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Q. Provide the reports on the annual reviews of Hydro conducted by the Board’s 1 

financial consultants for each year for the period 1998 to 2002. 2 
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A. Attached are the reports on the annual reviews of Hydro conducted by the 5 

Board’s financial consultants for each year for the period 1998 to 2000. The 6 

2001 and 2002 reports have not been received by Hydro. 7 
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I.:1 BoardofCommissionersofPublic Utilities
Ne~foundlandandLabradorHydro1998Annual Review

( Introduction

This reportto theBoardof CommissionersofPublic Utilities (“theBoard”)presentsourI, observations,findingsandrecommendationswith respectto our 1998Annual ReviewofNewfoundlandandLabradorHydro (“theCompany”)(”Hydro”).

ScopeandLimitations

Our analysiswascarriedout in accordancewith the following TermsofReference:

I. ExamineHydro’s accountingsystemandcodeofaccountsto ensurethat it can

provideinformationsufficient to meetthereportingrequirementsofthe Board.

2. Calculatethereturnon rate base,returnon equity,capital structureandinterest

coverageratio.

3. Conductan examinationofoperationsandadministrationexpenses,fuels,power
purchased,depreciation,andinterestto assesstheirreasonablenessandprudence
in relationto salesofpowerandenergy. Theexaminationoftheforegoingwill
include,but is not limited to, thefollowing:

a) amortizationofdeferredcharges,
b) salariesandbenefits,
c) systemequipmentmaintenance,
d) insurance(includingdirector’sliability),
e) transportation,
f) building rentaland maintenance,
g) professionalservices,
h) miscellaneous,
i) capitalizedexpenses,
j) intercompanycharges,
k) membershipfees,
I) fuels,
m) powerpurchased,
n) depreciation,
o) interest.

4. Verify Hydro’s reconciliationofNet incometo RevenueRequirementfor 1998.
Reviewandassessthereasonablenessof adjustmentsin thecalculationof revenue
requirement.
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5. ReviewHydro’sratesofdepreciationandassesstheir compliancewith the 1986
PeatMarwick DepreciationPolicy Study.Assessreasonablenessofdepreciation
expense.

6. Conductan examinationofthe changesto theRateStabilizationPlanto assess
compliancewith Boarddirectives.

7. Conductan examinationofthe changesto deferredchargesandassesstheir
reasonablenessandprudencein relationto salesof powerand energy.

8. ReviewMinutesofBoardofDirector’sandManagementCommitteemeetings.

9. ReviewHydro’sinitiatives andeffortswith respectto productivity improvements,
rationalizationofoperationsandexpenditurereductions.Obtainupdateon current
activitiesand inquireasto anyfuture initiativescurrentlybeingevaluated.

10. Reviewa sampleofContributionin Aid ofConstruction(CIAC) calculationsfor
accuracyandcompliancewith approvedpolicy.

II. Reviewasorderedin BoardOrderP.U.4(1997-98),theimplementationofthe
undertakingsofHydro in respectto therevisedCICA policy.

The natureandextentoftheprocedureswhich weperformedin ourreviewvariedfor
eachofthe itemsin theTermsof Reference.In general,ourprocedureswere comprised
of:

• enquiryandanalyticalprocedureswith respectto financial information
includedin theCompany’srecords;

• examining,onatestbasiswhereappropriate,documentationsupporting
amountsincludedin Company’srecords;and,

• assessingtheCompany’scompliancewith Boarddirectives.

Theproceduresundertakenin thecourseofour financial review do not constitutean audit
ofHydro’s financial informationandconsequently,wedo not expressanopinionon the
financial informationasprovidedby Hydro.

The financial statementsoftheCompanyfor theyearendedDecember31, 1998have
beenauditedby Ernst andYoung LLP, CharteredAccountants,who haveexpressedtheir
opinionon thefairnessofthestatementsin their reportdatedFebruary16, 1999.In the
courseof completingourprocedureswe have,in certaincircumstances,referredto the
auditedfinancial statementsand thehistoricalfinancial informationcontainedtherein.

GrantThorntonS 2



BoardofCommissionersofPublic Utilities

NeHfoundlandandLabradorHydro 1998AnnualReview

AccountingSystemand Codeof Accounts

Section58 ofthePublic UtilitiesAct statesthattheBoardmayprescribetheform of all
books,accounts,papersandrecordsto be keptby Hydro andthatHydro shallcomply
with all suchdirectionsoftheBoard.

During 1998Hydro implementedits newaccountingsystem,J.D.Edwards.This new
systemresultedin anewchartof accounts,andseveralchangesin anumberofthe
accountgroupings.

The objectiveofourreview ofHydro’s accountingsystemandcodeofaccountswasto
ensurethat it canprovideinformationsufficientto meetthereportingrequirementsofthe
Board. We haveobservedthattheCompanyhasin placeawell-structured,
comprehensivesystemofaccountsandorganization/ reportingstructure.The system
allows for adequateflexibility to allowtheCompanyto meetits own andthe Board’s
reportingrequirements.Hydrowasableto meetall ourrequestsfor informationand
reportson a timely basisduringour AnnualReview.

We havereviewedthenewchartofaccountsandadvisethatthechangeshaveno impact
on thequality of Hydro’sfinancial reporting.

We suggestthatHydro submitits new systemofaccountsto theBoardfor theirreviewin
accordancewith Section58 ofthePublic UtilitiesAct.
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Returnon RateBase

Wehavecalculatedthereturnon ratebasefor 1998at 9.90%ascomparedto 10.94%for
1997and 10.55%for 1996. Detailswith respectto thecalculationofaverageratebase
andreturnon ratebaseareasfollows:

(000)’s

Plantinvestment

Less:Accumulateddepreciation

CIACs

Balancepreviousyear

Average

Cashworking capitalallowance

Materialsandsupplies

Averageratebase

Net income(asadjusted

perSchedule3)

Hydro net interestexpense

Adjustednet income

Return on rate base

LIi~Z
$ 1,637,600

(328,400)

(90,500)

1,218,700

1,228,000

1,223,350

2,100

25,330

$ 1,250,780

$ 25,004

98,800

$ 123,804

9.90%

EZ~LZ
$ 1,616,700

(299,300)

(89,400)

1,228,000

1,235,700

1,231,850

2,100

30,100

$ 1,264,050

$ 31,351

106,900

$ 138,251

10.94%

Z2~IZ
$ 1,597,700

(271,600)

(90,400)

1,235,700

1,232,600

1,234,130

2,100

32,200

$ 1,268,450

$ 20,693

113,100

$ 133,793

10.55%

The abovecalculationexcludestheprofit contributionof approximately$26million from
theHydro Quebecrecall. Thereturnon ratebasewouldbe 11.98%if thisprofit
contributionwasincludedin the1998netincome.

Wehavecalculatedtheaverageratebasefor Hydrousingthemethodologyandcriteria
employedby NewfoundlandPowerInc. As notedin ourpreviousreports,it isobvious
that at thefirst ratehearingunderthenewregulatoryprocesstheratebaseofHydro will
haveto be formally definedandapprovedby theBoard. However,until theratebaseis
fixed andapproved,utilizationof theabovemethodologyandcriteriaprovidesa
reasonableindicationofthereturnon ratebaseachievedby Hydro. [
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The calculationoftheratebaseis coveredin Section17(2) oftheHydro CorporationAct
(asamendedby Bill 35) and in Section78 ofthePublicUtilities Act. Theamended
Section17(2)ofthe HydroCorporationAct statesasfollows:

“For all purposesofthePublic UtilitiesAct, theratebase
ofthecorporationshall includethepropertyandassetsof
thecorporationat their netbookvaluebutexcludes
investmentsin subsidiariesofthecorporation.”

Section78 ofthePublic Utilities Act is moredetailedandspecific in termsof
determiningwhat maybe includedin theratebaseoftheutility.

In our 1995reportwe indicatedthattheremaybe an issuewith respectto the
interpretationand applicationof Section17(2) oftheHydro CorporationAct andSection
78 ofthePublic Utilities Act for purposesofestablishingtheratebaseofHydro. We
understandthat legal counselfor theBoardis reviewingthis matter. This matterwill be
addressedin the courseofreviewingandfixing Hydr&s ratebaseat a formalhearing.
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Returnon Equity

The returnon equity for 1998hasbeencalculatedat 8.74%asfollows:

(OOO)’s 1998 1997

Shareholder’sequity
$ 292,650

279,500 $ 279,500
261,000 $ 261,000

250,600

Averageequity

Net income(asadjusted
•per Schedule3)

$ 286,075

$ 25,004

$ 270,250

$ 31,351

$ 255,800

$ 20,693

Returnon equity 8.74% 11.60%. 8.09%

The abovecalculationexcludestheprofit contributionofapproximately$26 million from
theHydro Quebecrecall. The returnon equitywould be 17.08%if thisprofit
contributionwas includedin the 1998netincome.

The shareholder’sequityofHydrohasbeenadjustedto eliminatetheportionofthe
equityof Hydro,which is attributableto subsidiary(non-regulated)operations.These
adjustmentsto Hydro’s equityareasfollows:

LIi~Z zz~iz LIIi~Z1
Equity pernon-consolidated
financialstatements

$ 591,650 $ 538,800 $ 516,300

Less:
Contributedcapital

- LowerChurchill Development
- MuskratFallsProject

Sharecapital issuedto finance
investmentin CF(L)Co.

Netretainedearningsattributableto CF(L)Co.
(incomerecordedminusdividendsflowed through
to government)

Netretainedearningsattributableto the
sale of recallpowerto Hydro Quebec

“RegulatedEquity” S 292,650 $ 279,500 $ 261,000

I
CI

1998
1997
1996
1995

1996

(15,400)

(2,200)

(22,500)

(15,400)
(2,200)

(22,500)

(232,800)

(15,400)

(2,200)

(22,500)

(219,200)

(26,100)

(215,200)
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InterestCoverage

Interestcoveragefor 1998hasbeencalculatedat 1.42timesasfollows:

(000’s) 1998 1997 1996

Total interest
Less: CF(L)Co

$ 100,682
6

$ 109,636
(2,760)

$ 117,557

Hydro netinterest

Less: Guaranteefee
Add: InterestearnedandIDC

Powerbills
RSP
Sinkingfunds
IDC

Grossinterest

(11,153)

250
4,150

28,269
428

S 120,730

(10,745)

268
3,342

32,172
391

$ 132,304

(10,389)

340
2,014

27,762
771

$ 133,561

Net income(perSchedule3)
Grossinterest

51,257
120,730

$ 30,910
132,304

$ 20,127

Adjustedincome S 171,987 $ 163,214 $ 153,688

Interest Coverage 1.42 1.23 1.15

The grossinterestcostsdeclinedin 1998 ascomparedto 1997asaresultof lower
averageinterestratesandnetdebtretirement,while net incomeincreasedsubstantiallyas
a resultofthecontributionrelatingto Hydro QuebecRecall.

Interestcoveragehasbeencalculatedat 1.21 timeswhentheprofit contributionfrom the
Hydro Quebecrecall isexcludedfrom net income.

98,786 106,876 113,063
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Capital Structure

The capital structureofHydro, excludingits subsidiarycompanies,canbe determined

from Schedule1. For theyears1996 to 1998,thecapital structurewasasfollows:

(000)’s 1998 1997 % 1996

Debt $ 1,165,400 78.5% $ 1,184,100 80.9% $ 1,200,900 82.1%
Equity 318,800 21.5% 279,500 19.1% 261,000 17.9%

$ 1,484,200 $ 1,463,600 $ 1,461,900

In comparisonto 1997,Hydro’s debt:equityratiohasimprovedconsiderably.This
improvementcanbe attributedto thehigherequity level at theendof 1998which results
primarily from theincreasein earningsrelatingto theHydro QuebecRecall.

For the 1998 fiscal yearHydro declaredandpaid dividendstotaling$16.8million to the
provincialgovernmentwhich includeda $4.8million dividendbasedon apartial flow
throughof CF(L)Corevenue.The dividendpolicy approvedby the Boardof Directorsof
Hydro in November,1995providesfor thepaymentofdividendsannuallyup to 75%of
netoperatingincomeprovidedsuchpaymentwill not causethedebt:equityratio to fall
below 80:20thatwasestablishedin 1995. In addition,thepolicy providesfor the
paymentannuallyofall dividendsreceivedfrom CF(L)Coafterpaymentofdebt
servicing(including $1 million principal)associatedwith theCF(L)Co loan. Theactual
dividendspaid werewell within thepolicy approvedby the BoardofDirectorsofHydro.

Also in 1998,Hydroretiredfour bond issuestotalling $205million with interestrates
rangingbetween10%to 10.25%,andreplacedthis debtwith anew 10 yearbondissueof
$200million with an interestrateof5.5%. This lower costdebtproducedinterest
savingsfor Hydro in 1998which will continuein future years.
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OtherCosts

Schedule3 ofourreportprovidesa breakdownofothercostsfor theyears1996 to 1998.
This scheduleshowsthat thetotal othercosts(beforetransfersto capitalandcost
recoveries)haveincreasedin 1998relativeto 1997by $8.3million ($91,753,000-
$83,421,000).This 9.9% increasein 1998 isareversalofthedownwardtrend,which
beganin 1995.

On a netbasis,othercostsshowasimilar trendwith an increasein 1998relativeto 1997
of $6.7million ($80,826,000- $74,152,000).The lower increaseonanetbasisis largely
attributableto thehighertransfersto capitalin 1998ascomparedto 1997.

The mostsignificantexpensevariancesin 1998 relateto aincreasein salariesof $3.1
million andmiscellaneousof$2.2million. The salaryincreaseispartially attributedto an
additional$1.8 million costto supportthecapitalwork by internalstafffor theP2000
projectandLowerChurchill River project. The remaining$1.3million salaryhike is a
resultoftwo main factors: I) a generalscaleincreaseof 2%for non-unionemployees
anda 2.5%increasefor unionemployees;and2) extramaintenancerequiredin the
TransmissionandRuralOperationsdivision.The increasein miscellaneousis largely
attributedto settlementcostspaid to two non-utility generators(N1JG’s)to terminate
powerpurchaseagreementswith Hydro regardingthedevelopmentofnewsmall hydro
projects.

Schedule4 ofourreportprovidesan analysisoftheothercostson a kWh’s soldbasisfor
theyears1996to 1998. This scheduleindicatesthatthetotalothercostsperkWh has
resumedan upwardtrendafterdecliningin 1996and1997.

On an individual basis,thevariousexpensecategoriesin othercostsshowedinconsistent
trendsin 1998;severalcategoriesshowedincreases,whileothersshoweddecreases.
Schedule3 providesthedetailson expensesfor the period1996 to 1998.We have
reviewedthevariousexpensecategorieson an individual basisandourobservationsand
commentsarenotedbelowfor yourconsideration.
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Salariesand benefits

Grosspayroll costsfor 1998were$54,960,000,which was5.9%,or$3.1 million higher
than 1997levels. The salarygroupingsfor 1997and1996havebeenrestatedto reflect
Hydro’s codeof accountsundertheoperationof its newcomputersystem. The salaries
andbenefitscostsaresummarizedbelowby category:

(O00~s

Salaries
Terniinationpay
Directorsfees
Hourly wages
Overtime
Fringebenefits
Groupinsurance
Labradortravelbenefit

1998 1997 1996

$ 39,386 $ 38,483 $ 39,548
2 2,289

108 102 81
4,681 4,178 5,530
4,074 2,837 2,742
5,437 4,849 5,221
1,200 1,382 1,300

74 72 81

$ 54,960 $ 51,905 $ 56,792

While salariesandbenefitscostsincreased5.9%overall, theincreasein theregularsalaries
categorywasonly2.3%for 1998. The breakdownof salariesonlyby division is as follows:

(000)’s

Finance
Humanresourcesandlegal
Transmissionandrural operations(TRO)
Production
Internal audit
Management

1998

$ 5,261
2,990

17,360
12,720

194
861

$ 39,386

1997

$ 4,953
2,880

17,389
12,256

208
797

$ 38,483

1996

$ 5,512
3,084

17,849
12,015

202
886

$ 39,548
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In orderto facilitatethereview ofvariancesin payroll costs,it is importantto look at the
breakdownofthesecostsbetweenoperatingandcapital. In termsofthisbreakdownit
shouldbenotedthatwith theintroductionof anewcomputersystemandcodeof
accountsin 1998,thecapitalizedexpensefor non-departmentaloverheadisnow grouped
with capitalizedsalaries.For comparativepurposes,1997and1996 figureshavebeen
restatedto reflectthis change.Thegrosspayroll costsfor 1996to 1998areallocatedto
operationsandcapital asfollows:

(OOO)’s 1998 1997 1996

Payrollchargedto operating S 46,’765 $ 45,494 $ 51,266

Payrollchargedto capital 8,195 6,411 5,526

$ 54,960 $ 51,905 $ 56,792

Payrollcostschargedto operatingin 1998 increasedby $1.3million or2.8%. This
increaseis primarily attributableto thefollowing majoritems:

• During 1996, anewcollective agreementwassignedwith IBEW 1615. This
agreementincludesa2.5% increasein eachofthethreeyearsunderthecontract,
effectiveApril 1996. Themajority of theemployeesrepresentedby IBEW 1615are
within the TRO andProductiondivisions. Theyincludeline workers,system
operators,dieselplantoperators,mechanics,electricians,etc.

• A generalscaleincreaseof2% wasprovidedto all non-unionizedworkersand
ManagementCommitteein 1998.

• During 1998,extramaintenancerequirementsin theTransmissionandRural
Operationsdivisionresultedin increasesto hourly wagesandovertime.

The payroll costschargedto capital increasedby approximately$1.8million (28%) in
1998ascomparedto 1997. The Companyhasindicatedthat this increasein payroll
chargedto capital canbe largely attributedto theProject2000andtheLowerChurchill
River Project. Project2000 includedthepurchaseofan integratedsuiteofsoftware
products(J.D. Edwards). Similar to 1997,this newsoftwarepackagerequireda
significantamountoftime in implementationandtraining,whichwas chargedto the
capitalproject. The Lower Churchill River Projectrefersto thenegotiationswith Hydro
Quebecrelatingto hydro electricdevelopmenton theLowerChurchillRiver in Labrador.
All costsassociatedwith thesenegotiationsarecapitalizedandreimbursedby the
ProvincialGovernment.
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Executivesalariesfor theyears1995 to 1998areasfollows:

1998 1997 1996 1995

Total executive salaries and benefits $ 7’70,999 ~7~~74 $ 814,747 $ 780,333

1~umberof executives 5 6 6

Averagesalary $ 154.200 $ 144,495 $ 135,791 $ 130.056

The total executivesalariesandbenefitsandthe averagesalaryperexecutiveincreased
by 6.7%in 1998 in comparisonto 1997.

The CompensationCommitleerecommendedsalaryincreasesfor thePresidentandVice-
Presidentsconsistentwith theincreaseprovidedfor non-unionstaff. Theyalsoapproved
progressionadjustmentswithin thesalaryrangesto amaximumof4%. Salary
adjustmentswereeffectiveJanuary1, 1998 following an evaluationoftheirperformance.

During 1998,a newVice-Presidentfor theLower Churchill RiverProjectwashired.
This Vice-Presidentis paid by Hydro buthis salaryis charged100%to theprojectand
thereforerecoveredthroughcapitalizedexpenses.The salaryfor this Vice-Presidentis
not includedin thetotal executivesalariesandbenefitsashedoesnotparticipatein the
regulardutiesoftheHydro ManagementCommittee.
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The staffcomplementfor 1996 to 1998 is asfollows:

Production
TRO
Finance
Internalaudit
Management
Humanresourcesandlegal

1998

278
406
121

4

1997 1996

277 280
420 424
123 124

4 4

9 8 9
71 72 77

889 904 918

The figures above include both filled and vacant positions. A similar analysis of

filled positionsonly is as follows:

1998

271
395
118

Production
TRO
Finance
Internalaudit
Management
Humanresourcesandlegal

1997 1996

275 265
407 415
121 122

4 4 4
9 8 9

71 72 75

868 887 890

The abovetablesreflect staffingnumbersasat theendofthefiscal year. 1-lydro doesnot
calculateandreport full timeequivalent(FTE)positionson an annualbasis. Using
FTE’s is amore accurateandmeaningfulmeasurefor analyzingstafflevels. As notedin
our 1997report,we suggestthatHydro investigateusingthis statisticin thefuture.

The following is ascheduleof theaveragenumberof temporaryemployeesonstaff for

1996 to 1998.The monthlynumbersweretakenat theendof each particular month.

1998 1997 1996

84
131
107

January
February
March
April
May
June
July
August
September
October
November
December

140
141
236
248
199
195
155
162

99

40
61
88

104
125
205
236
189
178
168
129
67

67
93

142
132
144
205
254
190
208
196
127
83

Monthly average 158.1 132.5 153.4
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Systemequipmentmaintenance

In 1998,systemequipmentmaintenancecostsdecreasedfrom 1997 levelsby $183,000.
This is in contrastto thesignificantincreasefrom 1996to 1997of$1,212,000. While
this overall decreaseof 1.6%is only slight,thereweresomesignificantvarianceswithin
theaccountgroupingsfor this category. The changesin systemequipmentmaintenance
costsin 1998ascomparedto 1997 areasfollows:

• Highermaintenancecostsfor TRO
• Highermaintenancecostsfor hydro generation
• Lowermaintenancecostsfor thermal

generation (Holyrood plant)
• Lower costs for lubricants, gases and chemicals
• Othermiscellaneousvariances— net

$ 1,010,000
237,000

(1,294,000)
(107,000)
(29.000

)

$ (183.000

)

The costsfor 1996to 1998 for thesystemequipmentmaintenanceportionofthisexpense
only (excludingtools andequipment,freight andlubricants,gasesandchemicals)are
brokendownby departmentasfollows:

1998 1997 1996

Transmissionandrural operations
Production
Other

S 4,776 $ 3,766 $ 4,193
5,577 6,572 4,555

8 7 8

S 10,361 $ 10,345 $ 8,756

Extra maintenance requirements in the Central and Labrador regionsof theprovincearea
significant contributingfactor to the increasedcostswithin transmissionandrural
operations.The extramaintenancerequirementsin theseregionsincludedthefollowing
majorprojects:

• Radiator replacements at Massey Drive
• Fall protectionequipment
• Manifoldsfor two units inNain, andanoverhaul

on an additionalunit
• Asbestosremovalat CornerBrookfrequencyconvector
• Replacementof cylinderheadsin Makkovik andan

overhaulon an additionalunit

$190,000
106,000

102,000
65,000

54,000

I
I
IC
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In addition,with the introductionoftheJ.D.Edwardssystemin 1998therewasa cost
codingchangethat impactedtheamountofexpensesrecordedwithin systemequipment
maintenance.Itemssuppliedfrom inventoryfor routineoperationsarenow all codedto
systemequipmentmaintenance.Someoftheseitemswerepreviouslycodedto accounts
outsidethesystemequipmentmaintenancegroupingsuchassafetysupplies,toolsand
equipment,etc. This changein methodofcodingcontributesto theincreasedcostsin
hydrogenerationandtransmissionandrural operations.

With respectto maintenancecostsfor hydro generation,this increaseis relatedto repairs
to governors,bushings,rings,etc. at theUpperSalmon,BayD’Espoirand Cat Arm
hydro plants.

The Holyroodthermalplantcostsareasfollows:

(O00)’s 1995 1997 1996

Unit # I overhaul S 909 $ 2,669 5 545
Unit # 2 overhaul 965 1,014 688
Unit # 3 overhaul 1,323 735 289
Annual routine maintenance 1,333 1,202 1,399
Asbestos removal 161 290
Retainingrings 218
Projects ____________ 42 276

S 4,530 $ 5,823 $ 3,705

Maintenance costs at Holyrood are subject to a high degree of variability due to the fact
that requiredmaintenanceoftheunits cannotalwaysbe accuratelypredicted;during
overhauls, different areas may be found to be in need of maintenance and the costs can
varygreatly.

Based on information provided by the Company, Unit # I had a minor overhaul in 1998
verses a major overhaul in 1997. The cost differential between a minor and major
overhaul on Unit #1 accounts for a majority of the variance between 1998 and 1997.
Unit #~s 2 and 3 eachhadminoroverhaulsdone in 1998, 1997 and 1996, however the
overhaul for Unit #3 in 1998 and Unit #2 in 1997 also included costs relating to work
performedon thevalvesofapproximately$277,000.
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insurance(includingdirector’sliability)

insurancecostsdecreasedoverall by $168,000in 1998ascomparedto 1997. This dropis
largely attributedto a decreasein feespaid to theinsurancebroker,anda rebatereceived
from Hydro’s insurers.

insuranceexpenserelatingto coverageon Boiler andMachinerydecreasedby $104,000
primarily dueto a rebatereceivedfrom the insurersafterHydro experiencedaperiod
with no losses.

During 1998,thetotal feespaidto Hydro’s insurancebroker,decreasedby $71,000.This
decreaseis adirect resultofachangein policy wherebyHydro is billed for broker fees
only asincurredratherthanfixed up-frontpayments.However,this decreaseis slightly
offsetby a$28,000increasein lossadjustmentfeesdueto an increasein thenumberof
claimsfiled by Hydro.

Miscellaneouschangesto otherpremiumspaidin theyearnetto adecreaseof$21,000.

Transportation

Transportationexpenseis comprisedof aircraft rentals,vehicleexpenses(fuel,. labourand
repairs)andmobileequipmentexpenses(fuel, labourandrepairs).This expensecategory
increasedoverall by $465,000(9.55%)in 1998ascomparedto 1997.The majority ofthis
increaseis dueto ahigheraircraftrental costsof$267,000plus an increasein vehicle
repairsof$81,000andmobileequipmentrepairsof$50,000. Highervehiclerentalsand
allowancesalsoincreasedtransportationcostsby $67,000.

Thecombinedincreasein aircraftrental costsand vehicleandmobile equipmentrepairs
of$398,000is consistentwith theupwardtrendin maintenancecostsincurredby
TransmissionandRuralOperations.Most of themaintenancework in TRO is completed
by internalwork forcesandin mostcasesit involvesHydro’s vehiclesandequipment,as
well astherentalofaircraftwhen working in remotelocations. Therefore,an increasein
maintenancecostsshouldresultin an increasein thetransportationcosts.

Basedon informationprovidedby Hydro, thetotal numberofvehiclesandmobile
equipment(excludingvehicles/equipmentheld for auction)hasonly changedslightly
from 1997to 1998. In 1997thefleet included187vehiclesand 181 mobile equipment
unitsin 1998theCompanyhad 180 vehiclesand 189 mobile equipmentunits.
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Office expenses,including membership fees

Office expensesin 1998(including heatandlight, telephone,supplies,postage,
advertising,cleaning,office equipmentmaintenance,booksandsubscriptionsand
membershipfees)arevery comparableto 1997with aslight decreaseof lessthan$1,000.
While theoverall varianceissmall, thereweresignificantvarianceswithin theaccount
groupingsin this categoryincludinga $50,000declinein telephoneandfax and$62,000
declinein heatandlight, offsetby an increasein office equipmentandmaintenanceof
$1 10,000. Varioussmallervariancesamountedto an additional net increaseof $2,000.

Telephoneandfax costscontinuedto declinein 1998by $62,000primarily dueto the
implementationofanewtelephonecommunicationssystemin 1997 in manyofits
facilities throughouttheprovinceand reducedusagein thecurrentyear.

Heatand light declinedagainfor thethird yearin arowmainly becauseofthewanner
weatherduringthewintermonths. However,the increasedcostof officeequipmentand
maintenanceoffset thesedecreasesasextracomputerequipmentwasrequiredto support
themanagementinfonnationsystems.

Building rental and maintenance

Costsin this categoryin 1998weresignificantly higherthan 1997 levelsby
approximately$1.02million. Theincreaseover 1997canbeattributedprimarily to a
small numberofsignificantpropertymaintenanceprojects. Suchmaintenance
requirementsincluded:thereplacementofthe roofforthe UpperSalmonandCatArm
Plants($300,000)pavingandrenovationsat BishopFalls ($151,000)andpowerhouse
repairsandtankwork atHolyrood ($300,000).

Theselargemaintenanceprojectsarenot annuallyrecurringitems,yet eachyearthis
expensecategorycontinuesto increase.This upwardtrendshouldbemonitoredand if it
continuesthena moreindepthreviewmaybe appropriate.
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Professionalservices

In 1998,professionalservicesincreasedby approximately$770,000or29.3%over 1997.

This increasecanbe attributedprimarily to thefollowing major items:
• consultingwork for theReliability CenteredMaintenance

Pilot Projectin transmissionandrural operations $ 250,000
• increasedsoftwareacquisitionandmaintenancecosts

relatedprimarily to themaintenancecontractfor the
newJ.D. Edwardssoftware 181,000

• additionalmanagementconsultingservicesby KPMG
andTowersPenn 157,000

• increasein PublicUtilities Boardassessments 90,000

With respectto thevariancein this expensecategory,we haveobtainedexplanationsand
performedadditionalanalysiswhereappropriate.Basedupon theresultsof our
procedures,wehaveconcludedthattheprofessionalservicesexpensevariancesappear
reasonable.

Professionalservicesisanotherexpensecategorywhichhasexhibiteda significant
upwardtrendover thepasttwo years(42% increasefrom 1996to 1998). If this trend
continues,thenamoreindepthreviewofthis categorymayalsobe appropriate.

Traveland conferences

In 1998,thetraveland conferenceexpensecategoryincreasedfrom 1997levels by
$255,000or 13%,travel costsincreasedfrom $1.837million to $2.1 13 million, and
conferencecostsdecreasedfrom $120,000to $99,000. The most significantincreasein
travelcostswasnotedin thetransmissionand rural operationsdepartment,thetravel
costsin this departmentincreasedby approximately$224,000.This increased
operationaltravel is consistentwith the increasedsystemmaintenancerequirementsin
thetransmissionandrural operationsarea.

The decreasedspendingon conferencesis mainly attributableto thedestinationpoint of
theCanadianElectricalAssociation(CEA) annualmeeting. This meetingwasheld in
Torontoin 1998asopposedto Vancouverin 1997.Also, asidefrom the annualCEA
meeting,fewerconferenceswereattendedduring 1998 than 1997.

Similar to our 1997 findings,we notedduringourreviewofthetravelaccountsthat
managementtravel includesseveralpaymentsfor spousaltravelcosts. While theseitems
areconsideredappropriateandareacceptedpracticeby Hydro, webelievethatit is not
prudentto include expendituresofthisnaturein therevenuerequirement.
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Equipmentrentals

Equipmentrentalexpenseincreasedby $471,500or30.83%in 1998 ascomparedto
1997. This increaseis attributableto a risein equipmentrentalsof$238,000andalsoin
computercostsof$254,000. Othermiscellaneousvariancesresultin anetdecreaseof
$20,500.

For equipmentrentals,thefollowing factorscontributedto the increase:
• telecommunicationrequirementsto increasethebandwidthfrom Newtelto

supportvariousProject2000activitiescreatedcostsof$169,000,and;
• highermaintenancecoststhroughouttherural areasoftransmissionandrural

operationsresultedin extrarentalcostsof$77,000.

As well, Hydroexperiencedageneralincreasein computercostswith thenewintegrated
suiteofcomputerproducts.

Miscellaneous

In 1998,miscellaneousexpenseincreasedby $2,222,000or 56.7%from 1997. Themajor
variancesin this expensecategoryareasfollows:

Increasein sundrycosts $1,500,000
Increasein inventorygain/loss 366,000
Increasein PCB costsin 1998 270,000
]ncreasein payroll taxesandmunicipal

andprovincialbusinesstaxes 94,500
Increasein employeeexpenses 42,500
Decreasein demandsidemanagement (51,000

)

$2,222,000

Thelargeincreasein sundrycostsfor 1998 is relatedto $1,350,000in settlementcosts
paidto two Non-Utility Generators(NUGS). In 1998Governmentdecidedto undertake
acompleteenergypolicy reviewand all newsmall Hydroprojectsweresuspended
pendingthis review. To releaseHydro from agreementswith two Non-Utility
Generators,settlementsof $850,000and$500,000respectivelywerenegotiatedat the
ProvincialGovernment’srequest.

With respectto theothervariancesnotedabove,wehaveobtainedexplanationsand
performedadditionalanalysiswhereappropriate.Basedupontheresultsof these
procedures,themiscellaneousexpensevariancesappearreasonable.
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Capitalizedexpenses

Capitalizedexpensesfor 1998were$8.667million ascomparedto $6.897million for
1997and$6.074million in 1996.

With theintroductionofanewcomputersystemin 1998thegroupingsfor capitalized
expenseshasbeenchanged.Thecomparativefiguresfor 1997and 1996havebeen
restatedto reflectthis change.Thebreakdownofcapitalizedexpensesfor thethreeyears
is asfollows:

1998 1997 1996

Salaries $ 8,194,967 $ 6,410,656 $ 5,526,111
Fleetexpense 381,387 381,542 427,056
Traveldirect work orders 90,700 104,357 121,277

$ 8,667,054 $ 6,896,555 $ 6,074,444

Theincreasein capitalizedsalariesfor 1998is largelyattributedto time spenton the
P2000projectandtheLowerChurchill RiverProject.

Themethodologyemployedby Hydro with respectto capitalizingexpensesis outlined
below. This methodologyhasnot changedduring 1998.

Capitalizedsalariesincludethe salariesandbenefitsofCompanyemployeeswhosetime
is chargeddirectlyto capitalprojects,aswell as,departmentalandnon-departmental
overhead.Thebenefitscomponentis determinedby applyingapre-determined
percentageto the grosssalaries,which arecapitalizeddirectly. Thedepartmental
overheadcomponentis allocatedto thecapitalprojectsasapercentageofdirect salaries
andbenefitsdependingon the employees’responsibilities.Finally, thenon-departmental
overheadcomponentincludescostsofdepartmentswhich arenot directly relatedto the
capitalprogrambutwhich areconsiderednecessaryto supportthevariouscapitalprojects
throughoutthe year. Thenon-departmentaloverheadchargeis determinedby applyinga
pre-determinedpercentageto thetotal costofcapitalprojectsasperthework orders.

Fleetexpenseandtraveldirectwork ordersencompassfleetcostsandcostsassociated
with smallerwork ordersrelatedto theCompany’sdistributionsystem.Thesecostsare
capitalizedusingstandardratesdevelopedby theCompany.

All categoriesofcapitalizedexpendituresotherthancapitalizeddirect salariesare
allocatedto work ordersusingpercentagesor standardratesdevelopedby theCompany.
Theseallocationsare intendedto ensurethat capitalprojectsareadequatelychargedwith
thecostofsupportfunctionssuchasaccountingand finance,engineering,andothersuch
expenseswhich cannotbe directly chargedto specificcapitalprojects.
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For 1998,thepercentagesusedto capitalizefringebenefitsandoverheadcostswereas
follows:

Benefits(% ofdirect salaries) 35.9%
Departmentaloverhead

Non-field(%ofdirect salariesandbenefitsof
engineersandoffice staff) 37.6%

Field (% ofsalariesandbenefitsof crews) 19.8%
Non-departmentaloverhead

(%ofwork ordertotal costs) 6.0%

Intercompany charges

Intercompanychargesto CF(L)Co.for 1998haveremainedrelatively consistenton an
overall basisin comparisonto prior years.However,asa resultofthenewcodingsystem
implementedduring theyear,amountsin severalcategoriesin 1996and1997havebeen
reclassifiedto provideabettercomparisonwith 1998. The breakdownof intercompany
chargesby departmentis asfollows:

1998 1997 1996

Operations $ 168,895 $ 234,086 $ 152,319
Finance 1,042,353 1,070,202 1,710,643
TransmissionandRural Operations 20,000 20,000 31,750
CorporatePlanning 72,985
InternalAudit 87,055 70,591 78,072
Management 135,379 155,754 174,931
HumanResourcesandLegal 806,389 820,889 226,285

$2.260,071 $2,371,522 $2,446,985

Thesechargesarefor theprovisionofservicesin accordancewith a ServicesAgreement
betweenHydroand CF(L)Co. Hydro staffpreparedan internalreviewto studythe
appropriatenessofthe mannerin which thesecostswereallocatedin February,1992.

As part ofour analysisfor 1995,we examinedthemethodofallocationofall cost
categoriesand on a testbasis,reviewedthesupportfor theseallocations.We were ableto
conclude,baseduponour tests,thatthecostshadbeenappropriatelyallocatedbased
upontheFebruary1992study.In reviewingthemannerin whichcostsareallocatedwe
observedthatmanyofthemethodsofallocationaresubjectiveandrely uponthe
judgmentofHydro management,consequentlytheseallocatedcostsarenot susceptibleto
properverification.Consideringthislimitation however,nothinghascometo our
attentionto indicate thatthemethodsofallocationareunreasonable.
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Fuels

In 1998 fuel expensedecreasedoverall by $17,020,000or 38.8%over 1997. ThecostofBunker “C” fuel (net of RSPrecoveries)decreasedby approximately$4,950,000(16.3%)
in 1998ascomparedto 1997. This reductionis attributableto a decreasein consumption
ofapproximately390,000barrelswhich is consistentwith thedeclinein overall thermal
productionof273 GWh or 17.9%.

In additionto thevariancein Bunker“C”, thechangesin the hydraulicproductionand
loadvariationcomponentsoftheRateStabilizationPlanaccountfor a furtherdecreaseof
$1 1,572,000in costsin 1998 in comparisonto 1997. The adjustmentfor hydraulic
production(or watervariation)is consistentwith thedecreasein actualhydraulic
productionin 1998ofapproximately8%. The adjustmentfor loadvariation is consistent
with theoverall declinein energysales. Energysales(excludingHydroQuebecRecall)
weredown 530GWh (7.8%)in 1998 in comparisonto 1997. All variationsrelatingto
theRateStabilizationPlanarecalculatedusingactual resultsfor theyearin comparison
to the 1992 costofservicedata.

Anothersignificantdecreasein thisexpensecategoryis relatedto diesel fuel for rural
operations.This categorydecreasedby $646,000dueto theinterconnectionofmore
customersto theislandgrid.

Power purchased

During 1998,the Company’spurchasedpowerexpenseincreaseddueto purchasing
additionalpowerfrom a numberof suppliersto allowHydro to fill its excesssales
demandoverthat generated.This increaseis consistentwith the decreasein thermaland
hydraulicproductionduring 1998. Approximately 1,950GWh’swaspurchasedin 1998
ofwhich 1,249GWh’s wasrelatedto the Hydro QuebecRecall. This purchaseis adirect
resultofa threeyearagreementbetweenHydroandHydro Quebecthat cameinto effect
on March9, 1998. This Agreementallows Hydroto recall theremainingpoweravailable
to it from CF(L)Co andsell it to Hydro Quebec.Both theenergysalesto Hydro Quebec
andtherelatedpowerpurchasedhavebeeneliminatedfrom therevenuerequirement.

TheCompanyalsopurchasedpowerfrom two non-utility generatorsata costof
approximately$2.2million. Thispowerwaspurchasedat anaveragecostof$69per
MWH from theAlgonquinProjectand anaveragecostof$66 perMWH from StarLake.

Wenotethatpowerpurchasedexpenseincludesanamountof$1.3 million paidto Abitibi
Pricein Stephenvillefor theright to interruptaportionoftheirpowersupplyshould
Hydro needthepowerto meetits own demand.A tenyearcontracthasbeensigned
betweenHydro and Abitibi to this effect. This contractwassignedin 1994andhasa
cancellationclause,which requiresa threeyearnotice. Also, includedin thepurchased
powerexpenseis anaccrualofapproximately$1.7million relatingto theconditional
purchaseofsecondaryenergyfrom Abitibi-Price in Stephenville.This conditional
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purchasewascontingenton Hydro’s reservoirstoragelater in 1999. Accordingto our
discussionswith Hydro management,this accrualwasreversedin 1999, asHydro’s
reservoirstoragelevelswereat capacity.

Interest

Interestexpensefor 1998droppedconsiderablycomparedto 1997,showingadecreaseof
$8.1 million. This decreaseis primarily attributableto the lower interestrateon thenew
bond issueascomparedto thefour serieswhich wereredeemedduring theyear.

Thefollowing is a summaryofinterestexpensefor 1998and 1997:

(millions) 1998 1997

Grossinterest $119.8 $140.0
Debtguaranteefee 11.5 11.2
Amortizationofdebtdiscountandfinancing costs 1.6 2.1
Foreignexchangelosses 1.0 1.0

133.9 154.3
Less:

Interestearned (32.8) (44.2)
Interestattributableto CF(L)Cosharepurchase (1.9) (2.8)
Interestcapitalizedduringconstruction (0.4) (0.4

)

$98.8 $106.9

In 1998,Hydro againtook advantageofthefavourableinterestrateenvironmentand
exercisedits call optionsandredeemedthreeseriesof bonds. Togetherwith afourth
serieswhich maturedduring 1998, thetotal facevalueofbondsredeemedwas$205
million. Thesebondshadinterestratesvaryingbetween10% and 10.25%.During 1998
Hydro alsoissuedanewseriesofbondsat an interestrateof5.5%, facevalueof $200
million, maturingin 2008.

Overall,longtermdebt(netofsinking funds)increasedby $85.6million in 1998but this
wasmorethanoffsetby a reductionin shorttermpromissorynotesof $126.6million,
leaving anetreductionin shortandlong termdebtcombinedof $40.6million.
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I RevenueRequirement
E
I’ ReconciliationsofNet Incometo RevenueRequirementfor the years1996to 1998have
• beenprovidedin Schedule3 ofour report.Our reviewoftherevenuerequirement

reconciliationfor 1998 includedexaminingsupportfor theadjustmentsandassessingthe
reasonablenessin comparisonto prior years.

In 1998,donationsandmanagementcontributionsofapproximately$117,000havebeen
eliminatedfrom revenuerequirementaspertheBoard’sdirection.

In addition,costsof$13,000relatedto MuskratFallshavealsobeeneliminatedasthey
relateto the developmentoftheLowerChurchill, aprojectwhich is non-regulatedand
thereforedoesnot impactHydro’s revenuerequirement.

A third adjustmentto marginwasto eliminate$305,000in sundryrevenuereceivedfrom
NewfoundlandIndustrialDevelopmentCorporation(MDC) asreimbursementof
professionalfeesandtravel costsincurredin 1997relatedto thenegotiationswith Hydro
QuebecregardingtheLower Churchill Project.

Thefinal adjustmentsto themarginwereto eliminate$29.864million in energysalesto
Hydro Quebecand$3.786 million in powerpurchasedfrom UpperChurchill. These
adjustmentsrelateto athree-yearcontractwith Hydro QuebecregardingtheHydro
QuebecRecall.

Thesefour adjustmentscombineto decreasethemargin(earnings)perSchedule3 by
$26.253million.

Basedon the resultsofour reviewprocedures,wereportthat thenet incomehasbeen
appropriatelyadjustedandthat theresulting revenuerequirementis consistentwith Board
directivesandprior years.

GrantThorntonS 24



BoardofCon:missionersofPublic Utilities

NewfoundlandandLabradorHydro 1998AnnualReview

Depreciation

Ourprocedureswith respectto depreciationwerefocusedon reviewingtheratesof
depreciationusedandassessingtheircompliancewith the 1986PeatMarwick
DepreciationPolicy Study andalsoon assessingtheoverall reasonablenessof
depreciationexpense.

During 1998 Hydroreporteddepreciationexpenseof $32.1 million asfollows:

L~aIi~n As~LCJa~ ~h~d I~2LEx~n~

Hydro Hydraulic stations $993.8million SinkingFund $8.2million
Terminalstations
Transmissionlines

Hydro All otherclasses 227.1 million StraightLine 23.9million

$1,220.9million $32.1 million

Themajority of Hydro’s high dollarvaluecapitalassetsaredepreciatedusingthe sinking
fundmethod.As notedabovethis methodis appliedto hydraulicstations,terminal
stationsand transmissionlineswhich accountfor approximately81%of thenetcostof all
capitalassets.Depreciationon theremainingclassesof assetsis calculatedusingthe
straightline method.

Underthesinkingfundmethod,depreciationis very low in theearlyyearsof anasset’s
life and increaseswith time suchthatit is very high in thefinal years.Theunderlying
rationalein supportofthis methodologyby Hydro is thatthecombinedchargeof
depreciationplus intereston thelong termdebtrequiredto financetheassetshouldbe
equalovertheshortandlongtermto minimizefluctuationsin operatingincome.The
straightline methodresultsin equalamountsofdepreciationbeingchargedto each
period/yearover an asset’susefullife.

In completingourprocedures,werecalculateddepreciationfor bothdepreciation
methodson atestbasisandcomparedtheestimatedservicelivesusedin thecalculations
to the 1986PeatMarwick DepreciationPolicy Study.We alsoreviewedthe interestrates
usedin calculatingsinking funddepreciationfor reasonableness.As aresultof
completingtheseproceduresnosignificantdiscrepancieswerenotedandtherefore,we
concludethatdepreciationexpenseappearsreasonable.

In our 1997reportweprovidedtheBoardwith thealternatives,observationsand
recommendationsincludedin a depreciationstudyconductedby KPMG LLP. The final
reportrelatingto this study is datedOctober7,1998. Any recommendationsrelatingto
changesin accountingpoliciesor servicelives will be includedfor reviewandapproval
oftheBoardat Hydro’snextrateapplicationhearing.
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RateStabilizationPlan

Our examinationoftheRateStabilizationPlan(RSP)for 1998 includedreviewingthe
adjustmentsandcomponentsofthePlanin 1998andassessingtheirreasonablenessand
compliancewith Boarddirectives.We alsoassessedthereasonablenessofthe interest
chargedandcreditedto the Planduring theyear.

Schedule5 of ourreportsummarizesthechangesin theRSPfor thethreeyearsfrom
1996to 1998. The fuel variation adjustmentofapproximately$12.1 million represents
themostsignificantchangein theplan in 1998.This item is primarily attributableto the
differencein theactualfuel costperbarrelin 1998,ascomparedto the 1992costof
servicepriceperbarrel. Anothersignificantchangein 1998 is theamountrecovered
from consumersofapproximately$1 1.2 million. This increaseis attributableto the
increasein themil rateusedto recoveraportionofthebalancein theRateStabilization
Planfrom consumers.Theincreasein themil rateis primarily dueto theincreasing
balancein theRateStabilizationPlan.

Baseduponourreview,wecanconcludethatthe adjustmentsmadeto theRSPin 1998
arereasonableandthat it hasbeenoperatingin accordancewith Board directives.
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DeferredCharges

The following tableshowsthetransactionsin the deferredchargesaccountfrom 1995 to
1998:

(OOO)’s Balance Net Balance Net Balance Net j Balance

Deci95 I Add. I Amort. Dec./96 I Add. I A~~ort. DecJ97 I Add. I Amort. DecJ98 I
Studiesandsoftware $1.492 $88 (S662) $918 $327 ($806) S439 $429 ($271) $597

CF(L) Co. 227 (77) 150 (142) $8 335 (50) $293

Realizedforeign

exchangelosses 17,855 21,574 39,429 56,849 $96,278 $96,278
Unrealizedforeign

exchangelosses 61,499 61,499 (61,499)

Discountsandissuecosts 5,984 8,599 (1,161) 13,422 1,395 (2,022) $12,795 2,738 (1,574) $13,959

on long temidebt

Professionalservices 370 (370)

Call optionpremiums 461 1,989 (2,450) 162 (162)

$26,389 $93,379 (54.350) $115,418 ($2,766) ($3,132) $109,520 S3.502 ($1,895) $111,127

Significantadditionsto deferredchargesduring 1998 areasdescribedbelow: (000’s)

Studiesandsoftware
GraniteCanaldevelopment- environmentalstudies $ 287
Softwareupgradesto electronicmail system 142

$ 429

CF(L) Co.
Implementationof J.D.Edwardscomputersystem $ 335

Discountson longterm debt
Discounton new seriesof bondsissued $ 2,738

Studiesand Software

TheGraniteLakeenvironmentalstudy wasa continuationofthefeasibility studiesfrom
1997. The studywasrequiredto determineif theconstructionofa powerhouseon
GraniteLake, thatwouldproduce43 megawattsofpowershouldproceed.This study
wasnecessaryto protecttheproject in-servicedateofJune2000. The estimatedcostof
completingthis studywas$660,000,howeverit wascompletedata costof$286,481.

Basedon studiescompletedby the Company,it was recommendedthat theCompany
shoulduseLotusNotesasanupgradeto theircurrentsystemwhich wasmainframebased
andobsolete.The estimatedcostfor the softwareandpurchasesystemsto administer
LotusNoteswas$120,000comparedto theactualcostof$109,982.
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New Bond Issue

In 1998,1-iydro issuedanewseriesof bonds,with atotal facevalueof $200million, at a
marketpriceof$.98642. The resultingdiscounton theissueofthenewbonds(plus
small miscellaneousfees)accountsfor $2.72million ofthedeferredchargeadditionfor
bonddiscounts.The remaining$19,000relatesto thecostassociatedwith thepublication
ofthenoticeofredemptionfor previousbondissues,thesecostswerefully amortizedin
1998.

ForeignExchangeLosses

Total deferredforeignexchangelossesremainedunchangedbetween1998and1997 at

$96.278million.
As notedin ourpreviousreports,section17(4)oftheHydroCorporationAct (as
amendedby Bill 35) statesthat forpurposesofthePublicUtilities Act (including
Subsection80(2)),theforeignexchangelossesasat December31, 1994wereconsidered
to bereasonableandprudentexpensesof Hydro andthereforeproperlychargeableto
operatingaccount.Section1 7(3)(e)establishestheperiodofamortizationfor theselosses
to be 40 yearscommencingin theyearwhen1-lydro’s ratesarefirst alteredunderthe
PublicUtilities Act. If Hydro wasto commenceamortizingtheforeignexchangelosses
basedon the 1998balancenotedabove,theannualamortizationto be includedin the
revenuerequirementwould be $2.4million.

in 1998Hydro accrued$1 million towardsits foreignexchangelossesconsistentwith
prior yearsandin compliancewith theBoard’srecommendationfrom the 1992hearing.
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CostControl/ProductivityInitiatives

( During 1998,Hydro’smanagementcontinuedtheir effortsin controlling costsand
improvingproductivityto increaseefficiencyin Hydro’s businessoperations.The
Companyhasundertakena numberofinitiatives to explorethepossibility offuture
savingsandincreasedproductivity. Someofthemoresignificantinitiativesbeganin
1997andwereongoingduring 1998. An updateon theprogressoftheseinitiativesas
providedto usby Hydroseniormanagementis outlinedbelow.

JointSteeringCoinmittee(CoordinationofUtility Activities)

This is ajoint committeeconsistingofunionrepresentativesfrom Hydro andNewfoundland
Power. The Committeewasestablishedin early 1997 to review potentialopportunitiesfor
co-ordinationthat could result in lowering the overall costof providing electrical service.
The overall mandateoftheSteeringCommitteeis to adviseandmake recommendationsto
theutilities basedon reviewsthatarecarriedout on theirbehalf.

The Committeemet on a regularbasis during 1998 and during the first part of 1999,
howeverdueto difficulties in schedulingmeetingstherewereno meetingsheld duringthe
latterpart of 1999. Accordingto Hydro officials this processhas led to the realizationof
minor savings,howeverareporthasyetto be finalized.

Reliability CenteredMaintenance(RCM) Approachfor TransmissionandRural
Operations

This approachto maintenanceplacesthe emphasison reliability, thereforenot all of the
systemswould be treatedthe samewith respectto the frequencyof maintenance. It is
believedthat this approachwould resultin amoreeffectivemaintenanceprogramandresult
in an efficient useofresourcesin themaintenancearea.

In our 1997 report, we indicatedthat Hydro had completeda RCM pilot in eachof the
following areas:transmission;distribution;anddieselgeneration.

Basedon correspondencefrom Hydro officials, theresultsofthethreepilots andthe
recommendationswerepresentedto ManagementCommitteein November1999and
approvalwasgivento starttheimplementationin January2000. Theyindicatedthat an
implementationteamwill be trainedin theRCM process,templateswill be drafiedand
theanalysisofHydro’s systemswill be scheduledto startin September2000.

ProposedNew CustomerServiceApproach

In our 1997report we indicatedthat this initiative includedthe centralizationof the co-
ordinationofall customerservicesin St.John’s. Hydro officials indicatedthat theCustomer
ServiceSystemwas implementedin May 1999. This new systemincludedthe following
changes:
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• Implementationofa toll free numberfor customerservicecalls,aswell ascalls
relatingto poweroutagesandemergencies.

• Centralizationandstandardizationofcollection activity.
• Co-ordinationofmeterreadersduties.
• Implementationofa newintegratedutilities customerinformationsystem(UCIS) for

Hydro rural customers.

MaterialsManagementDepartment— NewStrategies

In 1997, theDirectorofMaterialsManagementpresentedanumberofstrategiesto the
ManagementCommitteethat wereexpectedto resultin reducedcostsrelatingto
inventoryandadministrationoverhead.The strategiesincludetheimplementationof
blanketcontractswhereappropriateandmulti yearagreementswith appropriate
suppliers.

Basedon informationfrom Hydro officials, asofJanuary2000,MaterialsManagement
hasawardedninelong-termb]anketcontractsandtherearefour additionaltendersunder
evaluation. It wasindicatedthat tendersarebeingpreparedfor theremainingmaterial
supplyandservicerequirements.

The consolidationofrequirementshasallowedHydro to identify whereduplicationhas
occurredin thepastandto standardizematerialsandproceduresthroughouttheHydro
Group. Hydro officials hopeto achievesignificantreductionsin procurementand
inventorycostswhentheselong-termagreementsarefully implementedlater in 2000.

EnergyPolicyReview

As notedin our 1997report, KPMG LLP begantheir reviewofHydro’s corporatestructure,
staffing, aswell asinternal and externalrelationshipsin the Fall of 1997. Theconsultants
were also planning to assistHydro in defining an objective set of indicatorsof corporate
performance.

As you areaware,in August1998,theProvincialGovernmentannouncedanEnergyPolicy
Review, and asa result it was thoughtthat the role and mandateof Hydro could not be
definitively dealtwith until theEnergyPolicy Reviewwascompleted,thereforeareportwas
notfiled by KPMG LLP.

The Provincial Governmenthasnotreleasedanyinformationon this EnergyPolicy Review
to date.
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New Initiatives in 1998

The significantinitiatives undertakenby Hydro during 1998aredescribedbelow:

DieselPlantOperationReview

A reviewoftheisolateddieseloperationsystemsresultedin ainitiative to moveto a
newclassificationcalled Diesel SystemRepresentative(DSR). This changeshould
help enhanceefficienciesand reducecosts in therural operations. This initiative
startedin 1998 and shouldbe fully implementedby 2001. According to Hydro
officials the training program started in September1999 and will continue
throughout2000andinto 2001.

OperatorShiftRestructuring at Holyrood

In late 1998,theOperatorShift Restructuringat Holyroodwasapproved.It is hoped
thattherestructuringwill result in a bettertrainedand qualified work force,aswell
asbeingmoreproductiveandaccountable.

The restructuring was implementedin January 1999 and training has been in
progresssince that time and will continuefor severalyears. Accordingto Hydro
officials, the operatorsarenow preparingpermits thatwere previouslypreparedby
theShift Supervisor. This allowsthe Supervisorto havemoretime to attendto the
daily operatingissuesandbe involved in thetrainingprocess. Hydro officialsalso
indicatedthat anothernotablechangeresultingfrom this restructuringprocessis the
renewedinterestof Operatorsin plantperformanceandcareeradvancement.

As part oftheannualreviewprocess,wewill monitortheresultsof theaboveinitiatives and
obtainan updatefrom theCompanyduringthe 1999review.
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Contributionsin Aid of Construction(CIAC’s)

( Our proceduresin this areaincludedthefollowing:I
• review theimplementationoftheundertakingsofHydro in respectoftherevised

CIAC policy asorderedin P.U.4 (1997-98);and
• reviewa sampleofCIAC calculationsfor accuracyandcompliancewith approved

policy.

As part ofour review,wehavehelddiscussionswith Mr. Barry Brophy ofHydro
regardingtheCompany’sCIAC policiesandproceduresand wehaveselectedand
revieweddocumentationsupportinga sampleof five (5) CIAC calculationsprepared
during 1998.

Basedon theresultsofour inquiry andreviewofdocumentation,wenotedthat the
Board’srequirementsfor the approval,review andcalculationprocessesasspecifiedin
P.U.4(1997-98),arebeingcompliedwith. However,certainobservationswerenoted
duringour reviewwhich arenotedbelowfor your information:

• Hydro essentiallyusesamanualsystemto monitor all CIAC quotes. TheCompany
did implementa spreadsheetsystemin 1997 that isupdatedonaregularbasisfor new
CIAC quotes. Mr. Brophy indicatedthatanyCIAC quotesprior to 1997aremore
difficult to accumulatedue to thepreviousfiling system. The mostsignificant
deficiencyresultingfrom themanualsystemis themanualcalculationofthe
individual quotes. However,to compensate,Hydro requiresthemanualcalculations
be checkedand approvedby theappropriatesupervisor.

• We alsonotedthatthereis no formal two yearreviewprocessin placeasorderedby
P.U. 4 (1997-98). Thepurposeofthereviewis to ensureall CIAC quotesare
reviewedafter24 monthsfor anyadjustmentsfor ratechanges,etc. However,Hydro
staffhaveimplementedan informal annualreviewprocesswhich essentiallyfulfills
this requirement.The CIAC database(spreadsheet)is sortedby regionanda listing
ofall CIAC quotesaresentto eachregionto be reviewed. Any requiredadjustments
areforwardedto staffat HeadOffice for updating.

• Hydro doesnot include sketcheswith thecustomerletters.

Basedon ourdiscussions,webelievethat the shortfallsin Hydro’s proceduresaremainly
dueto themanualprocess.The onusis on the regionaltechnicianswho performthe
fieldwork to ensurethat theyhavetheir sketchespreciseand theirline measurements
exact. Also, it is theresponsibilityoftheregionaloffices to ensureall CIAC quotesare
documented,filed andreportedto HeadOffice.
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As aresultof completingourreviewprocedureson thesampleof 1998 CIAC
calculations,we reportthefollowing observations:

• No calculationerrorswerefound in thesamplequotes.
• Therewereseveralinstanceswheretherewasno evidencethatthespecificregional

offices reviewedtheannuallisting ofCIAC quotesandprovidedaresponseto the
HeadOffice. Accordingto Mr. Brophy,personnelat theregionaloffice maycall the
HeadOffice, useemail ormail a response.

We recommendthatHydro developa standardizedform thatis requiredto be completed
bytheappropriatepersonnelat theregionaloffice indicating theirreviewofthe annual
CIAC quotelisting providedto themby the HeadOffice. This will ensurethat the
CIAC’s arebeingreviewedon an annualbasis.

During the 1999annualfinancial reviewwewill continueto reviewa sampleofthe
CIAC quotationspreparedin 1999, includingthe administrativeprocessesto ensurethe
Companyis in compliancewith theBoardOrder.
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‘I Appendix AC ReviewFindingsRequiringFollow-up

Thefollowing is alist ofitemsrelatedto ourobservations/findingsduringourreview

which requirefollow-up or actiononbehalfofthepartiesindicated.

NewfoundlandandLabradorHydro

• Submitits newSystemofAccountsto theBoardfor formal reviewandapproval.
(Ref. Pg.3).

• Investigateusingcalculationoffull time equivalent(FTh)positionsfor purposesof
analyzingstaffinglevels. (Ref. Pg. 13).

Grant Thornton LLP

• Follow-up on 1998costcontrol/productivityinitiatives duringour 1999annual
review. (Ref.Pgs.29-31).

• During theannualfinancial review for 1999,reviewexpensecategoriesfor increasing
trends(eg.building rentalsandmaintenance,professionalservices).
(Ref. Pgs.17-18).

• During theannualfinancial reviewfor 1999, reviewasampleoftheCIAC quotations
preparedin 1999,includingtheadministrativeprocessesto ensuretheCompanyis in
compliancewith BoardOrderP.U. 4 (1997-98).

GrantThorntonS



BoardofCommissionersofPublic Utilities
NewfoundlandandLabradorHydro 1998Annual Review

NewfoundlandandLabradorHydro
Balance Sheet

(Excluding CF(L)Co., LCDC and Contributed Capital - Muskrat Falls)

(OOO)’s

ASSETS
Fixedassets
Currentassets
Ratestabilizationplan
Long-termreceivable
Deferredcharges

Total assets

LIABILITIES AND
SHAREHOLDER’S EQUITY
Long-termdebt
Currentliabilities

Accountspayable
Dueto affiliates
Promissorynotes
Long-termdebtwithin oneyear

Unrealizedforeignexchangelossprovision

Shareholder’s equity
Retainedearnings

Total liabilities andequity

1998 1997 1996

$1,234,963 $1,237,986 $1,239,375
113,363 93,924 89,403
31,744 28,259 22,442

229
111,128 109,520 115,419

$1,491,198 $1,469,689 $1,466,868

$ 918,927 $ 793,901 $914,726

71,628 62,809 57,926
4,041 3,071 6,562

83,665 209,896 74,085
87,127 114,459 147,569

246,461 390,235 286,142

7,000 6,000 5,000

318,810 279,553 261,000

$1,491,198 $1,469,689 $1,466,868

GrantThorntonS
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Newfoundland and Labrador Hydro Schedule2
Statementsof Earnings and RetainedEarnings
(Excluding CF(L)Co., LCDC and Contributed Capital - Muskrat Falls)

(OOO)’s

Revenue

Expenses
Fuels
Powerpurchased
Othercosts
Depreciation
Interest

Netearnings

Retainedearnings,beginningofyear

Netearnings

Dividends

Retainedearnings,endofyear

1998 1997 1996

$ 304,196 $ 292,658 $ 287,761

26,880 43,900 41,683
13,472 5,692 5,225
81,729 75,400 79,027
32,072 29,880 28,639
98,786 106,876 113,062

252,939 261,748 267,636

$ 51,257 $ 30,910 $ 20,125

$ 279,553 $ 261,000 $ 250,563

51,257 30,910 20,125

(12,000) (12,357) (9,688)

$ 318,810 $ 279,553 $ 261,000

L
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¾ Newfoundland and Labrador Hydro

Reconciliation ofNet Incometo RevenueRequirementI 1996 to 1998
(OOO)’s

Depreciation

Fuel

Powerpurchased

1998 1997 1996

Financial Revenue Financial Revenue Financial Revenue

Statement j Adjust. Require. Statement Adjust. Require. Statement j Adjust. Require.

S •32,072 $ 771 S 32,843 S 29,880 S 806 S 30,686 S 28,639 S 662 5 29,301

26.880 26,880 43,900

13,472 (3,786) 9,686 5,692

Othercosts
Salaries

Systemequip.maini.
Insurance
Transportation
Officesupplies
Bldg.rentalsandmaint.
Professionalservices

Travel

Equipmentrentals
Miscellaneous
Loss ondisposal
Amortizationofstudies

andsoftware

Customercosts
Sub-total

Allocations
Other

1-lydrocapitalized
C.F.(L)Co.

Sub-total
Total

Interest

Margin

Revenuerequirement

54,960

11,325

1,056
3,642

2,715

3,226

3,398
2,211

2,000
5,927

1,137

(56) 54,904
(2) 11,323

1,056

(1) 3,641

2,715

3,226

3,398
2,21]

2,000.
215 6,142

1,137

771 (771)

332 (332)

92,700 (947) 91,753

(44) 44
(8,667) (8,667)

(2,260) (2,260)
(10,971) 44 (10,927)

81,729 (903) 80,826

98,786 98.786

51,257 (26,253) 25,004

5304,196 (530,171) 5274,025

51,905

11,511
1,224

3,177
2,716

2,210
2,883

2,006
1,531
3,752

691

(42) 51,863

(5) 11,506

1,224

3,177

2,716
2,210

(256) 2,627

(49) 1,957

(1) 1,530
168 3,920

691

806 (806)

298 (298)

84,710 (1,289) 83,421

(42) 42

(6,897) (6,897)
(2,372) (2,372)

• (9,311) 42 (9,269)

• 75,399 (1,247) 74,152

106.876 106,876

30,910 441 31.351

$292,657 $292,657

56,792
10,303

1,169
3,513

2,842

1,931
2,391

1,874
1,742

4,279
(110)

(68) 56,724
(9) 10,294

1,169

3,513
2,842

(1) 1,930
(61) 2,330

1,874
(2) • 1,740

(265) 4.014

(110)

662 (662)
225 (225)

87,613. (1,293) 86,320

(65) 65
(6,074) (6,074)
(2,447) (2,447)

(8,586) 65 (8,521)
79,027 (1,228) 77,799

113,062 113.062

20,127 566 20,693

$287,763 $287,763

GrantThorntonS
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Newfoundland and Labrador

1 HydraComparison of Total Cost of Energy to kWh Sold and Used
(OOD)’s

Year
kWh sold
and used

Purchased Other Total Cost
Depreciation Fuel Power Costs Interest Margin of Energy

Cost per
kWh

1996
1997
1998

6,589,000
6,784,000
6,254,000

$ 29,301 $ 41,683 $ 5,225 $ 77,799 $ 113,062 S 20,693 S 287,763
$ 30,686 S 43,900 5 5,692 $ 74,152 $ 106,876 $ 31,351 $ 292,657
S 32,843 $ 26,880 $ 9,686 5 80,826 $ 98,786 S 25,004 $ 274,025

S 0.0437
$ 0.0431
S 0.0438

Schedule4A
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Newfoundland and Labrador Hydro
Comparison of Costs as a Percentage of kWh Sold and Used

- — — —

Schedule4B

kWh sold and used

Depreciation
Fuel
Power purchased
Other costs
Interest
Margin

Total

Cost Cost per kWh % of Total Cost Cost perkWh % of Total Cost Cost per kWh % of Total

$ 29,301 0.004 10.18% $ 30,686 0.005 10.49% $ 32,843 0.005 11.99%

41,683 0.006 14.49% 43,900 0.006 15.00% 26,880 0.004 9.81%

5,225 0.001 1.82% 5,692 0.001 1.94% 9,686 0.002 3.53%
77,799 0.012 27.04% 74,152 0.011 25.34% 80,826 0.013 29.50%

113,062 0.017 39.29% 106,876 0.016 36.52% 98,786 0.016 36.05%
20,693

$~287,763

0.003

~PO.,044~

7.19%

—
~100.00%

31,351

$‘~292,65~-

0.005 10.71%

~1~O~00%

25,004

$i~74,025

0.004 9.12%

$ ~ 0.043 ~

6,589,000 6,784,000 6,254,000



Newfoundland and Labrador Hydro
Comparison of Costs as a Percentage of kWh Sold and Used

Depreciation
10%

Power
purchased

2%

1997
Margin Depreciation
11% 10%

Fuel
15%

Power
purchased

2%

Other costs
25%

1996
Margin

7%

Interee
40%

Other costs
27%
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Newfoundland and Labrador Hydro
Comparison of Other Costs by Breakdown

1996 to 1998

kWh sold and used

Salaries

kWh sold and used

System equip. maint.
Insurance
Transportation
Office supplies
Bldg. rentals and maint.
Professional services
Travel
Equipment rentals
Miscellaneous
Loss on disposal
Total

6.589.000 6.784.000 6.254.000

—

—

—

—

—

—

—

—

—

—

—

—

—

—

—

—

Cost Costper kWh 1% of Total Cost CostperkWh jUl. of Total Cost I Costper kWh I¶’. of Total

$ 56,724 I 0.00861j 100.00% $ 51,8631 0.00764I 100.00% $ 54,904 1 0.00878I 100.00%

6,589.000 6,784,000 6,254.000
Cost Costper kWh % of Total Cost Costper kWh % of Total Cost Cost perkWh % of Total

$ 10,294

1.169
3,513
2,842
1,930
2,330
1,874
1,740
4,014
(110)

0.00156

0.00018
0.00053
0.00043
0.00029
0.00035
0.00028
0.00026
0.00061

(0.00002)

34.78%

3.95%
11.87%
9.60%
6.52%
7.87%
6.33%
5.88%

13.58%
-0.37%

$ 11,506

1,224
3,177
2,716
2,210
2,627
1,957
1,530
3,920

691

0.00170

0.00018
0.00047
0.00040
0.00033
0.00039
0.00028
0.00023
0.00058
0.00010

36.48%

3.88%
10.07%
8.61%
7.00%
8.32%
6.20%
4.85%

12.42%
2.19%

$ 11,323

1,056
3,641
2,715
3,226
3.398
2,211
2,000
6,142
1,137

0.00181

0.00017
0.00058
0.00043
0.00052
0.00054
0.00035
0.00032
0.00096
0.00018

30.73%

2.87%
9.88%
7.37%
8.75%
9.22%
6.00%
6.43%

16.87%
3.09%

S 29,598 $ 0.00449 .100.00% $ 31,558 $ 0.00465 100.00% $~ 38849 $‘ 0.00589 100.00%

Grand Total $ 88,320 I $ 0.01310I 100.00%l $ 83,421 I $ 0.01230[ 100.00%I $ 01,753I 0.01487I 100.00%l
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Breakdown of Other Costs (salaries
excluded) per kWh

I — .—...———.——. ——

1~•II

1~

I.1111111.
1996 1997 1998

Years

—.-- System equip. maint.

—U—Insurance

—h—-Transportation

—n— Office supplies

—a— Bldg. rentals and maint.

—.-— Professional services

—u—Travel

— Equipment rentals

— Miscellaneous

---o--Loss on disposal
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0

Salaries per kWh

1997

—.- Salaries

1998

Years

$0.01000

$0.00950

$0.00900
$0.0085o
$0.00800

$0.00750
$0.00700
$O.0065o
$0.00600

$O.00550

$0.00500
1996
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Newfoundlandand Labrador Hydro
RateStabiliziftion Plan Summary
1996to 1998

(000)’s

Balance,beginningofyear

Watervariation
Loadvariation
Fuel variation
Recovery
Rural rate alteration
Labradorinterconnected

Netchange

$ (967) $
3,435

12,068
(11,228)

122
(169)

$ 3.261 $

Balance, end ofyear

Watervariation
Load variation
Fuelvariation
Recovery
Ruralratealteration
Labradorinterconnected

Balance,endofyear

Currentreceivable
Long-termreceivable

$41,378 $30,162

Schedule5

$59
142
732

$41,378 $30,162 $12,916

17,889
(549)

(19,009)
4,965

(92)
26

3,230

(11)
(5)

917 $

16,981
3,028

(6,209)
(6,263)

19
(148)

7,408

9,331
(1,129)
4,887

(1,400)
(546)

73
11,216

9,807
1,843
1,581
4,115
(173)

73
17,246

$48,786

$216,922
(3,094)

(218,695)
54,518
(1,013)

148

$48,786

$17,042
31,744

$48,786

GrantThorntonS
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Newfoundland and Labrador Hydro
Amortization of Studiesand Software
1996 to 1998

Reviewof GraniteLakeandIslandPond
Miscellaneous

GraniteCanalEnvironmentalAssessment
ParadiseRiver RegulationStructure- Pre-engineering
StackTesting- Holyrood
Biological Monitoring - Holyrood
DesignReview - T/L # 202 & 206
Island PondDevelopmentStudy
HydroRural:

Miscellaneous
Heating,Ventilation, Lighting andNoiseStudy
Nain MonitoringStudies
RoddickionThermalStudy

ComputerSoftware:
UpgradeElectronicMail System

IntegratedResourcePlanningModel
LAN MainframeBackupSoftware
ComputerizedInventorySystem
HumanResourcesManagementSystem
DevelopmentTools and Software
ProfsElectronicMail Software

Rural Customer Service System

Replacementof CPU

Miscellaneous

Schedule6

1998 1997 1996

$25,687 $29,980
20,993 21,599 $28,608
38,616 23,275 24,767
17,479 17,479 17,479

35,034 35,920 35,920
8,674 10,589 10,589

20,310 20,366 20,366
67,026

7,974 12,258 21,396
9,415 15,260 20,372

11,109 12,634 12,634
14,819 16,850

14,825

39,768 46,414
16,150 16,195 16,195

55,001 66,037
453,786 179,755

7,577 22,251
6,230 14,301

68,092

10,174
4,880 6,989 9,452

$270,914 $806,371 $662,264

GrantThorntonS
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Introduction

This reportto theBoardofCommissionersofPublicUtilities (“the Board”)presentsour
observations,findingsandrecommendationswith respectto our 1999AnnualReviewof
NewfoundlandandLabradorHydro (“the Company”)(”Hydro”).

ScopeandLimitations

Our analysiswascarriedout in accordancewith thefollowing TermsofReference:

ExamineHydro’s accountingsystemand codeofaccountsto ensurethat it can
provideinformationsufficient to meetthereportingrequirementsoftheBoard.

2. Calculatethereturnon ratebase,returnon equity, capitalstructureandinterest
coverageratio.

3. Conductan examinationof operationsandadministrationexpenses,fuels,power
purchased,depreciation,andinterestto assesstheir reasonablenessandprudence
in relationto salesofpowerand energy. The examinationoftheforegoingwill
include,but is not limited to, thefollowing:

salariesandbenefits,
systemequipmentmaintenance,
insurance(includingdirector’sliability),
transportation,
buildingrentalandmaintenance,
professionalservices,
miscellaneous,
capitalizedexpenses,
intercompanycharges,
office expensesandmembershipfees,
equipmentalrentals
fuels,

a)
b)
c)
d)
e)
f)
g)
h)
i)
j)
k)
I)
m) powerpurchased,
n) depreciation,
o) interest.

4. Verify 1-lydro’s reconciliationofNet incometo RevenueRequirementfor 1999.
Reviewandassessthereasonablenessofadjustmentsin thecalculationof revenue
requirement.

I
I

GrantThorntonS I
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5. ReviewHydro’sratesofdepreciationandassesstheircompliancewith the1986
PeatMarwick DepreciationPolicyStudy.Assessreasonablenessofdepreciation
expense.

6. Conductan examinationofthechangesto theRateStabilizationPlanto assess
compliancewith Boarddirectives.

7. Conductan examinationofthechangesto deferredchargesandassesstheir

reasonablenessandprudencein relationto salesofpowerand energy.

8. ReviewMinutesof BoardofDirector’sandManagementCommitteemeetings.

9. Review1-lydro’s initiativesandeffortswith respectto productivity improvements,
rationalizationofoperationsandexpenditurereductions.Obtainupdateon current
activitiesandinquireasto anyfuture initiatives currentlybeingevaluated.

10. Reviewa sampleof Contributionin Aid ofConstruction(CIAC) calculationsfor
accuracyandcompliancewith approvedpolicy.

II. Reviewandprovidecommentarywith respectto Hydro’s processfor forecasting
capitalexpenditures.

12. Preparea comparisonofthebudgetedfiguresto theactualresultsfor operating
expenses.We will preparethiscomparisonfor the 1998 and1999 fiscal years,
andprovidecommentsasto theaccuracyofHydro’s Budgetingprocess.

Thenatureandextentof theprocedureswhich we performedin ourreviewvariedfor
eachoftheitemsin theTermsofReference.In general,our procedureswerecomprised
of:

• enquiryandanalyticalprocedureswith respectto financial information
includedin theCompany’srecords;

• examining,on a testbasiswhereappropriate,documentationsupporting
amountsincludedin Company’srecords;and,

• assessingtheCompany’scompliancewith Boarddirectives.

The proceduresundertakenin thecourseofour financial reviewdo notconstitutean audit
ofHydro’s financial informationandconsequently,we do not expressan opinionon the
financial informationasprovidedby Hydro.

The financial statementsoftheCompanyfor theyearendedDecember31, 1999have
beenauditedby ErnstandYoungLLP, CharteredAccountants,who haveexpressedtheir
opinionon thefairnessofthe statementsin their reportdatedFebruary18, 2000.In the
courseof completingour procedureswehave,in certaincircumstances,referredto the
auditedfinancial statementsandthehistorical financial informationcontainedtherein.

GrantThorntonS 2
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AccountingSystemandCodeof Accounts

Scope: Examine Hydro’s accountingsyslemandcodeofaccountsVO ensurethat it
canprovideinformation sufficient to meetthe reportingrequirementsofthe
Boari

Section58 ofthePublic UtilitiesAct statesthattheBoardmayprescribetheform ofall
books,accounts,papersandrecordsto be keptby Hydro andthatHydro shallcomply
with all suchdirectionsoftheBoard.

During 1998Hydro implementedits newaccountingsystem.J.D.Edwards.Thisnew
systemresultedin a newchartof accounts.and severalchangesin anumberofthe
accountgroupings

.

The objectiveofourreview ofHydro’s accountingsystemandcodeofaccountswasto
ensurethat it canprovideinformationsufficient to meetthereportingrequirementsofthe
Board. We haveobservedthat theCompanyhasin placea well-structured

,

comprehensivesystemofaccour1t~~rndor~nization / reportingstructure.Hydrowasable
to meetall our requestsfor informationandreportson a timely basisduringourAnnual
Review.

Jn regards to Section58 of thePublic UtilitiesAct, wehavereceivedcorrespondence
from the Board dated July 31, 2000 indicating that Hydro hassubmitted their code
of accountsthat was in effect for 1999. Hydro’s systemof accountsprovides
adequateflexibility to allow theCompany to meet its own and the Board’s reporting
requirements.

GrantThorntonS 3
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Returnon RateBaseandEquity,interestCoverageandCapital
Structure
Scope: Calculatethereturn on rate base,return on equity,capital structureand

interestcoverageratio.

Return on RateBase

We havecalculatedthereturn on ratebasefor 1999at 7.32%ascomparedto 9.90%for
1998 and 10.94%for 1997. Detailswith respectto thecalculationofaverageratebase
andreturnon ratebaseareasfollows~

(000)’s

Plantinvestment

Less:Accumulateddepreciation

CIAC’s

Balancepreviousyear

Average

Cashworking capitalallowance

Materialsandsupplies

Averageratebase

Net income(asadjusted

perSchedule3)

Hydro net interestexpense

Adjustednetincome

Return on rate base

LI2~IZ
$ 1,640,900

(351,700)

(89,800)

1,199,400

1,218,700

1,209,050

2,400
35,950

$ 1,247,400

$ (1,886)

93,180

$ 91,294

7.32%

EII2FIII
$ 1,637,600

(328,400)

(90,500)

1,218,700

1,228,000

1,223,350

2,100
25,330

$ 1,250,780

$ 25,004

98,800

$ 123,804

9.90%

EZi~iIZ
$ 1,616,700

(299,300)

(89,400)

1,228,000

1,235,700

1,231,850

2,100

30,100

$ 1,264,050

$ 31,351

106,900

$ 138,251

10.94%

In February2000,theBoard issuedP.U.5 (2000 - 2001)authorizingHydro to abandon
thewoodchipfired thermalgeneratingstationlocatedin Roddickton. This resultedin a
write-downofcapital assetsof$16.7million, which Hydrohasreflectedin the 1999
financialstatements.Thereturnon ratebasewould be 8.66%excludingthiswrite-down
of capitalassets.

The abovecalculationalsoexcludestheprofit contributionofapproximately$33.7
million from theHydro Quebecrecall. The returnon ratebasewould be 10.0%(1998 -

11.98%)if thisprofit contributionwasincludedin theregulatednetincome. Adjusting
1999 for both thecapitalassetwrite-downandthe profit from Hydro Quebecrecall
would resultin areturnof11.4%.

GrantThorntonS 4
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We have calculatedthe averagerate basefor Hydro using themethodologyand
criteria employed by Newfoundland Power Inc. As noted in our previous reports, it
is obviousthatat thefirst ratehearingunderthe new regulatory processthe rate
baseofHydro will have to be formally defined and approved by theBoard.
However, until the rate baseis fixed and approved,utilization of the above
methodologyand criteria provides a reasonableindication of the return on rate base
achievedby Hydro.

Return on Equity

Thereturnon equityfor 1999hasbeencalculatedat (.65%)as follows:

Shareholder’s equity

1999 S 290,680

1998 S 292.650 S 292,650

1997 279,500 S 279,500

1996 261,000

Averageequity 5 291,665 S 286,075 S 270,250

Net income (asadjusted
per Schedule3) S (1,886) S 25,004 S 31,351

Return on equity -0.65% 8.74% 31.60%

As previouslynotedin the report,thenet incomeindicatedaboveincludesawrite-down
ofcapitalassetsof$16.7million. Thereturnon equitywould be4.93%if this transaction
wasnormalizedin thenet incomecalculation.

Theabovecalculationalsoexcludestheprofit contributionfrom theHydro Quebecrecall
ofapproximately$33.7million in 1999and$26.1 million for 1998. Thereturnon equity
would be 10.08%for 1999 and 17.08%for 1998 if theseprofit contributionswere
includedin the 1999and 1998net incomerespectively.Adjusting 1999for boththe
capitalassetwrite-downandtheprofit from Hydro Quebecrecallwould resultin areturn
onequity of 15.37%.

The shareholder’sequityofHydrohasbeenadjustedto eliminatetheportion ofthe
equityofHydro, which is attributableto subsidiary/non-regulatedoperations.These
adjustmentsto Hydro’s equityareasfollows:

GrantThorntonS 5
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L3~IZ LZ~EI1 EZEZ
Equitypernon-consolidatedfinancial statements S 626,280 5 591,650 S 538,800

Less:Contibutedcapital
- Lower Churchill Development

• MuskratFalls Project

Sharecapital issuedto finance
investmentin CF(L)Co.

Net retainedearningsattributableto CF(L)Co.
(incomerecordedminusdividendsflowedthrough
to ~overnnient)

Netretained~amingsattributableto the

saleof recallpowerto Hydro Quebec
(incomerecordedminusallocationofdividends)

“RegulatedEquity’

(47,800)

S 290,680

(26,100)

S 292,650 S 279,500

Theadjustmentto regulatedequity relatingto thenetretainedearningsattributableto the
saleofrecallpowerto Hydro Quebecis reducedby thedivideridgpaidduring thecurrent
y~r. We believeit is reasonableto applythedividendsin this mannerdueto the
Companyexperiencinga “regulated”loss in 1999. Consequently,it is assumedthe
dividendswouldbepaidfrom thenon-regulatedincomeearnedduring theyear.

Overall, theabovecalculationsprovidea reasonableindication ofthe rate of return
on equity achievedby Hydro during the year.

Interest Coverage

Interestcoveragefor 1999hasbeencalculatedat 1.33timesasfollows:

(000’s) LII~.~IiI]
Total interest

Less: CF(L)Co

Hydro net interest

Less:
Add:

$ 94,288
(1,109)

93,179

Guaranteefee
InterestearnedandIDC

Powerbills
RSP
Sinking funds
‘DC

Grossinterest

(10,849)

85
3,217
8,689
1,984

EZ~Z
$ 100,682

(1.896)

98,786

(11,153)

250
4,150

28,269
428

S 96.305

z~z
$ 109,636

(2,760)

106,876

(10,745)

268
3,342

32,172
391

L4~2~4

Net income(perSchedule3)

Grossinterest

Adjustedincome

31,715

96,305

S 128.020

$ 51,257

120.730

S 171.987

5 30,910
132,304

5 163.214

Interest Coverage

GrantThorntonS

(000’s)

(15,400)
(2,200)

(22,500)

(247,700)

(15,400)
(2,200)

(22,500)

(232,800)

(15,400)
(2,200)

(22,500)

(219,200)

1.33 1.42 1.23
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The grossinterestcostsdeclinedin 1999ascomparedto 1998 asaresultof lower
averageinterestratesandnetdebtretirement,while net incomedecreaseddespitethenet
increaseofprofit from Hydro Quebecrecallof$7.6million over 1998. The decreasein
net incomeis largelyattributedto thewrite-downofthewoodchip-firedthermal
generatingstationin Roddicktonfor $16.7million.

Interestcoveragehasbeencalculatedat 1.50 timeswhenthewrite-downof the
generatingstationis excludedfrom net income,and 1.15timeswhentheprofit
contributionfrom theHydro Quebecrecall is alsoexcludedfrom net income

.

The Company’s interest coverageappearsreasonableand comparable to prior
years,considering that thewrite-down ofthe generatingstation at Roddicton is a
non-recurring item.

Capital Structure

The capitalstructureofHydro, excludingits subsidiarycompanies,canbe determined

from Schedule1. For theyears1997 to 1999, thecapitalstructurewasasfollows:
(000)’s .1999 1997

Debt $ 1,134,332 77.0% $ 1,165,400 78.5% $ 1,184,100 80.9%

~ Equity 338,525 23.0% 318,800 21.5% 279,500 19.1%

$ 1,472,857 $ 1,484,200 $ 1,463,600

For the 1999 fiscal yearHydro declaredandpaid dividendstotaling$17 million to the
provincial governmentwhich includeda $5 million dividendbasedon apartial flow
throughofCF(L)Co revenue.Thedividendpolicy approvedby theBoardofDirectorsof
Hydro in November,1995providesfor thepaymentofdividendsannuallyup to 75%of
netoperatingincomeprovidedsuchpaymentwill notcausethedebt:equityratio to fall
below80:20. In addition,thepolicy providesfor thepaymentannuallyof all dividends
receivedfrom CF(L)Co afierpaymentofdebtservicing(including $1 million principal)
associatedwith theCF(L)Co loan. The actualdividendspaidwerewell within thepolicy
approvedby theBoardofDirectorsof Hydro.

Also in 1999,Hydro retiredtwo bondissuestotalling $105million with interestrates
rangingbetween10%to 13.375%.

In comparisonto 1998and 1997,Hydro’s debt:equityratio still continuesto
improve. This improvementcanbeattributedto thehigherequity level at theend
of1999,which resultsprimarily from the increasein earnings relating to theHydro
QuebecRecalland thenetreductionin debtofapproximately$31 million.
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OtherCosts

Scope: Conductan examinationofoperationsandadministrationexpenses,fuels,
powerpurchased,depreciation,andinterestto assesstheir reasonableness•
andprudencein relation to salesofpowerandenergy.

Schedule3 ofour reportprovidesabreakdownof othercostsfor theyears1997to 1999.
This scheduleshowsthatthetotal othercosts(beforetransfersto capital andcost
recoveries)haveincreasedin 1999relativeto 1998by $4.045million ($95,798,000-

$91,753,000).This 4.4%increasein 1999 is a continuationoftheupwardtrend,which
beganin 1998.

On a netbasis,othercostsshowa similar trend with an increasein 1999relativeto 1998
of $4.3million ($85,152000- $80,826,000).The additionalincreaseon anetbasisis
largelyattributableto the lowertransfersto capitalin 1999ascomparedto 1998.

Themostsignificantexpensevariancesin 1999relateto an increasein salariesof$2.2
million andsystemequipmentmaintenanceof$3.6 million. Thesalaryincreaseis a
resultofthreemain factors: I) a generalscaleincreaseof2%for unionandnon-union
employees;2) backfilling vacantpositionsin theProductionandtheTransmissionand
RuralOperationsdivisions;and3) extramaintenancerequiredat theHolyroodThermal

• plant. Thisadditionalmaintenancework at ThermalHolyroodis alsoa largecontributor
to the$3.6million increasein systemequipmentmaintenance.In 1999majorandminor
overhaulson thermalunits 1,2 and3 increasedmaintenancecostsby approximately$2.8
~iiiion. Theremainingincreaseresultedfrom additional Hydro Generationwork at Cat
Ann.

Schedule4 ofourreportprovidesan analysisoftheothercostson akWh’s soldbasisfor
theyears1995 to 1999. This scheduleindicatesthatthetotal othercostsperkWh has
continuedits upwardtrend,which beganin 1998.

On an individual basis,the variousexpensecategoriesin othercostsshowedinconsistent
trendsin 1999; severalcategoriesshowedincreases,while othersshoweddecreases.
Schedule3 providesthedetailsonexpensesfor theperiod 1997 to 1999. Wehave•
reviewedthe variousexpensecategorieson an individual basisandourobservationsand
commentsarenotedbelowfor yourconsideration.
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Salariesand benefits

Grosspayroll costsfor 1999were$57,127,000,which was3.9%,or$2.2 million higher
than 1998 levels. The salarygroupingsfor 1997havebeenrestatedto reflect Hydro’s
codeofaccountsundertheoperationof its newcomputersystem. The salariesand
benefitscostsaresummarizedbelowby category:

(000)’s

Salaries
Terminationpay
Directorsfees
Hourly wages
Overtime
Fringebenefits
Groupinsurance
Labradortravel benefit

1999 1998 1997

S 40,503 $ 39,386 $ 38,483
2

77
5,727
3,946

5,514
1,289

71

108
4,681
4,074
5,437
1,200

74

102
4,178
2,837
4,849
1,382

72

$ 57,127 $ 54,960 $ 51,905

While salariesandbenefitscostsincreased3.90/0overall, the increasein theregular
salariescategorywassomev~atlessat 2.8%for 1999. Thebreakdownofsalaries
only by division is asfollow5:

(000)’s

Finance
Humanresourcesandlegal
Transmissionandruraloperations(TRO)
Production
Internalaudit
Management

1999

S 3,894
2,857

17,227
15,057

207
1,261

$ 40,503

1998

$ 5,261
2,990

17,360
12,720

194
861

$ 39,386

1997

$ 4,953
2,880

17,389
12,256

208
797

$ 38,483
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In orderto facilitatethereviewofvariancesin payroll costs,it is importantto look at the
breakdownofthesecostsbetweenoperatingand capital. in termsofthisbreakdownit
shouldbenotedthatwith theintroductionofa newcomputersystemandcodeof
accountsin 1998.thecapitalizedexpensefor non-departmentaloverheadisnow grouped
with capitalizedsalaries.Forcomparativepurposes,1997 figureshavebeenrestatedto
reflectthis change.The grosspayroll costsfor 1997 to 1999areallocatedto operations
andcapitalasfollows:

(000)’s 1999 1998 1997

Payrollchargedto operating S 48,954 $ 46,765 $ 45,494

Payrollchargedto capital 8,173 8,195 6,411

S 57,127 S 54,960 $ 51,905

Payroll costschargedto operatingin 1999 increasedby $2.2million or4.7%. This
increaseis primarily attributableto the following major items:

• Backfilling vacantpositionsin theProductionandtheTransmissionandRural
Operationsdivisionsresultedin increasesto permanentsalariesandhourly wages.

• A generalscaleincreaseof2% wasprovidedto all unionandnon-unionworkersand
ManagementCommitteein 1999.

• During 1999,extramaintenancerequirementsin theHydro GenerationandThermal
GeneraldepartmentsoftheProductiondivisionresultedin increasesto hourly wages.

• Theincreasein salarycostsfor theManagementdivision is dueto afull yearsalary
for theVice PresidentoftheLower ChurchillRiverProjectandthecreationofthe
newposition, Director - ProductionDivision. Also, during 1999,therewasa
reclassificationrelatingto theExecutiveAssistantswhich resultedin an increasefor
this group.

The decreasein salarycostsrelatingto theFinancedivision andtheincreasein the
productiondivision is mainly theresultofthe transferoftheMIS groupfrom Financeto
Production.This groupconsistedof40 employeesattheendof 1998andthe salarycosts
for this groupin 1998wasapproximately$1.48million.

The payroll costschargedto capital decreasedslightly in 1999ascomparedto 1998.
Capitalizedsalariesaremadeup ofmorethan 20 separateprojects,however4 ofthese
projectsrepresentapproximately53%oftotal salarycosts. Theseprojectsinclude
Project2000,theLower Churchill River Project,UpgradingWork on TL217and Service
ExtensionsandUpgradingin theCentralRegion. Project2000includesthe
implementationandconversionto anewintegratedsuiteofsoftwareproducts(J.D.
Edwards).Similar to I 99,7and 1998,thisnewsoftwarepackagerequireda significant
amountoftime in implementationandtraining,which waschargedto thecapitalproject.
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TheLowerChurchill RiverProjectrefersto thenegotiationswith Hydro Quebecrelating
to hydroelectricdevelopmenton theLower Churchill River in Labrador.All costs
associatedwith thesenegotiationsarecapitalizedandreimbursedby theProvincial
Government.Upgradingandserviceextensionsincludestheerectionofnewpoles,
upgradingexistingtransmissionline andprovidingservicesto newcustomers.

Executivesa]ariesfor theyears1996 to 1999areasfollows:

1999 1998 1997 1996

Total executivesalariesandbenef,ts S 818.139 $ 770.999 ~J~A2.4 ~~g~747

Numberofexecutives 5 5 5 6

Averagesalary S 163.625 ~ S 144.495 L~22i

Thetotal executivesalariesandbenefitsandtheaveragesalaryperexecutiveincreased
by 6.1%in 1999in comparisonto 1998.

TheCompensationCommitteerecommendedsalaryincreasesfor thePresidentand Vice-
Presidentsconsistentwith the increaseprovidedfor non-unionstaff. Theyalsoapproved
stepprogressionfor thosewho werenotat theirjob rate.Salaryadjustmentswere
effectiveJanuary1, 1999following an evaluationoftheirperformance.

During1998, anewVice-Presidentfor theLower Churchill RiverProjectwashired.
ThisVice-Presidentis paidby Hydro buthis salaryis charged100%to theprojectand
thereforerecoveredthroughcapitalizedexpenses.The salaryfor thisVice-Presidentis
not includedin thetotal executivesalariesandbenefitsashedoesnotparticipatein the
regulardutiesofthe Hydro ManagementCommittee.
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Thestaffcomplementfor 1997to 1999 is asfollows:

1998

Production

TRO

Finance

Internal audit
Management
Human resourcesandlegal

320

412
as
4

9

278

406
121

4
9

71 71

901 889

The figuresaboveincludeboth filled andvacantpositions.A similaranalysisof
filled positionsonly is asfollows:

312 271
383 395

81 118

Production
TRO

Finance
internal audit
Management
Human resources and legal

4 4

275
407
121

4
9 9 8

70 71 72

859 868 887

Theabovetablesreflectstaffingnumbersasat theendofthefiscal year. Hydro did not
calculateandreport full time equivalent(FTE) positionson an annualbasisin 1999.
UsingFTh’s is a moreaccurateandmeaningfulmeasurefor analyzingstaff levels.

We wereinformedby the Boardon July 31, 2000that Hydro hasdevelopeda systemto
reportFTE positionsandthis will be includedin their reportsto theBoard in 2000and
future years.

Thesignificantvariancesin thestaffcomplementrelateto theFinanceandProduction
divisions. As previouslyindicatedin thereport,this is mainlydueto thetransferofthe
MIS group.

Thefollowing is a scheduleoftheaveragenumberoftemporaryemployeeson staff for
1997to 1999. Themonthly numbersweretakenat theend ofeachparticularmonth.

277

420
123

4
8

72

904
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IZ~EI ~ 1997

94January

February

March
April

May
June
July

August
September
October
November

December

Monthly average

84
93 131

115 . 107

134 140
168 141

240 236
231 248
235 199
207 195

183 155
150 162
100 99

E LIZ~

Basedon the results of our procedures,nothing has cometo our attention to indicate
that the salary ~nd benefit costsar~ not prudent or unreasonablein relation to sales
of power and energy.

40
61
88

.104
125

205

236
189
178
168
129

67

132.5
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Systemequipment maintenance

In 1999, systemequipmentmaintenancecostsincreasedfrom 1998levelsby $3,632,000
or 32.1%. Thisincreasewasmainly dueto thehighercostsof $2,881,000at the
HolyroodThermalPlantand $1,017,000in Hydro Generation.Theseincreaseswere
partiallyoffsetby decreasedcostsoverall in rural operationof$279,000.Other
miscellaneousvariancesamountedto a net increaseof$13,000.

Thecostsfor 1997to 1999for thesystemequipmentmaintenanceportionof thisexpense
only (excludingtools andequipment,freightand lubricants,gasesand chemicals)are
brokendownby departmentasfollows:

1999 1998 1997

Transmissionand rural operations
Production
Other

8 4,497 $ 4,776 $ 3,766
9,544 5,577 6,572

9 8 7

$ 14,050 $ 10,361 $ 10,345

Theincreasein maintenancecostsfor hvdrogenerationis relatedto thetunnelandvalve
remediationwork andreplacementoftipJap2Ltb~&atAnn andj~pperSalmonhvdro
plants. Thecostsrelatingto theseprojectswereapproximately$785,000and $290,000
respectively.

TheHolyroodthermalplant costsareasfollows:

(O0O)’s 1999 1998 1997

Unit # 1 overhaul
Unit # 2 overhaul
Unit # 3 overhaul
Annualroutinemaintenance
Asbestosremoval
Projects

$ 1,428
3,268
1,193
1,522

$ 909
965

1,323
1,333

$ 2,669
1,014

735
1,202

161
____________ 42

$ 7,411 $ 4,530 $ 5,823
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Maintenancecostsat 1-Jolyroodaresubectto a hi h de reeof v i During( overhauls,different areasmaybe found to be in needofmaintenanceandthecostscan
varygreatly.

Basedon informationprovidedby theCompany,Unit # I hada minoroverhaulin 1999
and 1998.Theincreasein costsfor 1999comparedto 1998waslargelydueto thescope
oftheoverhaul. Sincethelastmajoroverhaulperformedon unit onewasin 1997,
increasedmaintenancematerialsandlabourwork wasrequiredto keepthis thermalplant
in goodworking order.Unit #2 hadamajoroverhaulin 1999versusa minoroverhaulin
1998. Thecostdifferentialbetweenaminor andmajoroverhaulonUnit # 2 accountsfor
amajority of thevariancebetween1999and 1998. Unit # 3 hadminor overhaulsdonein
1999, 1998and 1997, howevertheoverhaulfor Unit #3 in 1998alsoincludedcosts
relatingto work performedon thevalvesofapproximately$277,000.

In 1998,extramaintenancerequirementsin theCentralandLabradorregionsof the
provincecontributedto theincreasedcostswithin transmissionandrural operations.
Sincetheextramaintenancerequirementsamountingto over$400,000werenotpartof
theregularroutinemaintenancein theseregions,costsfor 1999decreasedby
approximately$470,000. Thesecostsavingswereslightly offsetby increased
expendituresin theNorthernregionof$190,000dueto majoroverhaulsand otherfuel
systemmaintenanceat variousdieselplantlocations.

While therehave beensignificant variancesin systemequipment maintenancecosts
in comparison to prior years,basedon the resultsof our procedures,nothing has
cometo our attention to indicate that thesecostsare not prudent or unreasonablein
relation to salesof power and energy

.

Insurance (including director’s liability)

Insurancecostsincreasedoverall by $12,000in 1999ascomparedto 1998. This slight
increaseis largelyattributedto arebateHydro receivedfrom their insurersin 1998.

Thisrebatein 1998relatedto theBoiler and Maintenancepolicy, andasa result,the
insuranceexpenserelatingto coverageon theBoiler andMachineryincreasedby
$75,000in 1999. Hydro receivedthis rebateasaresultofexperiencingaperiodwith no
losses.

This increasewaspartially offsetby a decreasein lossadjustmentfeesof $54,000.These
feesdecreaseddueto a reductionin the numberofclaimsfiled by Hydro in 1999
comparedto 1998.

Miscellaneouschangesto otherpremiumspaid in theyearnetto a decreaseof$9,000.

Basedon the results of our procedures,nothing hascometo our attention to indicate
that the insurance costsare not prudent or unreasonablein relation to salesof
powerand energy.
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Transportation

Transportationexpenseis comprisedofaircraftrentals,vehicleexpenses(fuel, labourand
repairs)andmobileequipmentexpenses(fuel, labourandrepairs).This expensecategory
decreasedoverall by $160,000(4.4%)in 1999ascomparedto 1998.Themajority ofthis
decreaseis dueto lower aircraftrentalcostsof $252,000. However,thisdecreasewas
partially offsetby an increasein mobileequipmentrepairsof$120,000.Other
miscellaneousvariancessuchasan increasein vehiclerepairsof$25,000andadecrease
in vehiclerentalsof$53,000nettedto adecreaseof$28,000.

Thecombineddecreasein aircraftandvehiclerentalcostsof$305,000is consistentwith
thedownwardtrendin maintenancecostsincurredby TransmissionandRural
Operations.Most ofthemaintenancework in TRO is completedby internalwork forces
andin mostcasesit involvesHydro’svehicles,aswell astherentalofaircraftwhen
working in remotelocations. Therefore,a decreasein maintenancecostsshouldresultin
a decreasein thetransportationcosts.

Despite,theoverall decreasein transportationexpendituresfor 1999 ascomparedto
1998,thefuel costsfor mobileequipment,which falls underthecategoryfor mobile
equipmentrepairshasrisensteadilydueto increasingfuel prices.

Basedon informationprovidedby Hydro,thetotal numberofvehiclesandmobile
e uipment excl i e /e ui mentheldfor auc on hasonl chan ed sli htl
from 1998 to 1999. In 1998thefleet included362 vehiclesand353 mobileequipment
units in 1999theCompanyhad356 vehiclesand 355 mobileequipmentunits.

Basedon the resultsofour procedures,nothing has cometo our attention to indicate
that the transportation costsare not prudent or unreasonablein relation to salesof
powerand energy.

Office expenses,including membershipfees

Office expensesin 1999(includingheatandlight, telephone,supplies,postage,
advertising,cleaning,office equipmentmaintenance,booksandsubscriptionsand
membershipfees)increasedby $143,000or 5.25%over 1998. Theincreasecanbe
attributedto threemain areasincludinga $96,000increasein telephoneandfax, $67,000
rise in membershipsandduesanda $59,000increasein supplies.This increasewas
partiallyoffsetby a decreasein office equipmentandmaintenanceof$75,000. Various
smallervariancesamountedto anadditionalnetdecreaseof $4,000.

Telephoneandfax costsincreasedin 1999by $96,000over1998mainly dueto increased
usagein thecurrentyear.

Membershipduesincreasedin 1999aftertwo yearsofremainingfairly consistent.These
increaseswerelar el a resultofadditiona
ElectricalAssociation.The costsassociatedwith theseinitiativesaresometimescost
sharedamongthemembersand theCEA.
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Thereis no identifiablecausefor theincreasein suppliesin 1999. Thecostsassociated
with suppliesareoftencyclical dependingon theactivity in thecurrentyearandthe
timing ofpurchases

.

Thedecreasedcostin office equipmentandmaintenancepartially offsetstheincreases
notedabove. Thecomputerequipmentpurchasesrequiredto supportthemanagement
inforni~tion systemsin prioryearswasnot a re-occurringexpensein 1999.

Basedon theresultsofourprocedures,nothinghascometo ourattentionto indicate
that theoffice costs,including membershipfees,arenot prudentor unreasonablein
relationto salesofpowerand energy.

Building rentalandmaintenance

In 1999,building rental andmaintenancecostsdroppedfrom 1998levelsby $329,000.
This decreasein costsis in contrastto the increasingtrendthat hasbeenoccurringsince
1996.Thedecreasecanbeattributedprimarily to a small numberofsignificantproperty
maintenanceprojectsthat occurredin 1998ofapproximately$651,000.However,these
reductionswereoffsetb unbud etedcostsin 1999for soil sam Ii
contami edsoil articularly in theco o e

Basedon the resultsofour procedures,nothing has cometo our attention to indicate
that the building rental and maintenancecostsare not prudent or unreasonablein
relation to salesof powerand energy.

Professionalservices

Professionalservicescostsfor 1999were$3,756,346,whichwas$358,000or 10.5%
higherthan1998 levels.

The increasein professionalfeescanbeattributedto four mainfactors,the most
significantcomponentof this increaserelatesto theinformationsecurityarchitectureand
IT governanceconsultingwork, aswell asthevariousstudiesthatwerecompletedin the
TRO divisionthatwerenot originally includedin the budget. Secondly,additionalcosts
wereincurredin softwareacquisitionandmaintenancewhentheCompanyimplemented
theMicrosoft Suiteofproducts,an initiative thatcostmorethanwasoriginally budgeted
andalsoa decisionwasmadeto maintaintheAmdahlMainframeSystemthroughout
1999whichwasnot includedin the budgetfor this expense.

The final two componentscontributingto therisein professionalservicesrelatedto
consultingwork for ayear2000programreviewandenvironmentaleffectsmonitoring
studies.

In ourreviewwenotedthat theoriginal budgetforprofessionalservicesin 1999was
approximately$3,175,000,whichwas$222,000lower thanthe 1998actualexpenseof
$3,397,500.However,aspreviouslyindicatedthe 1999actualexpensefor professional
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servicesis $3,756,346,whichis $581,000greaterthanbudget. We alsonotedthat the
original budgetincludedapproximately$545,000for ananticipatedratehearingthat did
not occurin 1999. Takingthis item into consideration,therewasapproximately
$1,126,000in non-budgetedorunderbudgetedprojectsincludedin this expensecategory
for 1999.

The componentsofthis increaserelativeto budgetareasfollows:

Professionalservices $ 775,000
Softwareacquisitionandmaintenance

L=LJ~Q

Thereasonsfor this additionalspendingareasdescribedabove.

With respectto the variance in this expensecategory,wehave obtained explanations
and performed additional analysiswhere appropriate. Basedupon the resultsof
our procedures,nothing has cometo our attention to indicate that theprofessional
servicescostsare not prudent or unreasonablein relation to salesof powerand
energy. However,the professionalservicesexpensecategoryhasexhibited a
significant upward trend over the past three years (51% increasefrom 1996to
1999). Considering this trend, a more in-depth review ofthis categorymay be
appropriate for 2000

.

Travel and conferences

In 1999,thetravel and conferenceexpensecategoryincreasedfrom 1998 levelsby
$248,000or 11%. Travel costsincreasedfrom $2.1 million to $2.3 million and
conferencecostsincreasedfrom $99,000to $145,000.

The mostsignificantincreasein travelcostswasnotedin thehumanresourcesandlegal
department,thetravelcostsin this departmentincreasedby approximately$85,000.This
increaseis largely attributableto staffvisiting the variousareaoffices,and areaoffice
stafftravelin to St.John’sto rovide orobtain andassistanceregardingtheJ.D.
Edwardscomputersystem.Anotherlargeincreaseof$64,000occurredin theproduction
departmentdueto additionalsystemequipmentmaintenancerequirementsin Holyrood.

Theincreasedspendingon conferenceswasprimarily attributablein two ofthesix
departmentsat 1-lydro. Increasedspendingin managementof $11,000is attributableto
thedestinationpoint oftheCanadianElectricalAssociation(CEA) annualmeeting.This
meetingwasheld in Vancouverin 1999asopposedto Torontoin 1998.Conferencecosts
for 1999arevery comparableto 1997,thelasttime theCEA annualmeetingwasheldin
Vancouver.Financeis theseconddepartmentto exceed1998conferencecostsby
approximately$35,000. Theseincreasedexpenditureswerereadilyapparentwithin the
customerservicesectionpfthis department.A numberofthecustomerservice
employeesattendedconferencesheld during theyear. Also, morethan30 employees
attendedameterreadersconferenceheldin centralNewfoundland.
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Similar to our 1998findings, wenoted during our review of the travel accountsthat
managementtravel includesseveralpaymentsfor s~ousaltravelcosts. While these
itemsareconsideredappropriateandareacceptedpracticeby Hydro,webelieve
that it is not prudentto includeexpendituresofthis naturein therevenue
requirement.

Equipmentrentals

Equipmentrentalexpensedecreasedby$398,500or (19.9%)in 1999ascomparedto
1998. This decreaseis attributableto a dropin equipmentrentalsof $175,000,a
reductionin computercostsof$142,000anda decreasein telecommunicationcomputer
processingof$81,500.

Thedecreasein equipmentrentalsand computercostsis largelyattributableto non-
recurringcostsin 1998 of:

• telecommunicationrequirementsto increasethebandwidthfrom Newtelto
supportvariousProject2000 activitiescreatedcostsof$169,000,and;

• thenewintegratedsuiteof computerproductsie. J.D.EdwardsSystem
increasedcostsby $254,000

Thereductionin telecommunicationcomputerprocessingcanbeattributedto thenew
billing processfor rural customerswith the implementationoftheUCISmoduleofthe
J.D. Edwardssystem.This processwasimplementedin thespring of 1999,andcosts
associatedwith thisprocessingshouldbeeliminatedentirelyin 2000.

Basedon theresultsofourprocedures,nothinghascometo our attentionto indicate
that theequipmentalrentalcostsarenot prudentor unreasonablein relation to
salesofpowerandenergy.

Miscellaneous

In 1999,miscellaneousexpensedecreasedby $1,413,000or23.0%from 1998. Themajor
variancesin this expensecategoryareasfollows:

Decreasein sundrycosts ($1,319,000)
Decreasein inventory gain/loss (172,500)
Decreasein PCB costs (279,000)
Increasein stafftraining 272,000
Increasein bad debtexpense 171,500
Decreasein employeeexpenses (50,000)
Net decreasein othervariances (36,000

)

($1,413,000

)

Thelargedecreasein sundrycostsis relatedto $1,350,000in settlementcostspaidto two
Non-Utility Generators(NUGS)in 1998. In 1998Governmentdecidedto undertakea
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completeenergypolicy reviewandall newsmall Hydro projectsweresuspendedpending
this review. To releaseHydro from theagreementswith two Non-Utility Generators,
settlementsof $850,000and$500,000respectivelywerenegotiatedat theProvincial
Govemment’srequest.

‘With respectto the variancesnoted above,wehave obtained explanationsand
performed additional analysiswhere appropriate. Basedupon the resultsofthese
procedures,nothing has come to our attention to indicate that themiscellaneous
costsarenot prudent or unreasonablein relation to salesof powerand energy.

Capitalized expenses

Capitalizedexpensesfor 1999were$8.537million ascomparedto $8.667million for
1998and $6.897million in 1997.

With theintroductionofanewcomputersystemin 1998 thegroupingsfor capitalized
expenseshasbeenchanged.Thecomparativefiguresfor 1997havebeenrestatedto
reflectthis change.Thebreakdownofcapitalizedexpensesforthethreeyearsis as
follows:

1999 1998 1997

Salaries $ 8,173,343 $ 8,194,967 $ 6,410,656
Fleetexpense 255,218 381,387 381,542
Travel directwork orders 108,145 90,700 104,357

$ 8,536,706 $ 8,667,054 $ 6,896,555

Thecostsincurredin 1999andallocatedto capitalizedsalariesis madeup ofmorethan
20 projects.However,a largeportion oftheseexpensescanbeattributedto fourmain
projects:P2000project,theLower ChurchillRiver Project,upgradingworkon 11217
andserviceextensionandupgradingin thecentralregion.While capitalizedsalaries
remainsfairly consistentwith 1998,fleet expensedroppedby 33%. This decreasein
costsor usageoffleet vehiclesis aresultof contractingoutsideforcesto performthe

.

fieldwork.

Themethodologyemployedby Hydro with respectto capitalizingexpensesis outlined
below. Thismethodologyhasnot changedduring 1999.

Capitalizedsalariesincludethe salariesandbenefitsofCompanyemployeeswhosetime
is chargeddirectly to capitalprojects,aswell as,departmentalandnon-departmental
overhead.Thebenefitscomponentis determinedby applyingapre-determined
percentageto thegrosssalaries,which arecapitalizeddirectly. The departmental
overheadcomponentis allocatedto thecapitalprojectsasapercentageofdirect salaries
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and benefitsdependingon theemployees’responsibilities.Finally, thenon-departmental
overheadcomponentincludescostsofdepartmentswhich arenot directly relatedto the
capitalprogrambut which areconsiderednecessaryto supportthevariouscapitalprojects
throughouttheyear. Thenon-departmentaloverheadchargeis determinedby applyinga
pre-determinedpercentageto thetotal costofcapitalprojectsasperthework orders.

Fleetexpenseandtravel direct work ordersencompassfleet costsandcostsassociated
with smallerwork ordersrelatedto the Company’sdistributionsystem. Thesecostsare
capitalizedusingstandardratesdevelopedby theCompany.

All categoriesof capitalizedexpendituresotherthancapitalizeddirectsalariesare
allocatedto work ordersusingpercentagesor standardratesdevelopedby theCompany.
Theseallocationsareintendedto ensurethat capitalprojectsareadequatelychargedwith
thecost ofsupportfunctionssuchasaccountingand finance,engineering,andothersuch
expenseswhich cannotbedirectly chargedto specificcapitalprojects.

For 1999,thepercentagesusedto capitalizefringe benefitsand overheadcostswereas
follows:

Benefits(% ofdirectsalaries) 35.9%
Departmentaloverhead

Non-field (%of directsalariesand benefitsof
engineersandoffice stall) 37.6%

Field (% ofsalariesandbenefitsof crews) 19.8%
Non-departmentaloverhead

(%ofwork ordertotal costs) 6.0%

Basedon theresultsofourprocedures,nothinghascometo ourattentionto indicate
that the capitalized expensesarenot prudent or unreasonablein relation to the
Company’s ongoingcapital projects.

Intercompany charges

Intercompanychargesto CF(L)Co. for 1999havedecreasedby $151,000or 6.7%
comparedto 1998. As a resultofthenewcodingsystemimplementedduring 1998,
amountsin severalcategoriesin 1998and 1997havebeenreclassifiedto providea better
comparisonwith 1999. Thebreakdownofintercompanychargesby departmentis as
follows:

1999 1998 1997

Operations $ 792,042 8 715,390 8 234,086
Finance 345,557 495,858 1,070,202
TransmissionandRural Operations 20,000 20,000 20,000
CorporatePlanning
Internal Audit 87,055 87,055 70,591
Management 184,020 135,379 155,754
HumanResourcesandLegal ~ 806,389 ~Q~9

$ 2.109.029 8 2.260.071 S2.371.522
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Thesechargesarefor theprovisionof servicesin accordancewith aServicesAgreement
betweenHydro andCF(L)Co. Hydrostaffpreparedan internalreview to studythe
appropriatenessofthemannerin which thesecostswereallocatedin February,1992.

As partofour analysisfor 1995,weexaminedthemethodof allocationofall cost
categoriesandon a testbasis,reviewedthe supportfor theseallocations.We wereableto
conclude,baseduponour teststhat thecostshadbeenappropriatelyallocatedbasedupon
theFebruary1992study.In reviewingthemannerin which costsareallocatedwe
observedthatmanyofthemethodsofallocationaresubjectiveandrely uponthe
judgmentofHydro management,consequentlytheseallocatedcostsarenot susceptibleto
properverification. Consideringthis limitation however,nothinghascometo our
attentionto indicatethat themethodsofallocationareunreasonable.

However,asaresultoftheintroductionoftheJ.D. Edwardssystemsin 1999,someofthe
departments,suchasfinanceandhumanresourcesandlegal,havetakenthe
responsibilityto trackactualcostsfor servicesrenderedto CF(L)Coby usingspecific
work orders.Themethodof allocatingactualexpensesto CF(L)Co hasresultedin
decreasesin the intercompanychargesfrom both thefinanceandhumanresources
departments.

Basedon ourdiscussionswith Hydro staff, it appearsthat therearenowtwo methods
usedwithin Hydro to chargecoststo CF(L)Co. Someofthedepartmentsarecharging
basedon tracking actualcostsandothersareusingamethodofallocationbs~sed.nn.z
1992 study. Accordingto discussionswith Hydro staff, it wasnotedthattherewere
significantreductionsin thechargesto CF(L)Co whenit wasbasedon actualcosts.

We recommendthat theCompanyreviewtheapproachto determining

preparationfor t e generarate earingscheduledfor 2001

.

Fuels

In 1999fuel expenseincreasedoverall by $8,230,000or 30.62%over 1998. Thecostof
Bunker“C” (netofRSPrecoveries)decreasedby approximately$5,518,000(21.8%)in
1999ascomparedto 1998. This decreaseis attributableto a decreasein consumptionof
approximately448,000barrels,which is consistentwith thedeclinein overallthermal
productionof341 GWhor27.1%.

Thedecreasein Bunker“C” is completelyoffsetby theincreasecostsin thehydraulic
productionandloadvariationcomponentsoftheRateStabilizationPlan. These
componentsprovidean increaseof$13,277,000in comparisonto 1998. Theadjustment
for hydraulicproduction(or watervariation) is consistentwith theincreasein actual
hydraulicproductionin 1999ofapproximately12.7%. The adjustmentfor loadvariation
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is consistentwith theincreasein energysales.Energysales(excludingHydroQuebec
Recall)wereup 134 GWh (2.6%)in 1999 in comparisonto 1998. Oneofthereasonsfor
theincreasein energysalesandhydraulicproductionin 1999 is dueto the 1998strikeat
two ofthepapermills operatedby Abitibi Price. Salesto both ofthemills increasedby
257GWhsin 1999. All variationsrelatingto.theRateStabilizationPlanarecalculated
usingactualresultsfor theyearin comparisonto the1992 costofservicedata.

Anothersignificantincreasein this expensecategoryis relatedto diesel fuel for rural
~operations.This categoryincreasedby $414,000dueprimarily to arise in theaverage
costperlitre offuel.

Basedon theresultsof ourprocedures,nothinghascometo our attentionto indicate
that thefuel costsarenot prudentor unreasonablein relationto salesof powerand
energy.

Powerpurchased

During 1999,theCompany’spurchasedpowerexpenseincreased,dueto purchasing
additionalpowerfrom a numberof suppliersto allowI-iydro to fill its excesssales
demandoverthatgenerated.This increaseis consistentwith thedecreasein thermal
productionduring 1999. Despitetheincreasedgenerationin hydraulicenergyof 12.7%
over 1998,this productionwasstill insufficientto meetsaleslevel. Approximately2,232
GWh’s waspurchasedin 1999ofwhich 1,731 GWh’s wasrelatedto theHydro Quebec
Recall. Thispurchaseis a direct resultof athree-yearagreementbetweenHydro and
Hydro Quebecthatcameinto effecton March9, 1998. This AgreementallowsHydro to
recall theremainingpoweravailableto it from CF(L)Coandsell it to Hydro Quebec.
Both theenergysalesto Hydro Quebecandtherelatedpowerpurchasedhavebeen
eliminatedfrnm therevenuerequirement

.

The Companyalsopurchasedpowerfrom two non-utility generatorsat acostof
approximately$10.4million ascomparedto $2.2million in 1998. The purchasedpower
from thenon-utility generatorsin 1998 only representstwo months,whereasiii 1 9QQ it
~ This powerwaspurchasedat an averagecostof $69perMWH
from theAlgonquinProjectandan averagecostof$66perMWH from StarLake.

We notethatpowerpurchasedexpenseincludesan amountof$1.3 million paidto Abitibi
Pricein Stephenvillefor theright to interruptaportionoftheirpowersupplyshould
Hydro needthepowerto meetits own demand.A tenyearcontracthasbeensigned
betweenHydro andAbitibi to this effect.Thiscontractwassignedin 1994 andhasa
cancellationclause,whichrequiresathreeyearnotice.

Basedon theresultsofour procedures,nothinghascometo our attentionto indicate
that the power purchasedcostsare not prudent or unreasonablein relation to sales
ofpower and energy.
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Interest

Interest expensefor 1999dropped considerably compared to 1998, showing a decreaseof
$5.6million. This decreaseis primarily attributableto a declinein theamountof
debenturesandshort-termpromissorynotesin 1999.

Thefollowing is asummaryofinterestexpensefor 1999 and 1998:

1999 1998(millions)

Grossinterest
Debtguaranteefee
Amortizationofdebtdiscountandfinancingcosts
Foreignexchangelosses

Less:
Interestearned
InterestattributabletoCF(L)Co sharepurchase
Interestcapitalizedduring construction

$95.0
11.0
1.3
1.0

108.3

(12.0)’
(1.1)
(2.0)

$93.2

$119.8
11.5
1.6
1.0

133.9

(32.8)
(1.9)
(0.4)

$98.8

In 1999,Hydro againtook advantageof thefavourableinterestrateenvironmentand
exercisedits call optionsandredeemedtwo seriesofbonds.Thetotal facevalueofbonds
redeemedwas$105million. Thesebondshadinterestratesvaryingbetween10%and
13.375%.

Overall,long termdebt(netofsinking funds)decreasedby $91.5million and shortterm
promissorynotesdecreased$29.3 for atotal reductionin shortandlong termdebt
combinedof$120.8million.

Basedon theresultsof ourprocedures,nothinghascometo ourattentionto indicate
that theinterestcostsarenot prudentor unreasonablein relationto salesof power
andenergy.
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RevenueRequirement

Scope: VerifyHydro ‘s reconciliation ofnet incometo revenuerequirementfor
1999.Reviewandassessthe reasonablenessofadjustmentsin the
calculationofrevenuerequiremenL

ReconciliationsofNet Incometo RevenueRequirementfor theyears1997to 1999have
beenprovidedin Schedule3 ofour report.Our reviewoftherevenuerequirement
reconciliationfor 1999 includedexaminingsupportfor theadjustmentsandassessingthe
reasonablenessin comparisonto prior years.

In 1999.donationsandmanagementcontributionsofapproximately$107,000havebeen
eliminatedfrom revenuerequirementasper theBoard’sdirection

.

In addition,costsof$1 1.000relatedto MuskratFalls havealsobeeneliminatedasthey
relateto the developmentoftheLower Churchill,aprojectwhich is non-regulatedand
thereforedoesnot impactHvdro’s revenuerequirement

.

Thefinal adjustmentsto the marginwereto eliminate$38.476million in energysalesto
Hydroquebecand$4.756 million in powerpurchasedfrom UpperChurchill. These
adjustmentsrelateto athree-yearcontractbeginningin 1998with Hydro Quebec
regardingtheHydroQuebecRecall.

Thesethreeadjustmentscombineto decreasethemargin(earnings)per Schedule3 by
$33.602million.

Basedon theresultsof our review procedures,wereport that the net incomehas
beenappropriately adjusted and that the resulting revenuerequirement is
consistentwith Board directivesandprioryears.
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Depreciation

Scope: ReviewHydro’s ratesofdepreciationandassesstheir compliancewith the
1986PeatMarwick DepreciationPolicyStudy.Assessreasonablenessof
depreciationexpense.

Ourprocedureswith respectto depreciationwerefocusedon reviewingtheratesof
depreciationusedandassessingtheircompliancewith the 1986PeatMarwick
DepreciationPolicy Studyandalsoon assessingthe overall reasonablenessof
depreciationexpense.

During 1999Hydro reporteddepreciationexpenseof $36.1 million as follows:

LQ~n A~CIn~

Hydro Hydraulicstations $988.6million SinkingFund $8.1 million
Terminalstations
Transmissionlines

Hydro All otherclasses 213.0 million StraightLine 28.0 million

$1,201.6million $36.1 million

The majority ofHydro’s highdollar valuecapitalassetsaredepreciatedusingthesinking
fundmethod.As notedabovethis methodis appliedto hydraulicstations,terminal
stationsandtransmissionlineswhich accountfor approximately82%ofthenet costofall
capitalassets.Depreciationon theremainingclassesof assetsiscalculatedusingthe
straightline method.

Underthesinkingfundmethod,depreciationis very low in theearlyyearsof an asset’s
life andincreaseswith time suchthat it is very high in thefinal years.The underlying
rationalein supportofthismethodologyby Hydro is that thecombinedchargeof
depreciationplus intereston thelong termdebtrequiredto financetheassetshouldbe
equalovertheshort andlongtermto minimizefluctuationsin operatingincome.The
straightline methodresultsin equalamountsof depreciationbeingchargedto each.
periodlyearoveranasset’susefullife.

In completingourprocedures,werecalculateddepreciationfor bothdepreciation
methodson atestbasisandcomparedtheestimatedservicelivesusedin thecalculations
to the 1986PeatMarwick DepreciationPolicy Study.We alsoreviewedthe interestrates
usedin calculatingsinking funddepreciationfor reasonableness.

As a resultof completingourprocedures,no significantdiscrepancieswerenoted
and therefore, we report that depreciationexpenseappearsreasonable.
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In our 1997report we provided theBoard with the alternatives,observationsand
recommendationsincluded in a depreciation study conductedby KPMG LLP. The
final report relating to this study is dated October7, 1998. Any recommendations
relating to changesin aeeniindn~ policiesorserviceliveswill be included for review
and approval of theB ‘ ‘ a lication hearin in 2001.

However,consideringtl~~ ui2te this report was completed in relation to an assumed
testyearof 2002,webelievethe Company should considerhaving this study
updated for purposesofthe rate hearing.
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RateStabilizationPlan

Scope: Conductan examinationofthechangesto theRateStabilizationPlan to
assesscompliancewith Boarddirectives.

OurexaminationoftheRateStabilizationPlan(RSP)for 1999 includedreviewingthe
adjustmentsandcomponentsofthePlanin 1999andassessingtheirreasonablenessand
compliancewith Boarddirectives.Wealsoassessedthereasonablenessoftheinterest
chargedand creditedto thePlanduring theyear.

Schedule5 of our reportsummarizesthechangesin theRSPfor thethreeyearsfrom
1997to 1999. Thewatervariationadjustmentofapproximately$15.9million represents
themost significantchangein theplan in 1999. Anothersignificantchangein 1999 is the
amountrecoveredfrom consumersofapproximately$15.4million. This increaseis
attributableto the increasein themil rateusedto recoveraportionofthebalancein the
RateStabilizationPlanfrom consumers.The increasein the mu rateis primarily dueto
theincreasingbalancein theRateStabilizationPlan.

Basedupon our review,we reportthattheadjustmentsmadeto theRSPin 1999are
reasonableandit hasbeenoperatingin accordancewith Board directives.
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DeferredCharges

Scope: Conductan examinationofthe changesto deferredchargesandassesstheir

reasonablenessandprudencein relation to salesofpowerandenergy.

The following tableshowsthetransactionsin the deferredchargesaccountfrom 1996 to
1999:

(000~s

Studies and safiware

CF(L) Co.
9.ealized foreign

exchange losses

Unrealized foreign

exchange losses

Diacowits and issue costs
on long tern, debt

Professional services

Call option prentiwns

Balance Net Balance Net Balance Net Balance
Dec./96 Add. Amon. Dec./97 Add. Amen. Dec./96 Add. Assort. Raclass Dec./99

$916 3327 (S606) $439 $429 ($271) $597 (S597)

150 (142) 36 335 (50) $293 1,564 (379) $1,476

39,429 56,649 396.276 $96,276 396.276

63.499 (61.499)

13,422 1,395 (2,022) 312,795 2,736 (3,574) 333,959 30 (1,274) $12,695

162 (162)

S115.416 (32,766) (33.132) 3309.520 33.502 ($1,695) S111.127 31,574 (SI,653) ($597) 3110.453

In 1999,it wasdecidedthatall costsassociatedwith thecompletionoffeasibility studies
andthepurchaseofnewsoftwarewould be includedin thecapital assetsectionofthe
balancesheet.This reclassificationresultedin a decreaseto deferredchargesof
$597,000as comparedto December31, 1998.

Significantadditionsto deferredchargesduring 1999areasdescribedbelow: (000’s)

CF(L) Co.
Implementationof .1.D.Edwardscomputersystem

ForeignExchangeLosses

Total deferredforeign exchangelossesremainedunchangedbetween1999and 1998at
$96.278million.

As notedin ourpreviousreports,section17(4) oftheHydro CorporationAct (as
amendedby Bill 35) statesthat for purposesofthePublic Utilities Act (including
Subsection80(2)),theforeignexchangelossesasat December31, 1994wereconsidered
to be reasonableandprudentexpensesofHydro and thereforeproperlychargeableto
operatingaccount.Section1 7(3)(e)establishestheperiodofamortizationfor theselosses
to be 40 yearscommencingin theyearwhenHydro’s ratesarefirst alteredunderthe
Public Utilities Act. If Hydrowasto commenceamortizingtheforeignexchangelosses
basedon the 1999balancenotedabove,theannualamortizationto be includedin the
revenuerequirementwould be $2.4million.
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In 1998 1-lydro accrued$1 million towardsits foreign exchangelossesconsistentwith

C
prior yearsandin compliancewith theBoard’srecommendationfrom the 1992hearing.

Basedon theresultsof ourprocedures,nothinghasto cometo ourattentiontoI indicate that the changesto deferred chargesare not prudent and unreasonablein
relation to salesofpower and energy.I

I
I
I
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CostControl/ProductivityInitiatives

Scope: ReviewIlydro ‘s initiatives andefforts with respecttoproductivity
improvements,rationalization ofoperationsandexpenditurereductions.
Obtain updateon currentactivitiesandinquire asto anyfuture initiatives
currently being evaluatei

TheCompanyhasundertakenanumberof initiativesto explorethepossibilityoffuture
savingsand increasedproductivity. In our1998report,we noteda numberof initiatives
that theCompanywasin theprocessofimplementing.An updateon theprogressof
theseinitiativesasprovidedto usby 1-lydro seniormanagementis outlinedbelow.

Joint Steering Committee (Coordination of Utility Activities)

This is ajoint committeeconsistingofunionrepresentativesfrom Hydro andNewfoundland
Power. TheCommitteewasestablishedin early1997 to reviewpotentialopportunitiesfor
co-ordinationthatcouldresultin loweringtheoverallcostofprovidingelectricalservice.
The overall mandateoftheSteeringCommitteeis to adviseandmakerecommendationsto
theutilities basedon reviewsthatarecarriedouton theirbehalf.

Accordingto management,mostofthereviewoftheJoint SteeringCommitteehasbeen
conducted,however,areporthasnotbeenfinalized. Theprocesshasleadto therealization
of someminor savings,andrecentlyaMemorandumofUnderstandingto ShareServices
andEquipmentduringemergencieswasfinalized.

Reliability CenteredMaintenance(RCM) Approach for Transmission and Rural
Operations

This approachto maintenanceplacestheemphasison reliability, thereforenot all ofthe
systemswouldbe treatedthesamewith respectto thefrequencyofmaintenance.It is
believedthatthisapproachwould resultin amoreeffectivemaintenanceprogramandresult
in an efficient useofresourcesin themaintenancearea.

In our1998 report,we indicatedthat1-lydrohadcompletedaRCM pilot in thetransmission,
distribution; anddieselgenerationareas,andthatan implementationteamwouldbetrained
in theRCM process,templateswouldbe draftedandtheanalysisofHydro’s systemswould
bescheduledto startin September2000.

Basedon correspondencefrom 1-lydro officials, this initiative is on schedule.

MaterialsManagementDepartment— New Strategies

In 1997,theDirectorof MaterialsManagementpresenteda numberof strategiesto the
ManagementCommitteethatwereexpectedto resultin reducedcostsrelatingto
inventoryandadministrationoverhead.Thestrategiesincludetheimplementationof
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blaaketcontractswhereappropriateandmulti yearagreementswith appropriate
suppliers.

Basedon informationfrom Hydro officials,asofJanuary2001,MaterialsManagement
hasawardednineteenlong-termblanketcontractsfor goodsand services.Theseorders
accountfor themajority oftheirregularmaintenancematerialsandservicerequirements.
The majorityoftheseordershavebeenin placefor lessthansix months.

The consolidationofrequirementshasallowedHydroto identify whereduplicationhas
occurredin thepastandto standardizematerialsandproceduresthroughouttheHydro
Group. Hydro officials arecontinuingto exploreopportunitiesto further consolidate,
standardizeandreduceduplication.

DieselPlant Operation Review

A reviewoftheisolateddieseloperationsystemsresultedin an initiative to moveto anew
classificationcalledDiesel SystemRepresentative(DSR). This changeshouldhelpenhance
efficienciesandreducecostsin theruraloperations.This initiative startedin 1998and
shouldbefully implementedby 2001. Accordingto Hydro officials, thetrainingprogramis
on schedulefor full DSRoperationsoftheisolateddieselsystemsby December31, 2001.

MIS andTelecontrolReorganization

In late1999theMIS andTelecontrolDepartmentswerecombinedto form anew
InformationSystemandTelecontrolDepartment(IS& 1). Thenewdepartmentbecame
fully operationalJune30,2000andcombinesall computeranddataprocessesunderone
department.

As partoftheannualreviewprocess,wewill monitortheresultsoftheabove
initiativesandobtain anupdatefrom theCompanyduring the2900reviewand
inquire asto any future initiatives that are being evaluated.
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Contributionsin Aid of Construction(CIAC’s)

Scope: Reviewa san~pleofContribution in Aid ofConstruction (CIAC)
calculationsfor accuracyandcompliancewith approvedpolicy.

Ourproceduresin this areaincludedthefollowing:

• reviewthe implementationoftheundertakingsofHydro in respectof therevised
CIAC policy asorderedin P.U. 4 (1997-98);and

• reviewa sampleof CIAC calculationsfor accuracyandcompliancewith approved
policy.

As part ofour review,we haveheld discussionswith Mr. Barry BrophyofHydro
regardingtheCompany’sCIAC policiesandproceduresandwe haveselectedand
revieweddocumentationsupportingasampleoffive (5) CIAC calculationsprepared
during 1999.

Basedon theresultsof our inquiry andreviewofdocumentation,wenotedthatthe
Board’srequirementsfor theapproval,reviewandcalculationprocessesasspecifiedin
P.U.4(1997-98),arebeingcompliedwith. However,certainobservationswerenoted
duringourreviewwhich arenotedbelowfor your information

:

• Hydro essentiallyusesa manualsystemto monitorall CIAC quotes. TheCompany
did implementaspreadsheetsystemin 1997 thatis updatedonaregularbasisfor new
CIAC quotes.Mr. Brophy indicatedthat anyCIAC quotespriorto 1997aremore
difficult to accumulatedueto thepreviousfiling system. Themostsignificant
deficiencyresultingfrom themanualsystemis themanualcalculationofthe
individual quotes.However,to compensate,Hydrorequiresthemanualcalculations
be checkedandapprovedby theappropriatesupervisor.No calculationerrorswere
found in thesamplequotes.

• We alsonotedthatthereis no formal two yearreviewprocessin placeasorderedby
P.U. 4 (1997-98). Thepurposeofthereviewis to ensureall CIAC quotesare
reviewedafter24 monthsfor anyadjustmentsfor ratechanges,etc.However,Hydro
staffhaveimplementedaninformal annualreviewprocess,whereby the CIAC
database(spreadsheet)is sortedby regionanda listing ofall CIAC quotesaresentto
eachregionto bereviewed.Any requiredadjustmentsareforwardedto staffat Head
Office for updating.

• All customersareto beadvisedoftheconditionsrelatingto refundsofCIACs.
However,noneofthecustomersselectedin our samplewereadvisedof these
conditionsin writing.

• Hydro doesnot includesketcheswith thecustomerletters.
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Basedon our discussions,webelievethat theshortfallsin Hydro’sproceduresare
partially dueto themanualprocess.The onusis on theregionaltechnicianswho perform
thefieldwork to ensurethat theyhavetheirsketchespreciseandtheir line measurements
exact. Also, it is theresponsibilityoftheregionaloffices to ensureall CIAC quotesare
documented,filed andreportedto HeadOffice. However,despitetheseveralshortfalls
highlightedabovetherewerealsoseveralotherconcernsnotedduringthereviewthat fall
outsidethe 2eneralneedofa computerizedsystem. Wereportthefollowing
observations:

• In severalinstances,it wasnotedthatCIAC quoteswereprovidedto customers
withoutanywritten requestfor serviceon file.

• Basedona letterdatedOctober24, 1997sentfrom headoffice to all regional
managers,Hydro outlineda formatto be followed in thepreparationofcustomerfiles
for all newCIAC quotes. Thepurposeofthis formatwasto ensurethecompleteness
of eachCIAC file. After reviewingoursampleofCIAC quotes,it wasnotedthat
Hydro failed to follow its ownpolicies. Most fileswerepoorlyorganizedand
documented,containingonly thebareessentialsto provideaCIAC quote.

• Hydro’sannualreviewprocessgot off to a latestart in 2000. The annuallisting of
CIAC quoteswasnot sentoutto theregionalareasfrom headoffice until mid-March
2000. Out ofthethreeregionalareas,only two regionshavereportedbackto head
office with completedreviews. As oflateNovember2000,theremainingregionhas
reportedto be still in theprocessofperformingthesereviews. Mr. BarryBrophy of
Hydro hasinformedus thatpossibletime limits on annualreviewsmayhaveto beput
in placeto speedup theprocess.

Werecommendin thepreparationofCIAC quotes,all employeesshouldfollow a
standardizedset of olicies an to maintainconsistency.We also
recommendall CIACs a writtenre uestfor serviceand
documentationregardingrefundsshouldbeprovided to all customers.Finally, Hydro
shoulddevelopa standardizedform thatis requiredto be completedby theappropriate
personnelat theregionaloffices in timely manner,indicating their reviewoftheannual
CIAC ciuotelisting providedto themby theHeadOffice. Thiswill ensurethatthe
CIAC’s arebeingreviewedon an annualbasis.

Basedon theresultsofour inquiry andreviewof documentation,wenotedthat the
Board’srequirementsfor theapproval,reviewandcalculationprocessesas
specifiedin P.U.4 (1997-98),arebeingcompliedwith. However,we havenoteda
number of observationsand provided severalrecommendationsfor the CIAC
process.

During the2000 annual financial reviewwe will continue to review a sampleof the
CIAC quotations prepared in 2000, including the administrative processesto ensure
the Company is in compliancewith theBoard Order.
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CapitalBudgetingProcess

Scope: Reviewandprovidecommentarywith respectto Hydro‘sprocessfor
forecastingcapitalexpenditures.

ThePublicUtilities Act requiresapublic utility to submitan annualcapitalbudgetof
proposedimprovementsoradditionsto its propertyto theBoardfor approval. The
preparationfor Hydro’s capitalbudgetplanbeginsapproximatelyoneyearbefore
commencementofproposedprojects. At thedirectionoftheManagementCommittee,
Hydro developsand maintainsafive-yearcapitalplanfor theHydro Groupof
Companies.

The first budgetfunction in thepreparationofthefive-yearcapitalplaninvolvestheVice
PresidentofFinancedistributingannualcapitalbudgetinstructionsto theHydro Groupof
Companies.Theseinstructionsincludea budgettimetable,highlightingspecificaction
dates,the currentfive-yearcapitalbudgetandthepoliciesandproceduresfor the
preparationofcapitalbudgetproposals.

Thedepartmentdirectorsandmanagersareresponsiblefor reviewingthebudgetpackage
with their supervisorsandto provideanyexplanationstheymay feel is necessaryto
ensuretheaccuracy,consistencyandthetimelinessoftheinformationincludedin the
capitalbudgetproposals.

A capitalbudgetproposalmustbe preparedfor eachindividual capitalexpenditureand
may includethefollowing:

- new,replacement,modified,orupgradedequipmentor systems;
- feasibility studiesand environmentalassessments;
- unitsofpropertysuchasdams,dikes,penstocks,etc.
- componentsofaunit ofpropertywhich providean additionorbetterment;and
- purchaseswith unit pricesgreaterthan$1,000anda usefullife in excessoftwo years.

Basedon theabovedefinition,supervisorypersonnelfrom eachdepartmentwill review
their arearequirementsannuallyandidentifyprojectsfor capitalproposals.This includes
capitalprojectsthat arenot likely to takeplaceuntil thesecondprecedingyearbut will
incurup-frontcostsin thebudgetyear.Capitalbudgetproposalscurrentlylisted in the
five yearcapitalplanwhich havenot advancedto approvedjob coststatusmustalsobe
reviewed. Any changesthathaveoccurredduringthepastyearwill requiretheinitiator
ofaprojectto resubmittheproposal. Thesystem-planningdepartmentis responsiblefor
identifying theenergy-relatedcapitalprojectscontainedin the currentfive-yearplanthat
mayneedto be rescheduledor redefined. The majority oftheseprojectsfall within the
transmissionandrural operations(TRO)andproductiondivisions.

Thecapitalbudgetproposalis divided into two main components,originatorand
estimator. The originatorcomponentcontainsan administrativesectionfor information
suchasthedivision,department,area,classificationandtitle. Therearealsotwo other

V

GrantThorntonS 35



Dtiuru UJ LUIflflhI~3~Wfl~I~ fJJ FUWUC ULULIW3

NewfoundlandandLabradorHydro 1999Annual Review

sectionsin this component,whichrequirea detaileddescriptionoftheprojectandproject
justificationwith anyattachmentsfor furtherclarification.

The secondcomponentoftheproposalrequirestheestimatorto prepareapreliminary
costestimate.This estimatemustbereasonablyconservative,butstill includeall the

• timeand purchasesrequiredto completetheproposedproject including corporate
overheads,interestif constructionis involved andescalationor inflation rates.To assist
in thepreparationofthecostestimate,Hydro hasdeviseda spreadsheet,which itemizes
eachexpenseto producea final projectcost. In additionto this information,theBoard
requiresaseparateexplanationto be submittedfor all projectsgreaterthan$50,000.This
explanationshouldincludeadescriptionofthefollowing:

1. thenatureoftheproject,
2. thecustomerimpact,
3. acostbenefitstudy;and
4. future commitmentscreatedby theproject.

Area supervisors,with thehelpofsuperintendentsandengineeringpersonnel,prepare
bothcomponentsofthe capitalbudgetproposalfor non-energy-relatedprojects. Cost
estimatesareusuallysetbasedon pastjob costsor throughsuppliercontactif no history
is available. Estimatesfor office automationequipment(i.e. computers),however,are
usuallycoordinatedthroughtheinformationsystemsdepartment.Uponcompletionof
theproposals,regionalmanagersanddepartmentdirectorsreviewandapproveeach
proposaland forwardto theprojectsreportingdivision for input to a centraldatabasefor
summarizationpurposes.

For energyrelatedprojects,systemplanningwill completeandapprovetheoriginator
componentandthenforward theproposalto appropriatepartiesfor thepreparationof
estimates,monthly costandcashflows basedon theofficial loadforecastpreparedby
EconomicAnalysis. Oncebothsectionsoftheproposalarecomplete,thesystem
planningdivisionwill meetwith thedirectorsand managersof eachaffecteddepartment
to gainapprovalon theinformation outlinedin theproposal. Oncea mutual
understandinghasbeenreached,theproposalis signedandforwardedto theprojects
reportingdivision for input.

Afier enteringthe data,theprojectsreportingdivision will distributeasummaryofthe
proposalsto theplant ledgersupervisor.Theplant ledgersupervisoris responsiblefor.
reviewingeachproposalto ensuretheproject is ofa capitalnatureandnot maintenance
work. Summariesarealsodistributedto thedirectorsandmanagersofeachdivisionto
collectivelyanalyzefor possiblechanges.Revisionsaremadeby theprojectsreporting
divisionand updatedsummariesarethendistributedto thedepartmentdirectors,
managersand theirvice-presidents.

Divisional vice-presidentswill reviewandapproveall capital proposalswithin their
division. Theirreviewwill consistofexaminingeachproposalon a capitalversus
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maintenancebasistaking into considerationall thecommentsreceivedfrom theplant
ledgersupervisor.The projectsreportingdivisionwill be notified ofanychanges.

Thethird draft of summarizedcapitalproposalsand copiesofthefive-yearcapitalplan
arethendistributedto theManagementCommitteein lateMay. TheCommitteewill
review the five-yearplan in its entiretywith particularemphasison thefollowing year.
Any changesor additionsareincorporatedinto theplanbeforeProjectsReporting
finalizesthecorporatewide five-yearcapitalplanandsendsanothercopyto the
ManagementCommitteeand departmentdirectorsandmanagers.

In August,departmentdirectorsand managerswill provideProjectsReportingwith the
latestforecastandrevisedcompletiondatesfor all currentyearcapitalprojects. This
mostrecentinformationmaypotentiallyeffectthecapitalbudgetfor nextyearand
modificationsmustbe madeaccordingly. During this sametime periodexplanationsfor
currentcapital projectsgreaterthan$50,000mustalsobereviewedby department
directorsandmanagers.

In September,theManagementCommitteewill meetto approvethecapital budgetfor
next yearfor presentationto theBoardof DirectorsandthePublic Utilities Board.
Explanationsfor currentcapitalprojectsgreaterthan$50,000isalsoreviewed.Laterthat
month,theBoardofDirectorswill approvethecapitalbudgetfor next yearfor
presentationto thePublicUtilities Board.

In October,Hydro’s plan is to submitthecapitalbudgetto thePublicUtilities Boardand
awaita hearingdatefrom theBoardto reviewthebudget.

Basedon our discussionsand review ofdocumentation,it appears that Hydro has a
comprehensiveprocessin placefor thedevelopmentoftheir capital budgets
however,wehave not performed any detailed analysis to assessits overall
effectivenessand efficiency.
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OperatingBudget- Comparisonto ActualResults

Scope: Preparea comparisonofthe budgetedfiguresto the actual resultsfor
operatingexpenses.Wewill preparethis comparisonfor the 1998and1999
fiscalyears,andprovidecommentsasto theaccuracyofHydro’sbudgeting
proceSS.

As pertheBoard’srequest,wehavepreparedan analysisofHydro’sexpensebudgetfigures
for 1998 and 1999vvith thetheiractualresultsfor therespectiveyears.This analysisuses
theoriginal budgetfiguresfor 1998and 1999,andincludesthecostsbeforeany transfersto
capital.

TheCompanycommencesthepreparationoftheoperatingbudgetfor thenextfiscalyearin
theSpring ofthecurrentyearandit is presentedto theCompany’sBoardfor approvalin the
Fall. For exampletheCompany’sBoardofDirectorsapprovedtheoperatingbudgetfor
2000on October29, 1999.ThroughouttheyeartheCompanyupdatesthebudgetwith
forecaststo accountfor changesthat ariseduringtheyearthatwill affecttheoriginal
operatingbudget.

Theoriginal budgetwould be similar tothetestyeardatasubmittedby theCompanyduring
ageneralratehearingprocess.Thepurposeofthisanalysisis to determinetheCompany’s
accuracyin thepreparationoftheiroriginal operatingbudgets.

Our analysisincludesthebudgetandactualinformationfor thefollowing expense
categoriesindicatedin thetablebelow. Basedon this informationpresented,theCompany
experiencedfavourablevariancesof7.4% and 6.1%in 1998 and1999,respectively.

Cost
1999
Actual
(000)’s

1999
Budget
(O00)’s

1999
Variance
(000)’s

Fuel $35,110 $ 46,627 $(11,517)

Power
purchased $ 18,927 $ 19,451 $ (524)

Interest $93,179 $100,148 (6,969)

Othercosts $ 95,965 $ 92,703 $ 3,262

Total $243,181 $258,929 5(15,748)

1998
Actual
(OOO)’s

1998
Budget
(OOO)’s

1998
Variance
(OOO)’s

$ 26,880 $ 45,989 5(19,109)

$ 13,472 $ 8,082 5, 5,390.

$ 98,786 $105,779 $ (6,993)

$ 92,700 $ 90,383 $ 2,317

$231,838 $250,233 5(18,395)

Fuel

Basedon theinformationincludedin thetable,themostsignificantvariance(in dollars)
relatesto thefuel costs,both yearsresultedin a favourablevariance,42%and25%
respectively.Thevariancefor bothyearsismainly dueto anincreasein thelevel of
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hydraulicproductionthanoriginallybudgetedanda decreasein thenumberofbarrelsof
bunker“c” fuel consumedasaresultofthis increasein hydraulicproduction.

Powerpurchased

This costcategoryexperiencedasignificantunfavourablevariancein 1998of 66.7%and
afavourablevariancein 1999of2.7%. During thelastquarterof 1998,theCompany
purchasedpowerfrom thetwo non-utility generatorsat acostof$2.2million thatwasnot
includedin theiroriginal budget.Also, theCompanyrecordedanaccrualof$1.7 million
in the last quarterof 1998. This representeda conditionalpurchaseof secondaryenergy
from Abitibi-Price in Stephenville.This conditionalpurchasewascontingenton Hydro’s
reservoirstoragelaterin 1999.

During1999,theCompanypurchasedpowerfrom thenon-utilitygeneratorsatacostof
$10.4million, which exceededthebudgetby $1.2 million. This increasewasoffsetby the
reversalofthe $1.7million accrualindicatedabove.Hydro’s hydraulicresourceswereat
capacityin thefirst quarterof 1999,thereforetheCompanyno longerrequiredthis
secondarysourceofpowerfrom Abitibi Price.

Interest

This expensecategoryexperiencedfavourablevariancesof6.6% and7.0%in 1998and
1999,respectively.During bothyears,theCompanyredeemedbondsthat werenot
scheduledto matureuntil 2001 to 2003. Fourseriesofbondswereredeemedin 1998and an
additionaltwo serieswereredeemedin 1999. Theinterestratesfor thesebondsrangedfrom
10.00%to 13.375%.

Othercosts

Ouranalysisoftheinformationon othercostsfor 1998and 1999indicatesthattheactual
costsexceededbudgetedcostsin bothyearsby 2.6%and3.5%respectively.

Cost
1999
Actual
(000)’s

1999
Budget
(000)’s

1999
Variance
(000)’s

Salaiy $57,128 $55,244 $ 1,884

Othercosts $38,837 $37,459 $ 1,378

Total $95,965 $92,703 $3,262

1998
Actual
(000)’s

1998
Budget
(000)’s

1998
Variance
(000)’s

$54,960 $54,654 $ 306

$37,740 $35,729 $ 2,011

$92,700 $90,383 S2,317

Basedon theinformationpresentedabove,thebudgetfor 1999is comparableto theactual
costsincurredin 1998,however,thesecostsexperiencedadditionalincreasesin 1999 in
comparisonto thebudget.
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Salarycostsexperiencedunfavourablevariancesin both yearscalculatedat 0.5%and3.4%,
in 1998and 1999respectively..Theunfavourablevariancein 1999is mainly dueto extra
overtimerelatingto systemequipmentmaintenanceandtheimplementationoftheJ.D

.

Edwardssuiteofproductsin the financedivision

.

Systemequipmentmaintenance,buildingrentalsandmaintenance,professionalservices,
andtravel haveexceededthebudgetedcostsfor bothyearsandtheactualcostsfor
insurance,transportation,office suppliesandequipmentrentalsarelessthanbudgetfor both
oftheyears.

Miscellaneouscostsweresignificantly overbudgetin 1998,however80%ofthevariance
wasthe resultofsettlementcostspaidto twoNon-Utility Generators(NUGS). In 1998,the
Provincial Governmentdecidedto undertakeanenergypolicy review,andall newsmall
Hydroprojectsweresuspendedpendingthisreview.

Overall, wehaveobservedsomesignificant variances betweenoriginal budgets and
actual results for the 1998and 1999fiscal years. While Hydro has provided
reasonableexplanationsfor thesevariances,this doesnot necessarilyprovide
comfort for the Board in terms of the assessmentof budgeted or forecastexpenses
for a testyeas. In light of our observations,the Board will need to be diligent in
their review of Hvdro’s forecastoftestyear expenses.
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ReviewFindingsRequiringFollow-up
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Appendix A

ReviewFindingsRequiringFollow Up

Thefollowing is a list of itemsrelatedto ourobservations/findingsduringourreview

which requirefollow-up oractionon behalfofthepartiesindicated.
NewfoundlandandLabradorHydro

• TheCompanyshouldreviewtheir approach/methodologyto determining
intercompanychargesto CF(L)Co, andconsiderupdatingthe 1992studyin
preparationfor theratehearingscheduledfor 2001. (Ref. Pgs.2 1-22)

• The Companyshouldconsiderhavingthe 1998deprecationstudyconductedby.
KPMGLLP updatedfor theratehearingscheduledfor 2001. (Ref. Pgs.26-27)

• TheCompanyshouldconsidertheimplementationof ourrecommendationsrelating

to thepreparationandmaintenanceof theCIAC quotations.(Ref. Pg.34)

Grant Thornton LLP

• During theannualfinancial reviewfor 2000,analyzeHydro’s staffinglevelsand
salarycostsusingHydro’s calculationoffull time equivalentpositions(FTE’s). (Ref.
Pg. 12).

• During the annualfinancialreviewfor 2000, reviewexpensecategoriesfor increasing
trendsin comparisonto prior yearsandthe2000budgetto determinewhetherthe
costsincurredarereasonableandprudentin relationto thesalesofpoweran.d energy
(eg. systemequipmentmaintenance,professionalfees,travelandconferences).(Ref.
Pgs.17-19)

• Follow up in the costcontrol/productivityinitiativesandinquireasto anyfuture
initiativescurrentlybeingevaluated.(Ref. Pg.32)

• Duringtheannualfinancialreviewfor 2000,reviewasampleoftheCIAC quotations
preparedin 2000,including theadministrativeprocessesto ensuretheCompanyis in
compliancewith BoardOrderP.U. 4(1997-98).(Ref. Pg.34)
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NewfoundlandandLabradorHydro Schedule1

BalanceSheet
(ExcludingCF(L)Co.,LCDC and ContributedCapital - MuskratFalls)
(OOO)’s

ASSETS
Fixedassets
Currentassets
Ratestabilizationplan
Long-termreceivable
Deferredcharges

Total assets

LIABILITIES AND
SHAREHOLDER’S EQUITY
Long-ternidebt
Current liabilities

Accountspayable
Dueto affiliates
Promissorynotes
Long-termdebtwithin oneyear

Unrealized foreign exchange loss provision

Shareholder’s equity
Retainedearnings

Total liabilities and equity

1999 1998 1997

$1,241,103 $1,234,963 $1,237,986
111,765 113,363 93,924
17,538 31,744 28,259

110,451 111,128 109,520

$1,480,857 $1,491,198 $1,469,689

$ 997,544 $ 918,927 $ 793,901

66,256 71,628 62,809
3,967 4,041 3,071

54,415 83,665 209,896
12,150 87,127 114,459

136,788 246,461 390,235

8,000 7,000 6,000

338,525 318,810 279,553

$1,480,857 $1,491,198 $1,469,689
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NewfoundlandandLabradorHydro Schedule2

Statementsof EarningsandRetainedEarnings
(ExcludingCF(L)Co.,LCDC andContributedCapital - MuskratFalls)

(OOO)’s

Revenue

Expenses
Fuels
Powerpurchased
Othercosts
Depreciation
Interest

Write downofcapitalassets

Net earnings

Retainedearnings,beginningofyear

Net earnings

Dividends

1999 1998 1997

$ 316,990 $ 304,196 $ 292,658

35,110 26,880 43,900
18,927 13,472 5,692
85,271 81,729 75,400
36,108 32,072 29,880
93,179 98,786 106,876

268,595 252,939 261,748

16,680

$ 31,715 $ 51,257 $ 30,910

$ 318,810 $ 279,553 $ 261,000

31,715 51,257 30,910

(12,000) (12,000) (12,357)

Retainedearnings,endof year $ 338,525 $ 318,810 $
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1999

Schedule 3

I 1998 II •1997
Financial Revenue I Financial Revenue Financial Revenue

I Statement I Adjust. I Require. I Statement Adjust. Require. Statement Adjust. Require.

Depreciation

Fuel

Powerpurchased
Othercosts

Salaries
Systemequip.maint.
Insurance
Transportation
Officesupplies
Bldg. rentals and rnaint.
Professional services
Travel
Equipment rentals
Miscellaneous
Loss on disposal
Amortization of studies

and software
Customer costs

Allocations
Other
Hydrocapitalized
C.F.(L)Co.

Sub-lotal

Sub-total

Total

Write down ofcapital assets

Interest

Margin

Revenue requirement

S 36,108

35,110

S 36,108 S 32.072 S

35,110 26,880

18,927 (4,756) 14,171

57,128
14,957

1,068
3,481
2,858
2,897
3,756
2,459
1,602
4,341

923

(58) 57,070
(2) 14,955

1,068
3,481
2,858
2,897
3,756
2,459
1,602

388 4,729
923

495 (495) -

95,965 (167) 95,798

(49)
(8,537)
(2,109)

49 (

(8,537)

(2,109)

(10,695) 49 (10,646)
85,270 (118) 85,152

16,680 16,680

93,179 . 93;179

31,716 (33,602) (1,886)

S316,990 (538,476) 5278,514

771 S 32,843 S 29,880 S

26,880 43,900

13,472 (3,786) 9,686 5,692

54,960 (56) 54,904 51,905
11,325 (2) 11,323 11,511
1,056 1,056 1,224
3,642 . (1) 3,641 3,177
2,715 2,715 . 2,716
3,226 3,226 2,210
3,398 3,398 2,883
2,211 2,211 2,006
2,000 2,000 1,531
5,927 215 6,142 3,752
1,137 1,137 691.

771 (771)
(332)332

92,700 (947) 91,753

• (44)
(8,667)
(2,260)

44
(8,667)
(2,260)

(10,971) 44 (10,927)
81,729 (903) 80,826

98,786 98,786

51,257 (26,253) 25,004

5304,196 (530,171) S274,025

806 S 30.686

43,900

5,692

(42) 51,863
(5) 11,506

1,224
3,177
2,716
2,210

(256) 2,627
(49) 1,957
(1) 1,530

168 3,920
691

806 (806)
298 (298)

84,710 (1,289) 83,421

(42)
(6,897)
(2,372)

42
(6,897)
(2,372)

(9,311) 42 (9,269)
75,399 (1,247) 74,152

106,876 106,876

30,910 441 31,351

S292,657 S292,657
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Schedule 4A

( Newfoundland and Labrador Hydro
Comparison of Total Cost of Energy to kWh Sold and Used
(OOO)’s

kWh sold

madused

Purehased Other TotalCoat

Depreciation Fuel Power Costs Interest Margin ofEnergy

Coat per

kWh
1996
1997
1998
1999

6,506,000
6,589,000
6,784,000
6,254,000
6,257,000

40,360 S 5,053 S 77,027 S 112,472 S 22,829 S 286,135
S 29,301 41,683 S 5,225 S 77,799 5 113,062 S 20,693 S 287,763
S 30,686 5 43,900 S 5,692 8 74,152 5 106,876 S 31,351 S 292,657
5 32,843 S 26,880 S 9,686 5 80,826 5 98,786 S 25,004 5 274,025
S 36,108 S 35,110 S 14,171 5 85,152 S 93,179 5 14,794 a S 278,515

S 0.0440
S 0.0437
S 0.0431
S 0.0438
S 0.0445

Total Costof Energy per kWh
50.0450

50.0445

50.0440 so.0431
SO.0440

50.0437

50.0431

50.0430

50.0420

50.0410

50.0400 —9—--—-— ———--—r----—- -——
1995 1996 1997 1998 1999

a Bathof these numbers have been restated forthe writedown ofthe Roddicicton chipplant
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Schedule 4C

Newfoundland and Labrador Hydra
Comparison of Other Costs by Breakdown

1995 to 1999

kWh sold and used

SalarIes

kwh sold and used

System equIp. malnt.
Insurance
TransportatIon
Office supplies
Bldg. rentals andmalnt.
Professional servIces
Travel
Equipment rentals
Miscellaneous
Loss on dIsposal
Total

Grand Total

—,506~000 ~, 6.589,000

Coat fcostuerk~~iofTotnl~ Coat JCostperkWh %ofTotau

I ~
55~

e
9

i~ 0.00861 j IOO
00

%jS 56.724 . 0086110000%

6,754.000
Cost CostpertcWl, ‘AefTotal

6.254,000
Cost Coat ukWtu %ofTotat

5.257,000
Cost Cost rtaWl, %ofTotat

S 51.883 0 00764 10000% S 54.904 0.00878 100 00% $57,070 0.00912 100.00%

I~ ~I6,506,000
Cost Coat peckWH ¾ofTotal Cost CostpertcWh ¾ofTotal Coat Costper kWh % ofTotal Coat Costper kWh % ofTotal Cost CostperkWh ¾ofTotal

S 9.706 0.00149 31.67% S 10,294 0.00156 34.78% S 11,506 0.00170 36.46% 8 11,323 0.00181 30.73% $14,955 0.00239 35.62%
1,208 0.00019 3.94% 1.169 0.00018 3.95% 1,224 0.00018 3.88% 1,056 0.00017 2.87% 1,068 0.00017 2.76%
3,366 0.00052 10.98% 3.513 0.00053 11.87% 3,177 0.00047 10.07% 3,641 0.00058 9.88% 3,481 0.00056 8.99%
2,936 0.00045 9.58% 2,842 0.00043 9.60% 2,716 0.00040 8.61% 2,715 0.00043 7.37% 2,858 0.00048 7.38%
2,435 0.00037 7.94% 1.930
2,513 0.00039 8.20% 2,330

0.00029 6.52%
0.00035 7.87%

2,210
2,627

0.00033
0.00039

7.00%
8.32%

3,226
3,398

0.00052
0.00054

8.75%
9.22%

2,897
3,756

0.00046
0.00060

7.48%
9.70%

1,799 0.00028 5.87% 1,874 0.00028 6.33% 1,957 0.00029 6.20% 2,211 0.00035 6.00% 2,459 0.00039 6.35%
1,505 0.00023 4.91% 1,740 0.00026 5.88% 1,530 0.00023 4.85% 2,000 0.00032 5.43% 1,602 0.00026 4.14%
3,910 0.00060 12.76% 4,014 0.00061 13.58% 3,920 0.00058 12.42% 6,142 0.00098 16.67% 4,729 0.00076 12.21%
1,274 0.00020 4.16% (110) (0.00002) -0.37% 691 0.00010 2.19% 1,137 0.00018 3.09% 923 0.00015 2.38%

— — — — — — — — — — — — — — —
S 30,652 $‘~0.00471 i00.00~ $29,596 ~ ~10q.00A$11,558 S~0.00485 1C0~00~ S ~6,U4~ SJ~00689 d1fl0~05( 725 5~00619 10000%

S 86.843 5 0.01332 ~100.00%S 68,320 S G.01310~ 100.00% S~ 83,421 $ —O01230~ ~100.00%~S 91,753w G01467- 100.00% $95,798 j0~0i531 100.00%
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1999

Current

~‘ariation

Current Prior
I

Interest Interest
TotalI

1998 1997

$48,786 $41,378 $30,162

$ (15,859) $ (945) $ 19,057 2,253 16,981 9,331
5,050 296 (272) 5,074 3,028 -1,129
9,128 188 (19,212) -9,896 -6,209 4,887

(15,427) 4,188 -11,239 -6,263 -1,400
(394) 1 (89) -482 19 -546
(171) (7) 13 -165 -148 73

$ (17,673) $ (467) $ 3,685 -14,455 7,408 11,216

Balance,end ofyear

Watervariation
Loadvariation
Fuel variation
Recovery
Rural ratealteration
Labradorinterconnected

Balance,end ofyear

Currentreceivable
Long-termreceivable

$219,175
1,980

-228,591
43,279
-1,495

-17

$34,331

$16,793
17,538

$34,331

GrantThorntonS
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Rate Stabilization Plan Summary

Schedule5

1997 to 1999

(O0O)’s

Balance,beginningof year

Watervariation
Loadvariation
Fuelvariation
Recoveiy
Rural ratealteration
Labradorinterconnected

Net change

$34,331 $48,786 $41,378
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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 2000 Annual Review of 
Newfoundland and Labrador Hydro (“the Company”)(“Hydro”).  
 
Scope and Limitations 
 
Our analysis was carried out in accordance with the following Terms of Reference: 
 
1. Examine Hydro’s accounting system and code of accounts to ensure that it can 

provide information sufficient to meet the reporting requirements of the Board. 
 
2. Calculate the return on rate base, return on equity, capital structure and interest 

coverage ratio. 
 
3. Conduct an examination of operations and administration expenses, fuels, power 

purchased, depreciation, and interest to assess their reasonableness and prudence 
in relation to sales of power and energy.  The examination of the foregoing will 
include, but is not limited to, the following: 
 

 
a) salaries and benefits, 
b) system equipment maintenance, 
c) insurance (including director’s liability), 
d) transportation, 
e) building rental and maintenance, 
f) professional services, 
g) miscellaneous, 
h) capitalized expenses, 
i) intercompany charges, 
j) office expenses and membership fees, 
k) equipmental rentals 
l) fuels, 
m) power purchased, 
n) depreciation, 
o) interest. 

 
4. Verify Hydro’s reconciliation of Net income to Revenue Requirement for 2000. 

Review and assess the reasonableness of adjustments in the calculation of revenue 
requirement. 
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5. Review Hydro’s rates of depreciation and assess their compliance with the 1986 

Peat Marwick Depreciation Policy Study. Assess reasonableness of depreciation 
expense. 

 
6. Conduct an examination of the changes to the Rate Stabilization Plan to assess 

compliance with Board directives. 
 
7. Conduct an examination of the changes to deferred charges and assess their 

reasonableness and prudence in relation to sales of power and energy. 
 
8. Review Minutes of Board of Director’s and Management Committee meetings. 
 
9. Review Hydro’s initiatives and efforts with respect to productivity improvements, 

rationalization of operations and expenditure reductions. Obtain update on current 
activities and inquire as to any future initiatives currently being evaluated. 

 
10. Review a sample of Contribution in Aid of Construction (CIAC) calculations for 

accuracy and compliance with approved policy. 
 
The nature and extent of the procedures which we performed in our review varied for 
each of the items in the Terms of Reference. In general, our procedures were comprised 
of: 

• enquiry and analytical procedures with respect to financial information 
included in the Company’s records; 

• examining, on a test basis where appropriate, documentation supporting 
amounts included in Company’s records; and, 

• assessing the Company’s compliance with Board directives. 
 
The procedures undertaken in the course of our financial review do not constitute an audit 
of Hydro’s financial information and consequently, we do not express an opinion on the 
financial information as provided by Hydro. 
 
The financial statements of the Company for the year ended December 31, 2000 have 
been audited by Ernst and Young LLP, Chartered Accountants, who have expressed their 
opinion on the fairness of the statements in their report dated February 9, 2000. 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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Accounting System and Code of Accounts 
 
Scope: Examine Hydro’s accounting system and code of accounts to ensure that it 

can provide information sufficient to meet the reporting requirements of the 
Board. 

 
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 all such directions of the Board. 
 
During 1998 Hydro implemented its new accounting system, J.D. Edwards.  This new 
system resulted in a new chart of accounts, and several changes in a number of the 
account groupings.  Then in 2000 several additional changes affecting the account 
groupings of inventory and non-inventory items were implemented.  This change was 
expected to eliminate supplier dependency in the preparation of budgets and other 
financial information. 
 
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. Hydro was able 
to meet all our requests for information and reports on a timely basis during our Annual 
Review. 
 
In regards to Section 58 of the Public Utilities Act, correspondence from the Board 
dated October 4, 2000 indicated that Hydro’s current code of accounts was 
approved on a provisional basis, subject to final approval at a general rate hearing.  
Hydro’s system of accounts provides adequate flexibility to allow the Company to 
meet its own and the Board’s reporting requirements. 
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Return on Rate Base and Equity, Interest Coverage and Capital 
Structure 
 
Scope: Calculate the return on rate base, return on equity, capital structure and 

interest coverage ratio. 
 
Return on Rate Base 
 
We have calculated the average rate base for 2000 and restated 1999 and 1998 using the 
methodology and criteria that Hydro proposed in their rate application filed with the 
Board on May 31, 2001.  It is important to note that the components of this calculation 
have not been approved by the Board and will be subject to review and approval as part 
of the rate hearing in the fall of 2001.  However, until the rate base is fixed and approved, 
utilization of the above methodology and criteria provides a reasonable indication of the 
return on rate base achieved by Hydro. 
 
In addition to utilizing the proposed methodology as noted above, the 1999 and 1998 net 
income and interest expense have been restated to reflect the adjustments made by Hydro 
to the calculation of the profit contribution from the Hydro Quebec recall.  These 
adjustments are described in more detail in the revenue requirement section of our report. 
 
We have calculated the return on rate base for 2000 at 7.69% as compared to 6.88% for 
1999 and 9.20% for 1998.  Details with respect to the calculation of average rate base and 
return on rate base are as follows: 
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(000)'s 2000 1999 1998

Plant investment 1,678,600$        1,640,900$        1,641,300$        
Less: Accumulated depreciation (380,500)           (351,700)           (331,500)           
         CIAC's (89,000)             (89,800)             (90,500)             

1,209,100          1,199,400          1,219,300          
Balance previous year 1,199,400          1,219,300          1,228,000          

Average 1,204,250 1,209,350          1,223,650          

Cash working capital allowance 2,947                 2,940                 2,682                 
Fuel inventory 20,005               10,238               11,478               
Supplies inventoy 21,251               21,933               21,536               
Deferred realized foreign exchange loss 87,300               88,300               89,300               

Average rate base 1,335,753$        1,332,761$        1,348,646$        

Net income (as adjusted 5,850$               (3,647)$             25,132$             
    per Schedule 3)
Hydro net interest expense 96,900               95,300               98,900               

Adjusted net income 102,750$           91,653$             124,032$           

Return on rate base 7.69% 6.88% 9.20%
 
The above calculation excludes the profit contribution of approximately $11.6 million 
from the Hydro Quebec recall (1999 - $35.5 million; 1998 - $25.9 million).  The return 
on rate base would be 8.36% (1999 - 9.38%, 1998 - 11.11%) if this profit contribution 
were included in the regulated net income and the net interest expense was adjusted for 
the savings that was considered to be a direct result of the increase in cash flows. 
 
In February 2000, the Board issued P.U.5 (2000 - 2001) authorizing Hydro to abandon 
the woodchip fired thermal generating station located in Roddickton.  This resulted in a 
write-down of capital assets of $16.7 million, which Hydro has reflected in the 1999 
financial statements.  The return on rate base for 1999 would be 8.99% excluding this 
write-down of capital assets.  Adjusting 1999 for both the capital asset write-down and 
the profit from the Hydro Quebec recall would result in a return of 11.35%. 
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Return on Equity 
 
The return on equity for 2000 has been calculated at 2.10% as follows: 
 

(000)'s 2000 1999 1998

Shareholder's equity

2000 267,900$          

1999 289,700$          289,700$          

1998 294,300 294,300            

1997 279,500

Average equity 278,800$          292,000$          286,900$          

Net income (as adjusted

     per Schedule 3) 5,850$              (3,647)$             25,132$            

Return on equity 2.10% -1.25% 8.76%
 
The above calculation also excludes the profit contribution from the Hydro Quebec recall 
of approximately $11.6 million in 2000, $35.5 million in 1999 and $25.9 million for 
1998.  The return on equity would be 5.46% for 2000, 9.69% for 1999 and 17.08% for 
1998 if these profit contributions were included in the 2000, 1999 and 1998 net income 
respectively.  Also, the net income indicated above for 1999 includes a write-down of 
capital assets of $16.7 million.  The return on equity would be 4.34% if this transaction 
were normalized in the net income calculation.  Adjusting 1999 for both the capital asset 
write-down and the profit from the Hydro Quebec recall would result in a return on 
equity of 14.4%. 
 
The shareholder’s equity of Hydro has been adjusted to eliminate the portion of the 
equity of Hydro, which is attributable to subsidiary/non-regulated operations.  These 
adjustments to Hydro’s equity are as follows: 
 

(000's) 2000 1999 1998

Equity per non-consolidated financial statements 568,600$               626,280$               591,650$               

Less: Contibuted capital
         - Lower Churchill Development (15,400)                  (15,400)                  (15,400)                  
         - Muskrat Falls Project (2,200)                    (2,200)                    (2,200)                    

Share capital issued to finance (22,500)                  (22,500)                  (22,500)                  
investment in CF(L)Co.

Net retained earnings attributable to CF(L)Co.
 (income recorded minus dividends flowed through 
  to government) (228,500)                (247,700)                (232,800)                

Net retained earnings attributable to the
sale of recall power to Hydro Quebec
(income recorded minus allocation of dividends) (32,116)                  (48,776)                  (24,434)                  

"Regulated Equity" 267,884$               289,704$               294,316$               
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The adjustment to regulated equity relating to the net retained earnings attributable to the 
sale of recall power to Hydro Quebec is based on Hydro’s revised calculation of profit 
from the sale of recall power and incorporates an allocation of dividends between the 
regulated versus non-regulated earnings.  We will review the appropriateness of this 
notional adjustment to regulated equity as part of our review performed for the scheduled 
general rate hearing. 
 
Overall, the above calculations provide a reasonable indication of the rate of return 
on equity achieved by Hydro during the year. 
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Interest Coverage 
 
Interest coverage for 2000 has been calculated at 1.18 times as follows: 
 
 (000's)    2000  1999  1998 
 
Total interest  $ 96,034 $ 94,288 $ 100,682  
Less: CF(L)Co  (1,841)  (1,109)  (1,896)  

Hydro net interest  94,193  93,179  98,786   

Less: Guarantee fee  (10,610)    (10,849)   (11,153)   
Add: Interest earned and IDC 
 Power bills  16  85  250  
 RSP  3,217  3,217  4,150 
  
 Sinking funds  5,323  8,689  28,269 
  
 IDC  3,694  1,984  428 

Gross interest $ 95,833 $ 96,305 $ 120,730  
 
Net income (per Schedule 3) $ 17,296 $ 31,715 $ 51,257  
Gross interest  95,833  96,305  120,917  
Adjusted income $ 113,129 $ 128,020 $ 171,174 
 
Interest Coverage 1.18 1.33 1.42  
 
In 2000 gross interest costs continued to decline compared to 1999 and 1998.  This 
decrease is a result of lower average interest rates, net debt retirement, higher interest 
charged to capital, and interest savings from increased cash flows from the Hydro Quebec 
recall. The decrease in net income in 2000 is largely attributed to a lower net profit from 
the recall since the Company reached the revenue cap set in the agreement in May 2000.   
 
Interest coverage has been calculated at 1.06 times when the profit contribution from the 
Hydro Quebec recall is also excluded from net income. 
 
The Company’s interest coverage appears fairly reasonable and comparable to 
prior years, considering the maximum revenue cap of $78.9 million from the Hydro 
Quebec recall was reached in early 2000.   
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Capital Structure 
 
The capital structure of Hydro, excluding its subsidiary companies, can be determined 
from Schedule 1.  For the years 1998 to 2000, the capital structure was as follows: 
 

(000)'s 2000 % 1999 % 1998 %

Debt 1,153,996$         79.4% 1,134,332$       77.0% 1,165,400$       78.5%
Equity 300,050              20.6% 338,525            23.0% 318,800            21.5%

1,454,046$         1,472,857$       1,484,200$       

For the 2000 fiscal year Hydro declared and paid dividends totaling $69.9 million to the 
provincial government which included a $33.3 million dividend based on a partial flow 
through of CF(L)Co revenue. The dividend policy approved by the Board of Directors of 
Hydro in November, 1995 provides for the payment of dividends annually up to 75% of 
net operating income provided such payment will not cause the debt: equity ratio to fall 
below 80:20.  In addition, the policy provides for the payment annually of all dividends 
received from CF(L)Co after payment of debt servicing (including $1 million principal) 
associated with the CF(L)Co loan.   
 
In comparison to 1999’s improvement over 1998 and 1997 ratios, Hydro’s debt:equity 
ratio for 2000 has deteriorated slightly.  This deterioration can be attributed primarily to 
the lower equity level at the end of 2000.  The decrease to equity is largely a result of the 
implementation of the accrual accounting for employee future benefits as required by 
new recommendations of the Canadian Institute of Chartered Accountants.  The impact 
from this change is a reduction in the opening retained earnings of $22.6 million. The 
variance in debt is primarily attributed to increases in short-term promissory notes. 
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Other Costs 
 
Scope:  Conduct an examination of operations and administration expenses, fuels, 

power purchased, and interest to assess their reasonableness and prudence 
in relation to sales of power and energy. 

 
Schedule 3 of our report provides a breakdown of other costs for the years 1998 to 2000. 
This schedule 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).  This 7.2 % increase in 2000 is a continuation of the upward trend, which 
began in 1998.  
 
On a net basis, other costs show a similar trend with an increase in 2000 relative to 1999 
of $7.992 million ($93,144,000 - $85,152,000).  The additional increase on a net basis is 
attributable to the lower transfers to capital and C.F.(L) CO. in 2000 as compared to 
1999. 
 
The most significant expense variances in 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 driving force behind the continuous increase in other costs since 1998. 
The salary increase is a result of four main factors:  1) a general 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 accrual of 
employee future benefits.  Secondly, the reasons for the increase to system equipment 
maintenance is two-fold: 1) addition maintenance work in the Transmission and Rural 
Operations division, mainly repairs to gas turbine and diesel plants in the central and 
Labrador regions; and 2) the introduction of a newly restructured code of accounts for all 
inventory and non-inventory items.  
 
During 2000, it was decided that some additional restructuring to the J.D. Edwards code 
of accounts was necessary in order to provide more practical financial information and 
facilitate in the preparation of budgets. In 1998 there was a cost coding change that 
impacted the amount of expenses recorded within system equipment maintenance.  Items 
supplied from inventory for routine operations were all coded to system equipment 
maintenance.  Approximately a year and a half after the introduction of this change, the 
company realized this cost coding was not providing the useful information that was 
anticipated.  Therefore in early 2000, a steering committee was created and allocated the 
task of assigning object codes to all purchases both inventory and non-inventory items.  
There was four object codes developed and assigned to commodity groups with items  
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currently in inventory and commodity groups with no items currently in inventory.  Three 
of the four codes, maintenance material, tools and operating supplies and gases lubricants 
and chemicals are recorded within system equipment maintenance, the final code, safety 
equipment and supplies is recorded within building maintenance and rentals.  This cost 
code restructuring accounts for many of the variances in the operations and 
administrative expenses.  However, for the most part these fluctuations offset each other. 
 
Schedule 4C of our report provides an analysis of the “other costs” on a kWh’s sold basis 
for the years 1996 to 2000.  While the schedule reveals an overall increase in total “other 
costs” and the amount of kWh’s sold for 2000, the schedule also clearly indicates a slight 
drop in the total “other costs” per kWh, thus reversing its upward trend which began in 
1998.   
 
On an individual basis, the various expense categories in other costs showed inconsistent 
trends in 2000; several categories showed increases, while others showed decreases.  
Schedule 3 provides the details on expenses for the period 1998 to 2000.  We have 
reviewed the various expense categories on an individual basis and our observations and 
comments are noted below for your consideration.   
 
Based on the results of our procedures, nothing has come to our attention to indicate 
that the operations and administration expenses, fuels, power purchased, and 
interest costs are imprudent or unreasonable in relation to sales of power and 
energy.  However, as noted throughout this section of the report, there are several 
expenses that are experiencing trends that will require monitoring and will be 
subject to our review in preparation for the 2001 fall rate hearing. 
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Salaries and benefits 
 
Gross payroll costs for 2000 were $61,374,000, which was 7.4%, or $4.2 million higher 
than 1999 levels. The salaries and benefits costs are summarized below by category: 
 
(000)'s 2000 1999 1998

Salaries 41,169$       40,503$       39,386$       
Directors fees 21                77                108              
Hourly wages 6,482           5,727           4,681           
Overtime 3,998           3,946           4,074           
Employee future benefits 2,243           
Fringe benefits 6,205           5,514           5,437           
Group insurance 1,129           1,289           1,200           
Labrador travel benefit 127              71                74                

61,374$       57,127$       54,960$       

 
While salaries and benefits increased in almost every category in 2000, the majority of 
the overall increase can be attributed to the following categories: employee future 
benefits - $2.243 million; hourly wages - $755,000; and fringe benefits - $691,000.  
These three categories account for $3.689 million (or 87%) of the overall increase. 
 
The adoption of new CICA recommendations for accounting for employee future benefits 
has resulted in new costs of $2.243 million this year.  Hydro applied this change 
retroactively and reduced its opening retained earnings by $22.6 million, however, the 
prior years costs were not restated. 
 
The breakdown of hourly wages by division is as follows: 
 
        
(000)'s   2000  1999  1998 
        
Finance    $            657    $             667    $             615  
Human resources and legal             1,181                   951                   604  
Transmission and rural operations (TRO)             2,951                2,344                2,119  
Production               1,653                1,752                1,330  
Internal audit                   40                     13                     13  
        
    $        6,482    $          5,727    $          4,681  
 
The main contributing factors to the increase in the hourly wages is as follows: 
 

• Backfilling vacant permanent positions in the TRO division with temporary 
employees. 

 
• In the Human Resources and Legal division there was an increase in the number 

of filled apprentice positions in preparation of anticipated retirements plus the 
implementation of a Graduate Trainee Program.   
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However, the regular salaries category, which has risen consistently for the past three 
years and represents the largest portion of payroll costs for the year incurred a much 
lower increase at 1.6% for 2000.  The breakdown of salaries only, by division, is as 
follows: 
 
(000)'s   2000  1999  1998 
        
Finance    $        3,901    $        3,894    $          5,261 
Human resources and legal            3,165              2,857                2,990 
Transmission and rural operations (TRO)          17,410            17,227              17,360 
Production            15,344            15,057              12,720 
Internal audit                206                 207                   194 
Management             1,143              1,261                   861 
        
    $      41,169    $      40,503    $        39,386 
        
The increase in salary costs relating to the Human Resources & Legal division and the 
decrease in Management divisions is mainly the result of the transfer of the legal staff 
from Management to Human Resources.  Addition explanations for the variances 
experienced within the Management division are due to the elimination of the Vice 
President for the Churchill River Negotiations, partially offset by the full year’s effect of 
the Director for the Production division.   
 
On an overall basis, increases in the salaries category can be attributed to the following 
items: 
 

• A general scale increase of 2% was provided to all union and non-union workers 
and Management Committee in 2000.  

 
• In 2000, a new collective agreement was signed which allowed for the 

reclassification of some positions. 
 
The gross payroll costs for 1998 to 2000 were allocated to operations and capital as 
follows: 

 
(000)'s   2000  1999  1998 
        
Payroll charged to operating  $      54,155    $    48,954    $    46,765  
        
Payroll charged to capital            7,219            8,173            8,195  
        
    $      61,374    $    57,127    $    54,960  
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The payroll costs charged to capital continued its downward trend in 2000.  Capitalized 
salaries are made up of more than 25 separate projects, however 6 of these projects 
represent approximately 43% of total salary costs.  Some of these projects are 
continuations of the larger projects capitalized in 1999 such as the Lower Churchill River 
project, upgrading work on TL217 and service extensions and upgrading in the Central 
Region.  Several of the larger projects in 2000 included the Granite Canal development 
and the service extensions and upgrading in the Northwest Region. 
 
The Lower Churchill River project refers to the negotiations with Hydro Quebec relating 
to hydro electric development on the Lower Churchill River in Labrador.  All costs 
associated with these negotiations are capitalized. Upgrading and service extensions 
includes the erection of new poles, upgrading existing transmission lines and providing 
services to new customers.  The Granite Canal development relates to the new generation 
project started in 2000. 
 
Executive salaries for the years 1998 to 2000 are as follows: 
 2000 1999 1998 

Total executive salaries and benefits $  838,578  $ 811,139 $ 770,999   

Number of executives 5 5 5  

Average salary $ 167,715 $ 162,230 $ 154,200  
 
 
The total executive salaries and benefits and the average salary per executive increased 
by 3.4% in 2000 in comparison to 1999.   
 
The Compensation Committee recommended a salary increase for the President and 
Vice-Presidents consistent with the increase provided for non-union staff.  They also 
approved step progression for those who were not at their job rate. Salary adjustments 
were effective January 1, 2000 following an evaluation of their performance. 
 
The staff complement for 1998 to 2000 is as follows: 
 
   2000  1999  1998 
        
Production   318  320  278 
TRO   411  412  406 
Finance   84  85  121 
Internal audit   4  4  4 
Management   8  9  9 
Human resources and legal   66  71  71 
        
   891  901  889 
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The figures above include both filled and vacant positions. A similar analysis of  
filled positions only is as follows:       
        
   2000  1999  1998 
        
Production   312  312  271 
TRO   382  383  395 
Finance   81  81  118 
Internal audit   4  4  4 
Management   8  9  9 
Human resources and legal   66  70  71 
        
   853  859  868 
 
The above tables reflect staffing numbers as at the end of the fiscal year.   
 
The staff complement for 2000 is fairly consistent with 1999, with only a slight decline in 
the Human Resources and Legal department due to the elimination of several positions 
relating to the purchasing and control of inventory.  
 
In 2000, Hydro developed a system to report full-time equivalent employees by category.  
Unfortunately these figures are only available for April to December 2000, and 
comparative data for prior years is not available.  In the future as comparative data 
becomes available, this information will be very useful for analyzing the salaries and 
benefits cost category. 
 
The following is a schedule of the average number of temporary employees on staff for 
1998 to 2000. The monthly numbers were taken at the end of each particular month. 
 

2000 1999 1998

January 99 94 84
February 115 93 131
March 110 115 107
April 123 134 140
May 133 168 141
June 187 240 236
July 195 231 248
August 212 235 199
September 174 207 195
October 161 183 155
November 119 150 162
December 88 100 99

Monthly average 143.0 162.5 158.1
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System equipment maintenance 
 
In 2000, system equipment maintenance costs increased from 1999 levels by $4,020,000 
or 26.9%.  This increase is made up of several significant variances within the account 
groupings for this category.  The changes in system equipment maintenance costs in 2000 
as compared to 1999 are as follows: 
 

• Higher maintenance costs for TRO $ 4,170,000 
• Lower maintenance costs for hydro generation      (341,000) 
• Lower maintenance costs for thermal generation  (891,000) 
• Higher maintenance and inventory costs for 

Human resources & legal  528,000 
• Higher inventory costs for Finance  136,000 
• Higher costs for lubricants, gases and chemicals  194,000 
• Other miscellaneous variances – net  224,000 

 
 $ 4,020,000 
 
The costs for 1998 to 2000 for the system equipment maintenance portion of this expense 
only (excluding tools and equipment, freight and lubricants, gases and chemicals) are 
broken down by department as follows: 
 

(000)'s 2000 1999 1998

Transmission and rural operations 8,666$         4,497$         4,776$      
Production 8,439           9,544           5,577        
Human Resources & Legal 536              
Finance 137              
Other 2                  9                  8               

17,780$       14,050$       10,361$    

 
Extra maintenance requirements in the Central and Labrador regions of the province is 
the main contributing factor to the increased costs within transmission and rural 
operations.  The extra maintenance requirements in these regions included $1,800,000 of 
gas turbine repairs and $300,000 for overhaul at the Nain Diesel Plant.  The remaining 
portion of the increase is attributed to costs transferred to the maintenance material object 
code from other accounts as a result of the account code restructuring that the Company 
implemented in April 2000. 
 
In 1999, extra maintenance requirements for the hydro generation division contributed to 
the increased costs within the production department.  The extra maintenance projects in 
1999 amounting to over $1,000,000 were not part of the regular routine maintenance at 
the Cat Arm and Upper Salmon hydro plants, and as such were non-recurring.  Several 
smaller maintenance projects at Bay D’Espoir in 2000 offset the $1,000,000 anticipated 
savings resulting in a net reduction in costs of $681,000.  The introduction of the account 
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code restructuring resulted in additional costs allocated to this category of approximately 
$340,000 leaving a net overall decrease of $341,000. 
 
The Holyrood thermal plant costs are as follows: 
 

Maintenance costs at Holyrood are subject to a high degree of variability.  Based on 
information provided by the Company, Unit # 1 had a minor overhaul in 2000, 1999 and 
1998, however the overhaul for Unit #1 in 2000 also included costs relating to work 
performed on the valves. The costs incurred in 1999 and 2000 when compared to 1998 
are largely due to the scope of the overhaul, since the last major overhaul performed on 
Unit #1 was in 1997.  Unit # 2 had a minor overhaul in 2000 versus a major overhaul in 
1999. The cost differential between a minor and major overhaul on Unit # 2 accounts for 
a majority of the variance between 2000 and 1999.  Unit # 3 had minor overhauls done in 
2000, 1999, and 1998.   Annual routine maintenance has risen significantly since 1998.  
Approximately $856,000 of this cost increase can be attributed to the account code 
restructuring mentioned earlier in the report whereby property costs are now charged to 
system equipment maintenance.  However, even if the effect of the account code 
restructuring is eliminated, the annual routine maintenance costs have increased 
significantly.  This increasing trend is evident from 1997 to 2000 and further analysis of 
this cost category is warranted, particularly in light of the rate application now before the 
Board, which is based on 2002 forecast information. 
 
Again, due to the account code restructuring in 2000, variance increases were noted in the 
lubricants, gases and chemicals account and the finance and human resources & legal 
departments. 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 departmental increases are the result of coding the office supplies group of 
expenses to system equipment maintenance.  In addition to the code restructuring, roof 
repairs of approximately $75,000 to Hydro Place account for a portion of the increase in 
the human resources & legal department.  These roof repairs are expected to continue 
over the next several years. 
 
 

(000)'s 2000 1999 1998

$1,433 $1,428 $909
1,148 3,268 965
1,170 1,193 1,323
2,769 1,522 1,333

$6,520 $7,411 $4,530

Unit # 1 overhaul
Unit # 2 overhaul
Unit # 3 overhaul
Annual routine maintenance
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Insurance (including director’s liability) 
 
Insurance costs decreased overall by $31,000 or 2.92% in 2000 over 1999. 
 
The All-risk (property) premium decreased by $225,500 and the Boiler and Machinery 
premium increased by $168,000 due to the negotiation of a new three-year policy, which 
combined both premiums, and the result was a slightly lower overall premium.  
 
Miscellaneous changes to other premiums paid in the year net to a increase of $26,500. 
 
Transportation 
 
Transportation expense is comprised of aircraft rentals, vehicle expenses (fuel, labour and 
repairs) and mobile equipment expenses (fuel, labour and repairs). This expense category 
decreased overall by $589,000 (16.9%) in 2000 as compared to 1999. The majority of 
this decrease is due to lower vehicle repairs of $413,000 and lower mobile equipment 
repairs of $325,000.  However, this decrease was partially offset by an increase in fuel 
costs for vehicles of $159,000.  Other miscellaneous variances such as an increase in 
aircraft rentals of $71,000 and a decrease in the fuel costs for mobile equipment of 
$81,000 netted to a decrease of $10,000.  
 
The combined reduction in vehicle and mobile equipment repairs is primarily a result of 
the introduction of the account code restructuring in the spring of 2000.  These expenses 
are now coded to maintenance materials in system equipment maintenance. The increase 
in maintenance costs within the Transmission and Rural Operations division, the primary 
user of Hydro’s vehicles and equipment, is reflective of this cost coding change.  The 
decrease in mobile equipment repairs and fuel costs is also a result of the type of 
maintenance incurred in the Transmission and Rural Operations in 2000.  Installation of 
an engine at the Stephenville Gas Turbine and overhauls at the Nain Diesel Plant did not 
provide heavy demands on the use of mobile equipment, however overhauls at the Nain 
Diesel Plant does explain some of the increase in aircraft rentals.   
 
Despite, the overall decrease in transportation expenditures for 2000 as compared to 
1999, the fuel costs for vehicles has risen steadily due to increasing fuel prices.  
 
Based on information provided by Hydro, in 1999 the fleet included 356 vehicles and 355 
mobile equipment units, and in 2000 the Company had 371 vehicles and 360 mobile 
equipment units. 
 
Office expenses, including membership fees 
 
Office expenses in 2000 (including heat and light, telephone, supplies, postage, 
advertising, cleaning, office equipment maintenance, books and subscriptions and 
membership fees) decreased by $777,000 or 27.2% over 1999.  The large decrease was in 
the areas of printing forms and supplies of $353,000, cleaning and janitorial supplies of 
$205,000, and office equipment and maintenance of $235,000.  Other miscellaneous 
variances result in a net increase of  $16,000.   
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The decreases within the account groupings of this category were primarily attributable to 
the new method of allocating inventory and non-inventory items to account codes. These 
accounts include costs for approximately the first four months of the year with costs for 
the remainder of the year coded to the object code maintenance materials in system 
equipment maintenance. 
 
Membership dues continued to increase in 2000 as they did in 1999.  The increase in 
2000 is approximately $42,000.  These increases are largely a result of additional 
initiatives undertaken by the Canadian Electrical Association. The costs associated with 
these initiatives are generally cost shared among the members. 
 
Building rental and maintenance 
 
In 2000 building and rental maintenance decreased from 1999 levels by $1.9 million or 
65.6%.  The decrease is attributed entirely to restructuring the code of accounts.  This 
category originally consisted of the accounts relating to building rentals, safety 
equipment & supplies and property costs. When the new object codes were introduced in 
the spring of 2000, the account “property costs” became inactive and all related expenses 
were then recorded to system equipment maintenance.  This resulted in a decrease to the 
account of approximately $2,150,000.  This decrease was slightly offset by an 
approximate increase of $250,000 to the “safety equipment & supplies” account when 
items of protective clothing, originally part of miscellaneous expense, were coded to the 
new object code.   
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Professional services 
 
In 2000, professional services costs of $3,814,854 increased from 1999 levels by 
$58,500.  While this overall increase of 1.6% is only slight, there were some significant 
variances within the account groupings for this category.  The changes in professional 
services costs in 2000 as compared to 1999 are as follows: 
 
 •  Lower professional fees $ (429,000)  
 •  Higher PUB related costs  561,500 
 •  Lower software acquisitions    (74,000) 
   
  $     58,500 
   
   
The professional fees category decreased in 2000 primarily because of several non-
recurring projects in 1999 relating to the information security architecture and IT 
governance consulting work.  These non-recurring project costs were approximately 
$385,000 in 1999.   
 
With respect to the increase in PUB related expenses, the Company hired consultants 
during the year to complete an analysis of the cost of service and the rate stabilization 
plan model at a cost of approximately $400,000.  These consultants were contracted in 
preparation for the 2001 rate hearing.  In addition to these consultant costs, there were 
increased billings from the Board during the year relating to regulatory reviews. 
 
The third variance noted above, which offsets a portion of the overall increase to the 
professional services category, relates to software acquisition and maintenance.  In 1999 
there was a rollout of the Microsoft suite of products, and as a result there were fewer 
requests for additional software in 2000.  The actual costs in this category came in under 
budget by approximately $137,000.     
 
The professional services expense category has exhibited a significant upward trend over 
the past four years (64% increase from 1996 to 2000).  Consequently, in order to obtain a 
better understanding of the nature of the items included in this expense category, we 
conducted a more detailed review of professional fees by department.  The significant 
consulting/professional services that have been contracted out by individual departments 
during 2000 are as follows: 
 
 
 
 
 
 
 
 
 



Board of Commissioners of Public Utilities 
Newfoundland and Labrador Hydro 2000 Annual Review 

 

 21 

 
With respect to the variances in this expense category, we have obtained explanations and 
performed additional analysis where appropriate.   
 

Department Professional Services Cost

Management ••••  Hydro's Strategic Planning Initiative $52,000
•••• Audit Services 59,000

Human resources & legal •••• Valuation of post retirement non-pension benefits 16,000
•••• Job classification review 32,600
•••• Implementation of Career Succession software 65,000

Finance •••• Conversion of the cost of service (COS) model from 32,000
DOS and conduct 1996 and 1997 COS studies

•••• Implementation of the Capital Asset Projection 86,000
Software Module

•••• Training session for customer service employees 15,300
on the process of analyzing customer data

•••• Annual report fees 42,500
•••• Consulting work for the development of Hydro's 37,000

Communication Plan
•••• Media Monitoring 11,300
•••• Design, produce and coordinate outlet newsletter 21,000
•••• Insurance Broker Selection 16,300

TRO •••• Proposal for a management environmental system 28,000
•••• Proposal for a enviromental audit system 28,700
•••• Environment effects and monitoring studies 137,000

Production •••• Monthly consulting services for unit 1, 2, and 3 at Holyrood Plant 182,000
•••• Environment effects, monitoring studies and tests on water, 30,000

marine and wildlife around the Holyrood plant
•••• Stack emmissions testing 25,000
•••• High pressure safety valves testing 33,500

$950,200
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Travel and conferences 
 
In 2000 the travel and conference expense category increased from 1999 levels by 
$376,000 or 15.3%.  Travel costs increased from $2.3 million to $2.6 million and 
conference costs increased from $145,000 to $193,000. 
 
The most significant increase in travel costs was noted in transmission and rural 
operations.  The travel costs in this department increased by approximately $287,000.  
This increase is attributable to relocation expenses related to internal reorganization, 
increase travel associated with ongoing maintenance, and extra travel associated with the 
Reliability Centered Maintenance Program.  
 
The increased spending on conferences in 2000 was primarily attributable to the 
Production and Finance departments.  Increased spending of $43,000 in the Production 
department is due to a number of the EMS & telecontrol employees attending 3 separate 
conferences in Rochester, Denver and Orlando.  In the Finance department conference 
costs for 2000 exceeded 1999 by approximately $13,500.  Several treasury employees 
attended conferences in 2000 regarding management reporting and cash and risk 
management.  The increased spending in these two departments in 2000 was slightly 
offset by a decrease in costs of $17,600 within the management department.  This 
decrease is a result of fewer conferences attended by executive management in 2000 
compared to 1999.  
 
Similar to our 1999 findings, we noted during our review of the travel accounts that 
management travel includes several payments for spousal travel costs.  While these items 
are accepted practice by Hydro, we believe that it is not prudent to include expenditures 
of this nature in the revenue requirement.  
 
Equipment rentals 
 
Equipment rental expense decreased by $202,000 or 12.6% in 2000, as compared to 
1999.  This decrease is attributable to a decline in computer costs of $395,000, with an 
offset of $187,000 due to increased expenditures on equipment rentals. 
 
The decrease in computer costs is primarily due to the ownership and or financing 
arrangements of the mainframe computers, currently in use.  Over the past couple of 
years, Hydro has gradually moved from the older Amdhal system to the AS400.  In 1999, 
both mainframes were run parallel, but in 2000, the full transition was made to the 
AS400, which has lowered computer costs significantly.  

 
The increase in equipment rentals is attributed to the extension of the bandwidth to 
facilitate the wide area network rollout of Lotus Notes and various J.D. Edwards suite of 
applications to areas such as Happy Valley /Goose Bay, Wabush, Springdale, Flowers 
Cove and Lance au Loup. 
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Miscellaneous 
 
In 2000, miscellaneous expense increased by $550,000 or 12.7% from 1999.  The major 
variances in this expense category are as follows: 

Increase in staff training 374,000$          
Increase in payroll and municipal taxes 148,000            
Decrease in employee expenses (97,000)            
Net increase in other variances 125,000            

550,000$          

 
The type and the amount of staff training available to Hydro employees in 2000 tended to 
vary across all departments.  Similar seminars were offered in both 2000 and 1999, with 
additional training programs related to diesel plant operators, Reliability Centered 
Maintenance, Work Protection code and JD Edwards.  
 
The increase in “payroll and municipal taxes” is primarily due to an increase in payroll 
tax as a result of increased salaries and a slight increase in municipal taxes. 
 
As noted previously in the report, the cost of personal protective clothing has been 
removed from “employee expenses” and reallocated to the object code for “safety 
equipment and supplies”, as a result employee expenses has decreased. 
 
With respect to the variances noted above, we have obtained explanations and performed 
additional analysis where appropriate.   
 
Capitalized expenses 
 
Capitalized expenses for 2000 were $7.852 million as compared to $8.537 million for 
1999 and $8.667 million in 1998. 
 
The breakdown of capitalized expenses for the three years is as follows: 
 

2000 1999 1998

Salaries 7,218,993$       8,173,343$       8,194,967$       
Fleet expense 502,400            255,218            381,387            
Travel direct work orders 131,110            108,145            90,700              

7,852,503$       8,536,706$       8,667,054$       
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The costs incurred in 2000 and allocated to capitalized salaries are made up of more than 
25 projects.  However, a large portion of these allocations can be attributed to six main 
projects: upgrading work on TL217, the Lower Churchill River project, service extension 
and upgrading in the central and northwest regions, Granite Canal development, and 
lightning arrestor replacement of TL206.  While the number of capitalized projects has 
increased over 1999 the amount of capitalized salaries has dropped by 11.7%.  This 
decrease in costs is primarily due to a reduction in the amount of internal forces required 
for capital projects related to P2000 and the Lower Churchill River Project.  Decreases 
for these projects are partially offset by higher involvement of internal forces in the 
Granite Canal Project.  
 
The decrease in capitalized salaries has been partially offset by the increase in the cost of 
capitalized fleet expenses of approximately $247,000.  This increase in costs or usage of 
fleet vehicles is a result of the type of capital projects in progress.  The projects ongoing 
in 2000 required more extensive use of vehicles and equipment, furthermore, in 1999 the 
Company contracted more outside forces to perform the fieldwork. 
 
The methodology employed by Hydro with respect to capitalizing expenses is outlined 
below.  This methodology has not changed during 2000. 
 
Capitalized salaries include the salaries and benefits of Company employees whose time 
is charged directly to capital projects, as well as, departmental and non-departmental 
overhead. The benefits component is determined by applying a pre-determined 
percentage to the gross salaries, which are capitalized directly.  The departmental 
overhead component is allocated to the capital projects as a percentage of direct salaries  
and benefits depending on the employees’ responsibilities.  Finally, the non-departmental 
overhead component includes costs of departments which are not directly related to the 
capital program but which are considered necessary to support the various capital projects 
throughout the year.  The non-departmental overhead charge is determined by applying a 
pre-determined percentage to the total cost of capital projects as per the work orders.   
 
Fleet expense and travel direct work orders encompass fleet costs and costs associated 
with smaller work orders related to the Company’s distribution system.  These costs are 
capitalized using standard rates developed by the Company. 
 
All categories of capitalized expenditures other than capitalized direct salaries are 
allocated to work orders using percentages or standard rates developed by the Company.  
These allocations are intended to ensure that capital projects are adequately charged with 
the cost of support functions such as accounting and finance, engineering, and other such 
expenses which cannot be directly charged to specific capital projects. 
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For 2000, the percentages used to capitalize fringe benefits and overhead costs were as  
follows:  

Benefits (% of direct salaries)  35.9% 
Departmental overhead 
 Non-field (% of direct salaries and benefits of 
  engineers and office staff)  37.6% 
 Field (% of salaries and benefits of crews)  19.8% 
Non-departmental overhead 
 (% of work order total costs)  6.0% 

 
Intercompany charges 
 
Intercompany charges to CF(L)Co. for 2000 have decreased by $439,100 or 20.8% 
compared to 1999.  The breakdown of intercompany charges by department is as  
follows: 
   2000  1999  1998 
    
 Production $ 226,864 $ 792,042 $ 715,390   

Finance  430,496  345,557  495,858   
Transmission and Rural Operations  73,247  20,000  20,000   
Internal Audit  10,670  87,055  87,055   
Management  40,694  184,020  135,379   
Human Resources and Legal  887,979  680,355  806,389 

 
 $ 1,669,950 $ 2,109,029 $ 2,260,071  
 
 
These charges are for the provision of services in accordance with a Services Agreement 
between Hydro and CF(L)Co.  Based on a recommendation in our report for the 1999 
Annual Review, Hydro reviewed and updated their methodology for allocating 
intercompany costs.  In the internal report prepared by Hydro on this issue, they 
document the change in methodology as compared to the 1992 study.  Under the new 
methodology, Hydro utilizes specific work orders in most situations to capture the actual 
costs of providing services to 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: 
 

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 materials, janitorial, etc. 
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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. 
 
As noted above, the recovery of costs for services provided to CF(L)Co have decreased 
overall by $439,100 from 1999.  This decrease is made up of wide fluctuations in costs as 
indicated in the table above.  There is a significant decrease in the production and 
management departments, which is partially offset by the increase in charges from the 
transmission and rural operations and human resources departments.  The change in 
approach and methodology for allocating intercompany costs makes it difficult to 
compare intercompany charges to prior years.  However, since these costs recoveries are 
now based more on actual documentation and less on management judgment, it should 
provide a more accurate picture of true costs.  We concur with Hydro’s comments in their 
report that these changes make the recoveries less subjective and more verifiable than in 
previous years. 
 
This change in methodology should be reviewed and assessed by the Board during the 
scheduled rate hearing.  We will undertake a more detailed review of the methodological 
changes implemented by Hydro and present our findings in our rate hearing report. 
 
Fuels 
 
In 2000 fuel expense increased overall by $7,458,000 or 21.24% over 1999.  The cost of 
Bunker "C" increased by approximately $20,283,000 over 1999, however net of RSP 
recoveries, this fuel only increased by approximately $49,000.  The reason for the large 
variation is attributed to the increase in average price of fuel consumed.  In both 2000 and 
1999, Hydro consumed approximately 1,593,000 barrels, but the average price in 2000 
rose from $18.18 per barrel to $30.92 per barrel.   
 
The hydraulic production and load variation components of the Rate Stabilization Plan 
provide an increase of $5,283,000 in comparison to 1999. The adjustment for hydraulic 
production (or water variation) is consistent with the increase in actual hydraulic 
production in 2000 of approximately 4.5%, however, the impact of this increase is 
partially offset by a special adjustment in 1999 relating to spilled energy which was 
banked in 1998 for an industrial customer.  The adjustment for load variation 
is consistent with the increase in energy sales.  Energy sales (excluding Hydro Quebec 
Recall) were up 483 GWh (7.7%) in 2000 in comparison to 1999.  The increase in energy  
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sales in 2000 was the result of adverse weather conditions in the fall, which increased 
Newfoundland Power’s need for more energy to meet consumer demand and also the 
Iron Ore Company of Canada increased production after experiencing a slow down in 
1999 that occurred throughout the industry.  Sales to these companies increased by a total 
of 367 GWhs in 2000.  All variations relating to the Rate Stabilization Plan are calculated 
using actual results for the year in comparison to the 1992 cost of service data.  
  
Another significant contributor to the increase in the fuel expense category is the variance 
in diesel fuel for rural operations.  This category increased by $2,351,000 primarily due 
to a rise in the average cost per litre of fuel. 
 
Power purchased 
 
The Company's purchased power expense increased by $2,176,000 in 2000 (excluding 
the Hydro Quebec Recall).  This increase is due to a credit balance in 1999 of $1,745,000 
relating to secondary energy and an increase of approximately $1,155,000 relating to 
additional power purchased from a number of suppliers to allow Hydro to fill its excess 
sales demand over that generated.  These increases were partially offset by a decrease of 
$859,000 in capacity expansion.   
 
The credit included in 1999 secondary energy was the result of the reversal of an accrual 
that was recorded in 1998 for banked energy for Abitibi Price.  In 1999, it was 
determined that the energy was no longer required and the accrual was reversed.  The 
cost of secondary energy purchased in 2000 was $6,065. 
 
During 2000, the generation of hydraulic and thermal energy increased by 4.5% and 5.7% 
respectively over 1999, however this production was still insufficient to meet sales 
demand.  Approximately 2,523 GWh’s was purchased in 2000 of which 1494 GWh’s 
related to the Hydro Quebec Recall.  The increase in the expense is primarily due to the 
power purchased from the non-utility generators and CF(L)Co  
 
The Company purchased 161 GWh’s of power from two non-utility generators at a cost 
of approximately $10.9 million as compared to 156 GWh’s of power at $10.4 million in 
1999.  The cost variance of approximately $536,000 is the result of an increase in the 
average cost per GWh from 1999 for Star Lake and the Algonquin Project.  In 2000 the 
average cost per GWh was $67 and $70 respectively compared to $66 and $69 in 1999.  
Also, 868 GWh’s was purchased from CF(L)Co. as compared to 645 GWh’s in 1999.  
This represented an increase of approximately $619,000. 
 
The decrease in capacity expansion of $859,000 is due to a major repair job that was 
completed in 1999 on the Synchronous Condenser #1 at the Wabush Terminal Station.  
Hydro was required to pay 53.6% of the cost of the repair as per Clause 5.01 of the Power 
Contract. 
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We note that power purchased expense includes an amount of $1.3 million paid to Abitibi 
Price in 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.   
 
Interest 
 
Interest expense for 2000 increased slightly compared to 1999, showing an overall 
increase of $1 million or 1%.  This increase is primarily attributable to a decline in the 
amount of interest earned on investments, sinking funds and the rate stabilization plan.  
This increase was largely offset by the amount of interest capitalized during construction.  
 
The following is a summary of interest expense for 2000 and 1999: 
 

(millions) 2000  1999 
    
Gross interest $95.0  $95.0 
Debt guarantee fee 10.7  11.0 
Amortization of debt discount and financing costs 1.1  1.3 
Foreign exchange losses 1.0  1.0 
 107.8  108.3 
Less:    

Interest earned (8.1)  (12.0) 
Interest attributable to CF(L)Co share purchase (1.8)  (1.1) 
Interest capitalized during construction (3.7)  (2.0) 
 $94.2  $93.2 
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Revenue Requirement 
 
Scope: Verify Hydro’s reconciliation of net income to revenue requirement for 

2000. Review and assess the reasonableness of adjustments in the 
calculation of revenue requirement. 

 
Reconciliations of Net Income to Revenue Requirement for the years 1998 to 2000 have 
been provided in Schedule 3 of our report. Our review of the revenue requirement 
reconciliation for 2000 included examining support for the adjustments and assessing the 
reasonableness in comparison to prior years. 
 
In 2000, Hydro introduced a new revenue requirement adjustment relating to interest 
expense and revised the reported revenue requirement for prior years.  This interest 
adjustment is an increase to interest expense relating to “interest avoided” on regulated 
operations.  Hydro’s rationale for this adjustment is that due to the increased cash flow 
from the sale of recall power to Hydro Quebec, the Company was able to pay down its 
short-term debt and thus reduce or save $2.675 million of interest expense in 2000.  The 
1999 and 1998 revenue requirement were adjusted by $2.148 million and $0.117 million 
respectively for calculated interest savings in those years.  In addition to the interest 
adjustment, Hydro revised the calculations of the cost of recall power purchased.  These 
revisions, which more accurately reflect the cost of recall power, had the effect of 
decreasing the profit contribution from recall power by $244,000 and $386,000 in 1998 
and 1999 respectively. 
 
We have reviewed the calculations of interest avoided as prepared by Hydro.  We believe 
the rationale and approach used by Hydro with regard to this interest adjustment should 
be reviewed in more detail considering the scheduled rate hearing and the potential 
impact on the 2002 test year revenue requirement.  We will undertake to analyze this 
issue further and report on our findings in our rate hearing report to be filed with the 
Board. 
 
The largest adjustments to the revenue requirement were to eliminate $13.331 million in 
energy sales to Hydro Quebec and $4.424 million in power purchased from Upper 
Churchill.  These adjustments, which first began in 1998 under a three-year contract with 
Hydro Quebec, changed slightly in 2000 once NF & Labrador Hydro reached its revenue 
cap of $78.9 million in May.  Based on the contract, Hydro was able to purchase power 
from Upper Churchill at the mil rate of $2.7202 per MWh and resell it to Hydro Quebec 
at $23.90/ MWh.  The contract also stated that if the revenue cap was achieved before the 
end of the three year contract then all power sold above the cap would be for the same 
price that NF & Labrador Hydro purchased the power (i.e. $2.7202/MWh).  On March 9, 
2001, a new contract was negotiated with Hydro Quebec to extend the original agreement 
to March 31, 2004.  Under this agreement the revenue cap is set at $97.53 million and all 
power purchased from Upper Churchill is set at $2.5426/MWh and sold to Hydro Quebec 
at $23.90/MWh.  As in the previous contract all power sold to Quebec after the aggregate 
amount of $97.53 million shall be sold for the purchase price.   
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In 2000, donations and management contributions of approximately $132,000 have been 
eliminated from revenue requirement as per the Board’s direction. 
 
In addition, costs of $4,000 related to Muskrat Falls have also been eliminated as they 
relate to the development of the Lower Churchill, a project which is non-regulated and 
therefore does not impact Hydro’s revenue requirement.  
 
These above noted adjustments combine to decrease the margin (earnings) per Schedule 3 
by $11.446 million.  
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Depreciation 
 
Scope: Review Hydro’s rates of depreciation and assess their compliance with the 

1986 Peat Marwick Depreciation Policy Study. Assess reasonableness of 
depreciation expense. 

 
Our procedures with respect to depreciation were focused on reviewing the rates of 
depreciation used and assessing their compliance with the 1986 Peat Marwick 
Depreciation Policy Study and also on assessing the overall reasonableness of 
depreciation expense. 
 
During 2000 Hydro reported depreciation expense of $35.5 million as follows: 
 

Location Asset Class Net Cost Method 2000 Expense

Hydro Hydraulic stations $1,005.6 million Sinking Fund $9.7 million
Terminal stations
Transmission lines

Hydro All other classes  205.7 million Straight Line 25.8 million

$1,211.3 million $35.5 million

 
The majority of Hydro’s high dollar value capital assets are depreciated using the sinking 
fund method. As noted above this method is applied to hydraulic stations, terminal 
stations and transmission lines which account for approximately 83% 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’s 
life 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 plus interest 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. 
 
In completing our procedures, we recalculated depreciation for both depreciation 
methods on a test basis and compared the estimated service lives used in the calculations 
to the 1986 Peat Marwick Depreciation Policy Study. We also reviewed the interest rates 
used in calculating sinking fund depreciation for reasonableness. 
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In our 1997 report we provided the Board with the alternatives, observations and 
recommendations included in a depreciation study conducted by KPMG LLP.  The final 
report relating to this study is dated October 7, 1998.  In its rate application now before 
the Board, Hydro has requested approval for proposed changes in its depreciation 
policies, which are based on certain recommendations flowing from this 1998 
depreciation study.  These proposed changes will need to be reviewed in detail during the 
scheduled rate hearing. 
 
As a result of completing our procedures, no significant discrepancies were noted 
and therefore, we report that depreciation expense for 2000 appears reasonable. 
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Rate Stabilization Plan 
 
Scope: Conduct an examination of the changes to the Rate Stabilization Plan to 

assess compliance with Board directives. 
 
Our examination of the Rate Stabilization Plan (RSP) for 2000 included reviewing the 
adjustments and components of the Plan in 2000 and assessing their reasonableness and 
compliance with Board directives. We also assessed the reasonableness of the interest 
charged and credited to the Plan during the year. 
 
Schedule 5 of our report summarizes the changes in the RSP for the three years from 
1998 to 2000.  The fuel variation adjustment of approximately $29.4 million represents 
the most significant change in the plan in 2000.  This increase is the direct result of the 
cost of oil per barrel in 2000.  Hydro’s consumption of oil has remained very consistent 
with 1999, but the actual cost of oil per barrel was as high as $36.00 in December 2000 
compared to $12.50 from the 1992 cost of service study.  Another significant change in 
2000 is the water variation adjustment of approximately $16.6 million.  This adjustment 
partially offsets the increase in the plan attributable to fuel costs.  The water variation 
adjustment represents a savings to the plan arising because hydraulic production during 
the year was higher than the level forecast in 1992 cost of service. 
 
Based upon our review, we report that the adjustments made to the RSP in 2000 are 
reasonable and it has been operating in accordance with Board directives.  
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Deferred Charges 
 
Scope: Conduct an examination of the changes to deferred charges and assess their 

reasonableness and prudence in relation to sales of power and energy. 
 
The following table shows the transactions in the deferred charges account from 1997 to 
2000:  
 

(000)'s Balance Net Balance Net Balance Net Balance
Dec./97 Add. Amort. Dec./98 Add. Amort. Reclass Dec./99 Add. Amort. Dec./00

Studies and software $439 $429 ($271) $597 ($597)

CF(L) Co. 8 335 -50 $293 1,564 -379 $1,478 -2 -383 $1,093

Realized foreign 

   exchange losses 96,278 $96,278 $96,278 $96,278

Unrealized foreign

   exchange losses

Discounts and issue costs 12,795 2,738 -1,574 $13,959 10 -1,274 $12,695 -1,140 $11,555
   on long term debt

$109,520 $3,502 ($1,895) $111,127 $1,574 ($1,653) $110,451 ($2) ($1,523) $108,926

 
During the year there were no additions to deferred charges. 
 
Foreign Exchange Losses 
 
Total deferred foreign exchange losses remained unchanged between 2000 and 1999 at 
$96.278 million. 
 
As noted in our previous reports, section 17(4) of the Hydro Corporation Act (as 
amended by Bill 35) states that for purposes of the Public Utilities Act (including 
Subsection 80(2)), 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. Section 17(3)(e) establishes the period of amortization for these losses 
to be 40 years commencing in the year when Hydro’s rates are first altered under the 
Public Utilities Act. If Hydro was to commence amortizing the foreign exchange losses 
based on the 1999 balance noted above, the annual amortization to be included in the 
revenue requirement would be $2.4 million. 
 
In 2000 Hydro accrued $1 million towards its foreign exchange losses consistent with 
prior years and in compliance with the Board's recommendation from the 1992 hearing. 
 
Based on the results of our procedures, nothing has to come to our attention to 
indicate that the changes to deferred charges are imprudent or unreasonable in 
relation to sales of power and energy. 
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Cost Control/Productivity Initiatives 
 
Scope: Review Hydro’s initiatives and efforts with respect to productivity 

improvements, rationalization of operations and expenditure reductions. 
Obtain update on current activities and inquire as to any future initiatives 
currently being evaluated. 

 
The Company has undertaken a number of initiatives to explore the possibility of future 
savings and increased productivity.  In our 1999 report, we noted a number of initiatives 
that the Company was in the process of implementing.  An update on the progress of 
these initiatives as provided to us by Hydro senior management is outlined below. 
 
Joint Steering Committee (Coordination of Utility Activities) 
 
This is a joint committee consisting of union representatives from Hydro and Newfoundland 
Power.  The Committee was established in early 1997 to review potential opportunities for 
co-ordination that could result in lowering the overall cost of providing electrical service.  
The overall mandate of the Steering Committee is to advise and make recommendations to 
the utilities based on reviews that are carried out on their behalf. 
 
It was indicated by management in 1999 that most of the review of the Joint Steering 
Committee has been conducted, however, a report was not finalized.  According to an 
update provided by management, there were some minor opportunities for change identified 
and implemented, however towards the end of the process there was little value added in 
finalizing a written report. 
 
Reliability Centered Maintenance (RCM) Approach for Transmission and Rural 
Operations 
 
This approach to maintenance places the emphasis on reliability, therefore not all of the 
systems would be treated the same with respect to the frequency of maintenance.  It is 
believed that this approach would result in a more effective maintenance program and result 
in an efficient use of resources in the maintenance area.   
 
In our 1998 report, we indicated that Hydro had completed a RCM pilot in the transmission, 
distribution; and diesel generation areas, and that an implementation team would be trained 
in the RCM process, templates would be drafted and the analysis of Hydro’s systems would 
be scheduled to start in September 2000. 
 
Based on correspondence from Hydro officials, this initiative is in the development stage 
and should be fully implemented on schedule.  It was also indicated that the cost savings 
and/or productivity improvements will not be realized until after full implementation.  
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Diesel Plant Operation Review 
 
A review of the isolated diesel operation systems resulted in an initiative to move to a new 
classification called Diesel System Representative (DSR).  This change should help enhance 
efficiencies and reduce costs in the rural operations.  This initiative started in 1998 and 
should be fully implemented by 2001.  According to Hydro officials, the training program is 
on schedule for full DSR operations of the isolated diesel systems by December 31, 2001. 
 
Based on recent correspondence from Hydro officials, the cost savings and productivity 
improvements resulting from this initiative will be realized due to reduced travel 
requirements and a multi-skilled approach to maintenance. 
 
TRO – Review of Work Processes and Practices 
 
The work processes and practices within TRO were reviewed to determine the most 
effective and efficient way of providing services.  Hydro completed an extensive review of 
how it deploys lineworker crews in relation to their current transmission and distribution 
lines.  As a result of this review, they have reorganized their current lineworker crews so 
they can operate more efficiently and cost-effectively. 
 
Based on recommendations resulting from this review, Hydro announced a realignment of 
certain staffing.  On February 15, 2001, Hydro’s announcement indicated that they were 
adjusting their operations and that forty-one positions would be eliminated.  
 
As part of the annual review process, we will monitor the results of the above 
initiatives and obtain an update from the Company during the 2001 review and 
inquire as to any future initiatives that are being evaluated.  We will also inquire about 
these and any future initiatives as part of our review in preparation for the 2001 fall 
rate hearing. 
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Contributions in Aid of Construction (CIAC’s) 
 
Scope: Review a sample of Contribution in Aid of Construction (CIAC) 

calculations for accuracy and compliance with approved policy. 
 
Our procedures in this area included the following: 
 
• review the implementation of the undertakings of Hydro in respect of the revised 

CIAC policy as ordered in P.U. 4 (1997-98); and  
• review a sample of CIAC calculations for accuracy and compliance with approved 

policy. 
 
As part of our review, we have held discussions with Mr. Barry Brophy of Hydro 
regarding the Company’s CIAC policies and procedures and we have selected and 
reviewed documentation supporting a sample of five (5) CIAC calculations prepared 
during 2000.   
 
Based on the results of our inquiry and review of documentation, we noted that the 
Board’s requirements for the approval, review and calculation processes as specified in 
P.U.4 (1997-98), are being complied with.  However, certain observations were noted 
during our review which are noted below for your information: 
 
• Hydro essentially uses a manual system to monitor all CIAC quotes.  The Company 

did implement a spreadsheet system in 1997 that is updated on a regular basis for new 
CIAC quotes.  Mr. Brophy indicated that any CIAC quotes prior to 1997 are more 
difficult to accumulate due to the previous filing system.  The most significant 
deficiency resulting from the manual system is the manual calculation of the 
individual quotes.  However, to compensate, Hydro requires the manual calculations 
be checked and approved by the appropriate supervisor.  No calculation errors were 
found in the sample quotes.  In 2001, Hydro obtained a copy of Newfoundland 
Power’s computerized CIAC program.  This software is expected to be implemented 
sometime during the 2001 year. 

 
• P.U. 4 (1997-98) suggests residential and seasonal CIACs may be reviewed after a 

period of 24 months from the date of service to determine whether the residential or 
seasonal service has been designated properly.  The coordinator of the CIAC process 
has tried to take the responsibility in performing these reviews however, due to time 
constraints he has not been able to set up a formal review policy, instead he reviews 
when possible the annual consumption reports for seasonal residents  who request to 
be billed as permanent residents.  

 
• We also noted that P.U. 4 (1997-98) suggests for Hydro to make all reasonable efforts 

to identify refunds to existing customers when additional customers are connected to 
an already existing line extension. In 1998 Hydro staff implemented an informal 
annual review process to identify these changes. The CIAC database (spreadsheet) 
was sorted by region at head office and a listing of all CIAC quotes were sent to the 
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applicable region to be reviewed. Any required adjustments were forwarded to staff at 
Head Office for updating.    However, during 2000, Hydro decided to abandon its 
annual review process since it was proving to be a slow and non-productive practice.  
Therefore, in lieu of the annual review process, Hydro’s head office has instructed the 
regional technicians for all new quotes, to review the requested area for possible 
adjustments to previously accepted CIAC quotes prior to the calculation of a new 
CIAC.  While this process has delegated all authority to the regional offices, without 
any type of assessment of the work in place  all accountability has been removed.   

 
• All customers are to be advised of the conditions relating to refunds of CIACs.  Four 

of the five of the customers selected in our sample were advised of these conditions in 
writing. 

 
• Hydro does not include sketches with the customer letters.  However they are 

maintained in the file for Hydro’s review. 
 
Based on our discussions, we believe that the shortfalls in Hydro’s procedures are 
partially due to the manual process.  The onus is on the regional technicians who perform 
the fieldwork to ensure that they have their sketches precise and their line measurements 
exact.  Also, it is the responsibility of the regional offices to ensure all CIAC quotes are 
documented, filed and reported to Head Office.  However for 2001, the installation of a 
computerized CIAC should solve many of these present problems.   
 
In addition to the shortfalls noted above, the 1999 review revealed several other concerns 
that fell outside the general need of a computerized system.  It was concerns such as 
poorly organized files and lack of documentation that became part of our focus during the 
2000 review.  Based on our review of five CIAC quotes in 2000, we noted that each of 
the files were very detailed, containing a written request from the customer, appropriate 
sketches of the area to calculate a correct quote, letters to interested parties outlining the 
details of the quote; and the necessary approval from supervisors.  Since these files 
contained complicated CIAC calculations, all copies of the documentation was held at 
head office and may explain the orderly fashion in which the files were prepared.  
However, one of the employee’s responsible for running the CIAC program at head 
office informed us that he has recently returned from a mini-training session in the central 
region with representatives from other regions as well, instructing them on how to 
maintain a CIAC file.  He also provided to each of them a sample of what should be 
included in a CIAC file.  
 
We recommend in the preparation of CIAC quotes, all employees should follow a 
standardized set of policies and procedures in order to maintain consistency. We also 
recommend all CIACs quotes should contain a written request for service and 
documentation regarding refunds should be provided to all customers. Finally, Hydro 
should develop a standardized form that is required to be completed by the appropriate 
personnel at the regional offices, in a timely manner, indicating their review of the annual 
CIAC quote listing provided to them by the Head Office.  This will ensure that the 
CIAC’s are being reviewed on an annual basis. 
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Based on the results of our inquiry and review of documentation, we noted that the 
Board’s requirements for the approval, review and calculation processes as 
specified in P.U.4 (1997-98), are being complied with.  However, we have noted a 
number of observations and provided several recommendations for improvement in 
the CIAC process. 
 
During the 2001 annual financial review we will continue to review a sample of the 
CIAC quotations prepared in 2001, including the administrative processes to ensure 
the Company is in compliance with the Board Order. 
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Review Findings Requiring Follow-up 
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Appendix A 
 
Review Findings Requiring Follow Up 
 
The following is a list of items related to our observations/findings during our review 
which require follow-up or action on behalf of the parties indicated. 
 
Newfoundland and Labrador Hydro 
 
• The Company should consider the implementation of our recommendations relating 

to the preparation and maintenance of the CIAC quotations.  (Ref. Pg. 37-39) 
 
Grant Thornton LLP 
 
• During the annual financial review for 2001, compare Hydro’s staffing levels and 

salary costs for 2000 and 2001 using Hydro’s calculation of full time equivalent 
positions (FTE’s).  (Ref. Pg. 15). 

 
• Follow up in the cost control/productivity initiatives and inquire as to any future 

initiatives currently being evaluated.  (Ref. Pg. 36) 
 
• During the annual financial review for 2001, review a sample of the CIAC quotations 

prepared in 2000, including the administrative processes to ensure the Company is in 
compliance with Board Order P.U. 4(1997-98).  (Ref. Pg. 37-39) 
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Newfoundland and Labrador Hydro
Balance Sheet
(Excluding CF(L)Co., LCDC and Contributed Capital - Muskrat Falls) 
(000)'s     

 2000 1999 1998

ASSETS
Fixed assets $1,254,627 $1,241,103 $1,234,963
Current assets 98,232 111,765 113,363
Rate stabilization plan 24,113 17,538 31,744
Long-term receivable - - -
Deferred charges 108,927 110,451 111,128

Total assets $1,485,899 $1,480,857 $1,491,198

LIABILITIES AND 
SHAREHOLDER'S EQUITY
Long-term debt 808,004$     997,544$     918,927$     
Current liabilities  

Accounts payable 57,943 66,256 71,628
Due to affiliates 4,016 3,967 4,041
Promissory notes 121,170 54,415 83,665
Long-term debt within one year 162,863 12,150 87,127

345,992       136,788       246,461       

Employee future benefits 22,851

Unrealized foreign exchange loss provision 9,000 8,000 7,000

Shareholder's equity
Retained earnings 300,052 338,525 318,810

Total liabilities and equity $1,485,899 $1,480,857 $1,491,198

   

Schedule 1



Newfoundland and Labrador Hydro
Statements of Earnings and Retained Earnings
(Excluding CF(L)Co., LCDC and Contributed Capital - Muskrat Falls)
 
(000)'s    

 2000 1999 1998

Revenue 303,192$     316,990$       304,196$       

Expenses
Fuels 42,568         35,110           26,880           
Power purchased 20,385         18,927           13,472           
Other costs 93,281         85,271           81,729           
Depreciation 35,469         36,108           32,072           
Interest 94,193         93,179           98,786           

285,896       268,595         252,939         

Write down of capital assets 16,680           
 
Net earnings 17,296$       31,715$         51,257$         

Retained earnings, beginning of year 338,525$     318,810$       279,553$       

Adjust future employee benefits (19,169)$      

Net earnings 17,296         31,715           51,257           

Dividends (36,600)        (12,000)          (12,000)          

Retained earnings, end of year 300,052$     338,525$       318,810$       

   

Schedule 2



Newfoundland and Labrador Hydro Schedule 3
Reconciliation of Net Income to Revenue Requirement  
1998 to 2000

(000)'s 2000 1999 1998
Financial Revenue Financial Revenue Financial Revenue
Statement Adjust. Require. Statement Adjust. Require. Statement Adjust. Require.

Depreciation 35,469$       35,469$       36,108$       36,108$       32,072$       771$          32,843$       $0 $0 $0
Fuel  42,568         42,568         35,110         35,110         26,880         26,880         

Power purchased 20,385         (4,424)       15,961         18,927         (5,142)       13,785         13,472         (4,030)       9,442           
Other costs

Salaries 61,374         (107)          61,267         57,128         (58)            57,070         54,960         (56)            54,904         
System equip. maint. 18,977         (1)              18,976         14,957         (2)              14,955         11,325         (2)              11,323         
Insurance 1,037           1,037           1,068           1,068           1,056           1,056           
Transportation 2,892           2,892           3,481           3,481           3,642           (1)              3,641           
Office supplies 2,081           2,081           2,858           2,858           2,715           2,715           
Bldg. rentals and maint. 998              998              2,897           2,897           3,226           3,226           
Professional services 3,815           3,815           3,756           3,756           3,398           3,398           
Travel 2,835           2,835           2,459           2,459           2,211           2,211           
Equipment rentals 1,400           1,400           1,602           1,602           2,000           2,000           
Miscellaneous 4,891           288            5,179           4,341           388            4,729           5,927           215            6,142           
Loss on disposal 2,186           2,186           923              923              1,137           1,137           
Amortization of studies
     and software 771              (771)          
Customer costs 420              (420)          -               495              (495)          -               332              (332)          

Sub-total 102,906       (240)          102,666       95,965         (167)          95,798         92,700         (947)          91,753         
Allocations

Other (104)             104            -               (49)               49              -               (46)               46              
Hydro capitalized (7,852)          (7,852)          (8,537)          (8,537)          (8,666)          (8,666)          
C.F.(L) Co. (1,670)          (1,670)          (2,109)          (2,109)          (2,260)          (2,260)          

Sub-total (9,626)          104            (9,522)          (10,695)        49              (10,646)        (10,972)        46              (10,926)        
Total 93,280         (136)          93,144         85,270         (118)          85,152         81,728         (901)          80,827         

Write down of capital assets -               16,680         16,680         

Interest 94,193         2,675         96,868         93,179         2,148         95,327         98,786         117            98,903         

Margin 17,296         (11,446)     5,850           31,716         (35,363)     (3,647)          51,258         (26,126)     25,132         
0 0 0

Revenue requirement $303,191 ($13,331) $289,860 $316,990 ($38,475) $278,515 $304,196 ($30,169) $274,027
0 0
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Newfoundland and Labrador Hydro
Comparison of Total Cost of Energy to kWh Sold and Used
(000)'s 

kWh sold Purchased Other Total Cost Cost per 
Year and used Depreciation Fuel Power Costs Interest Margin of Energy kWh
1996 6,589,000    29,301$           41,683$      5,225$           77,799$      113,062$    20,693$      287,763$    0.0437$      
1997 6,784,000    30,686$           43,900$      5,692$           74,152$      106,876$    31,351$      292,657$    0.0431$      
1998 6,254,000    32,843$           26,880$      9,442$           80,827$      98,903$      25,132$      274,027$    0.0438$      
1999 6,257,000    36,108$           35,110$      13,785$         85,152$      95,327$      13,033$      1 278,515$    1 0.0445$      
2000 6,740,000    35,469$           42,568$      15,961$         93,144$      96,868$      5,850$        289,860$    0.0430$      

1 Both of these numbers have been restated for the writedown of the Roddickton chip plant

Total Cost of Energy per kWh
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          Schedule 4B
Newfoundland and Labrador Hydro
Comparison of Costs as a Percentage of kWh Sold and Used

1997
kWh sold and used 6,784,000

Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total
Depreciation 29,301$    0.0044 10.18% 30,686$    0.0045 10.49% 32,843$    0.0053 11.99% 36,108$    0.0058           12.96% 35,469$    0.0053           12.24%
Fuel 41,683      0.0063 14.49% 43,900      0.0065 15.00% 26,880      0.0043 9.81% 35,110      0.0056           12.61% 42,568      0.0063           14.69%
Power purchased 5,225        0.0008 1.82% 5,692        0.0008 1.94% 9,442        0.0015 3.45% 13,785      0.0022           4.95% 15,961      0.0024           5.51%
Other costs 77,799      0.0118 27.04% 74,152      0.0109 25.34% 80,827      0.0129 29.50% 101,832    0.0163           36.56% 93,144      0.0138           32.13%
Interest 113,062    0.0172 39.29% 106,876    0.0158 36.52% 98,903      0.0158 36.09% 95,327      0.0152           34.23% 96,868      0.0144           33.42%
Margin 20,693      0.0031 7.19% 31,351      0.0046 10.71% 25,132      0.0040 9.17% (3,647)       (0.0006) -1.31% 5,850        0.0009           2.02%

Total 287,763$  0.0437 100.00% 292,657$  0.0431 100.00% 274,027$  0.0438 100.00% 278,515$  0.0445           100.00% 289,860$  0.0430           100.00%

6,740,000
1998 20001996

6,589,000
1999

6,257,0006,254,000



Newfoundland and Labrador Hydro
Comparison of Costs as a Percentage of kWh Sold and Used

Schedule 4B
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Newfoundland and Labrador Hydro
Comparison of Other Costs by Breakdown

1996 to 2000

kWh sold and used
Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total

Salaries 56,724$     0.00861         100.00% 51,863$     0.00764         100.00% 54,904$     0.00878         100.00% 57,070$ 0.00912        100.00% 61,267$   0.00909        100.00%

kWh sold and used
Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total Cost Cost per kWh % of Total

System equip. maint. 10,294$     0.00156 34.78% 11,506$     0.00170         36.46% 11,323$     0.00181         30.73% 14,955$ 0.00239        38.62% 18,976$   0.00282        45.84%
Insurance 1,169         0.00018 3.95% 1,224         0.00018         3.88% 1,056         0.00017         2.87% 1,068     0.00017        2.76% 1,037       0.00015        2.50%
Transportation 3,513         0.00053 11.87% 3,177         0.00047         10.07% 3,641         0.00058         9.88% 3,481     0.00056        8.99% 2,892       0.00043        6.99%
Office supplies 2,842         0.00043 9.60% 2,716         0.00040         8.61% 2,715         0.00043         7.37% 2,858     0.00046        7.38% 2,081       0.00031        5.03%
Bldg. rentals and maint. 1,930         0.00029 6.52% 2,210         0.00033         7.00% 3,226         0.00052         8.75% 2,897     0.00046        7.48% 998          0.00015        2.41%
Professional services 2,330         0.00035 7.87% 2,627         0.00039         8.32% 3,398         0.00054         9.22% 3,756     0.00060        9.70% 3,815       0.00057        9.22%
Travel 1,874         0.00028 6.33% 1,957         0.00029         6.20% 2,211         0.00035         6.00% 2,459     0.00039        6.35% 2,835       0.00042        6.85%
Equipment rentals 1,740         0.00026 5.88% 1,530         0.00023         4.85% 2,000         0.00032         5.43% 1,602     0.00026        4.14% 1,400       0.00021        3.38%
Miscellaneous 4,014         0.00061 13.56% 3,920         0.00058         12.42% 6,142         0.00098         16.67% 4,729     0.00076        12.21% 5,179       0.00077        12.51%
Loss on disposal (110)          (0.00002) -0.37% 691            0.00010         2.19% 1,137         0.00018         3.09% 923        0.00015        2.38% 2,186       0.00032        5.28%
Total 29,596$     0.00449$       100.00% 31,558$     0.00465$       100.00% 36,849$     0.00589$       100.00% 38,728$ 0.00619$      100.00% 41,399$   0.00614$      100.00%

Grand Total 86,320$     0.01310$       100.00% 83,421$     0.01230$       100.00% 91,753$     0.01467         100.00% 95,798$ 0.01531        100.00% 102,666$ 0.01523        100.00%

2000
6,589,000 6,784,000 6,254,000 6,257,000 6,740,000

1996 1997 1998 1999

2000
6,589,000 6,784,000 6,254,000 6,257,000 6,740,000

1996 1997 1998 1999



           Schedule 4C
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Newfoundland and Labrador Hydro Schedule 5
Rate Stabilization Plan Summary
1998 to 2000

 2000   
Current Current Prior Total

(000)'s Variation Interest Interest 1999 1998

Balance, beginning of year $34,331 $48,786 $41,378

Water variation (16,614)$      (707)$         18,711$      1,390 2,253 16,981
Load variation 521              72               169             762 5,074 3,028
Fuel variation 29,359         1,052          (19,515)       10,896 (9,896) (6,209)
Recovery (13,886)        3,098          (10,788) (11,239) (6,263)
Rural rate alteration (880)             (38)             (128)            (1,046) (482) 19
Labrador interconnected 53                (3)               11               61 (165) (148)

Net change (1,447)$        376$           2,346$        1,275 (14,455) 7,408

Balance, end of year $35,606 $34,331 $48,786

Comprised of:

Water variation $220,565
Load variation 2,742
Fuel variation (217,695)
Recovery 32,491
Rural rate alteration (2,541)
Labrador interconnected 44

Balance, end of year $35,606

Current receivable $11,506
Long-term receivable 24,100

$35,606
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