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Introduction

This report to the Board of Commissioners of Public Utilities (“the Board”) presents our
observations, findings and recommendations with respect to our financial analysis of the pre-filed
evidence of Newfoundland and Labrador Hydro (“the Company”) (“Hydro”) which was
submitted to the Board in connection with the 2001 application seeking approval for changesin
rates, the rules and regulations, the contracts with Industrial Customers and the 2002 Capital
Budget.

Scope and Limitations

Our financial analysis was carried out in accordance with the following Terms of Reference:

1. Examinethe Company’sfinancia recordsto determine whether it complies with the
System of Accounts prescribed by the Board.

2. Conduct areview of actual versus estimated capital expenditures, revenues, expenses, net
earnings, return on rate base and return on equity for the four years ended December 31,
2000.

3.  Examine the methodol ogy and assumptions used by the Company for estimating revenues,
expenses and net earnings and determine whether the proposed estimates for the years
ending December 31, 2001 and 2002 are reasonable and appropriate.

4. Review the Company’s calculation of estimated average rate base for the years ended
December 31, 2001 and 2002.

5.  Verify the Company’s calculation of the proposed rate of return on rate base for the years
ended December 31, 2001 and 2002.

6. Verify the Company’s calculation of the proposed rate of return on common equity and the
embedded cost of debt for the years ended December 31, 2001 and 2002.

7. Conduct areview of forecast energy supply costs, operating expenses, depreciation and
finance charges to assess their reasonableness and prudence in relation to sales of power
and energy and assess compliance with Board Orders where applicable. Review allocation
of non-regulated expenses.

8.  Review the changes proposed in the Company’ s depreciation policies.

9. Review the Company’s treatment of the realized foreign exchange losses.
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10. Veify the calculation of proposed rates necessary to meet the estimated revenue
requirement in 2002. Assess the reasonableness of the Company’s latest forecast of
customer load.

11. Review the Rate Stabilization Plan (RSP), including the rebase of data and the Company’s
reguest to increase the cap for Newfoundland Power to $100 million.

The nature and extent of the procedures which we performed in our analysis varied for each of
the itemsin the Terms of Reference. In general, our procedures were comprised of:

enquiry and analytical procedures with respect to financial information in the
Company’ s records,

examining, on atest basis where appropriate, documentation supporting amounts
included in the Company’ s records,

assessing the reasonableness of the Company’ s explanations; and,

assessing the Company’ s compliance with Board Orders.

The procedures undertaken in the course of our financial analysis do not constitute an audit of the
Company’ s financial information and consequently, we do not express an opinion on the
financia information.

The financial statements of the Company for the year ended December 31, 2000 have been
audited by Ernst and Y oung LLP, Chartered Accountants, who have expressed their unqualified
opinion on the fairness of the statementsin their report dated February 9, 2001. In the course of
completing our procedures we have, in certain circumstances, referred to the audited financial
statements and the historical financial information contained therein.
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System of Accounts

Section 58 of the Public Utilities Act states that the Board may prescribe the form of all books,
accounts, papers and records to be kept by Hydro and that Hydro shall comply with al such
directions of the Board.

As noted in our prior annual review reports, Hydro implemented its new accounting system, J.D.
Edwards during the 1998 fiscal year. Thisnew system resulted in a new chart of accounts, and
several changes in anumber of the account groupings. Then in 2000 several changes affecting
the account groupings of inventory and non-inventory items were implemented. During 2000
Hydro submitted its current code of accountsto the Board. In correspondence dated October 4,
2000, the Board advised Hydro that this code of accounts was approved on a provisiona basis,
subject to final approval at a general rate hearing.

The objective of our review of Hydro’'s accounting system and code of accounts was to ensure
that it can provide information sufficient to meet the reporting requirements of the Board. We
have observed that the Company has in place a well-structured, comprehensive system of
accounts and organization/reporting structure. The current system of accounts provides adequate
flexibility to allow the Company to meet its own and the Board’ s reporting requirements.
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Forecasting Methodology and Assumptions

The Company’s 2001 budget/forecast of revenue and expenses was devel oped through the
normal operating budget process which commenced in the spring of 2000 and was finalized and
approved in October of that year. Consequently, no actual results for 2001 are incorporated in
the forecast. The 2002 test year forecast of revenue and expenses used the 2001 budget as a base
and adjusts for any known or planned changes in operating requirements and work plans for
2002. In addition, the 2002 forecast incorporates certain assumptions which reflect Hydro’ s best
estimate of future economic conditions and events.

Our approach in this area of our review focused on the following three objectives:

1. review the methodology used by the Company for forecasting revenues and expenses to
ensure it is reasonable and appropriate;

2. review the assumptions made by management with regard to future economic conditions
and events; and

3. ensure that these assumptions are properly incorporated into the forecasts.

Methodology

The budgeting process followed by Hydro is comprehensive and detailed. 1t commences with the
issue of instructionsin March and is normally finalized and approved by the Board of Directors
in October. The main steps or components in preparation of the operating budget are as follows:

= QOperating costs are budgeted at the Business Unit level where each unit preparesits
respective budget on an account-by-account basis. Personnel in the individual units
enters this information on-line to the JD Edwards system. These budgets are then subject
to various levels of review and approval by Managers, Directors, Vice-Presidents and
finally Management Committee.

= Load forecasts are prepared by the System Planning department based on forecast
information received from Newfoundland Power and the industrial customers. The load
forecast is used to generate a revenue budget based on existing rates. For 2002, the
proposed new rates were applied to the load forecast to determine the forecast revenue.

= Based on the load forecast, the production department determines the hydraulic/thermal
spilt for generation and cal culates and prepares the fuel budget. The purchased power
estimates from CF(L)Co. and the non-utility generators (NUGS) are also determined at
thistime.

= The depreciation expense budget is prepared by the Plant Ledger department based on the
capital budget and projected in-service dates for construction projectsin progress.

= Based on the operating, fuel, revenue and capital budgets, a monthly cash flow is
provided to the Treasury department which, based on an interest model, generates a
forecast of borrowing requirements and estimates of interest expense and guarantee fees.
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= All elements of the operating budget are consolidated at this stage and forecast income
statement and balance sheet information is submitted to the Management Committee for
their review and approval. After approval at this stage both the operating and capital
budgets are submitted to the Board of Directors for final review and approval.

The process as described above was used to generate the 2001 forecast revenue and expenses.
For 2002 the full budgeting process as described, with the long time frame from start to
finalization, was not followed. For 2002, the Business Unit managers were requested to prepare
their forecast of operating expenses using the approved 2001 budget as a base and adjusting for
any known or planned changes in operating activities. No inflation factors were used to escalate
costsfor 2002. Essentially, if activity levels were unchanged then a budget line item would
remain constant for 2002 as compared to 2001. The 2002 forecast of load, fuel, depreciation and
interest were generated in the normal manner as described above. Overal, the 2002 forecast of
revenues and expenses was subject to the various levels of reviews and approvals as required for
the normal budget process. The various budget elements for the 2002 forecast were finalized in
the first quarter 2001 with the final revenue requirement determined in the late March to early
April time frame.

As aresult of our review, we have determined that the overall methodology used by Hydro for
forecasting revenue, expenses and net income is reasonable and appropriate. Our observations
with respect to the reasonableness of individual expense estimate and revenue from rates are
included within the respective sections of our report that follow.

Review of Assumptions

The key assumptions made by management in devel oping the test year forecast relate to the
following areas:

= theprice of No. 6 Fuel for consumption at the Holyrood thermal generating station;

= the hydraulic/thermal production split to meet forecast load;

= theload forecasts for Newfoundland Power, the industrial customers and rural
interconnected and isolated customers,

= interest rate projections for short and long-term financing; and

= cost of living adjustment factors for salary costs.

Where appropriate, Hydro has used information from independent sources and/or expert
consultants to establish the assumptions for the above noted items. For example, as noted in Mr.
Henderson’ s pre-filed evidence (Henderson, pg. 13, lines 19-20), Hydro uses the services of the
PIRA Energy Group of New Y ork to assist in forecasting the price of No. 6 Fuel.

The nature of some of the assumptions noted above is that they are constantly being revised and
updated by the experts (ex. fuel prices, interest rates). The load forecasts for Newfoundland
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Power and the industrial customers are also updated periodicaly. The only thing whichis certain
about forecasting the above itemsis that they will change and the change may be significant.
Considering the fact that the key assumptions used by Hydro were developed early in 2001 and
that changes in these assumptions may have a significant impact on the 2002 revenue
requirement, we recommend that Hydro be requested to update its assumptions and revenue and
expense forecasts with more current information at some point as the hearing progresses. An
update based on data to the end of the third quarter may be appropriate.

I ncorporation of Assumptionsinto Forecasts
The incorporation of the key assumptions into the forecasts was verified by examination of the
various schedules included in the Company’ s pre-filed evidence and other supporting schedules

and information provided. Based upon the results of our procedures we confirm that the
assumptions have been appropriately incorporated into the forecasts.
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Determination of Rate Base

The Company’ s calculation of its forecast average rate base for the 2002 test year isincluded on
Schedule Il of Mr. Roberts pre-filed evidence. Our procedures with respect to verifying the
calculation of the average rate base were directed towards the assessment of the reasonableness
of the data incorporated in the cal culations and the methodology used by the Company.
Specifically, the procedures which we performed included the following:

» agreed all carry-forward data to supporting documentation including the 2000 audited
financial statements and internal accounting records, where applicable;

» agreed forecast data (capital expenditures; depreciation; etc.) to supporting
documentation to ensure it isinternally consistent with the pre-filed evidence;

» checked the clerical accuracy of the continuity of the rate base as forecast for 2001 and
2002;

» recalculated the forecast average rate base for 2001 and 2002; and

» reviewed the methodology used in the calculation of the average rate base with reference
to the Public Utilities Act and the Hydro Corporation Act.

Based upon the results of the above procedures we did not note any discrepanciesin the
calculation of the average rate base. With regard to methodology and individual components to
be included in the rate base, Section 78 of the Public Utilities Act and Section 17 (2) of the
Hydro Corporation Act provide guidancein thisarea. We have reviewed the itemsincluded in
rate base and conclude that the inclusion of net plant in service, cash working capital allowance
and fuel and suppliesinventory is reasonable and appropriate in reference to the legidative
guidance and normal regulatory practice. The inclusion of deferred foreign exchange losses in
rate base is unusual and requires separate comment.

Section 17(4) of the Hydro Corporation Act (as amended by Bill 35) states that for purposes of
the Public Utilities Act, the foreign exchange losses as at December 31, 1994 were considered to
be reasonable and prudent expenses of Hydro and therefore properly chargeable to operating
account. Ms. McShane states in her pre-filed testimony (McShane, pg. 10, lines 7-13) that
inclusion of the deferred losses in rate base recognizes that Hydro must finance the deferred
balance until it isfully recovered through amortization. Given that the deferred losses are
recoverable from ratepayers pursuant to Section 17(4) of the Hydro Corporation Act, it would
appear to be inconsistent, and therefore inappropriate, to deny Hydro the cost of financing the
unamortized balance of such losses. The issue therefore, of including deferred foreign exchange
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losses in rate base is more academic than substantive. The Board may consider excluding the
deferred losses from rate base and providing for recovery of the financing costs through other
mechanisms (eg. grossing up the cost of capital to compensate), however the end result in terms
of total revenue requirement would be unchanged. Considering the fact that utilizing other
mechanisms to recover financing costs would undoubtedly add additional complexity to the
regulatory process, we believe the approach proposed by Hydro of including these deferred losses
in rate base is reasonable.

In order to provide abasis of comparison for the 2002 average rate base, we have calculated the
average rate base for 1998 to 2001 using the methodology and criteria proposed by Hydro in their
application. Details with respect to the calculation of average rate base for each year from 1998
to 2002 are asfollows:

(000's) | 1998 || 1999 || 2000 || 20010 || 2002
Plant investment $ 1,641,300 $ 1,640,900 $ 1,678,600 $ 1,736,700 $ 1,779,800
Less: Accumulated depreciation (331,500) (351,700) (380,500) (410,700) (439,700)
CIAC's (90,500) (89,800) (89,000) (88,900) (87,200)
1,219,300 1,199,400 1,209,100 1,237,100 1,252,900
Balance previous year 1,228,000 1,219,300 1,199,400 1,209,100 1,237,200
Average 1,223,650 1,209,350 1,204,250 1,223,100 1,245,050
Cash working capital allowance 2,682 2,940 2,947 3,211 3,096
Fuel inventory 11,478 10,238 20,005 16,819 16,018
Supplies inventory 21,536 21,933 21,251 21,095 21,095
Deferred realized foreign exchange losses 89,300 88,300 87,300 86,800 85,200
Average rate base $ 1348646 $ 1,332,761 $ 1,335753 $ 1,351,025 $ 1,370,459
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Return on Rate Base

We have calculated the rate of return on rate base for 1998 - 2000 and for forecast 2001 - 2002
based on the returns included in the Company’ s revenue requirement schedule (Roberts,
Schedulel). Detailswith respect to the calculation of rate of return on rate base are as follows:

1998 1999 2000 2001 2002
Average rate base $1,348,646 $1,332,761 $1,335,753 $1,351,025 $1,370,459
Return on rate base
Regulated net income $ 25132 $(3647) $ 580 $ 13727 $ 7,235Y
Hydro interest expense 98,903 95,327 96,868 92,558 93,584
Return on rate base $124,035 $ 91,680 $102,718 $ 106,285 $ 100,819
Rate of return on rate 9.20% 6.88% 7.69% 7.87% 7.36%

base

(1) Thenet incomein 2002 excludes the profit on salesto 10C ($9,610-$2,375). No adjustment has been made for the 1998 — 2001

period as the required information was not available.

The return on rate base for 2002 of 7.36% above is consistent with the 7.355% contained in
Hydro' s forecast cost of service (JAB-1, Schedule 1.1, pg. 20/2, line 25).

In February 2000, the Board issued P.U.5 (2000-2001) authorizing Hydro to abandon the
woodchip fired thermal generating station located in Roddicton. Thisresulted in awrite-down of
capital assets of $16.7 million, which Hydro has reflected in the 1999 financia statements. The
return on rate base for 1999 would be 8.99% excluding this write-down of capital assets.

Grant Thornton % Page 9



Board of Commissioners of Public Utilities
Newfoundland and Labrador Hydro 2001 General Rate Hearing

Capital Structure, Return on Equity and Embedded Cost of Debt

Capital Structure

Hydro’ s forecast average “regulated” capital structure for 2002 is detailed in the pre-filed
evidence of Ms. McShane at page 15 (Table 2) and of Mr. Robertsin Schedule VIII. The
projected balance sheet in Schedule X1 of Mr. Roberts evidence provides the basis for these
calculations.

Our procedures performed in this area focused on verifying the calcul ations of average capital
structure, and assessing the reasonableness of the data incorporated in the calculations and the
methodology used by the Company. Specifically, our procedures included the following:

= agreed al carry-forward data to supporting documentation;

= agreed al forecast data to supporting documentation to ensure it isinternally consistent
with the pre-filed evidence and other forecast information;

= checked the clerical accuracy of the calculations of average capital structure; and

= calculated the forecast rate of return on common equity.

The Company’s calculation of average capital structure reflects a number of adjustments which
have the effect of removing the “non-regulated” items from the reported debt and equity in the
non-consolidated financial statements. Exhibit 1 of our report details these adjustments and
calculates the average capital structure on aregulated basis.

The adjustments to Hydro’ s debt and equity as per its non-consolidated financial statementsto
arrive at regulated debt and equity essentially fall into two categories. The first category of
adjustments relates to the elimination of equity and debt attributable to Hydro’ s subsidiary/non-
regul ated operations including CF(L)Co, Lower Churchill Development Corporation (LCDC)
and the Muskrat Falls project. These operations have historically been treated as non-regul ated
activities.

The second category of adjustments to equity and debt (short term promissory notes) relatesto
the net retained earnings attributabl e to the sale of recall power to Hydro Quebec. This notional
adjustment to decrease retained earnings and increase debt is based on the flow through of the
profit on recall power by way of dividends. The additional cash flow available to Hydro enables
the Company to pay down its short-term debt, effectively reducing borrowings below what they
would otherwise be based on regulated operations. We have reviewed the rationale put forward
by Hydro for these adjustments and believe they are reasonable and appropriate.
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As per Exhibit 1, Hydro’s “regulated” average capital structure for the years 1998 to 2000 and
forecast for 2001 and 2002 is as follows:

1998 1999 2000 2001 2002
Debt 79.3% 79.0% 79.2% 80.0% 83.2%
Employee Future Benefits - 0.8% 1.6% 1.6%
Equity 20.7% 21.0% 20.0% 18.4% 15.3%

100.0% 100.0% 100.0% 100.0% 100.0%

As can be seen from the above table, the debt to equity ratio has deteriorated from 1998 to 2000
and isforecast to decline further for the 2002 test year. While total average capital required to
finance the rate base is forecast to increase approximately 13% from 2000 to 2002, the equity
component of the capital structure is forecast to decrease by 22% over the same period. The
primary reason for the decrease in equity is the forecast payout of dividendsin 2002 of
approximately $70 million.

The implications of the above noted changesin capital structure in terms of Hydro’ srisk profile,
credit worthiness and the cost of equity are more appropriately dealt with by the various cost of
capital experts presenting evidence for this hearing. However, in simple terms, the shift from
equity to debt in financing of the rate base has the impact of increasing the forecast 2002 revenue
requirement. Normally, equity capital is more costly than debt (particularly in investor owned
utilities where income taxes are a factor) however, Hydro’' s application is based upon a 3% return
on equity as compared to an embedded cost of debt of 8.345%. Consequently, payment of the
$70 million in dividends increases the weighted average cost of capital for the test year. Intheir
response to Information Request NP-72(c), Hydro estimated that the impact of this dividend
payout was an increase in revenue requirement of $1.7 million for the 2002 test year.

Return on Equity

In its application, Hydro is proposing areturn on regulated equity of 3% for the 2002 test year.
Per Schedule | of Mr. Roberts pre-filed evidence, the return on equity forecast for the test year is
$9.61 million. Based on average regulated common equity of $239.1 million, this represents a
rate of return of 4% ($9,610/239,100). However, the net earnings of $9.61 million includes a
forecast profit margin of $2.375 million on salesto a non-regulated Labrador industrial customer,
Iron Ore Company of Canada (I0C). Adjusting the forecast earnings for this non-regulated profit
contribution resultsin arate of return of 3% (9,610 - 2,375 = 7,235/239,100).
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The following table provides a comparative summary of the rates of return on equity for 1998 to
2000 and as forecast for 2001 and 2002:

1998 19999 2000 2001 2002
Regulated return on common equity 8.76% 4.34% 2.10% 5.11% 3.00%
Return on common equity including profit
contribution from Hydro Quebec recall 17.08% 14.4% 5.46% 12.72% 12.95%

@ Returns for 1999 adjusted for write-down of Roddicton wood chip plant.
@ Reflects adjustment for profit contribution on salesto 1OC.

Embedded Cost of Debt

Hydro’s calculation of its embedded cost of debt isincluded in the pre-filed evidence of Mr.
Robert’s on Schedule IX. We have checked this calculation as well as vouched the individual
components to supporting documentation including checking the company’ s cal cul ations of
interest, guarantee fee, and amortization of foreign exchange losses and debt discount and issue
expenses.

In its response to NP-77, Hydro has indicated that the guarantee fee included in the pre-filed
evidenceisincorrect. The revised guarantee fee is $12.336 million as compared to $11.993
million included in the evidence. The revised calculation of embedded cost of debt for 2002 is as
follows:

Revised
Interest $ 101,662
Amortization of Foreign Exchange Loss 2,157
Amortization of Debt Discount and |ssue Expense 1,175
Debt Guarantee Fee 12,336
117,330
Less: Interest on Sinking Fund Assets (6,301)
CF(L)Co Share Purchase Debt (1,951)
Net interest $ 109,078
Average total debt (Roberts, Schedule V111) $1,303,012
Embedded Cost of Debt — Revised 8.371%

Thisrevision to the embedded cost of debt has the effect of increasing the weighted average cost
of capital to 7.421% from 7.399%. Hydro hasindicated in NP-77 that they will adjust for this
error in any final revisionsto the cost of service to be filed during the hearing.

Grant Thornton % Page 12



Board of Commissioners of Public Utilities
Newfoundland and Labrador Hydro 2001 General Rate Hearing

Interest Coverage

Interest coverage forecast for 2001 and 2002 has been calculated at 1.39 and 1.36 times
respectively. Details of these coverages with a comparison to 1998 and 2000 actuals are as
follows:

(000's) [ 1998 | [ 1999 || 2000 || 2001 || 2002 |
Total interest $ 100,682 $ 94,288 $ 96,034 $ 93915 $ 94,735
Less: CF(L)Co. (1,896) (1,109) (1,841) (2,269) (1,951)
Hydro net interest 98,786 93,179 94,193 91,646 92,784
Less: Guarantee fee (11,153) (10,849) (10,610) (10,900) (12,085)
Add: Interest earned and IDC

Power bills 250 85 16

RSP 4,150 3,217 3,217 5,011 6,646

Sinking funds 28,269 9,689 5,323 5,637 6,301

IDC 428 1,984 3,694 5,543 8,504
Gross interest $ 120,730 $ 97,305 $ 95,833 $ 96,937 $ 102,150
Net income $ 51,257 $ 31,715 $ 17,296 $ 37,658 $ 36,481
Gross interest 120,917 96,305 95,833 96,934 102,150
Adjusted income $ 172,174 $ 128,020 $ 113,129 $ 134592 $ 138,631
Interest Coverage 1.42 1.33 1.18 1.39 1.36

The net income used for purposes of the interest coverage calculation includes the profit from
recall power and miscellaneous non-regulated expenses which are deducted when calculating
margin for revenue requirement.

The forecast gross interest costs for 2002 are approximately 6.5% higher than the 2000 actuals.
Thisincreaseis primarily attributable to the new debt issued to finance forecast capital
expenditures and dividend payments. However, the interest coverage improvesin 2002 as
compared to 2000 because of the larger profit contribution from recall power. The lower net
incomein fiscal 2000 is largely attributable to the decrease in profit contribution for recall power
as Hydro reached the revenue cap set out in the agreement with Hydro Quebec in May 2000.

Interest coverage for the 2002 test year has been calculated at 1.09 times when the profit
contribution form the Hydro Quebec recall is excluded from net income.
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Capital Expenditures

From 1996 to 2000, total capital expenditures have been lower than budget by an average of 15%
(high in 1996 of 23.10%; low in 1997 of 4.82%). The following table details the variance
percentage of actual expenditures to budget for each category of the capital budget:

1996 1997 1998 1999 2000 Average
Generation (38.97%) (10.32%) (24.84%)  (6.19%) (32.90%)  (22.64%)
Transmission (15.79%)  (26.32%) (11.65%)  (5.60%)  (2.69%)  (12.41%)
Rural Systems (20.80%) 2.38% (35.93%) (3856%)  (6.52%)  (19.88%)
General Properties (25.90%) 4.36% 247%  (211%) (25.87%)  (9.41%)
Total (2310%) _ (4.82%) (18.73%)  (16.70%) (11..80%) _ (15.03%)

The information used to calculate the percentages in the table included the capital budget for the
year and the total actual capital expenditures, which would include any unbudgeted projects and
carry-overs from previous years. The capital budget for several of the categoriesfor certain years
has been normalized for events that would be considered exceptional. These normalizing
adjustments are as follows:

=  Transmission in 1998 was adjusted for the delay in projects due to the increased demand
for steel because of the devastation that occurred during the 1998 ice storm in Quebec.
This event resulted in adelay in projects that had a budget of $8.4 million.

= The 1997 budget for Transmission included a project relating to the proposed Argentia
smelter at acost of $1.7 million. Due to circumstances beyond the Company’s control,
this project was no longer necessary.

»  The 1999 budget for rural systems was adjusted by $1.98 million which related to the
Nain Plant. This project was delayed in 1999 due to ongoing discussions with the Town
Council, however the project was completed in 2000.

The 2001 forecast capital expenditures of $55,443,000 have been based on actual expendituresto
April 30, 2001 plus expected remaining expenditures for the year. In comparison to the original
budget for 2001 of $55,897,000, these expenditures are forecast to be under-budget by 0.81%.
The 2002 budgeted capital expenditures total $48,037,000.
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According to the above table, capital budgets, on average are over-budget by approximately 15%.
Based on our discussions with Company officials, on aproject basis, Hydro is probably
underspending by approximately 5%. Therefore, the remaining 10% variance must be due to
delays and carry overs. Using a 15% downward adjustment to the 2001 and 2002 forecast capital
expenditures would result in a reduction of depreciation expense of approximately $157,000 and
$122,000 respectively based on the composite depreciation rate of 1.88% in 2001 and 1.7% in
2002 and assuming all projects were put-in-service. Interest expense would also reduce by
$350,000 and $302,000 in 2001 and 2002 respectively based on the embedded cost of debt of
8.4%. The possible impact on the 2002 revenue requirement would be the cumul ative effect of
the above noted adjustments. A possible reduction in capital expenditures would aso impact the
forecast rate base for 2001 and 2002.
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Revenue

We have compared the 1997 to 2000 actual revenues with the 2001 and 2002 forecast revenues
to identify any significant trends and assess the reasonableness of the forecasts. The results of
this analysis of revenue by customer are as follows:

('000)

Industrial

North Atlantic
Abitibi - GF

Deer Lake

Abitibi - Stephenville
Corner Brook
Albright & Wilson
Royal Oak

Canadian Forces Base

Iron Ore Company

Utility

Rural

Total revenue from rates

1997 1998 1999 2000 2001 2002
Revenue Revenue Revenue Revenue Revenue Revenue
$ 8,767 $ 7,640 $ 8200 $ 7,204 $ 7475 $ 8,072
5,440 3,156 4,535 4,312 4,777 5,333
803 642 655 685 506 565
18,293 11,053 18,489 16,781 17,134 19,155
11,809 13,778 11,574 11,294 11,980 17,236
423
2,155
47,690 36,269 43,453 40,276 41,872 50,361
3,050 2,871 2,179 3,176 3,155 2,992
2,957 2,805 2,275 4,008 5,006 5,459
193,997 186,861 183,556 191,688 197,860 213,830
43,764 43,846 46,066 49,454 47,019 48,583

$ 291458 $ 272652 $ 277529 $ 288,602

$ 294912 $ 321,225

The forecast revenues in 2001 are $6.31 million higher than 2000 levels. Thisis due primarily to
the increase of $6.17 million in revenue from Newfoundland Power or 3.2% increase in GWh

forecast to be sold.

In 2002, the total forecast revenues are $26.3 million higher than 2001. $7.9 million of this
additional revenue relates to increase in load for 2002, and the remaining $18.4 million is due to
the proposed increase in rates.
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We have also compared the actual GWh for 1997 to 2000 with the forecast GWh for 2001 and
2002 to identify any significant trends. Furthermore, we have reconciled the total sales forecast
to the total GWh generated through hydroelectric, thermal and purchases of energy from the
NUGS and CF(L)Co. Theresults are asfollows:

1997 1998 1999 2000 2001 2002
GWh GWh GWh GWh GWh GWh

Indugtrial
North Atlantic 245 194 225 220 234 234
Abitibi - GF 174 97 146 158 177 177
Deer Lake 19 20 17 19 17 17
Abitibi - Stephenville 521 312 542 553 561 570
Corner Brook 326 387 309 358 390 506
Albright & Wilson 2
Roya Oak 44

1,331 1,010 1,239 1,308 1,379 1,504
Canadian Forces Base (CFB) 111 107 81 86 76 74
Iron Ore Company (10C) 252 191 54 242 353 367
Utility 4,306 4,157 4,084 4,263 4,399 4,455
Rural 804 802 830 842 879 870

6,804 6,267 6,288 6,741 7,086 7,270
Transmission losses 333 352

7,419 7,622
Hydroelectric 4,272 4,272
Thermd 1,975 2,162
Power purchases - NUGS 146 146
Power purchases - CF(L)Co 1,026 1,042
7,419 7,622

Hydro forecasts its revenue based on the total GWh requirements for each of itsindustrial
customers and its Utility customer, Newfoundland Power. These GWh requirements are
generally based on operating load forecasts that are provided in the spring and fall of each year
by these customers. Thefall’s operating load forecast allows Hydro to make itsinitial
projections for the following year. This projection is then updated midway through that year
when the spring operating load forecast is received. In addition to the fall and spring loads
obtained from itsindustrial customers and Newfoundland Power, these customers also provide a
five year load forecast, to alow Hydro to incorporate possible revenues into their own future
budget plans.
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In forecasting the number of GWhs for rural customers, Hydro bases its calculation primarily on
historical information. However, Hydro will also incorporate several other relevant factors
relating to general service customers that may affect load into its equation such asincreasesin
production levels and the installation of new equipment. Thisinformation is generally acquired
from some of itslarger rural customers such asfish plant operators.

Newfoundland Power represents Hydro’ s largest customer at 62% and 61% of total GWhs
forecast to be sold in 2001 and 2002 respectively. Starting in 2000, Newfoundland Power’s
energy requirements began to grow again after experiencing two very mild wintersin 1998 and
1999. The number of GWh forecast for 2001 exceeds 2000 by 3.2% and 2002 has increased over
2001 by 1.3%. The energy requirements for the two forecast years are based solely on
Newfoundland Power’ s operating load forecast provided in November 2000.

After reviewing the above table, it is quite evident that the actual number of GWh utilized by
each of theindustrial customers, including the Iron Ore Company of Canada has varied widely
from 1997 to 2000. Like Newfoundland Power, these industrial customers provide an operating
load forecast, but in addition, they also supply Hydro with expected annual production levels.
These production levels help to explain increases or decreases in the anticipated load. Hydro
employs these operating loads to generate its own forecast of energy requirements for 2001 and
2002 using historical results as its main guide.

The actual number of GWh utilized by North Atlantic isfairly consistent from year to year, and
based on the comparison of budget to actuals for 1997 to 2000, on average North Atlantic has
fallen short of their anticipated budget by 1.1%. The forecast for 2001 and 2002 has risen dlightly
based on North Atlantic’s expected increase in production levels.

The GWhs sold to Abitibi Pricein Grand Falls-Windsor and Stephenville also appear fairly
consistent from year to year, with the exception of the strike in 1998, which reduced the energy
consumption levels for that period. For 2001 and 2002, Hydro has increased the forecast levels
beyond prior years actuals due to an expected increase in production at each of these paper mills.

The amount of GWhs forecast by Hydro for Corner Brook Pulp and Paper from 1997 to 2000 has
been over budgeted on average 10.6%. The variance between budget and actual occurred
primarily in 1999 and 2000, when Corner Brook was able to meet alarger portion of its energy
requirement by generating its own hydroelectric power from Deer Lake Power. Both 1999 and
2000 were very wet years for Deer Lake Power’ s watershed area, consequently they were able to
generate above the average production levels. However, sinceit is predicted that for 2001 and
2002, water levels are to return to normal, Corner Brook Pulp and Paper will require Hydro to
provide most of its power. In addition, Corner Brook Pulp and Paper is anticipating higher
production levels for 2001 and 2002. The impact of these two itemsis contributing to a
significant increase in GWh for Corner Brook.

The production levels continue to increase for the iron ore industry as well, which explain the
increases forecasted for 2001 and 2002 for the Iron Ore Company of Canada.
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Hydro’ s revenue forecasts for 2001 and 2002 are based on operating |oad forecasts received from
itsindustrial customers and Newfoundland Power in November 2000. In order to provide amore
current forecast of energy requirements, the 2001 spring operating load forecast should be
obtained from these customers, and Hydro should update the 2001 and 2002 revenue forecasts
based on these new loads.

In addition to the analysis of revenue by customer noted above, we also recal culated the 2002
forecast revenue from rates to ensure the proposed new rates together with the forecast |oads
agree with the test year revenue requirement. We are able to verify the calculation of revenue for
Industrial Customers and Newfoundland Power 100% and for Rural customers on atest basis.
No discrepancies were noted in completing these procedures.
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2001 and 2002 Financial Forecast

Schedule | of Mr. Robert’s pre-filed evidence highlights the major factors which contribute to the
increased revenue requirement of $26.3 million in 2002 as compared to forecast 2001. These
factors can be summarized as follows:

(000's)

Increase in

Fuels $ 308

Interest 10

Salaries 14
Decrease in depreciation (0.9
Net decrease in other costs (1.9)

304

Decrease in return on equity (4.1
Increase in revenue requirement $ 263

In our review we have addressed the major categories noted above and our specific comments on
each are outlined within this section of our report. Theincreasein fuel expense isthe major
contributing factor to the forecast increase in revenue requirement for 2002. Hydro has
highlighted thisin their pre-filed evidence and it is clearly evident from the above table. The
increase arises primarily from rebasing the price of No. 6 fuel to approximately $20/barrel as
compared to $12.50/barrel per the 1992 Cost of Service. Theincreasein interest expenseis
related to the Company’s plan to issue two new bondsin 2002, and the increase in salary costsis
primarily due to raises, scale increases and reclassification of positions.

The decrease in depreciation expense in 2002 is due to the implementation of several of the
recommendations included in the 1998 Depreciation Policy Study, and during 2001, the
Holyrood thermal units 1 and 2 are to be fully depreciated.

The net decrease in other operating expenses is primarily related to the system equipment

mai ntenance and miscellaneous expense categories due to the following respectively: 1) lower
mai ntenance requirements at the thermal plant in Holyrood and; 2) the elimination of the Wabush
Profit from miscellaneous due to the expected approval of new rates for Wabush customers.

The decrease in return on equity reflects Hydro’ s proposal to set the rate of return at 3% for the
test year.

Our review of total operating expenditures was conducted using the breakdown of expenses as

outlined in Exhibit 2. This exhibit provides details of depreciation, fuels, power purchased,
interest and other costs for the years 1999 and 2000 as well as the forecast for 2001 and 2002.
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Comparison of 2000 and 1999 Results

Exhibit 2 shows that the total operating expenditures have increased in 2000 in comparison to
1999 by $18.5 million ($284,010,000 - $282,162,000 + $16,680) after adjusting for the write
down of the Roddicton Plant. Net of other costs, the increase in operating expenditures in 2000
can be attributed primarily to the significant increasesin fuel expense of $7.5 million, power
purchased of $2.2 million and interest of $1.5 million. Theincreasein fuel in 2000 is primarily
related to hydraulic and loan variation adjustments flowing through the RSP. These adjustments
account for approximately $5.3 million of the increase. Another significant contributor was the
cost of diesel fuel for rural operations. This category of fuel increased by approximately $2.3
million due to arisein the average cost per litre. The Company's purchased power expense
increased due to purchasing additional power from a number of suppliersto allow Hydro to fill
its excess sales demand over that generated and the increase in interest expense is primarily
attributable to a decline in the amount of interest earned on investments, sinking funds and the
rate stabilization plan.

Exhibit 2 al'so shows that the total “other costs’ (before transfers to capital and cost recoveries)
have increased in 2000 relative to 1999 by $6.868 million ($102,666,000 - $95,798,000), and on
anet basis, asimilar trend is shown with an increase of $7.99 million ($93,144,000 -
$85,152,000). The additional increase on a net basis is attributable to the lower transfersto
capital and CF(L)Co recoveriesin 2000 as compared to 1999.

The most significant expense variances in “other costs’ for 2000 relate to an increase in salaries
of $4.2 million and system equipment maintenance of $4 million. These two categories of
expenses are the main reason behind the continuous increase in other costs since 1998. The
salary increase isaresult of four main factors. 1) agenera scale increase of 2% for union and
non-union employees; 2) a new collective agreement in 2000 resulted in the reclassification of
some positions; 3) temporary employees back filling vacant permanent positions in the
transmission and rural operations division due to long term leave, promotions, transfers and
assignments to special work; and 4) new recommendations by the Canadian Institute of
Chartered Accountants (CICA) resulted in the accrua of $2.2 million for employee future
benefits. The reasons for the increase in system equipment maintenance is two-fold:

1) additional maintenance work in the transmission and rural operations division, mainly repairs
to gas turbine and diesel plantsin the central and Labrador regions; and 2) the introduction of a
newly restructured code of accounts for all inventory and non-inventory items.
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Comparison of Forecast 2001 and 2000 Results

In 2001, the total forecast operating costs (net of capital and CF(L)Co. alocations) of $282.3
million decreased from 2000 levels by $1.7 million ($282.3 - $284.0). While this overall
decrease of 0.6% is only slight, there are several significant variances within the cost categories.
The changes in total operating costs in forecast 2001 as compared to 2000 are as follows:

e increasein fuel $ 89
* decrease in interest 4.3
* decrease in depreciation (2.7)
* decrease in system equipment (1.5
mai ntenance

* decreasein salaries (2.0
* net decrease in other costs (1.1

$ (1.7

Theincrease in fuel expense is due to the forecast of additional thermal production in 2001 over
2000. Hydro’sforecast hydraulic thermal production split is based on long term average levels
of hydraulic production and water levels. The decrease in interest expense forecast for 2001 is
largely aresult of theincrease in interest earned and interest capitalized during construction
which are deducted from gross interest expense. The decrease in depreciation is primarily related
to units 1 and 2 at the Holyrood thermal plant being fully depreciated during the spring of 2001.
The decrease in system equipment maintenance forecast for 2001 isdueto areductionin
scheduled maintenance requirements in the transmission and rural operations division (TRO) of
$2.6 million, which is partially offset by an increase in maintenance requirements at the thermal
plant in Holyrood for approximately $0.75 million and $0.35 million in repairs to Hydro Place.
The decrease in salaries relates primarily to forecast reductions in temporary salaries and
overtime costs. These reductions are partialy offset by forecast increasesin permanent salaries
relating to scale increases.

Fuds

Fuel expenseisforecast to increase overall in 2001 by $8.9 million over 2000 levels or 20.9%
and in 2002 by $30.8 million or 59.9% over 2001. No. 6 fuel isthe most significant cost
component of fuel expense at $103.8 million and $100.6 million in 2001 and 2002 respectively.

No. 6 fuel isforecast in 2001 to increase by approximately $54.6 over 2000, however net of RSP
recoveries of $34.3 million, thisfuel will increase by approximately $20.3 million. The reason
for the large variation is attributed to an increase in consumption of approximately 1,639,000
barrels and increase in average price forecast for 2001 of $32.12 per barrel as
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compared to the average price of $30.92 in 2000. The additional consumption of No. 6 fuel is
consistent with the forecast increase in thermal production of 1,007 GWh or 104%. The increase
in thermal production is necessary to offset the decrease in hydraulic generation; lower energy
purchases; and a 251 GWh increase in load. The decrease of 745 GWh in hydraulic generation is
based on Hydro' s decision to return to its long-term average production in anticipation of water
levels returning to normal in their watershed areas. The long-term average levelsarein
accordance with areview completed by the Company in November 2000.

The 2001 hydraulic production and load variation components of the Rate Stabilization Plan
provide a forecast decrease of $12,154,840 in comparison to 2000. The adjustment for hydraulic
production (or water variation) is consistent with the decrease in forecast hydraulic production in
2001 of approximately 14.8%. The adjustment for load variation is consistent with the increase
in energy sales. Energy sales forecast for 2001 (excluding Hydro Quebec Recall) are up 289
GWh (4.3%) in comparison to 2000. The main reasons for the increase in the forecast energy for
2001 are consistent with the explanations for increased energy sales for 2000. The expectation
for the winter weather to return to normal conditions and a small increase in load has increased
Newfoundland Power’ s demand for additional energy requirements and secondly the Iron Ore
Company of Canadais expecting another year of high production levels. Forecast sales to both
of these companies account for 247 GWhs of the expected increase in 2001.

Based on our analysis of the cost of No. 6 fuel from 1997 to 2000, Hydro’ s actual costs have
always been less than budget. The difference ranges from $9.9 million in 1997 to $30.3 million
in 2000. The difference from the budget is primarily due to the utilization of hydraulic
production to meet demand or excess demand as opposed to thermal energy. Although

Mr. Henderson describes 2000 being one of the wettest years on record for Hydro’ s watershed
areas, hydraulic production levels forecast for 2001 and 2002 of 4,272 GWh have not been this
low since 1998. The 1998 low production level was primarily due to a decrease in load in that
year. Furthermore, none of the statistics going back to 1992 show thermal production levels as
high as the GWhs forecast for 2001 and 2002.

According to our review of Hydro’s production statistics as of June 30, 2001, hydraulic
production is above budget at this date by 93.2 GWh and thermal production is below budget by
148.2 GWh. Applying the fuel conversion factor for Holyrood of 610 kWh, which was revised
from 605 kWh due to the recent review of experience with Holyrood efficiency, the fuel cost
savings from 148.2 GWh at an average forecast price of $33.84 /barrel as of June 30, 2001 would
be approximately $8.2 million.

The cost of No. 6 fuel isforecast to decrease in 2002 by approximately $3,200,000 from 2001.
The decrease is the result of the average forecast price dropping from $32.12/barrel in 2001 to
$28.43/ barrel in 2002, with the cost savings partially offset by an increase in consumption of
approximately 306,000 barrels for the additional generation of 187 GWh of thermal energy in
2002. Net of the RSP recoveries, this fuel will increase by approximately $34.9 million in 2002.
Thelarge variation is attributabl e to rebasing the cost of fuel from $12.50 a barrel to $20 per
barrel for the 2002 Cost of Service. Theincrease to $20/barrel resultsin areduction in the
amount charged to the RSP.
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Salaries and benefits

Gross payroll costs forecast for 2001 are $60.271 million and $61.773 million for 2002. In 2001
overall costs are 1.8%, or $1.1 million lower than 2000 levels while 2002 costs are $1.5 million
or 2.5% higher than 2001 forecast levels. The salaries and benefits costs are summarized by
category in Exhibit 3A.

Our review of salaries and benefits included an analysis of the variances from year-to-year, an
analysis of the trends in salary costs, and discussions with Company officials.

Asnoted in Exhibit 3A, salaries and benefits are forecast to decrease in almost every major
category in 2001 except for permanent salaries, which increases by $1.5 million or 3.5% from
2000 levels. Permanent salaries in 2002 are forecast to increase by $1.3 million or 3.0% which
accounts for amajor portion of thetotal salary increase in 2002 over 2001. The breakdown of
salaries by division is summarized in Exhibit 3B. It isimportant to note that all forecast scale
increases and the decrease associated with the reduction complement have been included in the
finance division for 2001 and 2002.

Per review of Exhibit 3A the most significant variances between 2001 and 2002 forecasts and
2000 actuas occur in the following categories of salaries:

* Increase in permanent salaries for 2001 and 2002.
» Decreasein temporary salaries for 2001 and 2002.
» Decreasein overtime for 2001 and 2002.

The increase in permanent salaries for 2001 over 2000 is primarily attributable to the following

items:

» A general scaleincrease of 3% was provided to all union, non-union and management
committee effective January 1, 2001.

* A additional general scale increase of 2% was provided to all union staff effective April 1,
2001 and non-union staff, including the management committee effective July 1, 2001.

* A reduction of 41 permanent staff positions announced in February 2001 partially offsets the
above increases.

In February 2001, Hydro announced that it was realigning certain staff and 41 permanent staff
positions would be eliminated, this reduction in staff complement as noted in Exhibit 3E & 3F
resulted in afinal complement of 855 positions down from 891 in 2000 and filled positions of
826 down from 853 in December 2000. The elimination of 36 positions, 31in TRO and 5in
production was a net number since several new positions were added to the complement in 2001.
According to the Company, this reduction in staffing levels was expected to provide cost savings
of approximately $1.3 million on an annualized basis.
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The company budgets its annual permanent salaries using the full staffing complement as
opposed to the number of filled positions. Based on our review of prior years, Hydro generally
never reachesits full complement during the year, thereforeit is likely that salaries will comein
under budget. Per our review of actual and budgeted permanent salaries from 1997 to 2000,
Hydro has over budgeted this category on average by 4%. To compensate for this potential over
budgeting, Hydro budgets a vacancy credit which isincluded in the finance department forecast.
The credit budgeted for both 2001 and 2002 is $1 million.

In order to assess the reasonableness of the 2001 forecast for permanent salaries in relation to
2000, we have prepared the following reconciliation:

2001
Permanent salaries for 2000 $ 41.2 million
Expected savings from elimination of 41 positions (0.8) million
Impact of salary increases of 3% and 2% 1.8 million
Adjusted permanent salaries 42.2 million
Forecast permanent salaries, net of vacancy adjustment credit - 2001 42.6 million
Net difference $ 0.4 million

The net difference in our reconciliation of $400,000 may represent a potential overbudgeting of
permanent salaries. However, considering the fact that Hydro often backfills permanent
positions with temporary staff and forecast temporary salaries are significantly below 2000
actuals, the net difference in our reconciliation is not significant and the forecast 2001 permanent
salaries appear reasonable.

With respect to the forecast permanent salaries for 2002 which are $1.3 million or 3% higher
than 2001, we have reviewed Hydro' s expected adjustments relating to salary increases for union
and non-union staff and have reconciled these changes similar to the table above. Based on our
review, we conclude that the 2002 forecast permanent salaries are reasonable.

Temporary wages have been experiencing an increasing trend since 1997, however thistrend is
forecast to reversein 2001 and 2002. The temporary wages are forecast to decline from 2000 by
15.2% and 18.3% respectively. The breakdown of temporary wages by division and the number
of temporary employees on staff at December for 1997 to 2002 are summarized in Exhibit 3C
and Exhibit 3G respectively.
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A review of Exhibit 3C and 3G indicates a consistent trend when comparing the increase in the
number of temporary employees to the increase in temporary wages. The largest portion of the
increase in temporary wages in 2000 related to backfilling vacant permanent positionsin TRO
with temporary employees. The reduction in the complement due to elimination of 41 positions
in early 2001 would not reduce temporary wages significantly since this decision also resulted in
moving 14 employees from permanent status to temporary status. The temporary staff levels for
2001 and 2002 represent the actual number of staff on hand at May 31, 2001 whereas the
comparative information for 1997 to 2000 represents staffing levels at year end. Consequently,
the 2001 and 2002 forecast temporary staff complement would not be comparable to prior years.

The budget or forecast for temporary salaries are based on planned or expected work
requirements by the various business units as opposed to being based on temporary staffing
complement. In using this approach, the forecasts obviously do not include any amounts for
extraordinary or unexpected maintenance requirements whereas actual temporary salaries for
prior years would include any additional costs associated with such items. Based on our review
of the approach used to budget temporary salaries and our knowledge of the company’ s work
plansin the TRO and production divisions, the forecast decreases in temporary saaries for 2001
and 2002 appear reasonable.

The overtime category of salary costs for 2001 is forecast to decrease in comparison to 2000 by
$1.5 million or 37%. According to our analysis of 1997 to 2000, Hydro has under budgeted
overtime on an average of 59% or $1.4 million. While it is difficult to forecast the amount of
overtimethat islikely to incur in ayear, these costs are generally linked to the maintenance
requirementsin the TRO and productions divisions and requirements related to capital projects.
For 2001, the cost of system equipment maintenance in the TRO division has declined because of
non-routine maintenance requirements on a gas turbine and a diesel plant in 2000, however for
the production division there is aforecast increase in the maintenance requirements at the
thermal plant in Holyrood for 2001. In addition, the forecast does not include any amount for
overtime on capital projects. In 2000, there was approximately $700,000 in overtime costs
incurred on capital projects. Overal, the forecast decreases in overtime costs for 2001 and 2002
appear reasonable based on our review.

Exhibit 3H indicates the allocation of gross payroll costs from 1997 to forecast 2002 between
operations and capital. The payroll costs charged to capital are forecast to decrease by $1.6
million in 2001 with only dlightly higher chargesin 2002. The main reasons given by Hydro for
the decline in capitalized salariesin 2001 are:

= no alowance was forecast for the recoveries relating to the Labrador River Project. This
Project refers to the negotiations with Hydro Quebec relating to hydroelectric
development on the Lower Churchill River in Labrador. All costs associated with these
negotiations were capitalized in prior years,

= Hydro does not budget for any overtime on capital projects, which amounted to
approximately $700,000 in 2000.
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Executive salaries for the years 1997 to 2000 are as follows:

1997 1998 1999 2000
Tota executive salaries
and benefits $722,474 | $770,999 | $811,139 | $838,167
Number of executives 5 5 5 5
Average salary $144,495 | $154,200 | $162,230 | $167,633

The 2001 and 2002 forecast executive salaries are based on the 2000 actual s with the forecast
increases grouped for budget purposes in the finance division budget.

The Compensation Committee recommended a salary increase for the President and Vice-
Presidents consistent with the increase provided for non-union staff. The total executive salaries
are expected to increase in 2001 by 3% effective Jan 1, 2001 and 2% effective July 1, 2001. The
forecast increase for 2002 is consistent with the projected increase for non-union staff.
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System equipment maintenance

System equi pment maintenance costs forecast for 2001 and 2002 have decreased by $1,478,000
or 7.8% and by $2,200,000 or 11.6% in 2001 and 2002 respectively in comparison to the 2000
costs. Thisdecrease is made up of several significant variances within the account groupings for
this category. The changes in system equipment maintenance costs in 2001 and 2002 as
compared to 2000 can be summarized as follows:

2001 2002

. Lower maintenance costs for TRO $ (2,789,000) $(2,144,000)
. Lower maintenance costs for hydro

generation (305,000) (272,000)
. Higher maintenance costs for thermal

generation 998,000
. Lower maintenance costs for thermal (152,500)

generation
. Higher maintenance and inventory costs

for Human resources & lega 329,000 329,000
. Higher costs for lubricants, gases and

chemicals 210,000 60,000
. Other miscellaneous variances - net 79,000 (20,500)

$ (1,478,000) $(2,200,000)

The costs for 1997 to 2002 for the system equipment maintenance portion of this expense only
(excluding tools and equipment, freight and lubricants, gases and chemicals) are detailed by
division in Exhibit 4.1

The decrease noted in Exhibit 4.1 for the TRO division for 2001 and 2002 as compared to 2000
is primarily due to certain non-recurring extra maintenance requirements in the Central and
Labrador regions of the province during 2000. The extra maintenance requirementsin these
regions included repairs to the gas turbine at the Stephenville plant for $1,800,000 and $300,000
for overhauls at the Nain Diesel Plant.

In 2000, extra maintenance requirements at the Bay D’ Espoir hydro plant contributed to the
increased costs within hydro generation division. Since these projects were not part of the
regular routine maintenance at Bay D’ Espoir (i.e. non-recurring) costs overall for 2001
decreased by approximately $305,000. Based on our review of maintenance projects for 2001
and 2002, the decrease in costs for these yearsis consistent with the observation that no large
projects have been scheduled.
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Exhibit 4.2 provides a breakdown of the Holyrood thermal plant costs. The forecast costs for
2001 and 2002 includes minor overhauls in both years for units 1 and 2, and amajor overhaul in
2001 and aminor overhaul in 2002 for unit 3. These overhaul costs are fairly consistent with the
costs for similar jobsin prior years. However, the project costs that are budgeted within each
unit overhaul are often subject to a high degree of variability and depending on the different areas
that may be found to be in need of maintenance, the costs can vary greatly. The forecast for 2001
project costs for unit 1 are $226,815, which includes the replacement of auxiliary power meters
and the rebuild of the air heater for unit 1. The 2002 project costs for unit 1 are slightly lower at
$130,000, thisincludes work on the CW pump east, a vacuum pump south and a drain pump
discharge control valve. Significant project costs are forecast for unit 3 in 2001 at approximately
$975,000, some of these major projectsinclude: repairing cracks to the turbine chest for
$500,000, air heater structural repairs for $224,315 and install retaining rings for $100,000. Two
significant cost items that recur each year for both minor and mgjor overhauls are the boiler
overhaul contract for $450,000 and the boiler overhaul materials for $100,000.

The annual routine maintenance includes the maintenance on Holyrood buildings and sites,
common equipment, water treatment plant equipment and administration equipment. Costs
relating to structures and equipment are usually forecast on a project-by-project basis, which are
selected from the listing of operating budget proposals prepared by the production division
during the budgeting process. Like the project costs explained above, the costs incurred for
regular routine maintenance can vary greatly depending on the type of maintenance projects that
are proposed. 1n 2002, the routine maintenance costs have risen by approximately $777,000 from
2001 forecast levels. Thelargest portion of thisincrease can be attributed to maintenance work
at the Holyrood buildings and sites, and on common equipment. Some of the more significant
projects scheduled for these areas are asbestos removal, heat tracing & rejuvenate piping and
replacing the roof on the fifth level of the Holyrood building and pump house. The annual
routine maintenance expense category is showing significant variations between 2000, forecast
2001 and forecast 2002. It appears that some of the maintenance projects may be discretionary in
nature, at least with regards to timing, and therefore determining the appropriate level of
expenditure for the 2002 test year requires further review.

Increases noted in the lubricants, gases and chemicals account and the human resources & legal
division for 2001 and 2002 are due to the account code restructuring introduced in the spring of
2000. All inventory and non-inventory items that fall under the object code * gases lubricants and
chemicals’ are now recorded to the “lubricants, gases and chemicals account”. The divisiona
increases are the result of coding the office supplies group of expenses to system equipment
maintenance for the full year. In addition to the code restructuring, roof repairs scheduled for
2001 and 2002 to Hydro Place account for another portion of the increase in the human resources
& legal division.

Except for our comments above on annual routine maintenance for the Holyrood thermal plant,

based on the results of our review, nothing has come to our attention to indicate that the system
equipment maintenance costs for 2002 are unreasonabl e.
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| nterest

Interest expense for 2001 decreased from 2000, by $4.3 million or 4.4%. The interest forecast
for 2002 also decreased from 2000 levels but increased over 2001 by $1 million or 1.1%.

The following is a summary of interest expense for 2000 to 2002:

(millions) | 2000 | | 2001 | | 2002 |
Gross interest $97.7 $98.0 $101.6
Debt guarantee fee 10.7 11.2 12.3
Amortization of debt discount and financing costs 11 11 1.2
Foreign exchange losses 1.0 1.0 2.2
110.5 111.3 117.3
Less:
Interest earned (8.1 (10.7) (12.9)
Interest attributable to CF(L)Co share (1.8) (2.5) (2.2)
purchase
Interest capitalized during construction (3.7) (5.5 (8.6)
$96.9 $92.6 $93.6

The overall decrease in interest expense for 2001 is primarily attributable to an increase in the
amount of interest earned on sinking funds and the rate stabilization plan and an increase in the
amount of interest capitalized during construction. The interest earned on sinking funds has risen
from $4.9 million in 2000 to $5.6 million in 2001 due to the significant increase in sinking fund
investments of $11.5 million. In the RSP, the total variations charged to the plan in 2001 has
increased considerably from 2000 and the effect is a corresponding increase in the interest
earned. Theincrease in the interest capitalized during construction is linked to the increased
capital budget for 2001.

Theincrease in interest earned for 2002 follows the same pattern as 2001. In 2002 the balance in
the sinking fund investments continues to rise from $80.6 million in 2001 to $94.1 in 2002, with
similar effective yields asin 2001 to increase interest earned by $.7 million. Interest earned on
the RSP continues to increase by $1.6 million due to the large balance remaining in the plan after
2001 activity. Also, the significant capital budget planned for 2002 and the projects carried over
from 2001 continue to increase the amount of interest capitalized during construction.

Theincrease in forecast interest earned and interest capitalized in 2001 and 2002 is partially
offset by a $300,000 increase in gross interest in 2001and it is completely offset in 2002 by a
$3.6 million increase in gross interest and a $1.2 million increase in foreign exchange losses.
The most significant component of grossinterest is Canadian bond interest. In 2001, two new
bond issues are planned for $100 million at 5.3% and $150 million at 6.25%, these new issues
are the primary reasons for the increase to gross interest which is slightly offset due to seriesW
for $150 million at 10.75%, maturing during 2001.

Theincrease in gross interest in 2002 is due to two more bond issues that are planned for $100

million and $200 million at 5.5% and 6.10% respectively. Similar to 2001, series Z will mature
in 2002 for $100 million at 5.25% to dlightly offset interest expense.
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The increase in amortization of foreign exchanges lossesis aresult of the Company
implementing the changes required as per the Hydro Corporation Act. Section 17(3)(e) of the
Act establishes the period of amortization for these losses to be 40 years. Commencing in 2002
the annual amortization based on 40 yearsis $2.2 million as compared to $1 million in 2001 and
prior years.

Based on the results of our procedures, nothing has come to our attention to indicate that the
interest costs for 2002 are unreasonable.

Power purchased

Purchased power expense forecast for 2001 and 2002 has decreased by approximately $628,000
and $695,000 respectively from 2000 levels. The firm energy purchased by Hydro to fill its
excess sales demand over that generated is from CF(L)Co and the non-utility generators (NUGS).
It is the decrease in the energy purchased from the NUGS that is reducing Hydro’' s power
purchased costs. The NUGS have little or no water storage capacity and as a result their
production cannot be scheduled and must follow the pattern of water inflows to their watershed
areas. Since water levels are assumed to go back to normal levelsin 2001, the forecast for the
NUGS is based on their average long-term production. These production levels average
approximately 17.9 GWh for Algonquin and 128 GWh for Star Lake for atotal of 145.9 GWh of
power compared to 161 GWh purchased in 2000. The cost to purchase 145.9 GWh of power is
approximately $9.86 million in 2001 and $9.96 million in 2002. The dlight cost variance of
$100,000 is due to an increase in the average cost per MWh for Star Lake and Algonquin. In
2002, the average cost per MWh is set at $68 and $71 respectively compared to $67 and $70 in
2000 and 2001. As of June 30, 2001 Hydro has purchased 77.2 GWh of power from NUGS as
compared to 82.7 GWh purchased in this same time period in 2000.

Hydro’ s other firm energy supply, CF(L)Co, meets the major portion of power and energy
requirements for the Labrador interconnected system. Hydro’s agreement with CF(L)Co allows
for the purchases of recall power and energy up to a maximum of 300 MW and 2,362 GWh
annually. In 2001 and 2002 Hydro is forecasting purchases of 1026.2 GWh for approximately
$2.9 million and 1042.3 GWh for $2.8 million respectively from CF(L)Co. The slight decrease
in costs is due to arate decrease from CF(L)Co effective September 1, 2001 and in effect until
September 2016. The remaining portion of power up to 2,362 GWh for 2001 and 2002 will be
purchased and resold to Hydro Quebec for a profit. However thisrecall of power sold to Hydro
Quebec is non-regulated and has been removed from the revenue requirement.

We note that power purchased expense includes an amount of $1.3 million for Abitibi Pricein
Stephenville for the right to interrupt a portion of their power supply should Hydro need the
power to meet its own demand. A ten-year contract has been signed between Hydro and Abitibi
to this effect. This contract was signed in 1994 and has a cancellation clause, which requires a
three-year notice.

Based on the results of our procedures, nothing has come to our attention to indicate that the
power purchase cost for 2002 are unreasonable.
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Miscellaneous

The breakdown of items included in the miscellaneous expense category for 2000 actuals and
forecast 2001 and 2002 are as follows:

Actual Forecast Forecast
2000 2001 2002
Staff Training $ 1,152,000 $ 856,000 $ 841,000
Contribution 186,000 191,000 193,000
Sundry costs 437,000 398,000 84,000
Diesel fuel Hydro 81,000 141,000 94,000
Demand side management 25,000 45,000 45,000
Employee expenses 376,000 314,000 340,000
Collection fees 9,000 25,000 25,000
Bad debt expense 412,000 450,000 300,000
Inventory gain/loss 462,000 606,000 594,000
Municipal and payroll tax 2,171,000 2,075,000 2,075,000

$ 5,311,000 $ 5,101,000 $ 4,591,000

The procedures performed in this expense category included a comparison of the forecast
amountsto prior years, investigation of any unusual fluctuations and assessing the overall
reasonabl eness of the forecast amounts. Based upon the results of our procedures nothing has
come to our attention to indicate that the 2001 and 2002 forecast expenses are unreasonable.

The contribution amount indicated above includes $131,000 in 2001 and $133,000 in 2002 of
non-regulated donations. These costs have been appropriately included in the Company’ s non-
regulated expenses. The remaining $60,000 in this category relates to the street lighting in Bay
D’ Espoir, which is considered to be a regulated expense.

The table below provides a comparison of the total miscellaneous expenses for 1997 to 2002.

Forecast Forecast
1997 1998 1999 2000 2001 2002

Miscellaneous $3,919,770 $6,259,398 $4,835,712 $5,311,216 $5,101,000 $4,591,000

The decrease in miscellaneous expense for 2001 as compared to 2000 is primarily attributable to
the extra staff training related to programs such as Diesal System Representatives, Reliability
Centered Maintenance, Work Protection code and JD Edwards implementation which occurred
in 2000. However, this decrease is partially offset by an increase in inventory losses. Hydro’s
intention is to reduce the Bishop Falls inventory by writing off more obsol ete items to make
room for newer inventory purchased through bulk ordering.
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The decrease in forecast miscellaneous expense in 2002 compared to 2001 is primarily
attributable to the following factors:

. Sundry costs for 2001 includes the profit for Wabush operations of approximately
$300,000, however in 2002 no amount has been budgeted for Wabush profit since the
expected approval of new rates for Wabush customers will reduce profit to nil.

. The 2002 forecast for bad debt expense has decreased by $150,000 to reflect the
Company’s efforts to improve collections.

Professional services
For 2001 and 2002, we compared the forecast amounts to prior years, investigated any unusual

fluctuations and assessed overall reasonableness of the forecast amounts. Professional services
costs from 1997 to 2002 are as follows:

(000's)
1997 1998 1999 2000 2001 2002
Professional services $ 1552 $ 2050 $ 2350 $ 1,920 $ 2277 $ 2561
PUB related costs 429 519 474 1,035 1,050 600
Software acquistions 647 829 932 858 1,179 1,179
& maintenance
Total professional fees $ 2628 $ 3398 $ 3756 $ 3,813 $ 4506 $ 4,340

The high costs in the PUB related cost category for 2000 and 2001 relates to the rate hearing
costs, this category includes the rate assessment from the Board of Public Utilities (PUB) and the
rate referral costs for the engagement of various consultants. Costs forecast for 2002 include to
the PUB’ s rate assessment and costs associated with regulatory reviews.

Theincrease in the professional services category for 2001 is approximately $357,000 compared
to 2000. The majority of thisincrease can be found in the information systems and

telecommuni cations department for a“ Rural Customer Survey & Database Update” for $50,000
and an energy management systems study for $175,000. The costs relating to this study carry
over into 2002 aswell. The professional fees for 2002 continue to increase over 2001 forecast
levels by $284,000 or 12%. These additional costs relate to an “Equal Billing & Other Pay
Methods Study” in the finance division for $250,000 and the installation of a“ TruSecure IP
Security Program” in the production division for $115,000. Since all of these studiesinvolve the
use of internal work force as opposed to external consultantsit is difficult to obtain atrue picture
of actual costs.
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The forecast fees for software acquisitions in 2001 and 2002 is above 2000 levels by $321,000.
Thisis due to the escalating prices for the cost of software, some of these software applications
include data warehousing, database technologies and change management.

The professional services expense category has exhibited a significant upward trend over the past
four years (65% increase from 1997 to 2002). Considering the nature of the expendituresin this
category and the increasing trend in total costs, we believe additional information and
justification should be obtained from the Company in order to assess the reasonableness of the
2001 and 2002 forecast costs.

Travel and conferences

The travel and conference costs for 2000 actuals and forecast 2001 and 2002 are noted in the
table below.

2000 2001 2002
Travel $2,642,000 $2,147,000 $2,178,000
Conferences 193,000 255,000 306,000

$2,835,000 $2,403,000 2,484,000

Travel costs are forecast to decrease in 2001 and 2002 by $500,000 and $465,000 respectively in
comparison to 2000. This decrease is particularly evident in the transmission and rural operations
division due to a non-recurring expense in 2000, which involved the relocation of positions for
the diesel system representatives.

However, the forecast costs for conferences have increased by $62,000 (32%) and $113,000
(58%) in 2001 and 2002 compared to 2000. The largest portion of thisincrease is related to the
Information Systems & Telecommunications which is a new department formed in 2000. Most
of the conferences that will be attended in 2001 and 2002 relate to employees of this department.
Some of the new conferences these employees will be attending in 2001 and 2002 include WIN
2000, AS/400 Technical conference, Battcon — Battery Conference, Cisco and Meridian. Hydro
explains that the IS department is a technology driven group and because technology continues to
change at arapid pace, then upgrading and enhancement of systems and equipment is a necessity
to stay current with the industry.

The procedures performed for travel and conference included a comparison of the forecast
amounts to prior years, investigate any unusual fluctuations and assessed reasonableness of the
amounts. Based on the results of our procedures, nothing has come to our attention to indicate
that travel and conferences for 2002 are unreasonable.
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Other Costs Categories

In addition to the various categories of expenses commented on above, the other categories of
operating expenses by breakdown were also analyzed for any unusual variances.

Forecast | Forecast

1997 1998 1999 2000 2001 2002
Insurance $ 1224 $ 1051 $ 1068 $ 1,037 $ 849 $ 849
Transportation 2,977 2,561 3,481 2,892 2,474 2,223
Office supplies 2,716 2,715 2,858 2,081 1,943 1,939
Building rentals 2,209 3,226 2,897 998 612 626
and maintenance
Equipment rentals 1,529 2,001 1,602 1,400 1,488 1,558

From this analysis, the following observations were made with respect to these expenses:

. Insurance premiums forecast for 2001 and 2002 are decreasing due to the negotiation of a
new three-year policy in June 2000 which combined the coverage of All-risk (property)
and Boiler and Machinery. The result overal was a dlightly lower premium.

. The declining trend in transportation expense, which started in 1999, continues
throughout 2001 and 2002. The primary reason for the forecast decrease in 2001 from
2000 is due to the account code restructuring, which was introduced in the spring of
2000. The restructuring involved the allocation of vehicle and mobile equipment repairs
to maintenance materials in system equipment maintenance. This change in the code of
accounts will be experienced for the full year of 2001. The decrease in 2002 is attributed
to the implementation of the DSR positions, which will reduce helicopter rental activity.
This expense category also includes the fuel expense for the operation of the vehicles and
mobile equipment. This cost is currently forecast using the 1999 actuals plus 10%.

. The decrease in office suppliesis also primarily attributable to the account code
restructuring introduced in the spring of 2000. Printing, forms and supplies, cleaning and
janitorial, and office equipment are now coded to maintenance materialsin system
equipment maintenance. These decreases are dlightly offset by the increase in advertising
costs associated with the new corporate communications plan.
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. The decrease in building rental and maintenance is also attributed to restructuring the
code of accounts as explained above. When the new object codes were introduced, the
account “property costs’ became inactive and all related expenses were then recorded to
system equipment maintenance. This decrease is slightly offset by an increase to the
account category “safety equipment and supplies’. This account was originally part of
miscellaneous expense, but has been re-coded to the new object code “ safety equipment
and supplies’ in the building rental and maintenance costs.

. The increase in equipment rentalsis attributed to the extended bandwidth which was
introduced in 2000 to facilitate the wide area network rollout of Lotus Notes and various
J.D. Edwards suite of applicationsto areas such as Happy Valley /Goose Bay, Wabush,
Springdale, Flowers Cove and Lance au Loup. Since this bandwidthisleased itisa
recurring expense, which is expected to increase, as additional bandwidth will be required
to meet the needs of the operating and administrative systems.

| ntercompany charges

Intercompany charges to CF(L)Co. for 2001 and 2002 have increased by $121,100 or 7.3%
compared to 2000. The breakdown of intercompany charges by department is as follows:

[ 1997 | 1998 | 1999 | 2000 [ 2001 | 2002 |
Production $234,086 $715390 $792,042 $226,864 $420,197 $420,197
Finance 1070202 495858 345557 430,496 430,449 430,449
Transmission and Rura 20,000 20000 20,000 73247 39639 39,639
Operations
Internal Audit 70591 87055 87,055 10670 69,806 69,806
Management 155754 135379 184,020 40694 80,000 80,000
Humen Resources and Legal 820,880 806389 680,355 887,979 751242 751,242

$2,371,522 $2,260,071 $2,109,029 $1,669,950 $1,791,333 $1,791,333

These charges are for the provision of services in accordance with a Services Agreement between
Hydro and CF(L)Co. Based on arecommendation in our report for the 1999 Annua Review,
Hydro reviewed and updated their methodology for allocating intercompany costs. In the interna
report prepared by Hydro on thisissue, they document the change in methodology as compared
to the 1992 study. Under the new methodology, Hydro utilizes specific work ordersin most
situations to capture the actual costs of providing servicesto CF(L)Co. As per the report, costs
recoveries such as salary and overhead charges are determined as follows using the JD Edwards
integrated suite of applications and a Lotus Notes Time Reporting application:
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a) Departments track salaries, overtime, temporary wages and employee expenses through
time reporting.

b) Departments use the percentage calculated from the time reporting to allocate other costs
such as membership dues and conferences.

c) Interest and depreciation costs for Hydro Place are based on the equivalent complement
percentage. This percentage is used to allocate the costs of providing administrative
services such as telephone, maintenance materias, janitorial, etc.

d) “Information Systems and Telecommunication” costs are allocated based on the ratio of
personnel computers assigned to CF(L)Co. to the total number of personal computers
corporate-wide. This percentage is applied to computer costs and software acquisition
and maintenance cost accounts.

e) All specific costs are recorded directly into the CF(L)Co. accounting system.

We have reviewed the methodological changes proposed by Hydro for determining intercompany
charges. Under the revised approach, the calculation or determination of cost recoveriesis based
more on actual documentation and less on management judgment. The result should be a more
accurate determination of the costs of providing services. Based upon our review, we conclude
that the new methodology for determining intercompany chargesis reasonable and appropriate.

The forecast for 2001 and 2002 was not prepared using the methodol ogy described above;
instead Hydro generated these forecasts based on 2000 actual numbers, net of adjustments. Itis
the adjustments included in 2000 that create the variation between 2000 actuals and the 2001 and
2002 forecast. The most notable variation isin the production department. When Hydro began
reviewing its methodology for determining intercompany chargesin 2000, it was discovered that
Hydro had been overcharging CF(L)Co on engineering services provided in 1999. The cost
recoveries received from CF(L)Co had been based on the use of several engineers when in fact
only one engineer was employed to cover all engineering disciplines on behalf of CF(L)Co. This
refund for 1999 was included in the production department for 2000. The other variations noted
above in each of the departments are also based on refunds or additional charges relating to 1999.

Based upon our review, nothing has come to our attention to indicate that the forecast
intercompany charges for 2001 and 2002 are unreasonable.

Grant Thornton % Page 37



Board of Commissioners of Public Utilities
Newfoundland and Labrador Hydro 2001 General Rate Hearing

Comparison of Cost of Energy to kwhs Sold and Used

Exhibit 5A provides a comparison of the total cost of energy to the number of kWhs sold and
used. From 1997 to 2002 there are wide fluctuations in the cost of service, with the lowest cost
per kwWh occurring in 2001 and the highest cost of energy was experienced in 1999 and 2002.
The higher cost of servicein 1999 was largely attributed to lower energy sales most notable to
Newfoundland Power. While the generation of energy decreased in 1999, the costs associated
with this production increased in many categories, including a non-recurring cost for the write-
down of the Roddickton plant for $16.7 million. In 2002, the driving force behind the increase in
the cost of serviceisthe cost of fuel. Therefore, to isolate the impact of thisitem on the cost of
service, in Exhibit 5B we have removed the cost of fuel and recal culated the cost per kWh.
Based on this comparison the cost per kWh reached its peak in 1998 and began to declinein
1999, with the cost of service reaching itslowest level in forecast 2002 at $.033 per KWh.

Exhibits 5C to 5D provide additional analysis on the cost of service by displaying the cost per
kWh for each expense category including a breakdown by “other costs’. Each of these exhibits
show that while generation levels are increasing, costs beginning in 2001 are declining from
2000 and continue to decrease into 2002 with the exception being, the cost of fuel.
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Depreciation

The objective of our proceduresin this area was to ensure that the depreciation amounts and rates
incorporated in the 2001 and 2002 forecast are in compliance with the 1986 Peat Marwick
Depreciation Policy Study and 1998 KPMG LLP Depreciation Policy Study respectively. In
addition, with respect to the 2002 forecast, we reviewed the changes proposed by the Company to
be effective as of January 1, 2002 as aresult of the recommendations included in the 1998
KPMG Study.

The specific procedures which we performed on the Company’ s estimates of depreciation
expense included the following:

= recalculated depreciation for 2001 and 2002 for both depreciation methods (sinking
fund and straight line) on atest basis and compared the estimated service lives used in
the calculations to the appropriate Depreciation Policy Study.

» reviewed theinterest rates used in calculating sinking fund depreciation for
reasonableness.

» assessed the overall reasonableness of the estimates of depreciation for 2001 and
2002.

Hydro’ s forecast of depreciation expense for 2001 and 2002 is as follows:

2001 2002
Asset Class Method Net Cost 2001 Expense Net Cost 2002 Expense

Hydraulic stations ~ Sinking Fund  $1005.8 million $9.6 million  $1015.0 million $11.1 millior
Terminal stations
Transmission lines

All other classes Straight Line  $233.4 million ~ $23.1 million $239.9 million  $20.7 millior

$1,239.2 million $32.7 million  $1,254.9 million $31.8 millior

The 1998 study addressed the issue of whether Hydro should continue using the sinking fund
depreciation method for alarge portion of its assets. The report indicates that the straight line
method of depreciation is used almost exclusively by seven of the ten largest utilities in Canada.
However, it was noted that the sinking fund method of depreciation provides “greater equity
among the present and future users of electric power, asit alows the power usersto derive the
same net benefits from the use of a particular asset throughout its entire service life.” The report
concluded that Newfoundland residents would be negatively affected if Hydro were to change its
method of depreciation from sinking fund to straight line. Therefore, Hydro has continued to use
the sinking fund method of depreciation for the mgjority of it’s high dollar value capital assets
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such as, hydraulic stations, terminal stations and transmission lines which account for
approximately 81% of the net cost of all capital assets. Depreciation on the remaining classes of
assets is calculated using the straight line method.

Under the sinking fund method, depreciation is very low in the early years of an asset’slife and
increases with time such that it is very high in the final years. The underlying rationale in support
of this methodology by Hydro is that the combined charge of depreciation plusinterest on the
long term debt required to finance the asset should be equal over the short and long term to
minimize fluctuations in operating income. The straight line method results in equal amounts of
depreciation being charged to each period/year over an asset’s useful life.

The 1998 study also discussed the issue relating to adjusting assets for estimated net salvage
value. The KPMG report recommends a number of aternatives regarding this issue depending
on the acquisition cost, the estimated net salvage costs as a percentage of the acquisition cost and
whether or not the asset was expected to be replaced in the future by a new asset in the same
location. According to KPMG's survey results, “ Hydro and Hydro Quebec are the only
Canadian electric power utilities that currently do not consider salvage value in their depreciation
procedures for any of their assets.”

The alternatives discussed in the report are summarized as follows:

» Alternative One - The net salvage should be recognized at the time of retirement. The report
recommends this alternative for assets with an acquisition cost of less than $500,000 and for
all assetsthat have an estimated future salvage value of less than 10% of their acquisition
Ccost.

» Alternative Two - The net salvage value related to the retired asset should be combined with
the acquisition cost and construction costs of the new asset. The report recommends this
alternative for assets with an acquisition costs greater than $500,000, an estimated future
salvage value greater than 10% of their acquisition cost, and the asset is expected to be
replaced in the future with a new asset in the same location.

» Alternative Three - Amortization of the net salvage costs after retirement. The report
indicated using an amortization period of five years for amounts less than $500,000 and ten
yearsfor larger amounts. This alternative is recommended when an asset is expected to be
replaced with an existing asset after retirement at a different location.

» Alternative Four - The net salvage values should be built into the depreciation rates of the
asset throughout its service life. It should be done using a percentage mark up on the
depreciation rate calculated on the basis of the asset’ s original acquisition cost. These
“salvage factors’ can be calculated on the basis of engineering estimates. This alternativeis
recommended when an asset is expected to be replaced with new asset after retirement at a
different location.
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Hydro has indicated in their pre-filed evidence that the recommendations relating to the
accounting for the net salvage value of utility assets will be implemented effective January 1,
2002, if approved by the Board. According to NP-57, the proposed accounting treatment of
significant salvage costs is to amortize them over alonger period, either the life of the current
asset, the life of the replacement asset, or a separate 5 or 10 year period, depending on the
specifics of the situation. The Company has also indicated that the proposed options for the
accounting treatment of salvage costs do not have any dollar impact in 2002 as there are no
planned asset retirements or acquisitions, which meet any of the criteria. They also noted that in
previous years, net salvage costs have been immaterial and have been recognized in Hydro’s
income statement at the time incurred.

The KPMG report recommended that the service lives of magjor prime assets that are expected to
remain in service much longer than their previously estimated service lives should be revised as
soon as the service life extension becomes apparent. The report indicates that the extensions can
be based on engineering Condition Surveys.

Based on their observations, KPM G indicated that with respect to assets with estimated service
livesin excess of twenty years, it can be stated that their actual service lives are probably longer
than originally estimated. In particular, they have indicated that the service lives of thermal
generating equipment will most likely exceed the current service life estimate.

The report recommends that Condition Surveys be conducted for the Holyrood Generating
Station, as well as the Hardwood and Stephenville gas turbine stations, with the possibility of
extending their current service life estimates. The increase in the service life of an asset would
result in the depreciation expense being spread over alonger period of time.

According to evidence filed by the Company (Roberts, pg. 12, lines 8-13), during 1999 the
Company’ sinternal engineering staff undertook a Conditions Survey of the facilities noted above
and their recommendation was that all of these facilities including Holyrood thermal units 1, 2
and 3 would have an additional service life of at least another 20 years. The Company has
implemented this recommendation effective January 1, 2002 pending Board approval. This
would account for a substantial portion of the decrease in depreciation expense from 2001 to
2002.

The report concluded that Hydro’ s service life estimates for those assets with less than twenty
years of service are appropriate, except for passenger vehicles, snowmobiles and pick-up trucks.
They indicated that passenger vehicles should be extended from three to five years and
snowmobiles and pick-up trucks should be set at six years. This change has been reflected in the
calculation of depreciation for 2002.
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The other observations and recommendations included in the KPMG report are summarized
below.

* Thereport indicated that Hydro’ s current approach to depreciating prime assetsis
appropriate. However, it did recommend that the Company “may consider coding its units of
property in such amanner that it will be easy to determine the total number of like units and
thelir total acquisition costs, by installation year, or in total.” It isnoted that this would make
it possible to compare the actual service lives of the assets with their assigned service lives on
adstatistical basis.

» Itissuggested in the report that when minor equipment isinstalled within a prime asset that
has been fully depreciated, it should be depreciated separately if the acquisition cost exceeds
$500,000 and expensed if the cost is lower.

» Thereport indicates that amost all utilities, except for Hydro use some form of group
depreciation for some of their assets. However, it concludes it would not be justified for
Hydro to change its practice.

A comparison of the depreciation expense from 1997 to 2000, including forecast 2001 and 2002
areasfollows:

Forecast Forecast
(000’ s) 1997 1998 1999 2000 2001 2002

Sinking fund $ 6,700 $ 8,200 $ 8,100 $ 9,700 $ 9,600 $ 11,100

Straight line $23,200 $23,900 $28,000 $25,800 $ 23,100 $ 20,700

Tota $29,900 $32,100 $36,100 $35,500 $32,700 $ 31,800

Asindicated in the table above, the depreciation expense for 2001 is forecast to be $2.8 million
lower than 2000. According to the Company’s response to NP-56, this decrease is primarily
related to units 1 and 2 at the Holyrood thermal plant being fully depreciated during 2001. The
depreciation expense relating to thermal assets in 2000 was $8.4 million in comparison to $5.1
million for forecast 2001.

The decrease in depreciation from forecast 2001 and 2002 is also primarily due to the fact that
units 1 and 2 are fully depreciated in 2001 and the implementation of the recommendations from
the 1998 study, such asthe increase in service lives for various assets, which spreads the
depreciation expense over alonger time period. According to NP-58, the depreciation expense
under Hydro's current methodology for 2002 would be $34.9 million.

Asaresult of completing our procedures, no significant discrepancies were noted and therefore,
we report that depreciation expense for forecast 2001 and 2002 appears reasonable.
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Rate Stabilization Plan

Our review of the Rate Stabilization Plan (RSP) for forecast 2001 and 2002 included reviewing
the adjustments and components of the Plan for both years and assessing their reasonableness
and compliance with Board directives. We also assessed the reasonableness of the forecast
interest charged and credited to the Plan for 2001 and the weighted average cost of capital used
in 2002. Our review of the RSP also included an assessment of the reasonableness of the rebase
of dataincorporated in the 2002 RSP, and the Company’ s request to increase the cap for
Newfoundland Power to $100 million.

Forecast 2001

Exhibit 6.1 of our report summarizes the changes in the RSP for the three years from 1998 to
2000 and the changes forecast for 2001. The net increase in the plan resulting from the
hydraulic, load and fuel variations is forecast to increase significantly in 2001. Theincrease, as
compared to prior years, is primarily due to the fuel variation adjustment of approximately $63.6
million, which represents the most significant change in the plan for forecast 2001 and the
decrease in the change in the water variation adjustment, which in prior years has partially offset
the fuel adjustment. In 2000, the water variation adjustment was $16.6 million, however the
adjustment for 2001 is forecast to be $2.7 million. These adjustments are excluding the interest
chargesto the plan.

The fuel adjustment variation is the result of the increase in the number of barrels forecast for
consumption in 2001 and the cost of oil per barrel in 2001. Hydro's consumption of oil is
forecasted to be 3,231,705 barrels, which is 1,642,814 barrels higher than 2000 consumption.
The increase in the number of barrels of oil is due to adecrease in the forecast of hydraulic
production and an increase in overall production for 2001. The cost of oil per barrel isforecast in
the range of $28.77 to $36.71 compared to $12.50 from the 1992 cost of service study.

Exhibit 6.2 compares the forecast number of barrels of oil for 2001 and 2002 to the actual
consumption for 1997 to 2000, the average consumption for the four year period and the actual
barrels to June 30, 2001. Asindicated in the exhibit, the number of barrels of oil for 2001 is
significantly higher than the number of barrels consumed in the past four years. The Company’s
explanation for the increase in oil consumption is due to aforecast decrease of hydraulic
production for 2001. According to the oil consumption results to date, the number of barrels of
oil consumed up to June 2001 is 279,736 barrels less than the forecast for the same period and
369,362 barrels greater than the calculated average for the same period. Based on these resuilts,
Hydro is experiencing higher oil consumption in 2001 as compared to prior years, but slightly
lower consumption compared to forecast.
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Exhibit 6.3 compares the forecast hydraulic production for 2001 and 2002 to the actual
production for 1997 to 2000, the average production for the four year period and the actual
production to June 30, 2001. The forecast for 2001 is significantly lower than prior years with
the exception of 1998. The Company has indicated that during the past several years they have
experienced above average water levels, which increased the inflows into the reservoirs. The
decrease in 1998 production is partially the result of a decrease in the load due to the strike
experienced by Abitibi Price during that year. According to the production results to date, the
number of GWh produced up to June 2001 is 94.6 GWh greater than the forecast for the same
period and 98.9 GWh less than the calculated average for the same period.

Exhibit 6.4 compares the forecast firm energy sales (load) in the RSP for 2001 and 2002 to the
actual load for 1997 to 2000, the average load for the four year period and the actual load to June
30, 2001. The forecast load for 2001 is 237.9 GWh higher than the 2000 load, 137 GWh relates
to theincrease in load for Newfoundland Power and 101 GWh’s from the industrial customers.
The Company indicated that the load forecast was based on information obtained from the
respective customersin the fall of 2000. Based on the actual RSP activity as of June 30, 2001,
the energy salesto date are 12.7 GWh lower than the forecast for the same period and 172.3
GWh higher than the same period for 2000.

The interest rate used to charge and credit the plan in 2001 is 8.4% in comparison to 8.55% in
2000. Thisrate represents the Company’ s embedded cost of debt.

Forecast 2002

Exhibit 7 of our report summarizes the changes in the RSP for forecast 2002. The data
components of the plan for 2002 are rebased as a result of the proposed 2002 cost of service
study. Normally, with the rebasing of datafor atest year there would be no variation in the RSP
for the year. However, asindicated in the Company’s evidence there is still avariation relating
to the cost of fuel per barrel. The variationsin the plan for 2002 are limited to the fuel price
variation and the recoveriesto the plan. The forecast increase in the plan resulting from the fuel
variation adjustment of $25.5 million is partially offset by forecast recoveries of $21.8 million.

The Company has indicated that based on advice from experts, the price of No. 6 Fuel is
projected to be approximately $28 per barrel in 2002 and then decreasing in 2003 to 2005, the
current price used in the RSP is $12.50 which was set by the Board in 1992. Asnoted in the
Company’s evidence, if the price for fuel was rebased to $28, the Company would be required to
seek approval for higher rate increases, which they did not consider to be reasonable particularly
when fuel prices are projected to decrease in 2003 and beyond. Therefore, the Company is
proposing $20 per barrel as the fuel price to be included in their 2002 base rates. This rate would
result in the RSP absorbing any increase or decrease due to price variations.
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The other data components of the RSP which have been rebased in accordance with the 2002

Cost of Service are asfollows:

Four Year
Data Components of the RSP 1992 Average Forecast 2002
Cost of Service 1997-2000 2001 Cost of Service
Hydraulic Production 4205.32 GWh 4672.09 GWh 4264.37 GWh 4271.68 GWh
Load
NF Power 4284.10 GWh 4201.80 GWh 4399.40 GWh 4454.80 GWh
Industrial 1249.20 GWh 1160.20 GWh 1346.75 GWh 1464.97 GWh
Barrels of No. 6 Fuel 3,043, 686 1,910,481 3,231,705 3,537,509
Efficiency factor (# of
KWh's per barrel) 605 kWh 608.75 kwh 610 kWh 610 kWh
(per NP-51)

According to the Company’ s response to NP-44, the forecast for hydraulic production included in
the RSP for 2002 is based on the average annual production from each plant. This average
annual production is based on a historic average water to conversion factor for the plant whichis
applied to the average water available for use at the generating stations. The average water
available for use is determined from the average historic watershed inflow records with
adjustments for water releases due to spill and for fisheries flow requirements as per agreements
with the Department of Fisheries and Oceans.

The load forecast for 2002 is411.5 GWh's and 173.6 GWh'’s higher than 2000 and forecast
2001 respectively. Asindicated previousy, the load forecast for 2002 cost of service was based
on information provided by Newfoundland Power and the industrial companies in the fall of
2000.

Asnoted earlier in this section the increase in barrels of No.6 fuel is primarily due to the increase
in overall production and the decrease in energy to be produced using hydraulic resources.

The efficiency factor for the 2002 cost of service is based on the actual average for 2000, which
according to NP-51 was 609.6 kWh per barrel. The efficiency factor provided by the Company
as of the end of July, 2001 was 622.6 kWh per barrel. The Company has indicated that the 610
kWh per barrel isalong term average that takes into account a variety of operational and
hydrological factors that can affect Holyrood performance. Holyrood normally runs far below
capacity for much of the spring and summer and therefore at aless efficient level, however, in
2001, Holyrood operated at a much higher capacity during the spring and summer, which
resulted in greater efficiency. The Company has indicated that the higher efficiency experienced
isarefection of favourable circumstances and prudent operation. They noted that while prudent
operation will continue, they cannot expect circumstances to remain equally favourable in the
long term, therefore, they must rely upon the long term average for forecasting purposes.
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The Company is also proposing to change the method of calculating the rate of interest used to
charge and credit the plan. They are proposing that effective January 1, 2002 the Company will
use the weighted average cost of capital to calculate the charges for the RSP rather than the
embedded cost of debt. The rationale being that the plan is financed by the same proportions of
debt and equity that finance the rate base assets, as opposed to being financed exclusively with
debt. Asindicated in the evidence, the Company is proposing a weighted average cost of capital
rate of 7.4%.

Actual Results - June 30, 2001

The Company provided us with the RSP actual results as of June 30, 2001. Theresultsin
comparison to the forecast for the same period are as follows:

Forecast — Six Months Actual — Six Months
Ended June 30, 2001 Ended June 30, 2002 Variance
(000's) (000's) (000's)
Overall Plan Balance $69,573 $58,929 $(10,644)
Retail Balance $47,489 $39,418 $(8,071)
Industrial Balance $22,084 $19,511 $(2,573)
Current Variations
-Hydraulic production $(736) $(2,641) $(1,905)
-Load $(2,074) $(2,687) $(613)
- Fuel cost $41,545 $32,422 $(9,123)
-Rural rate alteration $(760) $422 $1,182

The balance in the plan to date is approximately $10.6 million (including net interest charges)
lower than forecast. Thisis primarily due to the following:

- Decrease in thermal production due to an increase in hydraulic production and an increase
in the purchase of power from NUGS in comparison to the forecast for 2001. The
Company forecast to purchase 69.1 GWh from NUGS for the six month period and based
on information supplied by the Company, they purchased 77.2 GWh.

- Decreasein overal thermal and hydraulic production of approximately 55 GWh in
comparison to the production forecast for the period.

- Decrease in the average price of No.6 fuel in comparison to the forecast for the same
period. The average actual price for the period is $32.65 as compared to $34.48
calculated for the same period using the forecast data.

- Theswinginrura rate ateration is primarily due to the rebate issued to consumers by
Newfoundland Power in April, 2001. Hydro was also required to provide the rural
customers with the same rebate.
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I ncrease Retail Cap to $1 million

The Company has requested in their application for an approval to increase the cap relating to the
retail portion of the plan from $50 million to $100 million. According to the Company’s
evidence, the $50 million cap was set during the 1985 Hydro Rate Hearing. According to NP-
154, it was indicated that rate stability was the goal of the plan, and there was a concern that the
balance in the plan could reach alevel beyond which its amortization would have a destabilizing
effect on the retail rates. At that time Hydro proposed that it initiate an appearance before the
Board if the net balance in the retail portion of the RSP reached a certain level (either positive or
negative), and if necessary, propose alternate ratesin light of the circumstances at that time. Mr.
Osmond indicated in his response that the amount of the cap, set in 1985, was a matter of
judgment made in light of the circumstances at that time.

The forecast balances for the retail plan as provided by the Company for 2001 and 2002 are noted
below. The Company also provided the balances for 2003 to 2004 assuming the current
forecasts, as requested by Newfoundland Power (NP-50).

Y ear Retail Plan Balance
2001 $61.3 million
2002 $72.0 million
2003 $62.0 million
2004 $37.0 million

Asindicated above, the balance for 2001 is forecast to exceed the $50 million cap from 2001 to
2003, even with the rebase of the data components in accordance with the 2002 Cost of Service.

The escalation of the retail planin 2001 and 2002 is primarly due to the fuel price adjustment. In
order to reduce the RSP bal ance the base price of fuel will have to be increased to a price greater
than the $20 per barrel currently proposed, however, thiswill cause an increase in the fuel
expense and in turn increase the revenue requirement currently proposed.

According to our calculations, if the price of fuel was rebased to the 2002 forecast, the retail
balance of the plan will still exceed $50 million. Our calculations estimated a balance of
approximately $52.6 million. However, thisincrease in the base price will increase fuel costs by
approximately $25.5 million. This additional cost would result in an additional increasein rates
of approximately 8.0% due to the resulting increase in revenue requirement. Of course, the lower
RSP balance in 2002 would mean that RSP rate adjustments in subsequent years would be lower.

The Company is proposing in their evidence that the RSP will continue to operate asit has

historically, which is to recover one third of the balance each year through a July 1% rate
adjustment for retail and a December 31% rate adjustment for industrials.
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As part of our analysis of the RSP, we performed cal culations using different methods to
calculate the recovery of the retail portion of the plan. Our calculations included the following

aternatives:

= Recover one fourth of the balance each year, as opposed to one third.

= Recover one third of the balance each year plus the excess of the retail portion of the
plan that exceeds the $50 million cap.

The results of our analysis are indicated in the table below:

2003

OneThird One Fourth OneThird Plus
Forecast 2002 Recovery Recovery Excess Recovery
RSP Balance $97.8 million $100.0 million $94.3 million
Retail Balance $72.0 million $73.7 million $69.4 million
Retail adjustment effective July 1, $4.54 $3.48 $6.35
2002
Retail adjustment effective July 1, $5.39 $4.14 $8.11

» Theretail adjustment calculated for July 1, 2003 is assuming that the forecast information
for 2002 would be the same for 2003.

= According to the information provided by the Company in NP-50, assuming that the
forecast for 2003 and 2004 is similar to 2002, the retail portion of the plan should
decrease below $50 million by 2004.

= Also, as noted previously in this section, the retail portion of the plan as of June 30, 2001
is $8 million lower than the forecast for the same period.

Based on our analysis of the forecast information, it would be very difficult for the Company to
bring the retail portion of the plan below the $50 million without also implementing significant
additional rate increases. Therefore, the Board should consider increasing the current cap of $50

million.

Other RSP Changes

According to 1IC-120, the RSP for 2002 includes severa other changes that are different from the
current practice that will require the Board's approval. They are asfollows:
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=  The addition of mini-hydro plants to the calculation of hydraulic production variation.

= Interruptible energy is no longer included within the load variation component of the
plan. The barrels of oil relating to this energy are also excluded from the fuel price
variation calculation. Hydro is proposing that they will recover the full cost of
interruptible energy.

= The calculation of the customer splitsisno longer based on Test Y ear Cost of Service
Study, instead, it will be calculated on energy used based on a 12 month-to-date invoiced
/ bulk transmission, aswell as Test Y ear Rural deficit allocation.

We understand that additional information has been requested with respect to several of these
proposed changes which will assist the Board in assessing their appropriateness.

Conclusion

Based on our analysis of the RSP, we recommend that the Board request a further update of the
forecast of the RSP for 2001 and 2002 considering the actual results for the year to date and any
forecast information that may be updated. Currently the load forecast in the plan for 2001 and
2002 is based on information obtained from Newfoundland Power and the industrial customers
in the fall of 2000, the Company should obtain updated load forecasts from these customers and
assess the impact of any changes on the RSP forecast.
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