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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 The request for a 2 percent rate increase for 2005 was withdrawn.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
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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
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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



36

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.



41

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.
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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):
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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 argue