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Restrictions, Qualifications and Independence
Purpose

This report was prepared for the Board of Commissioners of Public Utilities in Newfoundland and Labrador. The
purpose of our engagementwas to presentour observations, findings and recommendations with respectto our 2018
annual financial review of Newfoundland Power Inc.

Restrictions and Limitations

This reportis not intended for general circulation or publication noris it to be reproduced or used for any purpose
other than that outlined herein withoutour prior written permission in each specificinstance. Notwithstanding the
above, we understand thatour reportmay be disclosed as a partof a public hearing process. We have given the
Board our consentto use ourreport for this purpose.

Our scope of work is as setoutin our terms ofreference letter, which is referenced throughoutthis report. The
procedures undertaken in the course of our review do not constitute an auditof Newfoundland Power’s financial
information and consequently, we do not express an opinion on the financial information provided by Newfoundland
Power. In preparing this report, we have relied upon information provided by Newfoundland Power.

We acknowledge thatthe Board is bound by the Freedom of Information and Protection of Privacy Act and agree that
the Board may use its sole discretion in any determination of whether and, if so, in what form, this Reportmay be
required to be released under this Act.

We reserve the right, but will be under no obligation, to review and/or revise the contents of this reportin light of
information which becomes known to us.
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Executive Summary

This report to the Board of Commissioners of Public Utilities (“the Board”) presents our observations, findings and
recommendations with respectto our 2018 Annual Financial Review of Newfoundland Power Inc. (“the Company”)
(“Newfoundland Power”). Belowis asummaryofthe key observations and findings included in ourreport.

The average rate base for2018 was $1,117,341,000 which is anincrease of $25,087,000 (2.30%) over the average
rate base for 2017 of $1,092,254,000. The Company’s calculation ofthe return on average rate base for2018 was
7.13% (2017 — 7.22%) compared to an approved rate of return of 7.04%. The actual rate of return was within the
range approved by the Board (6.86% to 7.22%). The calculations of average rate base and rate of return on average
rate base are in accordance with established practice and Board orders.

The Company's calculation ofaverage common equityfor 2018 was $495,374,000 (2017 - $486,557,000). The
Company's actual return on average common equityfor the year ended December 31,2018 was 8.76% (2017 —
8.93%). In Order No. P.U. 32 (2007) the Board ordered that where in a given year the actual rate of return on equity
(ROE) is greater than 50 bps above the test year calculation of the costof equity for the same year (or as determined
by the Automatic AdjustmentFormula outside atestyear), the Companymustfile a report with its annual return
explaining the facts and circumstances contributing to the difference. In 2018 the cost of common equitywas 8.50%
as per Order No. P.U. 18 (2016). The actual return on average common equityfor 2018 was 8.76% as noted above.
This return was within the 50-basis pointtrigger and as such no reportwas required.

The actual capital expenditures (excluding capital projects carried forward from prior years) were 1.8% over budgetin
2018. The capital expenditures were over the approved budget (including projects carried over from prior years) ona
net basis by$2,913,000 (2.36%). However, for each category of expenditure, the variances ranged from an over-
budgetof 64.14% to an under-budgetof 65.33%.

The Companyexperienced a 0.03% decrease inrevenue from rates in 2018 as comparedto 2017. The decreaseis
primarilydue to the impactof lower electricity sales and a 0.7% customer rate decrease effective July 1, 2017.

Overall, net operating expenses decreased by $1,965,000 from 2017 to 2018. Significantoperating expense
variances are discussedin ourreport. We conducted an examination of other costs including purchased power,
depreciation, interestand income taxes and have noted that nothing has come to our attention to indicate that these
costs for 2018 are unreasonable.

Our review of non-regulated expensesresulted in nothing coming to our attention to indicate that the amounts
reported are unreasonable or notin accordance with Board Orders.

Our analysis ofthe Company's regulatoryassets and liabilities indicated thatall were in accordance with applicable
Board Orders.

Based on our review, the 2018 Pension Expense Variance Deferral Account (PEVDA) operated in accordance with
Order No. P.U. 43(2009).

Based on our review, the 2018 Other Post-Employment Benefits CostVariance Deferral Account (OPEBVDA)
operatedin accordance with Order No. P.U. 31 (2010).

The Companycontinues to undertake initiatives aimed atimproving reliabilityof service and efficiency of operations
as is summarized in the Section entitled ‘Productivity and Operating Improvements’. During 2018 the Companymet
five out of nine of its planned performance measures. The Companyfell shortof its targets in the following
categories: “SAIDI", “% of Satisfied Customers as measured by Customer Satisfaction Survey”, “All Injury/lliness
Frequency Rate” and “Gross Operating Cost/Customer”.
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Introduction

This report to the Board of Commissioners of Public Utilities presents our observations, findings and
recommendations with respectto our 2018 Annual Financial Review of Newfoundland Power Inc.

Scope and Limitations
Our analysis was carried outin accordance with the following Terms of Reference:

1. Examine the Company's system ofaccounts to ensure thatit can provide information sufficientto meetthe
reporting requirements ofthe Board.

2. Review the Company’s calculations ofreturn on rate base, return on equity, embedded costofdebt, capital
structure and interestcoverage to ensure that they are in compliance with Board Orders.

3. Conductan examination of operating and administrative expenses, purchased power, depreciation, interest
and income taxes to review them in relation to sales of power and energy and their compliance with Board
Orders.

Our examination of the foregoing willinclude, butis not limited to, the following expense categories:

. advertising,

bad debts (uncollectible bills),
companypension plan,

costs associated with curtailable rates,
conservation and demand management,
donations,

general expenses capitalized (GEC),
income taxes,

interestand finance charges,
membership fees,

miscellaneous,

non-regulated expenses,

purchased power,

salaries and benefits,

travel, and

amortization of regulatory costs.

4. Review intercompanycharges and assess compliance with Board Orders including requirements for
additional reports pursuantto Order No. P.U. 19 (2003) and Order No. P.U. 32 (2007).

5. Examine the Company's 2018 capital expenditures in comparison to budgets and prior years and follow up
on any significantvariances. Included in this review will be an analysis ofamounts included in ‘Allowance for
Unforeseen ltems’.

6. Review the Company's rates of depreciation and assess their compliance with the Gannett Fleming
Depreciation Study included inthe Company's 2016-17 GRA and review the calculations of depreciation
expense.

7. Review Minutes of Board of Directors’ meetings.

8. Review the Company's initiatives and efforts with respectto productivity improvements, rationalization of
operations and expenditure reductions. Inquire as to the Company’s reporting on Key Performance
Indicators.

9. Conductan examination ofthe changes to deferred charges and regulatorydeferrals.

10. Conductan examination ofthe Pension Expense Variance Deferral Account to assess compliance with

Order No. P.U. 43 (2009).
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11. Conductan examination ofthe OPEBs CostVariance Deferral Account and the amortization of the
Company's transitional balance to assess compliance with Order No. P.U. 31 (2010).

The nature and extent of the procedures which we performed in ourfinancial review varied for each of the items listed
above. In general, our procedures were comprised of:

e inquiry and analytical procedures with respectto financial information as provided bythe Company, and
e examination of, on a test basis where appropriate, documentation supporting amounts included in the
Company's records.

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

The financial statements ofthe Companyfor the year ended December 31,2018 have been audited by Deloitte LLP,
Chartered Professional Accountants, who have expressed their unqualified opinion on the fairness ofthe statements
in their report dated February 14, 2019. In the course of completing our procedures we have, in certain

circumstances, referred to the audited financial statements and the historical financial information contained therein.
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System of Accounts

Section 58 of the Public Utilities Act permits the Board to prescribe the form of accounts to be maintained by the
Company.

The objective of our review of the Company's accounting system and code ofaccounts was to ensure thatit can
provide information sufficientto meetthe reporting requirements ofthe Board. We have observed that the Company
has in place a well-structured, comprehensive system ofaccounts and organization/reporting structure. The system
allows for adequate flexibility to allow the Companyto meetits own and the Board’s reporting requirements.

On March 29, 2019, the Companyfiled a revised system of accounts as part of its 2018 Annual Report. In submitting
these changes, the Companynoted that the revisions were mainlydue to accounts approved by the Board over the
lasttwo years.

Based upon our review of the Company’s financial records we have found that they are in compliance with

the system of accounts prescribed by the Board. The system of accounts is comprehensive and well-
structured and provides adequate flexibility for reporting purposes.
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Return on Rate Base and Equity, Capital Structure and Interest Coverage

Scope: Review the Company’s calculations of return on rate base, return on equity, capital structure
and interestcoverageto ensure that they are in compliance with Board Orders.

Calculation of Average Rate Base

The Company's calculation ofits average rate base for the year ended December 31,2018 which is included on
Return 3 of the annual reportto the Board was computed using the AssetRate Base Method (“ARBM"). The average
rate base for 2018 was $1,117,341,000 which is anincrease of $25,087,000 (2.30%) over the average rate base for
2017 of $1,092,254,000. The increase was primarilya resultof anincrease in plantinvestment.

Our procedures with respectto verifying the calculation ofthe average rate base were directed towards the
verification of the data incorporated in the calculations and the methodologyused by the Company. Specifically, the
procedures which we performed included the following:

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

e agreed componentdata (capital expenditures; depreciation;etc.)to supporting documentation;
e checkedthe clerical accuracy of the continuity of the rate base for 2018;and

e agreedthe methodologyused inthe calculation ofthe average rate base to the Public Utilities Act to ensure
itis in accordance with Board Orders and established policyand procedure.
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1 The following table summarizes the components ofthe average rate base for 2017 and 2018 (all figures shown are
2 averages):
3
(000)'s | 2018 | 2017
Net Plant Investment (average)
Plant Investment $ 1,834,415 $ 1,772,877
Accumulated Depreciation (739,030) (709,985)
CIAC's (38,474) (37,234)
1,056,911 1,025,658
Additions to Rate Base (average)
Deferred Charges (a) 90,963 93,498
Cost Recovery Deferral for Hearing Costs (b) 171 512
Cost Recovery Deferral — Conservation (c) 15,003 12,710
Customer Finance Programs (d) 1,978 1,419
Demand Management Incentive Account (e) 745 745
Weather Normalization Reserve (f) 3,144 3,246
112,004 112,130
Deductions from Rate Base (average)
Other Post-Employment Benefits (g) 54,848 49,334
Customer Security Deposits (h) 1,069 926
Accrued Pension Obligation (i) 5,294 5,429
Deferred Income Taxes (j) 4,401 3,051
Cost Recovery Deferral — 2016 Cost Recovery Deferral (k) 362 1,084
65,974 59,824
Average Rate Base before Allowances 1,102,941 1,077,964
Rate Base Allowances
Materials and Supplies 6,184 6,137
Cash Working Capital 8,216 8,153
14,400 14,290
4 Average Rate Base $ 1,117 341 $ 1,092,254
Page |7
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(d)
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deferred charges into the calculation of rate base. The total average deferred charges of $90,963,000 (2017
- $93,498,000) included inthe 2018 rate base consists of average deferred pension costs of $90,848,000
(2017 - $93,396,000) and credit facility costs of $115,000 (2017 - $102,000). The Companyhas included a
schedule ofthese costs in Return 8.

In Order No. P.U. 18 (2016) the Board approved the creation of a Hearing CostDeferral Accountto recover
over 30 months,commencing July1, 2016, hearing costs related to the 2016/2017 GRA in the amount of
$1,200,000. During 2016, the Companydeferred $853,000,$347,000 lower than the approved amount, of
2016/2017 GRA hearing costs. Amortization of approximately$341,000 was recorded in 2017 and 2018,
relating to these costs. The 2018 average rate base includes an addition of$171,000 (2017 - $512,000)
which represents the unamortized average balance ofthe original $853,000.

In Order No. P.U. 13 (2013) the Board approved Newfoundland Power’s proposed change in definition of
conservation program costs and the deferral and amortization of annual conservation program costs over
seven years with recovery through the Rate Stabilization Account. The actual costs incurred and deferred in
2013 were $2,937,000 ($2,085,000 after tax) resulting in annual amortization of $298,000in 2014. The
actual costs incurred and deferred in 2014 were $4,436,000 ($3,150,000 after tax) resulting in additional
annual amortization of $450,000 to commence in 2015. The actual costs incurred and deferred in 2015 were
$4,611,000 ($3,274,000 after tax) resulting in additional annual amortization of $468,000 to commence in
2016.The actual costs incurred and deferred in 2016 were $7,200,000 ($5,040,000 after tax) resultingin
additional annual amortization of $720,000 to commence in 2017. The actual costs incurred and deferred in
2017 were $6,759,000 ($4,731,000 after tax) resulting in additional annual amortization of $676,000 to
commence in 2018. The actual costs incurred and deferred in 2018 were $6,239,000 ($4,367,000 after tax)
resulting in additional annual amortization of $624,000 to commence in 2018. Included in the calculation of
the average rate base for2018 is $15,003,000 (2017 - $12,710,000) related to this deferral.

Customer Finance Programs are comprised ofloans provided to customers related to customer
conservation programs and contributionsin aid of construction. The 2018 average rate base incorporates
$1,978,000 (2017 - $1,419,000) related to these programs.

In Order No. P.U. 10 (2018) the Board approved the disposition ofthe 2017 balance of the Demand
Incentive Account of $2,128,000 ($1,490,000 after tax) by means ofa debitto the Rate Stabilization Account
as of March 31, 2018.1n 2018 there was a $1,490,000 balance within the Demand Incentive Account, which
was transferred to the RSA. The 2018 average rate base incorporates $745,000 (2017 - $745,000) related
to this account. The 2018 balance of the Demand Incentive Account was $Nil as there was no supplycost
variance outside the Deadband, which is defined as $728,000 (plus/minus 1% oftest year wholesale
demand charges).

(f) During 2018,the Weather Normalization reserve was impacted bythe following:
Transferto RSA:

i In Order No. P.U. 13 (2013) the Board approved annual balancesin the Weather Normalization
reserve be recovered from or credited to customersthrough the Rate Stabilization Account. This
resultedin a transferincrease to the reserve of $4,771,000in 2018 (2017 — $1,721,000 increase).

Other transfers:

i $90,000 transferdecrease (2017 —$112,000 increase) to the reserve related to the after tax

impactof the Degree Day Normalization Reserve Transfer.
ii. $1,427,000 transfer decrease (2017 - $4,883,000 decrease) to the reserve related to the after tax
impactof the Hydro Production Equalization Reserve transfer.
The netimpactwas a net decrease to the reserve of $3,254,000 (2017 - $3,050,000 increase). The ending
balance in this reserve account totaled ($1,517,000) compared to a balance of ($4,771,000) at December
31,2017 (an average of ($3,144,000) for 2018 (2017 — ($3,246,000)).
(g) Other Post-EmploymentBenefits is equal to the difference, at December 31,2018, between the OPEBs

liabilityof $81,640,000 and the OPEBs assetof$24,528,000. The calculation ofthe 2018 average rate base
of $54,848,000 is equal to the average of the December 31,2018 netliability of $57,112,000 and the
December 31,2017 net liabilityof $52,584,000.
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(h) Customer SecurityDeposits are comprised of securitydeposits received from customers for electrical

0]

0)

(k)

services in accordance with the Board-approved Schedule of Rates, Rules and Regulations. The calculation
of the 2018 average rate base incorporates $1,069,000 (2017 - $926,000) related to customer security
deposits.

The 2018 average rate base calculation incorporates $5,294,000 (2017 - $5,429,000) of Accrued Pension

Obligation. This obligation is a resultof executive and senior managementsupplemental pension benefits

comprised ofa defined benefitplan and a defined contribution plan. The defined benefitplan was closed to
new entrants in 1999.

In Order No. P.U. 32 (2007) the Board approved the Company's adoption ofthe accrual method of
accounting for income tax related to pension costs. In Order No. P.U. 31 (2010) the Board approved the
Company's adoption ofthe accrual method of accounting for other post-employmentbenefits (OPEBS) costs
andincome tax related to OPEBs. The balance of deferred income taxes related to pension costs and
OPEBs includedinthe 2018 average rate base is ($3,008,000) and ($14,537,000) respectively. The
remaining balance ofthe deferred income taxliability in the amountof $21,946,000 relates to capital assets.
This results in an average balance for deferred income tax liability of $4,401,000 (2017 - $3,051,000).

In Order No. P.U. 18 (2016) the Board approved the deferral over a 30-month period ofa $2,580,000 (before
tax) over-recovery of revenue in 2016 due to a July 1, 2016 rate implementation date. During 2016, the
Companydeferred the after tax amountof($1,806,000). Amortization of approximately ($722,000) and
($723,000) was recorded in 2017 and 2018 respectively, relating to this over-recovery of revenue. The 2018
average rate base includes deduction of $362,000 (2017 - $1,084,000) which represents the unamortized
average balance ofthe original $1,806,000.
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The netchangeinthe Company's average rate base from 2017 to 2018 can be summarized as follows:

(000's)
Average rate base - opening balance

Change in average deferred charges and
deferred regulatory costs
Average changein:
Plantin service
Accumulated depreciation
Contributions in aid of construction
Weather normalization reserve
Other post-employmentbenefits
Future income taxes
Rate base allowances
Customer Finance Programs
Demand ManagementIncentive Acct
Other rate base components (net)

Average rate base - ending balance

2018 2017
$ 1,092,254 $1,061,044
139 (268)
61,539 69,399
(29,045) (28,243)
(1,241) (2,068)
(102) 180
(5,515) (6,688)
(1,351) (1,324)
110 (492)
559 142
- 745
(6) (173)
$ 1,117,341 $ 1,092,254

Based upon the results of the above procedures we did not note any discrepancies in the calculation of the
2018 average rate base, and therefore conclude that the 2018 average rate base included in the Company’s
annual report to the Board is accurate and in accordance with established practice and Board Orders.
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Return on Average Rate Base

The Company's calculation ofthe return on average rate base is included on Return 13 of the annual reportto the
Board. The return on average rate base for 2018 was 7.13% (2017 — 7.22%). Our procedures with respectto
verifying the reported return on average rate base included agreeing the data in the calculation to supporting
documentation and recalculating the rate of returnto ensureitis in accordance with established practice and Board
Orders. For 2018, the return on average rate base is calculated in accordance with the methodologyapproved in
Order No. P.U. 13(2013).

The actual return on average rate base in comparison to the range of allowed return for each of the years from 2016
to 2018 is set out inthe table below.

2018 2017 2016
Actual Return on Average Rate Base 7.13% 7.22% 7.31%
Upper End of Range set by the Board 7.22% 7.37% 7.39%
Lower End of Range set by the Board 6.86% 7.01% 7.03%

The Board approved the Company's rate of return on average rate base of7.04% in a range of 6.86%to 7.22% for

2018in Order No. P.U. 41 (2017). As noted above, the Company's actual return on average rate base for2018 was
7.13% which was inside the range setby the Board.

The actual rate of return for 2017 was within the range setby the Board.

The actual rate of return for 2016 was within the range setby the Board.

As aresult of completing these procedures, we can advise that no discrepancies were noted and therefore

conclude that the calculation of rate of return on average rate baseincluded in the Company’s annual report
to the Board is in accordance with established practice.
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Capital Structure

In Order No. P.U. 18 (2016) the Board reconfirmed its previous position as per Order No. P.U. 13 (2013) regarding
the capital structure for Newfoundland Power Inc. and the Board has deemed thatthe proportion of common equityin
the capital structure shall notexceed 45%.

The Company's capital structure for2018 as reported in Return 24 is as follows:

2018 Average 2017 2016
(000's) Percent Percent Percent
Debt $ 604,599 54.53% 54.22% 54.17%
Preferred equity 8,914 0.80% 0.82% 0.84%
Common equity 495,374 44.67% 44.96% 44.99%
$ 1,108,887 100% 100% 100%

Pursuantto Order No. P.U. 32 (2007), the Companydid submita schedule (Return 25) calculating the costof
embedded debtforthe current year. It alsoindicated the variances in interestexpense and average debtover the
2017 testyear in Return 26. The embedded costofdebt for 2018 was 6.07% which represents a5 bps decrease from
the 2017 embedded costofdebt of 6.12%.

Based on the information indicated above, we conclude that the capital structureincluded in the Company’s
annual report to the Board is in compliance with Order No. P.U. 18 (2016).
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Calculation of Average Common Equity and Return on Average Common Equity

The Company's calculation ofaverage common equityand return on average common equityfor the year ended
December31,2018is included on Return 27 of the annual reportto the Board. The average common equityfor 2018
was $495,374,000 (2017 - $486,557,000). The Company’s actual return on average common equityfor 2018 was
8.76% (2017 — 8.93%).

Similarto the approach usedto verify the rate base, our procedures in this area focused on verification of the data
incorporated in the calculations and on the methodologyused bythe Company. Specifically, the procedures which we
performed included the following:

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

= agreed componentdata (earnings applicable to common shares; dividends; regulated
earnings;etc.)to supporting documentation;

= checkedthe clerical accuracy of the continuity of book common equityper Order No. P.U. 40 (2005),
including the deemed capital structure per Order No. P.U. 19 (2003), Order No. P.U. 32 (2007), Order No.
P.U. 43(2009), Order No. P.U. 13 (2013),and Order No. P.U. 18 (2016).

= recalculated the rate of return on common equityfor 2018 and ensured itwas in accordance with
established practice, Order No. P.U. 32 (2007), and Order No. P.U. 18 (2016).

In Order No. P.U. 32 (2007) the Board ordered that where in a given year the actual rate of return on equity (ROE) is
greaterthan 50 bps above the testyear calculation ofthe cost of equity for the same year (or as determined by the
Automatic Adjustment Formula outside atestyear), the Companymustfile a report with its annual return explaining
the facts and circumstances contributing to the difference. In 2017 the costof common equitywas 8.50% as per
Order No. P.U. 18(2016). The actual return on average common equityfor 2018 was 8.76% as noted above. This
return was within the 50 basis pointtriggerand as such no report was required.

Based on completion of the above procedures we did not note any discrepancies in the calculations of
regulated average common equity or return on regulated average common equity.
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Interest Coverage

The level of interestcoverage experienced by the Companyover the lastthree years is as follows:

(000's) 2018 2017 2016
Net Income 41,744 § 41,526 § 40,508
Income Taxes 12,280 12,882 11,851
Interest on long term debt 35,788 35,013 34,846
Interest during construction (951) (1,025) (1,304)
Other interest and amortization 931 893 1,090
of discount costs
Total 89,792 § 89289 § 86,991
Interest on long term debt 35,788 $ 35013 $ 34,846
Other interest and amortization 931 893 1,090
of discount costs
Total 36,719 § 35906 $ 35,936
Interest Coverage (times) 2.4 2.5 2.4

The above table shows thatthe interestcoverage decreased by0.1 times from 2017 to 2018.

In Order No. P.U. 43 (2009) the Board was satisfied with the Company’s interest coverage ratio of 2.5 times
given the Company’s capital structure and return on regulated equity. The level of interest coverage realized

for 2018is 2.4 times.

Page|14

© Grant Thornton LLP Audit * Tax * Advisory



O~NOUTRWNEF-

11

12

Board of Commissioners of Public Utilities ° GrantThOI'ntC)n

2018 Annual Financial Review of Newfoundland Power

An instinct for growth’

Capital Expenditures

Scope: Review the Company’s 2018 capital expenditures in comparison to budgets and follow up on

any significant variances.

The following table details the actual versus budgeted capital expenditures (excluding capital projects carried forward

from prior years) for the pastthree years from 2016 to 2018:

(3000's) 2016 2017 2018  Notes
Actual $ 92727 $ 83921 $ 86,285 1
Budget $ 107,028 $ 95521 $ 84,776

Over (under) budget  (13.36%) (12.14%)  1.78%

Note 1: Total expenditures per the 2018 Capital Budget report includes the carryover amount
of $2,825,000 for a total of $89,110,000. The carryover amount is made up of four projects
included in the following categories: $130,000 to generation - hydro; $1,595,000 to

generation - thermal; $498,000 to general property; $602,000 to information systems.
According to the Company, these expenditures will occur in 2019.

Capital Expenditures (Actual vs. Budget)

5110,000

5105,000 ™~

5100,000 \\
595,000
\ Actual
590,000 \ —r— Budget

[0D0"s)

585,000 -

580,000

575,000 : : .
2016 2017 2018
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The following table provides a summaryofthe capital expenditure activity in 2018 as reported in the Company's

“2018 Capital Expenditure Report”:
Capital Budget

Actual Expenditures

($000's)
Prior Years 2018 Total Prior Years 2018 Total
2018 Capital Projects (1) $ - $ 84,776 $ 84,776 $ - $ 86,285 $ 86,285
2017 Projects Carried to 2018 & Multi Year Projects
Facility Rehabilitation - 2017 (2) 1,607 - 1,607 1,250 192 1,442
Rose Blance Plant Refurbishment - 2017 (3) 3,281 - 3281 2,453 210 2,663
Tors Cove Plant Refurbishment - 2017 (4) 1,476 - 1,476 301 881 1,182
Substations Refurbishment and Modernization - 2017 10,350 - 10,350 10,027 749 10,776
Transmission Line Rebuild - 2017 6,711 - 6,711 6,224 529 6,753
Trunk Feeders - 2017 (5) 1,834 - 1,834 861 434 1,295
Meters - 2017 (6) 4391 - 4,391 3,625 300 3,925
Purchase Vehicles and Aerial Devices - 2017 (7) 3,456 - 3,456 3,553 271 3,824
Distribution Reliability Initiative - Multi Year 1,215 - 1,215 218 700 918
St. John's Main Underground Refutbishment - Multi Year 4,390 - 4,390 2,965 1,547 4,512
38,711 - 38,711 31,477 5,813 37,290
Grand Total $ 38,711 $ 84,776 $ 123,487 $ 31,477 $ 92,098 $ 123,575

(1) Approved by Order P.U. 37 (2017).

(2) The Companyhas noted that the favorable budgetvariance arose as detailed engineering revealed less

concrete deterioration than originallyanticipated.

(3) The Companyhas noted that the favorable variance was related to a contingencyfor additional slope

stabilization which was notrequired.

(4) The Companyhas noted that the favorable budgetvariance primarilyresulted from a decision to defer
automation ofunit G1. As a resultof this change the Companyeliminated the valve replacementelementofthe

project.

(5) The Companyhas noted that the favorable budgetvariance is a resultof efficiencies from specialized equipment
designed forworkin customer’s yards. Additionally, the final design ofthe King’s Bridge Substation required less
underground infrastructure than originallyplanned and the vault replacementatthe Terra Nova Tel building was
not required as the building owner advised of plans to renovate the building.

(6) The Companyhas noted that the favorable budgetvariance was principallydue to the majorityof meter
installations taking place in urban areas resulting in a lower costof installation.

(7) The Companyhas noted that the unfavorable budgetvariance is related to modifications and related delays to a

heawy fleet vehicle to meetthe required specifications.
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A breakdown of the total capital expenditures and budgetwith variances by assetcategoryis as follows:

Variance

Including
(3000's) 2018 Budget (1) 2018 Actuals (2) Variance Carryover (3) Carryover %
Generation - Hydro $ 8,483 § 7,635 (848) $ 130 (718) (8.46%)
Generation - Thermal 6,301 4,861 (1,440) 1,595 155 2.46%
Substation 23,138 23,438 300 - 300 1.30%
Transmission 13,879 14,559 680 - 680 4.90%
Distribution 50,687 52,983 2,296 - 2,296 4.53%
General property 2,663 2,224 (439) 498 59 2.22%
Transportation 6,818 7,418 600 - 600 8.80%
Telecommunications 198 325 127 - 127 64.14%
Information systems 6,570 6,018 (552) 602 50 0.76%
Unforeseen 750 260 (490) - (490) (65.33%)
General expenses capitalized 4,000 3,854 (146) - (146) (3.65%)
Total $ 123,487 $ 123,575 $ 88 § 2,825 §$ 2,913 2.36%

1 - Includes prior years projects and current year budgeted amounts as there were projects incomplete at the previous year ends.
2 - 2018 actuals include the total expense for projects carried forward from the years 2016 to 2017.
3 - Represents $2,825,000 included in the 2019 budget.

As indicated in the table, capital expenditures were less than the approved budget (including projects carried over
from prior years) on a net basis by$88,000 and by $2,913,000 (2.36%) when carryover amounts are taken into
account. However, for each category of expenditure, the variances ranged from an over-budget of 64.14% for the
Telecommunications categoryto an under-budgetof65.33% for the Unforeseen category. As the variances within the
table are for category totals it should be noted that individual projectvariances will differ from those listed. A
breakdown by project of the carryover amounts from the table above is as follows:

Project Carryover (000's)
Pacility Rehabihitation 130
Dwufty Place Roof Replacement 495
Purchase Mohbile Generation 1,595
Ontage Management System 602
Total Carryover 5 2,825

The Companyhas provided detailed explanations on budgetto actual variances in its “2018 Capital Expenditure
Report”. For a complete review of the budgetvariance we refer the readerto this report, Appendix A.
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Adherence to Capital Budget Application Guidelines

OO~ UTRWNF-

Based on our review, the Company's 2018 capital expenditures are in accordance with the Capital Budget
Application Guidelines Policy#1900.6 Sections Aand C as noted below:

e UnderSection A, as required, the Companyfiled its annual capital budgetapplication by July 15" and
followed appropriate guidelines for the format of the application submitted.

e UnderSection C, as required, the Companyfiled its annual capital expenditures reportby the deadline of
March 1stand included within its explanations ofvariances greater than both $100,000 and 10%.

e Section C of the guidelines also notes that“should the overall variance in any two years exceed 10% of the
budgeted total the report should address whetherthere should be changes to the forecasting or capital
budgeting processwhich should be considered”. This is interpreted to refer to the variance exceeding 10%
in two consecutive years. The variance was -12.14%in 2017 and 1.78% in 2018 resulting in no additional
reporting requirements.

The allowance for unforeseen items accountwas used ata cost of $260,000in 2018. According to the
Company, these costs were incurred to repair water damage sustained to a Mobile Diesel Generator MDG3
which rendereditinoperable. The generatoris animportantcomponentofthe Company's generation fleetused
to minimize customer interruptions in emergencysituations. Repairs to the generator entailed a full teardown of
the engine and refurbishmentor replacementofdamaged components. In addition, a modified exhaustflap was
installed to prevent future water damage. After repairs and modifications were completed, the generator was
tested and returned to service.

Capital Expenditure Reports

Confirmation was received from the Board that the Companyfiled quarterly Capital Expenditure reports for the 2018
calendar year.
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Revenuefromrates

Scope: Review the Company’s 2018 revenue from rates in comparison to prior years and follow up on
any significant variances.

We have compared the actual revenues from rates for 2016 to 2018 to assess anysignificanttrends. The results of
this analysis ofrevenue by rate class are as follows:

($000's) 2016 2017 2018
Residential $ 420,159 § 422237 § 419,389
General Service
0-100 kW 88,362 88,507 90,364
110-1000 kVA 96,404 95,565 97,338
Over 1000 kVA 38,021 37,099 35,725
Streetlighting 15,928 16,149 16,255
Discounts fotfeited 2,507 2,327 2,643
Revenue from rates $ 661,381 $ 661,884 $ 661,714
Year over year percentage change 3.29% 0.08% -0.03%
$662,000
$661,900
$661,800
$661,700
$661,600
$661,500
$661,400
$661,300 -
$661,200 -
$661,100 -
2016 2017 2018

The above graph demonstratesthatthe Companyhas seen a0.03% decrease inrevenue from rates in 2018 as
comparedto 2017. The decrease is primarilydue to the impactof lower electricity sales and a 0.7% customerrate
decrease effective July 1, 2017. For residential salesthere was a decrease 0f0.68% in 2018 revenue from 2017.
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1 The comparison byrate class 0f2018 actual revenues to 2018 budgetis as follows:

Actual - Plan
(5000's) 2017 2018 2018 Plan Vamance Yo
Residential $422237 $419389 § 424341 8§ (4952) (1.17%)
(reneral Service

0-100 KW 88,507 00,364 28,584 Loa0  2.24%

L10-1000 EVA 95,365 7,338 96,333 Q80 1.02%

Crrer 1000 EVA 37,099 35,725 35,431 244 0.69%%
Streethghting 15,149 16,255 16,167 28  034%
Dhizconnts forfeited 2327 2,643 2733 (90)  (3.29%%)

Total revenue from rates 3661384 5661714 % 663464 3 (L7300 (026%)
2
3
4 We have also compared the 2018 budgetenergysales in GWh to the actual sold in 2018:
Actual - Plan
2017 2018 2015 Plan Varance Lo
Residential 3,644.3 3,393.0 3,683.0 (90.0) (244%)
General Service
0-100 KW T93.6 2054 7952 o2 1.28%
L10-1000 EVA o102 1,0229 10212 L7 0.17%
Crrer 1000 EVA 4403 4220 426.6 46) (1.08%)
Streethghting 328 328 33.1 0.3 [091%)
c Total 59222 58761 5,.959.1 (83.0) (1.39%)
6
7 Actual 2018 revenue from rates was lower than 2018 Plan with an overall decrease in actual sales of$1,750,000
8 (0.26%) from the 2018 Plan. There was a 1.39% decrease in GWh soldin 2018 compared to 2018 Plan. The largest
9 variance inrevenue can be seenin the Residential and 0-100 KV class where revenues decreased by$4,952,000
0 (1.17%) and increased by $1,980,000 (2.24%) respectively.
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Operating and General Expenses

Scope: Conduct an examination of operating and general expenses to assess their reasonableness and
prudence in relation to sales of power and energy and their compliance with Board Orders.

Actual Actual Actual Variance
(000's) 2018 2017 2016 2018-2017
Labour $ 39,095 $ 39,341 § 36,770 $ (246)
Reclass OPEB labour cost (1,125) (1,173) (981) 48
Total Labour 37,970 38,168 35,789 (198)
Vehicle expense 1,682 1,854 1,797 (172)
Operating materials 1,511 1,528 1,425 (17)
Inter-company charges 1,847 2,002 2,145 (155)
Plants, Subs, System Oper & Bldgs 2,812 2,796 2,770 16
Travel 1,127 1,235 1,160 (108)
Tools and clothing allowance 1,254 1,234 1,161 20
Miscellaneous 1,619 1,879 1,821 (260)
Conservation 2,732 2,981 4,253 (249)
Taxes and assessments 1,286 1,252 1,214 34
Uncollectible bills 1,490 1,386 1,194 104
Insurance 1,306 1,326 1,293 (20)
Severance & other employee costs 68 102 47 (34
Education, training, employee fees 403 339 275 64
Trustee and directors' fees 481 489 471 )
Other company fees 3,379 2,296 2,944 1,083
Stationary & copying 224 214 266 10
Equipment rental /maintenance 784 806 838 (22)
Communications 2,822 2,927 2,959 (105)
Advertising 1,443 1,592 1,519 (149)
Vegetation management 1,692 2,099 1,820 (407)
Computing equipment & software 1,628 1,451 1,359 177
Total Other 31,590 31,788 32,731 (198)
Pension & early retirement program 7,726 8,675 9,763 (949)
OPEB's 6,194 8,364 8,678 (2,170)
Total employee future benefits 13,920 17,039 18,441 (3,119)
Total gross expenses 83,480 86,995 86,961 (3,515)
Transfers (GEC) (2,781) (2,847) (2,955) 66
CDM amortization 3,706 2,741 1,712 965
Other contract expenses (Note 1) 4,081
Deferred CDM program costs (6,239) (6,758) (7,200) 519
Deferred regulatory costs 341 341 172 -
Total net expenses $ 82,588 § 80,472 § 78,690 $ (1,965)

Note 1: According to the company, the presentation of other revenue was changed to be on a gross basis in 2018. This
resulted in an increase in revenue and operating costs in 2018 related to work for telecommunciation companies. The 2017

and 2016 comparative have not been restated for this change in presentation.

The above table provides details of operating and general expenses (including non-regulated expenses) by
“breakdown”for2016, 2017,and 2018.
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Overall, net operating expenses decreased by$1,965,000 from 2017 to 2018. Significantoperating expense
variances are discussed in our report. We conducted an examination of other costs including purchased power,
depreciation, interestand income taxes and have noted that nothing has come to our attention to indicate that these
costs for 2018 are unreasonable.

Our detailed review of operating expenses was conducted using the breakdown as documented in the above table. It
should also be noted that our review is based upon gross expenses before allocation to GEC and CDM. The following
table and graph show the trend in operating expenses bybreakdown for the period 2016 to 2018.

Actual

(000's) 2016 2017 2018

Labour $ 35789 § 38,168 $§ 37,970
Fleet Repairs and Maintenance 1,797 1,854 1,682
Employee Future Benefits 18,441 17,039 13,920
Other Company Fees 2,944 2,296 3,379
Other Operating Expenses 28,162 27,979 26,870
Transfers (GEC) (2,955) (2,847) (2,781)
Transfers (CDM) (5,488) (4,017) (2,533)
Other contract costs - - 4,081
Total Net Expenses $ 78,690 § 80,472 $ 82,588

Operating Expenses by Breakdown

590,000
$80,000 === abour
$70,000 =H—Fleet Repairs and
Maintenance
$60,000 === Employee Future
$50,000 Benefits
—_ ' === Other Company Fees
“
2 540,000 —— »
..g. > === Dther Operating

$30,000 P : Expenses
=@==Transfers (GEC)

520,000
s __h—-——:-:i Other contract costs
® : e
$(10,000) Total Net Expenses
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The relationship of operating expensesto the sale ofenergy (expressed in kWh) from 2016 to 2018 is presentedin

the table below.

Electricity Supply Customer Service General Total Gross Expenses
kWh sold Cost Cost per Cost Costper| Cost Costper Cost Cost per
Year (000's) (000's) kWh (000's) kWh (000's) kWh (000's) kWh
2016 5,950,100 $§ 27,400 $ 0.0046| $17,663 $0.0030| $41,898 $0.0070| $86,961 $ 0.0146
2017, 5922,2001 $ 29,352 $ 0.0050 | $16,754 $0.0028 | $40,889 $0.0069 | $86,995 S 0.0147
2018 5,876,100 | S 28,185 S 0.0048| $16,429 $0.0028 | $38,866 $0.0066| $83,480 S 0.0142
Gross Operating Expenses per kWh
$0.0175
$0.0150
TN
$0.0125
ES —o—Electricity Suppl
E $0.0100 ectricity supply
g,_ == Customer Service
% $0.0075 General
o
==>é=Total Gross Expenses
$0.0050 > —
$0.0025 = — -
$0.0000 T T ]
2016 2017 2018

The table and graph show that total gross expenses per kWh have decreased by approximately3.4% compared to

2017.

There were decreases in General Costs of $2.0 million, Customer Service Costs of$0.3 million and in Electricity
Supply Costs of $1.2 million. Our observations and findings based on our detailed review of the individual significant
expense categories variances are noted below.
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Salaries and Benefits (including executive salaries)

A detailed comparison ofthe number offull-time equivalent (FTE) employees by category for 2016 to 2018 (including
2018 plan)is as follows:

Actual Plan Actual Actual Actual - Actual
2018 2018 2017 2016 Plan 2018-2017
Executive Group 5.7 6.0 6.3 6.0 (0.3) (0.6)
Corporate Office 19.8 19.8 20.0 207 - (0.2)
Finance 921.6 92.6 88.9 895 (1.0) 27
Egineering and Operations 372.9 374.9 365.4 406.9 (2.0) 7.5
Customer Relations 78.8 83.5 84.3 62.8 4.7 (5.5)
568.8 576.8" 5649 585.9 (3.0) 39
Temporary employees 50.4 39 40.3 43.6 11.4 41
Total 619.2 615.8 611.2 634.5 54 8.0

The overall number of FTE's in 2018 compared to 2017 increased by8. The budgeted number of FTEs in the 2018
Planwas 615.8 versus actual of 619.2. The variances between 2018,2018 Plan and 2017 are the resultof the
following:

e Finance and Information Technologyis consistentwith plan buthigherthan 2017 due to additional resources
required to supportincreased regulatoryproceedings, and the full year impactof 2017 hires and timing of
replacementhires for retirements and leaves.

e Engineering and operationsis lowerthan plan due to a shiftin Engineering Technologists from regular to
temporaryemployees and timing of replacementhires forretirements and leaves. The increase in 2018 over
2017 dueto higherengineering supportand increased labour required for construction and third party work
for telecommunications companies.

e Customerrelationsis lowerthan planand 2017 due to a shiftto temporarylabour for customer service
representatives and customer energyconservation activity.

e TemporaryEmployees is higherthan planand 2017 due to increased customer service activity and a shift
from regularto temporary employees for engineering and operations and customer relations. The increase
in FTEs over 2017 is partially offset by a decrease in meterreaders following completion ofthe automated
meter reading strategy.
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An analysis ofsalaries and wages bytype of labour and by function from 2016 to 2018 s as follows:

Actual Actual Actual Variance
(000's) 2018 2017 2016 2018-2017
Type
Internal labour $ 65,000 § 064399 § 63,608 $ 691
Overtime 6,568 6,807 4,925 (239)
71,658 71,206 68,533 452
Contractors 15,409 12,883 10,593 2,526
$ 87,067 § 84089 § 79,126 $ 2,978
Function
Operating $ 39,095 § 39341 § 36,770 $ (2406)
Capital and miscellaneous 47,972 44748 42,356 3,224
Total $ 87,067 § 84089 § 79,126 $ 2,978
Year over year percentage change 3.54% 6.27% -4.40%

Our review of salaries and benefits included an analysis ofthe year to year variances, consideration oftrends in
labour costs, and discussion ofthe significantvariances with Companyofficials. As indicated in the above table, total
labour costs for 2018 were $2,978,000 (3.54%) higher than 2017.

Internal labour costs in 2018 were higherthan 2017 due to normal labourinflation and increased labour for capital
distribution work and regulatoryactivity. This increase was partiallyoffsetby lower corporate costs and labour
savings related to the completion ofthe automated meterreading strategy.

Contract labour for 2018 was higherthan 2017 due to increased labour for transmission deficiencies, rebuilds and
distribution work for reconstruction, and the Waterford River duct bank.
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As part of ourreview we completed an analysis ofthe average salary per FTE, including and excluding executive

compensation (base salaryand short-term incentive). The results of our analysis for2016 to 2018 are included in the
table below:

Salary Cost Per FTE

Actual Actual Actual Variance
2018 2017 2016 2018-2017

Total reported internal labour costs $ 65,090 §$ 64399 % 63,608 $ 0691
Benefit costs (net) (8,939) (8,960) (8,470) 21
Other adjustments (725) (1,171) (772) 446
Base salary costs 55,426 54,268 54,366 1,158
Less: executive compensation (1,693) (2,010) (1,864) 323
Base salary costs (excluding executive) $ 53,733 §$ 52,252 § 52,502 $ 1481
FTE's (including executive members) 619.2 611.2 634.5
FTE's (excluding executive members) 615.5 606.9 630.5
Average salary per FTE 89,512 88,789 85,683
% increase 0.81% 3.62% 1.42%
Average salary per FTE
(excluding executive members) 87,300 86,097 83,271
% increase 1.40% 3.39% 1.17%

The above analysis indicates thatthe rate of increase in average salary per FTE for 2018 has decreased from 2017
andis morein line with 2016.
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Short Term Incentive (STI) Program
The following table outlines the actual results for 2016 to 2018 and the targets set for 2018:

Target Actual Actual Actual
Measure
2018 2018 2017 2016

Controllable Operating Costs/Customer $222.00 $225.10 $228.80 $219.70
Earnings 40.0m 41.2m 41.0m 40.0m
Reliability - Duration of Outages (SAIDI) 2.27 2.65 2.28 2.24
Customer Satisfaction - % Satisfied 86.5% 85.6% 86.5% 86.1%
Customer Satisfaction - 1st Call Resolution - - - -
Injury Frequency Rate 0.18 0 0.2 0.4
Regulatory Performance Subjective 150% 120% 140%

2018 STI results were adjusted to remove the impactof the loss of supplyfrom Hydro and the impactof severe
weather conditions in Apriland November. The Companyindicated that Regulatoryperformance is evaluated on a
subjective basis, as itis difficultto apply a statistical ora simple costbased analyses.

The Company's STl program also includes anindividual performance measure for Executives and Directors. This
measure is used to reinforce the accountabilityand achievementof individual performance targets.

The weightbetween corporate performance and individual performance differs between the managerial
classifications, as outlined in the following table.

Classification Corporate Performance Individual Performance

President and CEO 70% 30%
Executives 50% 50%
Directors 50% 50%

The individual measures of performance for Directors are developed in consultation with the individuals and their
respective executive member. Performance measures for the executive members, Presidentand CEO are approved
by the Board of Directors. Each measure is reflective of key projects orgoals and focuses on departmental or
divisional priorities.

The program operates to provide 100% payout of established STl pay if the Companymeets, on average, 100% of its
performance targets. The STI pay for 2018 is established as a percentage ofbase pay for the three employee
groups. For 2018, measuresrelating to ‘Earnings’, *, ‘Safety’, and ‘RegulatoryPerformance’ metrics were met,
however, ‘Controllable Operating Costs/Customer’, ‘SAIDI' and ‘Customer Satisfaction’ metrics fell below target.

The following table illustrates the target as a percentage of base pay, together with the actual STI payouts for 2016 to
2018:

Target Actual Target Actual Target Actual
2018 2018 2017 2017 2016 2016
President 50% 60.30% 50% 66.32% 50% 67.20%
Executive 35% - 40% 47.04% 40% 57.28% 40% 53.90%
Directors 15% 18.28% 15% 20.03% 15% 19.60%
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STI actual payout rates for ‘President’, ‘Executive’ and ‘Director’ employee groups are lower than the prior year and
each payout rate exceeded targets consistentwith 2017 and 2016.

In dollarterms, the STI payouts for 2016 to 2018 are as follows:

Actual Actual Actual Variance
2018 2017 2016 2018-2017
President $ 230,000 $ 240,396 § 242,000 $ (10,390)
Executive 346,000 506,604 442,000 (160,604)
Directors 296,200 332,999 323,300 (36,799)
Total $ 872,200 § 1,079,999 § 1,007,300 § (207,799)
Year over Year % change -19.24% 7.22% 3.82%

In accordance with Order No. P.U. 19 (2003) the Companyhas classified STIpayouts in excess of 100% of target as
a non-regulated expense. In accordance with Order No. P.U. 18 (2016) the Companyhas also classified STl payouts
relating to half of the earnings and regulatory performance metrics as a non-regulated expense. In 2018, the non-
regulated portion (before tax adjustment) was $262,753 (2017 - $301,080).

Executive Compensation

The following table provides a summaryand comparison of executive compensation for 2016 to 2018.

Short Term
Base Salary  Incentive Other Total

2018

Total executive group $ 1,116,648 $§ 576,000 § 630,311 $§ 2322959
Average per executive (3.74) $ 298,569 $ 154,011 $ 168,532 $ 621,112
2017

Total executive group $  1271,865 § 747,000 § 295555 § 2314420
Average per executive (4.33) $ 293,733 $ 172,517 $ 68,258 $ 534,508
2016

Total executive group $§ 1,180,144 § 684,000 § 226,663 $ 2,090,807
Average per executive (4) $ 295,036 $ 171,000 $ 56,666 $ 522,702
% Average increase 2018 vs 2017 -12.20% -22.89% 113.26% 0.37%
Per executive % average increase 2018 vs 2017 1.62% -12.02% 59.50% 13.94%

Base salaryfor the executive group in 2018 decreased from 2017 primarilydue to the decrease in FTE for executives
whichin 2018 was 3.74 FTE compared 4.33 FTE for 2017. In 2018 the appointmentofa new CEO was effective
June 1, 2018; however, the new executive position of Vice President, Energy Supply and Planning was noteffective
until September 1, 2018, whichresultedina 2018 FTE of 3.74.

Other compensation for the executive groupin 2018 increased from 2017, primarilydue to a vacation payout for an

executive and an increase in the performance share unit payoutreceived by executives. STI payouts and
performance share unitpayouts were agreed to the Board of Directors’ minutes.
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Company Pension Plan

For 2018, we reviewed the accounts supporting the gross charge of$7,726,000 of pension expense for the
Company. A detailed comparison ofthe components of pension expense for 2016 to 2018.

Actual Actual Actual Variance
2018 2017 2016 2018-2017
Pension expense per actuary $ 5,163,000 § 06,165,000 $ 7,330,000  $(1,002,000)
Pension uniformity plan (PUP)/supplemental
employee retitement program (SERP) 501,000 571,000 557,000 (70,000)
Group RRSP @ 1.5% 289,000 321,000 350,000 (32,000)
Individual RRSP's 1,790,000 1,640,000 1,531,000 150,000
Less: Refunds (net of other expenses) (17,000) (22,000) (5,000) 5,000
Total $ 7,726,000 $ 8,675,000 $ 9,763,000 $ (949,000)
Year over year percentage change (10.94%) (11.14%) (44.85%)

Overall, pension expense for2018is lowerthan 2017 primarilydue to the expiry of a transitional obligation regulatory
amortizationin 2017 and lower net pension expense driven by a higher expected return on plan assets and lower
interestcosts. This was partiallyoffset by higher currentservice costs and higheramortization of net actuarial losses.

The Company’s pension uniformityplanis meantto eliminate the inequityin the regular pension plan related to the
limitation on the maximum level of contributions permitted byincome tax legislation. In effect, the pension uniformity
plantops up the benefits for seniormanagementso thatthey receive benefits equivalentto the benefit formula ofthe
registered pension plan. The Board ordered in Order No. P.U. 7 (1996-97) that the pension uniformityplanis allowed
as reasonable, prudentand properlychargeable to the operating accountof the Company. The PUP and SERP
expenses decreased by12.12%in 2018.

The employer’s portion ofthe contributions to the Group RRSP is calculated as 1.5% of the base salarypaid to the
plan participants. Individual RRSP contributions increased by8.38% as a resultof the closure of the Company's
Defined BenefitPlan in 2004. New hires are added to the Individual RRSP Plan whereas the majority of retirements
and terminations are outof the Group RRSP Plan. The actual increase ofapproximately$118,000in overall RRSP
contributions (Group and Individuals) made bythe employerin comparisonto 2017 primarilyreflects wage increases
and new hires inthe year, which was patrtiallyoffset by retirements and terminations. The netincrease for RRSP
expenditures in 2018 is due to new hires inthe 5.75% Plan who are replacing retired employees in the 1.5% Plan.
Over the lastfew years, changes inthe Company's workforce have resulted in a decrease in Group RRSP costs (as
those individuals retire) and anincrease in the individual RRSP (resulting from new hires).
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Other Post-Employment Benefits (“OPEBSs”)

In its 2010 General Rate Application, the Companyproposed the implementation ofthe accrual method of accounting
for OPEBs expenses. The proposal included a deferral mechanism to capture annual variances arising from changes
in the discountrate and other assumptions, and recommendations related to the recovery of the transitional balance
associated with the adoption of accrual accounting for OPEBs costs. In Order No. P.U. 31 (2010) the Board decided
the Companyshould use the accrual method of accounting for OPEBs costs and income tax related to OPEBs as of
January 1, 2011.

The Board also required that the transitional balance for OPEBs expense be amortized using the straight-line method
over a period of 15 years. The Board also approved the creation of the OPEBs CostVariance Deferral Account to
limitthe variability of the OPEBs costs due to changing assumptions such as discountrates.

The components of OPEBs expense for 2016 to 2018 are as follows:

Actual Actual Actual Variance

(000's) 2018 2017 2016 2018-2017
Accrued OPEBs $ 3,648 § 5861 § 06,08 § (2,213)
Amortization of transitional balance 3,504 3,504 3,504 -

Amount capitalized (958) (1,001) (915) 43
Total $ 6,194 § 8364 § 8678 § (2,170

According to the Company, the decrease in OPEBs expense from 2017 to 2018 is primarilydue to a lower benefit
obligation resulting from the 2017 OPEB valuation and the expiry of a regulatory amortizationin August 2017.
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Our review of intercompanycharges included the following specific procedures:

assessed the Company's compliance with P.U.19 (2003),P.U. 32 (2007), P.U. 43 (2009),and P.U. 13
(2013);

compared intercompanycharges for the years 2017 to 2018 and investigated any

unusual fluctuations;

reviewed detailed listings of charges for 2018 and investigated any unusual items;

vouched a sample oftransactions for 2018 to supporting documentation;

assessed the appropriateness ofthe amounts being charged; and,

reviewed the methodologydeveloped by Fortis Inc. in 2008 to allocate recoverable expenses to its
subsidiaries.

The following table summarizes intercompanytransactions from 2016 to 2018 for charges to and from Newfoundland

PowerInc.:
Actual Actual Actual Variance
2018 2017 2016 2018-2017
Charges from related companies
Regulated $ 1,121,634 $ 225,084 § 153,602 $ 896,550
Non-Regulated 2,101,634 2,143,224 2,293715 (41,590)
Total $ 3,223,268 $ 2,368,308 $§ 2447317 $ 854,960
Charges to related companies $ 643,394 $ 2,206,966 $ 329,339 $ (1,563,572)

Fortis bills its recoverable expenses on estimates rather than actual for the first three quarters of each year. For the
fourth quarter, a true-up calculation is completed to reflectactual recoverable expenses incurred during the year.
Recoverable expenses are allocated among the subsidiaries based on actual results.

The majorityof the recoverable expenses from Fortis Inc. relate to non-regulated expenses.

We reviewed Fortis Inc.’s methodologyto estimate its recoverable expenses and noted during our review that Fortis
Inc. continues to allocate its recoverable costs based on its subsidiaries’ assets. There were no significantchangest
the methodologyin 2018.

Fortis Inc. estimated its netpool of operating expenses for 2018 based on the 2019-2023 business plan and
is billed quarterly.

On a quarterly basis, these expenses are subjectto a true-up based on actual expenses incurred during the
quarter with any true-up applied in the subsequentquarter.
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During the fourth quarter of 2018, a “true-up” calculation was completed to reflectactual recoverable expenses which
were determined to be $1,847,000 and are summarized as follows:

2018 Recoverable Expenses from Fortis Inc.

Staffing and Staffing Related
Director Fees and Travel
Consulting and Legal fees
Trustee Agent Fees

Audit and Other Fees

2017 Recovery True Up
Annual Meeting Expenses
Insurance (D&O)

Other Costs

Less amounts previouslybilled:
Q12018
Q2 2018
Q32018

Q4 2018 balance owing

Amount

$1,054,000

139,000
180,000
25,000
70,000
20,000
44,000
43,000
272,000

1.847.000

670,000
427,000
291,000

$ 450.000

Non-regulated
Non-regulated
Non-regulated

Regulated
Non-regulated
Non-regulated
Non-regulated
Non-regulated
Non-regulated

As detailed above, trustee agent fees for $25,000 were the only expenses allocated to regulated operations bythe
Companyrelating to recoverable expenses. According to the Company, regulated charges from Fortis Inc. to
Newfoundland Power are generallynotbased on specific allocation percentages rather charges are invoiced based
on actual costs orbased on Newfoundland Power’'s usage ofa specific service. These are detailed inthe analysis

below of regulated and non-regulated operations.
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The analysis below is areview of the intercompanyvariances related to charges to and from Fortis Inc. as well as
other related parties. The following table summarizes the various components ofthe regulated intercompany
transactions for 2016 to 2018 with Fortis Inc.:

Actual Actual Actual Variance
(Regulated) 2018 2017 2016 2018-2017

Charges from Fortis Inc.
Trustee fees and share plan costs  $ 25,000 $ 26,000 $ 33,000 $ (1,000)
Miscellaneous 941,488 133,361 53,059 808,127
Staff Charges 92,711 - - 92,711

$ 1,059,199 $ 159,361 § 86,059 § 899,838

Year over year percentage change 564.65% 85.18% 8.62%

Charges to Fortis Inc.

Postage and coutiers $ 3,165 $ 4,113 § 7,583 $ (948)
Staff charges 27,471 43,581 38,282 (16,110)
Staff charges - insurance - - 550 -

IS Charges - 5,888 - (5,888)
Pole removal and installation - 93 138 (93)
Miscellaneous 97,880 49,406 16,895 48,474

$ 128,516 $ 103,081 ¢ 63,448 $ 25,435

Year over year percentage change 24.67% 62.47% (19.26%)

The mostsignificantfluctuations from our analysis ofregulated charges from Fortis Inc.is an increase in the
miscellaneous accountand staff charges of $808,127 and $92,711, respectively. These fluctuations are primarilydue
to the pay out of SERP costs of $817,115 for a former CEO who retired January 1, 2018 and an employee on
secondmentfrom Fortis Inc., respectively.
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The following table provides a summaryand comparison ofthe non-regulated intercompanytransactions for 2016 to
2018:

(Non-Regulated) Actual Actual Actual Variance
2018 2017 2016 2018-2017

Charges from Fortis Inc.

Directot's fees and travel 139,000 202,000 231,000 (63,000)

Staff charges 1,054,000 1,204,000 1,293,000 (150,000)

Miscellaneous 908,634 732,811 769,715 175,823

$ 2,10,634 $ 2138811 $ 2293715 $ (37,177

Charges from Maritime Electric
Miscellaneous $ - $ 4,413 § - (4,413)

$ 2,101,634 $ 2,143,224 $ 2293715 $  (41,590)

Director’s fees and travel, and staff charges decreased by$63,000 and $150,000 respectively, primarilydue to an
allocation reduction based onthe Company's percentage of Fortis Inc.’s assets.

Miscellaneous chargesincreased by$175,823 primarilydue to an increase in performance share units and restricted
share units paid.
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The following table provides a summaryand comparison ofthe other intercompanytransactions for 2016 to 2018:

Intercompany Transactions Actual Actual Actual Variance
(Other) 2018 2017 2016 2018-2017

Charges to Fortis Properties
Staff charges - insurance $ - $ - $ 2,950 $ -

Charges to Fortis Ontario Inc.

Staff charges $ 371,640 $ 138,200 $ 22,698 $ 233440

Staff charges - insurance - - 1,794 -

Miscellaneous 35,193 1,703 400 33,490
$ 406,833 $ 139,903 $ 24,892 $ 266,930

Charges to Maritime Electric

Staff charges $ -3 3,719 $ 34,749 $ (3,719
Staff charges - insurance - - 756 -
Miscellaneous 550 550 530 -

$ 550 $ 4,269 $ 36,035 $ (3,719

Charges from Maritime Electric
Miscellaneous $ 15,258 $ 16,713 $ 2,880 $ (1,455)

Charges from Central Hudson Gas & Electric
Miscellaneous $ 5,705 $ 8,034 §$ 3,538 $ (2,329)

Charges to Belize Electric Company Ltd.

Staff charges $ 91,553 $ 112,387 § 121,021 $ (20,834)
Miscellaneous - 845 1,793 (845)
$ 91,553 $ 113,232 $ 122,814 $ (21,679)

Charges to FortisAlberta Inc.
Miscellaneous $ 4,980 $ 4,740 § 4,510 $ 240

Charges from FortisAlberta Inc.
Miscellaneous $ 38,073 $ 37,611 § 44,744 $ 462
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Intercompany Transactions
(Other) Cont'd.

Charges to FortisBC Inc./ Fortis BC Holdings
Staff Charges
IS charges
Miscellaneous

Chatrges from FortisBC Inc./ FortisBC Holdings
Miscellaneous

Charges to Caribbean Utilities Co. Limited
Staff charges

Charges from Caribbean Utilities Co. Limited
Miscellaneous

Charges to Fortis Turks and Caicos
Staff charges

Miscellaneous

o GrantThornton

An instinct for growth

Actual Actual Actual Variance
2018 2017 2016 2018-2017
$ - $ 11,578 § - $ (11,578)
9,370 9,310 9,240 60
$ 9,370 $ 20,888 $ 9,240 $ (11,518)
$ 3,399 $ 3,365 § 7,359 $ 34
$ - $ 4,240 $ 30,111 $ (4,240)
$ - $ - $ 9,022 $ -
$ - $ 698,806 $ 32,289 $ (698,896)
1,592 1,117,717 3,050 (1,116,125)
$ 1,592 $ 1,816,613 §$ 35,339 $ (1,815,021)

The mostsignificantfluctuations from our analysis of otherintercompanycharges for 2018 compared to 2017 are as

follows:

e Staff charges to Fortis Ontario Inc. increased by $233,440 primarilydue to an employee on secondmentto

Wataynikaneyap Power from engineering.

e Staff charges and miscellaneous charges to Fortis Turks and Caicos have decreased by$698,896 and
$1,116,125 respectivelyas the 2017 year included charges relating to hurricane Irma. Currentyear staff

charges are more in line with 2016.

The Companydid not enter into any short-term loan agreements with related parties during the year.

As aresult of completing our procedures in this area,nothing cameto our attention that would lead us to
believe that intercompany charges are unreasonable.
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Other Company Fees and Deferred Regulatory Costs

The procedures performed for this category included a review of the transactions for 2018 and vouching of a sample
of individual transactions to supporting documentation.

Actual Actual Actual Variance
(000's) 2018 2017 2016 2018-2017
Other company fees
Other company fees $ 2,855 § 3,082 § 2,092 % (227)
Regulatory hearing costs 524 (786) 852 1,310
$ 3379 § 229 § 2944 § 1,083
Year over year percentage change 47.2% -22.0% 6.8%
Deferred regulatory costs
Total deferred regulatory costs $ 341 $ 341 $ 172§ -
Year over year percentage change 0.0% 98.3% -46.6%

Other CompanyFee costs for 2018 were higherthan 2017. According to the Company, this is primarilydue to the
lower costs in 2017 relating to the reduction in estimated liabilityof 3rd party costs associated with a PUB
investigation into power outages and supplyissues from 2014. Deferred regulatory costs are discussed in the
section of the reportrelating to regulatoryassets and liabilities.

As noted in prior annual reviews, this category of costs often experiences significant fluctuations from year
to year. In addition, the costs in this category generally relateto projects which are often non-recurring by
nature. Consequently, we continue to recommend that this category be monitored closely on an annual
basis.
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Miscellaneous

The breakdown ofitems included in the miscellaneous expense categoryfor 2016 to 2018 is as follows:

Actual Actual Actual Variance

(000's) 2018 2017 2016 2018-2017
Miscellaneous $ 94 $ 1,117 § 1,082 $ (123)
Cafeteria and lunchroom Supplies 77 84 89 @)
Promotional items 137 199 193 62
Computer Software 10 2 1 8
Damage claims 174 216 196 (42)
Community relations activities 2 3 3 - 1
Donations and charitable advertising 183 217 202 (34)
Books, magazines and subscriptions 7 7 21 -
Misc. lease payments 35 34 34 1
Total miscellaneous expenses $ 1619 § 1879 §$ 1,821 $ (260)
Year over year percentage change -13.84% 3.19% 3.17%

Miscellaneous expenses bytheir very nature can fluctuate from year to year. From 2017 to 2018 these expenses
have decreased by 13.84% overall. According to the Company, miscellaneous costs for2018 were lowerthan 2017
due to reduced damage claims, and lower costs for promotional items and miscellaneous supplies for customer
energy conservation outreach activities.

Our procedures in this expense category for 2018 included vouching a sample of transactions within the

“miscellaneous category” to supporting documentation. Based upon the results of our procedures nothing
has come to our attention to indicate that the 2018 expenses are unreasonable.
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Conservation and Demand Management (CDM)

In compliance with Order No. P.U. 7 (1996-97), the Companyfiled the 2018 Conservation and Demand Management
Reportwith the Board. This report provided a summaryof 2018 CDM activities and costs as well as the outlook for
2019.

In 2015, Newfoundland and Labrador Hydro and the Company (“the Utilities”) also finalized the joint Five-Year
Conservation Plan: 2016-2020 (the “2016 Plan”) which builds on the Utilities’ experience and continues to reflect the
principles underlying two previous joint, multi-year conservation plans. It reflects refinementofthe opportunities
identified in the Conservation Potential Study through in-depth local marketresearch and program costbenefit
analysis.

In 2018, the Utilities continued to implementthe 2016 Plan. These activities relate to the expansion ofthe commercial
program; completion ofthe commercial end use survey; continued initiatives to education customers about heat
pumps;and, continuation oftakeCHARGE's partnership with the Government of Newfoundland and Labrador to offer
the Energy Efficiency Loan Program.

Total CDM costs in 2018 totaled $7,252,000 compared to $7,865,000in 2017,a $613,000 decrease. Conservation
costs are lowerthan in 2017 due to variations in program participation thatresulted in higher energysavings but
lowerincentive payouts.

In 2018, $6,239,000 ($4,367,000 aftertax) in CDM costs were deferred to be amortized over 7 years as per Order
No. P.U. 13(2013).

Based upon the results of our procedures we concluded that CDM is in compliance with Board Orders.
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Other Operating and General Expense Categories

In addition to the various categories ofexpenses commented on above, the other categories of operating and general
expenses by breakdown were also analyzed for any unusual variances between 2018 and 2017.

Actual Actual Actual Variance

(000's) 2018 2017 2016 2018-2017
Vehicle expense 1,682 1,854 1,797 (172
Operating materials 1,511 1,528 1,425 (17)
Inter-company charges 1,847 2,002 2,145 (155)
Plants, Subs, System Oper & Bldgs 2,812 2,796 2,770 16
Travel 1,127 1,235 1,160 (108)
Tools and clothing allowance 1,254 1,234 1,161 20
Conservation 2,732 2,981 4,253 (249)
Taxes and assessments 1,286 1,252 1,214 34
Uncollectible bills 1,490 1,386 1,194 104
Insurance 1,306 1,326 1,293 (20
Severance & other employee costs 68 102 47 (34)
Education, training, employee fees 403 339 275 64
Trustee and directors' fees 481 489 471 ®)
Stationary & copying 224 214 266 10
Equipment rental /maintenance 784 806 838 (22)
Communications 2,822 2,927 2,959 (105)
Advertising 1,443 1,592 1,519 (149)
Vegetation management 1,692 2,099 1,820 407)
Computing equipment & software 1,628 1,451 1,359 177
Transfers (GEC) (2,781) (2,847) (2,955) 66
CDM amortization 3,706 2,741 1,712 965

From this analysis and from explanations provided by the Company, the following observations were made with
respectto the more significantfluctuations:
e \Vehicle expenses in 2018 were lower than 2017 due to reduced operating work associated with automated
meterreading.
e Inter-companyCharges for 2018 were lowerthan 2017 due to lower recoveries charged by Fortis.
e Conservation costs in 2018 were lowerthan 2017 as a resultof variations in conservation program
participation.
e Advertising costs in 2018 were lowerthan 2017 due to lower marketing and advertising requirements for
customer energyconservation programs.
e \egetation managementcosts for 2018 were lower than 2017 due to lower vegetation managementcosts
for transmission.
e Computing equipment& software costs for 2018 were higherthan 2017 due to higherthird party software
licensing costs.
e Amortization of Deferred CDM costs commenced in 2014 and is higherin 2018 due to the inclusion ofthe
fifth year of deferred customer energyconservation programming costs.

Page |40

© Grant Thornton LLP Audit * Tax * Advisory



Board of Commissioners of Public Utilities ° Gra ntThOl'ntOn

2018 Annual Financial Review of Newfoundland Power
An instinct for growth

COOIRhWN -

[{eJee N

17

Other Costs

Scope: Conduct an examination of purchased power, depreciation, interestand income taxes to assess
their reasonableness and prudence in relation to sales of power and energy and their
compliance with Board Orders.

The following table and graph provide the total costof energy (expressed in kWh) from 2016 to 2018:

000's
Deferred Cost

kWh sold Operating  Purchased Recoveries and Finance Income Net Total Cost Cost per
Year (000's) Expenses Power Amortizations Depreciation Charges Taxes Earnings ofEnerg_\r kWh
2016 5,950,100 | 5 78,680 § 443311 S 2064 S 60472 S 35235 § 11,851 S 40508 S 672,131 S 0.1130
2017 5922200 5% 80472 & 440249 & (1,032) & 62973 &% 35365 & 12882 &5 41526 & 672435 & 0.1135
2018| 5875100 | 5 82588 § 427219 3 (1,032) § 65170 S 36212 S 12280 $ 41744 § 664,181 5 0.1130

Total Cost of Energy per kWh
%0.1200
$0.1150 $0.1130 50.1135 $0.1130
50.1100
S0.1050
%0.1000
$0.0950
S0.0900
50.0850
50,0800
50.0750
S0.0700
2016 2017 2018
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Purchased Power

We have reviewed the Company's purchased power expense for 2018 and have investigated the reasons for any
fluctuations and changes. We performed a recalculation ofthe purchased power to ensure thatthe cost per kilowatt-
hour charged by Newfoundland and Labrador Hydro is consistentwith the established rates provided and found no
errors.

Purchased power expense decreased by$13.0 million, from $440.2 millionin 2017 to $427.2 millionin 2018.
According to the Company, the decrease in costs were lowerin 2018 due to lower energy purchases,a1.2%
decrease inthe wholesale electricityrate effective July 1, 2017, and lowerdemand charges.

Depreciation

We have reviewed the Company's rates of depreciation and assessed its compliance with the Gannett Fleming
Depreciation Study based on plantin service as of December 31,2014 and assessed the reasonableness of
depreciation expense.

In Order No. P.U. 13 (2013) the Board ordered the Companyto file a new depreciation studyrelated to plantin
service as of December31,2014. The study for plantin service as of December 31,2014 was completed in 2015.
The studywas included inthe 2016-2017 General Rate Application by the Companyand was approved in Order No.
P.U. 18 (2016), including the approval of the accumulated depreciation reserve variance to be amortized over the
average remaining service life of the related assets. The depreciation rates from the 2014 depreciation study,
including the amortization of the accumulated depreciation reserve, were implemented effective January 1, 2016.
Gannett Fleming has recommended the continued use ofthe straightline equal life group (“ELG”) method inits 2014
depreciation study.

The objective of our procedures in this section was to ensure thatthe 2018 depreciation amounts and rates are in
compliance with Board Orders, and in agreementwith the recommendations ofthe 2014 Depreciation Study
undertaken by Gannett Fleming, Inc.

The specific procedures which we performed on the Company's depreciation expense included the following:

e agreed all depreciation rates to those recommended in the depreciation study;
e recalculated the Company's depreciation expense for 2018;and,

e assessedthe overall reasonableness ofthe depreciation for 2018.
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Amortization expense for 2018 is $65,170,000 as compared to $62,973,000 for 2017, representing a 3.5% increase.
The 2018 and 2017 depreciation expense excludes the impact of the income tax deduction resulting from the cost of
the removal of property, plantand equipment. The following table reconciles the depreciation as reported in the
financial statements and the depreciation offixed assets:

Variance
($000's) 2018 2017 2018-2017 %
Depreciation and amortization as reported $65170 $62,973 $ 2,197 3.5%
Less: Taxon Costof Removal (1) (5,704) (5,486) (218) 4.0%
Depreciation of Fixed Assets $59,466 $57,487 $ 1,979 3.4%

Note 1: Recognized as a reductioninincome tax for financial reporting purposes

The following table provides a comparison ofthe depreciation offixed assets for2018,2017 and 2016:
Variance Variance
($000's) 2018 2017 2016 2018-2017 2017-2016

Depreciation of Fixed Assets $59,466 $57,487 $55,190 $ 1979 $ 2,297

Depreciation offixed assets for2018is $59,466,000 as compared to $57,487,000 for 2017, representing a 3.4%
increase. The change is attributable to an increase of depreciable assets byapproximately$59,714,000.

Based on our review of depreciation expense, we conclude that the Company is in compliance with Order
No. P.U. 19 (2003),Order No. P.U. 39 (2006), Order No. P.U. 32 (2007), Order No. P.U. 13(2013), and Order No.
P.U. 18 (2016). The recommendations and results of the Gannett Heming Depreciation Study reported on the
plant in service as of December 31, 2014 have been incorporated into the Company’s depreciation
calculations for 2018.
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Finance Charges

Our procedures with respectto intereston long term debt and other interestincluded a recalculation of interest
charges and assessmentofreasonableness based on debtoutstanding.

The following table summarizes the various components of finance charges expense for the years 2016 to 2018:

(000's) Actual Actual Actual Variance
2018 2017 2016 2018-2017

Interest

Long-term debt $ 35,788 § 35013 § 34,846 $ 775

Other 696 672 878 24

Amortization

Debt discount 235 234 223 1

Interest charged to construction (523) (554) (712) 31

Total Finance charges $ 36,196 $§ 35,365 $ 35,235 $ 831

Year over year percentage change 2.35% 0.37% (1.37%)

In the above table, finance charges increased byapproximately $0.83 million, from $35.4 millionin 2017 to $36.2
millionin 2018. According to the Company, the increase was due to higherlong-term debtand related interest
charges associated with continued investmentin the electricity system.

Based upon our analysis, nothing has come to our attention to indicate that the finance charges for 2018 are
unreasonable.
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Income Tax Expense

We have reviewed the Company's income taxexpense for 2018 and have noted that the effective income tax rate
decreased from 23.7%in2017t0 22.7% in 2018. 2018 and 2017 results in the following effective rates:

2018 2017 2016 2018-2017
Income tax expense $ 12280 $§ 12,882 § 11,851 $ (602)
Earnings before income tax $ 54,024 § 54408 § 52,359 $ (384)
Effective income tax rate 22.7% 23.7% 22.6% -1.0%

Income tax expense decreased by$602,000 compared to 2017. The statutory tax rate was 30.0% for both 2018 and
2017.

Based upon our review of the Company’s calculations, and considering the impact of timing differences,
nothing has come to our attention to indicate that income tax expense for 2018 is unreasonable.

Costs Associated with Curtailable Rates

In Order No. P.U. 7 (1996-97), the Board ordered that beginning January1, 1997; all costs associated with curtailable
rates shall be charged to regulated expenses, and notto the Rate Stabilization Account. The Board ordered that the
demand creditfor curtailmentcontinue at$29/kVA until April 30, 1998. In Order No. P.U. 30(1998-99), the Board
ordered that this rate be extended until a review of the curtailmentservice option is presented ata public hearing. In
Order No. P.U. 19 (2003) the Board accepted the recommendations ofthe parties, as setout in the Mediation Report,
that the use of the Curtailable Service Option Credit of $29/kVA be retained as is untila change in Hydro’s wholesale
rates causes the matter to be reconsidered.

The total curtailmentcredits of $378,633 for the current period compare to a total of $424,674 for the same period
during the previous year. The credit total for the 2017-2018 winter season is lower than the previous season total
primarilydue to lower contracted load curtailment. There were 22 option participants in 2017-2018, compared to 23
participants in the previous year. According to the Company, changes to the Curtailmentcredits year over year is
due to variationin demand and consumption, and the mix of option participants achieving full or partial credit.

Nothing has cometo our attention to indicate that the Company is not in compliance with the applicable
orders of Order No. P.U. 7 (1996-97) and Order No. P.U. 30 (1998-99).
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Non-Regulated Expenses
Our review of non-regulated expenses included the following specific procedures:

e assessedthe Company's compliance with Board Orders;
e comparednon-regulated expensesfor 2018 to prioryears and investigated any unusual fluctuations;
e reviewed detailed listings ofexpenses for 2018 and investigated any unusual items; and

e assessedthereasonablenessand appropriateness ofthe amounts being charged.

In the calculation of rates of return the following items are classified as non-regulated:

Actual Actual Actual Variance

2018 2017 2016 2018-2017
Charged from Fortis Companies $ 1,904,428 § 2,121,500 § 2,249,100 $ (217,072
Performance and restricted share units 346,789 687,500 454,500 (340,711)
Donations and charitable advertising 295,769 301,700 283,300 (5,931)
Executive short term incentive 514,004 361,900 341,000 152,104
Miscellaneous 61,088 45,000 70,200 16,088
3,122,078 3,517,600 3,398,100 - (395,522)
Less: Income Taxes 936,623 1,055,300 1,019,400 (118,677)
Total non-regulated (net of tax) $ 2,185,455 $ 2,462,300 $ 2,378,700 $  (276,845)

The Companyhas classified STIpayouts in excess of 100% of target payouts and 50% portion of the earnings and
regulatory performance metrics as non-regulated expenses in compliance with Order No. P.U. 19 (2003) and Order
No. P.U. 18(2016), respectively. For 2018 this represents an addition to non-regulated expenses (before tax
adjustment) of$514,004 (2017 - $361,900). Details on the short-term incentive payouts are included in this report
underthe heading Short Term Incentive (STI) Program.

The income taxrate used by the Companyfor calculating total non-regulated expenses netof tax is 30.0% which
agrees withthe Company's statutoryrate as identified in the 2018 annual report.

Based upon our review and analysis, nothing has cometo our attention to indicate that the amounts reported

as non-regulated expenses,as summarized above, are unreasonable or not in accordance with Board
Orders.
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Regulatory Assets and Liabilities
Scope: Conduct an examination of the changes to regulatory assets and liabilities
Regulatory Assets and Liabilities

The following table summarizes Regulatory Assets and RegulatoryLiabilities for 2017 and 2018:

(000") 2018 2017 Vanance
Actual Actual 2015-2017
Regulatory Assets
Rate stabihzation account $ 1607 % 4,519 3 (2912)
OPEE: aszet 24,528 28,032 (3,504)
Deeferred GRA costs - 341 (341)
Conservation and demand management deferral 22,549 20,017 2532
Demand management mcentrve - 2,128 (2,128)
Emplovee future benefits 82,556 82,732 (176)
Weather normalization account 2,168 6,815 (4,647)
Deeferred income tazes 212,900 207,207 5,693
$346,308 $351,791 § (5,483)
Regulatory Liabilities
Rate stabilization account $ 3,979 § 4,254 (275)
Cost recovery deferral - 1,032 (1,0532)
Future removal and site restoration provision 160,047 151,975 8,072

(¥l

$164,026  $157,261 6765

Rate Stabilization Account

The Rate Stabilization Account (“RSA") primarilyrelates to changes in the cost and quantity of fuel used by Hydro to
produce electricity sold to the Company. On July 15 of each year customer rates are recalculated in orderto amortize
the balance inthe RSA as of March 31t over the subsequent12 month period. The rates for July 1, 2018 were
approved by the Board in Order No. P.U. 41 (2017).

As of December 31,2018, there was a charge to the RSA of $4,486,112 related to the Energy Supply CostVariance
Reserve in accordance with Order No. P.U. 32 (2007) and Order No. P.U. 43 (2009), and the Wholesale Rate
Change Flow-Through Account approved in Order No. P.U. 20 (2018).

Pursuantto Order No. P.U. 31 (2010) the Board approved the Company's proposal to create an Other Post-
EmploymentBenefits CostVariance Deferral Account (OPEBVDA) as of January 1, 2011. This accountconsists of
the difference between the actual other post-employmentbenefitexpense for any year from that approved for the
establishmentofrevenue requirementfrom rates. The balance in this accountwill be transferred to the RSA on
March 31in the year in which the difference arises. As of March 31, 2018, the credit balance of $2,053,764 in the
OPEBVDA account was transferred to the RSA.

Pursuantto Order No. P.U. 43 (2009) the Board approved the Company’'s proposal to create a Pension Expense
Variance Deferral Account (PEVDA) as of January 1, 2010. This accountconsists ofthe difference between the
actual pension expense in accordance with accounting standards and the annual pension expense approved for rate
setting purposes. The Companywill charge or creditany amountin this accountto the RSA as of March 31 inthe
year in which the difference relates. As of March 31, 2018, the balance of $273,942 in the PEVDA accountwas
credited to the RSA.
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Pursuantto Order No. P.U. 13 (2013) the Board approved the Company's proposal to transfer the annual balance
accrued in the Weather Normalization Reserve accountin the previous year to the RSA account on March 31 of the
subsequentyear and approved the deferral and amortization of annual conservation program costs over seven years
with recovery through the Rate Stabilization Account. As of March 31, 2018,$6,815,472 and $3,706,022 were
credited to the RSA for the Weather Normalization Reserve accountand for the amortization of deferred customer
energy conservation program costs, respectivelyin accordance with Order No. P.U. 13 (2013).

The RSA is also adjusted forthe Demand ManagementIncentive Account ($Nil balance in 2017 therefore no impact
on RSA in 2018) and the amortization of deferred customer energyconservation program costs as approved by the
Board.

Other Post-Employment Benefits

The Other Post-Employment Benefits (‘OPEB”) assetrepresents the cumulative difference between the OPEB
expense recognized by the Companybased on the cash basis and the OPEB expense based on accrual accounting
required under accounting standards. In Order No. P.U. 43 (2009) the Board ordered that the Companyfile a
comprehensive proposal for the adoption ofthe accrual method of accounting for OPEB costs as of January 1, 2011.
The report was filed by Newfoundland Power on June 30,2010. In summary, the Board ordered the approval, for
regulatory purposes, ofthe accrual method of accounting for OPEBs costs and income taxrelated to OPEBs;
recovery of the transitional balance, orregulatory asset, of $52.4 million as atJanuary1, 2011, over a 15-year period;
and adoption of the OPEB CostVariance Deferral Account. These recommendations were approved by the Board in
Order No. P.U. 31(2010).

Deferred general rate application costs

In Order No. P.U. 18 (2016) the Board approved the deferral of costrelated to 2016/2017 GRA as well as
amortization of this deferral over a 30 month period commencing on July 1, 2016. Actual costs incurred and deferred
were approximately$854,000 with amortization of $341,000 incurred in 2018.

Conservation and Demand Management Deferral

The Conservation and Demand Managementdeferral accountarose as aresultofthe Company's implementation of
conservation and demand management programs. These costs totaled $1,357,000 (before tax) and the Board
ordered pursuantto Order No. P.U. 13 (2009) that these costs be deferred until a further Order of the Board. In Order
No. P.U.43 (2009), the Board approved the Company's proposal to recover the 2009 conservation programming
costs over the remaining four years of the five year Energy Conservation Plan through the Conversation Cost
Deferral Account. Amortization of this accountcommencedin 2010.

Pursuantto Order No. P.U. 13 (2013) the Board approved the Company's proposed change in definition of
conservation program costs and the deferral and amortization of annual conservation program costs over seven
years with recovery through the Rate Stabilization Account. The actual costs incurred and deferred at December 31,
2018 were $22,549,000 with amortization of $3,706,022 in 2018.

Employee future benefits

On November 10, 2011, the Companysubmitted an application to the Board requesting approval for the January 1,
2012 adoption of US GAAP for regulatory purposes. On December 15,2011 pursuantto Order No. P.U. 27 (2011)
the Board approved the Company's adoption of US GAAP for general regulatorypurposes.
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Upon transition from Canadian GAAP to U.S. GAAP, there were several one-time adjustments with respectto the
accounting for employee future benefits, as follows:

e The unamortized balances for transitional obligations associated with defined benefitpension plans, and the
majorityof the unamortized transitional obligation for OPEBs were required to be recorded as a reduction to
retained earnings. The Board ordered that these balances be recorded as aregulatoryassetto be amortized
through 2017 as an increase to employee future benefits expense.

e The unamortized balances related to pastservice costs, actuarial gains orlosses, and a portion of the
unamortized transitional obligation for OPEBs were required to be recorded as a reduction to equity and
classified as accumulated other comprehensive loss on the balance sheet. The Board ordered that these
balances bereclassified as aregulatoryasset. The amortization of these balances will continue to be
included in the calculation ofemployee future benefitexpense.

e The period over which pension expense is recognized differed between Canadian GAAP and U.S. GAAP.
Therefore, the cumulative difference was recorded as aregulatory assetto be recovered from customers in
future rates. The disposition of balances in this accountwill be determined bya further order of the Board.

In Order No. P.U. 27 (2011) the Board ordered that Newfoundland Power “apply to the Board for approval of
changesto existing regulatory assets and liabilities and the creation of any new regulatory assets and liabilities, along
with appropriate definitions ofthe accounts related to these regulatory assets and liabilities, thatwill be required to
effect the adoption ofUS GAAP”.

On April 9, 2012,the Companysubmitted an application to the Board requesting specific approval of the following:

i Opening balances forregulatoryassets and liabilities 0f$131,249,000 (comprising the Defined
Benefit Pension Plan regulatoryassetof$109,197,000, OPEBs Plan regulatory asset of
$21,116,000 and the PUP regulatoryassetof $936,000) associated with employee future benefits
which arise upon Newfoundland Power’s adoption of US GAAP effective January 1, 2012; and,

ii. a definition of the account related to those regulatoryassets and liabilities.

In Order No. P.U. 11 (2012) the Board approved the creation of a regulatory assetof$131.2 million, ratherthan a
reductioninthe Company's equity, to reflect the accumulated difference to January 1, 2012 in defined benefitpension
expense calculated under U.S. GAAP and Canadian Generally Accepted Accounting Principles.

The period over which pension expense had been recognized differed between that used for regulatory purposes and
U.S. GAAP. In Order No. P.U. 13 (2013) the Board approved that pension expense for regulatorypurposes be

recognized in accordance with U.S. GAAP effective January 1, 2013 and that the accumulated difference in pension
expenseto December31,2012 of $12,400,000 be amortized evenly over 15 years to pension expense.

As of December 31,2018, the regulated assetfor employee future benefits was $82,556,000.
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Weather Normalization Account

The Weather Normalization reserve reduces earnings volatilityby adjusting purchased power expense and electricity
sales revenue to eliminate variances in purchases and sales caused bythe difference between normal and actual
weather conditions.

Commencingin 2013, Order No. P.U. 13 (2013) approved the disposition ofthe balance accrued in the Weather
Normalization Accountin the previous year to the Rate Stabilization Account at March 31 of the following year. In
Order No. P.U. 13(2019) the Board approved the December 31,2018 net regulatory assetbalance in the Weather
Normalization Accountof $2,168,000 ($1,517,324 netof future income tax).

Deferred income taxes

Deferredincome tax assets and liabilities associated with certain temporarytiming differences between the tax basis
of assets and the liabilities carrying amountare not included in customer rates. These amounts are expected to be
recovered from (refunded to) customers through rates when the income taxes actuallybecome payable
(recoverable). The Companyhas recognized this deferred income tax liability with an offsetting increase in regulatory
assets. Netregulatoryassetfor deferred income taxes at December 31,2018 was $212,900,000.

Cost Recovery Deferral

In 2016 there was an over-recovery of revenue due to a July 1, 2016 rate implementation date. In Order No. P.U. 18
(2016), the Board approved amortization from July 1, 2016 to December 31,2018 to provide recovery in customer
rates of any 2016 revenue shortfall associated with the July 1, 2016 rate implementation. The over-recovery of
revenue was approximately$2,580,000 with accumulated amortization of$2,580,000 over 2016 through 2018,
resulting in anet regulating liability of $Nil as at December 31,2018.

Future Removal and Site Restoration Provision

The Future Removal and Site Restoration Provision accountrepresents amounts collected in customer electricity
rates over the life of certain property, plant, and equipmentwhich are attributable to removal and site restoration
costs that are expected to be incurred in the future. The balance is calculated using currentdepreciation rates. For
2018 the balance in this account was $160,047,000 (2017 -$151,975,000).

Based upon our analysis, nothing has come to our attention to indicate that changes in regulatory deferrals
for 2018 are unreasonable.
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Pension Expense Variance Deferral Account

Scope: Review of calculation of the Pension Expense Variance Deferral Account (“PEVDA”)and assess
compliance with Order No. P.U. 43 (2009)

In Order No. P.U. 43 (2009) the Board approved the creation of the Pension Expense Variance Deferral Account.
PEVDA was created to capture the difference between the annual pension expense approved for the test year
revenue requirementand the actual pension expense computed in accordance with accounting standards for any
subsequentyear. The purpose of the PEVDA is to adjustthe variability related to factors outside of the Company's
control, primarilydue to changes in discountrates. The balance inthe PEVDA is a charge or creditto the Rate
Stabilization Account as of the 315t day of March in the year in which the difference arises.

The 2018 PEVDA was calculated at $273,942. This balance was transferred to the Rate Stabilization Account as a
charge on March 31, 2018 in accordance with Order No. P.U. 43 (2009).

We confirm that the 2018 PEVDA is calculated in accordance with Order No. P.U. 43 (2009).

Page |51

© Grant Thornton LLP Audit * Tax * Advisory



Board of Commissioners of Public Utilities o GrantThomton

2018 Annual Financial Review of Newfoundland Power
An instinct for growth

Ooo~NOOUITRWNEF

Other Post-Employment Benefits Cost Variance Deferral Account

Scope: Review the calculation of the Other Post-Employment Benefits Cost Variance Deferral Account
(“OPEBVDA”) and assess compliance with Order No. P.U. 31(2010)

In Order No. P.U. 31 (2010) the Board approved the creation of the Other Post-Employment Benefits Cost Variance
Deferral Account. OPEBVDA was created to capture the difference between the annual Other Post-Employment
Benefits (“OPEBs”) expense approved for the test year revenue requirementand the actual OPEBs expense
computed in accordance with accounting standards for any subsequentyear. The purpose ofthe OPEBVDA is to
adjustthe variability related to factors outside the Company's control, primarilydue to changes in discountrates. The
OPEBs expense for the year is the total of (i) the OPEBs expense for regulatorypurposes for the year, and (ii) the
amortization of OPEBs regulatory assetforthe year. The balance inthe OPEBVDA is a charge or creditto the Rate
Stabilization Account as of the 315t day of March in the year in which the difference arises.

The 2018 OPEBVDA was calculated at ($2,053,764). This balance was transferred to the Rate Stabilization Account
as a charge on March 31, 2018 in accordance with Order No. P.U. 31 (2010).

We confirm that the 2018 OPEBVDA is calculated in accordance with Order No. P.U. 31 (2010).
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Productivity and Operating Improvements

Scope: Review the Company'’s initiatives and efforts with respectto productivity improvements,
rationalization of operations and expenditure reductions. Inquire as to the Company’s reporting
on Key Performance Indicators.

On an ongoing basis, Newfoundland Power undertakes initiatives aimed atimproving reliability of service and
efficiency of operations. According to the information provided by Newfoundland Power, the productivity and
operational improvements undertakenin 2018 are as follows:

1. Made capitalinvestments of$92 million of which over 57% were targeted directly to replacing or refurbishing
deteriorated and defective equipment.

2. Continued Feeder Upgrades underthe “Rebuild Distribution Lines Program”.
3. Continued workunderthe Transmission Line Strategy.
4. Continued the Substation Modernization and Refurbishmentprogram.

5. Continuedtoinstall down line reclosers to provide for improved control over the distribution system along
with the ability to locate and isolate system trouble.

6. Developedregional and departmental safetyaction plans to help drive accountabilityand improve safety
culture. A safety consultantfrom The Engine Room was contracted to provide safety leadership training and
carry out work observation coaching with Operations Supervisors across the island.

7. The Companyformed aninternal “Green Team”to improve its emphasis on environmental initiatives. The
focus was to educate employees aboutestablished sustainabilityprograms and to help guide operations
improvements in the direction of sustainability.

8. Launchedanewincidentmanagementsystem. The new ltelex module will functionallyreplace the previous
system and offer new and improved ways to manage and reporton safety and environmental metrics. A
comprehensive training program was delivered to its internal user group of approximately 160 employees.

9. Development,integrations and testing continued on new outage managementsystem.

10. WorkplaceNL conducted a PRIME auditfor 2015, 2016,and 2017, to ensure Newfoundland Power’'s
compliance with provincial workplace health, Safety, and compensation commission protocols. The
Companywas found to be in compliance for all three years. This means the Companycontinues to be
eligible forincentives that reduce premiums paid to WorkplaceNL.

11. There were a number oftechnology related enhancements made in the second quarter to improve the
Geographic Information System (“GIS”) functionality. They Include:

a. Improved GIS access and maintenance job planning byproviding field crews view of the electrical
system components while on ajob site.

b. Enhanced mobile mapping technologyallowing field staffto provide real time “mark ups”to the GIS
system which willimprove GIS data accuracy.

c. Mapping of deficiencies found during distribution system inspections will allow forimproved
efficiency in maintenance work planning and execution.

12. The Companylaunched a new version of newfoundlandpower.com with easier navigation and accessibility
of customer self-service functions. The website has amore modern, clean and friendlyappearance, which
adapts to viewing on any screen size or device.

13. Enhanced the technology used to record and manage the Company's interactions with customers and the
consolidation of customer notes and Companyaction items will streamline and improve the customer
interaction experience.

14. The Companyhas implemented a CybersecurityRisk ManagementProgram which includesthe
developmentofa 2-year cybersecurity plan to prioritize the Company’s cybersecurityinvestments and
resources in orderto improve cybersecurity controls and mitigate risk. This includesimprovements to
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cybersecurity controls documentation and the implementation of new technologyto improve access to digital
assets in substations.

15. An email promotion conducted in the 4" quarter resulted in approximately 1,000 new accounts being
enrolled in the e-bills programin 2018. Approximately 47% of all billed customers now receive their bills
electronically.

16. The Companypurchasedthe firstelectric vehicle in its fleet.

Page |54

© Grant Thornton LLP Audit * Tax * Advisory



OoO~NOUIRWNEF

13

Board of Commissioners of Public Utilities o GrantThomton

2018 Annual Financial Review of Newfoundland Power
An instinct for growth

Performance Measures

Newfoundland Power notes its performance targets focus on the Company’s abilityto reasonablycontrol costs, while
continuing to improve service reliability, maintain good customer service satisfaction results and a strong safety and
environmental record.

The performance targets are established based on historical data, adjusted foranomalies where necessary, and
reflect either stable performance or continued improvementovertime. Actual results are tracked using various
internal systems and processes. They are reported and re-forecasted internallyon a monthlybasis.

The following table lists the principal performance measures used in the managementas provided by the Company.

Category Measure Actual Actual Actual Plan 2018 Measure
2016 2017 2018 Achieved
Reliability Outage Hours/Customer
(SAIDI) — excluding
Hydro loss of supply* 2.24 2.28 2.65 2.27 No
Outage/Customer
(SAIFI) — excluding 1.36 1.66 1.67 1.86 Yes
Hydro loss of supply*
Plant Availability (%)2 85.3 91.3 96.3 95.0 Yes
Customer % of Satisfied
Satisfaction Customers as measured
by Customer 86.0 86.5 85.6 86.5 No

Satisfaction Survey

Call Centre Service 81/604 80/60 81/60 80/60 Yes
Level (% per second)
Trouble Call Responded 87.0 87.0 85.0 85.0 Yes
to Within 2 Hours (%)

Safety All Injury/lliness 13 07 0.9 0.7 No
Frequency Rate

Financial Earnings (millions) $40.0 $41.0 $41.2 $40.0 Yes
Gross Operating $260 $264 $225 $223 No
Cost/Customer?

12016 reliability statistics exdude the impact of a wind storm in November. 2017 reliability statistics exdude the impact
of a snow storm in December and a snow storm in March. 2018 reliability statistics exdude the impact of wind storms in
April and November and a power transformer failure in November.

2Indudes total hours of plant availability. Q4 Regulatory Report exdudes the hours the generation unitis out of service
due to system disruptions and major plant refurbishment.

3Exdudes Pension, OPEBs and eartly retitement costs.
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The following table compares whetherthe Companymeasures were achieved during the 2016,2017, and 2018

years:

Category Measure Measure Measure Measure
Achieved Achieved Achieved
2016 2017 2018
Reliability Qutage
Hours/Customer Yes Yes No
(SAIDI) — excluding
Hydro loss of supply
Outage/Customer
(SAIFI) — excluding Yes Yes Yes
Hydro loss of supply
Plant Availability (%) No No Yes
Customer % of Satisfied
Satisfaction =~ Customersas
measured by No No No
Customer Satisfaction
Survey
Call Centre Service Yes Yes Yes
Level (% per second)
Trouble Call
Responded to Within Yes Yes Yes
2 Hours (%)
Safety Al Injury/lliness No Yes No
Frequency Rate
Financial Earnings (millions) Yes Yes Yes
Gross Operating Yes Yes No
Cost/Customer
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