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There has long been a feeling in British Columbia that the provincial government (the province)
uses BC Hydro as a “cash cow”, each year taking large amounts of money out of BC Hydro to
add to general revenue. In addition, for political reasons, the province has also required BC
Hydro to keep electricity rates for domestic customers artificially low (lower than they need to
be to fully recover costs). It has accomplished this directly, through rate freezes, and more
recently indirectly, through a review panel process that recommends that BC Hydro’s requested
rate increases be cut roughly in half. In both instances, the province has superseded the authority
of the BC Utilities Commission, an independent agency responsible for reviewing and approving
BC Hydro’s expenditures and rates.

In recent years, the province has not been content with just taking money out of BC Hydro and
keeping rates low, it has directed BC Hydro to be a primary driver of provincial economic and
environmental policy, and it has passed legislation that changes BC Hydro’s regulatory oversight
to ensure there is no interference to the company doing this. These changes have forced BC
Hydro to resort to some questionable practices in order to continue making its payments to the
province while trying to maintain and grow the electrical system. This report will demonstrate
how BC Hydro is accomplishing this by covering the following three topics:

1. it will describe the different ways the province takes money out of BC Hydro;

2. it will provide a brief overview of the regulatory framework that BC Hydro is supposed
to operate under and why, and how the provincial government has recently altered that
framework; and

3. it will discuss BC Hydro’s increasing use of deferral accounts to bolster its net income, to
make expenditures that have not been approved by the BCUC through the Revenue
Requirements Application process, and to hide the fact that its current rates, and
requested rate increases, fall short of recovering enough money to cover its operating
costs and expenditures.

Payments to the Province

As Table 1 shows, BC Hydro has paid to the province more than $7.5 billion since the year 2000
(fiscal 2001 - fiscal 2011). Even in fiscal 2009, when BC Hydro paid no dividend to the
province, it still paid out almost half a billion dollars to governments through water rentals,
school taxes, and grants in lieu of taxes. In fiscal 2011, the year BC Hydro applied for rate
increases of almost 10% per year for the next three years, the company paid a total of almost $1
billion to the province. (BC Hydro does all of its financial reporting by fiscal year. BC Hydro’s
fiscal year is from April 1 to March 31.)

These annual payments have three components: water rental fees, which BC Hydro pays to the
province for the use of provincial water resources; taxes and grants in lieu of taxes, which BC
Hydro pays to the province and the cities, towns, and municipalities in which it has operations;
and the dividend to the province, which BC Hydro pays to its shareholder (the provincial
government), and which the province sets at 85 per cent of BC Hydro’s net income for the year.
Many BC Hydro ratepayers have long maintained that water rental fees and dividend payments
are blatant provincial cash grabs, because the government sets both the water rental rate and BC
Hydro’s dividend obligation, i.e., the percentage of net income that BC Hydro must pay to the
province each year as a dividend.
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Table 1 X
BC Hydro Payments to the Province

F2011 F2010 F2009 F2008 F2007 F2006 F2005 F2004 F2003 F2002 F2001 F2000 F1999
Net 589 447 366 369 407 266 402 111 418 403 446 416 395
Income
Water 298 311 310 318 259 272 234 246 258 228 255 276 267
Rental
Fees
Taxes & 184 173 167 153 149 147 143 147 145 166 174 172 173
Grants-in-
lieu
Dividend 463 47 0 288 331 223 339 73 338 333 372 343 326
to
Province
(% of Net (79%) (11%) (78%) (81%) (84%) (84%) (669%) (81%) (83%) (83%) (83%) (83%)
Income)
Total 945 531 477 759 739 642 716 466 741 727 801 791 766
Payments
to
Province

“ All financial numbers are in millions of dollars.
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Water Rentals

British Columbia water rental rates are the highest in North America. The rate BC Hydro pays
for water usage is more than twice the rate paid by Manitoba Hydro or Hydro Quebec.
Furthermore, those utilities pay a flat rate for water usage, based on the number of megawatt-
hours (MWh) they generate. In 2010, Manitoba Hydro paid a water rental rate of $3.34/MWh;
Hydro Quebec paid roughly the same. In the same year, BC Hydro paid $6.986/MWh, and paid
an additional $4.095/kilowatt for each kilowatt of authorized generating capacity. In British
Columbia water rental fees are also stepped, meaning that larger generators like BC Hydro pay a
much higher per MWh fee than smaller generators. For example, a small run-of-river generator
only pays $1.229/MWh. This is less than one-fifth of the rate BC Hydro pays. BC Hydro’s
water rental fees are so high and out-of-line with other jurisdictions that the BC Hydro review
panel felt that they had no alternative but to recommend that even though the province reviewed
its water rental rate policy in 2010, a further review was appropriate, and that water rates charged
needed to better balance the needs of the province and the utility. In essence, the panel is saying
that no government that is serious about trying to reduce BC Hydro’s future rate increases can
justify charging such high water rental rates.

BC Hydro’ s Dividend Payment to the Province

Through Special Direction, the province requires that BC Hydro make an annual dividend
payment equal to 85% of its net income for the year, assuming that the debt to equity ratio, as
determined by the province, after deducting the dividend payment, is not greater than 80:20. If
the dividend payment would result in a debt to equity ratio exceeding 80:20, then the dividend
will be the greatest amount that BC Hydro can pay without causing the debt to equity ratio to
exceed 80:20.

As Table 1 shows, BC Hydro has consistently paid a dividend to the province. In most years,
this dividend has been greater than $300 million. Table 1 also shows that the dividend payment
has never actually been the full 85% of net income. This is because when BC Hydro makes the
payment, the money taken out of the company to make the payment, inevitably pushes the
company to its defined debt to equity limit. Fiscal 2009 and fiscal 2010 demonstrate just how
indebted BC Hydro currently is, and how this indebtedness is beginning to affect the company’s
operations. Despite showing a net profit of $336 million in fiscal 2009 the company paid no
dividend at all; and despite making a net profit of almost half a billion dollars in fiscal 2010 the
company only paid a dividend of $47 million. How can this be so?

The answer to this question lies in BC Hydro’s increasing use of deferral accounts, and the
impact that the use of deferral accounts has on BC Hydro’s net income. (Part 3 of this report
presents a more detailed discussion of deferral accounts.) Normally, companies must write off
an expense against income in the year that the expense occurs. As a regulated utility, however,
accounting polices allow BC Hydro to use regulatory accounts (also called deferral accounts) to
collect current costs and expenses and defer the recovery of those costs and expenses to
sometime in the future, presumably through future rate increases or adjustments. This means
that instead of charging certain costs or expenditures against income in the year they were made,
and recovering them through current rates, BC Hydro can transfer those costs or expenditures to
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a deferral account for recovery at a later date. Because these costs are not subtracted from
income in the year they were made, this action results in an increase to the company’s net
income for that year. In F2009, BC Hydro transferred $438 million of costs and expenses to
deferral accounts; in F2010, BC Hydro transferred $696 million to deferral accounts; and in
F2011, BC Hydro transferred $447 million to deferral accounts. What this means is that without
these deferral account transfers, BC Hydro would not have recorded a profit of $366 million for
F2009, it would have recorded a net loss of $72 million. For F2010, BC Hydro would have
recorded a net loss of $249 million. For 2011, BC Hydro would still have recorded a profit, but
it would have been $142 million, not $589 million.

BC Hydro began using deferral accounts in F2005, but began transferring large amounts of costs
and expenses to them in F2009. There are a number of likely reasons for this, and these are
discussed in Part 3, but perhaps the notable reason is that BC Hydro’s dividend payment to the
province is set at 85% of net income. If there is no net income, there is no dividend payment.

BC Hydro has not always paid a dividend to the province. For many years, the province
considered the delivery of low priced, reliable electricity to domestic customers as the
company’s primary objective. In Manitoba, that is still the case. Manitoba Hydro has no
dividend obligation to the province.

BC Hydro Regulation

BC Hydro and most other electric utilities, regardless of whether they are crown corporations or
investor owned, are different from regular companies. Whereas most companies succeed or fail
based on their ability to provide goods or services to the market at a price that customers are
willing to pay, electric utilities are most often monopolies that deliver an essential product to
customers that have no option but to buy their electricity from that utility. To help ensure that
utilities do not abuse this monopoly position, their costs and rates are reviewed and approved by
regulators. In British Columbia, the regulator is the BC Utilities Commission (BCUC or the
Commission).

Both BC Hydro and the BCUC are entities created by and given powers through Acts of the
provincial legislature. The province established the BCUC in the early 1980s. Prior to that time,
BC Hydro was regulated directly by the provincial government. The Utilities Commission Act
gives the BCUC numerous responsibilities. Among these responsibilities, the BCUC is to ensure
the protection of the public interest in the decision-making process around provincial energy
issues; it is to ensure that the rates utilities charge are fair, just, and reasonable; and it is to ensure
that shareholders of utilities are afforded a reasonable opportunity to earn a fair return on equity.

The BCUC uses a variety of forums and processes to carry out its responsibilities. The most
relevant of these to BC Hydro are long-term resource planning, the Certificate of Public
Convenience and Necessity (CPCN) application process, and the Revenue Requirement
Application (RRA) process. Each of these plays an important part in determining BC Hydro
eventual costs, expenditures, and electricity rates.
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The resource planning process is where BC Hydro identifies all known sources of electricity,
including conservation and demand side management options, and estimates the expected cost of
each of those resources. BC Hydro uses the resource plan to determine what resources it expects
to build or acquire during the period covered by the plan. BC Hydro has traditionally filed its
resource plan with the BCUC, and the Commission then uses the information in the plan to make
decisions on BC Hydro’s various CPCN applications. BC Hydro and other regulated utilities
must apply to the Commission for a CPCN before constructing new facilities or making any
significant additions or enhancements to existing systems. The CPCN process provides the
BCUC an opportunity to test whether the proposed investment is prudent and in the public
interest. Both the resource planning and CPCN application process involve public forums where
interveners are allowed to question, refute, or support BC Hydro’s plans. If the Commission
grants a CPCN, the utility can expect to be allowed to recover the cost of the investment in its
rates.

The Revenue Requirements Application is where everything comes together. This is the process
where BC Hydro applies for an increase in the rates it is allowed to charge its customers. At its
simplest, the revenue requirements equation is this:

BC Hydro’s cost to meet its obligation to serve its customers
plus  BC Hydro’s allowed return on equity
less  Trade Income (from Powerex)
less  Earnings from revenue streams other than domestic rates
= Revenue needed from domestic ratepayers.

Utility regulation uses a “future forecast” methodology. This means that utilities like BC Hydro
apply for rate increases prospectively, to cover expenses that they expect to incur over a
specified period in the future. For example, BC Hydro’s most recent RRA, filed with the BCUC
in March 2011, was for fiscal 2012 to fiscal 2014. Like the resource plan and CPCN application,
the RRA is a public process, and the Commission staff and interveners have numerous
opportunities to question BC Hydro’s on its proposed costs and expenditures. If, at the end of
the process, the Commission decides that any of the costs claimed by BC Hydro in its application
are not reasonable or prudent or in the public interest, it may disallow the recovery of those costs
in customer rates. This would result in the Commission granting BC Hydro a lower rate increase
than the company applied for. Table 2 is an example taken from BC Hydro’s F2004/05 and
F2005/06 Revenue Requirement Application.

In the example provided in Table 2, the BCUC disallowed recovery of some of the costs that BC
Hydro had included in its RRA for fiscal 2005. The Commission granted BC Hydro a 4.85%
rate increase instead of the 7.23% increase applied for. The Commission also ordered BC Hydro
to refund all excess moneys the company had collected through rates during the time between
when the Commission granted BC Hydro an interim rate increase of 7.23% and when it issued its
final order, granting the 4.85% increase.

Both the Hydro and Power Authority Aeand the Utilities Commission Aatontain wording that
allows the Lieutenant Governor in Council (the provincial cabinet) to issue special directions to
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BC Hydro and the BCUC. These special directions tell the entities how they must treat or deal
with certain activities or situations that the province feels are important. In extraordinary
circumstances, when the province does not want to leave anything open to question or
interpretation, it will direct the entities through legislation. The most recent and most notable
example of this is British Columbia’s 2010 Clean EnergyAct In that legislation, the province
has taken the review of BC Hydro’s resource plan away from the BCUC. BC Hydro is now
required to submit its resource plan directly to the Minister of Energy, and the Lieutenant
Governor in Council has the authority to approve or reject the plan. The Clean Energy Adilso
exempts from BCUC review and oversight 13 of BC Hydro’s most costly (and controversial)
projects or programs, among them being Site C, all of BC Hydro’s clean or small power calls or
programs, some demand-side management programs, and the smart metering initiative. The
legislation also requires that the BCUC allow full cost recovery of any power purchase
agreement that BC Hydro signs with a provincial independent power producer to satisfy
provincial electricity self-sufficiency requirements.

Table 2
BC Hydro’s F2004/05 and F2005/06 RRA
Millions of Dollars F2005 Plan F2006 Plan

Forecast expenses $2,479 $2,508
+ Return on Equity (ROE) 427 442

Total expenses including allowed ROE 2,906 2,950
- Trade income (80) (89)
- Other revenue (205) (167)

Revenue needed from domestic ratepayers 2,621 2,694

Revenue anticipated from current rates 2,444 2,463

Revenue shortfall $ (177) $ (231)

Required rate increase 7.23% 2.00%

Allowed rate increase (one time) 4.85%

BC Hydro’s use of deferral accounts

Accounting principles allow regulated companies like BC Hydro to use deferral accounts to
capture excessive costs or revenues and defer collecting or refunding those moneys to future
years. They allow these accounts because, as discussed above, regulated companies must apply
for rate increases prospectively. Because a utility’s revenue requirement application is based on
forecasts of costs and revenues for a specific period, the actual costs and revenues for that period
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will always be different from the forecasts. Regulated utilities use deferral accounts to capture
those differences. Utilities can also use a deferral account to capture costs incurred through

some extraordinary event that is beyond management’s control. In all cases, a utility must have a
regulator’s approval before it can create a deferral account. A regulator’s approval of a deferral
account generally assures the utility that there is a high likelihood the regulator will allow the
utility to recover its deferred costs in rates sometime in the future. It is this assurance that
permits regulated utilities to use deferral accounting.

In some instances, deferral accounts can cancel each other out over a few years. For example,
excessive costs for energy captured one year can be offset by larger than forecast revenues in
following years. If, however, a deferral account becomes too large, (and there is no absolute
definition of what too large is) either the regulator or the utility will initiate a proceeding to clear
the account. If, for instance, the account has captured excessive costs, rates can be adjusted to
allow the utility to recover those costs. If the account has captured extra revenues, the utility
refunds the money to its ratepayers. BC Hydro currently has a 2.5% Deferral Account Rate
Rider that the BCUC approved as part of an earlier BC Hydro RRA settlement. How this rate
rider works is BC Hydro adds 2.5% to whatever a customer’s electricity charges are for the
billing period, and uses this money to recover the excessive costs the company has captured in its
older deferral accounts.

BC Hydro most recently began using deferral accounts when the province returned the company
to rate regulation in 2005. Through Special Direction, the province directed the BCUC to
authorize BC Hydro to establish the Heritage Deferral Account and the Trade Income Deferral
Account. The Heritage Deferral Account was created to capture variances between the forecast
and actual costs of service associated with the Heritage Resources. The Trade Income Deferral
Account was created to balance the uncertainty associated with forecasting the net income from
BC Hydro’s trade activities. Separate from the Special Direction, BC Hydro applied to the
BCUC to establish a Non-Heritage Deferral Account to manage the impact of certain other non-
controllable cost variances.

By the end of fiscal 2005, BC Hydro had a total of $578 million in those three deferral accounts.
Over the next three years the number of deferral accounts grew, as did the amounts in them. By
the end of fiscal 2008, BC Hydro had 13 deferral accounts, with a total balance in the 13
accounts of $933 million, an increase of roughly 60% over three years.

Over the past three years, fiscal 2009 to fiscal 2011, the number of BC Hydro deferral accounts
has more than doubled (from 13 to 25, with applications before the BCUC for two more), and the
costs captured in these accounts has grown by more than 160%, from $933 million to $2.44
billion. Over the next three years, BC Hydro forecasts that the balance in its deferral accounts
will almost double again, growing to over $4.7 billion by the end of fiscal 2014. This is $4.7
billion that BC Hydro will have spent that it has been unable to recover in its rates.

BC Hydro’s forecast revenue requirement in F2014 is $3.28 billion. This means that by the end
of fiscal 2014 (March 31, 2014), BC Hydro will have in unrecovered costs and expenditures
more than 1 % times the amount of money that BC Hydro expects to collect in rates that year.
And these numbers are based on BC Hydro receiving its requested rate increases of 9.73% each
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year for the next three years. The BC Hydro review panel recommends that BC Hydro only
receive an 8% rate increase this year, and a 3.9% rate increase in fiscal 2013 and fiscal 2014,
which effectively cuts BC Hydro’s rate increases in half. BC Hydro has not released revised
forecasts based on the lower rate increases.

What are these deferral accounts, how much money is in them, and how does BC Hydro plan to

recover those amounts? Table 3 shows BC Hydro’s current deferral account balances as

presented in the BC Hydro FiscaR011Annual Report

Table 3

BC Hydro Deferral Accounts as of March 31, 2011

(in millions)

Heritage Deferral Account $247
Non-Heritage Deferral Account 362
BCTC Deferral Account 0
Trade Income Deferral Account 188
Demand-Side Management Programs 506
First Nation Negotiations, Litigation, and 399
Settlement Costs

Non-Current Pension Cost 72
Site C 104
Environmental Compliance 231
Other Regulatory Accounts (includes Future 327
Removal and Site Restoration Costs, Foreign Exchange

Gains and Losses, Finance Charges, Depreciation Study

Adjustments, Contributions in Aid of Construction

Amortization Variance, Capital Project Investigation

Costs, Procurement Enhancement Initiative Costs, Smart

Metering and Infrastructure Project Costs (SMI), GM

Shrum Unit 3 Outage, Home Purchase Option Plan,

Return on Equity (ROE) Adjustment, Waneta Rate

Smoothing, Net Employment Costs, Amortization of

Capital Additions, Storm Damage, and Taxes)

Total $2,436

Table 4 is cut and pasted fromB C Hy #&iscal 2042- Fiscal 2014 Revenue Requirements
Application and shows the forecasted balances for the deferral accounts at the end of fiscal

2014.
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Table 4
Forecasted BC Hydro Deferral Account Balances for March 31, 2014

End of Yeaar Balanca Sphadules F2011 Fa2oz F2013 F2014
(% millllan) Fefererme | Forecasi Plani Plan Plan
1 z ] ¥
Daferral Accounts
Hemtage Defermal Acoount 21135 268.9 2092 2788 F56.8
Non-Hertage Dedemal Account 21137 401.4 Ta7 354 4 3250
Trade Incyme Deferal Account Z1L38 J08.7 185.9 1542 159.0
Takzl g7a.0 gr4.9 A18.5 T50.8
Capital-Like Accounts
Demand-Side Managameni 2135 526.3 637.0 TEE.A D163
She C 2213 1071 238.3 £11.4 2315
Future Removal & Site Restoraton 221140 {136.5) {102.2) {61.4) {60.3)
Smant Metering & Infrasructiurea ZILis2 30.4 140.5 326.4 4587
Takal 527.2 913.5 1,423.3 1,846.6

Hon-Cash Llabliflas

First Mallors Provisions 22137 35 316.0 J2ES 405
Emvircnmential Prowislions Z2L15E 7.4 3125 3076 301.4
IFRS Pension ZIL1sE 0.0 0.0 8550 E10.0
Tak:l E20.9 6285 1 49132 14523
Rate Smoothing Accounts
First Katlores Costs ZIL135 951 o538 9t3 g5 B
Waneta ZZFL155 0.0 4010 2510 150
IFRS PP&E 25T o.o 185.10 3415 4752
F12-F14 Rale Smoothing 221158 0.0 286 w 0.0
Talkal 125.1 4B, £ @lj ca6.0
Forecast Vardancs Accounts
Forelgn Exchange Losses (Gains) 2204481 [98.8) {101.5) (100.3) {98.4)
Storm Restoration 221443 (5.0} [5.3) [5.5) (5.8}
Total Taxes Z2L149 [13.3) {13.9) {14.5) [15.4)
Amortization on Capl@l Additions ZZ2L1=0 21 2.2 23 24
Total Finance Charges 221151 {1.9) (1.9 (1.9) {1.9)
Mon-Cument Penslon Cost ZI2L1c4 68.5 51.4 342 i7.1
Ta&l (5.4 (E9.1) {85.8) {102.00
Ofher Reguiatony Accounts
Pre-199& Caomributons 2142 587 E7.3 7448 81.1
Procurement Enhancement [closad) 2148 J&8.5 34.7 308 270
Capital Project Investigation (closed) 220445 526 475 424 Tz
izM Shrem 2 221145 433 0.0 oud oo
F2010 ROE Adusiment (closed) 24T 451 338 226 11.3
Home Cption Purchase Plan Z2L1s3 1&8.0 241 274 252
Ta&l 56,3 2073 1975 184.8
Total 2.360.1 3.015.5 24354 47166
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Of the forecast $4.7 billion of uncollected costs and expenditures, how much can be attributed to
Clean Energy Acperhaps about 40%, or roughly $2 billion. This is a very rough
approximation, and is calculated using the total costs captured in the Demand-Side Management,
Site C, and Smart Metering & Infrastructure accounts, and 50% of the Non-Heritage Deferral
Account (to represent purchases from IPPs). These are the projects or programs that the Clean
Energy Acspecifically removed from BCUC oversight. Therefore, costs or expenditures
captured in these accounts have not gone through a BCUC review process, nor has the
Commission approved them as being prudent and in the public interest.

(Readers should note that these are not the only non-BCUC approved costs associated with Clean
Energy Act directives. The Act also directed BC Hydro to proceed with the Northwest
Transmission Line, Mica units 5 and 6, and Revelstoke unit 6, and removed those projects from
BCUC review and oversight.)

How does BC Hydro propose to recover the costs that it intends to capture in its deferral
accounts? This is what BC Hydro has to say in its most recent revenue requirements application:

With respect to the future rate impact of the forecast regulatory account balances, the
recovery of the Deferral Account and the DSM Regulatory Account balances are already
taken account of in BC Hydro’s forecast revenue requirements. These make up
approximately $1.7 of the $4.7 billion total balance in F1014. To recover the remaining
$3 billion in rates, in round numbers, a rate increase of 5 per cent would be required to
recover the remaining balance over 20 years; likewise, a 10 per cent rate increase would
be required for a 10-year recovery period. In BC Hydro’s view, while the magnitude of
such rate increases is not insignificant, the analysis demonstrates that the balances will be
recovered by reasonable rate increases within an overall rate management strategy.

Not much thinking went into that recovery strategy — we can simply raise rates by 5% and
recover the money over 20 years, or raise rates by 10% and get back the money in 10 years.
These rate increases would need to be over and above those increases necessary to cover BC
Hydro’s regular revenue requirements, and BC Hydro estimates that its rate increases over the
next 10 years (fiscal 2011 to fiscal 2020) will be about 100%. Given the continued political
aversion to BC Hydro rate increases, the eventual recovery of costs held in deferral accounts is
unlikely to be that simple or easy.

BC Hydro defends its use of deferral accounts, at least for some expenses (e.g., for Site C and
Smart Metering & Infrastructure) by claiming that they are trying to provide a better matching of
costs and benefits for different generations of customers. They argue, for example, that “if Site
C planning costs were expensed as required under the accounting standards applicable to BC
Hydro, it could cause an unfair rate impact on current customers, considering the long
development period before Site C could be placed into service. As a result, all planning costs are
deferred and recorded in the Site C Regulatory Account thus having no impact on existing rates.”

The validity of this line of reasoning is debatable. To begin with, a reasonable person could
equally argue that any costs associated with investigating the viability of Site C as a generating
resource for meeting future electric load growth are legitimate resource planning costs, and
should be expensed and collected in rates as they occur. A reasonable person could also argue
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that the cost of purchasing and installing smart meters are capital costs. They should be
capitalized, and as soon as they are used, should be depreciated accordingly and collected in
rates. Instead, BC Hydro is proposing to defer all smart metering initiative costs, both operating
and capital related. Finally, a reasonable person could only scratch their head on the reasons for
BC Hydro deferring all demand-side management expenditures because the utility has yet to file
its demand-side management plans for the years covered by the RRA.

In its Order granting BC Hydro its interim rate increase for fiscal 2012, the BCUC expressed
concern over the increasing account balances of utility’s regulatory accounts, and stated that it
had concerns regarding the effective recovery of the deferral account balances.

BC Hydro’s rationale for increasing the number of its deferral accounts, and the size of its
deferral account balances, has caught the attention of British Columbia’s Auditor General. The
Auditor General has begun an investigation of BC Hydro’s use of deferral accounts. The
investigation is focussing on whether the recovery periods proposed by BC Hydro are effective
at minimizing intergenerational inequity. The investigation is also assessing the impact that the
recovery periods are having on rates, whether the accumulation of interest to cover the deferral
accounts is also having an impact on rates, and whether deferral accounts are being recovered
over a reasonable period of time. The Auditor General expected to release his report in June
2011, but its release is still pending.

The number and size of BC Hydro’s deferral accounts also received attention from the BC Hydro
review panel. In their report, the panel expressed concern over the number of BC Hydro deferral
accounts, and how their balances have grown over the years. They noted that the extensive use
of deferral accounts reduced financial transparency, and that although the use of deferral
accounts can reduce rate increases in the short term, they eventually have to be cleared, which
will put upward pressure on future rates. The panel also expressed concern that neither BC
Hydro, nor its external auditor, had made any allowance with respect to the ability of BC Hydro
to recover its deferral accounts through future rates, given the projected size of the accounts and
the desire to keep rates competitive. The review panel report recommended that BC Hydro
“Work with the province to perform a more in-depth review of the growth of regulatory accounts
and determine a more sustainable approach to utilizing them over the long-term.”

Concluding Observations

What observations can we take away from the above discussion and what might the implications
of those observations be?

1. Despite the province’s oft expressed concern about the size of BC Hydro’s proposed rate
increases, and the hardship they place on BC families, the province continues to take
large amounts of money out of BC Hydro each year. Although the BC Hydro review
panel mentions this in their final report and recommends that the province and BC Hydro
review water rental rates and the dividend policy to better balance the needs of the
province and the utility, it cautions that any changes will need to wait until the provincial
economy improves. The review panel also notes that any reduction in BC Hydro’s
payments to the province will need to be made up through tax increases. Therefore, the
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province is unlikely to change its attitudes towards BC Hydro as a source of funding for
general revenue anytime soon.

2. BC Hydro’s use of regulatory accounts/deferral accounts has grown massively over the
past six years. Whereas comparable utilities might use five or six deferral accounts,
primarily to capture differences between forecasted and actual costs and revenues, BC
Hydro currently has 25 deferral accounts, and has applied to the BCUC to create more.
Furthermore, BC Hydro is using deferral accounts to capture the costs of entire projects
or programs, not just to capture the differences between forecasts and actuals. BC
Hydro’s current RRA shows that the company intends to continue using deferral accounts
in this manner well into the future.

3. The size of BC Hydro’s deferral account balances ($2.1 billion at present; $4.7 billion
forecasted by March 31, 2014) clearly shows that BC Hydro does not collect enough
money through its current electricity rates to cover the cost of its annual operations. Even
if BC Hydro had received its requested rate increases, the company forecasts that the
balances held in its deferral accounts would more than double over the next three years.
With the review panel recommending that BC Hydro’s rate increases be cut to one-half of
those requested, these balances will likely grow even more, unless BC Hydro can find
ways to dramatically slash its planned expenditures.

4. Through its extensive use of deferral accounts, BC Hydro is able to keep current
electricity rates lower than they really ought to be. But deferral account balances have to
be recovered some time, and BC Hydro does not appear to have a thoughtful plan on how
to do this (except for its more traditional accounts: the Heritage Deferral Account, the
Non-Heritage Deferral Account, and the Trade Income Deferral Account). BC Hydro is
already forecasting that it will need to increase electricity rates by about 100% over the
next ten years. Any recovery of deferral account balances will require rate increases or
adjustments over and above that figure. If deferral accounts are not recovered through
rates, their balances could be transferred to the province for recovery through taxes. BC
governments readily saddle BC Hydro ratepayers with costs that might be more correctly
covered through taxes. Rarely do BC governments use tax dollars for the relief of BC
Hydro ratepayers. BC Hydro’s current and continued use of deferral accounts will place
upward pressure on electricity rates in the future.

5. Because the use of deferral accounts tends to increase BC Hydro’s net income for the
year, and because BC Hydro’s dividend payment to the province is based on a percentage
of the company’s net income, BC Hydro’s use of deferral accounts enable larger dividend
payments.

6. Notwithstanding what the BC Hydro review panel report says, BC Hydro’s senior
executives work very closely with senior government politicians and staff. This includes
politicians and officials from the Premiers’ Office, the Minister of Energy, the Treasury
Board, and the Crown Agency Secretariat. Regardless of what we might think of these
people, they are not stupid, and BC Hydro would not be able to utilize deferral accounts
in the way that they have without tacit approval from the province.
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