 2002 calls (Exhibit B1-1, pp. 4-12, 4-15). These four calls have expected deliveries
of 425 GWh in F2004, 937 GWh in F2005 and 1,056 GWh in F2006 for a grand total of 2418 GWh .

EPAs related to these calls were filed with the Commission on October 21, 2003 (Exhibit B1-3),
January 13, 2004 and April 8, 2004 (Exhibit B1-26). By Orders No. E-10-3 dated December 24, 2003,
E-1-04 dated March 17, 2004 (Exhibit A-2) and E-2-04 dated July 14, 2004, the EPAs were accepted as

filed as energy supply contracts pursuant to section 71 of the Act.
As noted, these EPAs were referred to in the Application and the REAP and BC Hydro’s filings with the
Commission were made part of the record of the proceeding. No parties commented or expressed

concerns related to these EPAs or the costs associated therewith in relation to the test period.

Commission Findings

The Commission Panel approves the costs for F2005 to F2008 associated with energy purchase
agreements, as identified by BC Hydro in its REAP (Exhibit B1-23, Table 2, p. 11).
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6.8.1.2 Proposed 400 GWh Call

BC Hydro requests that the Commission exercise its authority under subsections 45(6.1) and (6.2) of the
Act to confirm that it is appropriate to acquire an additional 400 GWh of energy and that a competitive
call is the appropriate means to achieve this. During the proceeding BC Hydro adjusted the timing of
the proposed call to the private sector from Q3 F2005 to Q4 2004 (Exhibit B1-23, p. 7; T7: 950-951).

BC Hydro states in its REAP and in the IEP that there are a number of uncertainties with respect to the
resource acquisition plan including the potential to phase out Burrard, the outcome of the Vancouver
Island CFT, a shortfall from Power Smart programs, load forecast uncertainty, and IPP attrition. BC
Hydro intends to purchase cost-effective energy and the proposed 400 GWh call is the first step in an
acquisition plan (Exhibit B1-24, Part 7, p. 7). Ms. Hemmingsen testified that BC Hydro has no plans for
further calls until the status of Burrard is resolved, although the 400 GWh was termed the first step
(T14: 2236).

Ms. Van Ruyven suggested that “the Commission has to be satisfied that the RFP process is done fairly,
transparently, openly and competitively. So if we can satisfy the Commission that our process does
actually lead to lowest cost competitive electricity, | think that is what we are trying to achieve” (T7:
953). The proposed call will be conducted using the same general approach employed by BC Hydro in
the five calls since 2001, modified to respond to the concerns and input received from IPPs and other
stakeholders (BC Hydro Argument, p. 88; T7: 952-953; T14: 2235-2236). BC Hydro noted that
although the IPPBC had a number of criticisms of BC Hydro’s energy acquisition strategy, none related
to the manner in which the calls were being conducted (T21: 3878-3880; Exhibit B1-200, p. 88).

Commission Findings

The Commission Panel approves BC Hydro’s 400 GWh energy call proposed in the REAP, as
modified during the course of this proceeding. The Commission Panel notes BC Hydro’s

commitment to ensuring that the process is done fairly, openly and competitively.
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6.8.1.3 Direction re Section 71 Energy Purchase Agreement Filings

BC Hydro believes that the Act does not contemplate, nor does efficient regulation require, contract-by-
contract approval with respect to resource acquisition expenditures (BC Hydro Argument, p. 87; Exhibit
B1-9, Elton Directive Evidence, p. 4). BC Hydro compares section 71 EPA filings with the CPCN
process contemplated by section 45 of the Act and concludes that the Commission is intended to
intervene and conduct public reviews only by exception (BC Hydro Argument, pp. 89-90).

BC Hydro submits that the REAP process allows the Commission to be apprised of proposed EPAs
before they are issued and that individual EPAs ought only to require review where they are not on their
face value within the scope of a previously approved acquisition plan or the Commission has reason to
believe that the manner in which they were entered into was inconsistent with its expectations when it

approved the REAP of which they were a part (BC Hydro Argument, pp. 90-91).

The IPPBC has no objection to a timely Commission contractual review before BC Hydro initiates a
competitive bidding process and would welcome the opportunity to discuss issues such as flow-through
of future tax increases, liquidated damage provisions, non-refundable performance fees, pricing, length
of term, green premiums, but not after a contract has been executed. The IPPBC suggests that any
review of contracts between IPPs and BC Hydro should be upfront and not at the end of the BC Hydro
competitive bidding process (IPPBC Argument, p. 49). IPPBC notes that even with the benefit of an
executed contract, a significant number of projects will not pass the ‘finance market’ test and states that,

for IPPs, this is the ultimate external review process.

Commission Findings

The Commission Panel recognizes that the appropriate regulatory review of an executed EPA awarded
following a competitive process needs to be determined with consideration given to transaction costs
and the need for the parties to the contract to proceed as efficiently and expeditiously as possible. In
most circumstances, the competitive process should be sufficient to establish that the awarded contract
was the most cost-effective bid. The REAP should establish that each RFP is in the public interest and
that EPAs awarded pursuant to the terms of the RFP will be cost effective compared to other
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alternatives. The Commission Panel also recognizes the views of the IPPs that it is essential that they
learn as early as possible where there is significant regulatory concern with respect to any contracts they
are entering into with BC Hydro.

The Commission Panel encourages BC Hydro to file pro forma contracts with the Commission for
comment prior to the commencement of a competitive process, where practicable. In any case, if BC
Hydro desires an efficient and effective regulatory process it is incumbent upon BC Hydro to design its
competitive processes so that there is a reasonable opportunity for the Commission to comment on the

terms and conditions of EPAs prior to the awarding of contracts.

6.8.1.4 Capital and DSM Expenditures

With respect to capital expenditures, BC Hydro states that the REAP simply recasts Chapter 11 of the
Application and the explanations contained in the chapters describing each of the lines of business in
connection with those expenditures. Similarly, the REAP identifies DSM expenditures which are more
fully described in the discussion of Power Smart in the Application (BC Hydro Argument, p. 86).

In the context of this particular hearing, BC Hydro argues that the specific expenditures contemplated
both of a capital nature and with respect to DSM generally have been fully vetted through the
Application and those aspects of the REAP should be approved for future recovery in rates without
further inquiry into whether those specific expenditures fully described and contemplated for the test
years are prudent (BC Hydro Argument, p. 87).

Commission Findings

The Commission Panel finds that there is a sufficient record to allow the Commission to make
certain determinations with respect to the capital and DSM expenditures contemplated in the
REAP.

With respect to capital expenditures, the Commission Panel considers that this proceeding has provided
parties with an opportunity to challenge and question the applied-for capital expenditures in the

Application and supporting documentation, and that a further review process is not required.
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The supporting information for the capital and DSM expenditures and contracted energy purchase
expenditures form part of the material filed with the Revenue Requirement Application (Exhibit B1-23,
p. 1). The specific components of the applied-for capital and DSM expenditures are considered further

in Chapter 9 of this Decision. Project investigation costs included in the REAP are considered below.

6.8.2 Project Investigation Costs

Section 3.2 of the REAP outlines “New Projects and Initiatives” including in respect of BC Hydro
Generation — Revelstoke 5 and Mica 5.

Section 3.3 of the REAP outlines “Future Resource Additions Requiring Near-Term Evaluation”
including in respect of “new supply options”, a proposal to maintain the Peace River Site C project as an

option for F2015 (Exhibit B1-23, p. 8).

6.8.2.1 Revelstoke 5 and Mica 5

The REAP Action Plan (Exhibit B1-23, p. 6) includes Resource Smart capacity additions for Revelstoke

5 and Mica 5, and mentions the preservation of a 2009 in-service date for one of these projects.

In testimony, Generation stated that Revelstoke 5 was the more economical choice and would be
considered first for development and that additional expenditures will be incurred to investigate these
projects and maintain in-service capability by 2009 (T19: 3369-3372). Investigation expenditures are
estimated to be $1.2 million and $6.5 million for F2005 and F2006, respectively.

Mr. Wait suggested a thorough cost analysis be completed before decisions are made regarding the
installation of additional generators at Revelstoke and Mica. Mr. Wait felt that work to firm up the cost
and schedule for Site C should proceed (Wait Argument, p. 9).
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The Commission Panel approves the $1.2 million F2005 investigation costs related to capacity
additions for Revelstoke 5 or Mica 5 and denies approval for $6.5 million sought for F2006. BC

Hydro may apply for approval of F2006 expenditures following filing of the 2005 REAP.

6.8.2.2 Site C Expenditures

Site C is a potential major hydroelectric development on the Peace River. The Energy Plan states:

While BC Hydro does not plan to invest in the construction of new hydroelectric
facilities at the present time, any proposed new BC Hydro hydroelectric facility, such as
Peace Site C, must be brought to Cabinet for approval before being considered by the
Utilities Commission as a source of supply (Exhibit C4-6, p. 30).

The REAP Action Plan includes expenditures for Site C investigation in the test years. This
investigation is not included in the Generation capital plan but will be undertaken by the Generation line
of business (Exhibit B1-23, p. 8).

In its Reply Argument, BC Hydro states that it is seeking to spend $1.9 million in F2005 to obtain
information to assist Cabinet in deciding if any further work on Site C is warranted (BC Hydro Reply
Argument, p. 40).

The BCOAPO questions the expenditure on Site C and emphasizes the inconsistency that appears to
exist with BC Hydro regarding the prioritization that should be given to this project (BCOAPO
Argument, p. 28).

The JIESC questions both whether the Site C expenditure is even authorized under the Provincial
Energy Plan, and the wisdom of the expenditure since no prioritization has been given to this project in

BC Hydro’s long-term energy plan (JIESC Argument, p. 12).

The Sierra Club also argues that the spending on Site C, even in Stage 1, is inappropriate without prior
Cabinet approval (Sierra Club Argument, p. 15).
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Given the limits to BC Hydro’s mandate outlined in the Energy Plan, the Panel questioned BC Hydro as
to how it would ensure the on-going investigation and potential development costs for Site C would be

properly reviewed by Cabinet (according to the Energy Plan) and approved by the Commission.

Ms. Farrell outlined a five stage sequential process for BC Hydro to investigate and gain approval for
Site C should it remain in the IEP as a resource alternative (T19: 3287). Ms. Farrell contemplates
Cabinet approval at each stage and continual update of the Commission on progress through the IEP and

REAP processes and an eventual CPCN.

Stage 1 is the spending of $1.9 million in F2005 to identify project risks, review previous design and
cost estimates, design a schedule and determine whether Site C has a competitive advantage (T19:
3291). Mr. Elton stated that BC Hydro would not expend further funds without Cabinet approval (T7:
936).

Stage 2 will comprise consultations with stakeholders and First Nations at an estimated cost of $5.5
million. It will also include some socioeconomic and environmental studies as well as negotiations
between B.C. and Alberta with respect to downstream water flow. Stage 3 is contemplated to comprise
completion of environmental permitting and a CPCN application to the Commission at a cost of roughly
$10 million. Stage 4 will be a final engineering and construction cost review including review of the
appropriate construction contracting approach. The final stage is a go/no-go decision based on whether

the project was still needed to satisfy the then current IEP.

In its Argument, BC Hydro states that one of the specific forms of relief sought in this proceeding is
with respect to the different components of the F2006 TRR. BC Hydro explains that it is responsible
for, and seeks Commission approval of the BC Hydro Owner’s Revenue Requirement component of the
F2006 TRR in the amount of $390 million. BCTC is responsible for the Asset Management/
Maintenance Revenue Requirements and the BCTC Revenue Requirement components of the F2006
TRR and will file an application later this fall to set these components of the TRR for F2006. BC Hydro
notes that while there was cross-examination on the interplay between these components of the TRR,
there was virtually no cross-examination, or issue taken, with the cost and revenue forecasts made to
build-up the TRR, with the exception of BCTC’s lease costs and the $17.8 million incremental cost
arising from the restructuring of BC Hydro that gave rise to the creation of BCTC (BC Hydro
Argument, pp. 43-44).
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Commission Findings

The Commission Panel approves the initial $1.9 million sought for F2005 for Stage 1 Cabinet
approval of Site C expenditures and denies approval for $5.5 million sought for F2006. BC Hydro
may apply for approval of F2006 expenditures as contemplated by BC Hydro’s proposed
approach to the investigation of Site C. The Commission Panel is satisfied with BC Hydro’s approach
to the investigation of Site C as it contemplates sufficient project ‘off-ramps’, on-going Commission

involvement and attempts to mitigate project costs.

The Commission Panel approves the Capital expenditures contemplated in the REAP, subject to
adjustments required by this Decision. Capital expenditures contemplated in the REAP beyond
the first quarter of F2006 are also subject to a Commission decision on the February 2005 REAP.
For certainty and clarity, the Commission Panel specifically approves the F2006 BC Hydro’s
Owners’ Revenue Requirement of $390 million, subject to the adjustments required by this

Decision.

6.8.3 Certificates of Public Convenience and Necessity

Subsection 45(2) of the UCA provides that a public utility that is operating a public utility plant or
system on September 11, 1980 is deemed to have received a CPCN authorizing it to operate the plant or
system and, subject to subsection 45(5), to construct and operate extensions to the plant or system.
Subsection 45(5) gives the Commission the authority to require a public utility to apply for a CPCN for
extensions to a utility plant or system where the Commission considers it appropriate to do so.

BC Hydro states that most of its capital expenditures are already deemed to have a CPCN but BC Hydro
also acknowledges that CPCNs are required where the Commission deems them to be necessary. BC
Hydro suggests; however, that the IEP and REAP process should eliminate the need for a significant
process relating to the issuance of CPCNs or specific review of BC Hydro’s system. BC Hydro suggests
that an exception may be in respect of major generation projects that have significant potential for cost

variation or other unforeseen impacts, for example, Site C (BC Hydro Argument, pp. 89-90).
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BC Hydro believes that the appropriate threshold for CPCN applications in connection with the
extension of its system should be $50 million given its view that the rate impact of any individual
project smaller than that will not normally be sufficiently material to require a CPCN application. BC
Hydro notes that on this basis the only projects on which construction may begin within the life of the
REAP are Revelstoke 5 and Mica 5 (Exhibit B1-25, BCUC IR 3.231.2). BC Hydro also intends that its
REAP dated March 31, 2004 and future REAP filings will fulfill the requirement for an annual
statement of planned extensions pursuant to subsection 45(6) of the UCA and the CPCN Guidelines
issued under Commission Letter No. L-18-04 (Exhibit B1-25, BCUC IR 3.216.3).

The BCTC’s view of the CPCN process was discussed in its letter to the Commission dated February
27, 2004 (Exhibit C23-11, BCTC Capital Plan). The BCTC notes that section 19.6 of the Master
Agreement provides that if transmission system capital investments are determined by the Commission
to be imprudent and not recoverable in rates, then the BCTC bears these costs. Given the BCTC’s
relatively low level of equity capitalization, this places it at significant risk if it proceeds on a capital
project without ex ante regulatory approvals. In addition, section 19.5 of the Master Agreement
contemplates BCTC receiving regulatory approval under either subsection 45(1) or 45(6.2)(b) of the
UCA before BC Hydro makes capital expenditures related to the transmission system. The BCTC,
therefore, expects that it will separately seek CPCN approvals for projects that are particularly large or
that are outside of normal growth and sustainment programs. The BCTC also expects that the
Commission will actively identify from its Capital Plans those projects that should only proceed
following subsection 45(1) approval. The BCTC, however, also believes that subsection 45(6.2)(b) is a
useful alternative to subsection 45(1) when seeking approvals for relatively small and/or routine capital

investments.

Commission Findings

The Commission Panel finds that a decision for the designation of which capital projects for the
transmission system will require CPCNs is not necessary or appropriate until the BCTC’s Capital Plan,

which is currently before the Commission for consideration, has been reviewed.
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In considering the remaining capital expenditures [for Generation and Distribution, Field Services and
Corporate] outlined in Table 1 of the Capital Expenditure Forecast of the REAP and extracted from
Table 11-2 of the Application, the Commission Panel finds no future capital project for the test years
F2005 and F2006 for which a CPCN will be required. However, the Commission Panel accepts BC
Hydro’s submission that following the investigation stage for Revelstoke Unit 5 and/or Mica Unit 5 and

Site C, a CPCN will be required before proceeding.

The Commission Panel notes BC Hydro’s proposed $50 million threshold criteria for CPCN
applications; however, the Commission Panel also notes that this matter may also be more fully
addressed in respect of the BCTC’s Capital Plan. Accordingly, the Commission Panel declines to rule

on or give direction related to CPCN criteria for BC Hydro in this Decision.

6.9  Operations, Maintenance and Administration Costs

BC Hydro’s revenue requirements for OMA costs for the Test Years are forecast to be $577 million for
F2005 and $585 million, including BCTC wholesale transmission service and BCTC asset management
fee, for F2006 (Exhibit B1-1, Schedule A-1-A on p. 2A-13 and Schedule B2A on p. 2A-29). The
figures for F2003 (Actual) and F2004 (Forecast) are $506 million and $558 million respectively. BC
Hydro explains that the $19 million increase in F2005 forecast over the F2004 forecast is due to a $14
million increase in net maintenance costs to maintain existing reliability levels, and $5 million for
incremental ongoing costs associated with the establishment of corporate functions within BCTC
(Exhibit B1-1, p. 2-10).

6.9.1 Generation

Historical and test period OMA Expenses by Category are listed in the following Table (reproduced
from Exhibit B1-8, BCUC IR 2.195.5, Schedule D1-1, p. 2 revised April 2, 2004):
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Table 6-14: Generation OMA

2003 2003 2004 2004 2005 2006

Plan Actual Plan Forecast Plan Plan
Direct 74.9 72.6 87.7 4.7 75.8 77.8
Support 49.0 53.6 455 64.1 60.5 58.9
Corporate Allocations 27.9 27.9 35.7 35.7 42.9 43.8
Less: Capitalized Overhead 4.7) 4.7) (7.8) (7.8) (8.0) (7.9)
Less: Recoveries (0.8) (2.0) (2.2) (5.0) (2.9) (2.8)
Total OMA Expenses 146.3 147.4 159.0 161.7 168.3 169.8

6.9.1.1 Cost Drivers

In the Application, BC Hydro stated that the issues influencing costs are related to ageing infrastructure,
increasing workforce standards and public safety standards, resolutions of First Nations issues, and
WUP (Exhibit B1-1, p. 5-13).

BC Hydro’s Service Plan 2004/2005 to 2006/2007 (Exhibit A-38, p. 2) also indicated that BC Hydro’s
costs are driven by the requirement to maintain reliability at least at current service levels, and to ensure
low rates over the long-term. BC Hydro emphasized throughout the Application that maintaining
reliability would be a challenge, given the quantity of ageing assets. BC Hydro contended that land use
issues, the growing societal demand for multiple usage of water used by BC Hydro’s generating
facilities, the impact of significant swings in water resources on the cost of energy, the continuing
evolution and influence of First Nations in Federal and Provincial governance, all significantly impinge
on Generation’s ability to operate the Heritage resources while maximizing their long-term health and
value (Exhibit A-38, p. 26).

6.9.1.2 Rate Impacts

As previously mentioned with respect to the rate impacts for Generation capital, Exhibit B1-64
attributes an approximate 1 percent rate increase to a $25 million change in costs. Therefore, for
illustrative proposes, the rate increases attributable to increases in Generation OMA are approximately

0.264 percent and zero percent.
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6.9.1.3 Financial and Operating Performance/Benchmarks

BC Hydro stated in the Application that it had developed a “Balanced Scorecard” - a suite of measures

which enable BC Hydro to set targets and measure performance.

The measures employed include:

e unit cost of production;

e commercial performance;

e forced outage rate;

e environmental regulatory compliance targets, and

e all incident count

(Exhibit B1-1, p. 5-14).

6.9.1.4 Unit Cost of Production

BC Hydro defines the unit cost of production as the unit cost of BC Hydro Generation’s supply of the
Heritage Electricity to BC Hydro Distribution. The F2005 and F2006 figures are obtained by dividing
the HPO by the electricity produced for BC Hydro Distribution, whereas the F2004 figure is determined
by taking the total costs in BC Hydro Generation’s income statement and dividing by the electricity
produced for BC Hydro Distribution (Exhibit B1-1, p. 5-15).

In Exhibit B1-1, p. 5-15, Table 5-9, BC Hydro provided the following unit cost values for the HPO:
F2004 (Forecast) $26.0/MWh

F2005 (Target) $24.3/MWh
F2006 (Target) $23.9/MWh
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However, Mr. Morris stated that he believed that in the EU the F2006 target was now $24.8/MWh (T18:
3234).

In testimony, BC Hydro Generation advised that it is endeavoring to maintain a unit cost of Heritage
Electricity of approximately $25.00/MWh (T5: 479).

6.9.1.5 Commercial Performance

BC Hydro has defined Commercial Performance as the revenue from trade from energy produced
expressed as a percentage of trade revenue that could have been produced had all generation needed to

meet domestic load and trade opportunities been available (Exhibit B1-1, p. 5-15).

BC Hydro’s Commercial Performance target of 99.5 percent for F2005 and F2006 is consistent with its
F2003 actual of 99.4 percent and its F2004 actual (up to September 2003) of 99.5 percent.

In response to BCUC IR 1.5.17, BC Hydro advised that the Commercial Performance data is reviewed
monthly and annually to consider whether outage costs are reasonable and whether there is justification

to make cost effective investments in maintenance or equipment replacement to reduce outage costs.

BC Hydro further advised that Generation routinely undertakes cost-benefit analyses of outages
particularly on the larger units, to determine the economics of shortening outage time on an accelerated
basis. These analyses are also done to fine tune the outage duration to optimize Commercial

Performance and to provide feedback on the performance targets.

6.9.1.6 Environmental Performance

BC Hydro Generation’s environmental performance is measured by tracking the number of preventable,

externally reportable, environmental regulatory compliance infractions (Exhibit B1-1, p. 5-17).

The targets for F2005 and F2006 have been set at 15. This is based on recent history since the F2003
target of 40, actually recorded 12, and the F2004 target of 15 recorded only 8. In response to BCUC IR
1.5.20, BC Hydro advised that it had recently moved to a new basis for measuring environmental
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performance, and based on these new criteria, it was determined that the original targets were too high.
Therefore the F2005 and the F2006 targets should be achievable.

6.9.2 Distribution

Historical and Forecast OMA costs reproduced from Exhibit B1-8, BCUC IR 2.195.5, page 6, revised
April 2, 2004:

Table 6-15: Distribution OMA

F2003 F2003 F2004 F2004 F2005 F2006
Plan Actual Plan Estimate Plan Plan

Direct 106.5 105.7 118.8 121.4 130.6 131.9
Support 13.1 22.6 25.4 25.8 26.3 25.8
Corporate Allocations 15.4 15.3 18.7 18.7 25.9 25.8
Less: Capitalized Overhead (35.0) (35.0) (39.2) (39.2) (42.0) (42.7)
Less: Recoveries (5.3) (6.6) (9.5) (7.2) (7.6) (7.4)
Total OMA Expense 94.6 102.0 114.3 119.5 133.3 1334

Previous years comparisons were not available because of the reorganization of BC Hydro’s lines of

business and accounting schedules.

6.9.2.1 Rate Impacts

Similar to the calculation for rate impacts from Generation OMA increases, from Exhibit B1-64 the rate
impacts for the increase in Distribution OMA is calculated to be 0.56 percent for F2005 and zero percent
in F2006.

6.9.2.2 Cost Drivers

BC Hydro states that the principal cost drivers for Distribution expenses are: economic activity, system
growth and customer expectations, asset health and reliability, safety, customer policies, weather, and
IPPs (Exhibit B1-1, pp. 7-4 to 7-6). BC Hydro states that the age of its system is a major factor

influencing asset health and additional sustaining investments in both capital and maintenance will be
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required. Exhibit B1-127 details approximately $9.7 million in increased spending for preventative
maintenance expenditures due to vegetation reliability improvements, age related volumes, failing
splices, pole maintenance and other problems. Ms. Van Ruyven described the cost increases required as

a result of the ageing infrastructure and reliability requirements (T15: 2446-2447).

The drivers for cost increases from F2003 to F2005 have not been specifically identified; however, an
examination of Schedule D5 Exhibit B1-1 shows that increases in direct labour costs, engineering costs,
field services costs, ABS costs and corporate allocation costs account for the major increases. Material

costs have remained relatively constant.

6.9.2.3 Financial and Operating Performance/Benchmarks

From Table 7-9 of Exhibit B1-1, page 7-30 reproduced as Table 6-16 below, BC Hydro has detailed its
key distribution performances and targets for F2005 and F2006.

Table 6-16: Key System Performance Targets

Measure F2003 F2004 F2005 F2006

Target Actual Target Actual Target Target
(Note 1)

ASAI 99.970% 99.957% 99.970% 99.949% 99.970% 99.970%

CAIDI 2.15 hrs 2.60 hrs 2.15 hrs 2.97 hrs 2.15 hrs 2.15 hrs

Electricity $152.6 $159.3 $169.7 $172.0 $178.7 $181.8

Distribution

COMA/Customer

Notes:

1. F2004 Actual results for ASAI and CAIDI are 12-month rolling actuals to October 31, 2003. Year-

end forecasts are ASAI: 99.951 percent, CAIDI: 3.00 hours (based on actual to October 2003).
COMA/Customer is a year-end forecast.

The key financial target is the cost of COMA.
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In 2002 BC Hydro commissioned a report by PA Consulting Group to benchmark BC Hydro’s

Transmission and Distribution function performances with respect to cost and reliability and compare

BC Hydro to other similar utilities.

Excerpts from this report show BC Hydro performing in the 1% Quartile for cost of service and the 3"

Quartile for system performance (reliability) (Exhibit B1-1, p. 7-31).

6.9.3 Transmission

The BC Hydro transmission system is owned by BC Hydro but is planned, managed and operated by the

BCTC under terms of the TCA. The six designated Agreements to date articulate the essential terms of

the working relationship between BC Hydro and BCTC. The relationship between these two entities

during the transition period is explained in Chapter 1, Section 1.5 of this Decision.

Operating, Maintenance, and Administration Expenses by Category

Table 6-17: Transmission OMA

F2003 F2004 F2005 F2006
Plan Actual Plan Forecast Plan Plan Plan
BC Hydro BCTC

Direct 117.1 123.7 117.9 142.0 154.0 4.8 151.1
Support 24.6 20.3 52.2 35.0 25.1 24.0
Corporate Allocations 28.0 28.0 22.7 22.7 154 16.2
Less: Capitalized (5.2) (5.2) (5.2) (5.2) (5.2) (5.2)
Overhead
Less: Recoveries (9.3 (8.6) (6.0) 6.4) (6.4 (5.0)
Total OMA Expenses 155.2 158.2 181.6 188.1 182.9 21.0 164.8

(Reproduced from Exhibit B1-8, BCUC IR 2.195.5, p. 5, revised April 2, 2004)

BC Hydro explained the cost increases between F2003 and F2004 as primarily due to accounting

changes, one-time BCTC establishment cost, unplanned forest fire repair costs and unplanned

maintenance cost (Exhibit B1-1, p. 6-9).
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The establishment of BCTC has caused an increase of $17.8 million from F2003 to F2004 Transmission
operating budget. BCTC explained that these costs relate to governance, risk management, planning
and corporate functions (Exhibit B1-1, p. 6-44).

6.9.3.1 Rate Impacts

Table 6-18 above shows only minor increases in the OMA budgets from F2004 to F2005 and F2006 and
therefore from Exhibit B1-64 the rate impacts from 2004 to 2005 and to 2006 are negligible.

6.9.3.2 Cost Drivers

BC Hydro stated that the cost drivers for the transmission system operations include:

e ageing infrastructure;

» changes in the electricity market structure;

» functional separation of transmission following FERC Orders 888 and 889;

e independent system operation by BCTC as a result of the Energy Plan;

« higher transfer limits and increasing complexity of remedial action schemes; and

e increased demand for transmission, resulting in the transmission system operating closer to
transfer limits

(Exhibit B1-1, p. 6-11).

Another cost driver identified was the need to move towards greater automation and better operating
tools to make the operation of the transmission system more efficient, transparent, and responsive to
customers (Exhibit B1-1, p. 6-11).
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6.9.3.3 Financial and Operating Performance/Benchmarks

The following Table records BC Hydro’s recent performance:

Table 6-18: PA Consulting Group Benchmark Results, 2002/03 Survey

BC Hydro Transmission

2002 Performance All Participants
Mean 1° Quartile Value

Cost Measures

= Transmission Expenditures per structure- 28,437 12,557 11,915
mile ($US)

» T&D Substation Expenditures (JUS/MVA) 2,347 1,372 1,350

Reliability Measures

= Transmission Line Sustained Forced Outage 4.12 1.36 2.25
Events per 100 Circuit Miles

= Transmission Line Momentary Forced 8.3 1.4 1.4
Outages per 100 Circuit Miles

= T&D Substation Contribution to SAIDI 11.63 451 33.0
(Minutes)

Quartile

1st

1st

2nd
1st

3rd

(Reproduced from Exhibit B1-1, Table 6-8, p. 6-3.)

6.9.4 Staffing Levels

The following is an overview of BC Hydro’s historical (since 2003) and proposed staffing levels and is
taken from the D schedules (Exhibit B1-1, Chapter 2) referenced and Exhibit B1-8, BCUC IR 2.196.0

and Exhibit B1-7, BCUC IR 1.5.10:




135

Table 6-19: Head Count

2003 2004 2005 2006
Schedule Line of Business Actual | Actual Forecas | Plan Plan
t
D7 Corporate 309 265* 317 327 327
D1-1 Generation 760** 702* 756 735 727
D8 Engineering Services 564 567* 580 570 560
D9 Field Services 1568 1539* 1607 1594 1587
D4 Transmission 228 285* 316 326 326
Sub total 3429 3358 3576 3552 3527
Distribution:
D5 Distribution and NIA 345 369 411 413
D2 Energy Management 31 54 56 56
D3 Power Smart 191 254 257 257
D6 Customer Care 50 50 52 52
D10 Materials Mgmt. 108 119 119 119
Distribution Subtotal *** 725 819* 846* 895 897
Estimated Vacancies 200* 200*
Total 4354 4377 4422 4447 4424

*  From Exhibit B1-8, BCUC IR 2.196.0
**  From Exhibit B1-7, BCUC IR 1.5.10

*** Subtotal of D5, D2, D3, D6, and D10. Although there appears to be a discrepancy between the
totals for Distribution given in Exhibit B1-8, BCUC IR 2.196.0 for the year 2003 and the
arithmetic total from the Schedules listed, this Decision has used the totals from the Schedules for
illustrative purposes.

From Table 6-19 it is evident that the largest increases in personnel are in the areas of Distribution and

Transmission.
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From Schedule D5 and Exhibit B1-1, page 7-39, the Distribution and NIA area is planning to add 42
positions to its forecast levels for 2004 and has stated that the increases are being driven by several
factors including an increased work load and a strategic initiative to replace the ageing workforce
(Exhibit B1-1, pp. 7-16, 7-22). The largest budgeted increase is in the area of Customer Projects with
28 new additions forecast (Exhibit B1-1, p. 7-16). The need for additional personnel was primarily
driven to accommodate additional customers connecting to the system. The increase in new customer
connections from F2002 to F2003 was approximately 42 percent and BC Hydro foresees the trend
continuing. In addition, previous cuts in the workforce were too deep and combined with an ageing
workforce, additional personnel will be required for training in order to address anticipated shortfalls in
skilled positions (T15: 2441-2442). Other increases are forecast in the asset management function (10)
to deal with asset health and reliability concerns (Exhibit B1-1, p. 7-38) and in operations (4) (Exhibit
B1-1, p. 7-22).

The JIESC argues that the OMA costs are rising at a rate not justified by customer growth (JIESC
Argument, p. 5); however, the Commission Panel finds that Net Customer Additions are expected to
increase by 18 percent from F2004 to F2005 (Exhibit B1-1, p. 7-3) and given the demographics of BC
Hydro’s workforce, the increase in OMA costs caused by additional personnel in the areas of Customer

Projects, Asset Management and Operations are justified.

Although forecast increases are modest, other areas which have seen large increase in headcount since
2003 are the Power Smart and the Energy Management functions. BC Hydro has stated that this
increase has occurred to achieve the large increases in energy savings target for the Power Smart
program and the introduction of a significant number of new programs in the portfolio (Exhibit B1-1,
pp. 8-7, 8-8). BC Hydro has stated that the Energy Management function increase in headcount is
attributable to additional activity in energy purchasing (Exhibit B1-1, pp. 8-27, 8-28).

The Commission Panel notes that the staff levels for the Power Planning and Portfolio Management
(Energy Management) functions are still in the process of being defined and BC Hydro expects to
streamline this function (Exhibit B1-1, p. 8-28). Section 9.6 of this Decision addresses the issue of

Power Smart staffing levels.
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BCTC stated that the evolution of BCTC from a transmission business unit of BC Hydro has caused
BCTC to incur costs which were not part of BC Hydro’s transmission costs (Exhibit B1-1, p. 6-4).
These costs consist of an additional $15 million associated with running an independent business entity
and $2.8 million for regulatory costs. The cost of additional personnel associated with these
requirements is $7.5 million (Exhibit B1-1, p. 6-44). BCTC testified that this amount represents 36 new
positions (T17: 2921).

BCTC also testified that four of the positions are not yet filled and BCTC is still evaluating the

requirements for at least one of the positions (Exhibit B1-141).

The JIESC argues that the additional cost of setting up a separate entity is not justified at $18 million
and that BCTC has incurred larger than necessary costs for rent and possibly other expenses and
therefore the revenue requirements should be reduced by $5 million (JIESC Argument, p. 43). The
CECBC argues that the additional 14 staff needed for strategic and investment planning is excessive and
also submits that these costs should be reduced by $5 million (CECBC Argument, p. 27).

The JIESC argues that BC Hydro’s revenue requirements should be reduced by $15 million per year to
reflect a historical vacancy rate of 200 people per year (JIESC Argument, p. 38). Similarly the CECBC
argued that of the 200 vacancies, some will be required to be compensated for in the form of contract
hire and therefore the Commission should reduce the revenue requirement by $8 million (CECBC
Argument, p. 23). BC Hydro argues that the testimony of Ms. Webb was that these vacancies resulted
in additional costs in the form of overtime and contract labour and therefore there were no savings
incurred (BC Hydro Argument, p. 46). The Commission Panel notes that similar evidence was given by
BCTC in Exhibit B1-141 and the testimony of Ms. Peverett at Transcript Volume 17, page 3043.

Commission Findings

The Commission Panel accepts the evidence of BC Hydro and BCTC and notes that there is no basis on
which to calculate a reduction in revenue requirements for unfilled vacancies. However with regard to
the unfilled vacancies for BCTC, the Commission notes that there is some uncertainty with regard to
the need for these vacancies to be filled and therefore expects that when BCTC applies for its revenue

requirement it will provide appropriate further justification for those positions.
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The Commission Panel accepts the testimony of Ms. Peverett with regard to the measures BCTC has
taken to reduce the additional costs of setting up a separate entity (T17: 2922, 2934-2937, 3034-3036,
3044) and finds no evidence to support a cost reduction for the additional costs required to set up BCTC.

6.9.4.1 Ageing Workforce

In 2001 BC Hydro instituted a Strategic Workforce Renewal Initiative which was designed to replace
employees ahead of retirement. At that time BC Hydro determined that it would have a significant
portion of trades and professional employees eligible for retirement within a short time frame and could
not rely on the market to replace them. In addition, the lead times needed to train employees was
significant. This initiative has resulted in the hiring of 225 apprentices and trainees between 2001 and
2003 and another 81 in 2004 (Exhibit B1-8, BCUC IR 2.192.3; Exhibit B1-1, p. 3-29). This initiative is
ongoing and will result in the addition of 175 Full-Time Equivalent Positions (FTE) for 2005 and 171
FTEs for 2006. The majority of these positions are required in Field Services (Exhibit B1-7, BCUC
IR1.83.1).

Commission Findings

The Commission Panel accepts BC Hydro’s initiative for renewing its workforce; however, it is not
clear what BC Hydro’s measurable objectives are or when it expects to achieve those objectives. In
2001 BC Hydro raised a business case to justify the expenditures of an additional $4 million on this
initiative. The evidence is not clear on how much additional money has been spent on this initiative
since then; however, the Consolidated Historical Financial statements report that another $8 million was
spent in 2003 (Exhibit B1-2, Appendix J, p. 20). The Commission Panel directs BC Hydro to
prepare and file with the next revenue requirements application a status report for the Strategic
Workforce Renewal Initiative that presents costs since its inception to its conclusion and a

justification for positions added when compared to other alternatives.
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6.10 Employee Compensation

In accordance with the Public Sector Employers Act, BC Hydro developed a compensation strategy for
its Management and Professional employees that is consistent with the Public Sector Employer
Council’s compensation guidelines. The PSEC approved BC Hydro’s compensation strategy of
maintaining a 50th percentile target for base pay, variable pay and total cash compensation. The 50th
percentile target is defined as positioning compensation at no more or less than five out of ten
comparable employers in Canada (major employers being a blend of Canadian employers from the
energy industry, oil and gas and companies of similar size) (Exhibit B1-1, p. 3-29). The 50th percentile
target is also a BCTC requirement by Treasury Board (T16: 2836).

Ms. Farrell, in testimony, acknowledges deficiencies in the variable pay system and its relationship with
the ESG:

The other thing that we are also thinking about is, right now there’s no bottom line
impact to Engineering if they’re not on time and they’re not on budget. So one of the
things that we can do is set up an incentive framework through our service level
agreement with Engineering, where they can give us prices and timeframes and there can
be penalties and incentives for if they achieve it or not (T20: 3572).

The B&V Report (Exhibit B1-8, BCUC IR 2.193.1) also states:

There is a system of variable pay in place, but the existing system does not appear to
Black and Veatch to be highly effective in motivating personnel to higher performance.
The current structure and procedures do not appear to include rewards for high
performance or penalties for missing budget or schedule goals (p. 3-3).

As these comments apply predominantly to the Engineering Service Group and further changes are
expected in this area, the Commission Panel is satisfied for the time being that Ms. Farrell understands
this deficiency and will work to correct it. The Commission Panel expects the ESG to better satisfy the

goals of its clients and lower its costs.
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Commission Findings

The Commission Panel accepts the amounts embedded in BC Hydro’s proposed rate increase for the
Management and Professional Variable Pay and the union Gainsharing programs. The Commission is
supportive of BC Hydro’s pay-for-performance system and expects it to continue to evolve to better
align employee performance with corporate goals.

The Commission Panel approves the OMA revenue requirement, subject to the adjustments
required by this Decision. The Commission Panel expects that BC Hydro will be successful in
improving productivity and expects that beyond the test period OMA expenditures will be managed in
the context of inflation (T7: 958).

6.11 Load, Sales, and Revenue Forecasts

6.11.1 Load Forecasting

BC Hydro’s 2003 Load Forecast, as documented in the “Electric Load Forecast 2003/04 to 2023/24,
October 2003 Forecast, Issued December 2003”, used billed data up to March 31, 2003 as anchor
information and a wide variety of economic data inputs from internal, governmental and third-party
sources (Exhibit B1-2, Tab F).

The forecasting methodology is based on a number of engineering end-use models and econometric
models. The residential energy forecast is determined by forecasting the number of accounts multiplied
by the rate of use. The commercial building sector forecast is the product of the building floor stock
forecast and the intensity of end-use electricity demand per unit of floor stock. The infrastructure and
utilities sector’s energy requirement is assumed to grow in relation to socioeconomic indicators. The
industrial distribution customers’ energy forecast is based on regression analysis on Provincial GDP,
and the industrial transmission customers’ forecast in the near term is done on a customer-by-customer
basis.
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The basic outputs of the demand model are yearly forecasts of total gross energy requirements and total
system peak demand over a 21-year horizon under base, high and low scenarios. BC Hydro’s DSM
program Power Smart is evaluated separately and energy savings are integrated with each of the three
load forecast scenarios to produce the “Load Forecasts With Power Smart” (Exhibit B1-7, BCUC IR
1.28.2; IR 1.30.5).

6.11.2 Sales and Revenue Forecasts

BC Hydro’s revenue forecast is based on sales forecasts and the proposed rate increase.

The Total Firm Sales (i.e., Total Domestic Sales and Firm Export) were derived from the 2003 Load
Forecast With Power Smart and adjusted for BC Hydro’s own use, difference for treatment of Seattle
City Light, and the difference between billed and accrued sales (Exhibit B1-7, BCUC IR 1.40.2). Total
Firm Sales (GWh) were projected at 49,131, 49,287 and 49,604 for F2004, F2005 and F2006,
respectively (Exhibit B1-1, Table 1-3).

No revisions were made to the sales forecasts between F2004 and F2006 in the EU. BC Hydro
subsequently revised the sales for F2004 from 49,131 GWh to 49,875 GWh (Exhibit B1-13, Revised
Evidentiary Update, p. 2A-5, April 2, 2004). The REU did not adjust the F2005 and F2006 sales
forecasts, which would continue to rely on the Load Forecast prepared in October 2003. The sales
revision for F2004 was updated by summing actual sales for April 2003 to December 2003 and forecast
data for January 2004 to March 2004 from the Load Forecast (Exhibit B1-25, JIESC IR 3.29.0 (a)).

BC Hydro’s total domestic revenues are forecast to grow from $2,552 million in F2004 to $2,720
million in F2005 and $2,756 million in F2006. BC Hydro attributed the changes to the proposed rate
increases and changes in foreign exchange rate assumptions. The load, sales and revenues forecasts are
summarized in Table 6.21.
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Table 6.20: Summary of Total Firm Sales and Total Domestic Revenues

F2004 F2005 F2006 Source
GWh GWh GWh
Total Firm Load 49,180 49,323 49,637 Exhibit B1-2, Tab F,
Forecast, Oct 2003 Table A7.2
Sales Projection, 49,131 49,287 49,604 | Exhibit B1-1, Table 1-3
Oct. 2003
Feb. 20, 2004 EU 49,130 49,286 49,605 | No change from Application
Apr. 2, 2004 REU 49,875 49,286 49,605 | Exhibit B-13, Table 2A-4
June Undertaking Not 50,217 50,531 | Exhibit B1-197,
Available Tables 2A-4, 2A-6
F2004 F2005 F2006
$m $m $m
Total Domestic Revenues, 2,516 2,702 2,770 Exhibit B1-1, Chapter 2,
Feb. 20, 2004 EU Schedule A-1
Total Domestic Revenues, 2,552 2,720 2,756 Exhibit B1-13, Chapter 2A,
Apr. 2004 REU Schedule A-1-A
June Undertaking 2,553 2,758 2,796 Exhibit B1-197,
Schedule A-1

6.11.3 Load Requirement Information from the June Financial Undertaking

In the REU, BC Hydro explained that “The increase in residential revenues and volumes are due
primarily to weather impacts. Revenues from light industrial and commercial customers increased due
to improvements from the prior forecast in the forestry and commercial sectors. The increase in large
industrial revenues is a result of increased pulp and paper production and increased lumber production
due to a stronger demand from the U.S.” (Exhibit B1-13, p. 2A-5). As a result of the adjustments to the
F2004 forecast in the REU, all major rate classes will be experiencing lower sales in F2005 than in
F2004.
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Past records have shown that it is an anomaly if normalized sales in the BC Hydro service territory are
lower than those of the previous year. Between 1993/94 and 2002/03, only 2001/02 registered a
decrease in consumption over the previous year (Exhibit B1-2, Tab F, Table A3.1). At the hearing, BC
Hydro testified that F2004 was a normal weather year (T14: 2278), contrary to the preliminary evidence
in the REU. It was also discovered that Distribution has identified to Generation that there is an
uncertainty or risk that additional load may have to be served in F2005 (T14: 2274). As aresult, BC
Hydro was asked to undertake an update on the test period revenues and the accompanying costs of

energy based on the current F2004 data.

In the June Financial Undertaking BC Hydro provided an update where a higher baseline for load
growth in F2005 and F2006 was assumed (Exhibit B1-197, pp. 1, 5-7). The domestic revenues
increased by $38 million to $2,758 million for F2005 and by $40 million to $2,796 million for F2006
due to increases of over 900 GWh each year from the non-residential rate classes. This increase in load,
coupled with the revised estimated price of energy, increase the domestic cost of energy by $155 million
in F2005 and by $130 million in F2006, resulting in a negative margin position for BC Hydro (Exhibit
B1-197, pp. 5-9). BC Hydro argues that the June Financial Undertaking should not be used and that the
test years’ forecast sales should continue to rely on the Load Forecast prepared in October 2003 (BC

Hydro Argument, pp. 28-29).

6.11.4 Determining Revenue for Rate-Making in Test Years

The Commission Panel finds the Electric Load Forecast 2003/04 to 2023/24 documenting BC Hydro’s
forecasting approach informative and responsive to the comments made in the September 2003 BCUC
Decision on the VIGP CPCN Application. The Commission Panel acknowledges BC Hydro’s on-going

efforts in improving the load forecasting function.

In the hearing, BC Hydro referred to the first five years’ outputs from the demand model as BC Hydro’s
short-term forecast. BC Hydro believed that demand uncertainty is broader in the long-term than in the
short-term because short-term forecasts are rooted in near term expectations (T13: 2109). Itis BC
Hydro’s position that its short-term load variances would be in the range of 1 percent to 2 percent

although evidence shows that the variances for a two to three year outlook, which is the case in this
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Application, historically fell within the range of 2 percent to 3 percent (Exhibit B1-7, BCUC IR 1.26.1,;
T13: 2119).

The Commission Panel accepts BC Hydro’s position that forecasts in the shorter term tend to be more
accurate because BC Hydro can base them on more precise assumptions. However, the Commission
Panel is concerned that in filing this Application, BC Hydro simply borrows the near-term results from a
long-term forecast model and does not consider current events that would require more rigorous
analysis. One example is the impact of the rate increase which has been applied-for and is in effect in
the interim has not been taken into account in the reference load forecast, only in scenario analysis (T12:
1890). Another example is the possible shortcoming in approach by using calendar year inputs for fiscal
year forecasts in the short-term. BC Hydro has made the assumption that over the long-term it is not
necessary to discern any seasonal biases (Exhibit B1-7, BCUC IR 1.29.1). While this assumption may
very well be true in the long-term, BC Hydro still has to formulate a methodical approach to ascertain
how the load for the test period would be affected if the base year GDP deviated significantly from the
original forecast (T12: 1885-1887; T13: 2128-2129).

Ms. Hemmingsen admitted that the short-term forecasting requires more work and stated “... we see a
number of opportunities to streamline the load forecasting function so that we can use those savings to

do more rigorous shorter term load forecasts” (T13: 2186).

BC Hydro submits that it is not appropriate to vary the revenue requirement forecast contained in this
Application to reflect the F2004 numbers because it cannot assess the appropriateness of the assumption
that F2004 results will be replicated in future years until it has reviewed the reason. Second, ...if the
February 20, 2004 cut-off date is abandoned, many variables will change, and any attempt to update for
some but not all variables will inevitably be flawed (BC Hydro Argument, p. 47).

This submission by BC Hydro is the only material issue that arose with respect to the sales revenue

forecast for the test years. Three Intervenors responded.



145

The CECBC does not take issue with BC Hydro’s submission defending the use of the February 20,
2004 cut-off date. However, it adds that the material differences between actuals to original forecasts
highlight the justification for the Commission to adopt the more aggressive use of deferral accounts
(CECBC Argument, p. 20).

The BCOAPO agrees with BC Hydro’s arguments for the February evidentiary cut-off date (BCOAPO
Argument, p. 3).

The JIESC submits that the Commission must look at the overall picture and that BC Hydro should use
the best information available and should not restrict itself to a particular cut-off date for evidence.
Otherwise, a significant change in estimated costs or revenues could lead to the wrong result (JIESC
Argument, pp. 10-11).

BC Hydro testified that its traditional forecast methodology has not been modified for this Application
(T13: 2113). While the Commission Panel does not expect continual updating of variables after a cut-
off date, it expects, at a minimum, a methodical approach to address the impact of base year’s changes

on the forecast for the test years.

The Commission Panel expects BC Hydro to streamline the load forecasting function to prepare more
rigorous short-term forecasting in its future revenue requirements applications. However, since the
Commission Panel has decided to accept the Evidentiary Cut-off Date (see Section 6.12.4 of this
Decision) the Commission Panel therefore determines that the sales forecasts provided in the REU
be used for the purpose of revenue forecast for the test period.

6.12 Cost of Energy

6.12.1 Domestic Cost of Energy for Test Period

The consolidated revenue requirement in Table 1-4 of the Application included $824 million for the
forecast Domestic Cost of Energy in F2005 and $808 million in F2006 (Exhibit B1-1, p. 1-14). The
Application used electricity and gas price forecasts for F2005 and F2006 that were based on forward

market prices obtained through Powerex. BC Hydro stated that forward prices are the appropriate basis
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for these forecasts, since they are the current market view of these prices and are transparent (Exhibit
No. B1-7, BCUC IR 1.2.23).

The REU increased the forecasts to $906 million and $865 million, respectively (Exhibit B1-1, p. 2A-9).
BC Hydro explained in its letter dated February 20, 2004 (Exhibit B1-7) that the most significant
changes in the evidentiary update are found in the domestic cost of energy and financial charges. Water
inflows, including snow pack, had been below normal since the Application was filed. While the
Application had assumed normal water inflows, in the REU BC Hydro forecast water inflows for the test
period based on the actual January 1, 2004 snow pack level (Exhibit B1-1, p. 2A-1; Exhibit B1-1, p. 2A-
6).

The June Financial Undertaking used water inflows based on the June 1, 2004 Water Supply Forecast,
updated gas and electricity forward market prices and new load information. It projected a Domestic

Cost of Energy of $1,057 million in F2005 and $995 million in F2006 (Exhibit No. B1-197, Schedule
2A-9). The following is a comparison of the forecasts in the Application and the REU.

Table 6-21: Domestic Cost of Energy

Application Revised Evidentiary Update

(Schedule A-9) (Schedule A-9-A)
Millions of Dollars F2005 F2006 F2005 F2006
Water rentals $265 $281 $258 $281
IPP’s and long-term purchases 378 397 380 395
Market electricity purchases 105 55 183 112
Natural gas for thermal generation 28 24 36 26
Domestic cost of energy — Non-integrated Areas 14 15 15 15
Domestic transmission 16 16 16 16
Gas transportation 13 13 13 13
Cost of market 1 1
Other 4 7 4 7
Total Domestic Cost of Energy $824 $808 $906 $865
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Table 6-21: Domestic Cost of Energy
(continued)

Application Revised Evidentiary Update
(Schedule A-9) (Schedule A-9-A)

GWh’s F2005 F2006 F2005 F2006
Water rentals 46,130 46,293 44,980 46,045
IPP’s and Long Term 6,598 7,003 6,540 6,951
Market electricity purchases 2,316 1,506 4,266 2,757
Thermal generation 258 194 338 233
Non-integrated Areas 107 105 105 105
Exchange net 560 660 54 199

55,969 55,761 56,283 56,290
Less: Line loss and system use (5,422) (5,457) (5,447) (5,483)
Net sales to Powerex (1,260) (700) (1,550) (1,200)
Domestic sales volumes 49,287 49,604 49,286 49,607

(Exhibit B1-1, Schedule A9, pp. 2-49; Schedule A-9-A, 2A-20)

Except for variances arising from changes in customer load, all variances between forecast and actual

for the Domestic Cost of Energy will be recorded in the approved HDA and NHDA.

6.12.2 Independent Power Producers and Long-Term Contracts

BC Hydro has contracted to buy 5,631 GWh in 2005 and 5,914 GWh in 2006 from pre-2001 contracts
(Exhibit B1-1, Table 4-4, p. 4-10) and a further 937 GWh for 2005 and 1,056 GWh from contracts
signed since 2001 (Exhibit B1-1, Table 4-5, p. 4-15). The total cost of these deliveries is estimated to be
$378.6 million in F2005 and $397.0 million in F2006 (Exhibit B1-1, p. 4-3, Table 4-9).

These contracts are comprised of IPP purchases made under various requests for proposals, the Alcan
contract, the Island Cogeneration Project contract, and a contract for the Arrow Lakes Hydro. BC
Hydro has expressed some uncertainty with regard to the attrition of these projects and has allowed for
attrition in the estimates (Exhibit B1-1, p. 4-15). In addition to this uncertainty, the Arrow Lakes project
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has been temporarily shut down because of operational problems with the intake channel for the
Keenleyside generation station (T14: 2206). However, BC Hydro does not believe the energy shortfall
will require the development of contingency plans and any incremental costs created by the need to
purchase from the market will be pursued through the terms of the contract (Exhibit B1-95).
Nevertheless, BC Hydro was unable to state if the contract terms would allow a recovery of incremental

Costs.

As noted above in section 6.8.1(i), BC Hydro has acquired IPP power under various calls and pricing
mechanisms. From Exhibit B1-124, a comparison of the levelized price of BC Hydro’s Electricity
Purchase Agreements (EPAS) with the levelized Market Price, shows that under forecast assumptions
for gas prices from a High Gas scenario and from the National Energy Board scenario the levelized price
of the EPAs is lower. Under assumptions from Confer and Energy Information Administration they are
slightly larger. On balance the Commission Panel accepts that the EPAs are competitive with other
market options (Exhibit B1-124).

6.12.3 Optimal Resource Mix

BC Hydro’s resource planning and acquisition strategy seeks to acquire reliable and secure electricity
supplies to ensure that domestic loads are served even under low water conditions. BC Hydro’s

resource planning approach is based on the following perspectives:

e BC Hydro cannot anticipate every contingency or perfectly time the in-service schedules of new
resources.

e As spot market prices are very volatile, BC Hydro’s planning does not consider spot market
purchases under average hydro conditions.

e BC Hydro’s strategy is to have a diversified energy supply portfolio that will be robust in a
period of high gas and electricity price volatility.

e BC Hydro’s strategy is to acquire domestic long-term contracts to meet domestic demand,

consistent with provincial energy policy supporting the participation of the private sector in new
electricity generation

(Exhibit B1-1, p. 4-25).
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BC Hydro presented the 2004 IEP as its long-term plan for acquiring demand-side and supply-side
electricity resources to meet anticipated customer demand. BC Hydro seeks a balanced portfolio of
resources (T6: 603).

Over the short-term of up to the next three years, it is the responsibility of Generation to optimize the
use of available resources, including market purchases (T6: 644-645). Forecast domestic energy supply
costs for F2005 and F2006 are a direct outcome of BC Hydro’s electricity Operating Plan, which sets
out how BC Hydro expects to use its available resources over the near term to meet anticipated demand

in the most cost effective manner and consistent with the Energy Plan.

BC Hydro uses its Marginal Cost Model to help optimize the operation of its system and market
purchases and sales, and for financial forecasting. The MCM estimates the value of water in Williston
Reservoir, which can be taken as a proxy for the marginal cost of system generation. This value is
updated at least monthly. Inputs to the model include the domestic load forecast, water levels and
inflow forecasts, IPP generation, Columbia River generation, transmission constraints and electricity
and gas forecast market prices (Exhibit B1-1, p. 5-22; B1-7, BCUC IR 1.5.25, 1.5.26). Table 4-11 in the
Application shows the then-current energy Operating Plan for F2004, F2005 and F2006, and a forecast
for subsequent years.

The evidence provided by Mr. Spafford demonstrates that BC Hydro has considerable flexibility to meet
load requirements with either hydro generation or market purchases depending upon the level of natural
streamflows, reservoir elevations and market conditions (T19: 3318). Further, BC Hydro should operate
the generation system for the benefit of customers. The risk of sub-optimization of the generation
system is borne by customers through the deferral accounts. BC Hydro also has opportunities to move
revenue requirement between years using reservoir storage and hence can smooth or aggravate rate
impacts using that storage (T20: 3584-3585). In the long-term, the customers’ interests are best served
by using the reservoir storage for cost minimization. However, verification of this cost-minimizing
operational regime is very difficult to determine. To the extent that optimal operation is suggested by
the MCM (T20: 3585), that suggested operation can be altered by imposing overriding considerations
(T19: 3318). The Commission Panel accepts the evidence filed by BC Hydro (Exhibit B1-198) that the
difficulties with 2005, including low reservoir levels, low streamflow forecasts, reduced IPP energy, and

increased load forecast preclude present consideration of alternative operating plans.
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Intervenor Submissions

The IPPBC states that BC Hydro relies on Burrard for firm capacity to back-up its non-firm energy
imports, and that this plant is old and inefficient (IPPBC Argument, pp. 9-16). The IPPBC argues that
BC Hydro relies excessively on non-firm energy imports, that this is inconsistent with the Energy Plan
and that it poses a serious risk to BC Hydro’s ability to supply energy to its customers. The IPPBC
submits that by deferring purchases and drafting scarce storage during low inflow periods, BC Hydro is
taking a risk that could have serious financial and reliability consequences. The IPPBC also submits
that the current practical minimum level for Williston Reservoir should be tested in a public review of
the IEP (Exhibit C4-14, pp. 27-33). IPPBC suggests that the Commission should require BC Hydro to
increase the amount of electricity that it buys from IPPs by at least 3,000 GWh and/or should hold a full
public hearing into the IEP.

The BCOAPO expresses concern with BC Hydro’s reliance on imported energy to meet domestic loads,
particularly over the next few years (BCOAPO Argument, p. 28).

Mr. Wait expresses concern about the present policy of basing the marginal cost of new generation on
combined cycle gas fired plants, which may require major refurbishment after 20 years and have
increasing fuel costs. He questions the practice of applying a combined cycle cost pattern to IPP
contracts that frequently involve hydro generation. He urges the Commission to set standards for the
evaluation of energy projects that puts the highest priority of the financial analysis on the actual cost to
ratepayers (Wait Argument, pp. 2, 3, 7).

6.12.4 Evidentiary Cut-off Date

BC Hydro argues that the February 20, 2004 Evidentiary Cut-off Date established by the Commission
Panel is needed to avoid ongoing and possibly selective updating of the forecasts of many cost and
revenue items, and argues that late updates like the June Financial Undertaking would be unfair since
Intervenors have had no opportunity to test this information. BC Hydro submits that to use the June

Financial Undertaking would undermine the integrity of the process (BC Hydro Argument, p. 27-9).
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The CECBC and BCOAPO agrees with the February 20, 2004 Evidentiary Cut-off Date. The JIESC
argues that the Commission should use the best information available, and not restrict itself to a cut-off

date for evidence.

Commission Findings

The Commission Panel finds that the Evidentiary Cut-off Date is February 20, 2004.
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7.0 ACCOUNTING ISSUES

7.1  Depreciation and Amortization

BC Hydro depreciates the cost of capital assets and amortizes the cost of deferred assets over their
estimated service lives, collectively called depreciation. Assets are depreciated on a straight-line basis
with the exception of vehicles, which are depreciated on a declining balance basis. Capital assets in

service are depreciated on an individual or pooled basis.

Depreciation includes:

- depreciation of capital assets in service;

- amortization of contributions arising from the Columbia River Treaty and CIAC;
- amortization of studies and abandoned or indefinitely deferred projects;

- amortization of deferred Aboriginal negotiation and settlement costs;

- amortization of demand-side management programs and the cost of an interest free loan to Howe
Sound Pulp and Paper Limited,;

- amortization of FRSR costs, and effective F2005, ARO; and

- gains and losses on disposal, retirement or write-down of capital assets

(Exhibit B1-1, pp. 2-14 and 2-15).

Depreciation is forecast to increase from $428 million in F2004 to $470 million in F2005 due to
increased Generation, Transmission and Distribution assets ($16 million), increased IT assets ($7
million), accelerated depreciation on Burrard ($7 million), a revision of the estimated useful life of
certain distribution assets ($9 million) and increased DSM amortization expense due to increased DSM
program activity ($7 million). Depreciation for F2006 is $470 million due to the increased assets in
service which is offset by the elimination of assets that are transferred to BCTC and no longer
consolidated with BC Hydro after F2005 (Exhibit B1-1, p. 2-16).
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7.2 Changes in Depreciation Rates

BC Hydro’s last major depreciation study was performed in 1989. Since its 1994 rate application, BC
Hydro has completed reviews of specific assets when concerns have arisen as to the existing
depreciation rates. The reviews involved contacting other utilities and comparing rates on like assets.

In 2003 BC Hydro performed a review of the FRSR balances and amortization rates in a study
conducted by Gannett Fleming. The study recommended revisions to four asset units which are
reflected in Chapter 2, Section 3.7.1 of the Application. BC Hydro is planning to conduct a depreciation
study prior to its next revenue requirements application (Exhibit B1-7, BCUC IR 1.78.1; T8: 1124-
1125).

In F2004 BC Hydro implemented a Peoplesoft Asset Management module. For the prior 10 years, BC
Hydro operated the Asset Information Management System. When the AIMS system was
decommissioned, the 10-year historical data was retained. BC Hydro received confirmation from
Gannett Fleming that sufficient information is available to complete a depreciation study over a period
of 8-12 months. Based on that advice and assuming that it is able to extract the required information on
a timely basis, BC Hydro is of the view that it can complete a depreciation study prior to the next

revenue requirements application (Exhibit B1-84).

BC Hydro has changed the depreciation rates for six asset categories in the years from 1999 to 2002
with four rates increasing and two rates decreasing resulting in a net decrease in depreciation of $1
million (Exhibit B1-8, BCUC IR 2.199.2). BC Hydro confirmed that, due to the rate freeze, it did not
request Commission approval at the time it made these depreciation rate changes. The rate freeze ended
on March 31, 2003 and BC Hydro considered that it was implicitly requesting approval from the
Commission by including these new depreciation rates in the Application (T8: 1113; T9: 1352).

In the test period, BC Hydro proposes to increase depreciation expense by $7 million for accelerated
depreciation on Burrard to reflect the current estimated useful life of the facility, by $9 million related to
a revision of the estimated useful life of certain distribution assets and by $6 million related to increased
transmission assets in service and a reduction in the estimated salvage values of communications assets
(Exhibit B1-1, p. 2-16). A summary of the depreciation rate changes contained in the Application is
provided in Exhibit B1-104.
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BC Hydro confirms that the $9 million revision for certain distribution assets includes a one-time
adjustment of $3 million due to a reduction in the useful life of BC Hydro’s distribution transformers
from 35 years to 30 years. The net book value of transformers that are over 30 years old at March 31,
2004 ($3 million) will be written off in F2005. BC Hydro states that it did not record this one-time
adjustment in F2004 as adjustments to depreciation rates are typically done at the same time a revenue
requirements application is filed and BCUC approval is sought. 1t’s BC Hydro’s view that F2005 is the
first fiscal year in which the change could be approved (Exhibit B1-7, BCUC IR 1.2.12, Exhibit B1-11,
JIESC IR 1.9.0(a)).

BC Hydro states that its policy is to record depreciation on an asset the month following the date that the
asset is placed into service (Exhibit B1-11, BCOAPO IR 1.18.0(a)).

Commission Findings

The Commission Panel accepts the changes in depreciation rates requested by BC Hydro in
Exhibit B1-104 except for the accelerated depreciation on Burrard and the distribution
transformers as described in Sections 6.7.1.7 and 6.7.2.3. The Commission Panel directs BC
Hydro to file a depreciation study as part of its next revenue requirements application.

7.3  Amortization of Expenditures on Water Use Planning Costs and
Deferred Aboriginal Negotiation and Settlement Costs

Water use planning and aboriginal relations are included in the Application under the section on the
Heritage Contract (Exhibit B1-1, pp. 5-45 to 5-50).

BC Hydro proposes to amortize the expenditures on water use plans over 10 years as compared to the
expected useful life of dams and reservoirs which range from 50 to 100 years. The water use plans are
intangible assets while the dams are tangible assets with a specific life. BC Hydro examined whether
the amortization period for the water use plans should be from 10 to 20 years. In recognition that
changes could occur to the arrangements with the Province, the remissions and the plan, BC Hydro

determined that an amortization period of 10 years was appropriate (T8:1125-1126).
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In the JIESC’s view, a 10-year amortization period is unnecessarily conservative and fails to align costs
with asset life. These plans pertain to dams and reservoirs that will likely be in place for at least another
40 to 50 years (JIESC Argument, p. 21).

On June 5, 2002 BC Hydro applied-for approval to capitalize ongoing negotiation and litigation costs
with First Nations, the costs of settlements arising from those negotiations, and the amortization of those
costs over a 10-year period beginning in the 2001/02 fiscal year (the 2002 Application). BC Hydro had
been in negotiations with First Nations with respect to what the application described as alleged impacts
as a result of the construction and operation of some of BC Hydro’s facilities, namely, the Williston

reservoir, the WAC Bennett dam, and the Bridge, Seton and Lajoie power stations.

In the 2002 Application BC Hydro forecast that the cost associated with First Nations negotiations for
the 2001/02 fiscal year would be $8 million and included project management, legal and technical work
such as environmental studies, surveys and modeling. BC Hydro anticipated that negotiation costs for
each fiscal year from 2002/03 to 2005/06 would be similar to those in 2001/02.

By Order No. G-53-02 the Commission approved for BC Hydro the capitalization of ongoing
negotiation and litigation costs with First Nations, the costs of settlements arising from those
negotiations and the amortization of those costs over a 10-year period beginning in the 2001/02 fiscal
year (Exhibit A-39).

Commission Findings

The Commission Panel accepts that changes could occur to the arrangements with the Province,
the remissions and the plan. Therefore an amortization period of 10 years for water use plans is
accepted. The Commission Panel determines that the 10-year amortization period for ongoing
negotiation and litigation costs with First Nations and the costs of settlements arising from those
negotiations approved by Order No. G-53-02 continues to be appropriate.
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7.4  Calculation of Interest During Construction

BC Hydro capitalizes finance charges on capital expenditures to reflect the carrying cost of the funds
required for a project. The IDC rate is established at the beginning of each fiscal year based on the
average expected annual finance cost to BC Hydro. The IDC rate is based on BC Hydro’s incremental
cost of borrowing and takes into consideration annual interest costs plus foreign exchange adjustments
and amortizations of premiums, discounts and issue costs. The IDC rate is calculated using forecast
short-term and long-term rates (Exhibit B1-8, BCUC IR 2.198.4.1).

Prior to April 1, 2003 a threshold of $50,000 in direct costs was required before IDC was charged.
When the Peoplesoft Project Costing Model was implemented, there was no automation to determine
applicability based on an approved amount or duration so either a manual process or significant
customization would have been required. BC Hydro determined that there was not a significant impact
of having the threshold and therefore a decision was made to have the threshold removed (T9: 1368-
1369; Exhibit B1-54).

Commission Findings

The Commission Panel accepts the method of calculating the IDC rate and finds that a threshold

for the calculation of IDC is not required.

7.5 FRSR/ARO

BC Hydro is changing its accounting for costs associated with the retirement of capital assets in F2005
due to a change in GAAP.

Consistent with the requirements of Section 3060-Capital Assets of the CICA Handbook, BC Hydro
accounted for asset retirement costs by creating a provision for future removal and site restoration,
which is a liability on BC Hydro’s balance sheet that increases every year until the asset is de-
commissioned. The yearly increase to the liability account on the balance sheet is reflected as
depreciation expense on the statement of operations. Actual de-commissioning costs are charged
against the liability on the balance sheet as incurred (Exhibit B1-1, p. 2-18).
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The change in GAAP replaces this accounting treatment for asset retirement costs with Section 3110-
Asset Retirement Obligations, effective for fiscal years beginning on or after January 1, 2004. Section
3110 requires the recognition of all legal obligations associated with the retirement of tangible long-
lived assets. These legal obligations are referred to as AROs. If a reasonable estimate of the fair value
can be made, the obligations must be recorded on a company’s balance sheet as a liability. If not, they
must be disclosed in the notes to the financial statements and may not be recognized until the period in
which a reasonable estimate can be made which may not be until they are incurred (Exhibit B1-1, p. 2-
17).

Section 3110 is to be applied on a retroactive basis with the restatement of financial statements for prior
years, effective F2005 in accordance with Section 1506 (Exhibit B1-1, p. 2-17 and Exhibit B1-8, BCUC
IR 2.202.7). The change in accounting standard has a significant impact in F2005 on BC Hydro’s

depreciation expense, FRSR provisions, and equity.

At the end of F2004, BC Hydro’s balance sheet had $180 million in the liability account that recorded
the accumulated provisions for FRSR costs. This FRSR balance comprised a credit balance of $244

million for future dismantling costs and a $64 million debit balance for future salvage proceeds.

Under the new accounting treatment, the existing FRSR provisions are to be eliminated and replaced by
AROs where applicable. Under Section 3110, the provision for future dismantling costs of $244 million
will be transferred to retained earnings and the provision for salvage proceeds will be transferred to
accumulated depreciation. BC Hydro has very few assets that have ARO liabilities and as of April 1,
2004 will record retroactive charges to retained earnings of $7 million for accumulated depreciation on
the ARO assets and $4 million for accretion on the ARO liability (Exhibit B1-1, Table 2-13, p. 2-16;
Exhibit B1-8, BCUC IR 2.199.2). The ARO account effectively accrues interest as the ARO is
originally recorded at a present value and is built up over time to the expected actual cash outlay (T9:
1295).

In recording the retroactive adjustment of Section 3110, the “new accounting policy is applied to events
and transactions from the date of origin of such items” as required by Section 1506. BC Hydro
interprets this to mean that the financial statements for the current and previous years have to be restated
as if FRSR never existed (Exhibit B1-8, BCUC IR 2.202.7). BC Hydro confirmed that the FRSR
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liability had been accumulated as a charge to income and that in 1994 when rates were last set, there was
a $17 million charge to income for site restoration and removal costs. The total recovery in rates for the
11-year period from F1994 to F2004 has been $187 million ($17 million/year x 11 years). The liability

for future dismantling costs had increased from $187 million to $244 million over the 11 year period due

to increases in the provision that were not recovered in rates (Exhibit B1-11, JIESC IR 1.20.0(a)).

The transfer to retained earnings in F2005 of the provision for future dismantling costs less the
retroactive charges for ARO assets will increase BC Hydro’s retained earnings by $233 million ($244
million-$7 million-$4 million). Dismantling and site restoration costs that will be incurred for assets
that do not have ARO liabilities on the balance sheet will be expensed as incurred (Exhibit B1-1, pp. 2-
17, 2-18, 2A-14). The impact of this new accounting treatment was also reflected in F2005 and F2006
where asset dismantling costs of $18 million and $19 million were charged to depreciation expense
(Exhibit B1-1, Table 2-13, p. 2-16; Exhibit B1-8, BCUC IR 2.199.2).

Many Intervenors disagreed with BC Hydro’s proposal to transfer the provision for future dismantling
costs to retained earnings, resulting in an increased return on equity and to the recovery of future

dismantling and site restoration costs as a charge to rates.

The JIESC evidence suggested that BC Hydro’s proposal will result in a direct transfer of $233 million
from customers to the shareholder. According to the JIESC, the immediate effect of crediting the FRSR
balance to retained earnings is an increase in the return portion of the annual revenue requirement by in
excess of $32 million. Furthermore, ‘double recovery” will occur when BC Hydro seeks to recover from
its customers the costs of removal, dismantling and site restoration for assets for which the amounts
were previously provided for in the FRSR (Exhibit C23-5, p. 2).

In Argument, the JIESC states that the $233 million contained in the reserve for FRSR was collected in
rates starting in 1994 at $17 million per year. The funds were collected for a very specific purpose —
FRSR costs — which Mr. Johnson testified are essentially negative salvage costs, i.e., costs required to
restore retired property (JIESC Argument, p. 16; Exhibit C23-5, pp. 2-3).
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The JIESC proposed that the Commission require BC Hydro for regulatory purposes to maintain the
FRSR reserve and use it to either charge the costs for FRSR assets for which there is no ARO until such
time the FRSR reserve is depleted or amortize the reserve on a straight-line basis over a period of years
(Exhibit C23-5, p. 2). The JIESC estimates that either approach will result in the FRSR reserve
becoming fully depleted over 10-12 years (T20: 3619).

The JIESC submitted that BC Hydro’s proposed treatment is inappropriate for a regulated utility; though
the JIESC acknowledged that it is appropriate for an unregulated entity. The JIESC explained that in the
case of an unregulated entity, had the revenues not been applied to the FRSR account, they would have
flowed to the bottom line and to retained earnings and the entity cannot, presuming that it is already
charging market prices, raise its rates to recover the costs in the future. The JIESC evidence was that in
an unregulated enterprise the approach is appropriate since the FRSR reduced the net income initially,
and hence the retained earnings, in the past and was therefore a cost to the shareholder (Exhibit C23-5,
p.5). That is generally not the case for rate-regulated enterprises where placing the excess of the
current provision for FRSR over the ARO in retained earnings fails to reflect the source of the funding
of the FRSR and has the effect of charging customers for the use of the funds that they have provided

and requiring the customers to fund those costs again in the future (Exhibit C23-5, p. 6).

The JIESC notes that the Provincial Government has provided a clearly defined list of accounts upon
which it should earn a return, which does not include reserves for FRSR. The JIESC further notes that
the shareholder has not earned a return on FRSR in the past and has neither directed nor requested it
here. The JIESC suggests that the Commission should not ignore the clear inequities of the BC Hydro
proposal that would result in double recovery and an inappropriate return in this situation (JIESC
Argument, pp. 17-18).

The CECBC urges the Commission to maintain the reserves for FRSR for the benefit of customers as
these funds were recovered in utility rates for the customers for a specific purpose. The CECBC
submits that BC Hydro’s position is not consistent with the Energy Plan directions of the government
which encourage the maintenance of low rates in British Columbia. The CECBC further suggests that
the magnitude of the monies in issue is significant enough that if it was intended that the monies be
treated as BC Hydro has proposed, a specific direction would have been made and that the Government
did not do so (CECBC Argument, pp. 35-38; T9: 1230-1231).
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In its evidence, the CECBC proposed that the $244 million provision for future dismantling costs be
transferred to a deferral account and amortized over F2005 and F2006 as a $120 million reduction to
revenue requirements for each of those two years. The CECBC proposes that the asset dismantling costs
of $18 million and $19 million for F2005 and F2006 be recorded in a deferral account (Exhibit C35-5,

pp. 6, 9).

In Argument, BC Hydro suggests the “double counting argument raised by the JIESC and the CECBC is
a red herring”. BC Hydro states that “there is no ongoing linkage between any particular cost
component and particular rate levels” and that “it is not possible to say that customers have already
‘paid for’ any element of costs” (BC Hydro Argument, pp. 16-17). BC Hydro further explains that since
1994 BC Hydro’s rates were effectively frozen and rates were not set to recover costs. The result,
therefore, in BC Hydro’s view, was a disconnect between expected costs and rates and BC Hydro
submits that there is no real equity issue as it is not possible to say that over the past 10 years ratepayers
have paid any particular cost because of the absence of a rate-making methodology based on cost (BC

Hydro Argument, p. 17).

BC Hydro suggests that, more fundamentally, the Government knowingly re-enacted a special direction
on November 20, 2003 that had the effect of including in equity the amount that had previously been
recorded as FRSRs, but were not properly AROs under the new regime (BC Hydro Argument, p. 18).
The Government was made aware of this consequence, but enacted HC2 nevertheless.

BC Hydro informed the government about the change in GAAP requirements regarding FRSR as it
applied to retained earnings. Mr. Elton testified that the response from the Government was: “Thank
you, we’re now aware of it, and ... you should do whatever is appropriate for generally accepted
accounting principles, and we don’t have anything to say about any possible variance” (T6: 698). The
timing of the discussion with the Government was inferred to be between March 2003 when Section
3110 took effect and the date when HC1 and HC2 were issued on November 20, 2003 (T22: 4119). BC
Hydro confirmed that there are no written communications from the Government to BC Hydro relating
to the extent to which BC Hydro’s regulatory accounting is to be treated in accordance with GAAP (T7:
817). BC Hydro also confirmed that HC2 does not contain a specific direction regarding the treatment
of FRSR (T9: 1230) and, during the oral phase of argument, confirmed that if the Government had
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wished to give direction in this regard, it could have done so and that they had two opportunities
available to it: one when the Special Direction was drafted; and the other, when this matter was
communicated by Mr. Elton (T23: 4182-4183).

BC Hydro stated that GAAP does not allow for the removal of the FRSR liability and for the balance to
be returned to customers (T9: 1340). BC Hydro acknowledged that the Commission could order a
variance from GAAP and that an amortization period of 10 years, as opposed to 5 years, would be
appropriate to correspond with the estimated annual dismantling costs of about $18 to $19 million (T9:
1340-1341). In an undertaking response, BC Hydro estimated that if the FRSR balance was not
transferred to retained earnings but remained on the balance sheet with a 10-year amortization, the
revenue requirements would decrease by $59 million per year in the test period resulting in a 2.48
percent reduction in the F2005 rate increase from 8.9 percent to 6.42 percent (Exhibit B1-79).

In BC Hydro’s view, to do something other than transfer the FRSR balance to retained earnings would
frustrate the intention of HC2 which requires that the year-end amount in retained earnings be used in
calculating equity (T8: 1216). BC Hydro confirmed that the CICA Handbook allows exemptions for
rate-regulated enterprises which include BC Hydro (T9: 1233). BC Hydro maintains that the
government knowingly re-enacted a special direction, HC2 that had the effect of including in equity the
amounts that had previously been recorded as FRSRs but were not properly AROs under GAAP (BC
Hydro Argument, p. 18).

The JIESC suggests that BC Hydro’s position that “there is no ongoing linkage between any particular
cost component and particular rate levels (BC Hydro Argument, p. 16) is outrageous” and that “to
accede to BC Hydro’s argument would be to remove the fundamental stability behind regulatory
accounting” (JIESC Argument, p. 16). The JIESC submits that the proposed treatment is not
appropriate for a regulated utility, especially where the previous rates were set on the basis of recovering
identified costs and where the entity proposes to include the costs already recovered in future rates
(JIESC Argument, p. 17).

During the oral phase of argument, counsel for BC Hydro submitted that as a matter of presumptive law
“with respect to legislation, Government is intended to know the law ... and know the plain and

ordinary meaning of the words they use” and that “the plain and ordinary meaning of the accounting
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terms within the Special Direction, is [the] plain and ordinary meaning in the context of GAAP” (T22:
4120-4121). Counsel for BC Hydro referred to case law to support this proposition, including the
Supreme Court of Canada decision in Quebec Inc. v. Quebec (Regie des permis d’alcool) (1996), 140
D.L.R. (4™ 577 where L’Heureux-Dube, J. agreeing with the majority allowing the appeal, but for

different reasons based solely on the rules of administrative law stated (at p. 659) that:

The legislature is presumed to be competent and to have knowledge of all the legislation
and case law in existence at the time a statute is enacted ... This presumption was
expressed as follows by Driedger on the Construction of Statutes:

The legislature is presumed to know all that is necessary to produce rational and
effective legislation. This presumption is very far-reaching. It credits the
legislature with the vast body of knowledge of which judicial notice may be taken
as well as anything contained in briefs or reports tabled with legislation. The
legislature is presumed to have a mastery of existing law, both common law and
statute law, as well as the case law interpreting statutes. It is presumed to have
knowledge of practical affairs ...

Logically, the substance of what the legislature is presumed to know must be
knowledge that was available to it at the time the legislation was enacted
[emphasis in original].

Counsel for the JIESC remarked that if “they are presumed to know the law and presumed to know
GAAP, then they are presumed to know that the Commission can make changes and that will be
accepted for financial purposes” (T22: 4124).

Further, as the BCOAPO comments in its Argument, the issue of the Commission’s jurisdiction and its
powers with respect to interpreting special directions from Government was very recently before the BC
Court of Appeal in BC Hydro and Power Authority v. Terasen Gas(Vancouver Island) Inc., 2004 BCCA
346. At paragraph 23 of that decision Mr. Justice Mackenzie, on behalf of the Court, speaks of the
“...close policy connection between the government and the Commission through the mechanism of
special directions which take precedence over inconsistent provisions of the Commission’s governing
statutes or regulatory principles otherwise applicable” (BCOAPO Argument, p. 4). After reviewing the
factual history, the legislative scheme and the Special Direction in issue, Mr. Justice Mackenzie at
paragraph 36 expresses his view on BC Hydro’s first ground of appeal as follows: “In my view, there is

nothing in the Special Direction or otherwise in the regulatory scheme that precluded the Commission
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from setting rates for BC Hydro that included amortization of the Deficiency Account balance.” As to
BC Hydro’s second ground of appeal, his comments at paragraph 39 are similar: “In my opinion, the
Special Direction did not preclude the Commission from setting tolls for BC Hydro that provided for a

contribution to amortization of the Deficiency Account that resulted in a 1.25 ratio.”
The comments that Mr. Justice Mackenzie makes at paragraph 47 referred to in the BCOAPO Argument
at pages 4 and 5 relate to his disposition of the second ground of appeal of the Appellant, Vancouver

Island Gas Joint VVenture.

Commission Findings

The Commission Panel accepts that under the legislative scheme governing BC Hydro’s rates, it is the
Government’s right to determine the manner in which its return will be calculated and that HC2 is a

binding direction to the Commission with the force of law.

Special Directive HC1 and Special Direction HC2 address the treatment of items that are defined as
equity; however, a specific direction has not been given regarding the treatment of FRSR account
balances in HC1 and HC2, nor does the Commission Panel find that such a direction can be implied.
The Commission Panel, therefore, does not accept that the Government has expressed an intention in
this regard. While HC1 and HC2 clearly define equity to include ‘retained earnings’, this term is not as
precise or as readily determinable as the latter two terms in the definition, i.e., “‘contributions arising
from the Columbia River Treaty’ and ‘contributions in aid of construction’. Though it had the
opportunity to do so, the Government has not made a direction regarding the treatment of FRSR (T9:
1230).

The Commission Panel accepts that the Government may be presumed to have been aware of and
understood the import of CICA Handbook Section 3110 when it issued the Special Directive and
Special Direction. The Commission Panel also accepts, however, that the Government is aware of and
understands that the Commission could order a variance from GAAP requirements and could direct a
different accounting treatment. In fact, the Government is aware that the Commission has done just that

(in 2002) in circumstances affecting BC Hydro with respect to foreign exchange gains and losses.



164

Absent a specific direction, the Commission Panel is of the view that it should apply normal regulatory
principles and that it should be satisfied that the proposed accounting treatment is appropriate in the

circumstances.

BC Hydro argues that the rate freeze resulted in a disconnect between rates and costs. The Commission

Panel notes that a provision had been made to recognize an FRSR liability.

In these circumstances, given that the Government has not dealt with this matter, it is open to have it be
considered and determined by this Commission which has been established and is intended to possess an

expertise in such matters and to weigh the various interests of a utility and its stakeholders in this regard.

The Commission Panel has considered the evidence of BC Hydro, the JIESC and the CECBC and
the submissions made on this issue and concludes that it is appropriate in the circumstances to
require a variance from Section 3110 of the CICA Handbook. Accordingly, the Commission
Panel orders a variance from GAAP and requires that the F2004 balance in the FRSR account
remain as a liability to be utilized for dismantling costs that are incurred in F2005 and future
years. For assets that require an ARO liability to be established and an FRSR provision was not
established or is insufficient, BC Hydro and BCTC are to record a sufficient ARO provision in
accordance with Section 3110 of the CICA Handbook.

7.6 Contributions in Aid of Construction

All utilities in British Columbia have an obligation to extend service to new customers located in their
service areas. The Commission has approved conditions in the Electric Tariff that allow extensions to
be installed with the normal connection charge up to a specified level of investment. If the cost of the
extension exceeds the allowed level of investment then a contribution towards the construction cost
called a CIAC is required from the new customer. This contribution avoids the need for other customers

to subsidize the cost of the extension.

Under HC2, amounts recorded as CIAC are included in the calculation of equity for BC Hydro. BC
Hydro acknowledged that its calculation of CIAC is set by tariff and that the Commission has the ability
to change the tariff whenever it is considered appropriate (T9: 1246, 1268). BC Hydro amortizes CIAC
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over the useful life of the related assets and considers that its accounting is fair and in compliance with
GAAP and therefore any change to that accounting would be a frustration of the Special Direction
(Exhibit B1-1, p. 2-15; T9: 1269).

The CECBC would support an initiative to accelerate amortization of CIAC to reduce the growth in this
item and the return calculated thereon (CECBC Argument, p. 30).

The JIESC notes that the result of the declaration of CIAC as equity is that the revenue requirements are
higher than they would have been if CIAC were treated as zero cost capital, as it is for other utilities,
which, in the JIESC’s view, is a perverse result. The JIESC suggests, however, that this result can be
mitigated and the JIESC proposes that the existing balance of CIAC be amortized at a rate which results
in the contributions by one customer not harming all customers. This increased amortization is
estimated to decrease BC Hydro’s revenue requirements by $52 million per year. The JIESC also
proposes that BC Hydro be required to record the value of assets on its books in the future at BC
Hydro’s net cost (JIESC Argument, p. 20).

A System Extension Test based on the BCUC Extension Policy implemented in 1998 currently guides
BC Hydro’s customer driven projects.

When cross-examined by Terasen as to whether BC Hydro has been properly calculating the full future
cost of providing service for customer attachments, BC Hydro testified that some cost factors such as the
long-term price forecast and the “Cost of Electricity” as defined in the Electric Tariff page A-5-2 are
probably different as BC Hydro has not updated the inputs to the SET tests since the tariff came into
effect on April 1, 1998. BC Hydro took the position that a rate design hearing is the more appropriate
forum to look at all the electricity tariffs for electricity and other costs (T15: 2631-2632).

In its submission, Terasen argues that there is nothing that links the updating of input factors such as the
Cost of Electricity with whether or not rate changes have been approved in the period in question. It
submits that BC Hydro should be ordered to update the SET input factors to current levels because
regular updates will still be consistent with the current SET tariff (Terasen Argument, pp.7-8). BC

Hydro did not reply to Terasen’s submission with respect to the input factors of the SET.
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Through the UEA program, BC Hydro provides financial assistance towards the cost of uneconomic
overhead electrical extensions. The UEA program provides up to $1.5 million annually to assist
customers who are beyond the reach of the existing distribution system. Use of the program varies from
year to year. In the test period the provision for the UEA program is included in growth capital
expenditures (Exhibit B1-1, p. 7-15).

In the F2005 Capital Plan a total provision of $2.358 million is made for the provision of UEA and
Beautification expenditures. The Beautification Program assists municipalities in placing electrical
plant underground where BC Hydro provides up to one-third of the conversion cost. Approximately $1
million is allocated annually for this purpose and is included in sustaining capital expenditures (Exhibit
B1-1, p. 7-16; Exhibit B1-69B D-E Distribution Capital Plan Fiscal 2005, p. 7).

Over the last eight years BC Hydro has spent an average of $700,000 per year on the UEA program (in
the range of $290,100 to $1.485 million) which represents an extension of electrical service to an
average of 80 new homes per year (Exhibit B1-11, PRRD IR 1.6.0; Exhibit C20-5, p. 16).

The PRRD in its submission to the Commission also contends that the cost in the current extension
policy was inequitable to new customers and unjustified. The cost of all future operation, maintenance,
and tax expenses for an extension is charged to the customer as part of the cost of the line in advance
(Exhibit C20-5, p. 15). PRRD submits that “a careful review of the policy and the calculations is
required” (Exhibit C20-5, p. 16). The PRRD recommends that an initial amount of $3 million per year
be made available for investment in distribution extensions to facilitate potential development in PRRD
and other rural regions (Exhibit C20-5, p. 17).

Commission Findings

Again, as noted in the discussion of FRSR above, the Commission Panel accepts that under the
legislative scheme governing BC Hydro’s rates, it is the Government’s right to determine the manner in
which its return will be calculated and, in this instance, to define the term “equity’ as it has done in the
Special Direction.
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The Commission Panel notes that this matter has been the subject of some debate over the years,
including during the last BC Hydro revenue requirements proceeding in 1994. In the 1994 proceeding,
Intervenors also argued that the requirement in then Special Direction No. 8 (Exhibit A-32) to recognize
CIAC as equity was punitive in that it resulted in all customers having to pay a return on equity for that
part of an extension which is directly funded by the customer and had suggested that the Commission
require BC Hydro to discontinue the practice of requiring CIAC. In its 1994 application, BC Hydro had
noted that ‘equity” was comprised of retained earnings plus deferred credits and preferred funding and
that ‘deferred credits’ included CIAC (Exhibit A-34). The Commission in 1994 accepted that Special
Direction No. 8 required that CIAC be recognized as equity in BC Hydro’s capital structure and agreed
with BC Hydro that CIAC should not be discontinued (November 24, 1994 Decision, p. 27).

The Commission Panel finds that the accounting treatment proposed by the JIESC with respect to
CIAC would be contrary to, and would be an indirect attempt to circumvent, the clear

requirements of HC2.

With respect to the Terasen proposal, the Commission Panel finds that HC2 allows changes to be made
to the calculation of CIAC and its related amortization rate. The Commission Panel accepts that
Terasen’s submission is not a request to redesign BC Hydro’s SET. The Commission Panel
directs BC Hydro to periodically update the input factors when evaluating customer driven
projects. The amortization period for CIAC employed by BC Hydro is consistent with the
amortization period allowed for other utilities under the Commission’s jurisdiction and,

accordingly, is accepted.

The Commission Panel approves the Uneconomic Extension Assistance Program as applied-for by
BC Hydro.
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7.7 Post-Retirement Rates

One of the cost pressures identified in the Application is an increase in pension costs due to BC Hydro’s
demographic changes and accounting changes required by GAAP for other post retirement benefits.
The new accounting rules require that all forms of post retirement benefits be accounted for on an
accrual basis (Exhibit B1-1, p. 1-8).

BC Hydro acknowledged that the Commission could order a variance to GAAP whereby BC Hydro
would remain on the cash basis under the old accounting rules. BC Hydro has the strong view that the
accrual basis provides a much better matching of costs to the period of time in which the service is
provided and avoids the inter-generational shifting of costs that occur under the cash basis (T9: 1375-
1376). BC Hydro estimates that remaining on a cash basis would reduce pension costs by
approximately $16 million per year in F2005 and F2006 (Exhibit B1-8, BCUC IR 2.192.6.2).

The CECBC supports the issuance of a Commission order for a variance from GAAP that requires BC

Hydro to remain on the cash basis of accounting for post retirement benefits (CECBC Argument, p. 27).

The JIESC does not accept the inter-generational argument since the previous generation paid the initial
costs of the Heritage Assets that will benefit the next generation of ratepayers (JIESC Argument, pp. 18-
19). The JIESC is also concerned that the $27 million for Post Retirement Benefits costs is not money
paid out or put in some formal way beyond the control of BC Hydro or paid to an agent or trustee but

rather, it is simply a reserve that is funded as the payments are required to be made.

Commission Findings

The Commission Panel finds that the accrual method does provide a better matching of costs to the
period in which the service was provided. The Commission Panel further notes that the requested
change from the cash basis to the accrual basis of accounting for post retirement benefits will not, in this
instance, have a significant affect on rates. Further, the Commission Panel does not consider that the
circumstances warrant the costs to BC Hydro and its ratepayers that would be associated with a
requirement to fund this obligation. The Commission Panel approves the accounting change from

the cash method to the accrual method for post-retirement benefits.
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7.8 Uncollected Trade Revenue

Powerex has uncollected trade revenues of US$ 286 million related to an unpaid receivable by the
California Power Exchange and the California independent system operator. BC Hydro does not expect
that the amounts will be collected in full and is forecasting a recovery by Powerex of between zero and
US$ 40 million. BC Hydro does not expect that the FERC mandated settlement process will be
finalized until well into 2005. When there is a reasonable certainty that the refund received will not be
subject to appeals, the refund will be recognized as Powerex trade income. Powerex has incurred legal
costs related to this refund process which have been accrued in F2003 and also include a sufficient

provision for expected activities (T8: 1083-1088).

Powerex has an arbitrator’s award of US$ 100 million against Alcan that is currently in dispute. The
appeal is scheduled for May 2005 and a decision is expected in two to four months thereafter. When
there is a reasonable certainty that the refund received will not be subject to appeals, the refund will be
recognized as Powerex trade income (T8: 1088-1091). In Argument, BC Hydro submits that there is no
basis for adding amounts for these highly uncertain events into Trade Income for F2005 and F2006. In
the year of such recovery, the difference between forecast Trade Income and actual Trade Income will
go into the Trade Income Deferral Account for the benefit of customers subject to a cap of $200 million
and a floor of zero (BC Hydro Argument, pp. 55-56).

The CECBC argues that the Alcan recovery is a less contingent receivable than BC Hydro anticipated.
The CECBC supports the Commission bringing the US$ 100 million Alcan receivable into revenue
requirements for F2005 and F2006 (CECBC Argument, p. 26).

The JIESC submits that the Alcan and California receivables will likely be recovered in the test period
and that trade income for the test period should include US$ 100 million for Alcan receivables and at
least US$ 40 million for California receivables (JIESC Argument, pp. 22-23).
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Commission Findings

The Commission Panel accepts BC Hydro’s position that amounts and the timing for recovery of
the uncollected trade revenue is highly uncertain and therefore determines that no amounts
should be forecast for the test period. In the event that the Alcan and California receivables are
recovered in F2005, the balance in the TIDA should be considered when F2006 rates are adjusted

for allowed return on equity.

79 Financial Schedules

The Commission ordinarily regulates investor-owned utilities on a rate base/rate of return method based
on standard regulatory schedules of annual income, expense, income taxes and mid-year rate base and
capital structure. For BC Hydro, Schedule A-1, as revised, is the equivalent to the schedule of income
and expense (Exhibit B1-1, p. 2-40; Exhibit B1-8; BCUC IR 2.202.1.1). BC Hydro’s consolidated
balance sheet and consolidated statement of retained earnings are shown in Schedules A-2 and A-3
respectively, as revised. BC Hydro’s equity is determined independent of the elements that typically
make up rate base for a regulated utility. Special Directive HC1 and Special Direction HC2 defines BC
Hydro’s equity as the sum of retained earnings, deferred revenue, contributions arising from the
Columbia River Treaty and contributions in aid of construction at the end of the fiscal year (Exhibit B1-
1, Table 2-4, p. 2-5). BC Hydro’s working capital is generally defined as current assets less current
liabilities as shown on Schedule A-2. BC Hydro’s deferred expenditures are shown on Schedule A-2
and are comprised of the unamortized balance of DSM programs and deferred debt costs (Exhibit B1-8,
BCUC IR 2.202.1.2).

The impact of the original requested rate increases for F2005 and F2006 of 7.23 percent and 2.0 percent
are shown in Table 2-2 and Table 2-3 of the Application. Table 2-2 shows the detailed pro forma
consolidated statement of operations for BC Hydro with tariff rates unchanged and total F2005 revenue
of $2,649 million. Table 2-3 shows the same statement with rates increased by the proposed rate
increases of 7.23 percent in F2005 with total F2005 revenue of $2,826 million and the 2.0 percent
increase for F2006. Normally these types of schedules are used to determine the overall Utility Revenue
Requirement percentage increase which is then used to calculate the average increase in customer rates.

When the total revenues in Table 2-2 are compared to Table 2-3 an increase of 6.68 percent for F2005 is
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calculated ($2,826 million/$2,649 million). In Schedule A-1-A (Revised), BC Hydro showed the impact
of the revised requested rate increase for F2005 of 8.9 percent and no rate change for F2006.

BC Hydro explained that the F2005 total domestic revenues of $2,826 million from the original
requested rate increase and $2,649 million with rates unchanged contain revenues from non-tariff
sources. Domestic revenues are the proceeds from sale of electricity to customers within the province
and from sales of electricity at the border to certain customers outside the province under treaty or long-
term contracts. The non-tariff revenues are identified as miscellaneous, Skagit Valley Treaty, light
fixture charges on street lighting and intersegment revenues. When the non-tariff revenues are removed,
the F2005 tariff revenues before rate increases are $2,434 million and the F2005 tariff revenues after
rate increases are $2,610 million for a rate increase of 7.23 percent (Exhibit B1-1, pp. 2-3, 2-4, 2-6;
Exhibit B1-7, BCUC IR 1.33.1; Exhibit B1-13, p. 2A-13).

In an undertaking response, BC Hydro explained that the revenue requirement increase was not applied
to street lighting fixtures, market index rates, Aquila General Wheeling Rate, WTS Ancillary Service
Rates, Standard Charges-Page B-37 and B-38 of the Electric Tariff and Zone Il Special Contract Rates.
Street lighting rates contain two components-the fixed charge and the energy charge. The energy
component has received an allocation of the revenue requirement increase. BC Hydro stated that the
rates for the fixture component are based on specific costs associated with each fixture type and will be
updated in an upcoming rate design application. If the 8.9 percent rate increase was allocated to
fixtures, BC Hydro calculates that the fixture charge would increase by about $890,000 which is
equivalent to a rate impact of 0.03 percent.

The rates identified as Market Index Rates follow changes in other BC Hydro Rate Schedules or are
based on a market index. The Aquila General Wheeling Agreement allows for annual rate adjustments
in Rate 3817 based on the BC Consumer Price Index. The rate changes for WTS rates are described in
Section 2.2 of this Decision. The Standard Charges include connection charges, reconnection charges,
second meter installation fees, etc., which BC Hydro intends to update in its upcoming rate design
application. The Zone Il Special Contract Rate is updated annually and is based on the direct fuel and

operating costs associated with providing service in the Zone Il rate areas (Exhibit B1-39).
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In Argument the JIESC notes that BC Hydro has not requested an across-the-board rate increase for all
customers. The JIESC also observes that BC Hydro has not proposed increases for irrigation and has
proposed reduced increases for street lighting based on BC Hydro’s belief that somehow these classes
are different from others. The JIESC submits that there is no difference between the classes that is
relevant at this time, all classes should be treated identically and have the same overall increase. In the
JIESC’s view, any adjustments to be made between classes should wait until the anticipated rate design
is held in 2005 (JIESC Argument, p. 61).

Commission Findings

The Commission Panel accepts BC Hydro’s methodology for allocating the revenue requirement

increase for the test period.
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8.0 RATE OF RETURN AND CAPITAL STRUCTURE

8.1 Rate of Return

Special Direction HC2, section 4, in part, requires that:

Subject to section 7, in regulating and setting rates for the authority, the commission must
ensure that those rates allow the authority to collect sufficient revenue in each fiscal year
to enable the authority to ... (d) achieve an annual rate of return on equity equal to the
pre-tax annual rate of return allowed by the commission to the most comparable investor-
owned energy utility regulated under the Utilities Commission Act.

Section 7 of HC2 relates to deferral accounts.

BC Hydro confirmed that the rate setting is to be performed on a forecast basis to collect sufficient

revenue as opposed to an after-the-fact true-up to actual (T9: 1367).

In the 1994 BC Hydro Decision, the Commission reviewed the evaluations of Terasen and FortisBC
made by BC Hydro as to the most comparable utility for the purposes of SD8. The Commission agreed
that, on balance, Terasen was the most appropriate utility to be used for purposes of determining the pre-

income tax rate of return to be earned by BC Hydro.

In the current Application, BC Hydro provided a comparative analysis of BC Hydro, Terasen and
FortisBC based on size of operations, location of operations, nature of business and capital structure.
BC Hydro determined that Terasen was the most comparable in all categories except for nature of

business.

The annual allowed rate of return approved by the Commission for Terasen is set on an after-tax basis.
In order to calculate the pre-tax rate of return required under HC2, the allowed rate of return on equity
for Terasen must be grossed-up to a pre-tax rate of return. BC Hydro utilizes the effective tax rate

method to calculate the effective tax rate which is defined as:

Income Tax Expense less Large Corporation Tax
Accounting Income after Tax plus Income Tax Expense less Large Corporation Tax
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For the purposes of the Application and for F2005 and F2006, BC Hydro calculated that Terasen’s
effective tax rate for 2004 is 34.2 percent. By Letter No. L-57-03, the Commission determined that the
appropriate rate of return for a low risk benchmark utility for 2004 would be 9.15 percent. As Terasen
is the benchmark low risk utility, that rate is used to calculate BC Hydro’s allowed pre-tax rate of return
of 13.91 percent (Exhibit B1-1, pp. 10-1 to 10-8). In an information response, BC Hydro confirmed that
it is proposing for F2006 that BC Hydro’s allowed pre-tax rate of return include both the 2006 allowed
rate of return on equity and the 2006 effective income tax rate for Terasen (Exhibit B1-25, BCUC IR
3.226.0). BC Hydro confirmed that the calculation of the effective tax rate and the calculation of the
pre-tax rate of return do not have an adjustment for the relative equity component of BC Hydro and
Terasen (T9: 1365-1366).

Regarding BCTC, SD9, section 3 provides, in part, that:

In regulating and fixing rates for the transmission corporation, the commission must
ensure that those rates allow the transmission corporation to collect sufficient revenue in
each financial year to...(c) generate for the transmission corporation an annual rate of
return on deemed equity that is equal to the annual rate of return that is allowed by the
commission the authority’s equity as that term is defined in Special Direction HC2
(Exhibit C4-7).

For F2005 and F2006, BCTC’s allowed return was calculated as 13.91 percent (Exhibit B1-1, p. 6-78).

Commission Findings

The Commission Panel has determined that the required pre-income tax rate of return to be
earned by BC Hydro under HC2 for F2005 is 13.91 percent. For F2006 the allowed pre-tax rate of
return for BC Hydro will be determined based on the 2005 allowed rate of return on equity and
the 2005 effective income tax rate for Terasen. In accordance with SD9, the allowed rate of return
for BCTC in F2005 and F2006 will be equal to the allowed rate of return for BC Hydro.
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8.2  Capital Structure

8.2.1 Debt

BC Hydro’s long-term debt is comprised of bonds, notes and debentures in Canadian and foreign
currencies and revolving borrowings. The Application incorporated an August 2003 Provincial
Government forecast of interest and foreign exchange rates to arrive at estimated finance charges in
F2004, F2005 and F2006 of $454 million, $463 million and $497 million respectively. When the EU
was filed, a Provincial Government forecast dated January 22, 2004 was used which included lower
forecast interest rates for F2005 and F2006 and a stronger Canadian dollar. The revision resulted in a
decrease in finance charges for F2004, F2005 and F2006 to $444 million, $430 million and $461 million
respectively (Exhibit B1-1, pp. 2-50, 2-52, 2A-10 to 2A-11).

BC Hydro noted that even though interest rates are volatile, they are more predictable than other

variables and accordingly BC Hydro is not requesting an interest rate deferral account (T5: 531-533).
BC Hydro uses an enterprise-wide approach to foreign exchange risk whereby any adverse effect that
may impact a particular cost, such as imported energy, is offset by a positive effect on another cost or

revenue such as trade revenues so that the overall impact is negligible to the customer.

The finance charges shown in the BCTC revenue requirement for F2005 and F2006 are based on an

allocation of BC Hydro’s overall finance charges (Exhibit B1-1, pp. 6-77 to 6-83).

Schedule A-12-A (Revised) shows that F2005 long-term debt of $8,102 million is comprised of bonds,
notes and debentures net of sinking funds ($6,540 million), sinking funds ($984 million) and revolving
borrowings ($578 million). For F2006 long-term debt of $8,280 million is comprised of bonds, notes
and debentures net of sinking funds ($6,754 million), sinking funds ($844 million) and revolving
borrowings ($682 million) (Exhibit B1-1, p. 2A-22). The evidence of the CECBC noted that BC Hydro
has a limit on revolving borrowings of $1,400 million and through refinancing is expected to increase
the level of revolving borrowings from $404 million in F2004 to $578 million in F2005 and $682
million in F2006. With short-term interest rates being lower than long-term rates, the CECBC proposed
that BC Hydro increase the revolving borrowings more quickly to the limit by adding $400 million in
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F2005 and $300 million in F2006 at an estimated savings to customers of approximately $10 million in
both F2005 and F2006 (Exhibit C35-5, p. 16).

BC Hydro argues that an arbitrary increase in short-term debt in order to accomplish immediate savings
does not consider the appropriate mix of short-term and long-term debt, an analysis of the risk profile of
BC Hydro nor take into account the specific characteristics of a public utility the size of BC Hydro. BC
Hydro had employed Salomon, Smith, Barney to do an extensive study (Exhibit B1-41) which indicated
that given the risk profile of BC Hydro its short-term debt should be in the range of 26 percent to 46
percent. For F2005 and F2006, a midrange benchmark of 36 percent is planned (BC Hydro Argument,
pp. 53-54). A breakdown of the 36 percent short-term debt compared to total net debt was provided in
Exhibit B1-196.

In an undertaking response, the CECBC calculated that the revolving borrowings of $578 million for
F2005 and $682 million for F2006 respectively represent 8.8 percent ($578/$6,560) and 10.1 percent
($682/$6,754) of total net debt. CECBC revised its proposal to suggest that revolving borrowings could
be increased by $600 million in F2005 and $700 million in F2006 and remain within the 36 percent
benchmark range for short-term debt. The CECBC commented that without a deferral account that
covered all finance charge variability, BC Hydro could change the mix of debt and potentially benefit by
the equivalent of a 1 to 2 percent impact on customer rates (Exhibit C35-11, pp. 7-9).

BC Hydro stated that the response in Exhibit C35-11 went beyond the requested update of filed
evidence, substantially revised upward the proposed cost adjustment and introduced a new deferral
account proposal after the evidence had been closed. BC Hydro requested that either the CECBC
undertaking response not be accepted in testimony or BC Hydro be permitted to file a written response
(Exhibit B1-195). The Commission requested a clarification from BC Hydro (Exhibit A-51) before it
responded to BC Hydro’s request. Following BC Hydro’s response (Exhibit B1-196) the Commission
accepted that both the CECBC undertaking response and the BC Hydro response would be entered as
exhibits (Exhibit A-52).
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BC Hydro noted that in Exhibit C35-11 the CECBC appeared to assume that BC Hydro’s short-term
debt and revolving borrowings are the same thing. BC Hydro defines short-term debt or floating rate
debt as anything subject to interest rate reset within one year which includes revolving borrowings,
long-term floating rate debt, debt maturing in less than one year and long-term debt that has interest rate
reset within one year as a result of derivative overlay. A table was provided that identified that total net
debt of $7,118 million in F2005 and $7,436 million in F2006 includes total forecast short-term debt of
$2,553 million for F2005 and $2,650 million for F2006. Total short-term debt is shown as 36 percent of
forecast total net debt in F2005 and F2006 and the revolving borrowings are a component of short-term
debt (Exhibit B1-196).

The JIESC is of the view that BC Hydro could increase the portion of short-term debt in the capital
structure to 46 percent and would save $40 million per year (JIESC Argument, pp. 43-44). The JIESC
considers that deferral accounts should be established for interest expense and foreign exchange
variations since both of these items are very large, subject to a great deal of volatility and are generally
beyond the control of BC Hydro (JIESC Argument, p. 52).

The CECBC submits that BC Hydro should be required to establish a deferral account for finance
charges including interest rates, foreign exchange rates and debt portfolio mix (CECBC Argument, p.

51).

Commission Findings

BC Hydro is proposing a higher short-term debt component in the test period than other utilities under
the Commission’s jurisdiction and is willing to take the risk on interest rate and foreign exchange rate
fluctuations. The Commission Panel approves the interest rates and foreign exchange rates
forecast in the REU, the forecast debt components, and finds that an interest rate and foreign

exchange rate deferral account should not be approved.
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8.2.2 Equity

Equity for BC Hydro is defined in HC1 and HC2 as the sum of retained earnings, deferred revenue,
contributions arising from the Columbia River Treaty and contributions in aid of construction at the end
of the fiscal year. From F1994 to F2004 BC Hydro’s equity component increased as its debt to equity
ratio changed from 79:21 to 72:28 and for F2005 and F2006 is forecast to be 70:30. BC Hydro
attributed this increasing equity component to 15 percent of the distributable surplus being retained each
year, payments received from contributions in aid of construction, payments received under the
Columbia River Treaty and Skagit Agreement as well as the relative level of debt to equity (T9: 1352-
1354).

Deferred revenue primarily involves amounts received under the Skagit Agreements which commenced
in fiscal 1986. Annual fixed payments are made by Seattle City Light under the Skagit Agreement up to
and including December 31, 2020. These payments are deferred and included in income as revenue on
an annuity basis over the energy delivery period which ends on January 1, 2066. In order to recognize
revenues that result in a constant (inflation adjusted) rate of return on the deferred revenue balance,
interest is credited to the account with an offsetting debit to finance charges (T19: 3432-3435; Exhibit
B1-1, Schedule A-15, p. 2-56). From F2003 to F2006, annual revenues of about $20 million to $22
million were recognized while the interest credited to the account has increased from $7 million to $16
million over that time period. While HC2 identifies “contributions arising from the Columbia River
Treaty”, the accrual of interest is not specified nor a requirement for a constant inflation adjusted rate of

return.

BC Hydro paid a special dividend of $20 million to the province in F2004 as required by Special
Directive No. TC1 (OIC 1084/03). The funds were applied by the Government to its purchase of the
shares of BCTC. BC Hydro recognizes this special dividend as a deduction from its retained earnings in
F2006 because BCTC was consolidated with BC Hydro in F2004 and F2005 (Exhibit B1-1, p. 2-5).

The JIESC considers that BC Hydro is wrongfully charging interest to, and claiming an equity return on,
the revenue received from Seattle City Light (JIESC Argument, pp. 23-24). The JIESC recognizes that

the definition of equity is determined by Special Direction and is outside the jurisdiction of the
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Commission; however, it considers that there is no evidence to support the need for a 30 percent equity
component for BC Hydro (JIESC Argument, p. 44).

The CECBC proposes that BC Hydro’s debt to equity ratio should be limited to 75:25 and that excess
retained earnings be appropriated to a deferral account to reduce revenue requirements to customers
(Exhibit C35-5, p.7). The CECBC contends that while the cost of equity is outside the Commission’s
jurisdiction, the quantity of equity is not (CECBC Argument, p. 28).

The BCOAPO argues that the Commission has the jurisdiction to establish an appropriate equity
component for BC Hydro but should not do so in this proceeding due to insufficient evidence
(BCOAPO Argument, pp. 5-6).

Terasen submits that the extent and quality of the evidence regarding capital structure and return issues,
other than that of the Applicant, does not provide an adequate basis for a Commission determination
(Terasen Argument, p. 3).

In the Commission’s October 17, 2003 Report and Recommendations to the Province regarding the
Heritage Contract, Stepped Rates and Transmission Access, the Commission recommended that the
Government review SD8 and SD4 regarding the definition of equity and deferred credits to determine if
a revised Special Direction is required. The Province’s response to Recommendation No. 20 was that
no change in the definition of equity is required at this time (Exhibit C4-7, p. 6).

BC Hydro considers that proposals to place a cap on equity or establish a retained earnings deferral
account are inconsistent with the requirements of HC2 (BC Hydro Argument, p. 20). BC Hydro argues
that the effect of the JIESC proposal to reverse the interest charges on the revenue earned on the Skagit
River Treaty Agreements should be rejected as the topic was not on the Issues List and was not put to
BC Hydro witnesses on cross-examination. BC Hydro considers that the interest reversal would
reallocate costs currently spread uniformly between past, current and future ratepayers to future
ratepayers (Reply Argument, p. 19).
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Commission Findings

The Commission Panel finds that HC2 does not contain a provision that allows for a retained
earnings deferral account or a cap on equity at this time. The proposals to establish a retained
earnings deferral account or to otherwise set a cap on retained earnings would frustrate the intent

of HC2 and accordingly are denied.

The Commission Panel notes that the accrual of interest to the deferred revenue under the Skagit
Agreement was not fully explored by the Intervenors at the hearing. BC Hydro is to provide a full
justification in its next revenue requirements application for the method that it uses to produce a
constant (inflation adjusted) rate of return on the deferred revenue balance.

8.3  F2004 Balance Sheet Adjustments

8.3.1 VIGP/GSX Costs

On March 12, 2003 VIEC, a wholly-owned subsidiary of BC Hydro, applied-for a CPCN for the VIGP.
After an oral public hearing in Nanaimo, B.C. the Commission found in a 2003 VIEC and VIGP
Decision that VIEC had not established that the VIGP is the most cost-effective means to reliably meet
Vancouver Island power needs, denied the VIEC application, and encouraged BC Hydro to proceed with

a CFT process.

On May 27, 2004 BC Hydro filed an application for Commission authorization to carry forward in a
designated account those costs for which provision is made in respect of the VVancouver Island
Generation and Georgia Strait Crossing Projects (the Projects). As at March 31, 2004 BC Hydro had
spent approximately $98 million on the Projects and has financed spending by Williams Gas Pipeline
Company, LLC, with approximately US$ 15 million owing at March 31, 2004.

During F2004, BC Hydro initiated a CFT process to assess alternative proposals and to determine
whether VIGP represents a cost-effective solution. BC Hydro expects that any related approvals from

the Commission will occur during F2005 and, under GAAP, it has recorded a provision in its F2004
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financial statements to reflect the uncertainties as to the Projects proceeding or the costs being
recovered. The effect of this $120 million provision in F2004 reduced net income where 85 percent of
this provision is a decrease in the dividend to the Province and the remaining 15 percent is a decrease to
retained earnings (T12: 1924).

Notwithstanding the provision taken in the F2004 financial statements, BC Hydro requested approval of
an account for the accumulated costs of the Projects in order to preserve flexibility to proceed with the
Projects, and to pursue recovery of the costs through future rates. On June 1 and June 7, 2004, BC
Hydro responded to Commission Information Requests regarding this application. BC Hydro responded
that Commission approval to establish the designated account (deferral account) as requested would not
limit in any way the future prudency review and the possibility that all costs and carrying costs in the

designated account could be deemed imprudent and not recovered in rates.

With respect to this BC Hydro application, the Commission by Order No. G-54-04 dated June 10, 2004
authorized BC Hydro to carry forward in a designated account those costs for which provision is made
in respect of the Projects in the F2004 financial statements, together with any carrying charges
associated with those costs until: (1) the current CFT process in connection with supply to VVancouver
Island is complete; (2) BC Hydro has brought an application providing for the manner in which those

costs may be recovered in rates; and (3) the Commission has made a determination thereon.

In the June Financial Undertaking, BC Hydro calculated that reflecting the VIGP/GSX provision in the
F2004 financial results would have a minimal impact on annual revenue requirements in the test period
of $2.5 million based on an $18 million reduction in retained earnings and the allowed return on equity
($120 million x 15 percent x 13.91 percent). BC Hydro considered that the net decrease in retained
earnings is partly offset by a higher than forecast CIAC which rose by $10 million from a F2004
forecast of $609 million in Exhibit B1-1, pages 2A-24 to an F2004 actual of $619 million. The net
impact of the reduction to retained earnings from the VIGP/GSX provision offset by the CIAC increase

will impact revenue requirements by $1 million ($8 million x 13.91 percent) (Exhibit B1-197, pp. 4-5).
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8.3.2 [F2004 Balance Sheet Adjustments

In the REU, BC Hydro noted that its request for an additional 1.67 percent increase in F2005 (over and
above the 7.23 percent already approved on an interim basis for a total of 8.9 percent) to take effect 30
days after the Commission Decision is issued would result in BC Hydro falling short of its allowed
return on equity by $21 million. The REU contained forecast F2004 results (Exhibit B1-1, pp. 2A-1 to
2A-3). The June Financial Undertaking also provided the F2004 actual results and the impact of these
results on the forecasts in the test period. Finance charges are expected to decrease by $2 million in
F2005 and $3 million in F2006 as a result of lower F2004 ending debt balances even with the same
interest rate and foreign exchange rate assumptions. Actual capital expenditures in F2004 were lower
than forecast in the Application and the REU which reduces the amortization expenses by $13 million in
F2005 and $14 million in F2006. The forecast capital additions in F2005 are also reduced as shown in
Exhibit B1-96 which results in total reduction in amortization expenses for F2005 of $15 million and
for F2006 of $18 million (Exhibit B1-197, pp. 10-11)

Commission Findings

The Commission Panel directs that the forecasts for the test period be updated for the actual
F2004 ending balance sheet and retained earnings account balances. These adjustments should

reduce the expected F2005 shortfall in allowed return on equity.
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9.0 DEMAND-SIDE MANAGEMENT POWER SMART

9.1 Introduction

Power Smart is BC Hydro’s DSM initiative. The first significant DSM program was launched in 1989
but it was ramped down during the 1995-1998 period. It was not ramped-up again until 2001 when BC
Hydro re-launched what is now called Power Smart 2 (T6: 705-707). The total Power Smart 2
investment of approximately $690.6 million is found in the Power Smart 10-Year Plan (Exhibit B1-2,
Tab I, Table 4.5).

The Application identifies Power Smart as one of the most significant cost drivers over the test period.
During the rate freeze between 1996 and 2003, DSM programs were not subject to BCUC review.
Therefore, this proceeding is the first opportunity for the BCUC to comprehensively review Power

Smart programs.

Ms. Van Ruyven of BC Hydro testified that the 10-Year Plan acts as a contextual document to
understand the expenditures in the two-year test period and that BC Hydro is not asking for approval of
the 10-Year Plan or the expenditures in that plan as filed in this Application (T7: 880). However, in
Argument, BC Hydro requests approval of the 10-Year Plan pursuant to subsection 45(6.1)(c) and
subsection 45(6.2) of the Act (BC Hydro Argument, p. 113). During the oral phase of argument, BC
Hydro advised that the resource options presented in the IEP would continue to include Power Smart.
Further, that the annual filing of REAP would give the Commission an opportunity to review the Power
Smart programs (T22: 4155; T23: 4200).

The reduction in energy requirements, costs and rate impact of the first four years of the 10-Year Plan

are summarized in Table 9.
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Table 9
A Summary Of Power Smart Costs, Energy Savings and The Impact On Revenue Requirements
F2003 F2004 F2005 F2006 Source
Energy Savings (GWh) n.a. 280 928 1,375 | Exhibit B1-1, Table 4-11
OMA 12.8 19.1 22.6 22.4 | Exhibit B1-1, Table 4-2;
Amortization Costs 24.9 24.3 31.0 36.5 | Exhibit B1-7, BCUC IR
Total OMA & 37.7 43.4 53.6 58.9 | 1.21.1Tablel
Amortization ($m)
Deferred Capital 44.3 118.4 106.5 95.4 Exhibit B1-1, Table 8-4;
Expenditures ($m) 115.0 Exhibit B1-2, Tab I,
Table 4.5;
62.7 (actual) Exhibit B1-197, p. 12
Rate Increment ($/MWh) n.a. n.a. 0.10 0.19 Exhibit B1-8, BCUC IR
2.144.1, Table 1
Residential Rate Impact n.a. n.a. 0.18 0.33 Exhibit B1-8, BCUC IR
(%) 2.144.1, Table 2

n.a.: not available

The capital funding requirement to deliver Power Smart programs was $44.3 million in F2003 and BC
Hydro predicts an increase of capital expenditures to approximately $100 million a year for F2005 and
F2006 (Exhibit B1-1, Table 8-4). The current level of capital investment in Power Smart represents
around 4.5 percent of domestic revenues (Exhibit A-43). BC Hydro forecasted about $115 million in
capital expenditures for F2004 but actual expenditures recorded were $62.7 million (Exhibit B1-2, Tab
I, Table 4.5; Exhibit B1-197, p. 12; JIESC Argument, p. 30).

In this Application BC Hydro categorizes the amortization costs associated with Power Smart into two
groups: Power Smart Before F2002 and Power Smart From F2002. The OMA costs are greater than
$20 million for each of the two test years (Exhibit B1-1, Table 4-2; Schedule D-3, p. 2-84).

DSM costs increased from F1994 to F2006 by an average of 6.6 percent per year (Exhibit B1-7, BCUC
IR 1.21.1). The rate increment associated with the Power Smart portfolio is $0.10/MWh in F2005 and
$0.19/MWh in F2006. The residential rate impact is 0.18 percent for F2005 and 0.33 percent for F2006
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(Exhibit B1-8, BCUC IR 2.144.1, Tables 1 and 2). The average rate impact over the course of the
programs is 0.26 percent (Exhibit B1-166).

Among the major electric utilities that are active in DSM in Canada, BC Hydro expects to spend
between 3.4 percent to 3.9 percent of domestic revenues on capital investments compared to 0.4 percent
for Hydro Quebec and 2.1 percent to 2.4 percent for Manitoba Hydro. BC Hydro’s incremental savings
from DSM will be around 1.0 percent of domestic energy sales, compared to 0.2 percent from Hydro
Quebec and 0.3 percent for Manitoba Hydro (Exhibit A-42; Exhibit A-43). BC Hydro commented that
the level of activity in DSM is not driven by rates although as one of the three utilities with the lowest

rates in North America, BC Hydro needs incentives to get customers to move to DSM (T13: 2184).

Following this introductory section, the major issues with respect to DSM are considered:

» Energy Savings Target;

e Screening Tests;

e Load Displacement Projects;
e Evaluation of Energy Savings;
» Power Smart Costs; and

e Regulatory Review For Power Smart.

9.2 Energy Savings Target

The current Power Smart energy savings target is based on the CPR Update. The CPR Update focuses

on hard-wired electricity efficiency potential rather than behavioural change.

The CPR Update estimated: (1) a reference case to project increases in electricity consumption that
includes conservation that would occur without utility programs like Power Smart; (2) Economic
potential energy savings if the Cost of Conserved Energy is less than or equal to six cents per kilowatt-
hour; and (3) Achievable Potential which is the proportion of the savings identified in the Economic
Potential Forecast that could realistically be achieved within the study period. From the Achievable

Potential, the Most Likely Achievable Potential and the Upper Achievable Potential efficiency savings
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are estimated (Exhibit B1-2, Tab H, pp. 3-6). Findings from the CPR Update were not contested during
the public hearing.

The Power Smart programs are expected to result in savings in gross system energy requirements of 928
GWh and 1,375 GWh (including line losses) for F2005 and F2006 (Exhibit B1-1, Table 4-11; Exhibit
B1-7, BCUC IR 1.52.2). At the end of the 10-Year Plan (F2012), the savings are expected at 3,515
GWh per year. BC Hydro testified that the 10-Year Plan is not scalable because a plan with a different
overall target or weighting by sector would require a different level of investment, and that participation

and support by customers, retailers and trade allies cannot be turned on and off (Exhibit B1-81, 2.0).

Respectively in F2005 and F2006, Power Smart savings in gross system energy will account for 1.7
percent (928/55,375) and 2.4 percent (1,375/56,180) of reference load, and 14 percent (928/6,594) and
20 percent (1,375/6,995) of purchases. By the end of the 10-Year Plan, energy savings percentage
shares will reach 5.7 percent (3,515/61,620) of reference load and 36 percent (3,515/9,716) of purchases
(Exhibit B1-1, Table 4-11).

The total portfolio energy savings at the customers’ meter in the 10-Year Plan (2002/03 to 2011/12) are
3,618 GWh, which is made up of 2,145 GWh (59 percent) from the Industrial Sector, 754 GWh (21
percent) from the Commercial and Government Sector, and 719 GWh (20 percent) from the Residential
Sector (Exhibit B1-2, Tab I, pp. 13, 15).

Mr. Tim Woolf, on behalf of the Sierra Club, concluded that the Power Smart programs have targeted
only 85 percent of total savings identified in the CPR Likely Achievable Potential (Exhibit C27-6,
BCUC IR 3.2, Revised Table 3). The Sierra Club recommends that BC Hydro should pursue all the
savings identified in the Most Likely Achievable Potential and pursue at least a portion of the savings
identified in the CPR Update as the Upper Achievable Potential (Exhibit C27-6, BCUC IR 3.3; Sierra
Club Argument, p. 13).

BC Hydro testified that it is already relying on Power Smart for a third of its new resources going
forward (T11: 1694). If a more aggressive portfolio is needed, BC Hydro has identified additional
savings in the IEP through Power Smart 3, 4 and 5 (T21: 3773).
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Except for the Sierra Club, all of the other Intervenors raised issues related to the size of the Power
Smart portfolio, these other Intervenors also raised issues related to specific programs, particularly in

certain sectors.

Dr. Marvin Shaffer, on behalf of the BCOAPO, concluded that the findings of the CPR Update point to
a market failure due chiefly to rates not reflecting the incremental cost or value of electricity. Further,
Dr. Shaffer submitted that the 10-Year Plan has failed to consider the impact of Stepped Rates and has
failed to study the effect of falling real electricity prices over the last decade (Exhibit C10-3, pp. 5-6).
The BCOAPO submits that it has concerns with the Power Smart program as presently constituted and
argues that BC Hydro needs to move carefully and deliberately in developing new programs (BCOAPO
Argument, pp. 15, 21).

The IPPBC submits that Power Smart is BC Hydro’s alternative to increased imports and is used as a
means of claiming that BC Hydro does not need any new supplies, except for a small amount of
electricity from IPPs The IPPBC further argues that spending on Power Smart programs should be held
in abeyance pending the implementation of Stepped Rates, and that the load displacement portion of the
program is a thinly disguised source of subsidized generation (IPPBC Argument, pp. 9, 44).

The CECBC argues that investments such as Load Displacement programs should be considered utility

generation replacement instead of energy savings created by DSM (CECBC Argument, p. 32).

The JIESC argues that the current Power Smart programs understate the level of cross subsidies, and
submits that many of the programs that are not cost effective should be terminated (JIESC Argument,
p. 36).

9.3 Screening Power Smart Programs

BC Hydro contends that the cost effectiveness of its Power Smart programs should be viewed at the
portfolio level as opposed to the individual program or sector level. BC Hydro uses the TRC test as the
primary screening tool, the UC test as an additional filter to measure the impact on rates, and the RIM
test to assess the distributional impact (Exhibit B1-2, Tab I, pp. 5-6).
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BC Hydro conceded that certain programs are bearing the burden of some investments that were made
when BC Hydro focused on the UC instead of the TRC test (T14: 2258). For the 10-Year Plan, BC
Hydro submits that Power Smart as a whole passes the TRC test, with a benefit/cost ratio of 1.3 and a
levelized cost of 4.4 cents/kWh, and that virtually all of the Power Smart programs pass even when
Portfolio Level Costs are allocated to individual programs (Exhibit B1-81; BC Hydro Argument, pp. 94-
95). Those that do not pass the TRC benefit/cost ratios at the plan stage are close to 1.0, small in a
monetary sense and each have specific rationales, and are expected to pass 1.0 at the business case stage
once the non-electrical customer benefits are fully quantified (Exhibit B1-7, BCUC IR 1.59.1; BC
Hydro Argument, p. 98). BC Hydro submits that RIM benefit/cost ratios require a kind of contextual
analysis such as the number and identity of beneficiaries and the number and identity of those who may
be adversely affected by any individual program (BC Hydro Argument, p. 96).

The JIESC submits that the Power Smart portfolio contains programs with TRC benefit/cost ratios of
less than 1.0, which is below the minimum acceptable standard. It submits that the UC ratios are
misleading as they do not disclose all costs associated with a program, and that the RIM benefit/cost
ratios show that virtually every program other than the industrial programs require a subsidy from non-
participants (JIESC Argument, pp. 30-31). It argues that BC Hydro should be ordered to redesign all
programs with a TRC ratio or RIM ratio of less than 1.0 so that they either become economic and self
supporting or be terminated (JIESC Argument, p. 30).

Dr. Shaffer provided evidence that the benefit of conservation is not the cost BC Hydro would otherwise
incur for incremental supply but the difference between the cost of incremental supply and the amount
BC Hydro would have charged for it. He proposed that providing appropriate price signals would avoid
the selection bias, moral hazard and rebound effects from DSM programs (Exhibit C10-3, pp. 6-8). The
BCOAPO agrees with BC Hydro that the TRC and RIM tests are useful in assessing the cost
effectiveness of the programs and accepts that the RIM test is an equity test rather than efficiency test.
However, the BCOAPO argues that all Power Smart programs should be subject to rigorous analysis

where there appear to be cross-subsidies (BCOAPO Argument, pp. 16, 18).

The Sierra Club submits that BC Hydro’s programs are highly cost effective because they were tested
under a number of assumptions and the overall TRC benefit/cost ratios did not undergo significant

change either on a program or portfolio basis (Sierra Club Argument, p. 4). It submits that the UC ratio
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represents a remarkable opportunity to reduce revenue requirements and argues that the RIM should not
form the principal basis on which DSM programs are evaluated (T21: 3778, 3779; Sierra Club
Argument, pp. 6-7).

The CECBC submits that calculation of the RIM benefit/cost ratio does not provide any insight into the
impact of the programs on rates because the most useful indicators for comparing DSM program cost-
effectiveness are lifecycle revenue impacts expressed as the change in rates and the net present value
(CECBC Argument, p. 30). The CECBC argues that because BC Hydro’s definition of the avoided cost
of supply does not include distribution and transmission capacity savings, the benefits are understated.
Accordingly, this creates a problem when comparing the rate impact of programs for high-voltage
customers with those designed for distribution voltage customers (CECBC Argument, p. 31). Although
Mr. Hobson of BC Hydro agreed that there was an underestimation when cross-examined by the Sierra
Club (T11: 1674), the CECBC submits that mere recognition is inadequate because it fails to credit the
DSM resource for evaluation purposes (CECBC Argument, p. 32).

Mr. Belland, on behalf of the IPPBC, testified that there should be a higher priority for the RIM test, and
specifically for the RIM benefit/cost ratio (Exhibit C4-4, paragraph 6). The IPPBC advanced the
position that the appropriate screening test should be the ERIM (also labeled Economic Resource Test)
as it was put forth in the IPPBC Evidence (Exhibit C4-4, paragraphs 42-48). Mr. Belland argued that
the ERIM benefit/cost ratios will not lead to false positives (T21: 3808). The IPPBC submits that BC
Hydro’s accounting of savings through the use of year-end run rates led BC Hydro to overstate the
benefit/cost ratio by 2.2 percent (IPPBC Argument, Appendix 2, paragraphs 110-113).

Terasen does not support employing a RIM benefit/cost ratio of 1.0 as the program threshold. It submits
that fairness can be found in a variety of DSM program made broadly available and providing all

customers with options for reducing their energy consumption (Terasen Argument, pp. 5-6).

Screening tests were the subject of substantial evidence and cross-examination. During the hearing, it
was agreed that from the NPV perspective, the ERIM analysis and the RIM analysis performed by BC
Hydro will always yield the same NPV (Exhibit B1-179; T20: 3696; T21: 3851). Dr. Shaffer testified
that RIM and ERIM give different ratios because it is arbitrary in some respects where you put the lost

revenues. The focus should be on the NPV and the specific ratios are meaningless (T20: 3697).
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Mr. Woolf testified that RIM is a measure of equity, more so than cost effectiveness and a RIM
benefit/cost ratio of 0.8, 0.6 or 0.1 does not indicate what that means to customers (T21: 3761, 3780).

BC Hydro suggests that the equity issue could be addressed by demonstrating a RIM of greater than 1.0
for projects that are over a million dollars and designing a mix of programs where non-Participants are
only adversely affected because of their freely made choice to consume energy that is more expensive
than conservation based alternatives (T13: 2042; BC Hydro Argument, p. 100). As the RIM benefit/cost
ratio will vary over time in response to rate design decisions, BC Hydro argues that a cut-off for the
RIM would not be robust over time (BC Hydro Reply Argument, p. 46).

BC Hydro testified that loading costs that support all programs onto individual programs would lead to
inappropriate and less than optimum program selection (Exhibit B1-81, item 4). Terasen agrees with
BC Hydro that an allocation of indirect costs is likely to produce arbitrary results but adds that the issue
of the appropriate level of indirect or portfolio level Power Smart spending should be considered

separately from DSM program selection (Terasen Argument, p. 4).

With respect to the TRC, the Commission Panel notes the BCOAPQ’s argument that just as programs
with a RIM less than 1.0 should not be rejected automatically if there are good reasons within the
overall Power Smart program to proceed with them, neither should programs with a RIM [sic] in excess
of 1.0 based on supposedly quantified non-energy items be automatically undertaken (BCOAPO
Argument, p. 20).

With respect to the RIM, the Commission Panel notes that BC Hydro conceded to Dr. Shaffer’s position
that the less broad-based the opportunity for participation, the greater opportunity for distributional
inequity (BC Hydro Reply Argument, p. 46).

The IPPBC raised the issue that a risk-adjusted discount rate would be more appropriate for the 10-Year
Plan (Exhibit C4-4, p. 23). Under cross-examination, Mr. Balland agreed to the proposition that one
way to address the issue of risk is “.... to use a single discount rate and adjust values of each individual
resource in the portfolio so you can see transparently that the time element of the portfolio is being
treated equally between the different resources” (T21: 3866).
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Commission Findings

The Commission Panel does not accept that the ERIM benefit/cost ratio offers useful information on the
efficiency of the Power Smart programs that is not supplied by the TRC, UC and RIM tests. The
Commission accepts BC Hydro’s argument that RIM is a measure of equity that represents cross-

subsidy from non-Participants to Participants and is not an efficiency test (BC Hydro Argument, p. 49).

BC Hydro took the position that if it was to eliminate programs from the Power Smart portfolio, it
would need to recast the entire plan itself (T14: 2299-2300). Although the Power Smart portfolio may
need to be “recast” with changes to programs, the Commission Panel finds that each program needs to
be evaluated on its merits against both the RIM and TRC screening tests. Further, each Power Smart
program should be evaluated from a “bottom line” perspective. In this regard, the third of BC Hydro’s
seven core principles that shape the 10-Year Plan should be the paramount principle and should include

both a portfolio and program perspective (Exhibit B1-2, Tab I, p. 2).

The Commission Panel is aware that Power Smart only returned three years ago to BC Hydro and that
the issue of maturation arises with respect to the availability of empirical evidence for judging the use of
RIM ratios in screening. The Commission Panel does not disagree with BC Hydro that it needs a large
degree of autonomy that will not discourage nuanced program optimization (BC Hydro Argument, p.
106). However, the Commission Panel accepts Intervenors’ arguments that BC Hydro needs to move

carefully in developing new programs at this juncture.

The Commission Panel approves all Power Smart expenditures in the REAP subject to the
exceptions discussed in Section 9.4 on the Load Displacement program. The Commission Panel
relieves BC Hydro of the obligations set forth in Exhibit B1-142, and directs BC Hydro to seek
approval for and file tariffs for all new Power Smart programs with a RIM benefit/cost ratio of
less than 0.8 and/or a TRC benefit/cost ratio of less than 1.0. For those Power Smart programs
with a RIM benefit to cost ratio of less than 0.8, BC Hydro is directed to justify with each REAP
filing the continuation of those programs.
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The Commission Panel determines that the Power Smart programs should be included in the
annual REAP filing. For the purpose of regulatory review, the TRC, UC and RIM should be
presented and calculated for the portfolio, by sector and by program. Portfolio Level Costs
should be allocated to programs, and BC Hydro is directed to use the same allocation

methodology based on kWh savings as used in Exhibit B1-81.

9.4  Load Displacement Projects

The industrial sector accounts for a large proportion of the energy conservation potential of BC Hydro.
The 2002 Conservation Potential Review conducted by BC Hydro identified Load Displacement as
representing approximately 35 percent of the total potential energy savings in the industrial sector
(Exhibit B1-2, Tab I, p. 2). Load Displacement is defined as the reduction of electricity requirements
from existing utility customers through electricity conservation or through customer self-generation
(Exhibit B1-2, Tab H, p. 41). BC Hydro has allocated approximately 39 percent of its proposed Power
Smart spending or $265.6 million toward Industrial Sector programs. Out of the Industrial Sector
programs, another 39 percent or $102.8 million is directed to Load Displacement programs. BC Hydro
also estimates that 21 percent or 760 GWh of Power Smart savings will come from Load Displacement
programs (Exhibit B1-2, Tab I, p. 15).

All Intervenors, with the exception of the Sierra Club, JIESC and Terasen, expressed concerns over the
evaluation of industrial programs. Many specifically debated whether subsidized industrial load
displacement projects, such as the Canfor and Weyerhaeuser projects, were the most efficient and
effective way for BC Hydro to achieve energy conservation. Much of the debate focused on the
procedure BC Hydro used to select and negotiate acceptable projects, especially in light of the potential
for Stepped Rates in the future.

In particular, Dr. Shaffer, on behalf of the BCOAPO stated:

... successful competitive firms do not pass up truly cost-effective technologies.

The most fundamental reason why competitive firms in B.C. don’t implement cost-
effective load displacing or electricity saving measures is the failure of B.C. Hydro’s
electricity rates to signal to users the incremental costs or value of the electricity they
consume (Exhibit C10-3, p. 5).
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Providing appropriate price signals avoids the selection bias, moral hazard and rebound
effects of subsidized DSM. It eliminates the need for project applications, negotiations
and other basically wasteful bureaucracy. And it allows industry to do what it can do best
— to efficiently minimize its purchases and use of electricity (Exhibit C10-3, p. 8).

Dr. Shaffer went on to tabulate the cost to ratepayers under different assumptions for two load
displacement projects selected by BC Hydro, namely, at the Canfor and Weyerhaeuser paper mills. His

evidence concluded:

Not only could Weyerhaeuser and Canfor have implemented some conservation without
the subsidy, particularly for that portion of their load subject to tier 2 rates, it is possible
they would have installed turbo-generators on their own at some later date. With rising
BC Hydro rates, greater access to domestic markets, and some already sunk costs, the
projects might have proven economic in the foreseeable future (Exhibit C10-3, p. 12).

Despite holding a number of competitive calls for power from industrial sites in the past including a
self-generation call, BC Hydro chose, in 2003, to negotiate with Canfor and Weyerhaeuser. This action
was based on the assumption that neither would proceed with an energy conservation project without
BC Hydro incentive assistance. However, evidence shows that both Canfor and Weyerhaeuser had
contemplated similar projects in the past and Weyerhaeuser had arguably already purchased some
appropriate equipment. Ms. Van Ruyven further verified that several other projects from the 1995 bid
have been successful without assistance, albeit with power purchase agreements from BC Hydro (T14:
2263).

Dr. Shaffer said:

And that’s one of the problems with the subsidy approach to acquiring a resource or a
load displacement project, that you don’t know what would otherwise have happened,
and it’s not in the interests of the recipient to tell you exactly what they would do (T20:
3646).

Dr. Shaffer went on to say:

BC Hydro doesn’t have all of the same information that recipients will have. And that’s a
problem. They have to work together as best they can, but they won’t have the same level
of knowledge of when and where projects will be economic (T20: 3647).
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Commission Findings

The Commission Panel rejects BC Hydro’s approach to load displacement projects for the following
reasons:

1. BC Hydro does not seem to have benefited from the information garnered through past bidding
processes or from its customer relations staff. No evidence containing an inventory of industrial
sites, their self-generation capability and respective economics, with or without incentives, was
presented to support BC Hydro’s assumption that incentives were necessary.

2. No competitive process was followed. It is not clear whether other sites could have been
completed successfully with less incentive than what Canfor and Weyerhaeuser received. BC
Hydro could have designed a bidding program that might have minimized their incentives.

3. BC Hydro appears to have wasted the time and money of unsuccessful bidders who may well
have gone ahead with a project if 40 percent of the capital was provided up-front with a rate of
return of up to 20 percent. Some projects may, indeed, have gone ahead for much less. As
stated by Dr. Calvert on behalf of the CPP:

We believe that load displacement initiatives should not be included within the
Power Smart envelope as long as Power Smart is promoted on the basis of its
contribution to energy conservation as the power is simply generated by someone
else (T21: 3739).

Consequently before allowing BC Hydro to make commitments to very major
additional Power Smart subsidies, it seems to us that a thorough review of
potential savings from alternative approaches, including regulatory and pricing
should be done (T21: 3741).

The CECBC further argued:

...a utility demand side investment would pay for only the energy savings created
by the project. Any other investment in the project by the utility should be
considered supply side and subject to the acquisition criteria and hurdles applied
to all supply side resources (CECBC Argument, p. 32).

4. Significant evidence was provided debating what the appropriate comparator should be with
respect to determining the actual savings from load displacement projects.
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The Commission Panel determines that Load Displacement projects should be considered as
supply side alternatives and accordingly directs BC Hydro to not proceed with any new industrial
Load Displacement projects as part of the Power Smart 10-Year Plan.

The Commission Panel disallows F2005 and F2006 total expenditures on Load Displacement
projects other than with respect to expenditures for projects with a contract dated prior to the
date of the Application. For the purpose of calculating the disallowed amount, BC Hydro is
directed to allocate, based on energy savings, the Sector Enabler Costs, as well as Portfolio Level
Costs directly associated with the Load Displacement program. The calculation of the disallowed
amount should be filed with the Commission with the financial schedules to be filed as directed in
Commission Order No. G-96-04, issued with this Decision.

BC Hydro may apply on a project-by-project basis for approval of Load Displacement projects; the
Commission may then approve a deferral account for recovery of such expenditures in future test
periods. The Commission encourages BC Hydro to follow an appropriate competitive process for Load

Displacement projects if it pursues such projects in the future.

The Commission Panel directs that costs and benefits associated with all Load Displacement
projects be removed from the program statistics used for reporting the costs and benefits of the
overall Power Smart program and be removed from calculating BC Hydro investment threshold
tests, that is, the TRC, UC, and RIM.

BC Hydro proposes to undertake steps to ensure that no industrial program Participants will be able to
“double count” as a result of the implementation of the Stepped Rate (BC Hydro Argument, p. 102).
The Commission Panel directs BC Hydro to provide evidence at the next revenue requirements
hearing to demonstrate that incentives have been reduced for the industrial program, if Stepped
Rates are implemented during the test period.
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95 Evaluation

Savings from the Power Smart programs are converted into acquired energy in the reference energy
forecast (Exhibit B1-7, BCUC IR 1.46.2). The Power Smart group conducts Process, Market and
Impact Evaluations (Exhibit B1-2, Tab M, p. 3). In addition there is a third-party oversight team
(Exhibit B1-2, Tab M, Appendix F; T11: 1754). A critical issue is how much of the energy savings
estimated for the projects are realized and sustained, and can correctly be identified as specific to Power

Smart.

BC Hydro testified that it has exceeded its targets three years in a row and the measurement and
verification process shows that the incentive-driven projects have come out ahead. In the case of large
industrial customers whose incentives are under a 25/50/25 payment stream, BC Hydro has the ability to
hold back the last 25 percent or can claw back some of the 75 percent already provided if the future
savings fail to appear (T11: 1766; BC Hydro Argument, p. 109). For customers in the non-industrial
rate classes, BC Hydro submitted that it will bear the consequences of deficiency against forecast

savings as it will assume the risk on volume and cost of energy variances (T12: 1953-1956).

Dr. Shaffer provided evidence from a recent econometric study that DSM savings was roughly one-fifth
of what the utilities reported, due to free ridership and selection bias problems that are much greater than
utilities typically allow for (T20: 3689-3690; Exhibit C10-3, p. 7). The BCOAPO argues that BC
Hydro’s report on DSM savings requires very careful evaluation (BCOAPO Argument, pp. 17-18).

The CECBC submits that changes in Power Smart uptake rates within a 20 percent range might impact
net income by $2 million in F2006 (Exhibit B1-11, CECBC IR 1.3.1.1; CECBC Argument, p. 53) and
argues that a deferral account is appropriate.

BC Hydro argues that the results based on BC Hydro’s own evaluation methodologies provide much
better assessment of savings than results from an econometric study which only presents averages of

surveyed utilities (BC Hydro Argument, p. 109).
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Commission Findings

The Commission notes that Process Evaluation and Market and Impact Evaluations are generally
conducted from 6 to 36 months after program launch (Exhibit B1-2, Tab M, p. 6), and given that BC
Hydro has only ended the second year of the 10-Year Plan, the Commission is reluctant to direct BC
Hydro to re-assess its evaluation methodology without evidence that it has been over estimating energy
savings. However, the Commission Panel is concerned that the evaluation oversight team membership
is heavily weighted towards individuals from the Power Smart group and the Distribution line of
business (Exhibit B1-2, Tab M, Appendix F, p. 48) as opposed to being composed of individuals at arms
length from program management and marketing (T7: 946; T11: 1754-55). The Commission suggests
BC Hydro diversify the composition of its evaluation oversight team with representatives from different
lines of business and that the Chair of the team be designated from outside the Distribution line of
business.

The Commission Panel directs BC Hydro to file the executive summaries of its milestone

evaluation reports and the full final evaluation reports of all its Power Smart programs.

9.6 Power Smart Costs

BC Hydro submits that the past expenditures on Power Smart were prudent and that BC Hydro should
be permitted to recover their costs in rates (BC Hydro Argument, p. 50). BC Hydro further submits that
expenditures contemplated for DSM programs have been fully vetted and those aspects of the REAP
should be approved for future recovery in rates (BC Hydro Argument, p. 87). BC Hydro submits that
the prudency of Power Smart expenditures will be reviewed with each REAP, pursuant to subsection
45(6.1)(a) of the UCA (BC Hydro Reply Argument, pp. 55-56).

9.6.1 Impact on F2005 and F2006 Rates

Mr. Marchant of BC Hydro testified that all but a little over $2 million of Power Smart expenditure is
capitalized and deferred (T11: 1771-1772). BC Hydro argues that the forecast investment costs of $100

million a year have little impact on rates for the test period because it is the financing costs associated
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with expenditures made in prior years that impact rates in F2005 and F2006 (BC Hydro Argument, p.
48).

The JIESC submits that Power Smart annual expenditures have increased by 138 percent in the past two
to three years and approximately 20 percent of these costs are in the nature of overheads and advertising
without any benefits that can be attributable. It also points to the $53.5 million shortfall in F2004
investment cost that was only revealed in the June Financial Undertaking (JIESC Argument, pp. 29-30).
The JIESC argues for an annual reduction in DSM costs of $50 million because many Power Smart

programs are not cost effective and should be terminated (JIESC Argument, p. 36).

The Application identifies the investment in Power Smart as one of the significant cost pressures for the
next two years (Exhibit B1-1, p. 1-8). The estimated costs for F2005 and F2006 are $54 million and $59
million respectively (Table 9). These amounts exclude finance charges and ROE but include OMA and

amortization costs.

The OMA expenditures are $22.6 million and $22.4 million respectively for F2005 and F2006 (Exhibit
B1-1, Table 4-2; Exhibit B1-8, BCUC IR 2.195.6A, pp. 3-4) and the total OMA expenses reflect the
costs incurred by other administration and support activities within the Power Smart group and other
departments.

Amortization commences in the following year after the expenditure has been incurred and is amortized
over a 10-year period (Exhibit B1-1, p. 8-6; Exhibit B1-7, BCUC IR 1.52.4). Therefore, the

amortization costs for the test period include prior years’ expenditures up to the end of F2004.

The CECBC submits that BC Hydro’s DSM spending between 1995 and 2001 were forays into a
restructured market instead of acquisition of new energy savings. It submits that amortization costs
estimated at $12 million and $6 million respectively for F2005 and F2006 should be disallowed
(CECBC Argument, pp. 34-35).

The Reply Argument does not respond directly to the JIESC taking issue that the F2004 capital
investment shortfall was only revealed in the June Financial Undertaking. BC Hydro simply counters

that the JIESC does not have any real argument to support its change in position by using later data
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instead of a February 20, 2004 perspective (BC Hydro Reply Argument, p. 20). It argues that most
Intervenors in this proceeding have not attempted to undertake the line-by-line analysis that would be
required to identify excess expenditures (BC Hydro Reply Argument, p. 21). BC Hydro rebuts the
CECBC'’s argument by maintaining that energy savings had continued to accrue between 1996 and 2000
and that no evidence has been adduced that any of the market-restructuring activities were funded using

deferral capital (BC Hydro Reply Argument pp. 24-25).

9.6.2 Efficiency in the Administration of Power Smart

BC Hydro’s position is that there is no suggestion in the evidence that the programs could have been
administered more efficiently (BC Hydro Argument, p. 48).

The JIESC submits that the lack of detailed description of the functions of Power Smart enabling
initiatives cannot justify the $10 million expenditures in this category (T11: 1776-1778; Exhibit B1-80).
It argues that the Commission must impose discipline on the $20 million of non-program specific
spending by reducing total allowed expenditures for these functions and by requiring the vast bulk of
expenditures to be assigned to the most relevant programs or be terminated (JIESC Argument, pp. 31,
32).

The BCOAPO argues that 20 percent of the 10-Year Plan base case plan totaling $135 million cannot be
properly assessed because they are allocated as non-direct program costs (BCOAPO Argument, p. 20).
It also argues that the re-instituted Power Smart program has led BC Hydro to over invest in incentive
programs. It submits that it is difficult to ascertain what the real impact of an industrial Stepped Rate
will be until the actual rate is established (BCOAPO Argument, pp. 15, 19).

The IPPBC submits that BC Hydro has ignored the imminent introduction of Stepped Rate when
implementing Power Smart spending on large power consumers, and this was contrary to the BCUC
Recommendation that was accepted by the Government (IPPBC Argument, pp. 23, 24).

The Sierra Club argues that even though structured rates are important means to create incentives to
consumers to make efficient use of energy, rates in and of themselves are not sufficient. Incentives are

still necessary to overcome market barriers (Sierra Club Argument, pp. 10-11).
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BC Hydro submits that it is committed to minimizing the extent of the incentives in light of the fact that
10 percent of consumption will be at market prices. In future, a customer who accepts money from BC
Hydro to displace its load will see its Customer Base Load reduced (Exhibit B1-7, BCUC IR 1.55.1; BC
Hydro Argument, p. 102).

9.6.3 Power Smart as Least Cost Alternative

It is BC Hydro’s position that the electricity expenditures of customers today are lower than they would
have been had BC Hydro not undertaken these past programs. The results of the TRC show that energy
is delivered at a lower cost than the next least-cost alternative means of acquiring energy (BC Hydro
Argument, pp. 49-50). BC Hydro argues that RIM does not measure bill impacts whereas a consumer’s
welfare depends on the benefit received from energy, not how much energy is consumed (BC Hydro

Argument, p. 97).

The Sierra Club submits that the average residential rate impact over the course of the programs would
be 0.26 percent. The extensive benefits including the obvious environmental benefits of the Power
Smart programs and their cost-effectiveness provide the case for approving the expenditures necessary
to fund these programs in the next two years (Exhibit B1-166; Sierra Club Argument, p .9).

The Commission notes that when the Energy Policy sets a target of 50 percent of new supply through
Clean Sources, this energy source is subject to less than a 0.2 percent per year rate impact (Exhibit B1-1,
p. 1-5). In comparison, the rate increment associated with the Power Smart portfolio is 0.18 percent and
0.33 percent for F2005 and F2006 (Table 9).

Commission Findings

There is no evidence that the market restructuring activities between 1995 and 2001 were funded using
deferred capital. The Commission Panel determines that BC Hydro should be permitted to recover

their past expenditures in rates.
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The planned annual expenditures for the test period are a rapid increase from the recent past. The
difference between actual and forecast expenditures experienced in F2004 and the late revelation of this
difference implies a high degree of uncertainty in program forecasts. The Commission Panel denies
the request for approval of the Power Smart 10-Year Plan pursuant to subsections 45(6.1)(c) and
45(6.2).

There is an inadequate description of Portfolio Level Costs. The Commission Panel directs BC Hydro
to provide further justification of the Portfolio Level Costs, than was presented in this proceeding, with

the next REAP and revenue requirements application.

BC Hydro has planned for 257 staff for F2005 and F2006 to deliver Power Smart programs (Exhibit B1-
1, Table 8-2). Given that BC Hydro is directed not to proceed with further Load Displacement projects
and given other program changes that may be necessary in the future, BC Hydro should ensure that
staffing levels for the implementation of Power Smart programs can be modified with changes to the
Power Smart program and that an appropriate mix of full-time, part-time and contract staff permits such

changes in the future at a reasonable cost.

9.7  Regulatory Review of Power Smart

BC Hydro is directed to provide information to the Commission for on-going review of Power

Smart performance through:

e Executive Summaries of milestone evaluation reports and full final evaluation reports for

each program.

e Semi-annual reports on DSM activities which, amongst others, will include:

e detailed breakdown of OMA expenses related to support activities carried out
within the Power Smart group and in other departments that support Power Smart
organization;

e detailed description of the functions of portfolio level costs and how these costs are
allocated to programs;
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e summaries of the overall performance of Power Smart with reference to program
objectives; and

e variances of fiscal year budgeted and actual deferral capital expenditures and
explanation of variances.

The Commission Panel directs BC Hydro to file evaluation results for F2005 by June 30, 2005 or
as soon thereafter as practicable. The evaluation results should include a comparison of actual
and forecast for energy savings, TRC, UC and RIM for the portfolio, by sector and by program.
If the F2005 TRC for the portfolio is less than 0.9, then BC Hydro is directed to discontinue any
programs with a TRC less than 1.0 and/or a RIM of less than 0.8. If the F2005 TRC for the
portfolio is 0.9 or greater and less than 1.0, then BC Hydro is directed to make whatever program
changes are appropriate to achieve a portfolio TRC exceeding 1.0. If the F2005 actual energy
savings is less than 75 percent of the forecasted energy savings for the portfolio, then the

Commission Panel directs BC Hydro to reapply for F2006 Power Smart program expenditures.
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10.0 OTHER ISSUES

10.1 Outsourcing

10.1.1 Accenture Business Support Services Contract

The ABS contract was designated a support services agreement by OIC 0219 dated March 13, 2003
pursuant to subsection 12(9) of the Hydro and Power Authority Act. Subsection 12(9) was added to the
Hydro and Power Authority Act by the Energy and Mines Statute Amendment Act, 2003, section 2.

The latter Act received Royal Assent, except for section 30, on February 27, 2003. The Commission’s
review of any agreement designated pursuant to subsection 12(9) of the Hydro and Power Authority Act
is limited by subsection 12(12) of that Act to considering the costs incurred, or to be incurred, in relation

to such an agreement when establishing the revenue requirements and setting the rates of BC Hydro.

The 10-year outsourcing contract with ABS transferred non-core back office and IT functions with a
F2003 operating budget of $155.7 million. The F2003 budget established the baseline on which the
annual guaranteed savings are calculated. BC Hydro is obligated to pay ABS an annual discounted
amount from the baseline, which is the MAS. BC Hydro’s MAS obligation to ABS is $137.9 million for
F2005 and $131.0 million for F2006 (Exhibit B1-1, p. 9-67).

In addition to the annual guaranteed savings, BC Hydro has identified two potentially significant
benefits derived from the outsourcing contract with ABS: the Founding Partner Benefit; and the CIS
Credit (Exhibit B1-1, p. 9-64). The Founding Partner Benefit allows BC Hydro to participate in the
annual revenue of any new, similar businesses that ABS acquires with third-parties in North America.
Additionally, if ABS grows its CIS business with other external customers, BC Hydro can recover a CIS
Credit of up to $30 million. BC Hydro indicated that neither of these benefits has been included in this
Application due to the uncertainty of external events and timing factors (Exhibit B1-8, BCUC IR
2.164.0(b)). BC Hydro proposes that any benefits during the test period will be recorded in the NHDA
for the benefit of the customers (BC Hydro Argument, p. 77).
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The ABS outsourcing contract provides annual guaranteed savings on defined products and services that
BC Hydro would have provided in-house with a base budget of $155.7 million annually. BC Hydro will
spend approximately 2 percent of the MAS annually to administer the ABS contract (Exhibit B1-1, p. 9-
66). The JIESC contends that this amount is excessive and should be reduced by 50 percent (JIESC
Argument, p. 41). However, BC Hydro submits that administration costs of 2 percent are below the
industry standard of 5-7 percent (BC Hydro Reply Argument, p. 28).

10.1.2 Customer Service and ABS

BC Hydro’s relationship with its residential, commercial and industrial customers is managed through a
number of functions and groups collectively known as Customer Care. Customer Care operations
include call centres and other telephone-based information systems, meter reading, billing and customer
information system management, payment processing, credit granting and collection functions. In
F2004, Customer Care operations and staff were transferred to ABS, with accountability for managing
performance remaining with BC Hydro Distribution (Exhibit B1-1, pp. 8-10 to 8-11).

One of the terms of the ABS Contract is that three years after the contract was signed, ABS has to
deliver for each class of service, including customer care areas, 1% Quartile costs and 1% Quartile
performance (T6: 746). BC Hydro testified that not only will ABS give BC Hydro guaranteed savings,
ABS must maintain today’s service levels and at the end of the third year, the service levels will
improve (T6: 747). To ensure that ABS meets the prescribed service levels, BC Hydro has defined
service level metrics and monthly service level management reports are created which provide the actual
to target service level metrics and trends (Exhibit B1-1, p. 9-65; Exhibit B1-7, BCUC IR. No. 1.104.0,
December Management Report; Exhibit B1-117; T6: 746-747). Ms. Van Ruyven testified that although
the delivery of Customer Care has been outsourced, “it is absolutely key and critical to us at BC Hydro
that those service levels are not just maintained but improved” and that from a day-to-day management
point of view, she and her staff review the key metrics areas (T6: 747-749). ABS could be subject to
financial penalties when the frequency of attainment of critical service level targets is not met; however,
there are no bonuses or financial incentives for ABS to exceed the service level performance targets
(Exhibit B1-11, BCOAPO IR 1.80.0(b) and 1.80.0(c)).
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The BCOAPO acknowledges that outsourcing services may provide cost savings and efficiencies but
submits that they must not be achieved at the expense of customer service. The BCOAPO submits that
quality of service standards should be set for BC Hydro as the Commission has done for Terasen Gas in
July, 2003 by Order No. G-51-03. The BCOAPO notes that BC Hydro is already measuring 13 critical
service levels and 4 reporting service levels (Exhibit B1-7, BCUC IR 1.104.0; Exhibit B1-11, BCOAPO
IR 1.80.0(a)).

The BCOAPO notes that the introduction of the new customer care system has allowed BC Hydro to
tighten up its procedure under the tariff in three areas: shortening of notice periods; instituting security
deposits; and shortened time frames for disconnections (T6: 751; T15: 2585-2586). The BCOAPO
submits that these changes in BC Hydro’s policies are a hardship to low-income customers. The
BCOAPO sees this initiative as taking away BC Hydro’s discretion to review the personal
circumstances of individual customers, and the BCPOAPO is concerned that the movement of customer
service to ABS will only compound the problem (BCOAPO Argument, pp. 22-23).

BC Hydro replies that the setting of quality service standards was not an issue on the Final Issues List
and that it was not raised by any party during the evidentiary phase of the proceeding. BC Hydro also
notes that Terasen is regulated under performance based rates and BC Hydro submits that concerns
regarding the disconnection provisions of the Electric Tariff should be raised in the rate design hearing
next year (BC Hydro Reply, pp. 27-28).

Out-of-Scope Work

BC Hydro has defined out-of-scope services as new services not included in baseline spending, services
included in baseline (Master Service Agreement between ABS and BC Hydro Schedule 4.2, referenced
in Exhibit B1-11, BCOAPO IR 1.80.0(b)) with changes to service level requirement in F2004, and
consulting services from Accenture Inc. (Exhibit B1-25, BCUC IR 3.232.1(b)).

The revenue requirement includes $6.0 million and $4.6 million for F2005 and F2006 respectively, for
out-of-scope work. The work is negotiated on a case-by-case basis with no guaranteed savings from
ABS. A significant amount of this out-of-scope work is related to sustainment costs for the new
customer information systems being implemented by ABS (Exhibit B1-25, BCUC IR 3.232.1(b)).
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The MAS with ABS provides BC Hydro with flexibility to help manage and control costs because
expenditures above the MAS can be applied against the cumulative MAS obligation or deficiencies in
future years (Exhibit B1-1, p. 9-62; Exhibit B1-25, BCUC IR 3.232.2).

BC Hydro confirmed that for F2004 the MAS obligation of $147.3 million has already been exceeded
and the overage will be applied against future years’ shortfall (Exhibit B1-25, BCUC IR 3.232.1(b)). A
report prepared for BC Hydro dated March 23, 2004 by Doug Louth Associates Inc. outlined that, “BC
Hydro will incur significant costs outside the contract with ABS but related to the services which ABS
provides” (Exhibit B1-11, p. 22). This report further stated that, “DLAI believes that BC Hydro will
find it difficult to consistently reduce its actual charges from ABS over a 10 year period. It is likely
therefore to spend considerably more than its MAS obligation as the life span of the contract advances”
(Exhibit B1-11, p. 25).

For out-of-scope work, Mr. Sherlock confirmed that, *... we normally use a competitive tender process,
yes. There are exceptions to that in terms of dollar limits and whether there’s particular expertise
involved. ...where they’re very integral parts of services that are already being provided by Accenture

Business Services, we may not go out to do a tender on them” (T16: 2700).
For situations where the work relates to the existing services already being provided by ABS, BC Hydro
contends that its outsourcing office will evaluate the economies of scales and efficiencies in order to

determine the appropriateness of sole-sourcing work to ABS (T16: 2701).

Commission Findings

The Commission Panel has considered the costs to be incurred pursuant to the ABS contract, and
in Chapter 6 of this Decision, has approved those costs for recovery in rates during the test period.
The Commission Panel notes that the out-of-scope costs need to be managed to ensure cost
efficiency and overall value are obtained for out-of-scope work. The Commission will review the

extent of this work in future applications.
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The Commission Panel shares BCOAPQ’s concerns that customer service not be sacrificed in the
outsourcing of services by BC Hydro to ABS. The Commission Panel, however, is prepared to accept
BC Hydro’s assurances that customer service continues to be a priority and that BC Hydro senior
management is focused to ensure that standards are met and ultimately improved and notes that

performance metrics and targets have been established to this end.

The Commission Panel notes that the recent changes to BC Hydro’s tariff were made by BC Hydro
ultimately with consultation and input from the Commission Staff outside of this hearing process (T16:
2719). The Commission Panel agrees that tariff matters of this nature may appropriately be considered
in the upcoming rate design proceeding, however, the Commission Panel also notes that these issues
may also be raised and considered within the context of the Commission’s complaint process. The
Commission will continue to monitor complaints in this area to ensure that customer service is

maintained and improved.

10.1.3 Engineering Services Group

The ESG was recently formed by the consolidation of the engineering units of various BC Hydro
departments following the reorganization of Generation, Transmission and Distribution into different
lines of business. The ESG is now a service provider of various engineering services to the Generation

and Distribution lines of business on an on-going basis as well as to BCTC.

BCTC purchases the services of ESG under the terms of the Support Services Agreement (Exhibit B1-
27) between BC Hydro and BCTC. This agreement contains minimum yearly service levels and other
obligations that tie BCTC to ESG for its required engineering services on an exclusive basis until

March 31, 2010. Over these service levels and thereafter, BCTC may use third-parties for the services it

acquires from ESG under specified terms.
The ESG utilizes a cost-recovery model for work performed for these customers.
The ESG also faces a ‘retirement cliff” in that approximately 16 percent of its highly experienced

technical and support personnel are currently eligible for retirement and 40 percent are eligible within
five years (Exhibit B1-1, pp. 9-13).
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In 2001, BC Hydro compared its actual direct cost to design and construct a substation versus
engineering estimates by Manitoba Hydro and an outside U.S. engineering firm for similar work. While
BC Hydro concludes, “the cost of substations designed and built by BC Hydro using their traditional
project delivery processes compares favourably with those surveyed”, the study did not compare BC
Hydro’s indirect, management or other overhead costs. The study also did not compare BC Hydro’s
costs against competitive bids but rather to engineering estimates (Exhibit B1-121, Distribution
Substation Cost Comparison Study, p. 9).

The ESG commissioned an Engineering Practices Review in 2003 by Black & Veatch (Exhibit B1-8,
BCUC IR 2.193.1) comparing BC Hydro’s work practices with those of the private sector. While the
B&V Report is complimentary of BC Hydro’s technical performance it is far more critical of its

commercial performance. Some findings of the B&V Report are:

e Engineering employees still see themselves as asset owners rather than service providers.

» The concern for losing technical capability is an issue that needs to be addressed and at the same
time used as a vehicle for change (p. 1-3).

» Schedules and budgets are set for all projects, but largely due to the internal nature of the client
base, there has not been a strong emphasis on the importance of meeting the schedules and
budgets.

e BC Hydro Engineering’s mode of operation ... does not encourage personnel to actively seek
better, cheaper, or faster methods of accomplishing their work, nor does it strongly encourage
meeting or beating schedules and budgets.

e |t appeared that most of the Management Team members were of the opinion that current project
budgets and schedules could be trimmed (p. 3-1).

e Some personnel believe that, no matter what organizational changes take place, they will
continue to do their work essentially the same way as they always have (p. 3-4).

In February 2004 BC Hydro participated in a Hydroelectric Generation Benchmarking Program
undertaken by Haddon Jackson Associates, Inc. (BCUC IR 1.5.34, HJA Report, p. 33). The study
concluded that:

BC Hydro engineering expenditures were higher than we expected to see, especially
given the low level of investment.
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The Commission Panel finds that the oral evidence of BC Hydro’s witnesses regarding the ESG
conflicts with the written evidence filed by BC Hydro.

Mr. Sherlock stated,

...we...have established and continue to establish working relationships with all our
service providers, Accenture, field services and engineering, to make sure they’re
lowering their costs, that they’re providing high level of services and that they’re meeting
our business needs (T14: 2370-2371).

Ms. Van Ruyven stated,

Another cultural change is that Distribution very much is a customer of many service
providers, and in that role it is our job to make sure that we are getting the best services
at the best possible cost (T14: 2372).

The other thing I’ll point out, I think when you create this internal marketplace, and we
saw it when we went to the shared services model for services that were ultimately
outsourced to Accenture Business Services, you do see a very significant cultural change
in how people consume the resources, and sometimes when people have a resource it’s
embedded in their budget and they are very protective of it. Once it becomes a line of
business or a service provider like Accenture, they give it much more scrutiny and are
much less protective of it in terms of the value it provides and the effectiveness of it
(T14: 2374).

Ms. Farrell, on the other hand, states,

... part of what I’m doing is being a bit cautious about that, because | want the expertise
that the Engineering group has, working on the assets that we have. Because my number
one concern right now has been identified by a number of intervenors, is delivery and
execution of that capital plan, on time and on budget (T20: 3569).

Do | want our team to focus on finding a new innovative way to outsource engineering in
the next 18 months. No. ... Could that be something in sort of the three- to five-year
time frame? I think ... that’d be worth looking at (T20: 3576-3577).

The Commission Panel finds the above testimony inconsistent with the evidence in the Application
wherein ESG shows its Total Capital Program Managed and Employee Headcount to be relatively
constant from 2003 through 2006 but forecasts a 26 percent increase in its Cost of Providing Services
between 2003 and 2006 (Exhibit B1-1, Tables 9-1, 9-3, 9-5).
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In Exhibit B1-152, Question #3 BC Hydro shows hourly charge-out rates for its engineers compared

with a sample of two external engineering firms. After including approximately $8/hour for corporate

overheads, BC Hydro charges 5-7 percent more for its Senior Engineers and 10-27 percent more for its

Junior Engineers than the external engineering firms.

ESG does not embrace outsourcing in its answer to Exhibit B1-152, Question #4 wherein the ESG states

it has not been able to negotiate discounts from “posted’ rates and has not procured services for a single

project large enough to attract a volume discount.

Finally, BC Hydro does not fully outline the implications of the B&V Report (mentioned previously in

Section 6.10) wherein they quote B&V as stating it is very difficult to develop metrics that would

provide ESG with private sector pricing targets (Exhibit B1-1, p. 9-15). B&V, in fact, state:

We tried to develop metrics that would provide BC Hydro some targets for pricing work
in the private sector. This is very difficult, as every project is different and every project
has variables that have to be considered. We always price every single project separately
based on our view of the particular scope and the manhours involved to produce that
scope (p. 4-11).

The current organization and processes include little methodology for measuring success
and accountability (p. 3-2).

In general, we believe your engineers are too comfortable in delivering their design, at
their pace, and at their cost (p. 1-3).

Metrics for success need to be set up to drive schedules and budgets on all projects ...
Take advantage of the information you have in subcontracting work to local
subcontractors to gain metrics for budgets and schedules (p. 1-4).

B&V suggested BC Hydro take advantage of the retirement cliff to bring in some key resources to lead

the change (B&V Report, p. 1-4) and asked whether ESG leaders agree on the appropriate direction for

change (B&V Report, p. 1-4). BC Hydro has responded that they have recently hired one Senior

Engineering Manager and four Project Managers from the private sector (Exhibit B1-152 Question #7).

Unfortunately, B&V report,

There have been some recent additions to the Project Manager ranks that bring the
outside perspective, but we do not believe these people feel comfortable pushing that
perspective in the current culture (p. 3-2).
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We believe the business culture at BC Hydro Engineering could be a key limiting factor in the
move toward competing in the private market (p. 1-1).

The ESG highlights a major strategic challenge is to manage their staff requirements due to an ageing
workforce and large number of pending retirements through Strategic Workforce Planning (BCUC IR
2.192.3) whereas B&V regard the ‘retirement cliff’ as an opportunity for change by stating:

Certainly you need to mitigate the loss of key talent, but at the same time recognize the
opportunity to reshape the business with staff that has the experience of competing in the
outside market (p. 1-3).

Commission Findings

Within a relatively short period of time the ESG may lose a significant portion of its senior staff due to
retirement and may lose a client (BCTC) that provides roughly 40 percent of its workload. It is also

admittedly not competitive with outside engineering firms on price or performance.

The ESG has not pursued one of the four cornerstones of the Energy Plan with respect to outsourcing
opportunities by potentially re-aligning its business processes in order to ensure cost savings can be

achieved. This reluctance is illustrated in the B&V Report which highlights:

e Many of the internal clients do not understand how to manage engineering work, as they have
not been in a position to deal directly with outside contractors or consultants (p. 3-2).

= The clients feel that engineering is not keeping up with their needs now. The clients also raised
the issue that they don’t feel they can control the priorities of engineering. They have to wait for
engineering to complete existing tasks (p. 3-7).

The Commission Panel finds no compelling evidence that the ESG has taken more than a token response
to the B&V Report or the intent of the Energy Plan. The Commission Panel is not convinced that, given
the volume of engineering work conducted per year, ESG could not find an engineering firm to perform

some of its projects less expensively than ESG when it charges its customers at rates higher than outside

firms.
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This may partly arise from confusion within BC Hydro as to the role of ESG. This group is referred to in
the February 2004 BC Hydro Service Plan as the “Engineering Line of Business” with a vision to be
“preferred supplier of engineering services” (Exhibit A-38, p. 37) whereas the Application refers to ESG
as a “service organization” that supports the lines of business (Exhibit B1-1, p. 1-18).

This distinction is not minor because if ESG is regarded internally as a line of business rather than a
service provider, ESG objectives can conflict with outsourcing initiatives. It appears ESG is pursuing
this line of thinking by their claim that:

While similar services to those provided by Engineering are available in the private
sector, there are no local consultants with the equivalent breadth, depth, track record and
reputation (Exhibit A-38, p. 37).

This is further supported by ESG’s plan to increase the percentage of work they perform for third-parties
from 3 percent to 10 percent over the next five years (Exhibit B1-152, Questions #7).

The Commission Panel notes that Engineering services are available worldwide from highly competent
and competitive firms willing to act through a variety of business models including maintaining specific
client databases or knowledge sets. While cost cutting is a key thrust of outsourcing, a strong
relationship between the lines of business and outside engineering firms should bring business
advantages that go beyond the cost line given the wide range of experiences the outside firms bring to
BC Hydro. This approach would allow outsourcing to be a strategic tool for delivering change which, as
Black & Veatch point out, is needed to address ESG’s retirement cliff. As long as ESG avoids bidding
projects into the market, the market is not likely to develop and support the needs of Generation,
Distribution and Transmission.

The Commission Panel is not satisfied that BC Hydro is giving appropriate attention to the delivery plan
for engineering services. The Commission Panel requests BC Hydro to re-evaluate its delivery plan
for engineering services and directs BC Hydro to file with the Commission by March 1, 2005 an
action plan for changes to the delivery of engineering services that starts by allocating an initial
target percentage of engineering projects for bid to outside engineering firms (not just low-value

commodity tasks bid to individual consultants) and culminates in open competitive processes for
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securing engineering services (either internal or external). Alternatively, BC Hydro may consider
outsourcing the engineering function to an outside engineering firm(s), assuming BC Hydro would
retain sufficient expertise to manage the procurement and delivery function as well as establishing

standards and quality control.

With a high percentage of up-to-date as-built drawings available for many of its facilities (Exhibit B1-
152, Question #6) and advance information technology, ESG should not have difficulty sharing
drawings on a project-specific basis with outside engineering firms to ensure maximum competitive

response from the market.

The Commission Panel also directs Generation and Distribution to file by March 1, 2005 a
business plan that starts immediately and clearly focuses on ESG acting in the role of service
provider rather than asset owner. This plan should specifically address:

immediate and on-going cost reduction measures;
e review procedures to ensure budgets and schedules are reasonable;

= project management procedures that ensure that line of business objectives are supported (i.e.,
the line of business sets the priorities and timetable for its needs not the service provider);

e methods and incentives to ensure on-budget, on-time performance;
e measurement of cost effectiveness;

= procedures to ensure capital prioritization goals of the executive are matched by capital spending
decisions at lower levels of the organization;

e systems to transfer “institutional knowledge’ of ESG’s retiring employees to records, other staff
or preferred contractors;

e procedures for ESG to satisfy the needs and priorities of the lines of business;
e methods to address cultural change within ESG; and

e an appropriate timetable for these changes to occur.
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10.2 Energy Diversion

Energy diversion or theft of service was an issue raised by the JIESC during the proceeding. Ms. Van
Ruyven acknowledged this issue stating, “Well we’ve identified this problem many years ago and we’ve
been working very hard to, well to eradicate it. It sounds like it’s getting bigger” (T6: 592). BC Hydro
is spending about $1.2 million (T15: 2465) for energy diversion costs for work performed by ABS
security services, Field Services Power Line Technicians and meter technicians to identify anomalies in
energy consumption and patterns. Ms. Van Ruyven estimates the problem to be about $12 million (T6:
592); however, the JIESC states that the BC Chamber of Commerce estimates that power theft in British
Columbia is in the range of $100 to $200 million annually (T6: 591). Mr. Marchant testified that BC
Hydro has not undertaken any studies to get a clear perspective of the magnitude of the diversion in
terms of energy or dollars (T15: 2464-2465). Ms. Van Ruyven stated, “I think it’s important to note, we
are, however, spending $1.2 million where we’re out on the field on a daily basis looking for electricity
diversion. So I think that’s the best study we could do” (T15: 2465).

The JIESC notes that a report prepared by ABS (Exhibit B1-168) identified that each confirmed energy
diversion has an average recovery of $3,350. With suspected “grow-ops” estimated by the ABS report
at 15,000 cases in F2003, the JIESC estimates that the impact of energy diversion substantially exceeds
the $12 million estimated by Ms. Van Ruyven (JIESC Argument, p. 42).

The ABS report also outlined two gain sharing options with BC Hydro to manage the theft recovery of
energy diversion. Since BC Hydro does not have a clear perspective of the magnitude of the theft
problem, the gain sharing mechanism shifts the responsibility onto ABS to determine the magnitude of

the problem as well as the extent of an incentives related to recovery.

The Commission encourages BC Hydro to undertake further investigations on the extent of energy theft
to ensure more proactive initiatives are implemented to recover the dollars associated with energy

diversion.
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10.3 Regional Transmission Organization West Funding

RTO West is a non-profit Washington corporation with participation from 10 utilities including BCTC.
The primary goal of this organization is to oversee the operations of all the transmission systems and
energy markets throughout the Pacific Northwest. The RTO West Funding Agreement sets out the
funding requirement of the Transmission Owners in support of a collaborative effort to establish the
RTO.

Article 10 of the Master Agreement (Exhibit B1-27, Tab 1) provides that BCTC will succeed to all
rights of BC Hydro as a “filing utility’ in the RTO West development process and will assume the rights
and obligations, including the funding obligations, of BC Hydro under the RTO West Funding
Agreement dated June 1, 2003. The terms of participation of BCTC in RTO West are subject to
approval by the Government: Article 10.4(a).

BCTC has entered into a RTO West Agreement for the period of January 1, 2004 to March 31, 2005 to
provide funding of up to US$ 409,519. The purpose is to finance the retention of experts and facilitators
to establish the creation of an RTO and to assist in the preparation of regulatory filings (Exhibit B1-
151). BCTC has budgeted $3.4 million for expenses in the participation and development of RTO West
for F2005.

Mr. Mansour contends that this budgeted amount is based on the level of negotiation process and
activities expected for the coming year. This is not a fixed commitment but is based on a projection of a
relatively active level of activities (T17: 2861). BCTC does not have the authority to reallocate this
amount to other priorities or to lower the priority of RTO negotiations (T16: 2842). This is in
accordance with the Master Agreement between BC Hydro and BCTC, subsection 10.3(b) which
provides that, “In view of the significance of the RTO West development initiative to BC Hydro and
other stakeholders, BCTC will not unilaterally reduce its RTO West budget for the purpose of allocating
resources to other BCTC initiatives without prior consultation with Government, BC Hydro and other
stakeholders” (Exhibit B1-27, p. 32).
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Commission Findings

The Commission Panel approves the RTO West funding as proposed by BCTC.
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11.0 SUMMARY OF DIRECTIVES

This Summary is provided for the convenience of readers. In the event of any difference between the
Directions in this Summary and those in the body of the Decision, the wording in the Decision shall

Directive Decision
Page No.
The Commission Panel has decided that the question concerning the 12

Commission’s jurisdiction to approve the service level agreements can be more
properly dealt with once the agreements are filed and will allow the public an
opportunity to address the issue at that time.

The Commission Panel approves the WTS rate application and the WTS rates 18
described in Rate Schedules 3000 and 3001 and presented in the Application

Chapter 6A, Table 6A-13, as filed, subject to the adjustments required in this

Decision.

The Commission Panel approves the four deferral accounts proposed by BCTC, 25
such approval being subject to review for test periods beyond F2006. The

Commission Panel approves BCTC’s proposal that annually the average balance

in each deferral account attract an interest charge or credit equivalent to BCTC’s

weighted cost of debt during the same period.

In view of section 6(c) of SD9, the Commission Panel also approves the BCTC 25
proposal for the clearing of these accounts.

The Commission Panel does not adopt the JIESC’s proposal for a RTO West
deferral account.

The Commission Panel directs BCTC to file quarterly and annual reports of the
balances in each of the approved deferral accounts, including details on exact
elements and costs.

The Commission Panel determines that the onus is on BCTC to ensure clarity
with respect to the exact elements and costs to be contained in the deferral
accounts. The Commission Panel directs BCTC to file, by January 31, 2005, the
name, number and account description from BCTC’s Code of Accounts that are
to be included in the deferral accounts approved in this Decision.

Therefore, the Commission Panel determines that it has jurisdiction to approve 27
the cost elements of the HPO proposed by BC Hydro.

The Commission Panel concludes that the forecast of the HPO should be based 36
on the best, known, available information as to water conditions as of the
Evidentiary Cut-off Date.
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14.
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Directive

The Commission Panel approves BC Hydro’s recommended methodology to
calculate the cost of energy assignable to changes in customer load because, as
submitted by BC Hydro, it matches costs to revenues in the event customer loads
are greater than or less than forecast.

The Commission Panel approves the HDA as proposed by BC Hydro, and
approves BC Hydro’s forecast of the cost components of the HPO for F2005 and
F2006.

The Commission Panel approves all elements of the NHDA, except the
distribution emergency restoration costs element, item 4, because it can be
forecast with some confidence, unlike unplanned major capital expenditures and
unplanned major maintenance expenditures, and because of risk/reward
considerations. Given the denial of item 4 of the NHDA, item 3 of the NHDA is
to be as set forth in Final Argument. The Commission Panel approves BC
Hydro’s forecast of the NHDA non-HPO cost of energy for F2005 and F2006.

The Commission Panel approves the TIDA as proposed by BC Hydro, and
approves BC Hydro’s forecast of Trade Income for F2005 and F2006.

The Commission Panel approves the BCTC TDA as proposed by BC Hydro, and
approves BC Hydro’s F2005 and F2006 forecast, subject to the adjustments
required by this Decision, of the Asset Management/Maintenance Revenue
Requirement and the BCTC Revenue Requirement for the purpose of the BCTC
TDA.

The Commission Panel notes BC Hydro’s submissions with respect to the
prudency review of the deferral accounts and finds that its submissions are
reasonable. The Commission Panel finds that the final determination of the
extent of the prudency review of deferral accounts should be made during the
review process.

The Commission Panel accepts BC Hydro’s submissions with respect to the
clearing of deferral accounts.

The Commission Panel directs BC Hydro to file quarterly and annual reports for
the HDA and NHDA. Further, the Commission Panel directs BC Hydro to file
annual reports for the TIDA, and quarterly reports for the TIDA as available.

The Commission Panel approves BC Hydro’s proposal that the average balance
in each deferral account annually attract an interest charge or credit equivalent to
BC Hydro’s weighted cost of debt during the same period.

Decision
Page No.

39

41

42

43

44

44

45

45
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Directive Decision
Page No.
The Commission Panel determines that the onus is on BC Hydro to ensure clarity 46

with respect to the exact elements and costs to be contained in the deferral
accounts. The Commission Panel directs BC Hydro to file, by January 31, 2005,
the name, number and account description from the BC Hydro Code of Accounts
that are to be included in the deferral accounts approved in this Decision.

The Commission Panel accepts BC Hydro’s ROR proposal and concludes that 62
the essential elements of the ROR are as follows:

1. to identify “resource types” in a manner similar to those identified in Table
7.2, page 70, of the 2004 IEP, with the identification of specific projects
exceeding 50 MW of capacity for each resource type;

2. to establish target ranges, both a target energy range and a target capacity
range, for each resource type; and

3. to establish an expected unit energy cost range for each resource type.

The Commission Panel approves BC Hydro’s proposal that a terms of reference 64
be used to establish the scope of the regulatory review of the ROR.

The Commission Panel accepts that the 2004 IEP, as presented, is not susceptible 65
to meaningful review at this time, particularly given the next iteration of the
resource planning process and the evolving regulatory review process.

The Commission Panel finds that the budget review and approval process does 74
not necessarily need to prioritize projects across lines of business, but does need

to prioritize within the lines of business. BC Hydro acknowledged that a

significant portion of capital expenditures, particularly in Distribution, are

incurred pursuant to decisions made by the line organization that are not

reviewed by senior management other than in the aggregate (T7: 919-928). The
Commission Panel expects BC Hydro to review the various prioritization tools

employed and provide evidence at the next revenue requirements proceeding as

to how it prioritizes expenditures within the lines of business, based on reliability

and safety targets and annual priorities established by senior management.

The Commission Panel finds that the ASAI target of 99.970 percent for F2005 88
and F2006 is supported by the historical system performance shown in Exhibit

B1-107. The Commission Panel also finds that the CAIDI target of 2.15 hours is

a suitable interim target for F2005 and F2006, but notes that this level is

significantly above historical adjusted average performance.
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Directive

The Commission Panel finds that BCTC SAIDI target of 2.0 hours is an
appropriate target for F2005 and F2006, but notes that both BC Hydro and BCTC
can affect each other’s targeted reliability performance. Therefore, the
Commission Panel expects BC Hydro and BCTC to file, in a timely manner, an
agreement on individual quantified impacts to the various performance indicator
targets.

The Commission Panel expects BC Hydro and BCTC to present their reliability
indices (SAIFI, SAIDI, CAIDI, ASAI, SARI, MAIFI, generation forced outages,
availability, and the generation outage rates) both combined and disaggregated
(where applicable) on an annual basis with comparisons to CEA averages.

The Commission Panel finds that the reliability expenditures for the test period
are justified. However, BC Hydro and BCTC, in their next revenue requirement
proceedings, will be required to demonstrate a long-term plan for maintaining
reliability in a cost-effective and transparent way.

The Commission Panel expects that reliability-driven expenditures will be
tracked so that the effectiveness of such expenditures at reducing outages or
otherwise increasing reliability can be assessed.

The Commission Panel directs BC Hydro to update the benchmark studies for its
next revenue requirements application.

The Commission Panel directs BC Hydro to include Contractor statistics in its
goal setting and objectives for its pay for performance systems for its employees
and to monitor Contractor safety for work on the BC Hydro system in the same
manner as it does for its own employees. It may take some time for Contractors
to establish sytems to collect such statistics, therefore, if BC Hydro does not
expect to be in a position to comply with this directive by the next revenue
requirements application, then BC Hydro should file a report with the
Commission, by December 1, 2004, to seek temporary relief from this directive.

The Commission Panel accepts that the present reorganization will require some
time to produce the productivity gains expected; however, with BC Hydro’s next
revenue requirements application, claims of productivity gains will require
further substantiation.

The Commission expects BC Hydro to file the NIA report and a recommendation
for action by the next revenue requirements proceeding.
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Directive

The Commission Panel finds that R&D spending should be supported by
evidence of expected benefits to customers.

The Commission Panel does not accept that an increase in R&D spending is
appropriate at this time, particularly given the significant applied-for rate
increase for F2005. Therefore, the Commission Panel approves R&D
expenditures for F2005 of $3.04 million and for F2006 of $3.04 million. In the
next revenue requirements proceeding, R&D expenditures should be supported
by evidence of expected benefits to customers.

The Commission Panel notes the uncertainty with respect to the future of
Burrard, and denies BC Hydro’s request to change the depreciation rate for the
Burrard facility.

The Commission Panel denies BC Hydro’s request to change the depreciation
rate of distribution transformers based on a change in the useful life from 35
years to 30 years because the evidence provided does not indicate that the
installed base is experiencing either accelerated failure rates, or disproportional
contributions to outage frequencies or durations. The Commission Panel accepts
the salvage value evidence of Gannett Fleming and approves the change to a
minus 10 percent negative net salvage value provision for distribution
transformers.

The Commission Panel approves the costs for F2005 to F2008 associated with
energy purchase agreements, as identified by BC Hydro in its REAP (Exhibit B1-
23, Table 2, p. 11).

The Commission Panel approves BC Hydro’s 400 GWh energy call proposed in
the REAP, as modified during the course of this proceeding.

The Commission Panel finds that there is a sufficient record to allow the
Commission to make certain determinations with respect to the capital and DSM
expenditures contemplated in the REAP.

The Commission Panel approves the $1.2 million F2005 investigation costs
related to capacity additions for Revelstoke 5 or Mica 5 and denies approval for
$6.5 million sought for F2006. BC Hydro may apply for approval of F2006
expenditures following filing of the 2005 REAP.

The Commission Panel approves the initial $1.9 million sought for F2005 for
Stage 1 Cabinet approval of Site C expenditures and denies approval for $5.5
million sought for F2006. BC Hydro may apply for approval of F2006
expenditures as contemplated by BC Hydro’s proposed approach to the
investigation of Site C.
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Directive

The Commission Panel approves the Capital expenditures contemplated in the
REAP, subject to adjustments required by this Decision. Capital expenditures
contemplated in the REAP beyond the first quarter of F2006 are also subject to a
Commission decision on the February 2005 REAP. For certainty and clarity, the
Commission Panel specifically approves the F2006 BC Hydro’s Owners’
Revenue Requirement of $390 million, subject to the adjustments required by
this Decision.

The Commission Panel directs BC Hydro to prepare and file with the next
revenue requirements application a status report for the Strategic Workforce
Renewal Initiative that presents costs since its inception to its conclusion and a
justification for positions added when compared to other alternatives.

The Commission Panel approves the OMA revenue requirement, subject to the
adjustments required by this Decision.

The Commission Panel therefore determines that the sales forecasts provided in
the REU be used for the purpose of revenue forecast for the test period.

The Commission Panel finds that the Evidentiary Cut-off Date is February 20,
2004,

The Commission Panel accepts the changes in depreciation rates requested by BC
Hydro in Exhibit B1-104 except for the accelerated depreciation on Burrard and
the distribution transformers as described in Sections 6.7.1.7 and 6.7.2.3. The
Commission Panel directs BC Hydro to file a depreciation study as part of its
next revenue requirements application.

The Commission Panel accepts that changes could occur to the arrangements
with the Province, the remissions and the plan. Therefore an amortization period
of 10 years for water use plans is accepted. The Commission Panel determines
that the 10-year amortization period for ongoing negotiation and litigation costs
with First Nations and the costs of settlements arising from those negotiations
approved by Order No. G-53-02 continues to be appropriate.

The Commission Panel accepts the method of calculating the IDC rate and finds
that a threshold for the calculation of IDC is not required.
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Directive

The Commission Panel has considered the evidence of BC Hydro, the JIESC and
the CECBC and the submissions made on this issue and concludes that it is
appropriate in the circumstances to grant a variance from Section 3110 of the
CICA Handbook. Accordingly, the Commission Panel orders a variance from
GAAP and requires that the F2004 balance in the FRSR account remain as a
liability to be utilized for dismantling costs that are incurred in F2005 and future
years. For assets that require an ARO liability to be established and an FRSR
provision was not established or is insufficient, BC Hydro and BCTC are to
record a sufficient ARO provision in accordance with Section 3110 of the CICA
Handbook.

The Commission Panel finds that the accounting treatment proposed by the
JIESC with respect to CIAC would be contrary to, and would be an indirect
attempt to circumvent, the clear requirements of HC2.

The Commission Panel accepts that Terasen’s submission is not a request to
redesign BC Hydro’s SET. The Commission Panel directs BC Hydro to
periodically update the input factors when evaluating customer driven projects.
The amortization period for CIAC employed by BC Hydro is consistent with the
amortization period allowed for other utilities under the Commission’s
jurisdiction and, accordingly, is accepted.

The Commission Panel approves the Uneconomic Extension Assistance Program
as applied-for by BC Hydro.

The Commission Panel approves the accounting change from the cash method to
the accrual method for post-retirement benefits.

The Commission Panel accepts BC Hydro’s position that amounts and the timing
for recovery of the uncollected trade revenue is highly uncertain and therefore
determines that no amounts should be forecast for the test period. In the event
that the Alcan and California receivables are recovered in F2005, the balance in
the TIDA should be considered when F2006 rates are adjusted for allowed return
on equity.

The Commission Panel has determined that the required pre-income tax rate of
return to be earned by BC Hydro under HC2 for F2005 is 13.91 percent. For
F2006 the allowed pre-tax rate of return for BC Hydro will be determined based
on the 2005 allowed rate of return on equity and the 2005 effective income tax
rate for Terasen. In accordance with SD9, the allowed rate of return for BCTC in
F2005 and F2006 will be equal to the allowed rate of return for BC Hydro.

Decision
Page No.

164

167

167

167

168

170

174



53.

54,

55.

56.

S7.

58.

224

Directive Decision
Page No.
The Commission Panel approves the interest rates and foreign exchange rates 177

forecast in the REU, the forecast debt components, and finds that an interest rate
and foreign exchange rate deferral account should not be approved.

The Commission Panel finds that HC2 does not contain a provision that allows 180
for a retained earnings deferral account or a cap on equity at this time. The

proposals to establish a retained earnings deferral account or to otherwise set a

cap on retained earnings would frustrate the intent of HC2 and accordingly are

denied.

The Commission Panel notes that the accrual of interest to the deferred revenue
under the Skagit Agreement was not fully explored by the Intervenors at the
hearing. BC Hydro is to provide a full justification in its next revenue
requirements application for the method that it uses to produce a constant
(inflation adjusted) rate of return on the deferred revenue balance.

The Commission Panel directs that the forecasts for the test period be updated for 182
the actual F2004 ending balance sheet and retained earnings account balances.

The Commission Panel approves all Power Smart expenditures in the REAP 191
subject to the exceptions discussed in Section 9.4 on the Load Displacement

program. The Commission Panel relieves BC Hydro of the obligations set forth

in Exhibit B1-142, and directs BC Hydro to seek approval for and file tariffs for

all new Power Smart programs with a RIM benefit/cost ratio of less than 0.8

and/or a TRC benefit/cost ratio of less than 1.0. For those Power Smart programs

with a RIM benefit to cost ratio of less than 0.8, BC Hydro is directed to justify

with each REAP filing the continuation of those programs.

The Commission Panel determines that the Power Smart programs should be 192
included in the annual REAP filing. For the purpose of regulatory review, the

TRC, UC and RIM should be presented and calculated for the portfolio, by sector

and by program. Portfolio Level Costs should be allocated to programs, and BC

Hydro is directed to use the same allocation methodology based on kWh savings

as used in Exhibit B1-81.

The Commission Panel determines that Load Displacement projects should be 195
considered as supply side alternatives and accordingly directs BC Hydro to not

proceed with any new industrial Load Displacement projects as part of the Power

Smart 10-Year Plan.
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Directive

The Commission Panel disallows F2005 and F2006 total expenditures on Load
Displacement projects other than with respect to expenditures for projects with a
contract dated prior to the date of the Application. For the purpose of calculating
the disallowed amount, BC Hydro is directed to allocate, based on energy
savings, the Sector Enabler Costs, as well as Portfolio Level Costs directly
associated with the Load Displacement program. The calculation of the
disallowed amount should be filed with the Commission with the financial
schedules to be filed as directed in Commission Order No. G-96-04, issued with
this Decision.

The Commission Panel directs that costs and benefits associated with all Load
Displacement projects be removed from the program statistics used for reporting
the costs and benefits of the overall Power Smart program and be removed from
calculating BC Hydro investment threshold tests, that is, the TRC, UC, and RIM.

The Commission Panel directs BC Hydro to provide evidence at the next revenue
requirements hearing to demonstrate that incentives have been reduced for the
industrial program, if Stepped Rates are implemented during the test period.

The Commission Panel directs BC Hydro to file the executive summaries of its
milestone evaluation reports and the full final evaluation reports of all its Power
Smart programs.

The Commission Panel determines that BC Hydro should be permitted to recover
their past expenditures in rates.

The Commission Panel denies the request for approval of the Power Smart 10-
Year Plan pursuant to subsections 45(6.1)(c) and 45(6.2).
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Page No.
BC Hydro is directed to provide information to the Commission for on-going 201

review of Power Smart performance through:

e Executive Summaries of milestone evaluation reports and full final
evaluation reports for each program.

e Semi-annual reports on DSM activities which, amongst others, will
include:

e detailed breakdown of OMA expenses related to support activities
carried out within the Power Smart group and in other
departments that support Power Smart organization;

» detailed description of the functions of portfolio level costs and
how these costs are allocated to programs;

e summaries of the overall performance of Power Smart with
reference to program objectives; and

« variances of fiscal year budgeted and actual deferral capital
expenditures and explanation of variances.

The Commission Panel directs BC Hydro to file evaluation results for F2005 by 202
June 30, 2005 or as soon thereafter as practicable. The evaluation results should
include a comparison of actual and forecast for energy savings, TRC, UC and
RIM for the portfolio, by sector and by program. If the F2005 TRC for the
portfolio is less than 0.9, then BC Hydro is directed to discontinue any programs
with a TRC less than 1.0 and/or a RIM of less than 0.8. If the F2005 TRC for the
portfolio is 0.9 or greater and less than 1.0, then BC Hydro is directed to make
whatever program changes are appropriate to achieve a portfolio TRC exceeding
1.0. If the F2005 actual energy savings is less than 75 percent of the forecasted
energy savings for the portfolio, then the Commission Panel directs BC Hydro to
reapply for F2006 Power Smart program expenditures.

The Commission Panel has considered the costs to be incurred pursuant to the 206
ABS contract, and in Chapter 6 of this Decision, has approved those costs for

recovery in rates during the test period. The Commission Panel notes that the

out-of-scope costs need to be managed to ensure cost efficiency and overall value

are obtained for out-of-scope work. The Commission will review the extent of

this work in future applications.



