


HYDRO-QUEBEC

Hydro-Québec generates,
transmits and distributes
electricity. Its sole shareholder
is the Québec government.

It uses mainly renewable
generating options, in particular
hydropower, and supports the
development of wind energy
through purchases from
independent power producers.
It also conducts R&D in energy-
related fields such as energy
efficiency. The company has

four divisions:

On the cover Sarcelle jobsite — Stay ring

and lower part of the sealing ring of one the
powerhouse’s bulb-type units. Such units are
ideal for very low heads. This is the first time they
are being used at Hydro-Québec.

See diagram on page 118.

HYDRO-QUEBEC PRODUCTION
generates power for the Québec market
and sells its surpluses on wholesale
markets. It is also active in arbitraging and

purchase/resale transactions.

HYDRO-QUEBEC TRANSENERGIE
operates the most extensive transmission
system in North America for the benefit

of customers inside and outside Québec.

HYDRO-QUEBEC DISTRIBUTION
provides Quebecers with a reliable
supply of electricity. To meet needs
beyond the annual heritage pool, which
Hydro-Québec Production is obligated
to supply at a fixed price, it mainly uses
a tendering process. It also encourages
its customers to make efficient use

of electricity.

HYDRO-QUEBEC EQUIPEMENT
ET SERVICES PARTAGES

and Société dénergie de la Baie James
(SEBJ), a subsidiary of Hydro-Québec,
design, build and refurbish generating
and transmission facilities, mainly

for Hydro-Québec Production and

Hydro-Québec TransEnergie.
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HYDRO-QUEBEC

AT A GLANCE

Note: The comparative data include adjust-
ments mainly associated with the change
in the accounting policy regarding the
depreciation method for property, plant and
equipment. In addition, certain figures have
been reclassified to reflect the presentation
adopted for 2010.

NET INCOME
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Hydro-Québec earned net income of
$2,515 million in 2010, exceeding the
$2,400-million target in the Strategic Plan
2009-2013, in spite of difficult conditions
as a result of precipitation levels consider-
ably lower than the historic mean across
the entire generating fleet. This positive
result reflects strict control over oper-
ating expenses and higher-than-expected
demand for electricity from industrial
customers in Québec.

2010 2009
Operations and Dividend ($M)
Revenue 12,338 12,333
Operating income 5,041 5,269
Net income 2,515 2,871
Dividend 1,886 2,168
Balance Sheets ($M)
Total assets 65,898 64,992
Property, plant and equipment 55,512 53,824
Long-term debt, including current portion
and perpetual debt 38,660 37,943
Equity 18,566 18419
Cash Flows ($M)
Operating activities 4,639 4,787
Investing activities (3,302) (3,475)
Financing activities (1,725) (1,209)
Cash and cash equivalents 80 472
Ratios
Interest coverage 1.92 2.11
Return on equity (%) 14.0 16.5
Profit margin (%) 20.4 233
Capitalization (%) 32.1 326
Self-financing (%) 46.8 413
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2010 2009 2008 2007 2006

Customers and sales
Total customer accounts in Québec 4,011,789 3,960,332 3,913,444 3,868,972 3,815,126
Electricity sales in Québec (TWh) 169.5 165.3 1704 1732 167.3
Electricity sales outside Québec (TWh) 233 234 213 19.6 14.5
Number of Employees?
Permanent as at December 31 19,521 19,536 19,297 19,459 19,116
Temporary (year's average) 4,138 4,080 4,048 3910 3,799
Facilities
Number of hydroelectric generating stations 60 60 59 57 55
Total installed capacity (MW)® 36,671 36,813 36,432 35,654 35,322
Peak power demand in Québec (MW)© 37,717 34,659 37,230 35,352 36,251
Lines (overhead and underground)

Transmission (km) 33,453 33,244 33,058 33,008 32,826

Distribution (km)® 112,089 111,205 110,127 109,618 108,883
Number of substations 514 515 510 509 508
Power Generation and Purchases
Renewables (GWh)e 192,321 196,633 200,109 194,154 184,379
All generating sources (GWh) 203,842 203,181 206,603 208,156 196,236
Proportion of renewables (%) 94 97 97 93 94

a) Excludes employees of subsidiaries and joint ventures.

b) In 2010, Hydro-Québec decommissioned a unit at Tracy generating station. In addition to the generating capacity of its own facilities, the company has access to almost all the
output from Churchill Falls generating station (5,428 MW) under a contract with Churchill Falls (Labrador) Corporation Limited that will remain in effect until 2041. It also purchases
all the output from nine privately owned wind farms with a total installed capacity of 659 MW. Moreover, 1,277 MW are available under agreements with other independent suppliers.

c) Total power demand at the annual domestic peak for the winter beginning in December, including interruptible power. The peak for a given period is based on measurements

at fixed intervals. The 2010-2011 winter peak was 37,717 MW and occurred on January 24, 2011, at 8:00 a.m., after the system load momentarily reached 38,286 MW at 7:38 a.m.

d) These figures include off-grid systems but exclude private systems, lines under construction and 44-kV lines (transmission).

e) Does not include wind energy purchases for which renewable energy certificates were sold to third parties.

REVENUE, AVERAGE RATE
INCREASE INDEX AND
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DIVIDEND AND CAPITALIZATION

INVESTMENTS IN PROPERTY,
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Revenue totaled $12,338 million, which is
comparable to the $12,333 million recorded in
2009. Revenue from electricity sales amounted
to $12,019 million, versus $12,055 million in
2009: it decreased by $43 million in Québec
and increased by $7 million outside Québec.
Other revenue was $319 million, compared to
$278 million in 2009.

Capitalization

The dividend for 2010 amounts to $1,886 million.
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a) EEP: Energy Efficiency Plan
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Cash from operating activities totaled
$4.6 billion in 2010. This cash allowed the
company to pay the 2009 dividend of
$2,168 million and to finance a large portion
of its investment program ($4.2 billion).
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Hydro-Québec can boast a number of remarkable
achievements in 2010, in particular in its work
to create value from Québec’s energy resources.
Through rigorous management, the company was
able to exceed its ambitious financial objectives. It
also continued to play a role as an economic engine,
as evidenced by the many projects currently under

way across the province.

In September, Hydro-Québec hosted the 21st World Energy
Congress. This prestigious event, co-organized with the World
Energy Council, broke attendance records with more than
7,000 participants from some 130 countries. They included
numerous specialists who were able to fully appreciate the
wealth of clean, renewable energy that Quebecers enjoy
thanks to Hydro-Québec, the world’s leading producer of
hydropower.

In 2010, the Board of Directors concentrated on such issues
as the development of hydroelectric resources, long-term
operability of generating, transmission and distribution facilities,
retention of the company’s skills and know-how, and continuous
improvement of customer services.

In addition to its Chairman and the President and Chief
Executive Officer, the Board currently comprises 14 members
with diverse backgrounds, who are active on seven committees.
The directors exercise a wide range of responsibilities, which
include advising Management as it decides on and works to
achieve Hydro-Québec’s strategic objectives, ensuring the sound

management and profitability of the company, approving major

MESSAGE FROM THE
CHAIRMAN OF THE BOARD

A Consistent
Record of Success

infrastructure projects and seeing that they are completed on

budget and in compliance with the company’s sustainable
development objectives.

I would like to express my gratitude to all the directors for their
cooperation and diligent participation in the various meetings
we held in 2010. | must also congratulate Management for their
careful running of the company. Finally, my thanks go to all

employees for their vital contribution to Hydro-Québec's success.

Michael L. Turcotte

Chairman of the Board
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MESSAGE FROM THE PRESIDENT
AND CHIEF EXECUTIVE OFFICER

1

A Solid
Performance

Hydro-Québec was able to maintain a high level of
profitability in 2010, despite difficult business condi-
tions marked by well-below-average precipitation that
affected our entire hydroelectric generating fleet. Net
income totaled $2,515 million, exceeding the projec-
tions in the Strategic Plan 2009-2013.The dividend paid
to our shareholder, the Québec government, will reach
nearly $1.9 billion.

Low natural inflows into our reservoirs prompted
us to cut back our net electricity exports consider-
ably, especially in the latter half of the year, as part

of our ongoing careful management of reservoir

storage. Three factors helped compensate for the decline in the volume of net exports. First of all, tight

control over our energy market transactions and risks meant that every kilowatthour exported was highly

profitable. As well, revenue from domestic sales rose more than anticipated as a result of increased indus-

trial consumption. Finally, we achieved sizable efficiency gains in the area of overall operating expenses,

fully offsetting the 2010 increase in costs related to indexation, inflation and natural growth in operations.

I must stress that this strong performance would not have been possible without the contribution and

commitment of all our employees.

HYDROPOWER DEVELOPMENT

Hydro-Québec is actively pursuing the development of Québec’s
hydroelectric potential, as the Romaine and Eastmain-1-A/
Sarcelle/Rupert jobsites demonstrate. These two construction
projects—the largest in Canada—have a twofold objective: to
secure the province's energy future and to meet the growing
demand for clean, renewable energy as part of the effort to
stem global warming. Capital investment in generation projects
totaled $1.9 billion in 2010. Work at Eastmain-1-A/Sarcelle/Rupert
made steady progress and should be completed, as scheduled,
by the end of 2012, while construction got under way on the

permanent structures for the Romaine-2 development.

MAJOR INVESTMENTS IN TRANSMISSION

In 2010, we also invested $1.2 billion in the expansion, reliability
and long-term operability of our transmission system, which
is the most extensive in North America. Our projects include
integrating new hydropower and wind farm output, upgrading
the main transmission grid and refurbishing lines and substations.
In addition, we kept up our innovation efforts with a view
to optimizing transmission system operation. For example,
Hydro-Québec devised a technology—the LineScout robot—
for inspecting live transmission lines. This innovation, which we
fine-tuned in collaboration with the British Columbia Transmission
Corporation, garnered the 2010 Edison Award, the highest honor

bestowed by the power industry.
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CONTINUING OUR ENERGY

EFFICIENCY INITIATIVES

In line with Hydro-Québec's major strategic objectives, energy
efficiency remains a central focus. Our $216-million investment
in energy efficiency programs in 2010 yielded new savings of
989 GWh. We have achieved recurring annual savings of 5.3 billion
kilowatthours since the Energy Efficiency Plan was launched in

2003, and are targeting 11 billion kilowatthours by 2015.

PURCHASES OF COMPLEMENTARY

RENEWABLE ENERGIES

We selected 13 projects in 2010 under a program for the purchase
of 150 MW reserved for small hydro. Ten of these projects will be
carried out entirely by Aboriginal or other local communities, and
three will be built in partnership with the private sector. As well,
the Régie de Iénergie approved six contracts (52.9 MW) signed
subsequent to tendering in 2009 for the supply of Québec-
generated electricity produced by new biomass cogeneration
facilities. Lastly, Hydro-Québec announced that it had accepted
12 bids for the purchase of two 250-MW blocks of wind power
generated in Québec: one earmarked for Aboriginal projects
and the other for community projects. These purchases are
part of a complementary renewables purchasing policy that we

developed at the Québec government’s request.

INNOVATION AND GROUND

TRANSPORTATION ELECTRIFICATION

Innovation plays an extremely important role in all aspects of our
business, from optimizing system performance, operation and
maintenance to extending the service life of our facilities.

In 2010, Hydro-Québec stepped up its activities in the electri-
fication of ground transportation. Among other initiatives, our
research institute set up an energy storage laboratory where
researchers are working on battery materials and assembly
for electric vehicles. The company is also involved in several
electric-car pilot projects (road tests, rollout of charging infra-
structure) in collaboration with major automakers and various

Québec partners.

“Our careful management and the commitment of

our employees were crucial to our success in 2010

AN ENERGY INDUSTRY BENCHMARK

In September, Hydro-Québec hosted the 21st World Energy
Congress. Held every three years by the World Energy Council,
this leading event in the energy industry brought together a
record number of participants and laid the groundwork for action
aimed at sustainable growth.

It should also be noted that Hydro-Québec was named Utility
of the Year by the prestigious magazine Electric Light & Power.
According to editor-in-chief Teresa Hansen, "Hydro-Québec
topped [all North American electric utilities] when we factored
in environmental responsibility, happy customers, transmission

technology, low rates and profits.

EXCEPTIONAL COMMITMENT

I must once again emphasize that our solid performance in 2010
is attributable to the commitment of our employees. | therefore
salute these energetic women and men who work, throughout
the province, to provide Quebecers with reliable, high-quality
electricity. We owe our success to them.

In closing, | would also like to thank the members of the Board
of Directors for their invaluable contribution to Hydro-Québec’s

performance.

Thierry Vandal

President and Chief Executive Officer
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HYDRO-QUEBEC
PRODUCTION

Manic-5 generating facility - Daniel-Johnson
dam. The spherical valves in the powerhouse
are undergoing a'major overhaul to

ensure long-term reliability.

5 .

Richard Cacchione
President, Hydro-Québec Production

OUR MISSION Hydro-Québec
Production generates electricity to supply
the domestic market and sells its excess
output on wholesale markets. We also
offer balancing and firming capacity
services to Hydro-Québec Distribution to
offset variations in wind farm output and
thereby facilitate the integration of this

energy source.

OUR FACILITIES Our generating fleet
comprises 59 hydroelectric generating
stations, 1 nuclear generating station and
4 thermal generating stations, repre-
senting assets worth $25.3 billion and
installed capacity of 36.5 GW. We also

have 26 large reservoirs with a storage
capacity of 175TWh, and 571 dams and

control structures.

OUR ACTIVITIES We supply Hydro-
Québec Distribution with a heritage pool
of 165 TWh of electricity per year. Above
this volume, we sell our output in Québec,
in response to tender calls by Hydro-
Québec Distribution, and outside Québec,
on wholesale markets in northeastern

North America.
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2010 IN FIGURES

Revenue $6.5 billion
Net income $1.6 billion
Customers

(% of revenue from electricity sales)

Hydro-Québec Distribution 75%
Other 25%
Sales volume

Hydro-Québec Distribution 167.6 TWh
Other 25.3TWh
Property, plant and equipment

as at December 31

(including work in progress) $29.1billion

Investments in property, plant and
equipment and intangible assets  $1.9 billion




Hydro-Québec Production posted a remarkable Québec Hydropower:

performance once again this year, thanks to its flex- Energy for the Future

ible business model and the unfailing commitment

of its employees. Although precipitation levels were particularly low with respect to the historic mean, with
prudent management of our hydraulic reserves, we were able to record net exports of $1,034 million for 12.6 TWh
while maintaining reservoir storage of 99.4 TWh as at December 31, 2010—a level that still meets the criteria
for managing the risks associated with security of the energy supply. As a result, we recorded net income of
$1,605 million and paid $561 million in water-power royalties.

Construction at the Eastmain-1-A/Sarcelle/Rupert and Romaine jobsites proceeded at a steady pace, allowing
us to get ahead of deadline for certain structures. At the same time, we continued to optimize the management
of our generating fleet. We also signed a long-term contract with two major Vermont power distributors and a
transmission service agreement with a view to increasing our exports to New England.

To achieve long-term success in a context marked by massive retirement, Hydro-Québec Production must

recruit and develop a new generation of employees to take over from our highly specialized outgoing personnel.

In 2010, we implemented several strategic workforce plans and pursued various initiatives aimed at conserving

the knowledge and expertise required for our continued success.

MAKING THE MOST OF

HYDROPOWER RESOURCES

Hydro-Québec Production continually optimizes its generat-
ing capacity with the twofold purpose of meeting domestic
requirements while maximizing profitability. Its main advan-
tage resides in the operating flexibility afforded by large
hydropower. Because of their storage capacity and the fact
that they can be started up in a matter of minutes, our reservoir
generating stations allow us to adjust output in accordance
with demand on the domestic market, import electricity when
prices are low on outside markets and export it when prices

are higher.

= Electricity sales to Hydro-Québec Distribution totaled
167.6 TWh in 2010, compared with 1642 TWh in 2009. Heritage
pool sales generated net income of $1,075 million. Other deliv-
eries and business transactions in Québec yielded net income
of $98 million.

= Electricity sales outside Québec brought in $1,513 million for
233 TWh, versus $1,495 million for 23.0 TWh in 2009. Net exports
amounted to $1,034 million for net reservoir drawdown of
12.6 TWh, compared with $1,258 million and drawdown of 185 TWh
in 2009. This reduction is attributable to two factors: prudent
management of our reservoir storage to offset exceptionally
low runoff, and the sale of a larger portion of our output to the
Distributor to meet industrial demand. The unit contribution of
our net exports increased to 8.2¢/kWh from 6.8¢/kWh in 2009.
After considering the cost of generating, procurement and trans-

mission, net exports yielded net income of $432 million in 2010.
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NET ELECTRICITY EXPORTS BY
HYDRO-QUEBEC PRODUCTION
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= We operate our facilities in such a way as to maintain a sufficient energy reserve at

all times to offset a potential runoff deficit equivalent to 64 TWh over two consecu- NET ELECTRICITY SALES AND
. ) . NET INCOME OF HYDRO-QUEBEC
tive years and 98 TWh over four consecutive years. We also keep a capacity reserve T, T

approximately 8% higher than our contractual commitments, in accordance with the
100 179.6 TWh $1,605M

industry’s reliability criteria. 7% 7%

= Under an agreement signed in 2006, we offer Hydro-Québec Distribution two 80

services to facilitate the integration of wind power supplied by private producers:

60

a balancing service to mitigate the impact of hourly fluctuations in the quantity of

wind power carried on the Hydro-Québec TransEnergie system; and firming capacity 2

equivalent to 35% of the contractual capacity of the wind farms in commercial o

operation. The terms of this agreement will be renegotiated when it expires in 2011,

according to the wind farms'actual output. Net sales Net income

= In June 2010, Vermont passed a law titled An Act Relating to Renewable Energy that 2000

recognizes hydroelectric generation of any capacity as a clean, renewable form of By
Heritage pool — Québec
Other sales — Québec

energy. This major event paved the way for the signing, in August, of a long-term
(2012-2038) supply contract with two large Vermont-based power distributors.

= In October, Hydro Renewable Energy Inc. (HRE), an indirect wholly owned subsidi-

ary of Hydro-Québec, signed a transmission service agreement with Northern Pass 1 2010, net exports by Hydro-Québec
Transmission LLC (NPT), a New Hampshire company that is indirectly owned by two  Production accounted for only 7%

major New England power distributors: Northeast Utilities (75%) and NSTAR (25%). Under ~ ©f net sales volume, but generated
o S .
this agreement, NPT will sell HRE transmission rights for a 40-year period on a new 27% of the division’s net income and

17% of the company’s net income.
1,200-MW line to be built between the Canada-U.S. border and the city of Deerfield,

New Hampshire. These rights will allow Hydro-Québec to increase its exports to New  The average cost of a kilowatthour was

England. NPT submitted the agreement to the Federal Energy Requlatory Commission ~ 274¢. This corresponds to the sum of

(FERC) and to the region's independent system operator, ISO New England, for approval our generating, procurement and sales
costs divided by the net sales volume.

in December, and the FERC approved it without modification in February 2011. NPT is

working to obtain all other necessary permits and authorizations. If permitting goes  The first public hearing on the renewal

according to schedule, construction should begin in 2013, with commissioning to ~ of Gentilly-2 nuclear generating
station’s operating licence was held

take place in late 2015 or early 2016. Note that in October 2010, Northeast Utilities and
in December 2010, and the second

NSTAR announced their intention to merge. one s scheduled for April 2071,
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= In November, the National Association of Regulatory Utility

Commissioners (NARUC) also recognized hydropower as a clean
and renewable energy source. Because NARUC represents the
state commissioners who regulate essential public services
(energy, water, telecommunications, transportation) in the US,,
this decision will be instrumental in helping Québec promote

the advantages of hydropower to American authorities.

DEVELOPING OUR GENERATING FLEET

Under its ongoing program to develop Québec’s hydropower
potential, Hydro-Québec Production has inaugurated a
number of facilities since 2004, for a total of 2,692 MW of
installed capacity. Our infrastructure projects must meet
three fundamental criteria in order to proceed: They must be
profitable, environmentally acceptable and favorably received
by the communities concerned.

= Construction of Eastmain-1-A and Sarcelle powerhouses
(Baie-James) progressed at a steady pace. Following the start-
up of the Rupert diversion in fall 2009, the eight weirs or other
hydraulic structures designed to maintain water levels in the
reduced-flow section of the Rupert were completed in 2010. The
two powerhouses will be commissioned gradually; Eastmain-1-A
will begin operations in 2011 and Sarcelle in 2011-2012. This project,
costing $5.0 billion to build, will add 918 MW in installed capacity
and 87TWh in annual output, including additional output (5.3 TWh)
stemming from the diversion of part of the flow of the Rupert to

the La Grande complex.

< Commissioning of new
spillway gate hoisting
systems at Melville dam.

Opposite page Analysts
Loren Vazquez-Zubeita and
Jean-Philippe Maldonado
monitor trading operations
on Hydro-Québec Production’s
energy trading floor.

¥ La Tuque generating
station regained its lustre
following refurbishment.

= Inthe Minganie region, construc-
Continued development

tion of the Romaine-2 development
of hydropower, a clean,

is moving ahead as scheduled. The
renewable energy source,

$6.5-billion Romaine project calls

will allow Hydro-Québec

for the construction of four gener-  to meet the energy needs
ating stations with a total capacity ~ of future generations.
of 1,550 MW and annual output of We use water to generate
8.0 TWh on the Riviere Romaine, 989 of our output.
north of Havre-Saint-Pierre. The

- ) - ) The 64 generating
facilities will be commissioned in

stations operated by

stages between 2014 and 2020. Hydro-Québec Production

m Asfor the Petit-Mécatina project  pave a total installed

in the newly created regional  capacity of 36.5 GW.
county municipality of Le Golfe-

du-Saint-Laurent (Basse-Cote-Nord),

we have decided to prioritize the signing of partnering agree-
ments with the communities concerned prior to mobilizing
more resources for the draft-design studies begun in 2009. This
project involves the construction of two generating stations with

a combined capacity of 1,200 MW.
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1

MAINTAINING AND UPGRADING

OUR GENERATING FACILITIES

In 2010, Hydro-Québec Production invested $666 million in
the refurbishment and refitting of its facilities to ensure their
long-term operability and increase their generating capacity.
This involves a detailed assessment of the condition of each
facility by highly qualified employees.

= Inthe Manicouagan region, rehabilitation of a generating unit
at the Jean-Lesage facility (formerly Manic-2) is moving ahead
as planned, with commissioning slated for 2013. This project will
yield additional capacity of approximately 30 MW. In addition,
the auxiliary equipment at Manic-1 and the spherical valves
at Manic-5 are undergoing a major overhaul to ensure their
long-term reliability.

= Rehabilitation at Beauharnois generating station in the
Montérégie region is proceeding on schedule. This large-scale
project will prolong the facility’s useful life and increase its annual
output considerably.

= Rehabilitation work at Riviere-des-Prairies generating station
in Montréal is continuing.

= At Rapide-2 and Rapide-7 generating stations (Abitibi-
Témiscamingue), we began replacing the turbine runners and
certain mechanical components as part of a refitting project. This
work is expected to yield additional capacity of about 12 MW for

each generating station.

HYDRO-QUEBEC // ANNUAL REPORT 2010 // REVIEW OF OPERATIONS // GENERATION

<« Eastmain 1reservoir, Baie-James.
Four years after impoundment,

the reservoir’s gross greenhouse
gas emissions are comparable

to those of natural lakes.

¥ Raymond Lachance’s mentoring
efforts facilitated Jason Kistabish’s
integration into the team of
power system electricians at
Eastmain-1 generating station.

= Rehabilitation work at Bourque dam (Outaouais) and Melville

dam (Mauricie) progressed as planned and is slated for comple-
tion in 2011. Work is ongoing at La Tuque dam (Mauricie), and
Coteau-1, Coteau-3, lle-Juillet-1and Tle-Juillet-2 dams (Montérégie).
= In August, we decided to postpone refurbishing work at
Gentilly-2 nuclear generating station from 2011 to 2012. This deci-
sion was driven by several factors. First, our main supplier and
partner, Atomic Energy of Canada Limited (AECL), is unavailable
due to delays in the refurbishment of CANDU-type generating
stations at Point Lepreau, New Brunswick, and Wolsong, South
Korea. Second, we intend to draw upon the valuable lessons
these projects will provide and apply them to our own project.
Furthermore, we would like to know the outcome of the sale of
AECL by the Government of Canada before we proceed. In the
meantime, we are going ahead with engineering and procure-
ment activities for key components of the project. In 2010, we
inaugurated the solid radioactive waste management facility for

storing waste from the refurbishment.



INNOVATING TO MAXIMIZE OUTPUT

Our technological innovation efforts are geared towards
improving the efficiency, availability, flexibility and useful
life of our generating facilities with a view to sustainability.
In 2010, we had a portfolio of 27 innovation projects worth
nearly 521 million.

= We defined and consolidated technological innovation
strategies with a 2020 horizon year, as set forth in the Strategic
Plan 2009-2013 and the master plans.

= We worked with Hydro-Québec’s research institute (IREQ),
industry partners and university researchers to develop various
tools aimed at optimizing maintenance and rehabilitation
projects. Here are some examples:

0 Ice loading on hydraulic structures: harmonization of ice
load calculation criteria and development of an analysis model
to assess structural safety with greater accuracy.

o1 AUPALE project (generator uprating): multiphysical model-
ing (electromagnetic, thermal, mechanical and fluid) of generator
response in order to increase capacity without compromising
service life.

o1 PREDDIT project (turbine damage prediction and inte-
grated diagnostics): development of tools for diagnostic tests on
turbines (cracking, cavitation and corrosion) and of optimized
runner repair and welding methods. This project will allow us
to reduce unscheduled shutdowns and plan our maintenance
investments as a function of the actual condition of the turbines

in our generating fleet.

1 Refurbishing is under way at
La Grande-1 generating station.

2 and 3 Manic-2 and the
underground Manic-3 were
renamed Jean-Lesage and
René-Lévesque generating
stations, respectively, in 2010.

4 Hull-2 generating
station celebrated its
90th anniversary in 2010.
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HYDRO-QUEBEC
TRANSENERGIE

Testing the LineScout robot on the
line that crosses the Saint-Laurent
at Chute Montmorency.

Isabelle Courville
President, Hydro-Québec TransEnergie

OURMISSION  Hydro-Québec
TransEnergie operates the most extensive
transmission system in North America,
marketing system capacity and managing
power flows across Québec. Our Direction —
Controle et exploitation du réseau acts

as Reliability Coordinator for transmission

systems in Québec.

14 1

OUR FACILITIES Our system
comprises 33,453 km of lines and

514 substations, as well as interconnec-
tions allowing power interchanges with
grids in the Atlantic provinces, Ontario and
the USS. Northeast. Our tariff, approved

by the Régie de I'énergie, ensures
non-discriminatory access to our system

in compliance with North American

regulatory requirements.

OUR ACTIVITIES To meet changing
customer needs and ensure high-quality
transmission service, Hydro-Québec
TransEnergie works diligently to ensure
the development, reliability and long-term
operability of its system. With a view to
continuously improving its performance,
the division also focuses particular atten-

tion on developing its expertise.
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2010 IN FIGURES

Revenue $3.1 billion
Net income $447 million
Customers (% of revenue)

Hydro-Québec Distribution

(native-load transmission service) 85%

North American wholesalers

(point-to-point transmission services) 12%
Other 3%
Property, plant and equipment

as at December 31

(including work in progress) $17.2 billion

Investments in property, plant and
equipment and intangible assets  $1.2 billion




In 2010, Hydro-Québec TransEnergie invested An Ambitious

$1.2billion in the transmission system to meet native- Capital Program

load growth and integrate new generating capacity.

This effort is part of an ambitious capital program launched by the division a few years ago to maintain a
level of service in keeping with customer expectations. More specifically, we devoted $825 million to asset
sustainment (i.e., reliability and long-term operability) and invested $423 million in expanding the grid to
keep up with growth in demand. The results have been convincing: Our system reliability index showed our
best performance in seven years.

This capital program reflects our two top priorities—power quality and security of supply—which form the
basis of the international reputation enjoyed by our transmission system. Among other tools, we are counting
on the use of advanced technologies to comply with the most stringent reliability standards in our industry.
The IMAGINE project, for example, which calls for the rollout of a wide-ranging remote monitoring network,
is already enabling us to target our maintenance operations more effectively, resulting in fewer equipment
failures and improved system reliability.

One of the keys to our success is our operating efficiency. We can rely on highly skilled employees, including
a number of experts who are world-renowned in their fields. To maintain this valuable knowledge capital,
we are actively preparing the next generation in all job categories, with particular emphasis on preserving

technical know-how and electrical engineering skills.

= In the same region, work
proceeded on 161/25-kV Waconichi
substation and a 46-km, 161-kV line

We handled a momentary
peak load of 38,286 MW on
January 24, 2011, at 7:38 a.m.

EXPANDING THE TRANSMISSION SYSTEM

In 2010, we invested $423 million in expanding the system to

keep pace with growth in transmission demand. We extended  that will link the Cree community

of Mistissini to the Hydro-Québec ~ Hydro-Québec TransEnergie

and reinforced our facilities to meet various needs, such as

integrating new hydropower and wind farm output, carrying  transmission system in 2011. is a world benchmark
. L o in the design, operation
larger volumes of electricity on some transmission lines and = We commissioned a 19-km, 120-kV .
and maintenance of
improving security of supply to certain vulnerable regions. At line to supply the Canadian Malartic  jarge power grids.

the same time, we began implementing the developmentplan ~ mining facilities of Osisko Mining

for the grid around the city of Québec.

= Inthe Gaspésie and Bas-Saint-Laurent regions, we continued
integrating 990 MW of wind power contracted for by Hydro-
Québec Distribution further to a tender call issued in 2003.
Construction of the 230-kV Goémon-Gros-Morne line (115 km)
is well under way and should be completed in 2011.

= We continued construction of Sarcelle substation and its
315-kV tie line. We also added equipment to Eastmain-1substation
so that it will be able to handle the output from Sarcelle and

Eastmain-1-A powerhouses as of 2011 (Baie-James).

Corporation (Abitibi-Témiscamingue).

= A temporary double-circuit 161-kV line went into operation to
supply the Romaine jobsites (Céte-Nord).

= We completed the 315-kV Chénier-Outaouais line, which will
reinforce Outaouais substation and improve security of supply
to the region. This 115-km line is the final component in the
1,250-MW interconnection with Ontario.

= Near the city of Québec, we commissioned 315/25-kV Anne-
Hébert substation and a 13-km, 315-kV line—the first stage in the

system development plan for this region.

HYDRO-QUEBEC // ANNUAL REPORT 2010 // REVIEW OF OPERATIONS // TRANSMISSION
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Our transmission system
meets the most stringent
reliability standards.

To pave the way for

the smart grid of
tomorrow, we are
continuing to implement
advanced information
technologies (sensors
and analysis systems),
power electronics,
remote maintenance
equipment, etc.

Converting our facilities
to digital technologies
cuts the cost of work

on the system and
equipment outage time.

= The Régie de I'énergie approved

11 major projects in 2010, worth
more than $2 billion altogether. It
also authorized the 2011 budget for
individual projects costing less than
$25 million. Totaling $532 million,
this budget is used to maintain
our assets, improve the quality of
service, meet legal and regulatory
requirements, and respond to
growing needs.

= Inaddition, the Régie approved
a $1.5-billion project for the integra-
tion of 2,000 MW of wind power
contracted for by Hydro-Québec
Distribution further to a tender call
issued in 2005.

INVESTMENTS IN THE TRANSMISSION SYSTEM ($M)

<« Reduced-footprint towers
lessen the impact of the
Chénier-Outaouais line on
surrounding farmland.

Vv Safety advisor Christian Provost and
chief power system electrician Mario
Lemieux at Chdteauguay substation.

ASSET SUSTAINMENT

Hydro-Québec TransEnergie provides high-quality transmis-
sion service throughout the province, a performance that calls
for a sustained effort to maintain grid reliability and long-
term operability of assets. In 2010, we invested $825 million

in upgrading, refurbishment and modernization projects

designed to ensure system reliability and compliance with

standards and regulatory requirements, meet customers’
needs and facilitate cross-border interchanges.

= In its capacity as Reliability Coordinator for Québec, our
Direction — Controle et exploitation du réseau (formerly Controle

des mouvements dénergie) filed the North American Electric
Reliability Corporation (NERC) reliability standards with the

Régie de énergie in 2009. In early October 2010, the Coordinator
submitted to the Régie a revised framework for applying these

standards, which reflects the specific characteristics of the Québec
context. Later in October, the Régie heard the Coordinator and

the other parties in the file regarding the adoption of the NERC
standards. The Régie will be responsible for enforcing NERC's

North America-wide mandatory standards in the province. The

Coordinator also participated successfully in a NERC audit of the

application of close to 50 reliability standards that affect functions

performed by Hydro-Québec TransEnergie.

2010 2009 2008 2007 2006
System growth 423 493 559 349 416
Asset sustainment (reliability and

long-term operability) 825 703 540 497 527
Total 1,248 1,196 1,099 846 943
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= We began work on a project running until 2012 to upgrade
the main transmission system. The project involves increas-
ing transmission capacity and improving power quality by
adding static var compensators and series compensation equip-
ment, replacing circuit breakers, modifying protections and
performing various jobs on related equipment and on the
telecommunication network.

= Refurbishment and expansion of 315/161/69-kV Hauterive
substation are progressing as scheduled and should be
completed in 2012 (Céte-Nord).

= We finished refurbishing Sorel (230/120/25 kV) and Saint-Basile
(120/25 kV) substations, built over 50 years ago, to bring them up
to current operating requirements (Montérégie).

= 120/25-kV Saint-Maxime substation was refurbished to meet
regional load growth (Montérégie).

= Steady progress was made on a project in Laval to increase
capacity and replace equipment at 315/120-kV Chomedey
substation. This project, scheduled for completion in 2013, is
also intended to keep up with regional load growth.

= Refurbishment of the two synchronous condensers—strategic
equipment that helps maintain system stability—at 735/315/161-kV
Abitibi substation continued. The project is set to end in 2011

(Abitibi-Témiscamingue).

1 Chief power system electrician 2 Power system electrician
Jocelyn Roy makes a connection Simon Brassard in the
at Anne-Hébert substation. Chibougamau overhaul shop.

3 Operator Pierre-Luc Poirier
inspects high-voltage circuit
breakers at Montagnais substation.
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INNOVATING TO IMPROVE

TRANSMISSION SERVICE

In 2010, we invested S$17 million in technological innovation.
Our goals: improve system performance and management;
target inspection and maintenance operations more precisely;
increase our simulation capability so that we can better under-
stand system behavior; and pave the way for the smart grid.
We carry out our innovation initiatives in collaboration with
Hydro-Québec’s research institute, IREQ, and with research
centres and firms with complementary skills to ours.

= In 2010, we completed the rollout of two tools designed to
improve system management. The RALPH optimization model
allows us to schedule hydroelectric output, study different system
configurations and reduce response time to variations in genera-
tion and load. The RECRE software program can produce a system
restoration plan based on the available equipment, enabling us
to restore service faster in the event of power failures.

= Inaddition, we continued the IMAGINE project, which involves
automated maintenance and enhanced processing of monitoring
data. Altogether, 55 substations are now connected to our two
remote maintenance centres. This project, which focuses first
and foremost on transformers, will enable us to better target
maintenance efforts to prevent equipment failures and improve
system reliability. Our IMAGINE investment is over and above the

budget for initiatives carried out with IREQ.
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1 Line workers Serge Tremblay and
Vincent Morin replace insulators
on the 315-kV line that runs across
the Saguenay near Sacré-Coeur.

2 Jarrod Lévesque, Manager —
Transmission Equipment
Maintenance at Nicolet
substation, completed the GESTE
manager training program,

an innovative approach that
focuses on learning by doing.

3 The 315-kV line that
connects the new Anne-Hébert
substation to the main grid.



Using the LineScout robot, which we developed in cooperation
with IREQ, we inspected the transmission lines at 12 major river
crossings at various sites, including lle d'Orléans. Hydro-Québec
and British Columbia Transmission Corporation, with whom we
worked to advance the technology, won the 2010 Edison Award
for the LineScout’s contribution to the power industry.

We successfully used a portable, remotely operated de-icer
actuated by cartridge (DAC) for an emergency de-icing oper-
ation on ground wires in the Saguenay and Matapédia areas. In
concrete terms, DAC generates a mechanical force that moves
along the ground wires, breaking the ice instantly. This technol-
ogy enables us to maintain system reliability at a lower cost than
conventional de-icing techniques.

We are working with IREQ to prepare for the emergence of
the smart grid. In 2010, we sketched out the main outlines of an
adaptive grid that will be equipped with controllers, sensors,
analysis systems and other devices necessary to monitor equip-
ment continuously and manage it in real time. Related projects
include the ACOR grid response improvement program, designed
to increase system capacity, reliability and security by means of

advanced protections and controls.

1 Installation of an anti-icing
system on 735-kV line conductors
that overhang a major traffic
intersection near Lévis substation.

2 Cable workers Patrick
Bigras and Jonathan Coupal
roll out an underground
cable at Landry substation.

3 Line crew chief Bertrand Fortin
shares his knowledge with junior
line worker Maxime Bérubé-Jean
during the installation of spiral
rods near Lévis substation.

4 Dispatcher Denis Gagnon
in front of the mimic board at
the Rouyn telecontrol centre.
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Line worker Julien Desrochers
installs a capacitor bank as part of
the Addition 1,000 Mvar project.

André Boulanger

President, Hydro-Québec Distribution

OUR MISSION Hydro-Québec
Distribution ensures a secure, reliable
supply of electricity and delivers high-

quality services to the Québec market.

OUR FACILITIES The division oper-
ates a distribution system comprising
112,089 km of lines, a multi-site customer

relations centre providing telephone

and online services, and five distribution
control centres, as well as one hydroelec-
tric generating station and 24 thermal
generating stations supplying customers

on off-grid systems.

OUR ACTIVITIES To meet demand,
Hydro-Québec Distribution relies primarily
on the heritage pool of 165 TWh, which it

purchases from Hydro-Québec Production.

For demand beyond that volume, it
purchases electricity under market
conditions. The division ensures that the
distribution system operates efficiently,
reliably and safely at all times. It offers
customers products and services tailored
to their needs, as well as a wide range of

energy efficiency programs.
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2010 IN FIGURES

Revenue $10.6 billion
Net income $453 million
Customers

(% of revenue from electricity sales)

Residential and farm 41%
Commercial and institutional 25%
Industrial 31%
Other 3%
Property, plant and equipment

as at December 31

(including work in progress) $8.7 billion
Investments

Property, plant and equipment

and intangible assets $728 miillion
Energy Efficiency Plan $216 million




In order to meet customer expectations as efficiently
and cost-effectively as possible, Hydro-Québec

Distribution strives to ensure the security of Québec’s

Customer Satisfaction:
Our Constant Concern

electricity supply and to maintain a reliable power distribution system while providing a wide range of services

and energy efficiency programs. This ambitious undertaking is made possible by our competent and highly

committed personnel.

In 2010, we continued to diversify our supply sources according to a strategy that promotes renewable

energy. At the same time, the economic slowdown and our ongoing energy efficiency efforts prompted us to

lower our energy demand forecast for the next 10 years. The division has thus taken measures to improve the

flexibility of its power purchases, making it easier to balance supply and demand.

On the energy efficiency front, we surpassed our energy savings target for 2010. Our goal for 2015 remains

the same (11TWh), and to reach it we will continue to innovate and adapt our programs so that they can benefit

the greatest possible number of customers.

As in past years, we made significant investments to maintain and develop the distribution system, in line

with our objective of continuously improving performance. We continue to rely on technological innovation

to improve the energy efficiency and performance of our facilities.

A FLEXIBLE SUPPLY STRATEGY

Hydro-Québec Distribution’s supply strategy is driven by two
main imperatives: flexibility and diversification. With this
approach, we can ensure reliable electrical service at least
cost in spite of short-term fluctuations in demand.

= On November 1, we filed the Electricity Supply Plan 2011-2020 with

the Régie de I'énergie. This document outlines our supply strategies

based on the demand forecast for Québec over the next 10 years.

Compared to the previous forecast, filed with the Régie in October
2009, we anticipate slower growth in energy needs in the coming
years. However, power needs will see a more sustained increase, in
part because of rising demand from residential and farm customers
in winter. To deal with this situation while maintaining maximum

flexibility, Hydro-Québec Distribution will rely on agreements with

its major suppliers that provide for adjustable electricity deliveries.

o In July, the Régie de I'énergie approved our amended
agreements with Hydro-Québec Production to defer a portion
of contracted deliveries of baseload power (350 MW) and cycling
power (250 MW). These amendments will enable us to achieve
a better balance between market needs and our resources. For

instance, the agreements were extended until 2027 and we

can now call in the deferred deliveries as needed on a monthly
basis. There is also a firm-power clause that takes effect during
winter peaks.

o Following a decision handed down by the Régie de
I'énergie in August, we renewed the suspension of deliveries
from TransCanada Energy’s Bécancour generating station for
another year (201).
= InJune, Hydro-Québec selected 13 projects totaling 149.7 MW
under the power purchase program for 150 MW produced by
hydroelectric facilities rated 50 MW or less, launched in July 2009.
Ten of these projects will be carried out entirely by Aboriginal or
other communities, and three will be built in partnership with
the private sector.
= In July, the Régie de I¢nergie approved the six contracts
signed further to the 2009 call for 125 MW of electricity produced
in Québec by new biomass cogeneration facilities. These
projects total 529 MW, and deliveries are scheduled to begin
on December 1, 2012.
= In December, the division announced that it had selected
12 bids totaling 291.4 MW in response to the 2009 call for two
250-MW blocks of wind power generated in Québec—one bid
in connection with the block for Aboriginal projects (24.0 MW)
and 11 (2674 MW) with the block for community projects.
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» Line worker Guillaume

¥ Operator Carol Roy at Laforest connects a new
the distribution control customer to the power grid in
centre in Rimouski. Montréal’s West Island area.

ONGOING EFFORTS IN ENERGY EFFICIENCY

Our energy efficiency programs generated new savings of 989 GWh in 2010, for a
total of 5.3 TWh in annual savings achieved to date. Hydro-Québec Distribution
still expects to meet its goal of 11 TWh in savings by 2015.

= The RECYC-FRIGO Environnement™ program has yielded very positive results. Since
its launch in March 2008, more than 290,000 energy-hungry refrigerators and freezers
have been collected and recycled. As at December 31, 2010, the cumulative energy
savings generated by this program had reached 207 GWh, enough energy to power
approximately 11,700 average households for a year.

= Since the ENERGY WISE Home Diagnostic program began in 2004, we have sent
out almost 1.2 million personalized recommendation reports, for 368 GWh in potential
annual savings. Thanks to the community-based component of the program, which
ended in November 2010, 973 communities received $10.4 million to carry out local
and regional projects.

= In September, we launched the SAVEnergyPro Program to help small businesses
become more energy-efficient. Through this initiative, eligible customers can have
their inefficient lighting products and bimetallic thermostats replaced with more
efficient models, free of charge, thanks to Hydro-Québec. By the time the program
ends in 2014, energy savings should reach some 575 GWh, which is equivalent to the
annual consumption of 76,000 households, or the city of Brossard.

= InJune, Natural Resources Canada awarded us the ENERGY STAR awards for Utility of
the Year — Provincial and for Promotional Campaign of the Year. These honors testify to
the company’s significant contribution to promoting energy efficiency. Hydro-Québec

has won eight ENERGY STAR awards over the last six years.
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Our supply strategy allows us to
respond flexibly to the Québec
market’s electricity needs.

Energy efficiency is at the heart of
Hydro-Québec’s development strategy.

Our goal: provide customers with
quality services tailored to their needs.

RESIDENTIAL, COMMERCIAL AND
BUSINESS CUSTOMER SATISFACTION

7.60

s 7.25

2006 2010



ADAPTING SERVICES TO OUR

CUSTOMERS’ NEEDS

Hydro-Québec Distribution continually adjusts its services to
meet customer expectations. To improve access to a broad
range of services, it adopts industry best practices for its

customer services.

RESIDENTIAL, COMMERCIAL AND
BUSINESS CUSTOMERS

= Already one of the best-performing electric utilities in first-
contact resolution, we continue to improve our telephone
response time. In 2010, the average telephone response time
stood at 137 seconds, down from 190 seconds in 2009. Our goal
is for a response time of approximately 100 seconds, in line with
the North American average in the electricity sector.

= For the last 10 years, Hydro-Québec has offered special
payment arrangements to low-income customers who are
having trouble paying their electricity bills. In 2010, we entered
into 41,61 such arrangements, for arrears of $213.6 million.

= In March 2010, the Régie approved an across-the-board rate
increase of 0.35%, effective April 1,2010. In August, Hydro-Québec
Distribution filed its 2011-2012 rate application, which proposed
that current rates be maintained for the 12 months beginning
April 1, 2011,

LARGE-POWER CUSTOMERS

Industrial, commercial and institutional customers with a power
demand of 5 MW or more consume 38% of the electricity
distributed in Québec.

<« Line crew chief Jean-Francois
Godin inspects a control box
installed as part of the distribution
automation program.

¥ Prototype of a remote
manipulator designed to lift
live 25-kV conductors.

L

= The Energy Savers' Circle welcomed its first Elite member in
2010: the Bécancour aluminum smelter. Hydro-Québec created
the Energy Savers’ Circle in 2005 to recognize large-power
customers who take steps to reduce their energy consumption by
at least 5%, or to save at least 50 GWh per year. These businesses
must also have adopted an energy efficiency policy and put
someone in charge of energy conservation. The Elite category,
created in 2009, is reserved for customers who are committed to
even more ambitious energy savings. The Energy Savers' Circle

now has 48 members.

INCREASING DISTRIBUTION SYSTEM
RELIABILITY AND PERFORMANCE

In 2010, Hydro-Québec Distribution continued to expand and
maintain the system to improve reliability and performance
in accordance with its system evolution plan, adopted in 2009.

HYDRO-QUEBEC DISTRIBUTION’S INVESTMENTS,
EXCLUDING THE EEP? ($M)

2010 2009 2008 2007 2006
Development 346 325 308 267 283
Asset sustainment
(reliability and
long-term operability) 382 384 356 457 409
Total 728 709 664 724 692

a) EEP: Energy Efficiency Plan

= We pursued the distribution automation program by installing
remotely controlled equipment to reduce outage duration. As
at December 31, 2010, we had deployed 72% of the 3,446 units

of such equipment planned for all of Québec.
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= The normalized system average interruption duration index
was 120 minutes per customer in 2010, demonstrating our
commitment to facility maintenance and system optimization.

= To contribute to the reliability of the transmission system

during exceptional peak demand, in 2009 Hydro-Québec
Distribution began to install manually operated capacitor banks

on its system as part of the Addition 1,000 Mvar project. As at
December 31, 2010, 350 of the 802 capacitor banks planned for
installation by the end of 2011 had been deployed.

= In October 2010, the CATVAR project (voltage regulation and

reactive power control) was submitted to the Régie de I'énergie
for approval. The objective of the program is to reduce consump-
tion and energy losses on the distribution system. By 2015, it will

result in savings of almost 2 TWh through control of voltage on

the load side of about 130 satellite substations supplying some
2,000 lines. A 2005 pilot project at Pierre-Boucher substation in

Boucherville demonstrated the viability of this approach.

= We are now laying the groundwork for the remote meter
reading (LAD) project to replace mechanical meters and deploy
an advanced metering infrastructure starting in 2012 and continu-
ing over some five years. Between March and September 2011, we
will carry out final testing in certain municipalities to validate our
technological choices and deployment strategy. The LAD project
has three objectives: increase efficiency through automated

meter reading, facilitate the bill collection process and ensure
the long-term operability of meters. The results of the tests will

be known in 2011, and the project will be submitted to the Régie

de I¢nergie for final approval during the same year.
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<« Thanks to the CATVAR
project, the distribution
system in Saint-Hubert is
now equipped with remotely
monitored transformers.

¥V The new Val Notre-Dame abbey
in Saint-Jean-de-Matha won the
grand prize in the 2010 ENERGY WISE
Competition of Excellence.

= In 2010, we fulfilled close to 60,000 hookup requests for a total

investment of $205 million.

= Since workplace safety is a major concern, Hydro-Québec
Distribution has bolstered efforts to identify, eliminate and
manage the risk of accident. The accident frequency rate has
been on the decline since 2008, and in 2010 we recorded our
lowest-ever accident frequency: 2.99 per 200,000 hours worked,

an excellent result.

INNOVATING TO IMPROVE DISTRIBUTION
SERVICE AND ENERGY EFFICIENCY

Hydro-Québec Distribution relies on innovation to improve
system performance and reliability, ensure the long-time
operability of its assets and improve customer energy efficiency
as well as the efficiency of its facilities. In 2010, the division
invested $20 million in innovation projects in conjunction with
Hydro-Québec’s research institute, IREQ.

= In 2010, we finished deploying 15 SimLoc units on the under-
ground network. This system, developed by IREQ, facilitates
fault detection on long feeders and those with branch lines. It
has helped reduce the time it takes to locate faults to less than
two hours.

= In conjunction with IREQ, we conducted certification tests to
validate the energy savings potential of new amorphous steel
transformers manufactured by our suppliers. Given the perfor-
mance of the nine units we tested, we have decided to gradually

install this type of transformer on our network.



= In 2010, Hydro-Québec Distribution and IREQ obtained
$6 million in funding over five years from the Canadian govern-
ment’s Clean Energy Fund to create a smart grid zone in the
South Shore area near Montréal. The goal of the project is to

demonstrate new technologies and applications stemming from

the modernization of electrical systems, for example, a charging

infrastructure for electric vehicles and automated system restora-
tion in case of outages.

= We have finished developing a prototype remote manipulator
to lift live 25-kV conductors during certain types of operations,
such as pole replacement. Three prototypes were validated in real-
life conditions by line workers. These remote manipulators will

allow us to carry out more operations without interrupting service.
= In2009, IREQ's energy technologies laboratory, LTE, developed

a simple diagnostic tool to help small and medium-sized industrial

customers better manage consumption. Real-world testing was

done in 2010, and the energy diagnostic for the industrial market
is now being promoted by commercial delegates. Based on a

questionnaire filled out by the customer, this tool automatically

generates a consumption profile featuring tailored recommen-

dations linked to Hydro-Québec's energy efficiency programs.

I e Hesieine
ENERGY STAR -
wrnchods fudich

1 Guide Marie-Eve Beaudet greets
visitors to Hydro-Québec’s booth
at Complexe Desjardins during
the World Energy Congress.

2 Bruno Gingras, Vice President —
Distribution System, congratulates
engineer Hocine Krizou for his
contribution to the development
of an electrical safety standard
(ULC-S801) for employees of
power generation, transmission
and distribution companies.

3 Roger Perron, Regional Director,
Alain Martel, Operations Manager,
Reverend Benjamin Ariak and
municipal councillor Jason

Berthe gather around Sonny
Inukpuk, Off-Grid System Worker,
at the inauguration of Kuujjuaq
generating station.

4 Carol Buckley, Director General
of Natural Resources Canada’s
Office of Energy Efficiency, presents
a 2010 ENERGY STAR award to
Dimitri Coll, Marketing Manager -
Product-Related Programs.
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Turbine pitat Eastmain-1-A
generating station.

Réal Laporte

President, Hydro-Québec Equipement
et services partagés
President and Chief Executive Officer,

Société dénergie de la Baie James

OUR MISSION Hydro-Québec
Equipement et services partagés (HQESP)
and Société d‘énergie de la Baie James
(SEBJ) design and carry out projects for
the construction and refurbishment of
generating and transmission facilities

that optimally meet Hydro-Québec’s

needs. Working in partnership with host
communities and industry, we offer high-
quality, cost-effective solutions that apply
best practices in social and environmental
acceptability. Furthermore, through the
Centre de services partagés (shared
services centre), our division offers real
estate management, material manage-
ment, procurement, transportation

and other services to all Hydro-Québec

divisions and units.

OUR ACTIVITIES Our services cover
all project stages and aspects: project
management, communications with the
communities concerned, government
permitting, field surveys and geomatics,
biophysical and human environment
studies, design and implementation of
environmental measures, engineering,
procurement, construction, in-plant and

on-site quality assurance, and project
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management up to handoff to the oper-
ator. We are constantly seeking new ways
to maximize facility performance while

reducing costs and construction time.

2010 IN FIGURES

Volume of activity

Construction (HQESP and SEBJ) $2.6 billion
Shared services $0.5 billion
Main customers — Construction

Hydro-Québec Production 62%
Hydro-Québec TransEnergie 38%




At Hydro-Québec Equipement et services partagés
and Société d'énergie de la Baie James, our volume

of activity totaled $3.1 billion in 2010. Faced with a

Commendable
Performance

heavy workload, our personnel once again turned in a remarkable performance, providing high-value-added

services that reflect a genuine culture of innovation and a commitment to finding optimal solutions and the

best means of implementing them.

Milestones were passed in a number of generation projects. In Baie-James, the Eastmain-1-A/Sarcelle/

Rupert project progressed so well that the first Eastmain-1-A generating unit may be commissioned earlier

than expected. In Minganie, we started construction of permanent structures at the Romaine-2 development.

In Nunavik, a new power plant is now serving the Inuit community of Kuujjuaq.

As for transmission, we worked simultaneously on numerous projects involving either refurbishment of

existing assets or construction of lines and substations needed to connect new generating facilities or increase

transmission capacity. At the same time, we continued the permitting procedures for a transmission system

expansion project in Minganie, which we hope to start in 2011.

EQUAL TO THE CHALLENGES OF 2010

We carry out projects that often pose major technical, material,
human, social and environmental challenges. There is one
key factor behind our success: the quality of our teams and
partners, who undertake each project with the same spirit of
collaboration and concern for excellence.

VOLUME OF HQESP AND SEBJ ACTIVITY IN
CONSTRUCTION ($B, FINANCING EXCLUDED)

2010 2009 2008 2007 2006

2.6 26 24 22 20

KEY ACHIEVEMENTS IN GENERATION PROJECTS

= In Baie-James, construction of Eastmain-1-A powerhouse
(part of the Eastmain-1-A/Sarcelle/Rupert project) progressed so
smoothly that the first generating unit may be commissioned as
early as spring 2011. In addition, we finished building the eight
weirs or other hydraulic structures designed to maintain the
water level along the reduced-flow section of the Rupert and

thus protect fish habitat, allow navigation and preserve landscape

quality. This $5.0-billion project, scheduled for completion in
2012, will boost Hydro-Québec’s installed capacity by 918 MW
and provide an annual output of 87 TWh.

= Atthe Romaine jobsite in Minganie, we opened Murailles work-
camp, which at its peak will accommodate up to 1,800 people, and
started construction of the permanent structures for Romaine-2,
which will be the largest of the Romaine generating stations in
terms of capacity (640 MW) and will also be the first to come on
stream, with commissioning scheduled for 2014. This $6.5-billion
project, launched in spring 2009 and slated for completion in 2020,
calls for the construction of four generating stations with a total
installed capacity of 1,550 MW and an annual output of 8.0 TWh.
= In Nunavik, we commissioned the new Kuujjuaq thermal
power plant. Nunavik power plants supply off-grid systems and
are operated by Hydro-Québec Distribution.

= We completed the refurbishment of three dams: Farnham

(Montérégie), Lacroix-1 and Castor (Outaouais).
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KEY ACHIEVEMENTS IN TRANSMISSION PROJECTS

= In Outaouais, we finished deploying the 315-kV Chénier—
Outaouais line.

= In Cote-Nord, we completed the 161-kV line supplying Murailles
workcamp and the Romaine jobsites.

= Impact statements were filed with the competent authorities
in September for projects included in a plan to upgrade the
transmission system in the northeastern part of the Montréal
metropolitan region. Work could begin in spring 2012, subject
to the necessary approvals.

= We conducted an impact assessment on the construction of
315/25-kV Saint-Bruno-de-Montarville substation and its tap line,
for which Hydro-Québec TransEnergie subsequently received
the go-ahead from the Régie de I‘énergie. Work should begin
in spring 2012.

GENERATION: WORK IN PROGRESS

In 2010, our efforts were largely focused on two major hydro-
electric developments: Eastmain-1-A/Sarcelle/Rupert and the
Romaine complex. We also worked on more than 75 refitting
or refurbishment projects designed to increase the capacity
of generating assets or ensure their long-term operabil-
ity. Altogether, our generation projects and studies totaled
$1.6 billion of activity.

= Forthe Eastmain-1-A/Sarcelle/Rupert project, construction of

both powerhouses progressed steadily.
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<« Rehabilitation work on
the Melville dam spillway.

o We completed all concret-
ing at Eastmain-1-A (768 MW),
excavated the tailrace canal,
installed the intake gates and
draft tube gates, and then pro-
ceeded with the initial filling of
the water intake and tailrace
canal. Installation of power-
house electrical and mechanical
systems is in progress, as is the
assembly of the generating
units. We also dismantled the

temporary dike.

¥ Raising a tower for
a 315-kV tap line.

The Romaine and Eastmain-1-A/
Sarcelle/Rupert projects

are currently the largest
construction sites in Canada.

Thanks to the safety rules

and programs we rigorously
apply on our jobsites, the
accident frequency rate was
9.8 per 200,000 hours worked,
remaining below the target of
10 for the third year straight.

o At Sarcelle (150 MW), we finished erecting the powerhouse
superstructure and concreting the water intake. We began to
install the electrical and mechanical systems, as well as the bulb-
type units. The control room and computer room were delivered.

o In 2010, $670 million (financing excluded) was invested in
the Eastmain-1-A/Sarcelle/Rupert project. Employment totaled
3,537 person-years, with Cree and Jamesian workers accounting

for 11% of the workforce.



= Work on the Romaine complex progressed in a number
of areas.

o1 We continued construction of Route de la Romaine,
which already provides access to the Romaine-2 jobsite from
Highway 138.

0 Excavation work began for a number of Romaine-2 struc-
tures: the temporary bypass tunnel, spillway, 5.5-km headrace
tunnel, water intake and powerhouse. We also started to clear
the site of the future reservoir.

o We began the geological investigations and engineering
for Romaine-1.

o In 2010, $344 million (financing excluded) was invested in
the Romaine project. Employment rose to 819 person-years, with
Céte-Nord and Innu workers accounting for 58% of the workforce.
Contracts and spending generated spinoffs of $122 million in
the region.
= We continued the refurbishment and modernization of a
number of hydropower stations in regions throughout Québec.
= Rehabilitation projects progressed as planned at the
Melville dam spillway (Mauricie) and at Bourque dam (Abitibi-
Témiscamingue). These projects will end in spring 2011.
= We began rehabilitation of other water-retaining structures,
including those around Baskatong reservoir (Outaouais).
= At Bécancour (Centre-du-Québec), the shutdown of Gentilly-2
nuclear power plant (675 MW) was postponed to fall 2012, giving
us a chance to integrate lessons learned from similar projects at
Point Lepreau in New Brunswick and Wolsong in South Korea.
Meanwhile, we completed construction of the facility for storing

solid radioactive waste.

1 Aerial view of the upstream 3 Waconichi substation is
portal of Romaine-2 built on a new type of steel
generating station. grillage foundation.

2 Goémon-Gros-Morne line 4 The Francis turbine runners
before conductor stringing. for Eastmain-1-A powerhouse

were shipped from Brazil through
the Arctic to Baie James.
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TRANSMISSION: WORK IN PROGRESS

In 2010, the volume of our activities in transmission totaled
$1.0 billion, with more than one thousand projects aimed at
refurbishing, reinforcing or extending the transmission grid,
or integrating wind farm output.

= In Baie-James, we continued construction of Sarcelle substation
and the 315-kV line that will link it to Eastmain-1 substation. We
also added equipment to Eastmain-1 substation so that it will
be able to handle the output from Sarcelle and Eastmain-1-A
powerhouses as of 2011.

= In Cote-Nord, refurbishment and expansion of 315/161/69-kV
Hauterive substation progressed with the addition of a trans-
former and reorganization of the power lines.

= As part of the main transmission system upgrading project, we
began refurbishment work and the addition of compensators at
Chénier, Abitibi and Jacques-Cartier substations.

= In the Gaspésie and Bas-Saint-Laurent regions, construction
of the 230-kV Goémon-Gros-Morne line is proceeding. The line
will be used to integrate generation from wind farms.

= In Baie-James, we are continuing construction of 161/25-kV
Waconichi substation and its 161-kV tie line. These facilities will
link the Cree community of Mistissini to the Hydro-Québec
transmission grid to ensure security of supply and meet the

growth in demand.
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<« Installing vertical drains on
the Jacques-Cartier substation
site, a first for Hydro-Québec.

v Workers at the
Romaine-2 spillway site.

P

= The permitting phase continued for a project to extend the
transmission system in Minganie in order to connect the Romaine
complex. The project involves building four substations and about
500 km of lines. The impact statement was submitted in 2009
and public hearings were held in 2010.

= We began or pursued several projects to connect future wind

farms in various regions of Québec.

INNOVATING TO ENHANCE PERFORMANCE

We have a dual objective in all projects we undertake: meet
the client’s needs, especially in terms of facility performance,
while minimizing cost and lead time. This aspiration, which
relies on experience and on a desire to seize opportunities
arising from technological advances or market conditions, is
the driving force behind all our employees’ efforts, whether
in engineering, construction, environment, tendering, or any
other aspect of our operations.

= In 2010, we continued rolling out and implementing CATIA® V/5
(Computer Aided Three-dimensional Interactive Application) as
part of the shift to 3D design. We applied it at Sarcelle to support
excavation, concreting of civil engineering structures, and mechan-
ical and electrical work. At Manic-1 generating station, we used it in
combination with DELMIA (Digital Enterprise Lean Manufacturing
Interactive Application) to simulate and optimize the planning of

refurbishment work.
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= Inapilot project, we tested an electronic notebook enabling
inspectors to enter information on site about workers and equip-
ment. This kind of digital information is used to put together
readily accessible jobsite records.

= We used the GBR (Geotechnical Baseline Report) method
to prepare a number of tenders for the Romaine project. GBR
enables us to provide bidders with a consistent interpretation of
results from geological and geotechnical investigations.

= At Romaine-2, we used a GPS system to support vegetation
clearing in the future reservoir.

= At Landry and Riviere-des-Prairies substations, we used
prefabricated parts to build transformer water-oil separators
instead of pouring concrete as is conventionally done.

= To minimize the impact of the 315-kV Chénier—Outaouais line
on farmland, we designed a new type of small-footprint tower,

a first at that voltage level.

1 Grinding a scroll case
section at Eastmain-1-A.

2 Anunderground line between
Landry and Riviére-des-Prairies
substations provided an
opportunity to use a new,
Québec-designed winch capable of
pulling runs of 1,500 m, compared
to 900 m for conventional winches.

3 Installing a prefabricated
water-oil separator at
Landry substation.

4 Considerable time was saved by
using prefabricated panels to build
the superstructure of the Sarcelle
powerhouse generating area.
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INNOVATION:
AN ONGOING
CHALLENGE

» A microwave tower overlooks
the administrative buildings at
Montagnais substation, one of the
sites where the microwave links are
being digitized under Project 3M.

BREAKDOWN OF INNOVATION EFFORTS BY
HYDRO-QUEBEC’S RESEARCH INSTITUTE
IN 2010 (BY AMOUNT INVESTED)

26% Generation and
construction

18% Strategic
projects

33% Distribution and

customer applications

23% Transmission

To enhance the performance of its facilities, improve the quality of its

services and develop engines for growth, Hydro-Québec invests heavily in
innovation and new technologies. Thanks to the experience and advanced
skills of its experts, the company is able to meet highly complex technical
challenges not only in its core business, electricity, but also in the information
and communication technologies underpinning power system operation.

Hydro-Québec’s research institute, IREQ, which celebrated its fortieth
anniversary in 2010, has an annual budget of some $100 million. In 2010,
IREQ continued its efforts in many areas: electrical facility performance,
reliability and long-term operability, wind power integration, energy effi-
ciency, tomorrow’s smart grid and emerging renewable energy sources
(e.g., hydrokinetic, salinity gradient and deep geothermal energy). It also
stepped up work to meet a crucial environmental challenge: ground
transportation electrification.

At the same time, Hydro-Québec continued digitizing its communica-
tion network and deploying an integrated architecture for the information
and communication systems that play an increasingly important role in all
of its activities. Computer security and cyber security were also the focus

of several projects.
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ENERGY EFFICIENCY

Improving the energy efficiency of Hydro-Québec’s facilities and
those of its customers remains a priority for IREQ, as illustrated
by the projects below.

= As part of the AUPALE project aimed at increasing the
capacity of existing generators, numerical simulations of a unit at
Beauharnois generating station and test measurements carried out
in 2009 enabled us to collect groundbreaking data on generator
performance. In 2010, we used the data to check the potential
capacity gain for a few of the generators at Beauharnois and found
it to be roughly 23% in summer and 21% in winter.

= At LTE, IREQ's energy technologies laboratory, two typical
Québec homes with electric heating were built to develop
and test comprehensive energy efficiency solutions. They were
equipped with a number of measuring systems in order to study
such factors as the dynamics of thermal masses and humidity.
Tests were designed to assess comfort factors, better understand
the effect of energy flux imbalance, find new opportunities for

energy savings and guide large-scale efficiency efforts.

WIND POWER AND NEW RENEWABLES

Hydro-Québec, a world leader in hydropower generation, lever-
ages the complementarity of large hydro and wind power to
support wind generation in Québec. IREQ is at the forefront of
research on integrating wind generation into large power grids.
= In 2010, we continued our studies to quantify the impact
of wind power integration on contingency provisions, i.e.,
capacity reserves calculated on the basis of operating risk
arising from the uncertainty of forecasts concerning demand

and equipment availability.

HYDRO-QUEBEC // ANNUAL REPORT 2010 // REVIEW OF OPERATIONS // TECHNOLOGICAL INNOVATION

Simulations at IREQ’s new energy storage laboratory.

< Chemical technician
Martin Dontigny operating the
winding machine in the dry room.

V¥ Expert chemical technician
Patrick Charest operating the
mixer in the nanopowder room.

= Using our Hypersim simulator, we developed aggregated
models for real-time studies of the behavior of individual wind
farms and sets of wind farms connected to the power grid.

= We further improved wind and energy forecasting to maxi-
mize the contribution of wind without compromising power
system reliability.

= Our leadership in wind power integration is attested to by our
participation in international organizations active in promoting
wind generation. In 2010, we collaborated in the work of [EA
WIND Task 25, an International Energy Agency task force focusing
on the design and operation of power systems carrying large
amounts of wind power.

m In the area of new renewables, IREQ continued its research
into the operation, potential and applications of hydrokinetic,
salinity gradient (osmotic) and deep geothermal energy. We are
participating in a Hydro-Québec Distribution pilot project in
which two prototype hydrokinetic turbines are being deployed
in the Saint-Laurent near Montréal. We are also collaborating in a
research program with Statkraft, a Norwegian group that is oper-
ating the world's first prototype osmotic power plant in the port
of Oslo. In addition, we are monitoring progress in thermal and
photovoltaic solar energy, and other forms of energy, through

partnerships and our technological intelligence activities.
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» In September, Hydro-Québec
signed a three-year partnering
agreement with Groupe RSW

to assess the performance and
efficiency of two prototype river
hydrokinetic turbines in the
Montréal area.

¥ Carl Cyr, Expert Technician -
Telecommunications and
System Operation, at the
telecommunications control
centre in Montréal.

SMART GRID

In collaboration with industry, government authorities, universities
and other organizations, our researchers and specialists in IT and
communications are working closely with Hydro-Québec’s divisions
to develop an emerging smart grid. All three of the company’s core
businesses are involved:

= Generation. Our efforts focus on optimal generation management
to achieve generation/load balancing at the lowest possible cost.
Research covers generating facility performance, reliability, security,
cost-effectiveness and long-term operability.

= Transmission. Our efforts focus on developing a highly automated
power grid capable of performing complex functions by collecting
and processing real-time data on generation, demand and the condi-
tion of equipment, thus facilitating outage prevention, integration
of intermittent distributed generation from renewable sources, etc.
= Distribution. Our efforts focus on integrating new information
and communication technologies (advanced metering infrastructure,
networked meters, remotely controlled equipment, etc.) that will
support real-time facility and load management. To test the technolo-
gies and concepts that we intend to deploy, we make use of the IREQ
test line and the smart grid project zone set up by Hydro-Québec

Distribution in the South Shore area near Montréal.

INFORMATION AND COMMUNICATION
TECHNOLOGIES (ICTs)

ICTs play a vital role at Hydro-Québec on two levels: supporting
the work of some 23,000 employees, and transmitting the massive
amounts of data needed to operate an increasingly complex and
increasingly smart grid.

Development of the communication system parallels that of
the power grid. Data transmission and communication require-
ments grow as Hydro-Québec moves forward with its automation
projects, integrates new generation and intermittent energy
sources, increases exports and implements new interconnections.
Hence the need for initiatives like the deployment of an integrated
architecture for information and communication systems, the move
to a digital communication network and the implementation of
NG-SONET/IP-MPLS.
= We have continued modernizing the communication network
by deploying digital microwave links between Bryson and
Vignan substations and by completing the Lévis—Manic and
Micoua-Chicoutimi projects.
= Inthe Céte-Nord region, we continued Project 3M, which consists
in digitizing the 20 microwave links that form the communication
network connecting the Manic-5 complex to Manicouagan, Arnaud
and Montagnais substations. The project is slated for completion
in 2013.
= We also continued deploying a next-generation synchronous optical
network (NG-SONET) based on Internet protocol — Multiprotocol label
switching (IP-MPLS). After the Montréal Centre link (2008), we commis-
sioned the links in the Montréal-Québec corridor, which connect some
40 telecommunication sites.
= To support the interconnection with Ontario, we commissioned a

digital link between Chénier and Outaouais substations.
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= We also continued the connection of Eastmain-1-A and Sarcelle

powerhouses to the Hydro-Québec telecommunications network.
In addition, we completed the connection of Murailles workcamp
near the Romaine-2 jobsite.

= With a view to continuous improvement, we are aligning our
methods and work processes with ICT best practices.

o For the management, development and maintenance of
systems and applications, we selected the CMMI (Capability Maturity
Model Integration) framework. In 2010, we began implementing this
framework after reviewing our software engineering and project
management processes. For [T service management, we are turning
to the ITIL (Information Technology Infrastructure Library) model and
are now running a pilot project.

o To reduce the number of platforms associated with informa-
tion and communication systems, we have created a virtualization
centre that runs some 720 virtual servers. Virtualization consists in
partitioning each physical server into several virtual machines, thus
maximizing the use of hardware.

0 Extensive effort was devoted to enterprise systems. We finished
modernizing and optimizing SAP and related equipment, and
introduced a self-serve approach for ID and access management. At
the same time, we improved processes related to customer systems,
including the billing process. These projects were conducted through
a new external partnership approach that we adopted to save time
and money.
= The expertise of our ICT personnel was called upon in Hydro-
Québec Distribution’s advanced metering infrastructure (AMI) project.
Their work led to the selection and implementation of an MDMS

(Meter Data Management System) solution.

< Engineers Francois Guay

and Karine Gauthier using the
Hypersim simulator to test the
performance of protection and
control systems before deployment
on the transmission grid.

v TM4 MOTIVE™, the
latest-generation electric motor
developed by our subsidiary TM4.

A

= The security of information and communication systems is of
paramount importance. In 2010, we successfully completed the
last projects under the three-year corporate ICT security program
launched in 2008 and developed a master plan for setting priorities
for the 2011-2015 program.

= We continued working on projects to enhance the security of the
communication network to ensure that it is in line with the require-
ments of industry (ISO 27001), the North American Electric Reliability

Council and our own security standards.

OPEN INNOVATION
We use an R&D partnering approach to benefit from complement-
ary expertise and new technologies, and to share resources and
potential risks. In 2010, we pursued productive collaborative efforts
with universities, public research agencies and industrial partners
in and outside Québec.
= Hydro-Québec contributed $5.0 million to Québec universities for
research contracts and 21 research chairs.
= In collaboration with the Ouranos consortium on regional clima-
tology and adaptation to climate change, we produced a number
of scenarios to assess the impact of climate change on electricity
demand and available water resources. This work will help us develop
real-world adaptation strategies.
= In 2010, we entered into 46 partnerships with public and private
research groups. Such alliances provide us with real technical and
operational benefits while giving exposure to Québec expertise
and helping us gain insight into strategic issues in our field, as
illustrated below.

o With RSW, we will assess the performance and efficiency of two
prototype river hydrokinetic turbines installed in the Saint-Laurent
near Montréal. One of the turbines will be equipped with a generator

custom-developed by subsidiary TM4.
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o With Alstom, we will assess how effectively the Scompi robot

performs in-shop polishing to reduce hydrodynamic friction affect-
ing turbine runner performance. If the results are favorable, we will
study whether industrial development of the process is feasible.
The IREQ-developed Scompi welding robot can perform a range of
maintenance and repair jobs on turbines and gates.

o With EDF, we are studying transformer service life and per-
forming dielectric tests.

o With the CANMET Energy Technology Centre — Varennes, we
are working on waste heat recovery.

0 As part of the PREDDIT project on integrated turbine diagnostics
and degradation prediction, we formed a consortium with several
partners: Ecole de technologie supérieure, Ecole Polytechnique
de Montréal, Alstom, the Institute for Aerospace Research and the
Aerospace Manufacturing Technology Centre.
= Hydro-Québec hosted major international scientific and technical
meetings in 2010, particularly on energy storage and robaotics.

o We hosted the 15th International Meeting on Lithium Batteries
(IMLB). Chaired by IREQ's Karim Zaghib, Manager — Energy Storage
and Conversion, the event drew some 1,100 participants from around
the world.

o We organized the 1st International Conference on Applied
Robotics for the Power Industry, CARPI 2010. Chaired by IREQ’s Serge
Montambault, Project Coordinator — Robotics and Civil Engineering
Expertise, the event attracted more than 150 attendees from 22 coun-
tries, representing power companies, research centres, universities

and scientific organizations.

¥ An experimental distribution
line installed at the IREQ site

to test the technologies and
concepts deployed in the pilot
interactive grid set up in the
South Shore area near Montréal.

< Numerical simulation of generator
response at Beauharnois generating
station as part of the AUPALE project,
aimed at increasing generator
capacity in Hydro-Québecs fleet.

GROUND TRANSPORTATION ELECTRIFICATION
Hydro-Québec plays an active role in developing electric mobility,
a crucial factor in curbing greenhouse gas emissions. In 2010, the
company expanded its initiatives under its action plan for electric
transportation, presented in the Strategic Plan 2009-2013. It was
a year of many achievements: technological breakthroughs, new
partnerships and commercial agreements in the field of battery
materials, expanded production capacity for electric motors
developed by TM4, participation in a number of electric vehicle
trial programs, deployment of charging infrastructure, etc. We
also had fruitful discussions at the 15th International Meeting
on Lithium Batteries, held in Montréal in the summer on
Hydro-Québec’s initiative.
= Inthe area of batteries, we made spectacular progress, particularly
regarding charging time. IREQ demonstrated those achievements
at the 21st World Energy Congress with the GreenRunner electric
vehicle developed by Taiwan-based Pihsiang Energy Technology and
equipped with a battery that uses processes and materials under
Hydro-Québec licence. Key results:

o Full charging of a 16-kWh battery in four minutes, using a
quick-charge station

o1 Enhanced energy and power performance

o Battery life increased from 20,000 to 30,000 charge/
discharge cycles
= |REQ set up an energy storage laboratory primarily consisting of
a dry room for assembling lithium-ion batteries and a nanopowder
room for creating and using nanometre-sized particles.
= We entered into various international partnerships, including two
for the development of new materials and three for the marketing

of battery materials.
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¥ Demonstration of LineScout at the st International
Conference on Applied Robotics for the Power
Industry (CARPI), held in Montréal in October.

= We reached an agreement with our partners and joint holders of
intellectual property rights over lithium iron phosphate and its carbon
coating, a compound that can be used to manufacture lithium-ion
batteries. Under the agreement, new licences will be granted to
major industrial corporations, in addition to the licences already held
by Sony and Sid-Chemie, a German firm. We anticipate that this
technology will be widely used, particularly in ground transportation
and energy storage.

= TM4 expanded its electric powertrain production capacity, which
is now 5,000 units per year. As at December 31, 2010, it had delivered
nearly 100 powertrains to Indian automaker Tata Motors for demon-
stration projects to be run in the United Kingdom and Norway
starting in mid-March 2011.

= In 2010, Hydro-Québec and its partners made headlines by teaming
up with automakers to run electric vehicle demonstration and test
programs and install charging stations.

o In March, Hydro-Québec, with the Québec government and
Université Laval, joined a Canadian program to test the Toyota Prius
Plug-In Hybrid under real-world conditions.

o InJune, Hydro-Québec signed a memorandum of understand-
ing with the Renault-Nissan Alliance, the Québec government, the
cities of Montréal and Québec, and Québec’s Agence de l'efficacité
énergétique to establish a working group that studied the planning
of an electric vehicle charging infrastructure and the promotion of
electric mobility in Québec. At the same time, Hydro-Québec under-
took to roll out a charging infrastructure in the Montréal and Québec
areas for the 50 Nissan LEAFs that will join the fleet of Communauto,

one of the world's largest car-sharing services, in 2011.

A CREDIT: NORMAND HUBERDEAU

¥V Hydro-Québec installed charging stations in Boucherville to
study the behavior of drivers participating in Canada’s largest
all-electric vehicle pilot project. Testing began in December
with the delivery of the first five Mitsubishi i-MiEVs.

01 Hydro-Québec is the only Canadian electrical utility to participate

in the North American test and demonstration program for plug-in
hybrid electric vehicles (PHEVs) initiated by Ford and the Electric Power
Research Institute. In July 2010, it began testing a second Ford Escape
PHEV prototype.

o Under a partnership entered into with Chevrolet Canada in
December 2010, Hydro-Québec will add 20 Chevrolet Volts to its
fleet starting in summer 2011. The Volt is equipped with a lithium-ion
battery backed up by a gasoline-powered generator, giving it a range
of about 580 km. Through this initiative, the company will include
extended-range vehicles in its tests in order to assess the impact such
vehicles may have on reducing greenhouse gas emissions.

o Mitsubishi Canada, the city of Boucherville and Hydro-Québec
launched Canada’s largest all-electric vehicle pilot project. Over the
next three years, as many as 50 Mitsubishi i-MiEVs will be tested
under real-world conditions. Mitsubishi Canada delivered the first
five cars in December and others will follow beginning in June 2011.
Hydro-Québec has deployed charging stations in Boucherville and
will document user charging patterns.

o Also in December, Hydro-Québec announced its participa-
tion in the rollout of charging facilities for customers of Le Centre
Sheraton Montreal Hotel. This initiative by Sheraton is a first for

Canada’s hotel industry.
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A LONGSTANDING
COMMITMENT TO
SUSTAINABILITY

» The weir at kilometre point 170 on the
Rupert helps maintain the water level in
Lac Nemiscau—an important benefit for
the lakeshore village of Vieux-Nemaska.

In 2010, we celebrated 40 years of environmental activities at Hydro-Québec.

Today, sustainability is central to our strategy, which revolves around three
main axes of development, namely renewable energies, energy efficiency
and technological innovation.

Hydro-Québec’s Sustainable Development Action Plan 2009-2013 lays
out 10 actions in support of Québec’s Government Sustainable Development
Strategy 2008-2013. Accompanying these actions, which are consistent with
Hydro-Québec’s business objectives, are targets and indicators for evalu-
ating the company’s performance in fulfilling its commitments (for the 2010

results, see page 41).

THE ENVIRONMENT: AN ONGOING FOCUS

Preserving the environment is the focus of constant attention at Hydro-Québec. Because

we know that every action counts, we apply the principles of sustainability both in

our day-to-day operations and on our jobsites. Our efforts extend to every sphere:
environmental impact assessments, environmental compliance monitoring at jobsites,
site rehabilitation, management of the vehicle fleet and electrification of ground

transportation, recycling and sustainable procurement, education of employees and
the public about energy efficiency and environmental issues, etc.

= Hydro-Québec was named Utility of the Year by Electric Light & Power magazine.
The company earned this honor for several reasons, including its environmental record—in

particular, its contribution to the fight to reduce greenhouse gas (GHG) emissions—
outstanding profitability, affordable rates and initiatives in the fields of energy efficiency

and technological innovation.
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= We completed our study of net GHG emissions from Eastmain 1

reservoir (i.e,, reservoir emissions less the GHGs that would have
been emitted or absorbed by natural lakes and rivers over a 100-year
period). This wide-ranging study ran for seven years and involved
over 80 specialists and researchers at the Université du Québec a
Montréal, McGill University and Environnement lllimité. Altogether,
more than 100,000 measurements were recorded. The conclusion:
A hydroelectric generating station located in a boreal region is one
of the lowest-emitting generation options. In fact, in Québec, average
GHG emissions from hydropower are comparable to those from wind
power, and the level of gross emissions from reservoirs is similar to
that of natural lakes.

= As part of the environmental monitoring program for the Romaine
project, we used the laser-based IchtyoS fish counting system to
survey the Atlantic salmon population in the Romaine and its tributar-
ies. The IchtyoS system—the most advanced on the market—makes it
possible not only to count the fish, but also to classify them according
to size, determine the direction they are swimming in and establish
the date and time they passed through. This information will allow
an unprecedented level of precision in our follow-up studies.

= Weinstalled an industrial composter at the workcamp at Kilometre 1
on the Route de la Romaine in fall 2009, and another one at Murailles
workcamp in December 2010. Around 10 tonnes of cardboard and
21tonnes of organic matter had been diverted from landfills by the end
of 2010. The compost produced will be used in restoring the workcamp

sites once construction on the Romaine project has been completed.

Vv Atelemetry station
equipped with solar panels
records salmon migration
through Chutes-a-Charlie.

<« Archaeological excavations
in preparation for the
Romaine project.

= On October 1, the vehicle repair shop operated by the Joliette

shared services centre was awarded Silver Level CLE VERTE environ-
mental certification. This certification by Nature-Action Québec
recognizes auto shops that fulfill criteria based on environmental
best practices and that exceed legal and regulatory requirements
for management of such aspects as residual materials, processes
and equipment (tanks, water-oil separators, etc.). Like all other
CLE VERTE-certified shops, the Joliette facility proudly undertook to
meet higher standards for environmental management.

= In 2010, our research institute, IREQ, and Hydro-Québec TransEnergie
purchased an air-bearing transporter for rail-shipping transformers
weighing up to 400 tonnes from the ABB plant and Hydro-Québec
TransEnergie’s maintenance and repair shop in Varennes to IREQ's
high-voltage laboratory. Previously, transformers weighing more
than 280 tonnes had to be shipped by truck, a process that called
for huge quantities of abrasives to be spread on the road in winter
to ensure perfect driving conditions. In addition, the trucks drove
into the laboratory through a large door, causing considerable heat
loss. Loads transported by rail, on the other hand, pass through an
air lock before entering the main hall.

= In 2010, we replaced 236 of our light-duty vehicles—42% of those
replaced during the year—with more energy-efficient models.

= Theinsulating oil used in our facilities is systematically decontam-
inated and recycled. Our rate of reuse was 91% in 2010, comparable

to previous years.
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= Last spring, construction began on the Centre for Sustainable

Development in Montréal, on a Hydro-Québec property where an
eco-park is also planned. The new building is being designed to the
LEED Platinum standard and will provide a place for public forums,
education and research on sustainable development. The official
opening is slated for 2011.

= Hydro-Québec earned BOMA BESt certification for its head office
in 2009 and for 15 other administrative buildings in 2010. BOMA BESt,
a pioneering environmental certification program established by
BOMA Canada, evaluates the environmental and energy performance
of commercial buildings according to specific criteria.

= We published a revised and expanded French edition of Hydro-
Québec’s Guide to Ornamental Trees and Shrubs. The new edition
presents 1,760 plant species and varieties found in Québec, along
with advice on planting trees and shrubs near distribution lines.

= The Canadian Business and Biodiversity Case Studies Compendium
(Volume 1, 2010) includes measures taken by Hydro-Québec to
conserve biodiversity along its distribution lines. The compendium
is published under the Canadian Business and Biodiversity Program,
in which Hydro-Québec is a participant.

= We contributed to a guide to good landscaping practices, titled
Paysages du Québec — Manuel de bonnes pratiques, put out by the
organization Paysages estriens. The guide is intended for Québec
land use planners, municipal officials and anyone else working to
enhance and preserve landscapes. Among other things, we produced

data sheets on transmission and distribution lines.

V¥ Clément Napess and Bruce
Lafontaine work for Société des
entreprises Innues d’Ekuanitshit,
which operates a composter
at the Kilometre 1 workcamp
on the Route de la Romaine.

< Nets are set out to evaluate
the larval drift of lake
sturgeon in the Rupert.

PARTNERING FOR GREATER BENEFIT

As a socially responsible company, Hydro-Québec supports various
community initiatives to improve quality of life, preserve the
natural heritage and develop a sustainability culture. The decisive
role we play in regional land use, as a result of our major infra-
structure projects, goes hand in hand with our desire to partner
with host communities.

= Hydro-Québec conducted a survey of regional county muni-
cipalities (RCMs), urban communities and other municipalities in
Québec to determine their expectations and their satisfaction with
the company’s operations. The participation rate was 71.2%. The
rate of general satisfaction reached 7.73 out of 10, up from 7.59 in
2007. Two points related to emergency situations (power failures)
scored more than 8 out of 10: the introduction of a dedicated tele-
phone line for municipal authorities and the regular transmission of
updated information on the progress of work to restore service. The
respondents also appreciated the quality of information provided
on scheduled outages.

= In 2010, the Fondation Hydro-Québec pour I'environnement
allocated nearly $1 million to 15 projects in nine of the province's
administrative regions. For example, we supported an initiative by
the Musée du Fjord to restore, preserve and enhance the banks of the
Riviere Hal Ha! delta, which were severely affected by the torrential
rains that struck the Saguenay region in July 1996. The Foundation
also financed a project by the Sud-de-I'Estuaire ZIP Committee to
increase public awareness of the richness and fragility of the coastal

environment around the Baie de Rimouski.
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v Weir at kilometre point 223

of the Rupert. Downstream,
Hydro-Québec has set up a
multispecies spawning ground
for walleye, suckers and whitefish,
as well as two fish passes.

= Hydro-Québec contributes to Québec society in many ways. In

2010, we granted $18.3 million in donations and sponsorships to
support organizations and projects throughout the province. For

more information, see our Web site at www.hydroquebec.com/

» Hydro-Québec built two
spawning grounds at kilometre
point 290 of the Rupert: one
downstream, for lake sturgeon,
and one upstream, for brook trout.

- ——

donations-sponsorships.

= Under our Integrated Enhancement Program, the RCM of La Haute-

Gaspésie and its eight municipalities will share $1,133,559 to carry out
various community initiatives (improving the environment, building

sports and recreation facilities, etc.). This amount corresponds to 1%

of the capitalized cost of the Goémon-Gros-Morne line,

HYDRO-QUEBEC’S SUSTAINABLE DEVELOPMENT ACTION PLAN 2009-2013

The Sustainable Development Action Plan 2009-2013 consists of a series of actions to preserve the environment and promote social and economic

development. They are consistent with the company’s business objectives, which revolve around renewable energies, energy efficiency and

technological innovation. Hydro-Québec reports formally on its performance with respect to the Action Plan in its Sustainability Report 2010.

Results as at

Action Indicator December 31,2010
1 Build hydropower projects and contribute to the development of Capacity and energy available 138 MW?
wind power.
2 Increase the capacity of existing hydroelectric generating stations. Gains in peak capacity 52 Mwe
3 Step up energy efficiency initiatives. Recurring energy savings 53TWhP
4 Continue to help low-income customers. Number of arrangements¢ with low-income customers 41,061
5  Reduce transport-related GHG emissions. Atmospheric emissions from the vehicle fleet 55412t CO, eq.
6  Promote reduction at source, reuse and recycling. Number of at-source reduction or reclamation 72
programs introduced or optimized
7  Establish specifications for sustainable procurement. Number of product purchasing guides that include B
sustainable specifications
8 Inform and educate employees regarding sustainability and the Percentage of employees educated 56%
company’s approach. Help employees learn to apply sustainabilit )
; p y’s app o p. - pioy PRl y Percentage of employees who have sufficient 29%3
principles to their daily activities. o
knowledge about sustainability
9 Improve vegetation control methods on the distribution system to Percentage of vegetation control operations per year 82%
better protect biodiversity. with integrated measures for promoting biodiversity
10 Organize sustainable events and promote responsible management  Average number of contributing measures 12.9/25

of events sponsored by Hydro-Québec.

implemented among the 25 measures selected for
the sustainable management of events

a) Cumulative results for 2009 and 2010.
b) Savings achieved since the Energy Efficiency Program was launched in 2003.

¢) Including long-term arrangements.
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New employees attending a course designed
to familiarize them with Hydro-Québec: Yacine
Elaguab, Civil Engineer - Lines, Hydro-Québec
TransEnergie; Gabrielle Tabbakh, Planning and
Control Advisor, Hydro-Québec Production;
Andréanne Turgeon, Assistant Contract
Administrator, Hydro-Québec Equipement et
services partagés; Niokhor Gueye, Customer
Relations Officer, Hydro-Québec Distribution.

SKILLED, MOTIVATED EMPLOYEES

To fulfill its mission to the best of its capabilities, Hydro-Québec counts on skilled, motivated

employees. That is why we take every possible measure to maintain a harmonious, safe,
healthy work environment. At a time when we are experiencing large numbers of retire-
ments, our priorities are recruitment, preservation of skills and know-how, and integration

of new hires. We are therefore putting particular emphasis on targeted training programs

to renew our knowledge capital. In addition, we have repositioned the company on the

labor market to enhance its attractiveness as an employer.
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= In 2010, we renewed another collective agreement, and now have

agreements with all eight of the company’s unions. These agreements,
which will remain in effect until either December 2013 or December
2014, will help maintain a positive working atmosphere, since 84%
of Hydro-Québec’s employees are unionized.

= Of the 3,145 permanent employees eligible for retirement in 2010,
1,157 left the company, compared with 1,072 out of 3,036 in 2009. In
the last five years, retirements have totaled approximately 25% of
the permanent workforce. According to our forecasts, retirements
will peak in 2012 and then gradually decline. Altogether, more than
30% of the workforce is expected to retire between 2011 and 2015. In
anticipation of this massive change, we have taken steps to preserve
and renew the know-how required for management positions and
key jobs in our core businesses. Our efforts so far have yielded
favorable results.

= We carried out a number of activities to prepare the next genera-
tion of managers and strengthen leadership abilities. Among other
things, we revised the skills profiles of managers at all levels to fit
the company’s needs, and incorporated them into the staffing,
performance management and succession management processes.
We also initiated a management skills development program for
front-line managers.

= According to our annual survey, new hires rated their satisfaction
with employee induction and integration procedures at 8.4 out of 10,
the same result as in 2009. Of the 1,794 new hires in 2010, 70% were
under the age of 35.

< Gérald Fleurent, Technician -
Protection and Control System
Maintenance at Hydro-Québec
TransEnergie, mentored Mathieu
Gagné during his internship in
industrial electronics technology.

Vv After being promoted to a
management position in 2009,
Martin Charbonneau took part
in an innovative induction

and training program that will
enable him to take up his new
duties sooner.
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= Hydro-Québec is a founding partner of the Institute of Electrical
Power Engineering (IEPE). In 2010, we awarded 15 general scholarships
and 37 traveling scholarships to 41 IEPE students, for a total contribu-
tion of $96,750. In all, 144 IEPE graduates—including 17 in 2010—have
joined the company’s ranks since the Institute was established in 2001.
= We offered internships to 330 university students in graduate and
undergraduate programs. We also received 54 college-level trainees,
most of them enrolled in industrial electronics.

= In 2010, we devoted 3.5% of the total payroll to training programs,
and 16,620 employees took part in at least one training activity.
While the many retirements mean greater employee mobility, and
consequently increased training needs, we were able to reduce the
costs involved in this process by optimizing our efforts during the year.
= Under our Equal Access to Employment Program, we launched
several initiatives to foster greater openness to difference within
the company, including specific training developed for managers
and human resources personnel. The goal of the Equal Access to
Employment Program is to bring the profile of our workforce into line
with the market reality, based on the rates of availability established
for the five groups targeted by the Act respecting equal access to
employment in public bodies, namely women, Aboriginal people, ethnic
minorities, visible minorities and people with disabilities.

= We implemented various measures to ensure that all employees
remain vigilant and careful when it comes to workplace health and
safety, and to encourage them to adopt safe behaviors.

= The frequency of work-related accidents decreased for the second

year in a row, to 2.40 per 200,000 hours worked.
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COLLECTIVE BENEFITS

Hydro-Québec is a driving force in regional economic develop-
ment in Québec through its day-to-day operations, construction

and innovation projects, purchases from independent power
producers and procurement of goods and services. Every year, its
spending and capital investments add up to billions of dollars and
thousands of jobs. Once again, Hydro-Québec’s jobsites made a

significant contribution to the vitality of a number of regional
economies in 2010.

= The Eastmain-1-A/Sarcelle/Rupert project employed 2,371 people

at the peak of construction in 2010.

= At the Romaine complex, 1,112 people were on the job at the peak
of construction in 2010. Contracts and expenditures in the Céte-Nord

region amounted to $122 million. This project will ultimately generate

$3.5 billion in spinoffs in Québec, including $1.3 billion for Cote-Nord.
Between 2012 and 2016, the peak labor force will be in excess of
2,000 workers, most of whom will come from the region.

= As much as possible, Hydro-Québec spreads its purchasing

throughout the province, while applying strict procurement criteria

and promoting healthy competition so as to benefit from the best

possible prices.

¥ Philippe Desrosiers and Jean-Loic
Fontaine were presented with
Hydro-Québec’s Energie award

by Jean-Pierre Tardif, Advisor —
Marketing Communications, for
their magnetohydrodynamic
propulsion project.

<« Project engineer Junji
Yamaguchi has been working on
transmission and construction
projects at Hydro-Québec
Equipement et services

partagés since August 2010.

PROCUREMENT OF GOODS AND SERVICES ($B)®

2010 2009 2008 2007 2006

3.0 29 2.7 26 2.7

= Procurement of goods and services inside and outside Québec
totaled $2,998 million in 2010, compared with $2,925 million in 2009.
It can be broken down as follows:

o $1,321 million for the purchase of goods

o $25 million for rentals and leasing

o $1,174 million for specialized services and other work

0 $478 million for professional services
= Goods and services procured from Québec-based companies
totaled $2,725 million, or 91% of all procurement.
= The number of jobs in Québec supported by our overall procure-
ment of goods and services is estimated at 20,150, including
13,750 direct jobs.
= To ensure security of supply in goods and services, and benefit
from favorable terms, we continued to diversify our sources. In addi-
tion, we signed agreements with our main suppliers, particularly for
the goods and services needed to conduct our core operations and
supply our jobsites.
= In 2010, our hydroelectric projects generated 3,944 construction

site jobs,? not including Hydro-Québec employees.

a) Excluding procurement by Société d‘énergie de la Baie James.

b) Including projects carried out by Société d'‘énergie de la Baie James.
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¥ President and CEO Thierry Vandal and Ranzi Chahine, president of

the Hydro-Québec engineers’ union, sign a new labor agreement. In vV Eleven recent immigrants visited Hydro-Québec to
the backgroud is a painting by Rita Letendre titled Tropiques II, on loan take part in a professional networking day organized
from the Musée national des beaux-arts du Québec. © Rita Letendre under the Equal Access to Employment Program.

REGIONAL SPINOFFS FROM HYDRO-QUEBEC PROCUREMENT ($'000)®

Procurement Procurement
Administrative region of services? of goods® Total
Abitibi-Témiscamingue (08) 15,821 9,018 24,839
Bas-Saint-Laurent (01) 15,806 4614 20,420
Capitale-Nationale (03) 172,316 36,887 209,203
Centre-du-Québec (17) 106,991 35,998 142,989
Chaudiere-Appalaches (12) 77,920 38,278 116,198
Céte-Nord (09) 111,529 9,869 121,398
Estrie (05) 12,420 18,924 31,344
Gaspésie-lles-de-la-Madeleine (11)¢ 11,087 688 11,775
Lanaudiére (14) 31,425 31,726 63,151
Laurentides (15) 44,714 20,219 64,933
Laval (13) 190,631 37,523 228,154
Mauricie (04) 133,021 50,641 183,662
Montérégie (16) 122,067 261,746 383,813
Montréal (06) 410,824 510,280 921,104
Nord-du-Québec (10) 20,357 2,425 22,782
Outaouais (07) 5,881 17,338 23,219
Saguenay-Lac-Saint-Jean (02) 127,974 28,347 156,321
Total 1,610,784 1,114,521 2,725,305

a) Amounts billed by suppliers located in the region, excluding procurement by Société d'énergie de la Baie James.
b) Specialized services, professional services and other work.
¢) Purchases and rentals.

d) In the regional county municipality of Matane and the Gaspésie-iles-de-la-Madeleine region, contracts awarded under Hydro-Québec Distribution’s calls for wind power resulted in

spinoffs estimated at $105 million in 2010.
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HYDRO-QUEBEC’'S CONTRIBUTION TO
THE QUEBEC ECONOMY

2010 2009
Dividend (SM) 1,886 2,168
Capital tax (SM) 51 132
Public utilities tax (SM) 262 188
Water-power royalties (M) 557 567
Municipal, school and other taxes (SM) 35 35
Guarantee fees paid to the shareholder
for debt securities (SM) 183 174
Percentage of goods and services procured
from Québec companies 91 87
Direct jobs supported by procurement,
including procurement outside
Québec (person-years) 13,750 12,333
Contributions and commitments under the
Integrated Enhancement Program ($M)? 5.9 1.7

a) Under the company’s Integrated Enhancement Program, communities affected by new
transmission projects receive grants equivalent to 1% of the value initially approved for
facilities covered by this program.

INTERNATIONAL INFLUENCE

Hydro-Québec is involved in the activities of national and international
organizations such as the Canadian Hydropower Association, the
International Hydropower Association, the World Energy Council, the
e8 and the International Council on Large Electric Systems (CIGRE).
We also share our know-how in training and cooperation projects in
various emerging countries in the French-speaking world.

= As co-organizer and principal sponsor, Hydro-Québec hosted the
21st World Energy Congress in Montréal from September 12 to 16. The
event brought together more than 7,000 participants, 300 speakers
and 150 exhibitors to address the topic Responding Now to Global
Challenges — Energy in Transition for a Living Planet. The Congress
afforded an opportunity for a number of important meetings,

including one between energy ministers from French-speaking

< Geography students Karine
Grandmont and Eric Lesage
completed an internship in

the geomatics unit of Hydro-
Québec Equipement et services
partagés and SEBJ under the
supervision of Etienne Govare.

v Angéline Canapé, who comes
from the Innu community of
Betsiamites, is an employment
advisor at the Romaine-2 jobsite.

5

countries. In the official Congress declaration, the World Energy
Council presented a new road map focusing on sustainable growth
of the energy industry and addressing the following issues: security of
supply, environmental protection and climate change, and economic
inequality and its corollary, energy poverty. The Council further
defined the constraints and opportunities associated with current
energy issues (including the energy-water-food connection) and laid
out the changes required in terms of adjusting public policies and
fostering international cooperation in the energy sector.

= At the €8 summit in May, a working group headed up by Hydro-
Québec submitted a report describing the e8 members’ electric
mobility projects and business models, along with the conditions
required to speed up worldwide introduction of electric vehicles.
Also for the e8, Hydro-Québec worked with the International
Electrotechnical Commission to set up a strategic forum intended
to accelerate the standardization process for electric vehicle
charging systems.

= In August, Hydro-Québec took part in the 43rd Session of the
International Council on Large Electric Systems (CIGRE) in Paris. This
event drew more than 4,000 delegates and visitors from the world
over with a very full program: presentations on all aspects of large
power systems, discussions of the technical reports of CIGRE's study
committees, panels and round tables examining current issues, etc.
= The Fonds Hydro-Québec pour la Francophonie renewed its
financial support for the Institut de Iénergie et de I'environnement de
la Francophonie for its energy and environmental capacity-building
program. The fund financed a dozen projects in 2010, mainly in the
area of environmental management training. The company also
supported cooperation projects working toward the development

of renewable energies in Haiti, Burkina Faso, Rwanda and Senegal.
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MANAGEMENT'S
DISCUSSION AND ANALYSIS

The Management'’s Discussion and Analysis should be read
in conjunction with the consolidated financial statements
of Hydro-Québec and the notes thereto. The financial
information and tabular amounts presented herein are
expressed in Canadian dollars, unless otherwise indicated.
The consolidated financial statements take into account
certain accounting practices that are specific to enterprises
subject to rate regulation. These practices are detailed in

Note 3 to the consolidated financial statements.

Hydro-Québec would like to point out that this analysis, and
especially the Outlook section, contains statements based
on estimates and assumptions concerning future results
and the course of events. Given the risks and uncertainties
inherentin any forward-looking statements, Hydro-Québec’s
actual future results could differ materially from those
anticipated. It should also be noted that certain financial
and operating data for previous years have been restated
due, among other things, to the adoption of the straight-
line depreciation method, and some have been reclassified
to respect the presentation adopted for the current year.
Finally, the information contained herein takes into account
any significant event that occurred on or before the date of

publication of this Annual Report.
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Overview
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Hydro-Québec earmned net income of $2,515 million in 2010, exceeding the $2,400-million target
in the Strategic Plan 2009-2013, in spite of difficult conditions as a result of precipitation levels
considerably lower than the historic mean across the entire hydroelectric generating fleet.
This positive result reflects strict control over operating expenses and higher-than-expected

demand for electricity from industrial customers in Québec.

We achieved this result while maintaining prudent management of the company’s reservoir
storage: much of the shortfall in precipitation was offset during the year by a 50% reduction

in the net electricity exports initially planned for 2010.

Net income decreased by $356 million from $2,871 million in 2009, among other things
because Hydro-Québec Production limited its net exports, especially during the second
half of the year. Revenue from net electricity exports therefore decreased by $224 million
to $1,034 million in 2010. This result takes into account the $260-million positive effect of
hedging operations carried out by Hydro-Québec to counter the impact of lower energy
prices and the appreciation of the Canadian dollar on its wholesale activities. This favorable
effect demonstrates the effectiveness of the company’s active management of market risks.

Financial expenses, for their part, increased by $128 million over 2009.

Revenue totaled $12,338 million, which is comparable to the $12,333 million recorded in 2009.
Revenue from electricity sales amounted to $12,019 million, versus $12,055 million in 2009:
it decreased by $43 million in Québec and increased by $7 million outside Québec. Other

revenue was $319 million, compared to $278 million in 2009.

Total expenditure amounted to $7,297 million, or $233 million more than in 2009. The differ-
ence is due to a $247-million increase in short-term electricity purchases by Hydro-Québec
Production and a $233-million increase in depreciation and amortization expense. These items
were partly offset by an $86-million decrease in electricity and fuel purchases by Hydro-Québec
Distribution and by a $218-million favorable change in regulatory deferrals, mainly due to
the recognition of a $144-million regulatory asset for revenue variances related to climate
conditions as a result of the mild winter of 2010. Operating expenses totaled $2,581 million,
a $54-million increase from 2009 that resulted from a $62-million rise in doubtful accounts

related to electricity sales in Québec.

Financial expenses totaled $2,526 million, compared to $2,398 million in 2009, for an increase
of $128 million, mainly because of a higher amount of long-term debt and a decrease in
capitalized financial expenses due, among other things, to the start-up of the Rupert diver-
sion in fall 2009.

Cash from operating activities totaled $4.6 billion. This cash allowed the company, among
other things, to pay the 2009 dividend of $2,168 million and to finance a large portion of its
investment program, which reached $4.2 billion in 2010, compared to $4.3 billion in 2009.

The dividend for 2010 amounts to $1,886 million.
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Consolidated Results
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Revenue totaled $12,338 million, compared to $12,333 million in 2009. Revenue from
electricity sales decreased by $36 million to $12,019 million. Sales in Québec accounted for
$10,506 million of this amount, or $43 million less than in 2009. On markets outside Québec,
revenue from electricity sales totaled $1,513 million, an increase of $7 million. Other revenue
totaled $319 million, compared to $278 million in 2009. This $41-million increase is partly due

to higher revenue from point-to-point transmission services provided to external customers.

The $43-million decrease in revenue from electricity sales in Québec resulted from a 3.2-TWh
drop in volume related to the mild temperatures in winter 2010, which was offset by a
37-TWh increase in demand not associated with special contracts, primarily from industrial
customers, and by the April 1, 2009 and 2010, rate adjustments. Demand associated with
special contracts with certain large industrial customers increased by 1.3 TWh in 2010. However,
the increase in revenue from these sales was counterbalanced by the less favorable impact
than in 2009 of hedging operations related to exchange rates and aluminum prices. Risks
related to special contracts are absorbed by Hydro-Québec Production. Hydro-Québec
also recorded sales of 1.4 TWh or $48 million as a result of the 60% interest it acquired in
December 2009 in Manicouagan Power Limited Partnership, which owns and operates

McCormick generating station.

The $7-million increase in revenue from electricity sales on markets outside Québec is due

to a slight increase in sales volume at Hydro-Québec Production.
Total expenditure was $7,297 million, or $233 million more than in 2009.

Operating expenses totaled $2,581 million, a $54-million increase from 2009 that resulted from
a $62-million rise in doubtful accounts related to electricity sales in Québec. The efficiency
gains achieved by the company were sufficient to offset indexing and annual inflation as
well as the additional expenses related to growth in operations, stemming notably from the

expansion of the transmission and distribution systems.

Electricity and fuel purchases totaled $1,390 million in 2010, compared to $1,207 million in
2009, a $183-million increase due mainly to a $247-million rise in the volume of short-term
electricity purchases made by Hydro-Québec Production. This increase was partly offset by
an $86-million decrease in electricity and fuel purchases made by Hydro-Québec Distribution

as a result of the mild temperatures in winter 2010.

Depreciation and amortization expense totaled $2,605 million, an increase of $233 million from
2009. The difference is due to a $423-million increase in the depreciation of property, plant
and equipment, mainly because of the adoption of the straight-line depreciation method,
which was applied prospectively to assets related to regulated activities in accordance with
a decision made by the Régie de Iénergie, as well as to the impact of the commissioning of
capital assets, including the Rupert diversion, in fall 2009. The amortization expense related
to regulatory assets and liabilities, recognized in accordance with the conditions established
by the Régie, decreased by $199 million as a result of a $168-million reduction in amortization
of the regulatory asset in connection with the net costs related to retirement of property,
plantand equipment and intangible assets, given that only the costs related to Des Cantons
substation remained to be amortized in 2010. It should be noted that amortization of regula-
tory assets and liabilities was taken into account in setting the electricity transmission and

distribution rates.
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Taxes were $909 million, compared to $928 million in 2009. This decrease resulted, among other things, from a reduction in water-power

royalties paid by Hydro-Québec Production, due to a lower production volume.

The change in the amounts recognized as regulatory deferrals compared to 2009 resulted in a $218-million decrease in expenditure, mainly

because of revenue variances related to climate conditions and variances in supply costs for electricity in excess of the heritage pool.

Revenue variances related to climate conditions correspond to differences between Hydro-Québec Distribution’s actual transmission and
distribution revenue and the revenue forecasts established on the basis of the climate normal for rate application purposes. On account of
the mild temperatures in winter 2010, the regulatory asset recognized in this regard amounted to $144 million in 2010, compared to $10 million

in 2009, for a positive variance of $134 million.

As for variances in supply costs for electricity in excess of the heritage pool, a $56-million regulatory asset was recorded in 2010 to take into
account the fact that the actual supply costs were higher than the costs forecasted for the purpose of rate-setting by the Régie de énergie.

In 2009, a $31-million regulatory liability had been recognized in this regard, for an $87-million positive variance.

REGULATORY DEFERRALS - IMPACT ON INCOME ($M)

2010 2009 Variance
Regulatory deferrals 188 30 218
Revenue variances related to climate conditions 144 10 134
Variances in supply costs for electricity in excess of the heritage pool 56 31 87
Other deferrals 12 9 3

Financial expenses totaled $2,526 million, compared to $2,398 million in 2009, a $128-million increase due mainly to a higher amount of long-
term debt and a decrease in capitalized financial expenses, presented as a reduction against financial expenses. The decrease in capitalized

financial expenses is due in particular to the start-up of the Rupert diversion in fall 2009.

2010 2009
OPERATIONS AND DIVIDEND ($M)
Revenue 12,338 12,333
Operating income 5,041 5,269
Net income 2,515 2,871
Dividend 1,886 2,168
BALANCE SHEETS ($M)
Total assets 65,898 64,992
Property, plant and equipment 55,512 53,824
Long-term debt, including current portion and perpetual debt 38,660 37,943
Equity 18,566 18419
RATIOS
Interest coverage 1.92 21
Return on equity (%) 14.0 16.5
Profit margin (%) 20.4 233
Capitalization (%) 32.1 326
Self-financing (%) 46.8 413

Note: The comparative data include adjustments mainly associated with the change in the accounting policy regarding the depreciation method for property, plant and equipment.
This change is described in Note 2 to the consolidated financial statements. In addition, certain comparative figures have been reclassified to reflect the presentation adopted for 2010.
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Financial Position

OPERATING ACTIVITIES

Cash from operating activities totaled $4.6 billion in 2010, compared to $4.8 billion in 2009. These funds were mainly used to pay the dividend

for 2009 and to finance a large portion of the investment program.

INVESTING ACTIVITIES

In 2010, Hydro-Québec invested $4.2 billion in property, plant and equipment, intangible assets and the Energy Efficiency Plan (EEP), compared
to $4.3 billion in 2009. Of this total, $2.0 billion was invested in development projects and $2.0 billion in maintaining or improving the quality

of assets, while $0.2 billion went to the EEP.

Hydro-Québec Production invested a total of $1,900 million in 2010, compared to $2,033 million in 2009. As expected, a large portion of this
amount, $1,234 million, was invested in development projects such as Eastmain-1-A/Sarcelle/Rupert and the Romaine complex. The amounts
allocated to asset maintenance and improvement totaled $666 million. Among other things, rehabilitation continued at Beauharnois

generating station, the La Tuque development and the Manicouagan complex during 2010.

Capital spending at Hydro-Québec TransEnergie totaled $1,248 million in 2010, with 34% used to increase transmission capacity and integrate
the output from new hydroelectric and wind power facilities. These projects include ongoing work to connect Eastmain-1-A and Sarcelle
powerhouses, the completion of Anne-Hébert substation and the Chénier—Outaouais line (the final link in the 1,250-MW interconnection
with Ontario) and the continuing work to integrate output from wind farms in the Gaspésie region. The remainder was devoted to long-term
transmission system operability, including the project to upgrade the main transmission system, which will extend until 2012.
Hydro-Québec Distribution invested $728 million in order to handle its growing customer base, ensure the long-term operability of the
distribution system and enhance service quality. An additional $216 million was allocated to the EEP.

Hydro-Québec Equipement et services partagés and Société dénergie de la Baie James carry out engineering, construction and refurbish-
ment projects for Hydro-Québec Production and Hydro-Québec TransEnergie. Hydro-Québec Equipement et services partagés also offers

real estate management, material management, procurement, transportation and other services to all Hydro-Québec divisions and units.

CASH FROM OPERATING ACTIVITIES INVESTMENTS IN PROPERTY, INVESTMENTS IN PROPERTY, PLANT
PLANT AND EQUIPMENT, AND EQUIPMENT, INTANGIBLE
INTANGIBLE ASSETS AND THE EEP? ASSETS AND THE EEP? BY SEGMENT
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a) EEP: Energy Efficiency Plan
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1

SOURCES OF FUNDS IN 2010

$4.6 B Cash from

operating activities

$1.3B Changein cash,
cash equivalents and

short-term investments

Issuance of
long-term debt

$1.6 B

USES OF FUNDS IN 2010

$4.2B Investments in property, plant

and equipment, intangible
assets and the EEP

$1.1B  Repayment of long-term debt

$2.2B 2009 dividend paid in 2010

a) EEP: Energy Efficiency Plan

FINANCING ACTIVITIES

Bond issues made on the Canadian market in February, August and October 2010, maturing

in February 2050, raised $1.6 billion at an average rate of 4.50%. The proceeds were used to

finance a portion of the investment program and repay maturing debt.

SOURCES OF FINANCING

Amount authorized by

Outstanding as at

Type of financing the Board of Directors Market December 31,2010
Credit lines C$500 million? or US$500 million? CS$5 million
Credit facility® US$2,000 million
Commercial paper® US$2,250 million or equivalent in C$ United States C$8 million
or Canada
Medium-term notes® US$3,000 million or equivalent in
other currencies United States  US$400 million

€$20,000 million or equivalent in US$

Canada

C$12,256 million

a) Of this amount, $367 million is covered by operating credit line agreements with financial institutions.

b) Guaranteed by the Québec government.

CREDIT RATINGS

2010 2009
Commercial Commercial
paper Long-term paper Long-term
U.S. agencies

Moody's P-1 Aa2 stable P-1 Aa2 stable
Fitch Ratings F1+ AA- stable Fl+ AA- stable
Standard & Poor’s A-1+ A+ A1+ A+

Canadian agency
DBRS R-1 (middle) A (high) stable R-1 (middle) A (high) stable

DIVIDEND AND CAPITALIZATION RATE

The dividend for 2010 amounts to $1,886 million. Once this dividend is factored in, the

capitalization rate was 32.1% as at December 31, 2010.

HYDRO-QUEBEC // ANNUAL REPORT 2010 // FINANCIAL REVIEW // MANAGEMENT’S DISCUSSION AND ANALYSIS



Segmented Information

As in 2009, Hydro-Québec had four operating segments in 2010, namely Generation, Transmission, Distribution and Construction, as well as

activities grouped under Corporate and Other Activities.

2010
Corporate
and Other
Segmented financial information ($M) Generation Transmission Distribution Construction Activities Hydro-Québec?
Revenue 6,535 3,117 10,603 2,607 1,375 12,338
Net income (loss) 1,605 447 453 - (2) 2,515
Total assets 30,609 18,072 12,746 449 4,306 65,898
2009
Corporate
and Other
Segmented financial information ($M) Generation Transmission Distribution Construction Activities Hydro-Québec®
Revenue 6,407 2,929 10,717 2,645 1,306 12,333
Net income 2,053 435 363 - 8 2,871
Total assets 29,249 17,677 12,383 423 5571 64,992

a) Includes the intersegment eliminations presented in Note 23 to the consolidated financial statements.

Note: The comparative data include adjustments mainly associated with the change in the accounting policy regarding the depreciation method for property, plant and equipment.
This change is described in Note 2 to the consolidated financial statements. In addition, certain comparative figures have been reclassified to reflect the presentation adopted for 2010.

SEGMENT HIGHLIGHTS

The Generation segment recorded net income of $1,605 million, compared to $2,053 million in 2009, a decrease of $448 million. As a result
of precipitation levels considerably lower than the historic mean across the entire hydroelectric generating fleet, the division limited its
net exports in 2010, especially in the second half of the year. Net reservoir drawdown went from 18.5 TWh in 2009 to 12.6 TWh in 2010, a 32%
decrease. However, the contribution made by net exports rose from 6.8¢/kWh in 2009 to 8.2¢/kWh in 2010. Revenue from net electricity
exports consequently decreased by $224 million from 2009. The negative impact of special contracts signed with certain large industrial
customers in Québec under conditions agreed to some 20 years ago decreased by $95 million, from $254 million in 2009 to $159 million in 2010
as a result, among other things, of an increase in aluminum prices. Furthermore, the impact of these contracts was more than offset by the
positive effect, totaling $214 million, compared to $391 million in 2009, of hedging operations carried out by the company on exchange rates
and aluminum prices. Transmission system reservation costs paid to Hydro-Québec TransEnergie increased by $107 million, most of which

was related to long-term point-to-point transmission services. Financial expenses increased by $100 million.

The Transmission segment recorded net income of $447 million, an increase of $12 million from $435 million in 2009. Revenue from native
load transmission service increased by $76 million. Depreciation and amortization expense increased by $170 million, mainly because of the
adoption of the straight-line depreciation method, which was applied prospectively to assets related to regulated activities in accordance
with a decision made by the Régie de I'énergie. Revenue from point-to-point transmission services provided to Hydro-Québec Production

increased by $107 million.

The Distribution segment recorded net income of $453 million, compared to $363 million in 2009, an increase of $90 million. The decrease
in revenue from electricity sales resulting from the mild temperatures in winter 2010 and the increase in transmission costs, net of electricity
and fuel purchases, were offset by a positive variance in regulatory deferrals, mainly for revenue variances related to climate conditions and
variances in supply costs for electricity in excess of the heritage pool. Operating expenses were higher because of an increase in doubtful

accounts related to electricity sales in Québec.

The Construction segment recorded a volume of activity of $2,607 million, compared to $2,645 million in 2009. As in 2009, this high volume

stemmed from work on several major projects.
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Generation

Hydro-Québec Production

HQ Energy
Marketing Inc. 100%
H.Q. Energy Services
(US) Inc. 100%
| | Hydro Renewable
Energy Inc. 100%
| | Bucksport
Energy LLC 69.44%

HQ Manicouagan inc.

100%

L Manicouagan Power

Limited Partnership 60%
Gestion Production
HQinc. 100%
Société en commandite
Betsiamites 86.31%
Churchill Falls (Labrador)
Corporation Limited 34.2%

O Hydro-Québec division

B Subsidiary, joint venture or interest
held by Hydro-Québec and under
the responsibility of Hydro-Québec
Production

Under the Act respecting the Régie de Iénergie, Hydro-Québec Production is required to
provide Hydro-Québec Distribution with up to 165 TWh a year of heritage pool electricity.
The division sells its excess output on deregulated markets in northeastern North America,
including Québec, at market prices. It may also compete for contracts under Hydro-Québec
Distribution’s open tendering process.

The division operates 64 generating stations. Its capital projects serve a twofold objective:
to ensure the long-term operability of existing facilities and to continue development of

Québec’s hydroelectric potential.

OPERATING RESULTS

Hydro-Québec Production recorded net income of $1,605 million, compared to $2,053 million
in 2009, a decrease of $448 million. As a result of precipitation levels considerably lower than
the historic mean across the entire hydroelectric generating fleet, the division limited its net
exports in 2010, especially in the second half of the year. Net reservoir drawdown went from
18.5TWh in 2009 to 12.6 TWh in 2010, a 32% decrease. However, the contribution made by net
exports rose from 6.8¢/kWh in 2009 to 8.2¢/kWh in 2010. Revenue from net electricity exports
consequently decreased by $224 million from 2009. The negative impact of special contracts
signed with certain large industrial customers in Québec under conditions agreed to some
20 years ago decreased by $95 million, from $254 million in 2009 to $159 million in 2010 as a
result, among other things, of an increase in aluminum prices. Furthermore, the impact of
these contracts was more than offset by the positive effect, totaling $214 million, compared
to $391 million in 2009, of hedging operations carried out by the company on exchange
rates and aluminum prices. Transmission system reservation costs paid to Hydro-Québec
TransEnergie increased by $107 million, most of which was related to long-term point-to-point

transmission services. Financial expenses increased by $100 million.

Electricity sales in Québec

Sales to Hydro-Québec Distribution
In 2010, the total volume of electricity sales to Hydro-Québec Distribution was 167.6 TWh,
compared to 164.2 TWh in 2009, an increase of 3.4 TWh. Revenue generated by these sales

increased by $103 million to $4,735 million, mainly due to higher industrial demand.

Special contracts between Hydro-Québec Distribution and large industrial customers
The risks related to Hydro-Québec Distribution’s special contracts with certain large industrial
customers in Québec are absorbed by Hydro-Québec Production. In 2010, revenue from these
contracts increased by $99 million to a total of $842 million because of higher aluminum
prices and growth in demand, mainly from a customer who was also affected by the low
runoff; these two factors were partly offset by the appreciation of the Canadian dollar.
Special contracts nonetheless had a $159-million negative impact on net income, which
is $95 million less than in 2009. Hedging operations carried out by the company, as part of
its risk management strategy related to aluminum prices and exchange rates, generated a

$214-million positive impact in 2010, compared to $391 million in 2009.
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BREAKDOWN OF 2010 INVESTMENTS
BY HYDRO-QUEBEC PRODUCTION

65% Development

35% Maintenance and
improvement

Sales by HQ Manicouagan

In December 2009, Hydro-Québec, through its subsidiary HQ Manicouagan, acquired a 60%
interest in Manicouagan Power Limited Partnership, which owns and operates McCormick
generating station. In 2010, Hydro-Québec Production recorded electricity sales of 1.4 TWh

or $48 million as a result of this interest.

Electricity sales outside Québec

Electricity sales outside Québec generated revenue of $1,513 million for 233 TWh in 2010,
compared to $1,495 million for 23.0 TWh in 2009. Short-term electricity sales earned
$1,266 million for 20.6 TWh, compared to $1,239 million for 20.4 TWh in 2009.

Net electricity exports earned $1,034 million in 2010 for a net reservoir drawdown of 126 TWh,
compared to $1,258 million for 18.5 TWh in 2009. This represented a unit contribution of
82¢/kWh in 2010, against 6.8¢/kWh in 2009.

As at December 31, 2010, reservoir storage stood at 99.4 TWh, compared to 112.9 TWh a year
earlier. This decrease is because natural water inflows were approximately 23 TWh below the
historic mean. Reservoir storage continues to meet the criteria set for management of risks

related to security of the energy supply.

Electricity and fuel purchases and transmission costs

Electricity and fuel purchases totaled $1,443 million in 2010, an increase of $400 million from
2009 that resulted from a rise in purchase volume. Specifically, short-term purchases amounted
to $470 million for 9.9 TWh, compared to $223 million for 37 TWh in 2009. Transmission system
reservation costs paid to Hydro-Québec TransEnergie increased by $107 million; most of this

increase is attributable to long-term point-to-point transmission services.

Depreciation and amortization
Depreciation and amortization expense totaled $725 million, compared to $667 million in
2009, a $58-million increase. The difference is due, among other things, to the start-up of

the Rupert diversion in fall 2009.

INVESTING ACTIVITIES

Investments in property, plant and equipment and intangible assets affecting cash totaled
$1,900 million in 2010. Of this amount, $1,234 million went toward development activities,

including work on the Eastmain-1-A/Sarcelle/Rupert and Romaine hydroelectric projects.

Hydro-Québec Production also invested $666 million in refitting and asset sustainment
initiatives. Among other things, it carried out rehabilitation work at Beauharnois generating

station, the La Tuque development and the Manicouagan complex.
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Transmission

Hydro-Québec TransEnergie

1

Cedars Rapids Transmission
Company, Limited 100%

O Hydro-Québec division

B Subsidiary held by Hydro-Québec
and under the responsibility of
Hydro-Québec TransEnergie

BREAKDOWN OF 2010 INVESTMENTS
BY HYDRO-QUEBEC TRANSENERGIE

34% Growth

3% Compliance with requirements
11% Improvement

Maintenance

Hydro-Québec TransEnergie operates and develops Hydro-Québec’s power transmission

system. It markets system capacity and manages power flows throughout Québec.

The operations of Hydro-Québec TransEnergie are regulated by the Régie de Iénergie.

RATE CASE

For 2010, the revenue authorized by the Régie de Iénergie for transmission rate-setting
purposes totaled $2,999 million, including $2,651 million in native load transmission revenue
(representing a $76-million increase over 2009) and $348 million for short- and long-term

point-to-point transmission services.

OPERATING RESULTS

Hydro-Québec TransEnergie recorded net income of $447 million, a $12-million increase from
$435 million in 2009. Revenue from native load transmission service increased by $76 million.
Depreciation and amortization expense increased by $170 million, mainly because of the
adoption of the straight-line depreciation method, which was applied prospectively to assets
related to regulated activities in accordance with a decision made by the Régie. Revenue
from point-to-point transmission services provided to Hydro-Québec Production increased
by $107 million.

INVESTING ACTIVITIES

In 2010, Hydro-Québec TransEnergie invested $1,248 million in property, plant and equipment
and intangible assets affecting cash, namely $423 million for growth projects and $825 million
for asset sustainment projects. The purpose of growth projects is to increase transmission
capacity and bring new hydropower plants and wind farms onto the grid. The asset sustain-
ment projects involve maintaining facilities, improving service quality and complying with
the legal and regulatory requirements for operating a power transmission system.

Under growth projects, the division invested $85 million in connecting Eastmain-1-A and
Sarcelle powerhouses, work that will be completed in 2011. It also devoted $64 million
to the 1250-MW interconnection project with Ontario, including the completion of the
Chénier—Outaouais line, which was commissioned during the second quarter. At the same
time, it finished construction of Anne-Hébert substation and continued work to integrate

the output from wind farms in the Gaspésie region.

Under asset sustainment projects, which represented 66% of the division's investments in 2010,
Hydro-Québec TransEnergie invested $653 million in replacing equipment and modernizing
facilities. It also devoted $134 million to improving service quality. In addition, the division

undertook an upgrade of the main transmission system.
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Distribution

Hydro-Québec Distribution

O Hydro-Québec division

Hydro-Québec Distribution provides electricity to the Québec market and delivers reli-
able power and quality services to its customers with a view to efficiency and sustainable

development. In this context, it also promotes energy-saving measures among its customers.

The division’s activities are regulated by the Régie de Iénergie, which has exclusive jurisdic-

tion to set electricity rates.

RATE CASE

In March 2010, the Régie de I'énergie approved an across-the-board rate increase of 0.35%,
effective April 1, 2010. In the rate application filed with the Régie in August 2010, Hydro-Québec
Distribution did not propose any electricity rate increase for the period from April 1, 2011, to
March 31, 2012.

SUPPLYING THE QUEBEC MARKET

Hydro-Québec Distribution relies on various sources to supply the Québec market. To meet
requirements in excess of the heritage pool (165 TWh) reserved for it by Hydro-Québec
Production, the division issues short- and long-term calls for tenders. For requirements of less
than three months, it may also buy electricity directly on the market, without tendering, under
an exemption granted by the Régie de I'énergie. For unforeseen needs that cannot be met
otherwise, the division relies on a framework agreement with Hydro-Québec Production that
covers the period from January 1, 2009, to December 31, 2013. The agreement was approved
by the Régie in 2009.

In 2010, Hydro-Québec Distribution filed the Electricity Supply Plan 2011-2020 with the Régie
de Iénergie. Compared to the most recent progress report on the previous plan, which
was submitted in October 2009, the 2011-2020 Plan forecasts slower growth in the Québec
market's energy requirements due, among other things, to lower demand from industrial
customers, particularly in the pulp and paper sector, as well as to continued measures to

improve energy efficiency.

To balance supply and demand, Hydro-Québec Distribution extended to 2011 the suspension
of deliveries of power from the TransCanada Energy generating station in Bécancour. It also
amended the agreements signed with Hydro-Québec Production to defer a portion of the
baseload and cycling deliveries contracted for. Among other things, the amendments extend
the term of the agreements and allow the deferred deliveries to be called in as needed. Both

these measures were approved by the Régie de Iénergie in 2010.

Finally, Hydro-Québec Distribution is continuing its efforts to promote energy efficiency. In
2010, its programs generated new energy savings of 989 GWh, for a total of 53 TWh of annual
savings achieved to date. The division has a target of 11 TWh by 2015.
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OPERATING RESULTS

Hydro-Québec Distribution recorded net income of $453 million, compared to $363 million in 2009, an increase of $90 million. The decrease
in revenue from electricity sales resulting from the mild temperatures in winter 2010 and the increase in transmission costs, net of electricity
and fuel purchases, were offset by a positive variance in regulatory deferrals, mainly concerning revenue variances related to climate condi-
tions and variances in supply costs for electricity in excess of the heritage pool. Operating expenses were higher because of an increase in

doubtful accounts related to electricity sales in Québec.

Electricity sales in Québec

Revenue from electricity sales totaled $10,417 million, a $124-million decrease from 2009. The effect of the mild temperatures in winter 2010
was offset by higher industrial demand and the April 1, 2009 and 2010, rate adjustments. Revenue from special contracts with certain large
industrial customers decreased because of the less favorable impact than in 2009 of hedging operations related to exchange rates and

aluminum prices. Risks related to special contracts are absorbed by Hydro-Québec Production.

Sales volume rose 1.8 TWh to 166.9 TWh, compared to 1651 TWh in 2009, largely due to a 5.0-TWh increase in demand, for the most part from
industrial customers and mainly as a result of the gradual recovery of operations in the pulp and paper and smelting and refining sectors
after a year of temporary plant closures and production stoppages in 2009. Sales to industrial customers returned to the same level as before
the 2009 economic slowdown. However, the mild temperatures in winter 2010 reduced sales by 32 TWh.The decrease was mainly attributable

to the Residential and farm category, which is more sensitive to climate variations because of its heating requirements.

ELECTRICITY SALES IN QUEBEC BY CATEGORY

Sales volume Sales revenue
2010 2010-2009 change 2010 2010-2009 change
Customer category TWh TWh % M SM %
Residential and farm 59.5 (3.0) (4.8) 4,302 (198) (4.4)
Commercial and institutional 339 0.2) (0.6) 2,648 (14) (0.5)
Industrial 68.4 5.1 8.1 3,185 93 3.0
Other 5.1 .1 (1.9 282 5) (1.7)
Total 166.9 1.8 1.1 10,417 (124) (1.2)
FACTORS IN THE 2010-2009 CHANGE IN SALES BY CATEGORY

Volume effects Price effects Total

Rate

adjust-

Baseload demand Temperatures Total ments Other Total

Customer category TWh SM TWh SM SM SM SM SM SM
Residential and farm (0.5) (34) (2.5) (197) (231) 30 3 33 (198)
Commercial and institutional 03 22 (0.5) (35) (13) 16 (17) (1) (14)
Industrial 52 225 .1 ) 223 15 (145) (130) 93
Other - 4 (0.1) 3 1 1 @ (6) (5)
Total 50 217 (3.2 (237) (20) 62 (166) (104) (124)
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CUMULATIVE IMPACT OF TEMPERATURES
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BREAKDOWN OF 2010 INVESTMENTS
BY HYDRO-QUEBEC DISTRIBUTION
(EXCLUDING THE EEP?)

48% Growth in customer base

9% Compliance with
requirements

6% Improvement

Maintenance

a) EEP: Energy Efficiency Plan

Electricity and fuel purchases and transmission costs

Net electricity and fuel purchases decreased by $19 million from 2009, while the cost of native

load transmission service increased by $76 million.

Depreciation and amortization

Depreciation and amortization expense totaled $859 million, compared to $868 million in 2009,
a $9-million decrease due in part to a $151-million reduction in amortization for regulatory
assets and liabilities recognized in accordance with the conditions set by the Régie de [énergie.
The balance of the regulatory asset in connection with the net costs related to retirement of
property, plant and equipment and intangible assets was fully amortized in 2009. Depreciation
expense for property, plant and equipment increased by $145 million, mainly because of
the adoption of the straight-line depreciation method, which was applied prospectively to

assets related to regulated activities in accordance with a decision by the Régie de I'énergie.

Regulatory deferrals

The change in the amounts recognized as regulatory deferrals compared to 2009 decreased
expenditure by $230 million, primarily as a result of revenue variances related to climate

conditions and variances in supply costs for electricity in excess of the heritage pool.

Revenue variances related to climate conditions correspond to differences between Hydro-
Québec Distribution’s actual transmission and distribution revenue and the revenue forecasts
established on the basis of the climate normal for rate application purposes. Because of
the mild temperatures in winter 2010, the regulatory asset recognized in this regard was

$144 million in 2010, compared to $10 million in 2009, for a positive variance of $134 million.

As for variances in supply costs for electricity in excess of the heritage pool, a $56-million
regulatory asset was recorded in 2010 to take into account the fact that the actual supply
costs were higher than the costs forecasted for the purpose of rate-setting by the Régie de
Iénergie. In 2009, a $31-million regulatory liability had been recognized in this regard, for an

$87-million positive variance.

INVESTING ACTIVITIES

In 2010, Hydro-Québec Distribution’s investments in property, plant and equipment and
intangible assets affecting cash totaled $728 million.

Of this amount, $346 million went toward handling the growth of its Québec customer base,
including $205 million for new customer hookups. The division also invested $272 million in
asset sustainment and $43 million to improve service quality, including $32 million for the
distribution automation program, which will permit remote monitoring of equipment and

improvements in system reliability indicators.

Hydro-Québec Distribution also invested $216 million in the Energy Efficiency Plan.
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Construction

Hydro-Québec Equipement
et services partagés

Société d'énergie
de la Baie James 100%

O Hydro-Québec division

B Subsidiary held by Hydro-Québec
and under the responsibility of
Hydro-Québec Equipement
et services partagés

BREAKDOWN OF CONSTRUCTION
SEGMENT ACTIVITIES
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Hydro-Québec Production

Hydro-Québec Equipement
et services partagés

B SEBJ

Hydro-Québec TransEnergie

| Hydro-Québec Equipement
et services partagés

Other

| Hydro-Québec Equipement
et services partagés

The Construction segment includes activities related to the projects carried out by Hydro-

Québec Equipement et services partagés® and by Société dénergie de la Baie James (SEBJ).

Hydro-Québec Equipement et services partagés is responsible for construction and refurbish-
ment projects throughout Québec, except in the territory governed by the James Bay and
Northern Québec Agreement (JBNQA). SEBJ builds generating facilities in the territory governed
by the JBNQA (north of the 49th parallel) and may carry out projects outside Québec.

As engineering and environmental specialists, Hydro-Québec Equipement et services
partagés and SEBJ also offer Hydro-Québec Production and Hydro-Québec TransEnergie a
variety of services needed for draft-design studies, impact assessments and other under-
takings in the context of energy-related projects. These services include technical and

scientific surveys, planning, cost estimates, design, architecture, geomatics and quality control.

VOLUME OF ACTIVITY

Hydro-Québec Equipement et services partagés and SEBJ carried out activities worth a total
of $2,607 million in 2010, compared to $2,645 million in the previous year. As in 2009, the
high volume can be attributed to several large-scale projects. Work done for Hydro-Québec
Production totaled $1,610 million, compared to $1,695 million in 2009, while work done for

Hydro-Québec TransEnergie totaled $953 million, compared to $895 million in 2009.

Hydro-Québec Equipement et services partagés

In 2010, power generation and transmission projects worth a total of $1,927 million were
carried out by Hydro-Québec Equipement et services partagés, compared to $1,679 million in
2009. Work done for Hydro-Québec Production included the Romaine project as well as the
rehabilitation of several facilities, such as Beauharnois generating station and some equipment
at the Manicouagan complex. For Hydro-Québec TransEnergie, the division undertook several
projects related to the connection of Eastmain-1-A and Sarcelle powerhouses and the upgrade
of the main transmission system. At the same time, it completed the construction of the
315-kV Chénier-Outaouais line. It also continued work on projects designed to integrate the

output from wind farms in the Gaspésie region or to increase transmission system capacity.

Société d'énergie de la Baie James

SEBJ's activities, carried out on behalf of Hydro-Québec Production, represented a total of
$680 million, compared to $966 million in 2009. The main work took place at Eastmain-1-A
(generating unit assembly and excavation of the tailrace canal and temporary dike) and
Sarcelle (generating unit assembly and concreting of the powerhouse). Following the
start-up of the Rupert diversion in fall 2009, SEBJ also completed the hydraulic structures on

the reduced-flow section of the Riviere Rupert.

a) The operations of the Direction principale — Centre de services partagés are included under Corporate and Other Activities.
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Corporate and Other Activities

BREAKDOWN OF 2010 REVENUE:
DIRECTION PRINCIPALE -

CENTRE DE SERVICES PARTAGES

34%

20%

Hydro-Québec Production

Other units and
external customers

Groupe - Technologie

Hydro-Québec
Equipement et
services partagés
(Construction)

Hydro-Québec Distribution

Hydro-Québec TransEnergie

This heading includes corporate activities, the Direction principale — Centre de services

partagés and the Groupe - Technologie.

RESULTS

The results posted by Corporate and Other Activities were $10 million lower than in 2009.

Corporate activities

Corporate activities consist of the Vice-présidence — Ressources humaines; financial
services, which are divided into two departments; and the Groupe — Affaires corporatives

et secrétariat général.

The Vice-présidence — Ressources humaines develops strategies, guidelines, frameworks,
corporate programs and objectives in matters pertaining to human resources and skills
development. Its mission includes providing certain products and services in these areas
to the entire company. In addition, it ensures that Management can count on optimum

human resources conditions.

The Vice-présidence — Comptabilité et contréle is responsible for overseeing financial, requla-
tory and management accounting as well as integrated enterprise risk management. It also
has the task of producing and analyzing the company’s consolidated financial statements. Its
other duties include financial planning, taxation, financial control and disbursements related

to payroll and accounts payable.

The Vice-présidence - Financement, trésorerie et caisse de retraite is in charge of meeting
the company’s financing requirements, managing its treasury and maintaining relations with
Hydro-Québec bondholders and rating agencies. It also acts as trustee of Hydro-Québec's
pension fund. In 2010, Hydro-Québec’s pension fund posted a very good return: 13.7%. The
2009 return was 16.4%. The value of the pension fund’s assets exceeded the $14-billion mark

for the first time in 2010, partly as a result of solid performance over the past two years.

The Groupe — Affaires corporatives et secrétariat général provides support services and
strategic consulting in the areas of communications, public affairs, environment, ethics and
government relations. It is also responsible for services and expertise related to legal affairs
as well as safety and security of persons and property. In addition, it coordinates strategic
planning and the company’s contribution to the electrification of ground transportation.
The Secretary General assists the President and Chief Executive Officer in carrying out the
company’s mandate and acts as Secretary to the Board of Directors and the Board commit-

tees at Hydro-Québec and its subsidiaries.

Direction principale — Centre de services partagés

The Direction principale — Centre de services partagés, which has been part of Hydro-Québec
Equipement et services partagés since January 1, 2010, develops strategies, guidelines and
frameworks pertaining to procurement and services common to the entire company. It
provides divisions and corporate units with support services, at least cost and adapted to
their needs, so that they can focus on their core activities. These services include procure-
ment of goods and services, real estate management, document management, material

management and transportation services.

Its revenue totaled $474 million in 2010, compared to $460 million in 2009, a 3% increase.
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Groupe -Technologie

1

Hydro-Québec

IndusTech inc.

Hyd

é
CapiTech inc.

Corporate unit

B Subsidiary held by Hydro-Québec
and under the responsibility of

Groupe -Technologie

BREAKDOWN OF 2010 REVENUE
RELATED TO INFORMATION
AND COMMUNICATION
TECHNOLOGY ACTIVITIES

21% Hydro-Québec TransEnergie
12% Hydro-Québec Production

15% Other units and
external customers

% ice-prési
49 Vice-présidence
Ressources
humaines

6% Hydro-Québec Equipement
et services partagés

(Construction)

42% Hydro-Québec Distribution

Groupe - Technologie

The Groupe —Technologie is composed primarily of the Direction principale - Télécommunications,
the Direction principale — Technologie de l'information, Hydro-Québec's research institute and
the subsidiaries Hydro-Québec IndusTech and Hydro-Québec CapiTech. The group’s mandate
is to ensure the integrated management of technological innovation and the optimal manage-
ment of telecommunications and information technology infrastructure. With this in mind, it
has continued to implement an overall vision for systems governance, architecture and security

in order to capitalize on the convergence of technologies.

Direction principale — Téelécommunications and Direction principale -
Technologie de I'information

The Direction principale — Télécommunications and the Direction principale — Technologie de
linformation enhance the efficiency of divisions and corporate units by offering technology

solutions in line with Hydro-Québec’s business priorities.

In 2010, these two units recorded revenue of $519 million, compared to $491 million in 2009.

Research institute

Hydro-Québec's research institute provides technical assistance to the divisions and carries
out technological innovation projects to support their operations and ensure the long-term
development of Hydro-Québec. The company allocates approximately $100 million annually

to the institute’s activities.

Hydro-Québec IndusTech

The mission of Hydro-Québec IndusTech is to partner with the private sector in industrial-
izing and marketing technologies resulting from Hydro-Québec’s research activities. Among

other things, it is responsible for TM4 inc,, a company active in the field of electric powertrain

systems. As at December 31,2010, TM4 had delivered close to 100 units of its MOTIVE™ system

to the Indian automaker Tata Motors for the Indica Vista electric cars that will be used in a

demonstration program in Europe as of mid-March 2011.

INVESTING ACTIVITIES

In 2010, the Groupe — Technologie’s investments totaled $85 million, of which $76 million

was earmarked for maintaining asset quality and $9 million for meeting growth in demand.
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Outlook

In 2011, Hydro-Québec expects to earn net income of $2,400 million, consistent with the Strategic Plan 2009-2013, in spite of a business
environment that will be more difficult than anticipated: prices will drop sharply on markets outside Québec (the effect of shale gas), and
low runoff in 2010 will limit the volume of sales outside Québec in 2011 for a second consecutive year. A reduction in financial expenses
compared to the level anticipated in the Strategic Plan and strict control of operating expenses are the main factors that will enable the

company to reach the projected level of net income in 2011.

Furthermore, Hydro-Québec will do its utmost to make an additional contribution, in accordance with the provisions of the Québec govern-

ment’s budget.

The company plans to invest over $4.5 billion in 2011. More than half of this amount will be devoted to development and growth activities

and to the Energy Efficiency Plan. The remainder will go toward facility maintenance and improvements.

Hydro-Québec Production will continue its major hydroelectric development projects, including the commissioning of Eastmain-1-A
powerhouse and the first generating unit at Sarcelle powerhouse. At the same time, it will be working on several fronts at the Romaine
jobsites: carrying on with the engineering work at the Romaine-1 and Romaine-3 developments, starting construction on the dam and
dikes at Romaine-2 and extending the road up to the Romaine-3 site. The four generating stations in this complex will be commissioned
between 2014 and 2020.

Hydro-Québec TransEnergie will invest a considerable amount in development to integrate new hydroelectric and wind capacity in Québec.
It will therefore continue connecting new generating facilities, in particular Eastmain-1-A and Sarcelle powerhouses and the wind farms
built in response to Hydro-Québec Distribution’s calls for tenders. The division will also continue to invest in maintenance and improvement
activities to ensure the reliability and long-term operability of its transmission assets and enhance service quality. These activities include
the project to upgrade the main transmission system, which involves boosting system performance and reinforcing the supply of energy

to major load centres in order to reduce energy losses and make system management more flexible.

Hydro-Québec Distribution will continue to deliver reliable power and high-quality services to its Québec customers. It will make further
investments to handle the growth of its Québec customer base and to maintain and improve its facilities, especially those involved in distri-
bution automation. It will also continue to implement the Energy Efficiency Plan, which includes measures for low-income households, to
achieve the objective of 1 TWh in energy savings set for 2015. In addition, it will complete the deployment of some 800 capacitor banks under

the Addition 1,000 Mvar project, aimed at improving transmission system reliability during periods of exceptional peak demand in Québec.
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Integrated Enterprise Risk Management

For a number of years, Hydro-Québec has applied an integrated enterprise risk management process that is now part of its ongoing busi-

ness practices. This process is supported by various control, communication and assessment mechanisms that enable it to monitor risk

developments on a dynamic basis.

Hydro-Québec’s divisions and corporate units are central to the process. As part of their ongoing activities, they manage the risks to which they

are exposed and reassess them on a regular basis, daily in some cases. In concrete terms, each division or corporate unit must determine and

assess its main risks and then develop and apply mitigation measures to ensure that residual risks are at a level acceptable to Hydro-Québec.

During the annual planning process, this exercise results in a consolidated portfolio of enterprise risks. This consolidated portfolio is presented

to the Board of Directors with the Strategic Plan or the annual Business Plan, which include an analysis of the sensitivity of netincome to the

principal risks. The divisions and corporate units report on their risk management follow-up and activities to the Management Committee,

which then acts as a risk management committee to provide overall monitoring of enterprise risks.

ANNUAL INTEGRATED RISK MANAGEMENT PROCESS

Hydro-Québec
Units

Hydro-Québec
Management

Board of
Directors

January 1

December 31

1st four-month period

Division or group monitoring plans covering
main business risks

Division or group risk management reports —
April review in the form of highlights

Management Committee and
Segment Committees
(in risk management mode)

Review of risk management reports

April 30
=

2nd four-month period

Division or group risk management reports —
August review in the form of highlights

|dentification of risks and validation by
division/group president

Management Committee and
Segment Committees
(in risk management mode)

Review of risk management reports
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August 31
-

3rd four-month period

Business Plan Strategic Plan

Preparation or revision of division or group
business risk portfolios —
Supporting documents for evaluation

Management Committee and
Segment Committees
(in risk management mode)

Review of each division's or group’s risk
portfolio and discussion

Management Committee acting as the
Risk Management Committee with the
President and CEO as CRO

Review of consolidated enterprise risk portfolio,
risk map, probability of reaching net income

Finance Committee

Presentation of consolidated enterprise risk
portfolio, risk map, probability of reaching
net income

Audit Committee

President and CEO's report on integrated
enterprise business risk management process

Board of Directors

Presentation of consolidated enterprise risk
portfolio, risk map, probability of reaching
net income



FINANCIAL RISKS

In the course of its operations, Hydro-Québec carries out transactions that expose it to certain financial risks, such as market and credit risk.
Rigorous follow-up and the adoption of strategies that include the use of derivative instruments considerably reduce exposure to such

risks and their impact on results.

Market risk

Hydro-Québec’s results are subject to different types of market risk associated mainly with fluctuations in the Canadian dollar’s exchange
rate compared to the U.S. dollar as well as fluctuations in interest rates and aluminum prices. Exchange rate fluctuations affect revenue from
sales denominated in U.S. dollars as well as the cost of U.S. dollar-denominated debt and swaps. Interest rate fluctuations affect financial
expenses, pension costs and the authorized return on equity of regulated divisions. Aluminum price fluctuations have an impact on the

revenue from special contracts with certain large industrial customers in Québec.

The three types of market risk are subject to active integrated management, in particular through derivative financial products. The purpose of
such management is to limit the impact of market risk on Hydro-Québec's short-term results, according to strategies and criteria established
based on the company’s risk tolerance. Furthermore, Hydro-Québec can count on certain offsetting factors that mitigate its market risk over
the medium and long term. For example, it holds debt and swaps denominated in U.S. dollars as a hedge against sales in that currency. The
effect of exchange rate fluctuations on sales is thus offset by exchange gains or losses on debt in U.S. dollars. There is also an offsetting effect
between the impact of a general increase or decrease in interest rates on financial expenses, on the one hand, and the impact of such an

increase or decrease on pension costs and the authorized return on equity of regulated divisions, on the other.

Credit risk

Credit risk is the risk that a counterparty may not meet its contractual obligations. Hydro-Québec is exposed to credit risk related to receivables
through ongoing energy sales in Québec. These sales are billed at rates that provide for cost recovery according to conditions approved
by the Régie de Iénergie. The company is also exposed to credit risk related to the cash equivalents, short-term investments and deriva-
tive instruments traded with financial institutions and other issuers and, to a lesser extent, with North American energy companies under

Hydro-Québec Distribution supply contracts and Hydro-Québec Production energy transactions on markets outside Québec.

Exposure to credit risk is mitigated by the implementation of limits and frameworks for risk concentration and level of exposure by counter-
party. To ensure compliance with such limits and frameworks, Hydro-Québec takes a proactive approach based on various controls and
monitoring reports. These enable it to react quickly to any event that could have an impact on the financial condition of its counterparties.
In addition, the company generally does business with counterparties that have a high credit rating. It also enters into agreements to limit

the market value of the main portfolios of derivative instruments.
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OPERATIONAL RISKS

Generation

One of the principal uncertainties that Hydro-Québec faces relates to natural water inflows. Hydro-Québec Production must ensure that
it is able to meet its commitments to supply the annual heritage pool of 165 TWh to Hydro-Québec Distribution and fulfill its contractual
obligations. In concrete terms, this means being able to cover a natural inflow deficit of 64 TWh over two consecutive years, and 98 TWh
over four consecutive years. To meet this requirement, the division applies a variety of mitigation measures and closely monitors them. It
therefore manages its reservoir storage on a multiyear basis and maintains an adequate margin between its generating capacity and its
commitments. This allows the division to compensate for variations in runoff, replenish its reserves or take advantage of business opportunities.

Hydro-Québec regularly reports to the Régie de I'énergie on its generating capacity and the energy reserve of Hydro-Québec Production.

Beyond runoff uncertainties and credit risk, Hydro-Québec Production’s wholesale activities are subject to market risk and the risk of unavail-
ability of generating and transmission equipment. Market risk results from fluctuations in electricity and fuel prices, and is mitigated by
ongoing monitoring of trends in wholesale markets and the use of hedging derivative instruments. The risk of unavailability of generating

and transmission equipment is maintained at a level deemed acceptable through maintenance and upgrade programs.

The risks related to Hydro-Québec Production’s wholesale activities are quantified in an integrated fashion by a team of specialists that
is independent of the group carrying out the transactions. This team sees to the application of controls, presents daily reports to Senior

Management and ensures compliance with the limits approved by Management and the Board of Directors.

Transmission

Several factors, such as extreme weather and equipment failure, may cause service interruptions or result in the unavailability of part of the
transmission system. The multifaceted strategy adopted by Hydro-Québec TransEnergie to prevent these problems includes implementing
the standards of the North American Electric Reliability Corporation and the Northeast Power Coordinating Council, as well as measures to
maintain and improve transmission facilities and extend their useful life. In 2007, the Régie de Iénergie confirmed the reliability expertise of
Hydro-Québec TransEnergie by designating its Direction — Contréle des mouvements dénergie (now the Direction — Contréle et exploitation
du réseau), the unit responsible for system control, as Reliability Coordinator for Québec. In this capacity, the Direction filed the reliability
standards applicable to generating facilities and transmission systems in Québec, as well as a register of entities subject to these standards,
with the Régie in June 2009.

Hydro-Québec TransEnergie must ensure adequate transmission capacity to supply Hydro-Québec Distribution and other customers, as
well as transmission system security and reliability. To do so, the division relies, among other things, on a strategy of ensuring long-term

operability of transmission assets and on optimal management of annual peak load.

Distribution

Hydro-Québec Distribution’s activities are subject to uncertainty related to fluctuations in demand (under normal climate conditions) due
to the economic and energy situation, which have an impact on results. When demand is lower than the forecasts made in the rate applica-
tion, the division cannot recover from customers all the costs related to power distribution, power transmission through the Hydro-Québec
TransEnergie system and customer services. To counter the impact of this risk, the division constantly fine-tunes its method of forecasting

demand for electricity.

In addition, Hydro-Québec Distribution applies a series of measures to ensure long-term operability of the distribution system, and hence
service quality. These measures include compliance with applicable standards for overhead and underground systems, the implementation

of an asset maintenance program and a strategy for asset renewal, as well as vegetation control.

In order to promote better energy use, the division is also pursuing its efforts in the area of energy efficiency.
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Construction

One of the principal risks that Hydro-Québec Equipement et services partagés must deal with is pressure on project costs, due to the rising
cost of labor in the construction industry and higher prices for steel, petroleum products and components manufactured outside Canada,
among other things. In this regard, the ongoing consolidation of electrical equipment suppliers could affect the medium- and long-term

price or availability of such equipment.

To meet its commitments and continue to apply high quality and safety standards, Hydro-Québec Equipement et services partagés has
implemented a number of management measures that reduce its risk exposure. For instance, the division monitors key indicators for trends
in prices and the rate of activity in the construction industry. It has also developed procurement strategies that promote competition or
maintaining expertise in most markets and it adjusts its project completion strategies according to economic conditions, in consultation

with its customers.

Corporate and Other Activities

Environmental protection and conservation are among Hydro-Québec’s central concerns. Most activities that have a significant impact on
the environment are governed by an ISO 14001-certified environmental management system. In addition, every year, the company reviews

its management of environmental issues and details them in its Sustainability Report.

Hydro-Québec is also concerned with information security and the risks associated with confidentiality and with the loss of availability or
integrity of systems and data as a result of malicious acts, error or natural disaster. It regularly assesses how well its information systems are

protected against these threats and implements the necessary security measures. These measures include an information and communica-
tion technologies security program, an antivirus expertise centre, Internet filtering, a security monitoring centre, managing of identities and

access, and managing of incidents and vulnerabilities.

Finally, Hydro-Québec has a corporate emergency response plan to ensure the continuity of its operations and its mission in case of an

exceptional event. The plan defines the material, technical and organizational means required to restore electrical service. It also provides

for effective coordination of all internal and external responders, including public authorities.

CHANGEOVER TO INTERNATIONAL FINANCIAL REPORTING STANDARDS

On February 13,2008, the Canadian Accounting Standards Board (AcSB) confirmed that publicly accountable enterprises would be required
to apply International Financial Reporting Standards (IFRS) in their interim and annual financial statements relating to fiscal years beginning
on or after January 1,201, with comparative information presented for fiscal 2010. On October 28, 2009, the Public Sector Accounting Board
confirmed that government business enterprises such as Hydro-Québec would be required to comply with the standards applicable to

publicly accountable enterprises.

At its meeting of September 7 and 8, 2010, the AcSB approved an amendment to provide an optional one-year deferral of the mandatory date
for adoption of IFRS for entities with activities subject to cost-based rate regulation, whatever the outcome of the International Accounting
Standards Board project concerning rate-regulated activities.

Because it is subject to rate regulation in its power transmission and distribution activities and it recognizes regulatory assets and liabilities

in this regard, Hydro-Québec may use this deferral.
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Hydro-Québec’s consolidated financial statements and all additional financial information contained in this Annual Report are the responsibility
of Management and are approved by the Board of Directors. The consolidated financial statements have been prepared by Management
in accordance with Canadian generally accepted accounting principles and take into account the decisions handed down by the Régie de
I'énergie with respect to the transmission and distribution of electricity. They include amounts determined based on Management’s best
estimates and judgment. Financial information presented elsewhere in the Annual Report is consistent with the information provided in the
consolidated financial statements.

Management maintains an internal control system which includes communicating Hydro-Québec’s code of ethics and code of conduct to
employees, primarily to ensure the proper management of resources and the orderly conduct of business. The objective of this system is to
provide reasonable assurance that the financial information is pertinent and reliable and that the assets of Hydro-Québec are adequately recorded
and safeguarded. An internal auditing process allows evaluation of the sufficiency and effectiveness of control, as well as of Hydro-Québec’s
policies and procedures. Recommendations ensuing from this process are submitted to Management and the Audit Committee.

The Board of Directors is responsible for corporate governance. It assumes its responsibility for the consolidated financial statements principally
through its Audit Committee, composed solely of independent directors, who do not hold full-time positions within Hydro-Québec or in one of its
subsidiaries. The Audit Committee’'s mandate is to ensure that the consolidated financial statements present fairly Hydro-Québec’s financial position,
operating results and cash flows, and to recommend the financial statements to the Board of Directors for approval. The Audit Committee meets
with Management, the Internal Auditor and the external auditors to discuss the results of their audits and the resulting findings with respect to
the integrity and the quality of Hydro-Québec's financial reporting as well as the effectiveness of its internal control system. The Internal Auditor
and the external auditors have full and unrestricted access to the Audit Committee, with or without Management present.

The 2010 consolidated financial statements have been audited jointly by the Auditor General of Québec, KPMG LLP and Ernst & Young LLP.
The 2009 consolidated financial statements were audited jointly by KPMG LLP and Ernst & Young LLP.

2R 1) e

Michael L. Turcotte Thierry Vandal Lise Croteau
Chairman of the Board President and Chief Executive Officer Vice President —

Accounting and Control

Montréal, Québec
February 18,201
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INDEPENDENT
AUDITORS" REPORT

To the Minister of Finance of Québec:

Report on Consolidated Financial Statements
We have audited the accompanying consolidated financial statements of Hydro-Québec, which comprise the consolidated balance sheet as
at December 31,2010, and the consolidated statements of operations, retained earnings, cash flows and comprehensive income for the year

then ended, and a summary of significant accounting policies and other explanatory information.

MANAGEMENT’S RESPONSIBILITY FOR THE CONSOLIDATED FINANCIAL STATEMENTS
Management is responsible for the preparation and fair presentation of these consolidated financial statements in accordance with Canadian
generally accepted accounting principles, and for such internal control as Management determines is necessary to enable the preparation of

consolidated financial statements that are free from material misstatement, whether due to fraud or error.

AUDITORS’ RESPONSIBILITY

Our responsibility is to express an opinion on these consolidated financial statements based on our audit. We conducted our audit in accordance
with Canadian generally accepted auditing standards. Those standards require that we comply with ethical requirements and plan and perform
the audit to obtain reasonable assurance about whether the consolidated financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the consolidated financial statements.
The procedures selected depend on the auditor’s judgment, including the assessment of the risks of material misstatement of the consolidated
financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the
entity’s preparation and fair presentation of the consolidated financial statements in order to design audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. An audit also includes
evaluating the appropriateness of accounting policies used and the reasonableness of accounting estimates made by Management, as well
as evaluating the overall presentation of the consolidated financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

OPINION

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of Hydro-Québec as
at December 31, 2010, and the results of its operations and its cash flows for the year then ended, in accordance with Canadian generally
accepted accounting principles.

OTHER MATTER

The consolidated financial statements of Hydro-Québec for the year ended December 31, 2009, were audited jointly by KPMG LLP and

Ernst & Young LLP, who expressed an unmodified opinion on those statements on February 5, 2010.

Report on Other Legal and Regulatory Requirements
As required by the Auditor General Act (R.S.Q,, ¢.V-5.01), we report that, in our opinion, except for the application of the changes in accounting
policies described in Note 2 to the consolidated financial statements, these principles have been applied on a basis consistent with that of

the preceding year.

/@‘_ﬁ_ et ¥ }M// ra M‘Q&w

Fen auddon
KPMG LLP Ernst & Young LLP Renaud Lachance, FCA auditor
Chartered Accountants Chartered Accountants Auditor General of Québec

Montréal, Québec

February 18, 201

a) CA auditor permit No. 6992
b) CA auditor permit No. 13764
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CONSOLIDATED STATEMENTS OF OPERATIONS

Years ended December 31 Notes 2010 2009
In millions of Canadian dollars (restated, Note 2)
Revenue 12,338 12,333
Expenditure
Operations 2,581 2,527
Electricity and fuel purchases 1,390 1,207
Depreciation and amortization 4 2,605 2,372
Taxes 5 9209 928
Regulatory deferrals 3 (188) 30
7,297 7,064
Operating income 5,041 5,269
Financial expenses 6 2,526 2,398
Net income 2,515 2,871
CONSOLIDATED STATEMENTS OF RETAINED EARNINGS
Years ended December 31 Notes 2010 2009
In millions of Canadian dollars
Balance, beginning of year, reported 17,312 16,445
Adjustments 2 (3,976) (3,812)
Balance, beginning of year, restated 13,336 12,633
Net income 2,515 2,871
15,851 15,504
Dividend 18 1,886 2,168
Balance, end of year 13,965 13,336

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED BALANCE SHEETS

As at December 31
In millions of Canadian dollars

Notes 2010 2009
(restated, Note 2)

ASSETS
Current assets
Cash and cash equivalents 80 472
Short-term investments 1,230 2,117
Accounts receivable and other receivables 15 1,813 1,955
Derivative instruments 15 889 1,324
Regulatory assets 3 43 71
Materials, fuel and supplies 321 339
4,376 6,278
Property, plant and equipment 7 55,512 53,824
Goodwill and intangible assets 8 1,235 1,212
Investments 9 114 109
Derivative instruments 15 952 753
Regulatory assets 3 1,144 883
Other assets 10 2,565 1,933
65,898 64,992
LIABILITIES
Current liabilities
Borrowings 18 29
Accounts payable and accrued liabilities 2,017 2,009
Dividend payable 18 1,886 2,168
Accrued interest 909 899
Derivative instruments 15 308 246
Regulatory liabilities 3 58 3
Current portion of long-term debt 11 1,933 586
7,129 5,940
Long-term debt 11 36,439 37,054
Asset retirement obligations 12 504 467
Derivative instruments 15 2,114 1,960
Regulatory liabilities 3 1 23
Other long-term liabilities 13 857 826
Perpetual debt 14 288 303
47,332 46,573
EQUITY 18
Share capital 4,374 4374
Retained earnings 13,965 13,336
Accumulated other comprehensive income 227 709
14,192 14,045
18,566 18419
65,898 64,992
Commitments and contingencies 22

The accompanying notes are an integral part of the consolidated financial statements.

On behalf of the Board of Directors,

Jacques Leblanc

Chair of the Audit Committee

Michael L. Turcotte

Chairman of the Board
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Years ended December 31 Notes 2010 2009
In millions of Canadian dollars (restated, Note 2)

Operating activities
Net income 2,515 2,871
Adjustments to determine net cash flows from operating activities

Depreciation and amortization 4 2,605 2,372
Amortization of premiums, discounts and issue expenses related to debt securities 6 127 117
Regulatory deferrals 3 (188) 30
Other 27 6)
Change in non-cash working capital items 20 122 (36)
Net change in accrued benefit assets and liabilities (569) (561)
4,639 4,787

Investing activities

Additions to property, plant and equipment (3,916) (3,989)
Additions to intangible assets 8 (88) 61)
Cash receipts from the government reimbursement for the 1998 ice storm 9 19
Disposal (acquisition) of investments 10 (15)
Acquisition of an interest 16 - (580)
Costs related to Energy Efficiency Plan (216) (257)
Net disposal of short-term investments 891 1,430
Other 8 (22)

(3,302) (3,475)

Financing activities

Issuance of long-term debt 1,593 4135
Repayment of long-term debt (1,083) (1,233)
Cash receipts arising from credit risk management 15 2,322 1,125
Cash payments arising from credit risk management 15 (2,374) (2,950)
Net change in short-term borrowings (13) (32)
Dividend paid (2,168) (2,252)
Other (2) @)
(1,725) (1,209
Foreign currency effect on cash and cash equivalents (4) (16)
Net change in cash and cash equivalents (392) 87
Cash and cash equivalents, beginning of year 472 385
Cash and cash equivalents, end of year 80 472
Supplementary cash flow information 20

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

Years ended December 31

2010 2009
In millions of Canadian dollars (restated, Note 2)
Net income 2,515 2,871
Other comprehensive income
Change in deferred (losses) gains on items designated as cash flow hedges (38) 9
Reclassification to operations of deferred gains on items designated as cash flow hedges (444) (543)
(482) (534)
Comprehensive income 2,033 2,337

The accompanying notes are an integral part of the consolidated financial statements.
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Years ended December 31,2010 and 2009
Amounts in tables are in millions of Canadian dollars, unless otherwise indicated.

Under the provisions of the Hydro-Québec Act, Hydro-Québec is mandated to supply power
and to pursue endeavors in energy-related research and promotion, energy conversion and
conservation, and any field connected with or related to power or energy. Hydro-Québec
is required, in particular, to supply a base volume of up to 165 TWh a year of heritage pool
electricity for the Québec market, as set out in the Act respecting the Régie de I'énergie.
As a government corporation, Hydro-Québec is exempt from paying income taxes.

Note 1 Significant Accounting Policies

The consolidated financial statements have been prepared in accor-
dance with Canadian generally accepted accounting principles (GAAP)
and reflect the decisions of the Régie de I'énergie (the "Régie”). These
decisions affect the timing of the recognition of certain transactions in
the consolidated operations, resulting in the recognition of regulatory
assets and liabilities, which Hydro-Québec considers it is likely to recover
or settle subsequently through the rate-setting process.

REGULATION

The Act respecting the Régie de Iénergie grants the Régie exclusive authority
to determine or modify the rates and conditions under which electricity
is transmitted and distributed by Hydro-Québec. Hydro-Québec’s elec-
tricity transmission and distribution activities in Québec are therefore
regulated. Under this legislation, rates are set by reasoned decision of
three commissioners after public hearings. Moreover, the Act stipulates
that rates are determined on a basis that allows for recovery of the cost
of service plus a reasonable return on the rate base.

The Régie and Hydro-Québec are both part of the Québec government
reporting entity. However, the Régie is an independent, quasi-judicial
economic regulatory agency accountable to the National Assembly of
Québec through the Minister of Natural Resources and Wildlife.

Transmission

Hydro-Québec’s power transmission rates for 2010 and 2009 were
determined in Régie decisions D-2010-041 and D-2009-023, respectively,
and became effective on January 1,2010, and January 1,2009, respectively.
The authorized return on the rate base was set at 7.44% in 2010 and
7.65% in 2009, assuming a capitalization with 30% equity.

Distribution

Hydro-Québec’s electricity rates were determined in decisions D-2010-035
and D-2009-021, in which the Régie granted across-the-board rate
increases of 0.35% and 122%, effective April 1, 2010, and April 1, 2009,
respectively. The authorized return on the rate base was set at 7.54%
in 2010 and 7.42% in 2009, assuming a capitalization with 35% equity.

SCOPE OF CONSOLIDATION

The consolidated financial statements include the accounts of Hydro-
Québec, its subsidiaries and its joint ventures. Interests in joint ventures
are accounted for using the proportionate consolidation method.

USE OF ESTIMATES

The preparation of consolidated financial statements in accordance with
GAAP requires that Management make estimates and assumptions that
affect the amounts recognized as assets and liabilities, the disclosures
regarding contingent assets and liabilities at the date of the consoli-
dated financial statements and the amounts recognized as revenue
and expenditure for the years at issue. The estimates relate to revenue,
depreciation and amortization expenses, asset retirement obligations
and employee future benefits, among other things. Actual results could
differ from those estimates.

REVENUE

Substantially all the revenue comes from electricity sales. Revenue from
these sales is recognized on the basis of cyclical billings. It also includes
estimated amounts for electricity delivered but not billed.

FOREIGN CURRENCY TRANSLATION

Self-sustaining foreign operations

The financial statements of foreign operations that are self-sustaining in
terms of financial and operational management are translated according
to the current rate method using the foreign currency as the measuring
unit. Under this method, assets and liabilities are translated into Canadian
dollars at the exchange rate in effect at the balance sheet date, and
revenue and expenditure are translated at the average exchange rate
in effect during the period. The exchange gains or losses resulting from
the translation of the financial statements of these foreign operations are
presented in Accumulated other comprehensive income under Equity
on the balance sheet.

Integrated foreign operations and foreign currency transactions

In the case of foreign operations that are integrated in terms of financial
and operational management, as well as foreign currency transactions,
accounts stated in foreign currencies are translated according to the
temporal method. Under this method, monetary assets and liabilities
are translated into Canadian dollars at the exchange rate in effect at
the balance sheet date, and non-monetary items are translated at the
historical rate. Revenue and expenditure arising from foreign currency
transactions are translated into Canadian dollars at the exchange rate
in effect at the transaction date. The exchange gains or losses resulting
from the translation of monetary items are included in operations, unless
they relate to hedging items for future sales in U.S. dollars, in which case
they are recognized in Other comprehensive income until the year in
which such sales are made.

FINANCIAL INSTRUMENTS

Financial instruments are measured at fair value on initial recognition.
Their measurement in subsequent periods and the recognition of any
changes in fair value depend on the category in which they are classified.
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The following table presents the classification of financial instruments
in the various categories:

Category Financial Instruments

Financial assets and liabilities
held for trading

Designated Cash and cash equivalents
(with initial maturities of
three months or less)

Classified Derivative instruments

Short-term investments
(maturing in more than
three months)

Available-for-sale financial assets

Accounts receivable and
other receivables

Loans and receivables

Government reimbursement for
the 1998 ice storm
(presented in Other assets)

Other financial liabilities Borrowings

Accounts payable and
accrued liabilities

Dividend payable

Accrued interest

Current portion of long-term debt
Long-term debt

Perpetual debt

Financial assets and liabilities are offset when certain conditions are
met. The net amount is therefore reported on the balance sheet when
Hydro-Québec has a legally enforceable right to set off the recognized
amounts and it intends either to settle on a net basis, or to realize the
asset and settle the liability simultaneously. Moreover, futures or forward
contracts on non-financial items that can be settled net are recorded at
the date of settlement if there is a probability of receipt or delivery in
accordance with expected requirements.

Financial assets and liabilities held for trading are recorded at fair value at
the balance sheet date. Changes in fair value are recognized in operations
for the period during which they occur, except in the case of derivative
instruments designated as hedges in a cash flow hedging relationship.

Available-for-sale financial assets are recorded at fair value at the balance
sheet date. Changes in fair value are recorded in Other comprehensive
income until they are realized, at which time they are reclassified
to operations.

Loans and receivables, less any impairment losses, as well as other
financial liabilities are measured at amortized cost using the effective
interest method.

As part of its integrated enterprise risk management, Hydro-Québec uses
various financial instruments to manage its market risk, consisting of
currency risk, interest rate risk and risk resulting from fluctuating energy
and aluminum prices. Hydro-Québec applies cash flow or fair value hedge
accounting to the eligible hedging relationships. It formally documents
all relationships between hedging instruments and hedged items. This
process involves associating all derivative instruments with specific
assets and liabilities on the balance sheet, or with probable anticipated
transactions. Hydro-Québec also measures the effectiveness of hedging
relationships initially and then monthly thereafter. In addition, for hedges
of anticipated transactions, it regularly assesses the probability of the
occurrence of those transactions designated as hedged items.

In the case of a cash flow hedge, the effective portion of changes in the
fair value of an instrument designated as a hedge is recognized under
Other comprehensive income, while the ineffective portion is immediately
recognized in operations, under the line item affected by the hedged

item. Amounts included in Accumulated other comprehensive income are
reclassified to operations, also under the line item affected by the hedged
item, during the periods in which the change in cash flows attributable to
the hedged item affects operations. If a derivative instrument no longer
satisfies hedging conditions or is sold or liquidated, or if Hydro-Québec
terminates its designation as a hedging item, hedge accounting ceases to
be applied on a prospective basis. Previously recognized gains and losses
continue to be carried forward to be recognized in operations during the
same period as the hedged item. If the hedged item ceases to exist, the
gains or losses carried forward are immediately reclassified to operations.

In the case of a fair value hedge, the derivative instrument is recorded
at fair value, and changes in the fair value, including those related to the
ineffective portion of the hedge, are recognized in operations under the
line item affected by the hedged item. Changes in the fair value of the
hedged item attributable to the hedged risk are recorded as adjustments
to the hedged item'’s carrying amount and are offset against operations.

In addition, an embedded derivative must be separated from its host
contract and recognized at fair value on the balance sheet if certain
conditions are met. Hydro-Québec has opted to apply this accounting
treatment to all host contracts issued, acquired or substantively amended
on or after January 1,2003.

Hydro-Québec must classify the fair value measurements of financial
instruments according to a three-level hierarchy, based on the type of
inputs used in making these measurements:

= Level T: Quoted prices in active markets for identical instruments;

= Level 2: Significant inputs and value drivers that are observable in
active markets; and

= Level 3: One or more significant inputs or value drivers that are not
observable market data.

Cash, cash equivalents, short-term investments and derivative instruments
are recognized at fair value.

Except for cash and measurements of exchange-traded derivative
instruments, which are Level T measurements, fair value measurements
for financial instruments are Level 2 measurements. These measurements
are obtained by discounting future cash flows, which are estimated on
the basis of the spot rates or the forward rates or prices (foreign exchange
rates, interest rates, and energy or aluminum prices) in effect on the
balance sheet date, and take into account the credit risk assessment. The
valuation techniques make use of observable market data.

MATERIALS, FUEL AND SUPPLIES

Inventories of materials, fuel and supplies are valued at the lower of cost
and net realizable value. Cost is determined by the weighted average
cost method.

PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment are carried at cost, which comprises
materials, labor, other costs directly related to construction activities, and
financial expenses capitalized during construction. Property, plant and
equipment also include draft-design costs for projects whose technical
feasibility has been demonstrated, whose profitability has been estimated,
and for which Management deems that it will in all likelihood have the
necessary resources for completion. The discounted value of retirement
obligations related to property, plant and equipment is added to the
carrying amount. Moreover, contributions from third parties are applied
against the cost of the related property, plant and equipment.

Financial expenses capitalized to property, plant and equipment under
construction are determined using the average cost of Hydro-Québec’s
long-term debt. When the property, plant and equipment under
construction relate to regulated transmission and distribution activities,
such financial expenses take return on equity into account. The portion
that corresponds to return on equity is included in Revenue in the
consolidated operations.
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Note 1

Property, plant and equipment are depreciated over their useful life,
using the straight-line method. In 2009, the sinking fund method was
used at a rate of 3% for assets related to regulated activities, as explained
in Note 2, Changes to Accounting Policies. The depreciation periods for
the principal categories of property, plant and equipment are as follows:

Hydraulic generation 40 to 100 years
15 to 50 years
30to 50 years

2510 40 years

Thermal generation, including nuclear
Transmission substations and lines
Distribution substations and lines

Other property, plant and equipment 3 to 50 years

When property, plant and equipment are retired, their cost, net of
accumulated depreciation and salvage value, is charged to operations
for the year. Information concerning the recognition of the net retirement
costs of property, plant and equipment related to regulated activities
is provided in Note 3, Effects of Rate Regulation on the Consolidated
Financial Statements.

Maintenance and repair costs are recognized in operations when incurred.

INTANGIBLE ASSETS

Intangible assets are recorded at cost. Financial expenses are capitalized
over the development period.

Internally developed computer software and development costs are
capitalized when they meet capitalization criteria. Development costs
that are not capitalizable and research costs are recognized in operations
as incurred.

Intangible assets with an indefinite useful life are not amortized. These
assets are tested for impairment annually or more frequently if events
indicate a potential impairment loss. The excess of the carrying amount
over the fair value is recognized in operations for the period in which
the impairment is determined.

Intangible assets with a finite useful life are amortized over their useful
life according to the straight-line method over the following periods:

Software and licences 3to 10 years
Development costs 5 years
Patents 20 years

IMPAIRMENT OF LONG-LIVED ASSETS

Hydro-Québec reviews the carrying amount of its property, plant and
equipment and its amortizable intangible assets whenever events or
changes in circumstances indicate that the expected undiscounted net
cash flows could be lower than the carrying amount of the property and
assets. An impairment loss corresponding to the amount by which the
carrying amount exceeds fair value is recognized, if applicable.

INVESTMENTS

Investments in companies over which Hydro-Québec can exercise
significant influence are accounted for on an equity basis.

EMPLOYEE FUTURE BENEFITS

Hydro-Québec offers all its employees a contributory defined-benefit
pension plan based on final pay, as well as other post-retirement and
post-employment benefits.

The cost of pension benefits and other post-retirement benefits provided
in exchange for current service is calculated using the projected benefit
method prorated on years of service. It is based on Management's best
assumptions of the discount rate, the expected return on plan assets,
salary escalation, the increase in health care costs, retirement ages of
employees and other actuarial factors.

Significant Accounting Policies (continued)

In order to establish its employee future benefit obligations, Hydro-Québec
has adopted the following policies:

= Past service costs arising from plan amendments and transitional
balances relating to the pension plan and post-retirement benefits as
at January 1, 1999, are amortized using the straight-line method over
periods not exceeding active employees’ average remaining years of
service, which was 12 years as at January 1, 2010 and 2009.

= Amortization of actuarial gains or losses is recognized in operations for
the year if the unamortized net actuarial gain or loss at the beginning of
the year exceeds 10% of the value of the accrued benefit obligations or
10% of the market-related value of the plan assets, whichever is greater.
The amortization corresponds to the excess divided by active employees’
average remaining years of service.

= The expected return on pension plan assets is based on a market-
related value determined by using a five-year moving average value
for equity securities and by measuring other asset classes at fair value.

ASSET RETIREMENT OBLIGATIONS

Hydro-Québec accounts for asset retirement obligations in the period in
which these legal obligations are incurred when a reasonable estimate of
their fair value can be made. The corresponding costs of asset retirement
are added to the carrying amount of the related long-lived asset and are
amortized over its useful life. In subsequent financial years, any change
due to the passage of time is recognized in operating expenses for the
current year (accretion expense) and the corresponding amount is added
to the carrying amount of the liability. Changes resulting from revisions to
the timing or the amount of the undiscounted cash flows are recognized
as an increase or decrease in the carrying amount of the liability arising
from asset retirement obligations, and the related asset retirement cost
is capitalized as part of the carrying amount of the related asset.

The cash flows required to settle asset retirement obligations are estimated
on the basis of studies that use various assumptions concerning the
methods and timing to be adopted for the retirement. Hydro-Québec
periodically reviews estimates of these cash flows in light of the under-
lying assumptions and estimates, potential technological advances, and
changes in applicable standards, laws and regulations.

AGREEMENTS WITH LOCAL COMMUNITIES

Hydro-Québec has entered into various agreements with the local
communities concerned by certain capital projects and intangible
asset investment projects. The amounts under these agreements are
recognized in Long-term debt if they fall within the definition of a liability,
and the offsetting item is recognized in Property, plant and equipment
or Intangible assets, as the case may be.

RELATED PARTY TRANSACTIONS

In the normal course of business, Hydro-Québec enters into various busi-
ness transactions, including electricity sales, with the Québec government
and its agencies, as well as with other government corporations. These
business transactions are measured at the exchange amount.
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Note2  Changes to Accounting Policies

RECENT CHANGES

2010

Depreciation method for property, plant and

equipment and related issues

On January 1, 2010, Hydro-Québec amended the accounting policy on
the depreciation of property, plant and equipment in order to adopt the
straight-line method. Property, plant and equipment were previously
depreciated using the sinking fund method, at a rate of 3%. Management
believes that the straight-line method of depreciation best reflects the
rate at which Hydro-Québec expects to consume the future economic
benefits of these assets.

Hydro-Québec has applied this change in accounting policy retrospec-
tively with restatement of prior periods for assets related to non-regulated
activities. For assets related to regulated activities, Hydro-Québec has
applied the change prospectively in compliance with the U.S. Financial
Accounting Standards Board's Accounting Standards Codification (ASC) 980,
"Regulated Operations," which is the reference accounting standard for
the evaluation and measurement of the effects of rate regulation. In
decision D-2010-020, the Régie approved the change in the depreciation
method for property, plant and equipment applied by the Transmission
Provider and the Distributor.

The retrospective application of this change in accounting policy resulted
in a decrease of $3,885 million in property, plant and equipment and
retained earnings as at January 1,2010 (53,728 million as at January 1,2009).
The change in accounting policy led to an increase in depreciation
expense and a decrease in property, plant and equipment of $466 million
in 2010 ($157 million in 2009).

Furthermore, in 2010 Hydro-Québec recognized obligations essen-
tially related to the dismantling of thermal generating stations. These
obligations were recognized retrospectively, resulting in the following
changes as at January 1,2010: a $91-million decrease in retained earnings
($84 million as at January 1,2009), a $19-million increase in property, plant
and equipment (521 million as at January 1,2009), a $96-million increase
in asset retirement obligations ($93 million as at January 1, 2009) and a
$14-million increase in other long-term liabilities ($12 million as at January 1,
2009). Their recognition also reduced net income by $7 million in 2010
(57 million in 2009).

2009

Goodwill and intangible assets

On January 1, 2009, Hydro-Québec adopted the recommendations
of Section 3064 of the Canadian Institute of Chartered Accountants
(CICA) Handbook, “Goodwill and Intangible Assets,” which superseded
Section 3062, “Goodwill and Other Intangible Assets,"and Section 3450,
"Research and Development Costs!” Section 3064 establishes standards for
the recognition, measurement, presentation and disclosure of goodwill
and intangible assets. The adoption of these recommendations had no
material impact on the consolidated financial statements.

Rate-regulated activities
On January 1, 2009, the temporary exemption provided for in CICA

Handbook Section 1100, “Generally Accepted Accounting Principles,’

which allowed the recognition and measurement of regulatory assets
and liabilities, was withdrawn. Pursuant to a practice allowed by Canadian
GAAP, however, Hydro-Québec has relied on ASC 980 to maintain its
established accounting treatment for regulatory assets and liabilities. The
withdrawal of the exemption therefore had no impact on the consolidated
financial statements.

Credit risk and the fair value of financial assets and

financial liabilities

On January 20, 2009, the Emerging Issues Committee (EIC) of the CICA
issued Abstract of Issue Discussed EIC-173, “Credit Risk and the Fair Value
of Financial Assets and Financial Liabilities” EIC-173 clarifies that an
entity’s own credit risk and the credit risk of the counterparty should be
taken into account in determining the fair value of financial assets and
financial liabilities, including derivative instruments. The adoption of the
recommendations in this abstract had no impact on the consolidated
financial statements.

Financial instruments — Disclosures

In June 2009, the CICA amended CICA Handbook Section 3862, "Financial
Instruments — Disclosures”” The purpose of the amendments was to
improve disclosures about fair value measurements and the liquidity
risk associated with financial instruments. The information required is
provided in Note 1, Significant Accounting Policies — Financial Instruments,
and Note 15, Financial Instruments.

FUTURE CHANGES

Business combinations

In January 2009, the CICA issued Section 1582, “Business Combinations,’

which superseded Section 1581, “Business Combinations.” Section 1582
establishes the principles and requirements for how the acquirer recog-
nizes and measures in its financial statements the identifiable assets
acquired, the liabilities assumed and any non-controlling interest in the
acquiree. It will apply prospectively to business combinations for which
the acquisition date is in a fiscal year beginning on or after January 1, 2011.

Consolidated financial statements and non-controlling interests

In January 2009, the CICA issued Section 1601, “Consolidated Financial
Statements,"and Section 1602, “Non-Controlling Interests, which super-
seded Section 1600, “Consolidated Financial Statements”” Section 1601
establishes standards for the preparation of consolidated financial
statements. Section 1602 establishes standards for accounting for a non-
controlling interest in a subsidiary in consolidated financial statements
subsequent to a business combination. These sections will apply to
interim and annual financial statements relating to fiscal years beginning
on or after January 1, 2011.
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Note 3

The following information describes the impact on the consolidated
financial statements of accounting methods and practices adopted by
Hydro-Québec in accordance with the Régie’s decisions with respect to
regulated activities.

REGULATORY ASSETS AND LIABILITIES

Costs related to the Energy Efficiency Plan (EEP)

The costs related to implementation of the EEP, such as specific energy
conservation programs, are recognized in a separate account and
amortized over 10 years on a straight-line basis, except for the costs
incurred prior to January 1, 2006, which are amortized over five years.
The amortization period begins in the year after the costs were recorded.
Financial expenses arising from these costs are capitalized at the rate of
return authorized by the Régie on the rate base until such time as they
are included in the rate base and amortization begins. This accounting
practice was authorized by the Régie in decisions D-2002-25, D-2002-288,
D-2003-93 and D-2006-56, which relate to Hydro-Québec’s power distri-
bution activities. Were these activities not regulated, certain costs not
associated with intangible assets as defined in the accounting standards
would be recognized in operations for the year in which they are incurred.
Had none of the costs incurred been related to an intangible asset, net
income for 2010 would have been $121 million lower (5178 million in 2009).

Net costs related to retirement of property, plant and

equipment and intangible assets

In decisions D-2009-023 and D-2009-021, the Régie accepted the
Distributor’s and the Transmission Provider's proposal to recognize net
retirement costs for property, plant and equipment and intangible assets,
except for the costs related to Des Cantons substation, in operations for
the year in which they are incurred. Most of the balance in the related
account, which totaled $267 million as at December 31, 2008, was
therefore expensed in 2009. In decision D-2010-041, the Régie accepted
the Transmission Provider's proposal to recognize retirement costs of
$51 million for assets at Des Cantons substation in operations for 2010.

Revenue variances related to climate conditions

Variances between the Distributor’s actual transmission and distribu-
tion revenue and the revenue forecasts established on the basis of the
climate normal for rate application purposes are recognized in a separate
account and amortized on a straight-line basis over a five-year period,
except for $62 million related to a review of the climate normal, which
was expensed in 2009. Financial expenses arising from these variances are
capitalized at the rate of return authorized by the Régie on the rate base
until such time as they are included in the rate base and amortization
begins. This accounting practice was authorized by the Régie in deci-
sions D-2006-34 and D-2009-016, which relate to Hydro-Québec's power
distribution activities. Were these activities not regulated, expenditure
would have been higher and net income lower by $136 million in 2010
(expenditure lower and net income higher by $65 million in 2009).

Variances in annual cost of transmission service for native load
Variances resulting from any modification of the annual cost of native load
transmission service that has not been taken into account in the setting
of electricity rates are recognized in a separate account and amortized
according to conditions set by the Régie. Financial expenses arising from
these costs are capitalized at the rate of return authorized by the Régie
on the rate base until such time as amortization begins. This accounting
practice was authorized by the Régie in decisions D-2003-93, D-2006-34,
D-2007-12 and D-2008-024, which relate to Hydro-Québec's power distribu-
tion activities. Were these activities not regulated, expenditure would have
been higher and net income lower by $17 million in 2010 (expenditure
lower and net income higher by $104 million in 2009).

Effects of Rate Regulation on the Consolidated Financial Statements

Costs incurred until the rescission of dual-energy Rate BT

The costs incurred until the rescission of dual-energy Rate BT were charged
to a separate account and have been amortized on a straight-line basis
over five years since the rescission date of April 1,2006. These costs mainly
include the deficit resulting from the variance between the supply cost
recognized by the Régie and energy prices in effect, multiplied by the
quantity of electricity delivered to customers at Rate BT between January 1,
2004, and March 31, 2006. Financial expenses arising from these costs
were capitalized at the rate of return authorized by the Régie on the rate
base until March 31, 2006. This accounting practice was authorized by the
Régie in decisions D-2004-47, D-2004-170 and D-2006-34, which relate to
Hydro-Québec’s power distribution activities. Were these activities not
regulated, the costs would have been recognized in operations for the
year in which they were incurred, and net income would have been
$30 million higher in 2010 ($29 million in 2009).

Costs related to the de-icing system at Lévis substation

Certain costs related to the Lévis substation de-icing system, designed in
the wake of the 1998 ice storm to secure the transmission lines supplying
the greater Québec area, were recognized in a separate account. These
costs have been depreciated using the straight-line method starting
from the date of commissioning of the de-icing system, over a period
corresponding to the average remaining useful life of the assets enhanced
by the system. Financial expenses arising from these costs were capitalized
at the rate of return authorized by the Régie on the rate base until such
time as they were included in the rate base and amortization began.
The Régie authorized this accounting practice in decision D-2004-175,
which relates to Hydro-Québec's power transmission activities. Were
these activities not regulated, the costs would have been recognized
in operations for the year in which they were incurred, and net income
would have been $1 million higher in 2010 ($1 million in 2009).

Variances in supply costs for electricity in excess of the heritage pool
Volume and price variances between the actual supply costs for electricity
in excess of the heritage pool and the costs forecasted in the rate cases
and accepted by the Régie for rate-setting purposes are recognized in
a separate account and amortized according to conditions set by the
Régie. Financial expenses arising from these variances are capitalized at
the rate of return authorized by the Régie on the rate base until such
time as amortization begins. This accounting practice was authorized by
the Régie in decisions D-2005-34, D-2005-132, D-2006-34, D-2007-12 and
D-2008-024, which relate to Hydro-Québec’s power distribution activities.
Were these activities not regulated, the actual costs would be recognized
in operations for the year in which they are incurred, and net income
would have been $42 million lower in 2010 (563 million in 2009).

Variances in supply costs for fuel

Variances between the actual costs of fuel purchases and the costs
forecasted in the rate cases and accepted by the Régie for rate-setting
purposes are recognized in a separate account and amortized according
to conditions set by the Régie. Financial expenses arising from these
variances are capitalized at the rate of return authorized by the Régie
on the rate base until such time as amortization begins. This accounting
practice was authorized by the Régie in decision D-2009-016, which relates
to Hydro-Québec’s power distribution activities. Were these activities
not regulated, the actual costs would be recognized in operations for
the year in which they are incurred, and net income would have been
$13 million higher in 2010 ($10 million lower in 2009).

Variances in revenue from point-to-point transmission services

Variances between actual revenue from point-to-point transmission
services and revenue forecasted in the rate cases and accepted by the
Régie for rate-setting purposes are recognized in a separate account
and amortized according to conditions set by the Régie. Financial
expenses arising from these variances are capitalized at the rate of return
authorized by the Régie on the rate base until such time as amortization
begins. This accounting practice was authorized by the Régie in deci-
sions D-2007-08 and D-2008-019, which relate to Hydro-Québec's power
transmission activities. Were these activities not regulated, Hydro-Québec's
expenditure would have been lower and net income higher by $30 million
in 2010 (expenditure lower and net income higher by $17 million in 2009).
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REGULATORY ASSETS

Expected years

of amortization 2010 2009
Costs related to EEP 2011-2020 858 737
Net costs related to retirement of property, plant and equipment and intangible assets - - 51
Revenue variances related to climate conditions? 2011-2016 212 76
Variances in annual cost of transmission service for native load? 20M 17 -
Costs incurred until rescission of dual-energy Rate BT 20m 7 37
Costs related to de-icing system at Lévis substation 20M-2047 1 12
Variances in supply costs for electricity in excess of heritage pool® 20M-2012 52 10
Variances in supply costs for fuel® - - 10
Other? 201-2030 30 21
1,187 954
Current portion 43 71
1,144 883
REGULATORY LIABILITIES
Expected years
of amortization 2010 2009
Variances in supply costs for fuel® 20M (3) -
Variances in revenue from point-to-point transmission services? 2011-2012 (56) (26)
(59) (26)
Current portion (58) ©)]
(1) (23)

a) The change in the variance accounts, net of an amortization expense of $39 million ($87 million in 2009) and capitalized financial expenses of $7 million ($4 million in 2009), as well
as an amount of $4 million under Other (nil in 2009), are recognized under Regulatory deferrals in the Consolidated Statements of Operations, and led to a $188-million decrease in

expenditure ($30-million increase in 2009).

Risks and uncertainties

The risks and uncertainties related to the above regulatory assets and
liabilities are subject to periodic monitoring and assessment. Once
Hydro-Québec considers that it is no longer likely that the net carrying
amount of a regulatory asset or liability will be taken into account in
setting future rates, this amount is recognized in operations for the year
in which the conclusion is reached.

OTHER REGULATORY PRACTICES

Under Régie decisions D-2002-95 and D-2003-93, the compensation
granted by the Québec government for the 1998 ice storm was applied
against the cost of newly constructed property, plant and equipment; it
is amortized over the remaining life of the retired assets, with the excep-
tion of the portion equivalent to the unamortized cost of these assets,
which is amortized over 10 years. The straight-line method is used in both
cases. Were these activities not regulated, the compensation would be
amortized over the useful life of the newly constructed property, plant
and equipment.

In decisions D-2002-95 and D-2004-47, the Régie prescribed capitalizing
financial expenses to property, plant and equipment under construction
and intangible assets under development according to the authorized
rates of return on the rate bases. These rates, which are set using methods
approved by the Régie, take into account a component associated with

the cost of the debt and a component associated with the return on
equity. Were these activities not regulated, financial expenses would be
capitalized using the average cost of Hydro-Québec’s long-term debt.

Under Régie decisions D-2002-95 and D-2003-93, the cost of dismantling
assets that were retired and replaced, net of the salvage value, is added
to the cost of the newly constructed assets. Were these activities not
regulated, these costs would be recognized in operations.

Under Régie decisions D-2006-76 and D-2006-76R, contributions received
for relocation or modification projects relating to certain transmission
grid assets are recognized in a separate account and applied against
property, plant and equipment. These contributions are amortized over
the average useful life of assets for each project, using the straight-line
method. Were these activities not regulated, the contributions would be
amortized over the useful life of each fixed asset concerned.

In decision D-2009-125, the Régie authorized an agreement whereby
energy deliveries provided for in a power purchase contract with an
independent power producer were suspended for 2010. As at December 31,
2009, a $49-million commitment regarding this agreement was recorded
on the balance sheet but had no impact on operating results for 2009. In
decision D-2010-109, the Régie authorized the continued suspension in 2011
of the energy deliveries provided for in that contract. As at December 31,
2010, a $46-million commitment was recorded on the balance sheet but
had no impact on 2010 results.
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Note 4 Depreciation and Amortization

2010 2009

(restated, Note 2)

Property, plant and equipment? 2,265 1,842
Intangible assets 97 97
Regulatory assets and liabilities 220 419
Write-offs 23 14
2,605 2,372

a) Revision of the useful life of property, plant and equipment resulted in a $138-million decrease in depreciation expense in 2009. In the case of some property, plant and equipment
used for hydroelectric generation, this revision increased the maximum depreciation period from 50 to 100 years. The revision of the useful life of property, plant and equipment had
no significant impact on depreciation and amortization expense for 2010.

Note 5 Taxes

2010 2009
Water-power royalties® 561 573
Public utilities tax® 262 188
Capital tax® 51 132
Municipal, school and other taxes 35 35
909 928
a) Water-power royalties of $557 million ($567 million in 2009) payable to the Québec government were recognized in 2010.
b) The public utilities tax and capital tax are paid to the Québec government.
Note 6  Financial Expenses
2010 2009
Interest
Interest on debt securities 2,495 2411
Amortization of premiums, discounts and issue expenses related to debt securities 127 117
2,622 2,528
Net exchange loss 7 40
Guarantee fees related to debt securities® 183 174
190 214
Less
Capitalized financial expenses 276 318
Net investment income 10 26
286 344
2,526 2,398

a) Guarantee fees related to debt securities are paid to the Québec government.
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Note 7 Property, Plant and Equipment

2010
Accumulated Under Net carrying
In service depreciation construction amount
Generation
Hydraulic 37,990 13,549 3,107 27,548
Thermal, including nuclear 2,697 2171 690 1,216
Other 757 432 20 345
41,444 16,152 3,817 29,109
Transmission
Substations and lines 23,519 8,091 791 16,219
Other 2,188 1,272 66 982
25,707 9363 857 17,201
Distribution
Substations and lines 12,661 5216 334 7,779
Other 1,927 1,072 84 939
14,588 6,288 418 8,718
Construction 28 17 3 14
Corporate and Other Activities 1,136 720 54 470
82,903 32,540 5,149 55,512
2009
(restated, Note 2)
Accumulated Under Net carrying
In service depreciation construction amount
Generation
Hydraulic 36,365 12,950 2,627 26,542
Thermal, including nuclear 2,649 2,139 449 959
Other 753 408 6 351
40,267 15,497 3,082 27,852
Transmission
Substations and lines 22,607 7,409 698 15,896
Other 2,108 1,214 69 963
24,715 8,623 767 16,859
Distribution
Substations and lines 12,325 4907 301 7,719
Other 1,891 1,039 91 943
14,216 5,946 392 8,662
Construction 28 17 - 1
Corporate and Other Activities 1,078 693 55 440
80,304 30,776 4,296 53,824
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Note8  Goodwill and Intangible Assets

2010 2009
Accumulated Net carrying Accumulated Net carrying
Cost amortization amount Cost amortization amount
Intangible assets
Subject to amortization®
Software and licences 1,385 841 544 1,296 754 542
Development costs 45 23 22 36 18 18
Patents 1 5 6 1 5 6
1,441 869 572 1,343 777 566
Not subject to amortization
Servitudes® 371 354
Water-power rights 282 2820
653 636
Goodwill 10 10
1,235 1,212

a) Additions for the year totaled $88 million as at December 31, 2010 ($61 million as at December 31, 2009), including $82 million ($56 million as at December 31, 2009) in internal
development costs.

b) The amount indicated is the fair value of the water-power rights upon allocation of the purchase price of the Manicouagan Power Limited Partnership. Information concerning this
acquisition is presented in Note 16, Acquisition of an Interest.

Note 9 Investments

2010 2009
At equity
Churchill Falls (Labrador) Corporation Limited 97 86
CITEQinc. (5) (5)
92 81
Other 22 28
114 109
Note10  Other Assets
Note 2010 2009
Accrued benefit assets 21 2,361 1,736
Government reimbursement for the 1998 ice storm? 74 71
Other 130 126
2,565 1,933

a) Payable in quarterly installments of $6 million until January 15, 2010, followed by quarterly installments of $3 million between April 15, 2010, and October 15,2019, and a final installment of
$0.4 million on January 15, 2020. These installments include interest at an annual rate of 7.2%. The current portion, presented under Accounts receivable and other receivables, amounted
to $8 million as at December 31,2010 ($20 million as at December 31,2009). The fair value of this financial asset, including the current portion, totaled $99 million as at December 31,2010
($100 million as at December 31, 2009).
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Note1l  Long-Term Debt

Long-term debt is mainly composed of bonds, medium-term notes and the balance of liabilities under agreements entered into with local communities.

The following table presents the debt at amortized cost, including the current portion, by currency at the time of issue and at the time of repayment.

Swaps related to long-term debt were taken into account in determining the percentages of debt by currency at the time of repayment.

2010 2009
At time At time of At time At time of
of issue repayment of issue repayment
At closing At closing
In Canadian exchange In Canadian exchange
dollars rates as at dollars rates as at
and other the balance and other the balance
currencies sheet date % % currencies sheet date % %
Hydro-Québec’s debt
Canadian dollars 29,869 29,869 78 96 28,801 28,801 77 96
U.S. dollars 8,047 7,989 21 4° 8,050 8410 22 4
Other currencies
Euros 60 80 - - 59 89 - -
Yen 2,002 24 - - 2,004 22 - -
Pounds sterling 239 370 1 - 238 403 1 -
38,332 37,725
Plus
Adjustment for fair-value
hedged risk 20 - - (109) - -
Subsidiaries’ debt
U.S. dollars 20 20 - - 23 24 - -
38,372 100 100 37,640 100 100
Less
Current portion 1,933 586
36,439 37,054

a) Of this amount, 99.4% was used to hedge sales in U.S. dollars as at December 31, 2010 and 2009.

INTEREST RATES

The following table shows interest rates, which take into account stated interest rates on debt securities, including premiums and discounts, as well

as the effect of swaps related to long-term debt:

% 2010 2009

Canadian us. Other Weighted Weighted
Maturity dollars dollars currencies average average
1to 5 years 434 8.72 10.19 6.21 567
610 10 years 10.54 7.13 6.10 10.02 7.10
Nto 15 years 9.74 868 = 9.17 946
16 to 20 years 6.01 9.51 = 9.41 8.79
21to 25 years 530 = = 5.30 743
26 to 30 years 5.16 = = 5.16 599
31to 35 years 493 = = 493 517
36 to 40 years 4.79 = = 4.79 4.92
41to 45 years = = = - 4.96
46 to 50 years 6.62 = = 6.62 -
51to 55 years = = = = 6.62
Weighted average 573 9.03 9.38 6.37 6.57

As at December 31, 2010, the floating-rate portion of long-term debt amounted to 10.6%, or 11.3% including perpetual debt (9.4%, or 10.1% including

perpetual debt, as at December 31, 2009).

HYDRO-QUEBEC // ANNUAL REPORT 2010 // FINANCIAL REVIEW // NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

//

83



84

Note1l  Long-Term Debt (continued)

FAIR VALUE

The fair value of the long-term debt, including the current portion, totaled
$48,886 million as at December 31,2010 (546,422 million as at December 31,
2009). Taking into account swaps related to long-term debt, it amounted
to $49,842 million (547,258 million as at December 31, 2009). Fair value is
obtained by discounting future cash flows, based on forward interest rates
derived from interest rates at the close of business on the balance sheet
date for similar instruments traded on capital markets. Changes in fair value
reflect sensitivity to capital market interest rates. However, Management'’s
primary intention is to hold these debt securities until maturity.

CREDIT FACILITY AND LINES OF CREDIT

Hydro-Québec has an undrawn credit facility of US$2,000 million,
composed of two tranches, one of US$360 million and the other of
US$1,640 million, including a US$750-million swing loan, which will
expire in 2012 and 2013. Any debt securities will bear interest at a rate
based on the London Interbank Offered Rate (LIBOR), except for the
swing loan, which is at the U.S. base rate. Hydro-Québec also has access
to undrawn lines of credit totaling $362 million, which are renewed
automatically in the absence of notice to the contrary and bear interest
at the prime rate.

Note12  Asset Retirement Obligations

Liabilities arising from asset retirement obligations relate to the cost of
dismantling Gentilly-2 nuclear generating station at the end of its useful
life, the removal of spent nuclear fuel resulting from its operation, and
the dismantling of thermal generating stations and certain fuel tanks
and transmission substations.

Hydro-Québec has also identified asset retirement obligations relating
to transmission activities for which no liability has been recognized since
it expects to use these assets for an undetermined period. These relate
to property, plant and equipment for which Hydro-Québec does not
have sufficient information to accurately establish a schedule for the
obligations. A liability resulting from these asset retirement obligations
will be recognized in the period in which there is sufficient information
to establish such a schedule.

The aggregate carrying amount of the asset retirement obligations is as follows:

2010
Dismantling
of nuclear Removal
generating of spent Dismantling
station? nuclear fuel® of other assets Total
Balance, beginning of year 185 170 112 467
Liabilities incurred - 2 1 3
Accretion expense 12 16 5 33
Liabilities settled - (1) (1) (2)
Revision of estimated cash flows and expected timing of payments - - 3 3
Balance, end of year 197 187 120 504
2009
(restated, Note 2)
Dismantling
of nuclear Removal
generating of spent Dismantling
station? nuclear fuel® of other assets Total
Balance, beginning of year 129 155 109 393
Liabilities incurred - 2 3 5
Accretion expense 9 14 5 28
Liabilities settled - (1) 2) (3)
Revision of estimated cash flows and expected timing of payments 47 - (3) 44
Balance, end of year 185 170 112 467

a) The Québec government has provided an irrevocable financial guarantee of up to $685 million to the Canadian Nuclear Safety Commission (CNSC) for the performance of Hydro-Québec’s
obligations with regard to the cost of dismantling Gentilly-2 nuclear generating station at the end of its useful life and the removal of spent nuclear fuel. This financial guarantee is required
under the CNSC licence issued to Hydro-Québec to operate the generating station until June 30, 2011. In 2011, the CNSC will decide on the application submitted by Hydro-Québec to

renew its operating licence until June 30, 2016.
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The carrying amount of the asset retirement obligations is based on the following key assumptions:

Dismantling
of nuclear Removal
generating of spent Dismantling
station nuclear fuel of other assets
Estimated cash flows (in constant dollars) required to settle
the obligations®

As at December 31, 2010 932 667 170

As at December 31, 2009 914 651 162

Expected timing of payment of the cash flows required to settle
the obligations
As at December 31, 2010
As at December 31, 2009

Between 2040 and 2071
Between 2040 and 2071

Between 2011 and 2092
Between 2010 and 2092

Between 2011 and 2159
Between 2010 and 2159

Credit quality—adjusted, risk-free rate at which the estimated
cash flows have been discounted (%)
Initial recognition of obligations
Subsequent recognition of obligations

Between 5.0 and 5.5 5.5

Between 2.4 and 6.4
1.3and 6.1

6.4 6.4

a) Inflation rates varying between 1.8% and 3.6% were used to determine the asset retirement obligations.

HYDRO-QUEBEC NUCLEAR FUEL WASTE
MANAGEMENT TRUST FUND

On November 15, 2002, the Nuclear Fuel Waste Act came into force. Under
this Act, Canadian nuclear energy corporations were required to set up
a waste management organization whose role would be to propose a
long-term approach for managing spent nuclear fuel to the Government
of Canada. Each nuclear energy corporation was also required to set
up a trust fund to finance the costs of long-term management of its
nuclear fuel waste.

In November 2005, the Nuclear Waste Management Organization (NWMO)
filed its report with the Government of Canada and recommended an
approach which was adopted in June 2007.

In October 2007, the members of the NWMO ratified an agreement that
sets forth a formula for financing the costs of long-term nuclear fuel
waste management. This formula, approved by the Canadian Minister
of Natural Resources in April 2009, is used to determine each member’s
share for the coming years, based on the number of spent nuclear fuel
bundles produced at a given date. It also takes into account the date on
which each member plans to start shipping spent nuclear fuel bundles
to the future national repository site.

The amounts deposited in the trust funds can only be used to finance
the application of the approach adopted by the Government of Canada.
As at December 31, 2010, the investments held in the Hydro-Québec trust
fund were composed of Hydro-Québec securities, the fair value of which
totaled $77 million ($62 million as at December 31, 2009).

Note13  Other Long-Term Liabilities
Notes 2010 2009
(restated, Note 2)
Accrued benefit liabilities 21 761 705
Accounts payable 96 91
Balance of purchase price (payable in 2011) 16 - 30
857 826

Note 14  Perpetual Debt

Perpetual notes in the amount of $288 million (US$289 million) as at
December 31,2010, and $303 million (US$289 million) as at December 31,
2009, bear interest at LIBOR plus 0.0625%, as determined semiannually.
The notes are redeemable at Hydro-Québec’s option. No portion was
redeemed in 2010 and 2009. Various derivative instruments recorded at
fair value are used to mitigate the currency risk associated with this debt.

As at December 31, 2010 and 2009, the rates applicable to the perpetual
notes were 0.6% and 0.8%, respectively. The fair value of these notes was
$263 million as at December 31,2010 (5255 million as at December 31,2009).
Fair value is obtained by discounting future cash flows, based on forward
interest rates derived from interest rates at the close of business on the
balance sheet date for similar instruments traded on capital markets.
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Note 15 Financial Instruments

In the course of its operations, Hydro-Québec carries out transactions that
expose it to certain financial risks, such as market, liquidity and credit risk.
Exposure to such risks and the impact on operating results are significantly
reduced through careful monitoring and implementation of strategies
that include the use of derivative instruments.

MARKET RISK

Market risk is the risk that the fair value or future cash flows of a financial
instrument will fluctuate as a result of changes in market prices. Hydro-
Québec is exposed to three main types of market risk: currency risk,
interest rate risk and risk associated with energy and aluminum prices.
Active integrated management of these three types of risk aims to limit
their impact on operating results so that sensitivity to each risk, once
mitigated, is at an acceptable level.

MANAGEMENT OF LONG-TERM RISK

Management of risk associated with sales in U.S. dollars

Currency risk — Hydro-Québec uses currency swaps and a portion of its
U.S. dollar—-denominated debt to manage currency risk associated with
probable U.S.-dollar sales, designating them as cash flow hedges. The
impact of these hedging transactions on operating results is recognized
in Revenue.

Management of risk associated with long-term debt

Currency risk and interest rate risk — Hydro-Québec uses currency swaps
to manage the currency risk associated with long-term debt and forward
contracts and interest-rate swaps to modify long-term exposure to interest
rate risk. When designated as hedging items, these derivative instruments
are recognized as cash flow hedges or fair value hedges, depending on
the risk hedged. The impact on operating results of foreign currency
hedging transactions and those associated with long-term debt interest
rates is recognized in Financial expenses.

The following table shows the notional amounts of swaps used to manage risk associated with U.S.-dollar sales and long-term debt, expressed in

Canadian dollars and other currencies:

2010° 2009°
Maturity 1to 5 years 6to 10 years 11 to 15 years 16 to 20 years Total Total
Swaps
Canadian dollars 252 (381) (3,583) (3,133) (6,845) (6,466)
UsS. dollars 260 322 3,100 2,620 6,302 5,845
Other currencies
Yen 1,000 1,000 - - 2,000 2,000
Euros - 61 - - 61 61
Pounds sterling 240 - - - 240 240

a) Figures in parentheses represent amounts to be paid.

The following table shows the fair value of swaps and forward contracts used to manage risk associated with U.S.-dollar sales and long-term debt,

expressed in Canadian dollars:

2010 2009

Instruments designated as cash flow hedges for U.S.-dollar sales? 213 441
Instruments designated as cash flow hedges for debt (1,928) (1,684)
Instruments designated as fair value hedges for debt (58) (129)
(1,773) (1,372)

Instruments not designated as hedges® 1,234 1,182
(539) (190)

a) A portion of the long-term debt, with a nominal value amount of US$1,403 million as at December 31, 2010 and 2009, was also designated as a cash flow hedge for U.S-dollar sales.

b) Transactions carried out as part of Hydro-Québec's risk management, including $1,030 million in consideration of amounts received or disbursed with respect to credit risk mitigation

agreements in 2010 ($977 million in 2009).

MANAGEMENT OF SHORT-TERM RISK

Currency risk — Hydro-Québec uses options and forward contracts to
manage its foreign currency risk exposure over the short term. When
designated as hedging items, these derivative instruments are recognized
as cash flow hedges. The impact of currency risk hedging transactions
on operating results is recognized in the line item corresponding
to the hedged item, namely Revenue, Electricity and fuel purchases,
or Financial expenses. The nominal amount of open positions as at
December 31, 2010, was US$212 million, with US$78 million in sales
contracts and US$290 million in purchase contracts (US$625 million,
with US$923 million in sales contracts and US$298 million in purchase
contracts as at December 31,2009).

Interest rate risk — Hydro-Québec uses options, interest rate swaps and
forward rate agreements to manage short-term interest rate risk. When
designated as hedging items, these derivative instruments are recognized
as cash flow hedges. The impact on operating results of transactions to
hedge short-term interest rate risk is recognized in Financial expenses.

Price risk — Hydro-Québec uses mainly options, swaps and commodity
futures to manage risks resulting from fluctuations in energy and
aluminum prices. When designated as hedging items, these derivative
instruments are recognized as cash flow hedges. The impact on the
operating results of transactions to hedge the risk of variability in energy
and aluminum prices is recognized in the line item corresponding to the
hedged item, namely Revenue. In order to hedge exposure to the risk
of variability in energy and aluminum prices, Hydro-Québec has traded
derivative instruments for which open positions as at December 31, 2010,
totaled 158,300 tonnes of aluminum (244,900 tonnes as at December 31,
2009), electricity swaps for which open positions as at December 31,2010,
were 7.5 TWh (103 TWh as at December 31,2009) and natural gas futures
for which open positions as at December 31, 2010, were 4.0 million MBtu
(172 million MBtu as at December 31,2009).
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The following table presents the fair value of derivative instruments used to manage short-term financial risk, depending on whether or not they

are designated as hedges:

2010 2009

Instruments designated as cash flow hedges (33) 43

Instruments not designated as hedges (9) 18
(42)° 61°

a) Of which $4 million ($3 million in 2009) was equal to the aggregate financial instruments measured on the basis of quoted market prices (Level 1) and $(46) million ($58 million in 2009)

to instruments measured using techniques based on observable market inputs (Level 2).

EFFECT OF HEDGES
Effect of hedges on operating results

Effect of cash flow hedges

As at December 31, 2010, the net loss arising from the ineffectiveness of
cash flow hedges recognized in operations totaled $25 million ($12 million
as at December 31, 2009).

As at December 31, 2010, Hydro-Québec estimated at $261 million the
net gains included in Accumulated other comprehensive income that
would be reclassified to operations in the next 12 months (5337 million
as at December 31,2009).

In 2010, Hydro-Québec did not reclassify any amount in Accumulated other
comprehensive income to operations (56-million net gain reclassified in
2009) as a result of the discontinuance of cash flow hedges.

As at December 31, 2010, the maximum period during which Hydro-Québec
hedged its exposure to the variability of cash flows related to anticipated
transactions was 6 years (7 years as at December 31,2009).

Effect of fair value hedges

As at December 31, 2010, the net loss arising from the ineffectiveness of
fair value hedges recognized in operations was $10 million (net gain of
$16 million as at December 31, 2009).

Effect of revaluation of derivative instruments

not designated as hedges

As at December 31, 2010, the net gain recognized in operations as a result
of the revaluation of the fair value of derivative instruments that had not
been accounted for using hedge accounting totaled $10 million ($4 million
as at December 31,2009). These instruments are essentially related to risk
management transactions.

Sensitivity analyses

The risks associated with variability in foreign exchange rates, interest rates
and energy and aluminum prices are the subject of integrated manage-
ment aimed at limiting the impact of such risks on operating results. Most
of the derivative instruments traded are designated as cash flow hedges
orfair value hedges and therefore reduce the volatility of operating results,
except for the ineffective portion of the hedges, which is insignificant.
Derivative instruments which are not designated as hedges, but which
nonetheless serve to hedge at-risk opposite positions, also reduce the
volatility of operating results. The sensitivity of operating results is thus
limited to net exposure to unhedged risks.

As at December 31, 2010, had the exchange rate (C$/USS) been 5%
higher or lower, net income would have been $7 million higher or
lower, respectively ($19 million as at December 31, 2009), while Other
comprehensive income would have been $71 million higher or lower,
respectively (511 million lower or higher as at December 31, 2009). The
analysis is based on financial assets and liabilities denominated in U.S.
dollars, including cash of US$53 million (US$82 million as at December 31,
2009). It also takes into account the impact of hedged sales in U.S. dollars.

In 2010, had interest rates been 50 basis points higher or lower, netincome
would have been $12 million lower or higher, respectively (511 million in
2009), while Other comprehensive income would have been $233 million
higher or $179 million lower (572 million higher or $77 million lower in 2009).

In 2010, had the price of aluminum been 5% higher or lower, netincome
would have been $3 million higher or lower, respectively ($1 million
in 2009), taking into account the effect of hedged sales, and Other
comprehensive income would have been $26 million lower or higher,
respectively (529 million in 2009).

LIQUIDITY RISK

Liquidity risk is the risk that Hydro-Québec will have difficulty meeting
commitments related to its financial liabilities.

Hydro-Québec’s exposure is reduced by a large volume of cash from
operations, a diversified portfolio of highly liquid or readily convertible
instruments traded with high-quality counterparties, preauthorized
sources of financing, the quality of Hydro-Québec’s signature on financial
markets, diversified sources of financing and its management of the
proportions of floating-rate debt and debt repayable in foreign currency.

Moreover, as at December 31, 2010, $36,932 million in long-term debt,
perpetual debt and borrowings was guaranteed by the Québec govern-
ment (536,518 million as at December 31, 2009).
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Note 15 Financial Instruments (continued)

Maturities of financial liabilities are presented in the following table. The amounts reported are contractual undiscounted cash flows, representing
payments of principal and interest with respect to financial liabilities as at December 31, 2010.

Accounts

payable and Dividend Long-term Derivative
Maturity Borrowings® accrued liabilities payable debt instruments®
20M 18 1,683 1,886 4,354 451
2012 - 42 - 3,39 149
2013 - 20 - 3,163¢ 286
2014 - 13 - 4,206 124
2015 = = = 2423 277
1to 5 years 18 1,758 1,886 17,542 1,287
610 10 years - 14 - 13,903 559
11to 15 years - - - 13,674 874
16 to 20 years - - - 8,982¢ 705
2110 25 years - - - 11,334 -
26 to 30 years - - - 7,745 -
31to 35 years - - - 8,575 -
36 to 40 years - - - 5,884 =
41to 45 years - - - 1,626 -
46 1o 50 years - - - 1,661 -
511to 55 years - - - 133 -
56 years and over - - - 1,546 -
Total 18 1,772 1,886 92,605 3,425
Carrying amount 184 1,7709.¢ 1,886¢ 38,372f 2422

a) As at December 31, 2010, the weighted average interest rate on interest-bearing short-term borrowings was 0.75% (0.88% as at December 31, 2009).

b) Agreements entered into with certain counterparties to limit the market value of these financial instruments could result in cash receipts or payments at dates different from the initially

scheduled maturity.

) Certain debts carry sinking fund requirements.

d) Because of their short-term maturities, the carrying amount of these financial liabilities approximates their fair value.

e) Of this amount, $1,683 million is recorded in Accounts payable and accrued liabilities and $87 million in Other long-term liabilities.

f) Including the current portion.

Contractual maturities of perpetual debt, whose terms and conditions
are described in Note 14, Perpetual Debt, result in biennial interest flows.

CREDIT RISK

Credit risk is the risk that one party to a financial asset will fail to meet
its obligations.

Hydro-Québec is exposed to credit risk related to cash and cash equiva-
lents, short-term investments and derivative instruments traded with
financial institutions. It is also exposed to credit risk related to accounts
receivable and other receivables arising primarily from its day-to-day
energy sales in and outside Québec. Credit risk is limited to the carrying
amount presented under assets on the balance sheet, which approxi-
mates fair value.

Cash and cash equivalents, short-term investments and

derivative instruments

In order to reduce its credit risk exposure, Hydro-Québec deals with
Canadian and international issuers and financial institutions with high
credit ratings. In addition, it applies policies to limit risk concentration
as well as various monitoring programs and sets credit limits for each
counterparty. Through prior agreements, it can also limit the market value
of the main derivative instrument portfolios. Any variation in market value
beyond the agreed-upon limit results in a cash receipt or payment. As at
December 31, 2010, substantially all counterparties dealing with Hydro-
Québec had a credit rating over A-, and none of them had defaulted on
their obligations to Hydro-Québec.

Customers - Energy sales (classified in Accounts receivable and
other receivables)

Exposure to credit risk from energy sales is limited due to Hydro-Québec’s
large and diverse customer base. Management believes that Hydro-
Québec is not exposed to a significant credit risk, particularly because
sales in Québec are billed at rates that allow for recovery of costs based
on the terms and conditions set by the Régie. Moreover, Hydro-Québec

holds as collateral customer deposits totaling $59 million ($53 million as
at December 31,2009), of which $15 million ($12 million as at December 31,
2009) is recognized under Accounts payable and accrued liabilities,
and $44 million ($41 million as at December 31, 2009) under Other
long-term liabilities.

The value of accounts receivable, by age and net of the related allowance
for doubtful accounts, is presented in the following table:

2010 2009
Accounts receivable

Under 30 days® 1,362 1,414
30 to 60 days 47 62
6110 90 days 25 35
Over 90 days 148 190
1,582 1,701
Other receivables® 231 254

Accounts receivable and
other receivables© 1,813 1,955

a) Including unbilled electricity deliveries, which totaled $1,092 million as at December 31,2010
(51,071 million as at December 31, 2009).

b) Including a financial guarantee of $16 million ($31 million in 2009) covering certain
financial instruments held at year end.

¢) Including US$107 million (US$127 million in 2009) translated at the effective exchange
rate at the balance sheet date.

The allowance for doubtful accounts was increased by $29 million
($48 million in 2009) to $278 million as at December 31, 2010 (5249 million
as at December 31,2009). The allowance is based on account age and
customer standing.
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Note 16  Acquisition of an Interest

On December 9, 2009, Hydro-Québec acquired, through its subsidiary
HQ Manicouagan inc., a 60% interest in Manicouagan Power Limited
Partnership, which owns and operates a hydroelectric generating station
on the Riviére Manicouagan, for a consideration of $616 million, including
cash, a balance of purchase price and acquisition fees. Hydro-Québec
consequently acquired joint control over this limited partnership with
Alcoa Ltd, which has a 40% interest, because under a contractual agree-
ment, major operating, investment and financing decisions must be
approved by all the directors. The transaction was accounted for using
the purchase method.

The purchase price was broken down as follows:

Current assets 9
Property, plant and equipment 373
Water-power rights 282
664
Current liabilities 47
Long-term liabilities 1
48
Purchase price 616
The consideration was determined as follows:
Cash 580
Balance of purchase price (payable in 2011) 30
Acquisition fees 3
Other 3
616

Note 17 Interests in Joint Ventures

The proportionate share of the joint venture items included in the consolidated financial statements is presented in the following table. These joint

ventures consist of the interests managed by Hydro-Québec Production and the Groupe - Technologie.

2010 20092

Operations

Revenue 115 64

Expenditure and financial expenses 85 61
Net income 30 3
Balance Sheets

Current assets 11 16

Long-term assets 665 679

Current liabilities 5 48

Long-term liabilities 21 26
Net assets 650 621
Cash Flows

Operating activities 6 3

Investing activities (4) -

Financing activities (4) (10)
Net change in cash and cash equivalents (2) (7)

a) Hydro-Québec’s share in the balance sheet, operations and cash flows of Manicouagan Power Limited Partnership has been included in the consolidated financial statements since

the acquisition date, December 9, 2009. Information concerning this acquisition is presented in Note 16, Acquisition of an Interest.
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Note18  Equity

SHARE CAPITAL

The authorized share capital consists of 50,000,000 shares with a par
value of $100 each, of which 43,741,090 shares were issued and paid up
as at December 31, 2010 and 2009.

RETAINED EARNINGS

Under the Hydro-Québec Act, the dividends to be paid by Hydro-Québec
are declared once a year by the Québec government, which also deter-
mines the terms and conditions of payment. For a given financial year,
the dividend cannot exceed the distributable surplus, equal to 75% of net
income. This calculation is based on the consolidated financial statements.

ACCUMULATED OTHER COMPREHENSIVE INCOME
CASH FLOW HEDGES

However, in respect of a given financial year, no dividend may be declared
in an amount that would have the effect of reducing the capitalization
rate to less than 25% at the end of the year. The Québec government
declares the dividend for a given year within 30 days after Hydro-Québec
has sent it the financial data related to the distributable surplus. Upon
expiry of the prescribed period, all or a portion of the distributable surplus
that has not been subject to a dividend declaration may no longer be
distributed to the shareholder as a dividend.

For 2010, the dividend is $1,886 million (52,168 million for 2009).

2010 2009
Balance, beginning of year 709 1,243
Change for the year (482) (534)
Balance, end of year 227 709

Note19 Capital Management

Hydro-Québec manages its capital in such a way as to meet its share-
holder’s expectations, safeguard its funds at all times and sustain its
growth. It fosters a management environment allowing it to enhance the
long-term value of its assets and equity, ensure its financial sustainability,
preserve its financing capability and safeguard its funds and securities.

CAPITALIZATION

In addition to equity, capital includes long-term debt, perpetual debt,
short-term borrowings and derivative instruments.

Hydro-Québec uses its capitalization rate to monitor its capital structure.
[t aims to maintain capitalization at no less than 25%.

2010 2009
Equity 18,566 18419
Long-term debt, including current portion 38,372 37,640
Perpetual debt 288 303
Short-term borrowings 18 29
Derivative instruments 581 129
Total 57,825 56,520
Capitalization rate (%)2 32.1 326

a) Equity divided by the sum of equity, long-term debt (including current portion), perpetual debt, short-term borrowings and derivative instrument liabilities, less derivative instrument assets.

In 2010, Hydro-Québec’s capital management objectives were unchanged from 2009.
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Note 20  Supplementary Cash Flow Information

2010 2009

Change in non-cash working capital items
Accounts receivable and other receivables 124 (38)
Materials, fuel and supplies 15 (51)
Accounts payable and accrued liabilities (6) 78
Accrued interest (11) (25)
122 (36)

Investing activities not affecting cash

Increase in property, plant and equipment 112 162
Interest paid 2,149 2,102

Note21 Employee Future Benefits

Hydro-Québec’s pension plan (the “Pension Plan”) is a funded plan that
ensures pension benefits based on the number of years of service and
an average of the best five years of earnings. These benefits are indexed
annually based on a rate which is the greater of the inflation rate, up to
a maximum of 2%, and the inflation rate less 3%.

Hydro-Québec also offers other post-retirement and post-employment
benefits. Post-retirement benefits are provided by group life, medical
and hospitalization insurance plans, which are contributory plans with
contributions adjusted annually. Post-employment benefits are under
non-contributory salary insurance plans, which pay short-and long-term

disability benefits. Most of these plans are not funded, with the exception
of the long-term disability salary insurance plan, which is fully funded, and
the supplementary group life insurance plan, which is partially funded.

Hydro-Québec’s employee benefit plans are defined-benefit plans.
The accrued benefit obligations of these plans, valued by independent
actuaries, and their assets, at fair value, are valued as at December 31 of
each year. The most recent actuarial valuation for funding of the Pension
Plan was as at December 31,2009, and the next valuation, to be dated
December 31,2010, is currently in progress.

The following table presents information concerning Hydro-Québec’s employee future benefit plans:

Pension Plan Other plans
2010 2009 2010 2009
Accrued benefit obligations
Balance, beginning of year 12,742 10,208 889 773
Current service cost 227 161 45 38
Employee contributions 120 118 - -
Benefit payments and refunds (602) (551) (55) (54)
Interest on obligations 778 760 54 51
Actuarial losses 1,719 2,046 95 81
Balance, end of year 14,984 12,742 1,028 889
Plan assets at fair value
Balance, beginning of year 12,390 10,475 65 60
Actual return on plan assets 1,708 1,713 2 2
Employee contributions 120 118 - -
Current contributions by Hydro-Québec 296 295 13 14
Special contribution by Hydro-Québec 350 370 - -
Benefit payments and refunds (602) (551) (10) an
Administrative expenses (36) (30) - -
Balance, end of year 14,226 12,390 70 65
Deficit, end of year (758) (352) (958) (824)
Unamortized past service costs 235 285 - -
Unamortized net actuarial loss 3,341 2412 157 65
Unamortized transitional (asset) obligation (457) (609) 40 54
Accrued benefit assets (liabilities) 2,361 1,736 (761) (705)
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Note 21

In 2008, some amendments were made to the Pension Plan following
agreements reached between Hydro-Québec and its unions. These
amendments, which came into force on January 1, 2009, concern
temporary and permanent provisions. The main temporary provisions
concern retirement without pension reduction and the bridging benefit,
whereas the main permanent provisions apply to the cost of optional
pension forms and the broadening of the definition of the surviving

Employee Future Benefits (continued)

spouse upon a retiree’s death. Amendments to the funding rules of the
Pension Plan were also adopted under these agreements. As a result,
in 2010, the employee and employer contribution rates were 6.5% and
7.8% (6.0% and 6.9% in 2009), respectively. These rates will be increased
annually by 0.5% and 0.9% until they reach up to 7.5% and 10.5% of
pensionable earnings.

ADDITIONAL DISCLOSURES WITH RESPECT TO PLAN ASSETS

At year end, assets of the plans at fair value consisted of:

Pension Plan Other plans

% 2010 2009 2010 2009
Bonds 50 54 93 100
Equities 40 33 - -
Real estate investments 8 8 = -
Other 2 5 7 -
100 100 100 100

Assets of the plans include the following securities issued by Hydro-Québec and by the Québec government and some of its agencies:

Pension Plan Other plans
2010 2009 2010 2009
Bonds 1,828 1,820 65 64

CASH PAYMENTS

Cash payments made by Hydro-Québec for employee benefit plans consist of the contributions paid to the funded plans and the benefits paid to
employees and pensioners under unfunded plans. The cash payment details are as follows:

2010 2009
Contributions by Hydro-Québec
Pension Plan 646 665
Other funded plans 13 14
Benefit payments
Unfunded plans 45 43
704 722

In accordance with the actuarial valuation for funding purposes, Hydro-
Québec made current contributions of $296 million in 2010 ($295 million
in 2009), including additional contributions of $156 million (5186 million
in 2009), to cover the current service cost, and a special contribution
of $350 million ($370 million in 2009) to cover part of the unfunded
actuarial liability. The special contributions made in 2010 and 2009 took

into account certain temporary relief measures introduced by An Act to
amend the Supplemental Pension Plans Act and other legislative provisions
in order to reduce the effects of the financial crisis on plans covered by the
Act, assented to on January 15,2009, and, in particular, the extension of
the period to cover the unfunded actuarial liability.
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ELEMENTS OF ACCRUED BENEFIT COST RECOGNIZED FOR THE YEAR

Pension Plan Other plans
2010 2009 2010 2009
Current service cost® 227 161 45 38
Administrative expenses® 36 30 - -
Interest on obligations 778 760 54 51
Actual return on plan assets (1,708) (1.713) (2) (@)
Actuarial losses 1,719 2,046 95 81
Cost before adjustments required to recognize the long-term nature
of employee future benefits 1,052 1,284 192 168
Difference between actual and expected return on assets 790 926 - -
Difference between actuarial losses on accrued benefit obligations
and actuarial losses recognized (1,719) (2,046) (92) (82)
Amortization of past service cost 50 50 - -
Amortization of transitional (asset) obligation (152) (152) 14 13
(1,031) (1,222) (78) (69)
Cost recognized for the year 21 62 114 99

a) For the long-term disability salary insurance plan, the current service cost corresponds to the cost of new disability cases for the year.

b) In 2010, administrative expenses billed by Hydro-Québec to the Pension Plan totaled $12 million ($13 million in 2009).

SIGNIFICANT ACTUARIAL ASSUMPTIONS

The following actuarial assumptions, used to determine the accrued benefit obligations and cost of the plans, result from a weighted average:

Pension Plan Other plans
% 2010 2009 2010 2009
Accrued benefit obligations
Rate at end of year
Discount rate 5.54 6.17 5.54 6.17
Salary escalation rate® 2.60 297 - -
Accrued benefit cost recognized
Rate at end of prior year
Discount rate 6.17 749 6.17 749
Expected long-term rate of return on plan assets 6.75 6.25 3.90 372
Salary escalation rate? 2,97 2.86 - -

a) This rate takes salary increases into account as well as promotion opportunities while in service.

As at December 31, 2010, health care costs were based on an annual growth rate of 5.50% for 2011. Subsequently, depending on the assumption used,

the rate will ultimately decrease to 4.50% in 2030. A change of 1% in this annual growth rate would have had the following impact for 2010:

1% decrease

Impact on current service cost and interest cost on accrued benefit obligations for the year

(5)

Impact on accrued benefit obligations at end of year

(49)
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Note22 Commitments and Contingencies

ELECTRICITY PURCHASE TRANSACTIONS

On May 12, 1969, Hydro-Québec signed a contract with Churchill Falls
(Labrador) Corporation Limited [CF(L)Co] whereby Hydro-Québec
undertook to purchase substantially all the output from Churchill Falls
generating station, which has a rated capacity of 5428 MW. Expiring in 2016,
this contract will be automatically renewed for a further 25 years under
agreed-upon terms and conditions. On June 18,1999, Hydro-Québec and
CF(L)Co entered into a contract to guarantee the availability of 682 MW of
additional power until 2041 for the November 1to March 31 winter period.

As at December 31, 2010, Hydro-Québec was committed under
120 contracts to purchase electricity from other producers, for an installed
capacity of about 5674 MW. It expects to purchase approximately 17 TWh of
energy annually over the terms of these contracts, which extend through
2045.The majority of the contracts include renewal clauses. Hydro-Québec
has also undertaken to purchase power transmission rights.

Hydro-Québec expects to make the following minimum payments on
all its electricity purchase contracts over the next five years:

2011 738
2012 1,058
2013 1,289
2014 1,467
2015 1,598
GUARANTEES

In accordance with the terms and conditions of certain debt securities
issued outside Canada, Hydro-Québec has undertaken to increase the
amount of interest paid to non-residents in the event of changes to
Canadian tax legislation governing the taxation of non-residents'income.

Hydro-Québec cannot estimate the maximum amount it might have
to pay under such circumstances. Should an amount become payable,
Hydro-Québec has the option of redeeming most of the securities in
question. As at December 31, 2010, the amortized cost of these debts
was $4,223 million.

Under the contract signed on May 12,1969, with CF(L)Co, Hydro-Québec
could be required to provide additional funding if CF(L)Co were unable
to pay its expenses and service its debt. The maximum amount that
Hydro-Québec could be required to pay cannot be reasonably evalu-
ated, however, since it is not stated in the contract and since the amount
payable would depend on the outcome of future events whose nature
and probability cannot be determined. To date, Hydro-Québec has not
had to pay any amount under this contract.

As part of the implementation of the plan to capitalize on its interests
abroad, which ended in 2008, Hydro-Québec provided guarantees to
the purchasers of its interests with regard to contingent tax liabilities and
certain other customary representations. These guarantees, for which no
liability was recognized, will be in effect until the applicable limitation
