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Y British Columbia Vancouver, BC Canada V6Z 2N3 TF: 1.800.663.1385
) ® Utilities Commission bcuc.com F: 604.660.1102

ORDER NUMBER
G-119-17

IN THE MATTER OF
the Utilities Commission Act, RSBC 1996, Chapter 473

and

Nelson Hydro
2017 Rate Application

BEFORE:
D. A. Cote, Commissioner / Panel Chair
B. A. Magnan, Commissioner
M. Kresivo, QC, Commissioner

on August 8, 2017

ORDER
WHEREAS:

A. On February 10, 2017, Nelson Hydro filed an application with the British Columbia Utilities Commission
(Commission) forapproval of ageneral rate increase of 4.28 percent, effective April 1, 2017 (Application).
The requested rate change is effectively a 2.96 percent rate impactto customersforthe 2017 calendaryear;

B. NelsonHydroisownedandoperated by the City of Nelsonandis exemptfrom regulation underthe Utilities
Commission Act (UCA) to the extentitis serving customers within its municipal boundaries, asitdoes not
meetthe UCA’s definition of a publicutility. Accordingly, while the requested rate increase will be applied
uniformly to all Nelson Hydro ratepayers receiving service both inside and outside of the City of Nelson’s
municipal boundaries, the Commission’s review of the Application pertains solely to Nelson Hydro’s non-
municipal ratepayers;

C. By OrderG-27-17 dated March 1, 2017, the Commission approved Nelson Hydro’s requested rate increase
of 4.28 percenton an interimand refundable basis, effective April 1, 2017. The Commission also directed
Nelson Hydrotofile supplementaryinformation related to the Application and established a deadline for
intervenerregistration;

D. By OrderG-47-17 dated March 23, 2017, the Commission established a regulatory timetable whichincluded
two rounds of Commission and intervenerinformation requests followed by written final and reply
arguments;

E. Oneintervenerregisteredand actively participatedinthe proceeding. Additionally, the Commission
received fourrequests forinterested party status and received anumber of letters of comment from both
interested parties and otherindividuals; and
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F.

Order G-119-17

The Commission has reviewed the evidence and submissions and finds that approval of the 4.28 percent
rate increase ona permanentbasisisjustand reasonable.

NOW THEREFORE pursuantto sections 59 to 61 of the Utilities Commission Act and for the reasons attached as
Appendix Atothis order, the British Columbia Utilities Commission orders as follows:

1. NelsonHydro’sapplicationforageneral rate increase of 4.28 percentis approved ona permanent basis,
effective April 1, 2017.

2. NelsonHydro’s 2017 budgeted revenue requirements, as outlined in the reasons for decision attached as
Appendix Atothisorder, are approved.

3. NelsonHydroisdirectedtofileits 2018 rate application, and all future rate applications, atleast 30 daysin
advance of January 1°".

4, NelsonHydroisdirectedtoapplyall future variancesinbudgetversus actual netoperatingincome, as these
variances pertain to non-municipal ratepayers, to the Capital Reserve Fund only unless otherwise specifically
approved by the Commission.

5. NelsonHydroisdirectedtocomply with all reporting directives outlinedin the reasons for decision attached
as Appendix Atothisorder.

DATED at the City of Vancouver, inthe Province of British Columbia, this 8" day of August 2017.

BY ORDER

Original signed by:

D. A. Cote

Commissioner

Attachment
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1.0 Introduction

1.1 Background

OnJanuary 13, 2017, Nelson Hydrofiled a rate application with the British Columbia Utilities Commission
(Commission) forapproval of Electrical Utility Amendment Bylaw No. 3364, 2017 as it appliestoits non-
municipal customers. This bylaw proposes toamend Nelson Hydro’s electric rate schedules toimplement a
general rate increase of 4.28 percent effective April 1, 2017, resultingin what Nelson Hydro describes as an
effectiverate increase of 2.96 percent forthe calendaryear.

By letterdated February 10, 2017, Nelson Hydro applied to withdraw the original application and replace it with
arevisedversion dated February 9, 2017 (Application) statingit, “would provide more clarificationin the review
process.”' The rate increase applied for remains unchanged from the original application.

Thisis the firsttime in overtwo decades that a publicproceeding has been he ld with adesignated panel to
review Nelson Hydro’s non-municipal customer rates. Publicconcerns have beenraised with respect to the
increase inrates and otherissues which are furtherarticulated inthe letters of commentreceived duringthe
course of this proceeding. These concerns, and the desire foramore transparent review process allowing for
greater publicparticipation, led to the Commission proceeding with a public process forreview of the Nelson
Hydro 2017 Rate Application.

1.2 Jurisdiction

The Commission reviews applications for changes to rates and rate schedulesinaccordance with sections 58 to
61 of the Utilities Commission Act (UCA). However, Nelson Hydrois in part exempt from regulation underthe
UCA as it isowned and operated by the City of Nelson (City) and therefore any services provided within the
City’s boundaries do not fall within the UCA’s definition of a public utility. Therefore, the Commission’s review of
the Application pertains solely to Nelson Hydro’s non-municipal ratepayers.

13 Review of the Application and regulatory process

By Order G-27-17 dated March 1, 2017, the Commission established a preliminary regulatory timetablefor
review of the Application whichincluded adeadline for Nelson Hydro to file supplementary information to assist
inthe review of the Application and adeadline forintervenerregistration. Order G-27-17 also approved the
appliedfor4.28 percent general rate increase on an interim and refundable basis pending the outcome of the
proceeding. The interim rate increase was approved effective April 1, 2017. The Commission indicated thatit
had commenced review of the Application, noting that Nelson Hydro intended the rate increase to be applied
uniformly to all Nelson Hydro ratepayers receiving service both inside and outside the City’s municipal
boundaries butany Commission approvals would pertain to Nelson Hydro’s non-municipal customers only.
Therefore, while the Applicationis filed with revenues and costs for Nelson Hydro as a whole and the Panel will
make determinations on these total revenues and expenditures, as noted in Section 1.2, it is understood that
our determinations have effect onthe non-municipal ratepayers only.

! Exhibit B-1, cover letter to Application.
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On March 16, 2017, Nelson Hydro filed the supplementary information requested by the Commission in Order
G-27-17. By Order G-47-17 dated March 23, 2017, the Commission established aregulatory timetable forthe
remaining processinthe review of the Application. The timetable called for awritten proceeding with two
rounds of information requests (IRs), adeadline for letters of comment, and set dates for final utility and
intervenerarguments and utility reply argument.

The onlyintervenerinthis proceedingis Ms. Ramona Faust, the Director of the Regional District of Central
Kootenay AreaE. In additionto Ms. Faust’s active participationinthe proceeding, fourindividuals registered as
interested parties and the Commission received numerous letters of comment.

14 Approach to the decision

An important consideration forthis proceedingis that the residential rates charged by Nelson Hydro are
relatively close to those of the British Columbia Hydro and Power Authority (BCHydro) and significantly less than
those of FortisBCInc. (FBC) for consumption levels between 750and 1,250 kilowatt hours (kWh) per month (the
service use range forhomesin the Nelson Hydro service area).” This indicates that relative to other electrical
utilities within British Columbia, the proposed residential rates for Nelson Hydro’s municipal and non-municipal
ratepayers are favourable.

Based on itsfiling, Nelson Hydro’s Application most closely resembles a traditional cost of service approach
where the utility recovers the prudently incurred costsitincursin providingits services and has the opportunity
to earna fairand reasonable return. However, while Nelson Hydro’s approach may have similarities to other BC
utilities, there are areas where there are differences. To address this, the Panel, in addition to providing a
decision onrates, will also provide some context and explanation as to how Nelson Hydro differs from other
regulated utilities within British Columbia with regard to how itarrives at and applies rates, and we will discuss
whetherthisisa reasonable approach. The Panel will also provide some clarity on what we believeto be the
issuesat playin this proceeding and provide some guidance asto whatis reasonable to expect withregardtoa
regulated utility.

There are two major components of Nelson Hydro’s annual budget proposal which differ from a more traditional
regulated utility —the “Transfersto City General” and the “Transfers to Capital Reserve” expenses. The Transfers
to City General expenseis an annual transfer of revenue to the City made up of three components: (i) adividend
payment; (ii) awaterlicense reserve payment; and (iii) a contribution to the Community Complex.’ The
Transfersto Capital Reserve expense isan amount collected annually from ratepayers to fund capital
expenditures. Nelson Hydro finances capital expenditures primarily through accumulating funds through rates
intowhat itreferstoas a Capital Reserve fund ratherthan placing primary reliance on debt for financing.
Because both the Transfersto City General and Transfers to Capital Reserve expenses have asignificantimpact
on rates and reflect on other parts of this decision, the Panel will deal with these issues in some detail firstin
Section 2.0. The Panel will address these issues from a cost of service model perspective but would liketo point
out that there may be alternative options which may be consideredin futureapplications. In Section 3.0 we will

? Exhibit B-3, BCUC IR 1.5.
* ExhibitB-2, Supplementary Information Filing, Question 10.1.
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review the basis forthe components of the annual revenuerequirement budgeted by the utility, including
operating expenses, power purchases, otherrevenue, debt service costs, and other minorexpenses related to
district energy services (DES) and the solar garden. Finally, in Section 4.0we will provide some guidance as to
the requirements and considerations for next year’s revenue requirements application (RRA) and offer
suggestions asto how Nelson Hydro may wish to approach nextyear’s application to ensure afairresultforall
parties with a higherlevelof involvement from ratepayers.

2.0 Key issues

2.1 Transfers to City General

As previously noted, Nelson Hydro collects an annual amount from ratepayers which it characterizes as
“Transfersto City General.” The issue the Panel mustaddressfirstis whether the individual items making up the
Transfersto City General are reasonable and whether Nelson Hydro is collecting an appropriate earned return.
Complicating mattersisthe fact that only rates for non-municipal areas are regulated by the Commission, while
municipal areas are unregulated. Therefore, any decision by the Commission affecting rates could create a
variance between municipaland non-municipal rates.

2.1.1 Classification of the components of the Transfers to City General

Nelson Hydro proposes a budget of $3,448,266 for Transfers to City General in 2017.* Thisrepresentsan
increase of 2.7 percent overthe reported transfer of $3,358,867 in 2016.° Nelson Hydro submits that this
budgeted transferto the City for 2017 is made up of three components which will be briefly discussed:

e $52.7 milliondividend payment to the City;
e $658,266 forthe waterlicense reserve payment to the City; and

e $90,000 contributiontothe Community Complex.®

Additionally, Nelson Hydro explained thatin 2016 “for the first time in recent history” it “implemented anew
mechanism” as a result of its operating expenses being approximately $320,000 underbudget. Through this new
mechanism, Nelson Hydro increased the dividend to the City by $160,000 and transferred the remaining
$160,000 to the capital reserve.’

With reference to the $2.7 million dividend, Nelson Hydro states that the City has owned the electric utility since
1897 and has always earned areturnon its assets and points out this has only recently beenreferredtoasa
dividend for ease of explanation during the budget preparation and presentations. Nelson Hydro provides no
explanation as to how thisamountisarrived at each year but notes that its accounting presentation and

ExhibitB-2, Question 9.1, Table 2.
ExhibitB-3, Attachment to BCUC IR 2.1.
ExhibitB-2, Question 10.1.

4
5
6
7 Exhibit B-3, BCUC IR 2.6; ExhibitB-4, BCUC IR 25.5.
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practices differ from those of “strict electric utilities” but are in accordance with PSAB (PublicSector Accounting
Board) standards.®

The water license reserve paymentis connected toa 1989 agreementbetween BCHydro and the City of Nelson
(the Water Rights Agreement) wherebyBCHydrois obligated to provide the City of Nelson with an additional
265 cfs (cubicfeet persecond) of water annually. Nelson Hydro states that in accordance with the City of Nelson
bylaw enacted at the time the Water Rights Agreement was reached, Nelson Hydro pays the value of this
additional power generation to the City’s Water License Reserve Fund. Thus, the City of Nelson is compensated
for negotiating the additional waterrights from BCHydro andis collecting this compensation from Nelson
Hydro. Nelson Hydro pays the same price to the City as it would cost to purchase this additional power from
FBC. Therefore, Nelson Hydro submits thatits ratepayers are kept “whole” and there is neithera positive nora
negative impactonratepayers, as rates reflect the same cost as if the power had been purchased froman
outside source.’

The dividend and the waterlicense reserve payments are revenue sources the City of Nelson relies upon from
Nelson Hydro. Nelson Hydro appears to considerthe dividend to be a return on assets while the waterlicense
reserve payment appearsto be compensation collected by the City for negotiating the additionalannual water
rights from BC Hydro. These are discussed in more detail following the Panel’s review of Nelson Hydro’s $90,000
contributiontothe Community Complex.

2.1.2 Contribution tothe Community Complex

Nelson Hydro states thatthe $90,000 contribution tothe Community Complex refers to apayment made to the
Regional District of Central Kootenay (RDCK) as part of an agreement withthe RDCK and the RDCK bylaw for the
Nelson and District Community Complex (NDCC) service.'® Nelson Hydro provides the following explanation in
response to the Commission’s IRas to why this amountis being collected from Nelson Hydro ratepayers as
opposedtobeingcollected directly by the City of Nelson from taxpayers:

At the time this service was expanded toinclude anew arena complex, the city’s budgeting
practice was to allocate the Nelson Hydro dividend to all of city services. City Council agreed to
the request of the rural directors that part of the Nelson Hydro dividend that had been
historically allocated to the city operatedice arena(CivicCentre) would now be allocated to the
NDCCservice. The City also provides an additional $94,000 for a total contribution of $184,000
to the NDCC service in addition to the taxation for this service.!

Nelson Hydro submits that the $90,000 payment to the RDCK is part of a larger payment of $184,000 made by
the City of Nelsonto support community services. Thesefunds had been directed to acommunity project based
inthe City but more recently the funds have been directed tothe NDCC. Nelson Hydro states thatthe NDCCisa
“combined arena, pool and fitness facility thatis availableto all” and is funded by the City, RDCK AreaF and a
defined portion of RDCK Area E through the RDCK Rec Commission servicing agreement. 2

& ExhibitB-3, BCUC IR 5.1,5.2 and 5.3.
° ExhibitB-3, BCUC IR 6.1, 6.2, and 6.3.
1% Exhibit B-3, BCUC IR 7.1 and 7.2.

" ExhibitB-4, BCUC IR 23.2.

'2 Exhibit B-4, BCUC IR 23.1, 23.2.
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Panel discussion

Based on the description provided by Nelson Hydro, itappears to the Panel that the $90,000 payment can best
be described as a contribution made to the community to promote goodwill amongits ratepayers. Thisis not
unique as a similarapproach has been undertaken by FBCand by FortisBC Energy Inc. (FEl), both of which are
regulated utilitiesinthe province of BC. FEl refers to these types of expenses as “Community Involvement
Spending” while FBCuses the term “Community Investment.” Irrespective of the name assigned to these
expenses, FEland FBC use them as a means to promote themselves within their respective communities. In
recent decisions forboth of these utilities, the Commission acknowledged the importance of such contributions
and approvedthe allocation of 50 percent of such costs to the ratepayerwith the balance being borne by the
shareholder."® Based on the evidence provided, it appears the City of Nelson has taken a similarapproach, with
Nelson Hydro collecting $90,000 from ratepayers to be allocated to the Community Complexand the City
collecting the remaining $94,000 directly. The Panel finds this approach reasonable as a means of promoting the
utility as a good corporate citizen inthe community.

2.1.3 City of Nelson dividend and water license reserve payment

As previously stated, the dividend and the water licensereserve payment are the two other revenue sources the
City of Nelsonreliesuponforthe transferof funds from Nelson Hydro.

In the Panel’sview, the Cityiswell withinits rights to expect toearnareturnon its assets. The question the
Panel must consideris whetherthe amount of the dividend, and the methodology for determining the amount
of the dividend, isreasonable from aregulatory perspective.

With regard to the waterlicense reserve payment, the Panel must consider whetheritis fairand reasonable for
the City to be compensated by Nelson Hydro for the Water Rights Agreement it negotiated with BCHydro.

Priorto dealing with these issues, the Panel provides ageneral discussion of the cost of service regulatory model
approach to calculating a utility’s allowed return. The Panel notes that this approach, while not utilized in all
cases, isa reasonable approach to consider given that Nelson Hydro’s method for calculating rates resembles a
cost of service approach.

2.1.4 Regulatory approach to determining the allowed return on assets

For utilities operating underatraditional cost of service regulatory model the calculation of an allowed returnis
typically based on the following components: (i) afair return on equity (ROE); (ii) an appropriate capital
structure; and (iii) the rate base. The ROEis the allowable return on net assets. The capital structure is the ratio
of debtto equity and the rate base is the current depreciated value of the assets. Asimpleformulaforthisisas
follows:

Equity Percentage x Rate Base x ROE = Allowed Return

" FortisBC Energy Utilities 2012-2013 Revenue Requirements and Rates Decision dated April 12,2012, pp. 71-73 and
accompanying Order G-44-12; FBC 2012-2013 Revenue Requirements and Review of the 2012 Integrated System Plan
Decision dated August 15,2012, pp. 66-69 and accompanying Order G110-12.
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For regulatory purposes, the determination of an allowed return is governed by the fair return standard which
has three requirements or tests:

e Thecomparableinvestmentrequirement—an investor must be allowed toearna returnsimilartoa
comparable investment;

e Thefinancial integrity requirement —the return must allow the utility to maintain its financial integrity;
and

e The capital attraction requirement —the return must allow the utility to attract capital on reasonable
terms.

Setting a fair ROE and common equity component within a Canadian regulatory contextis typicallydetermined
by examiningthe evidence presented by expert witnesses representing the various parties. Each of these
experts takes aformulaicapproach usually relying upon either or both the capital asset pricing model (CAPM)
and the Discounted Cash Flow (DCF) model to estimate afairlevel of return based on components such asrisk,
growth estimates, economic conditions and market factors. Typically there are significant variancesin how these
models are applied and the form of adjustments each expert makesto theirversion of the model, which
invariably leads to awide range of estimates which a Panel must sift through and assessin makingits cost of
capital decision.

A utility’s actual debtto equity ratiois a matter of fact. However, in some jurisdictions (mostly in Canada)
regulators have chosentorely ona deemed capital structure. The selection of an appropriate deemed capital
structure is for the most part a function of the assessed stand-alone business risks of an operation and the
financial metrics (allowing for access to capital markets) which resultfromthem. In BC, there has beena
longstanding reliance on deemed capital structure. The Commission typically reviews the individual risks of a
benchmark utility (currently FEl is the benchmark utility), assesses any change from previous reviews and deems
whatit considersto be an appropriate capital structure. Other utilities are then measured against this
benchmarkand differencesin risk are reflected in the capital structure, the ROE or both.

Itisimportantto understand thatthereis no universal “right way” to approach the cost of capital. The processes
described are generally applied in BCand to some extent, other Canadian jurisdictions. Inthe United States of
Americaand around the world, processes and approaches differ greatly and there is greaterrelianceon the
actual capital structure. Whatis mostimportantisthat a utility receives arate of returnthat allowsitto
continue to exist as well as attract capital and investors whiletreating ratepayers reasonably.

2.1.5 Applicability of an allowed return on assets approach to Nelson Hydro’s
dividend payment

Duringthe IR process, the Commission estimated the weighted average cost of capital (WACC) as it would be
appliedtoNelson Hydro using FBCas a proxy. Utilizing FBC's deemed debt to equity structure of 60 percent debt
and 40 percent equity and FBC's allowed ROE of 9.15 percent, the Commission estimated an allowed return for
Nelson Hydro.

When asked about the reasonableness of using FBC's WACCas a proxy, Nelson Hydro argued that FBC was not a
reasonable proxy, citing the following reasons:
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e NelsonHydroisa municipal governmentoperation. As adepartment of the City of Nelson, Nelson Hydro
isregulated by and must comply with the Municipal Liabilities Regulation under the Community Charter.
This meansthat financingis not determined specifically for the utility, butas a component of overall
municipal operations. Itis not practical to think of Nelson Hydro in terms of an ideal target debt: equity
structure in the same way as a utility corporation.

e NelsonHydrodoes not payincome tax. This means that the risk profile from variationsin financial
performance is more acute, as there isnoincome tax bufferto absorb some of the swings (i.e., higher
income tax inlarger earningyears, lowerinlower earnings years).

e NelsonHydroisnotregulatedinrespectofitsrateswithinthe municipal limits. For practical purposes, it
isimportantto consider how the assets are financed for each of the within-City assets and the outside-
of-City assets. FBCis understood to have a single regulated operation thatis financed on aconsolidated
basis. Thisisa matterstill underreviewinrefinement of Nelson’s Cost of Service analysis. Amongthe
considerationsisthatNelsonisnotrequiredtoachieve agiven ROEto secure equity frominvestors, but
insteadis seekingafairand reasonable contribution towards the City’s ownership from the regulated
customers.

e NelsonHydro’s regulated operations are considerably smal lerthan FBC.™*

Nelson Hydro’s responseraisesanumberofissues the Panel needs to considerin assessingthe appropriateness
of Nelson Hydro’s allowed return or dividend payment:

e The municipal legislative requirements distinguishing the City (and thus Nelson Hydro) from a private
company; and

e Thedefinition of a publicutility only having application to Nelson Hydro in the context of its activities
outside the City’s limits.

Issue #1 - Legislative requirements for a municipality

The questionthe Panel must consideris whether consideration should be givento Nelson Hydro with respect to
the equity component of its capital structure because of municipal legislative limitations on the amount of debt
that can beincurred.

As stated by Nelson Hydro, animportant difference between privateand publicentities relates to legislative
requirements ona municipality incurring debt. As outlined in the Municipal Liabilities Regulation, thereare
limits to the amount of liabilities or borrowing thata municipalityis able toincur. Putsimply, amunicipality is
unable toincur a new liability if the cost of servicing the aggregate liabilities of the municipality for the year
exceeds 25 percent of the annual revenue calculation of the municipality for the previous year.™ Thus, due to
legislative requirements Nelson Hydro would have limited ability to meetadeemed debtlevel similarto other
utilities. Inthe Panel’s view, imposingadeemed debtto equity ratio on Nelson Hydro whichis similarto other
regulated utilities when such a capital structure cannot be achieved would have the potential to unfairly restrict
the utility from earningafairreturn onits assets. Therefore, the Panel concludes that the application of adebt
to equity ratioin accordance with what actually existsis amore fairand reasonable approach than that of
reliance ona deemed capital structure.

“ ExhibitB-4, BCUC IR 16.1, 16.2 and 16.3.
15 ExhibitB-4, Attachment to BCUC IR 18.1, Community Charter Municipal Liabilities Regulation.
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The impact of reliance on the actual equity level is significant. Nelson Hydro states thatitsinvestmentin assets
exceeded $36 million atthe end of 2015 and, of this amount, only $6.5 million or approximately 18 percentis
funded by debt with the balance being funded by the City’s own equity.'® The net capital asset base was further
updated to $36.442 million atthe end of 2016 with the expectation that this wouldincreaseto $38.212 million
by the end of 2017, yieldingan average net capital asset base of $37.327 millionfor2017." If the debt to equity
ratio remained consistent at 18 percentdebtto 82 percentequity, itwouldyielda 2017 debt estimate of
approximately $6.7 million and equity of $30.6 million.

If, as an example, the actual capital structure of 18 percentdebtand 82 percent equity were applied against the
estimated average 2017 net capital asset base and the FBC proxy ROE rate of 9.15 percent (after taxes) was used
it wouldyield the following return:

$30.6 millionx9.15 percent = $2.8 million

The Panel notes that thisis only an illustration and is not determinative. While somewhat higherthan the $2.7
million dividend that Nelson Hydro has proposed, the Panel notes there are additionalfactors that could justify
it being even higher. These include the following:

e Potential differencesinrisk between the FBC proxy and Nelson Hydro. If Nelson Hydro was to make a
case forhavinghigherriskthan FBC the result could be a higherawarded ROE; and

e Aprovisionforworkingcapital inthe rate base. Itis common for utilities toinclude a provision for
working capital inits rate base. Nelson Hydro has made no such inclusion.

While these factors could impact Nelson Hydro’s allowed return, an even greaterimpact on determining afair
return potentially comes from Issue#2 - Nelson Hydro’s status as a publicutility - adiscussion of which follows.

Issue #2 - Nelson Hydro’s status as a public utility

As notedinSection 1.2, Nelson Hydro, in as much as it operates within the City’s limits and is owned by the City,
does notfall within the UCA definition of a publicutility andis therefore not subject to Commission regulation.
However, unique inthisinstance isthat Nelson Hydro also operates outside the City’s boundaries and thus, a
portion of Nelson Hydro’s service areafalls under Commission regulation.

Nelson Hydro has submitted thatitisimportantto considerhow the assets are financed foreach of the within-
City assets and the outside-of-City assets. Nelson Hydro has also submitted thatitisinthe process of completing
a Cost of Service Analysis (COSA) and among otherthings, expects the information coming from this analysis to
“outline the rural versus urban split of costs, the utility return on equity, and the revenue: cost ratios.”** Nelson
Hydro expects to file this study and associated recommendations, if any, in late 2017 and asserts that it will
functionalize, classify and allocate the cost structure to the various customer classes. The COSA will distinguish

the revenue and costs associated with municipal from non-municipal customers as well as the various rate

18 Exhibit B-3, Cover letter.
7 Exhibit B-4, BCUC IR 15.2.
'8 Exhibit B-3, Cover Letter.
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classes, such as residential and general service.'® In Nelson Hydro’s view splitting the assets, revenues and
expenses willallow forimproved assessment of whether rates charged to non-municipal customers are
appropriate.?

Of concernto the Panel for 2017 is the lack of a method to reasonably allocate the determined return between
the City and the regulated rural areas in this proceeding. Currently, there is no allocation of assets to municipal
or to non-municipal customers noristhere any definitive dataas to how this would be done. The COSA s

currently underway but has not been completed and therefore cannot be relied upon to provide any guidance.

Given these circumstances, the Panelis unable to make afinding onthe actual rate base differences that exist
between municipal and non-municipal customers or whetherany weight should be given to any differences that
do exist. Nonetheless, the Panelconsiders thisissueto be an important factor affecting afair return and the
determination of rates. While the actual results are still outstanding, Nelson Hydro offers that a utility cost
analysis has been performed in the past and non-municipal zones have been consistently “below 100% revenue:
cost coverage, while urban [municipal] zones are above 100%.” It goes on to state that thisis not surprising as
much of the highest cost components are related to the non-municipal service with little or no rate differential
reflecting this higher cost.”’ The relative compact size of the municipal area as opposed to the relative expanse
of the non-municipal areaand the needforadditional equipmentto service this largerareawould seemto
supportthisassertion. The Panel accepts that the existing revenueto cost ratios likely favour non-municipal
customers and if rate re-balancing were to occur, the rates charged to non-municipal customers would likely
increase compared to municipal customers. Complicating matters further are issues related to the province’s
usual position with respect to postage stamp rates and whether adeparture from postage stamp rates would be
applicable inthisinstance.

2.1.6 Appropriateness of the water license reserve payment

Currently, Nelson Hydrois paying aform of compensation to the City through the waterlicense reserve
payment, whichis collected by Nelson Hydro through rates charged toits customers.

Nelson Hydro explains that the City receives the benefit of the 1989 Water Rights Agreementand collects this
benefit by charging Nelson Hydro the same price forthe additional power generated underthe agreementas
FBC would charge Nelson Hydro. Thus, as the Panel understands it, ratepayers pay the same cost for poweras
theywouldifithad been purchased from FBC at its Commission approved rate.”?

Based on information contained in the 1989 Water Rights Agreement, itappears that the City holds two other
waterlicenses foramounts of 1,428 cfs and 714 cfs of water.?* Thus, the incremental water rights of 265 cfs with
which the waterlicense reserve paymentis based on represents approximately 11 percent of the City’s overall
waterrights. When considering the evidence provided by Nelson Hydro in this proceeding regarding its total

1% Exhibit B-3, BCUC IR 13.1-13.3.
2% Exhibit B-4, BCUC IR 17.1.

L Exhibit B-3, Cover letter.

22 ExhibitB-3, BCUC IR 6.1.

2% ExhibitB-3, BCUC IR 6.3.
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costs to generate electricity, it appears that the City isonly receiving additional compensation from Nelson
Hydro forthe powergenerated by the 265 cfs of water.

Commission determination

The Panel approves the budgeted 2017 Transfers to City General amount of $3,448,266 (as it pertainsto the
non-municipal areas). In consideration of the evidence provided in this proceeding, the unique circumstances
faced by Nelson Hydro and the challenges with the availability of information specifically related tonon -
municipal ratepayers, the Panel concludes thatforthe single year of 2017, the Transfers to City General amount
fallswithinareasonable range.

As pointed outin Section 1.4 of these reasons fordecision, residential rates charged by Nelson Hydro are
relatively close to those of BC Hydro and significantly less than those of FBC. The Panel considers thisimportant
inreachinga determination and gives considerable weight to the fact that on average, Nelson Hydro residential
ratepayersreceive considerably fairand reasonable rates when compared to other BCresidents. Thisindicates
the rates charged to Nelson Hydro’s non-municipal customers fall in the reasonable range and do not warrant
the Commission takingimmediate action.

Troublingissuesfaced by the Panelin this proceedingare the lack of supporting information for how the $2.7
million dividend payment was arrived at by Nelson Hydro and why it isappropriate forthe City, in additionto
receivingthe dividend payment, to receive $658,266 in revenue in the form of the water license reserve
payment.

As an approach to address the dividend issue, the Panel, forillustrative purposes, provided a scenario for
calculating the ROE for Nelson Hydro which resultsin atotal allowed return of approximately $2.8 million and
takesintoaccount the impact of legislativerequirements on the City’s allowable level of debt. Inthe Panel’s
view, restrictions imposed by the Municipal Liabilities Regulation provide some justification forahigher debtto
equity structure than might be deemed with a non-municipally owned utility. The Panel also notes that certain
factors were not consideredin the $2.8 million calculation and that these factors, if quantified, may further
impact the return calculation. Mostimportant of these are the issues related to municipal versus non-municipal
assets, which are being explored inthe COSA due laterthis year and could have a significantimpact on whatis
consideredafairreturnfor Nelson Hydro. While the Commission in past decisions has approved the
implementation or continuation of postage stamp rates, no determination on this mattercan be made with
regardto Nelson Hydro’s rates priorto completion of the COSA, which will detail differences that exist between
municipal and non-municipal areas, and until the parties are afforded the opportunity to make theircase on any
such differences. To make a significant change in 2017 with these issues unresolved, in ourview, would be
premature and serve neitherthe needs of the City, Nelson Hydro norits customers.

An additional considerationis that unlikea private utility, Nelson Hydro is not taxed oniits earnings. This goesto
the benefit of ratepayers overall as a public utility has the right to recoverthe taxesit will be required to pay on
itsreturn in additiontothe ROE itself whichis reflected in the rates paid. This provides further supportforthe
view that the Transfersto City General fall within areasonable range.
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The Panel’sview isthat Nelson Hydro needs to more fully explain inits next rate application why the City should
receive an additional compensation (i.e. the waterlicense reserve payment) on an agreement it made on behal f
of Nelson Hydro. Moreover, Nelson Hydro needs to provide afull explanation as to why such a benefit should
not be to the benefit of ratepayers ratherthan the City. The Panel is not fully persuaded by Nelson Hydro’s
statement thatratepayers are kept “whole” orare neutrally impacted simply because the power generated is
priced at a value consistent with FBC rates. However, the Panelalso recognizes that Nelson Hydro, as part of its
upcoming COSA analysis filing, is convertingits system of accounts and data recorded in municipal accounting
formatsto a reporting format more consistent with regulatory standards. Nelson Hydro has stated that this
conversionincludes the water license reserve payment.”

The Panel acknowledges there are uncertainties and factors concerning the rates charged to Nelson Hydro
customers thatare not yet fully resolved. Nonetheless, the Panel is satisfied that the total amount of Transfers
to City General remainsin the reasonable range and is appropriate to approve for 2017. However, we expect
that the concernsraisedin these reasons for decision will be fully addressed by Nelson Hydro as part of the
COSA analysis projectandinits 2018 rate application. The 2018 rate applicationis furtheraddressed in Section
4.0.

2.2 Transfers to the capital reserve fund

The methodology employed by Nelson Hydro to handle capital expenditures differs greatly from whatis typically
doneina non-municipally owned utility. A non-municipally owned utility is more likely to rely on debtas a
means of financing required capital expenditures and thereforethere is no requirement to establish a capital
reserve fund. However, the City of Nelson, as outlined in Section 2.1.5, faces significant restrictions on the
amountof debtitis allowed to take on and thus maintains a capital reserve fund from which it draws uponto
finance the cost of Nelson Hydro’s capital requirements. The issue the Panel must addressis the
appropriateness of Nelson Hydro’s use of this fund in the context of regulatory accounting principles.

Nelson Hydro budgets anamountfortransferto the Capital Reserve Fund each yearto fund currentand future
capital expenditures and notes thatinthe past tenyears it has made significant upgradesto its entire system at
the power plant, operations, transmission and distribution through its capital projects.? In addition, it also
transfers netoperatingincome (revenue less expenses)to the Capital Reserve Fund.’® Included in these
expenses are annual variances between actual and forecast power purchases which, depending upon the year,
can have a significantimpact on the funds which are transferred. However, where total expenses are higher
than budgetthe contribution to the capital reserve islower than budget placing additional pressure on ratesin
future years. The effect of this methodology is that ratepayers are charged in advance of capital expenditures.

Nelson Hydro reports that due to a number of factors, 2016 was a very strongyear with revenues exceeding
expenses by $1.101 million. Of this, $0.941 million went to the Capital Reserve Fund and the remaining $160,000
was allocated as an additional dividend to the City.?’ Since the surplus funds were not identified until after

2 ExhibitB-3, BCUC IR 13.3.
25 ExhibitB-2, Question 8.1.
26 ExhibitB-2, Question 9.1.
*” ExhibitB-3, BCUC IR 2.6.
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developingthe 2017 budget, it will have noimmediate impact on rates but the balance inthe capital reserve at
the start of the current year will be higherthan expected. Any impact of this surplus willbe applied to future
rates as there will be less need for capital reserve contributions from rates and thus, rate pressure is reduced.”®

Nelson Hydro plans and forecasts its capital purchases fora period of 5 years. The current five-year planning
periodis 2017 through 2021. These are outlined by projectin the Attachmentto BCUC IR 10.8 which also
includesalisting of capital expenditures overthe 2011 through 2016 periods. Projects are identified and
prioritized with consideration of reliability, safety, efficiency and customer service with scheduling driven by the
urgency and benefit of the projectin addition to the opportunity to synchronize with other projects.*’ Table 1
depicts Nelson Hydro’s forecast opening Capital Reserve balancefor 2018 through 2022.

Table 1 - Nelson Hydro Capital Reserve Opening Balance Forecast for 2018-2022

Nelson Hydro 2017 Bus Plan
Capital Reserve Forecast (May 2017 Update)

510,000,000 -
59,000,000 -
$8,000,000 - B Opening Bal Act,
57,000,000 )
B Opening Bal Fcst.

$6,000,000 -
55,000,000

$4,000,000 -
$3,000,000
$2,000,000
$1,000,000 I I
S0 . . . . . . . . |

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Nelson Hydro explains that this table illustrates how the borrowingit undertookin 2011 and 2012 builtthe
capital reserve inadvance of an anticipated capital expenditure drawdown over the nextfew years. It also shows
how the capital reserve will be built up from 2020 onward as a result of lower capital expenditures over this
period and increased transfers to the capital reserve.*

Commission determination

The Panel approves Nelson Hydro’s 2017 Transfers to Capital Reserve budget of $2,293,194 (as it pertains to
the non-municipal ratepayers) and acceptsits practice of financingits capital expenditures primarily through
the use and management of a Capital Reserve Fund. The methodology differs significantly from that employed

28 ExhibitB-4, BCUC IR 25.1,25.1.1 and 25.1.2.
29 Exhibit B-3, BCUC IR 10.8.
3% Exhibit B-4, BCUC IR 25.3.
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by other utilities regulated by the Commission but given the restriction on the amount of debt that can be
incurred and the fact that Nelson Hydro follows municipalaccounting standards which allowforthe use of a
capital reserve fund, the Panel considers the use of the capital reserve fund as providing orderly ongoing
management of needed capital purchases while also providing areasonable degree of rate stability.

The Panel notesthat Nelson Hydro has prepared and manages a five-year capital expenditure plan which allows
it to planboth purchases andthe cash flows necessary to make these purchases. The Panel considers this
processto be veryimportantand expects future rate applications to provide an update on future expenditures
and requirements needed to replenish the Capital Reserve Fund on an ongoing basis.

In addition to planningan annual transfer from rates to the Capital Reserve Fund, Nelson Hydro has established
a practice of returning any variances in net operatingincome whether positive or negative to thisfund. Given
the circumstances, the Panel considers this to be areasonable approach asit eliminates the potential need for
deferral accounts and putsless pressure onthe need for forecasting accuracy which reduces risk forboth the
ratepayerand the utility.

However, of concerntothe Panelisthe practice undertakenin 2016 of allocating 50 percent of excess positive
variancesin netoperatingincome tothe City of Nelson, the shareholder. Nelson Hydro has an established
protocol of transferring net operating income variances, both positiveand negative, to the Capital Reserve Fund.
Thus, the impact of the variances, positive or negative, is borne by the ratepayerthrough increased or decreased
pressure onratesin the future. The Panel accepts this practice as beingreasonablebutonlyifitisimplemented
inthis manneron a consistent basis. Redirecting such variances to the account of the shareholderisinconsistent
with the principles that have been established. The Panel directs Nelson Hydro to apply all future variances in
budgetversus actual net operatingincome, as these variances pertainto non-municipal ratepayers, to the
Capital Reserve Fund only unless otherwise specifically approved by the Commission. Further, if significant
surplusesinoperations continueto be experienced similarto what was experienced in 2016, the Panel expects
that Nelson Hydro will adjustits future operational forecasts to more closely reflect actual operational results.

3.0 Revenue requirements

Nelson Hydro’s revenue requirement has the following components: operating expenses, power purchase
expenses, transfers to City general, transfers to the capital reserve, debt service expenses, otherrevenue (i.e.
revenue not collected through rates), and asmall amount of revenue and expenses related to the DES.

Nelson Hydro budgeted total expenses for 2017 of $17,628,050.>" The budgeted expenses are 0.5 percent higher
than what was budgeted in 2016 and 1.9 percent higherthan actual expensesincurred in thatyear.*” As noted in
Section 2.2, with the exception of 2016, all annual variances between forecast and actual expenses and
revenues are added to (orsubtracted from) the capital reserve.

31 ExhibitB-2, Question 9.1, Table 2.
2 Exhibit B-3, Attachment to BCUC IR 2.1.
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The following sections address Nelson Hydro’s budgeted expenses and revenues for 2017, with the exception of
the Transfersto City General and Transfers to Capital Reserve expenses, which were previously discussedin
Section 2.0 of these reasons for decision.

While the Panel discusses and makes determinations on Nelson Hydro’s total revenue requirementinthe
following sections, we note that our determinations pertain only to the non-municipal ratepayers and on how
the rates resulting fromthe revenue requirement are applied to the non-municipal ratepayers.

3.1 Operating expenses

Nelson Hydro budgeted $4,622,552 for operating expenses in 2017, whichis 0.14 percentless than was
budgetedin 2016 but is 7 percent higherthan actual 2016 operating expenses. The majority of the increasein
budgeted 2017 operating expenses compared to actual 2016 expensesisdue to certain expenses being delayed
in 2016 and thus re-budgeted for 2017. Forinstance, substations expenses were approximately $95,000 below
budgetdue to the planned decommissioning of a substation being postponed, and electrical transmission
expenses were approximately $100,000 below budget as a result of a delay in acquiringaright of way (ROW) for
a section of transmission line.>

Nelson Hydro’s 2017 operating expenses budgetincludes $117,857 for “Share of General Administration”
expenses, whichisan increase of 3.5 percent overthe previous year’s budget.** This expense is based on a 10
percentallocation of the City’s administration expenses, whichincludes reception, CAO and HR (human
resources) salaries. Nelson Hydro stated that the increase of 3.5 percentfor 2017 is due to the fact that both
excluded staff and CUPEemployees did not have araise in 2016; thus, Nelson Hydro anticipates a retroactive
increase in 2017.*

Nelson Hydro explained the rationale behind the 10 percentallocation of the City’s general administration
expensesas follows:

These percentage allocations have beenin place foralong period of time and were based on
the complexity and demands on City administrative staff to provide the required support for
each of the funds allocated a portion of City administrative staff time. >

Nelson Hydro further explained that the allocations of City administrative expenses are as follows: 82 percent is
allocated tothe General City fund; 4 percentis allocated to the Water fund; 4 percentis allocated tothe Sewer
fund; and 10 percentis allocated to Nelson Hydro.?’

The higher percentage allocation of City administrative expenses to Nelson Hydro compared to the waterand
sewerdivisions was explained as follows:

¢ NelsonHydro has more customers;

*3 Exhibit B-3, Attachment to BCUC IR 2.1.
3% ExhibitB-2, Question 9.1, Table 2.

*° ExhibitB-3, BCUC IR 4.1-4.3.

3% ExhibitB-4, BCUC IR 22.1.

*” Ibid., BCUC IR 22.2.
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e Billingisdone monthly forcommercial customers and bi-monthly forresidential customers compared to
annual billingforwaterand sewer;

e AllNelsonHydrocustomersare on metersversus only 6 customers for water;

e Greatercomplexity due to Nelson Hydro being partiallyregulated by the Commission and due toits
agreements with other parties such as BC Hydro and FBC; and

e NelsonHydroservesamuch larger geographical area.*

Commission determination

The Panel considers Nelson Hydro’s 2017 operating expense budget to be reasonable based on the evidence
provided in the proceeding and accordingly approves the 2017 budgeted operating expenses. While the 2017
budgetis approximately 7 percent higherthan the actual 2016 results, the Panel acceptsthata primary factor
behind thisvariance is that certain expenditures planned for 2016 were delayed untilthe currentyear. Further,
the Panel notesthatthe 2017 budgeted operating expenses are slightly less than what was budgetedin 2016
and are less than boththe 2014 and 2015 actual operating expenses.

3.2 Power purchase expenses

Power purchase expenses, which are the costs to purchase powerfrom FBC, are the largest component of
Nelson Hydro’s annual expenses.*® Nelson Hydro purchases power from FBC based on its Commission-approved
wholesale Rate Schedule 41.*° The amount of power purchased from FBC varies each year based on weatherand
on spring freshet conditions, which impact Nelson Hydro’s own generation.**

While the wholesale rate charged by FBCincreased by 2.76 percent effective January 1, 2017, Nelson Hydro
forecasts a slight decrease in power purchase expenses for 2017 compared to the 2016 budgeted amountdue to
a lowerforecastvolume.*? Nelson Hydro’s forecast is based on the average of the previous fouryears forenergy
forecasting and the maximum of the previous three years for capacity forecasting.*

Based on Nelson Hydro’s actual versus budgeted results for the past three years, it has over-forecast power
purchase expenses by an average amountof 10 percent.** When asked whetherit may be appropriate to reduce
the 2017 power purchase expense forecast toreflectthe past three years’ results, Nelson Hydro submitted “it
would not be prudentto under-forecastthe power purchase expense” for the following reasons:

e Powerpurchaseisnota deferrable expense—there islittle opportunity toimplementashortterm
management of this cost;

e When powerpurchase isunder-budget due to mild weather, the revenues are also under-budget. The
two somewhat offset each other; and

*% |bid.

3% ExhibitB-2, Question 9.1, Table 2.
0 ExhibitB-3, BCUC IR 2.2.
*11bid.,BCUC IR 2.4.

*2 |bid., Attachment to BCUC IR 2.1.
3 ExhibitB-4, BCUC IR 20.3.

44 ExhibitB-2, Question 9.1, Table 2.
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e Underspendinginacost category resultsin astrongertransferto capital reserves, which thenreduces
rate pressure inthe followingyears. Thisis much easier to smooth than a significant shortfall which
would resultinimmediate rate pressure.*

Nelson Hydro submitted thaton occasionitneeds to “force a manual reset onthe forecasting algorithm” which
isdone aftera “reasonableness check to see if something looks amiss.”*® Nelson Hydro explained that such a
resetoccurred for the 2016 forecast since “after exceptional yearsin 2013, 2014 and 2015 for Nelson Hydro self-
generation the averagingalgorithm was overly optimisticon self-generation for 2016 — thus we had resetthe
forecast to a more reasonable level ”*” However, despite Nelson Hydro’s resetting of the 2016 forecast, actual
2016 power purchase expenses were $939,399 less than forecast. *®

Commission determination

The Panel approves the 2017 budgeted power purchase expense. We accept Nelson Hydro’s explanation that
thereisa certain degree of uncertainty in forecasting power purchase expenses due to the uncontrollable
impacts on customer usage resulting from weather variations and the unpredictability of spring freshet
conditions, which impacts Nelson Hydro’s generation capabilities. We also accept Nelson Hydro’s explanation
that power purchases are not a deferrable expense; thus, there is limited ability for the utility toimplement a
short term cost management strategy should the actual cost exceed the budgeted amount. Given the challenges
of managing budget shortfalls as described by Nelson Hydro and the fact that power purchase expenses are a
significant component of the annual budget, the Panel considers it reasonable for Nelson Hydro to employ a
somewhat conservative approach to forecasting power purchase expenses.

However, whilethe Panel accepts that the trend in actual versus forecast power purchase expensesis likely to
reflect some level of over-forecasting as opposed to under forecasting, we remain concerned about Nelson
Hydro’s most recent three-year history of over-forecasting power purchase expense, particularly given the
guantum by whichthe expensewas over-forecastin each year. Nelson Hydro notedinits responseto BCUC IR
20.3 that it resetits forecastin 2016 due to the averagingalgorithm appearing “overly optimistic” regarding self-
generation. However, based on actual power purchase expenses for 2016 it appears that the revised forecast is
still high, as actual power purchase expenses were approximately $936,000 below forecast. While the impact to
ratepayers associated with over-forecasting power purchase expenseis mitigated by the fact that the cost
variances are capturedin the capital reserve, this mechanism does not address potential inter-generational
equityissues. Existing ratepayers are paying more in rates as a result of the over-forecasting of power purchase
expenses, while future ratepayers benefit from the reduced rate pressures resulting from additional funds being
transferred to the capital reserve. Depending onthe lagbetween when these funds are collected and when they
are used for capital expenditures, there may be issues of inter-generational inequity if current ratepayers are
not the ones who experience the benefit the of the reduced rate pressure in the future.

Accordingly, the Panel directs Nelson Hydro to provide more details regarding its power purchase forecasting
methodology as part of its 2018 rate application, and, if similarvariances existfor 2017 power purchase

* Exhibit B-4, BCUC IR 20.3.
*% Ibid.

* bid.

*8 |bid., BCUC IR 20.1.
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expenses as have occurred for years 2014 through 2016, the Panel expects Nelson Hydro to consider revising
its forecasting method for 2018 and in the future.

3.3 Other expenses and revenues

This section briefly outlines the remaining expenses and revenues not previously discussed, as these remaining
items are relativelyminorcomponents of the overall revenuerequirement.

Debt service expense

The annual debt service expense recovered from ratepayersis $499,364. This amount remains unchanged from
the previous three years.*’ The City of Nelson borrowed $1.5 million and $6 million in 2009 and 2012,
respectively, tofund the capital reserve as part of an accelerated capital program undertaken by Nelson Hydro
to renew its generation, transmission and distribution infrastructure. The annual debt service expense
representsinterestand principal loan payments made to the Municipal Finance Authority (MFA) from whichitis
mandated to borrow.°

Revenue — Other

The budgeted 2017 amount for otherrevenue is $468,475, whichisan increase of 5.1 percent overthe previous
year’s budget butis significantly lower than the actual other revenue received for 2016.>" The followingitems
are includedinotherrevenue:

e Communications company contributions for pole sharing;
e Revenuesfrom consulting provided to the Grand Forks Electric Utility;

e Standard charges such as late payment charges, disconnect and reconnect charges and new service
connection charges;

e Interestfrom On Bill finance loans made as part of the EcoSave Energy Efficiency program; and

e Energysalesto FBCand BC Hydro.>

Nelson Hydro stated that many of the components of otherrevenues are hard to estimate and fluctuate heavily
fromyear to year. For instance, Nelson Hydro does not know how many customers are going to request new
service work ormeterconnection inany particularly year; thus, itis difficult to forecast the amount of revenue
expectedto be collected forthese services.>*

Anotherrevenue source which fluctuates significantly from yearto year isthe revenue from sales to BC Hydro
and FBC. In response to BCUC IR 24.1, Nelson Hydro provided the actual exportsalesforthe pastthree years,
which were as follows: $99,816 for 2014, $18,068 for 2015 and $143,640 for2016. Nelson Hydro stated that
exportsalesare highly dependent on weather conditions; in particular, snowpack and spring melt.>*

*9 ExhibitB-2, Question 9.1, Table 2.

> Exhibit B-4, BCUC IR 18.1.

> ExhibitB-2, Question 9.1, Table 2; ExhibitB-3, Attachment to BCUC IR 2.1.
>2 ExhibitB-3, BCUC IR 9.1.

>% Ibid., BCUC IR 9.2.

>* ExhibitB-4, BCUC IR 24.1.
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DES revenues and expenses and the Solar Garden

Nelson Hydro’s 2017 budgetincludes $7,959 for “operating ex penses —DES” and $9,020 for “revenue —DES.”
Thisresultsina budgeted operating surplus for “DES” of $1,061. Nelson Hydro does not provide further
information as to the nature of the DES expenses or revenues; however, these amounts are only approximatel y
0.5 percent of Nelson Hydro’s total budgeted expenses and revenues. >

In response to Ms. Faust’s IR 5, Nelson Hydro stated that capital construction expenditures for the District
Energy Systemwere shown in the “Capital Budget” forlongterm planning purposes but nofunds were collected
from ratepayersto support the District Energy System. Nelson Hydro further stated that funding forthe District
Energy Systemis mostlyin place andis beingreceivedintwo forms: (i) financing through alenderin the f orm of
aloan tothe City (nodraw has been made on this financing); and (ii) grant funding (no draw has been made on
this grant). Nelson Hydro submitted thatif the District Energy Systemis built, it would be a municipal project
with both the costs and profits staying within the City.>®

Nelson Hydro was also asked by Ms. Faustin the second round of IRs about the accounting of the costs for the
Community Solar Garden, bothin terms of installation of the solar panels and future costs forsite securement
and componentreplacement. The Community Solar Garden is asolararray that was built at the Bonnington
Generation Station. Participation in the Solar Garden is optional and was made available to all Nelson Hydro
customers, with participationinthe Solar Garden based on full cost recovery from participants. Nelson Hydro
confirmedthatthe forecast forthe Solar Gardenis fora full cost recovery based ona 25-year term, and the
costs are recovered through funding agreements, contributions and investors. Nel son Hydro stated that it has
committed to contribute $2,000 peryear for the 25-year contract for maintenance.”’

Commission determination

The Panel approves the 2017 forecast expenses and revenues for Revenue-otheritems. The Panel considers
the evidence provided in Nelson Hydro’s IRresponsesto adequately supportthe 2017 forecasts. The Panel notes
that the revenue —otherforecast may be somewhat conservative in light of the actual results forthe pastthree
years; howeverwe acknowledge that this revenue is quite variableasitis dependent on factors such as spring
freshet conditions and the amount of customer-driven service work during the year. The Panel also considers
the use of the capital reserve to capture variances between forecast and actual results as a mitigating factor
towards the risk of forecast variances.

With regard to the District Energy System and Community Solar Garden projects, the Panel is uncertain as to
which of these projects, if either, are accounted forin Nelson Hydro’s 2017 bud get underthe headings
“operating expenses —DES” and “revenue —DES.” The Panel directs Nelson Hydro in its 2018 rate application to
clarify what these operating and revenue budgetitems relate to and whetherthey have any relation to either
the District Energy System project or the Community Solar Garden project. In addition, the Panel requests
Nelson Hydro to provide an explanation as to where itis accounting for the $2,000 annual maintenance expense
for the Community Solar Garden and why recovery of this expense from all ratepayersis appropriate. Given the

> ExhibitB-2, Question 9.1, Table 2.
> ExhibitB-3, Faust IR5.
>7 ExhibitB-3, Ramona FaustIR 4.
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immateriality of the DES expense and revenue lineitems, particularly on anetbasis, the Panel accepts these
itemsforthe purposes of the 2017 budget.

In consideration of the Panel’s determinations on Nelson Hydro’s revenue requirements, as described in
Sections 2.0 and 3.0 of these reasons for decision, the Panel approves Nelson Hydro’s applied for rate increase
of 4.28 percent on a permanent basis, effective April 1, 2017.

4.0 Future rate applications and recommendations going forward

Nelson Hydro has expressed the difficulties it experienced in responding to some of the Commission’s IRs due to
the fact that its “accounts are maintained consistent with principles appropriate for municipal accounting, butin
amannerthat differs from the typical regulatory utility accounting.” Nelson Hydro further submitted thatit has

beenworkingto prepare a “utility focused Cost of Service study, which includes the need to organize the Nelson

Hydro accountsintoa more traditional utility accounting format.”*®

Nelson Hydro explained that the COSA analysis performed as part of the study involves two majoractivities:

e ConvertingNelson Hydro’s system of accounts and the data recorded in municipal accounting formats to
areporting format more consistent with regulatory standards. Thisincludes such items as amortization,
capital reserves and water license transfers, and will also involve generating regulatory standard
calculations toreport ROE and shareholder payments.

e Functionalizing, classifying and allocating costs to the various customer classes, distinguishing between
Urban and Rural customers, as well as Residential and General Service customers. >°

Nelson Hydro stated thatit expectsto be able to file the COSA study along with the proposals to deal with the
study implications, if any, inlate 2017, and that the proposals may include rate rebalancing between the various
customerclasses, including municipal versus non-municipal differences.®

Panel discussion

Future reporting and calculation of revenue requirement components

As noted, achallenge inthis proceeding has been assessing the reasonableness of many of the components of
Nelson Hydro’s revenue requirements, particularly with regard to the Transfers to City General and the Transfers
to the Capital Reserve. The Panel acknowledges that Nelson Hydroisin the process of re -designingits reporting
formatso as to better reflect standard regulatory accounting principles and practices. However, this does not
necessarily address all of the challenges faced by the Panel in the currentrate application.

Whenviewed as a whole, Nelson Hydro’s 2017 rate increase appears reasonable and has thus been approved.
Nonetheless, there are anumber of issues which the Panel expects Nelson Hydroto addressin a detailed and
well-reasoned manner as part of its next rate application. These issues are summarized as follows:

>8 Exhibit B-3, Cover letter.
> ExhibitB-3, BCUC IR 13.3.
60 .
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e Afullyreasoned calculation and approach to determiningthe City’s “allowed return”.

e The Panel has raised a numberof issues with regard to the Water License Reserve paymentand its
appropriateness. If Nelson Hydro wishes to collect thisamount fromratepayersinthe future, the Panel
expectsafully reasoned justification takinginto accountthe issuesraisedin Section 2.1 of these reasons
for decision. In particular, the Panel expects Nelson Hydro to address the following points:

o Whyisit appropriate forthe City to earn a benefit on the WaterRights Agreement?

o How istheincremental powergeneratedinaccordance with the Water Rights Agreement
distinguishable from the other power generated by Nelson Hydro, and why should the cost of
this generation be priced at FBC’s rate given that the actual cost to generate this powerisless
than the FBC rate?

e Afullyreasonedjustification forthe annual amount collected from ratepayers to be transferred to the
Capital Reserve Fund (notwithstanding the additional transfer of net operatingincome whichisalso
transferred to the Capital Reserve Fund at the end of the yearbased on actual results).

e AsdescribedinSection 3.20f these reasons for decision, the appropriateness of Nelson Hydro’s power
purchase forecasting method and whether adjustments should be made to the forecast going forward.

e AsdescribedinSection 3.3 of these reasons for decision, details regarding the “DES —operating
expense” and “DES — revenue” lineitems, how these items relate to the District Energy projectand the
Solar Garden project (if atall), and the appropriateness of the $2,000 annual maintenance cost being
recovered from all ratepayers.

COSA results and implications to non-municipal ratepayers

Nelson Hydroindicated that based onthe results of the COSA, it may propose rate rebalancingamongst the
customer classes, and in particular, rate rebalancing between the municipal and non-municipal customers. Given
the concernsraised by the intervener and otherinterested partiesinthe non-municipal areas, the Panel
considersthere to be some benefits to Nelson Hydro undergoing the COSA, asitisimportantfor all parties to
understand the drivers of costs amongst customer classes. However, the Panel cautions Nelson Hydro to
carefully consider any potential proposals for rate rebalancing, particularly with regard to any adverse impacts
to certain customer classes which may result from this rate rebalancing. In addition, as referenced in previous
sections, Nelson Hydro should consider the province’s usual practice of supporting postage stamp ratesand
whetherthis hasimplications orrelevance to Nelson Hydro’s proposals around rate rebalancing.

Timing and approach to the 2018 rate application

In recentyears, Nelson Hydro has beenfilingits rate applications around mid-January to early February with the
objective of implementing the requested rate changes effective April 1*' of each year. Going forward, the Panel
directs Nelson Hydro to file its rate applications at least 30 days in advance of the start of the applicable
calendar year in accordance with normal regulatory practice, thereby allowing the Commission to approve
rates (whetherinterim or permanent) effecting the full calendar year. Accordingly, Nelson Hydro is to file its
2018 rate application at least 30 days in advance of January 1, 2018.

Itisevidenttothe Panel based onthe numerous letters of commentandthe issuesraised by Ms. Faustin IRs
that thereisa needforimproved stakeholder consultation, both duringand in advance of Nelson Hydrofilingits
rate application. The Panel recommends that Nelson Hydro, with the assistance/support of Commission staff,
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hold some form of in-person stakeholder consultation either priorto the application being filed orimmediately
afterthe applicationis filed. The goals of the consultation would be to educate participants onrates and the
regulatory process and to allow the publicto voice issues and concerns and to ask questions related to rate
setting, the Commission’srole as the regulator, and any other matters deemed relevant. The Panel recommends

that Nelson Hydro and Commission staff work together to plan and initiate this consultation process.
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