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1 CONTEXT

1.1 Frame of Reference

In compliance with Article 49 of the Act respecting the Régie de l’énergie (the Act), the Régie de l’énergie (the Régie) when setting or changing an electricity transmission rate, must ensure that the rates and other conditions applicable to the provision of the service are fair and reasonable.

Among other things, the Régie can determine the cost-of-service allocation method applicable to the Transmission Provider in conformity with Article 32 of the Act.

Furthermore, in its decision D-2002-95
, handed down following the first rate application of the Transmission Provider, the Régie deemed that the submission by the Transmission Provider of the allocation of the cost of its service was necessary in order to determine with a sufficient degree of accuracy the cost attributable to each transmission service:

The Régie considers that by virtue of its primary mission, which is one of economic regulation, and the requirements of the Act, including that of ensuring that rates are just and reasonable, a cost allocation based on the three above-mentioned steps is necessary, independently of the rate structure adopted. The issue is one of determining with some degree of accuracy the costs attributable to each service. [Translator’s version]
Following this decision, the Transmission Provider submitted, on October 1, 2003, the allocation of the cost of the transmission service based on the data from the year 2001 used at the time of Application R-3401-98. However, in its decision D-2003-203
, the presiding panel indicated that it deemed the aspect regarding the allocation of the cost of service no longer within its competence, as stated below:

The presiding panel deems that it is no longer seized of the aspect of file R-3401-98 concerning the cost allocation review, as it did not affirm its intention to remained seized of it other than for deciding procedural aspects such as the time limit, or for making rectifications or revisions or for bringing precisions to its decision. Now that the file has been produced within the prescribed time limits, the panel is referring it to the Chair of the Régie so that she may take appropriate follow-up action under Article 14 of the Act. [Translator’s version]
Moreover, in its procedural decision D-2004-206, handed down in the framework of the current case, the Régie accepts the application of the Transmission Provider to address, in Phase 2, the question of the allocation of the cost of the Transmission Provider’s service.

In order to conform to the expectations and directions established by the Régie, notably in its decisions D-2002-95 and D-2004-206, the Transmission Provider chooses to submit a detailed allocation of the cost of service over a period of five years beginning with the first rate application, that is, for the years 2001-2005. Using this approach, the Régie will obtain a coherent overview, based on current data.

In its proposal, the Transmission Provider notes that it has taken care to assemble as best it can and in a coherent manner the data available for the 2001-2005 period in order to facilitate a comparison of transmission service cost allocations using a common frame of reference.

Finally, the Transmission Provider would like to state that in this initial in-depth debate over the allocation of the cost of its service, it intends to defend its evidence in a spirit of openness and fairness.

1.2 Contents of Evidence

The present exhibit describes the Transmission Provider’s cost of service allocation method and presents the corresponding findings for the years 2001 to 2005. The objective of this exercise is to allocate to the various transmission services the cost required for the delivery of each, taking into account, among other things, the decisions of the Régie, generally recognized allocation rules, properties of the transmission system and the clientele that uses it.

The cost-of-service allocation of the Transmission Provider is carried out according to the three steps prescribed by the Régie in its decision D-2002-95, namely:

· Allocation by function;

· Allocation by component;

· Allocation by service
.

These three steps are also prescribed by other organizations such as the American Public Power Association (APPA), the Federal Energy Commission (FERC), the National Energy Board (NEB) and the National Association of Regulatory Commissioners (NARUC). These steps are also found in the trade literature in the area of cost-of-service allocation.

Furthermore, the Transmission Provider takes into account the specific demands of the Régie set forth in its decision D-2002-95, namely:

· An allocation of the cost of the service must be created according to accepted rate design practices just as is typical in Quebec’s gas sector;

· The degree of functional refinement (functionalization) of costs must take into account the design and operating characteristics of transmission equipment, characteristics of costs, as well as the type and nature of the services offered;

· Transmission equipment must be distinguished both by voltage level, and by whether or not it is used exclusively for connection to generation stations;

· The interconnection with Churchill Falls must also be distinguished from other interconnections, due to its exclusive use in reception mode;

· The classification of the support function must be carried out on a pro rata  basis with the other functions;

· The data necessary to examine the energy component to be applied to costs of switchyards and generating station connection lines must be included;

· The cost of equipment serving specific customers should normally be directly attributed to the customers in question, such as those of connections to specific customers and high-voltage Rate L customers in order to perform a more precise breakdown of the costs between transmission services.

In the sections that follow, the Transmission Provider sets forth the basis underlying its cost-of-service allocation method, and subsequently presents each of the steps and the specific details it subsumes.

The main findings of the allocation are presented in the final section, to facilitate an assessment of the cost of service over a number of years.

Moreover, the detailed results of the allocation of the cost of service for each of the years from 2001 to 2005 are produced in the following exhibits.

· HQT-3, Document 2, for the 2001 historic year;

· HQT-3, Document 3, for the 2002 historic year;

· HQT-3, Document 4, for the 2003 historic year;

· HQT-3, Document 5, for the 2004 base year;

· HQT-3, Document 6, for the projected 2005 test year.

Inside each of these exhibits, Tables 1 to 10 present all of the classification data and criteria used.

Finally, exhibits HQT-3, Documents 7 and 8 contain the information requested by the Régie in its decision D-2002-95 concerning, on one hand, the classification by components power and energy and on the other hand, the commitment made by the Transmission Provider at Phase 1 of the present application with respect to annual depreciation by function
.

2 ALLOCATION PRINCIPLES

Central to the cost-of-service allocation method, certain basic principles apply from the outset. For example, when allocating the cost of service to different clienteles, some key issues include the equitable treatment of the clienteles, the principle of attributing costs to those who incur them or who benefit from them as well as the relationship of causation between costs incurred and clienteles provided the service.

Equitability, or fair treatment of clienteles is a fundamental concept in cost-of-service allocation. It involves attributing to clienteles the costs proper to them. This concept forms the foundation of classic principles that hold that those who incur the costs should be those to whom they are attributed and that those who benefit from the costs should be those who pay the sums reflecting the benefits received.

The attribution of costs to various clienteles is based on the costs incurred in providing them the service. It involves attributing to each clientele its share of the costs related to the services and equipment used to provide the service, taking into account the impact of the demand of each clientele on the transmission equipment at its disposal.

Moreover, the Transmission Provider understands the assurance sought by the Régie, in the cost-of-service allocation files that it handles, regarding the transparency of the method of allocation with respect to cost-causation and the continuity of this method over time.

Furthermore, while bearing in mind that the degree of precision in the allocation must be sufficient, the allocation method must also be as simple as possible, since the intrinsic aspects are generally complex and involve numerous ramifications. It is therefore preferable to gauge the content of potential precisions based on the sums and impacts in question. The Régie states the case as follows in its decision D-2003-93:

The Régie considers that a judicious balance must be struck between the level of analysis of cost causation which can, in the extreme, raise computational difficulties, and the over simplification of the methods which, in the absence of other qualifications, could bring about a significant methodological bias. The cost allocation method must simultaneously reflect a sufficient degree of precision and take into account the data available.
 [Translator’s version]
The Transmission Provider shares the objective of the Régie in this regard.

3 ALLOCATION METHOD

This section compares the main approaches to transmission service cost allocation used in the electricity transmission industry with those of the Transmission Provider.

From the outset, the Transmission Provider notes that there exist, in both theory and practice, a number of cost-of-service allocation methods applicable to public utilities; however none is a universal method suitable under all circumstances.

In the choice that it has to make, the Transmission Provider is bound to select the method that best reflects the particularities intrinsic to it, with respect to both the configuration of its system and the profile of the demand. The method used must also be appropriate in the regulatory and commercial contexts in which the Transmission Provider operates.

More particularly, the cost of service to be allocated using the method selected is based on the required revenues submitted in Phase 1 of the current application for the years 2001 to 2004 and those approved by the Régie for the year 2005. These sums reflect the cost of providing the service and the cost of the capital of the Transmission Provider.

The Transmission Provider explains in greater detail below how the steps of the method selected apply to its situation.

3.1 Allocation by Function (Functionalization)

3.1.1 Basic Principles of Allocation by Function

Allocation by function is the first of the three steps in cost-of-service allocation. This step is intended to assemble all of the costs of the various accounting positions bearing on the execution of a certain system function. In other words, allocation by function consists, in practical terms, of associating elements of the cost of service from the various accounting positions with the different functions and sub-functions of the system.

The functions used by NARUC in its cost allocation manual
 are the following: the backbone and inter-ties, generation step-ups, subtransmission plants and radial facilities.

3.1.2 Criteria for Allocation by Function 

Functions of the Transmission System  

The transmission system is defined in the provisions of Article 2 of the Act:

“electric power transmission system” means a network of installations for

the transmission of electric power, including step-up transformers located at

production sites, transmission lines at voltages of 44 kV or higher, transmission

and transformation substations and any other connecting installation between

production sites and the distribution system.
In its decision D-2002-95
, the Régie states that the degree of cost functionalization must take into account three major elements, namely the design and operational characteristics of the transmission equipment, the different characteristics of the costs, and the type and nature of the services offered.

For the purposes of the cost-of-service allocation by function, the Transmission Provider uses a function- and sub-function-based approach in order to comply with the request of the Régie that the degree of cost-of-service functionalization be sufficiently detailed to take into account all of the design and cost specificities of the transmission system. This approach has been recognized by the Régie in its decision D-2002-95, in which it indicated that the functions of the transmission system, as detailed initially in the application R-3401-98, constitute a reasonable starting point for the purposes of cost-of-service allocation. However, the Régie requested that particular attention be paid to certain facilities, such as equipment related to generating stations and interconnections.

On this basis, the Transmission Provider presents the capital assets associated with each of the four major functions of its system and their respective sub-functions, as described below:

· Generation Step-Up function for the equipment used to connect the generating stations to the transmission system:

· Step-Up Substations sub-function: the step-up substations are used to convert the power to a higher voltage in order to transmit the electricity optimally in the transmission system;

· Connection Lines sub-function: the high and extra-high voltage lines connecting the generating stations to the transmission network.

· Backbone function for the equipment used to transmit electricity:

· Extra-High Voltage Transmission sub-function: extra-high voltage transmission equipment used to carry electricity from generation zones to centres of consumption and interconnections with neighboring grids; it consists of switching stations, transforming substations and alternating current lines with a voltage of either 735 kV or 765 kV;

· 450 kV transmission sub-function: The 450 kV transmission equipment of the direct current line constituting the link beginning at James Bay’s Radisson substation to the Nicolet substation, including the Grondines and Lotbinière substations; the rest of the line, i.e., the portion between the Nicolet substation and the US border falls under the Inter-ties function;

· High-Voltage Transmission sub-function: the transforming equipment from 44 kV to 345 kV used to lower the supply voltage for the purposes of regional transmission, as well as the 44 kV to 345 kV lines, excluding the direct connection lines to high-voltage customers.

· Subtransmission Plant function for the equipment used to connect the transmission network to the distribution network and to certain specific customers:

· Step-Down Stations sub-function: the high voltage transforming substations used to connect to the distribution lines;

· Connection of High Voltage Customers sub-function: the facilities put in place to supply in a specific manner the high voltage customers.

· Inter-Ties function for the equipment used to connect the system of the Transmission Provider with neighboring transmission systems:

· Churchill Falls sub-function: the lines originating at the Churchill Falls generating station in Labrador, from the border to the Arnaud substation, including the Montagnais substation; this sub-function addresses the concern of the Régie
 for distinguishing the Churchill Falls interconnection from the other interconnections, given its use exclusively in reception mode;

· Other Interconnections sub-function: the transmission facilities located in Quebec belonging to the Transmission Provider and used for interchange with neighboring systems; this sub-function encompasses direct current transmission facilities of the Nicolet substation from the border adjacent to the Comerford region, a portion of the converter facilities of the Nicolet and des Cantons substations as well as other interconnections located in the Open Access Same-Time System (OASIS) linking the system of the Transmission Provider with those of New Brunswick, Ontario, New York and the New England States and the Brascan system.

Allocation by Function Criteria 

The association of the capital assets and intangible assets to each of the functions of the system was carried out based on a detailed analysis of the Transmission Provider’s register of capital assets. Among other things, this register is used to record the capital assets in use, their accumulated depreciation and their undepreciated cost, also referred to as net book value. The division of assets among the various functions is based on the assets at December 31 of each of the years considered.

Moreover, with respect to the association to be established between the allocation method and the rate base authorized by the Régie following Phase 1 of the present application, calculated on the average of the 13 monthly balances of the components, the Transmission Provider emphasizes that the monthly data of the capital assets in use and the intangible assets categorized by system function are not available, since this data is not consistently tracked in routine management. Such a categorization would require a major undertaking, which, in the opinion of the Transmission Provider, would not be justified given that the approach chosen offers an adequate degree of precision based on the available data.

Depending on the specificities of the assets, the Transmission Provider uses different allocation criteria to categorize them by function, the following being a brief list:

· Capital assets in use and intangible assets attributed directly to the various functions;

· Future employee benefits and workforce reduction measures categorized by function based on the payroll expenditures attributed to each;

· Development expenses and other deferred costs as well as materials, fuel and supplies attributed to the various functions by net capital assets and intangible assets;

· Government payments attributed to the different functions based on the net capital assets of the overhead lines of the Territoire Sud service area;

· Required cash reserves attributed according to the gross direct costs of the various functions.

Regarding the allocation criteria for the expenses incurred for the provision of service, they can be summarized as follows:

· Gross direct expenses, shared service expenses, capitalized costs, purchases of transmission services, purchases of electricity, internal billing issued and external billing attributed to the functions according to direct allocation or maintenance hours or hours allocated to investments according the to the particularities of the units of the Transmission Provider;

· Corporate costs categorized by the corporate rule, that is, 50% by gross direct costs and 50% by net capital assets;

· Depreciation of capital assets in use and intangible assets attributed directly to the functions. The other depreciation costs are attributed to the various functions according to the net capital assets and the net intangible assets of the year in question;

· Taxes other than municipal and school taxes attributed to the various functions according to the net fixed assets and the net intangible assets of the year in question; municipal and school taxes are attributed to the Support function;

· Interest related to government payments attributed to the various functions according to the net fixed assets of the overhead lines of the Territoire Sud service area for the year in question.

Exhibits HQT-3, Documents 2 to 6 present a detailed allocation by function for each of the years from 2001 to 2005.

Moreover, the costs related to the SCC (System Control Centre), RC (Regional Control Centre) and Support functions are separately identified to subsequently be categorized into one of the four previously-defined main system functions, pro-rated based on their net assets. This allows for a more accurate estimate of the costs related to transmission functions and respects the orientation set forth by the Régie for the Support Function.

It should be noted that the costs related to the Support function are difficult to directly associate with system functions. Thus, the value of net assets remains the only available criterion; it is appropriate to the extent that the costs of which it is made up are required to ensure the support of the entire range of installations of the transmission system.

Results by Function

Table 1 presents an overview of the cost of service of the Transmission Provider for the years 2001 to 2005, categorized by function.

Table 1

Categorization of Cost of Service by Function

2001 to 2005

	Functions
	Fiscal Years Ending December 31

	
	Historic Years
	Base Year
	Test Year

	
	2001
	2002
	2003
	2004
	D-2005-50

	
	
	
	
	
	

	Generation Step-Up
	208.9
	213.4
	236.0
	243.6
	275.6

	Step-Up Substations
	171.0
	174.7
	193.0
	200.2
	225.3

	Connection Lines
	38.9
	38.7
	43.1
	43.4
	50.3

	
	
	
	
	
	

	Backbone
	1,789.8
	1,792.5
	1,677.3
	1,615.2
	1,725.9

	Extra-High Voltage 
	1,218.9
	1,219.5
	1,141.3
	1,091.7
	1,173.7

	450 kV 
	135.1
	133.6
	117.6
	110.3
	118.5

	High Voltage 
	435.8
	439.4
	418.4
	413.2
	433.7

	
	
	
	
	
	

	Subtransmission Plant
	416.5
	424.8
	 400.3
	394.5
	416.8

	Step-Down Stations
	359.6
	365.8
	349.2
	343.4
	364.0

	Connection High Voltage Customers
	56.8
	59.0
	51.1
	51.1
	52.7

	
	
	
	
	
	

	Inter-Ties
	169.6
	174.8
	159.2
	167.4
	172.8

	Churchill Falls
	42.6
	42.1
	37.9
	37.8
	38.4

	Others
	127.0
	132.8
	121.3
	129.6
	134.4

	
	
	
	
	
	

	Total
	2,585.8
	2,605.6
	2,472.8
	2,420.7
	2,591.0


Referring to the table, we observe a relatively minor fluctuation in the cost of service around the averages of the majority of functions over the period covered. In the case of the Generation Step-Up function, the growth in the cost of service is mainly explained by the connection of the Sainte-Marguerite-3 and Toulnustouc generating stations in 2003 and 2005 respectively.

The Transmission Provider holds that the categorization by function for its combined assets fully complies with the Régie’s requirements. This categorization constitutes, in its opinion, the starting point for a reasonable allocation of the cost of service, as recognized by the Régie in its decision D-2002-95. Furthermore, this categorization by function is consistent with that recommended by NARUC presented in the previous section.

3.2 Allocation by Component

3.2.1 Basic Principles of Allocation by Component

The second step of cost-of-service allocation consists of categorizing the costs by function based on the technical components of the service provided.

The allocation by component is related to factors serving as the cost driver of the service. The three main components are the following:

· Power;

· Energy

· Service Contracts 

More specifically, the Power component is generally associated with the costs of investment and maintenance of the transmission equipment installed to meet peak demand (in kW). These costs are directly proportional to the installed capacity of the system.

The Energy component is generally associated with the costs that vary with the electricity consumption (in kW) and the periods associated with this consumption (peak and off-peak hours)

As for the component related to service contracts, it reflects the costs directly related to the number of customers. These costs normally include costs related to billing, management of customer accounts, cash inflow, collection and metering.

3.2.2 Criteria of Allocation by Component

Specifications of the Régie

For the allocation of costs by component, the Transmission Provider takes into account the points elaborated by the Régie in its decision D-2003-95
, in which it:

· Recognizes that the allocation of the load of the rest of the equipment making up the transmission network justifies that 100% of the costs of this equipment be power costs and that this approach had not been contested by any party;

· Holds that the contract-related costs associated with the Transmission Provider’s customers represent a minimal share of the total costs and that the identification of specific contract costs is used infrequently or not at all for the purposes of cost allocation;

· Orders that, where necessary, the transmission service cost allocation include data needed to examine the Energy component to be applied to the cost of switchyards and connections to generating stations.

Power, Energy and Contract Components

First, as the Transmission Provider has shown as part of its 2001 rate application, the transmission network has always been and continues to be designed, planned, operated and maintained taking into account the power required to meet the needs of its customers at the system peak. From this point on, power constitutes the driver of the cost of equipment making up the network, as will be explained in greater detail in the sections that follow.

Moreover, the Transmission Provider reiterates that the contract costs associated with its customers continue to represent a minimal share of the cost of its service. In fact, as indicated in section 3.3 of exhibit HQT-2, Document 1, the Distribution Provider remains the main customer of the Transmission Provider, while with respect to point-to-point services, 26 customers currently have service contracts in effect. This state of affairs is different from that of other companies, notably electricity distributors, for whom the Contract component is a major driver of the cost of service, since they serve hundreds of thousands, if not millions of customers. In this context, as the Régie emphasized in its decision D-2002-95
, taking into account the Contracts component as well as the identification of the specific contract-related costs is minimally or not at all useful for the purposes of the Transmission Provider’s cost-of-service allocation.

In sum, the position of the Transmission Provider is in line with the two initial points mentioned below and elaborated by the Régie in its decision D-2002-95; this simplifies the second step of the process of allocating the cost of the transmission service. The costs of the functions identified in the previous step, allocation by function, are consequently attributed to the component Power.

Connection of Stations

Regarding the equipment used to connect the generating stations and the essentially hydraulic nature of the Hydro-Québec generating facilities, the Régie also notes the following in its decision D-2002-95
:

The evidence in the case brings to light an apparent link between the electricity transmitted on the equipment used to connect to the generating stations and the production of these stations. In the view of the Régie, this link should be examined in greater depth in a future study in order to rule on whether it should be reflected in the allocation of costs between power and energy. [Translator’s version]
The Transmission Provider is following up on the request of the Régie to examine in greater depth the apparent link between the equipment used to connect the transmission network to the generating stations.

Moreover, the Transmission Provider deems it important to remember certain arguments with respect to the specificity of its transmission system, mentioned in the evidence supporting its application R-3401-98 regarding its rates for the year 2001:

· The transmission system is planned and operated in an integrated manner;

· The transmission system having been, over the years, designed and planned in an integrated manner, the transmission equipment forms an indivisible whole;

· The demand in Quebec is greatest during the cold periods of winter, due above all, to the heating of buildings;

· The above is a fundamental characteristic that distinguishes the Hydro-Québec transmission system from other North-American systems;

· Accordingly, the system must feature transmission equipment adequate to meet this maximum demand for electrical power; to do this, the Transmission Provider is carrying out the studies required to ensure that the transmission network can, on a long-term basis, balance supply and demand, particularly during the critical winter period;

· For the planning and design of its system, the Transmission Provider only uses flow models based on power, not on energy.

· The demand on the system is at its maximum in the winter period when the vast majority of transmission equipment, including almost all of the substations and interconnection equipment is utilized at the same time.

More particularly, the Transmission Provider emphasizes that its connection equipment must have capacity sufficient to allow for the integration of the capacity of the generating stations, while at the same time respecting reliability-related practices and rules. Moreover, the substations and lines that connect the generating stations with the transmission system, like the system in as a whole, have no capacity for storage of the electricity generated. As this equipment instantly delivers customers their electricity demand, it must be designed to handle the highest power level expected. It is this power level that is the critical factor in the design of the switchyards and the lines connecting generating stations. It follows that the power level is the determining factor in the costs of the Transmission Provider’s equipment and the reliability level selected for the transmission system, as is the case for the entire transmission system.

In addition, the quantities of energy transmitted between the generating stations and the customers by the Transmission Provider’s equipment only minimally influence the design or costs of the equipment once the maximum power has been used to set the parameters. Even though in certain cases the quantity of energy being transmitted may have a slight impact on the choice of gauge of an integration line’s conductors, the Transmission Provider submits that the limitations related to power are overwhelmingly dominant in deciding the number of lines and other equipment to be used, resulting in a total integration cost that is dictated by the power to be transmitted. NARUC also holds that the costs of transmission are generally fixed, since they do not vary with the energy passing through this equipment.

The hypothesis that holds that the Transmission Provider’s system should be designed around energy considerations does not take into account the main limitations associated with the design and operation of an electricity transmission system. Whatever the profile of electricity use, the limitations increase with the load of the system and reach their maximum coinciding with the annual peak demand of the Transmission Provider’s system.

The Transmission Provider has been using its system design and operation practices for many years. Whether for integration of power generated in the north-east at the Manicouagan facilities, the interconnection with Churchill Falls, or the integration of the generating stations of the north-west at James Bay, the conditions for analyzing system design still focus on the period of coincident maximum demand as the most critical condition in determining the equipment required. These analyses are, for that matter, the same, regardless of the use factor of the generating station integrated; this aptly demonstrates that the energy to be transmitted does not play a major role in the overall characterization of the system elements.

In the “Planning Standards” published by the North American Reliability Council (NERC) throughout 1997 and currently being used in the activities to establish Reliability Standards, the following statement is presented on page 9 in the introduction to the chapter titled System Adequacy and Security – Transmission Systems:

The fundamental purpose of the interconnected transmission systems is to 

move electric power from areas of generation to areas of customer demand
(load).  (underlining ours)

The statement that the power to be transmitted is the very essence of an electrical transmission system aptly encapsulates the position of the Transmission Provider to the effect that the characteristics of the network are determined, not be the energy transmitted, but by the power to be transmitted.

Consequently, the Transmission Provider respectfully submits that there is no reason to try to establish that the costs of service of the equipment connecting the generating stations is determined by the electricity carried through this equipment from the generating stations.

Therefore, the Transmission Provider proposes that the cost of its transmission service be attributed entirely to the Power component.

Results by Component

The above notwithstanding, the demand put forward by the Régie is that the present allocation include the data required to examine the cost allocation in power and energy of the Step-Up Substations and Connection Lines sub-functions. The data set required for each of the years is provided in exhibit HQT-3, Document 7.

The Transmission Provider has taken into account the points elaborated by the Régie in its decision D-2002-95 with respect to allocation by component. It also reiterates that the Power component constitutes the driving factor in the cost of the equipment making up its transmission network. Finally, the Transmission Provider’s proposal for allocation by component is based entirely on the fact that its transmission system has always been designed, planned, operated and maintained based on the power required to meet the needs of its customers at the system’s peak demand.

3.3 Allocation by Service

3.3.1 Basic Elements of Allocation by Service

In the third and final step in the allocation method, the cost of the service by function and by component is subsequently distributed among the customers of the different transmission services. 

For allocation purposes, the responsibility for the costs of a group of customers is measured in terms of usage, specifically, in kilowatts (kW), kilowatt hours (kWh) or Kilovolt amperes (kVA). According to NARUC, the premise on which the allocation is based is that the cost of providing a service to a customer (or to a homogeneous group of customers) is proportional to the demand that the customer makes on the transmission system and its components.

The responsibility for the costs of a group of customers with respect to the cost of the Transmission Provider’s service as a whole is expressed in the form of an allocation ratio. This figure establishes the base level of the demand of a group of customers with respect to the sum total of all demands placed on the transmission system.

In this approach, various methods exist to establish the relationship between the cost of serving a group of customers and the demand of this group. One of these methods, known as the annual coincident peak allocation ratio (1 CP for 1 coincident peak), consists of considering the activities deployed to meet the annual peak as being the main cost- causation element of the system. The contribution of customers to this annual peak is thus used to measure the relative responsibility of each group of customers with respect to the costs of this system. Consequently, the groups of customers contributing the most to this peak are assigned the largest portion of the system’s costs.

Another method, known as the twelve coincident peak allocation factor (12 CP), is based on the principle that there is no significant difference in magnitude between the monthly peaks occurring in the system throughout the year. The contribution of the customers to the average monthly peak is thus used to measure the relative responsibility attributable to each group of customers with respect to the system’s costs. The customers contributing the most on average over the twelve months of the year are assigned the largest portion of the system’s costs.

Other methods include the seasonal coincident peak (3 CP or 4 CP), the annual non-coincident peak (1 NCP) or the Average and Excess method, but they are not applicable in the case of the Transmission Provider, since they do not make provisions for the specific nature of the transmission system, nor the concentrated use made of it by the customers.

Relying in general on the criteria put forward by NARUC, the Transmission Provider allocates the responsibility for the costs for the backbone and inter-tie functions to all customers of firm services for reasons of economics and system reliability. For the generation step-up function, the responsibility is also attributed to all customers of firm services of the system, whereas for the subtransmission function, this responsibility is attributed specifically to customers of services that use this portion of the network’s equipment. For radial facilities, the responsibility for costs is attributed directly to the customers who use them.

3.3.2 Criteria of Allocation by Service

For the third step, the cost is now sub-divided into the various transmission services. 

Transmission Services Offered
In its decision D-2002-95, the Régie agreed that the costs could be attributed according to the services offered by the Transmission Provider, namely, the native load service, the system integration transmission service, and the point-to-point service. 

Nevertheless, as exhibit HQT-2, Document 2 makes clear, there have been no customers for the system integration service since 2001 and none are expected for 2005; therefore, this service is not taken into consideration for the cost-of-service allocation.

Peak Demand of the Transmission System

The Transmission Provider bases the allocation by service on the principle of cost causation between the transmission service and the investments and the expenditures that must be made to handle the annual system peak. In effect, the load profile that the Transmission Provider observes on its system reflects a significant difference between the annual peak demand, which occurs during the winter months, in all likelihood in January, and the average annual demand on the transmission system (corresponding to approximately 60% of the annual peak).

This fact can be explained by the predominance of electric heating in Quebec, which, as previously mentioned, constitutes an important characteristic of the Transmission Provider’s system. This particularity can be used to significantly distinguish the system from other systems with which it compares in other respects.

The uniqueness of the electricity transmission system in Quebec favours the use of the 1 CP allocation ratio to take into account this observation.

In this respect, the position of the Transmission Provider is consistent with the document entitled “Critères de conception du réseau de transport principal,” submitted to the Régie within the framework of application R-3498-2002 concerning the Transmission Provider’s standards regarding its operations and technical requirements, such as the reliability standards of its transmission system.

The system design criteria, which set the reliability level of the system and which are used in the development of the installations, state that the power to be transmitted must correspond to the power projected at the peak system demand given the contractual exchanges with neighbouring systems. The calculation of system capacity resulting from the application of these criteria, which reflects the period of heavy load compared with the other periods of lesser load, enables the Transmission Provider to carry out its maintenance activities during off-peak periods, so that the system’s equipment can be available and operational at peak. This practice is consistent with the criteria of the Northeast Power Coordinating Council (NPCC), which oversees, among other things, the design of transmission systems in northeastern North America.

The criteria of the NPCC are defined in document A-2 entitled Basic Criteria for Design and Operation of Interconnected Power Systems.
 More specifically, it is indicated in section 2.1 that:

Design studies shall assume power flow conditions utilizing transfers, load 
and generation conditions which stress the system
The portion of the bulk power system in each Area and of each member
system shall be designed with sufficient transmission capability to serve 
forecasted loads under the conditions noted in Sections 5.1 and 5.2.
The winter peak condition in the structure of the Transmission Provider’s system reflects this standardization very closely and is used when carrying out studies of conformity with design criteria. The NPCC periodically carries out a verification of the conformity of the design of the Transmission Provider’s network. At the time of the most recent review in the year 2003, the Transmission Provider’s methods, which focus on the winter peak of the system, were recognized to completely conform to NPCC requirements.

Moreover, FERC tests conducted by the Transmission Provider’s expert, Dr. Ren Orans, show unequivocally that the use of a 12 CP allocation ratio must be rejected. Furthermore, other tests conducted by this expert confirm that the use of the 1 CP allocation ratio is appropriate for the Transmission Provider’s cost-of-service allocation. These tests are presented in the expert report of Dr. Ren Orans in exhibit HQT-4, Document 3.

The position upheld by the Transmission Provider also conforms with the prescriptions contained in the cost allocation guide of the APPA, where it is stated that:

12-CP allocates demand costs over an annual period of time and, in this
respect, can dilute, or reduce, the allocation of demand costs of those customer
classes heavily contributing to sharp maximum system peak demands. If the
power system has a high winter or summer peak demand relative to demands
of other times, use of this method is questionable if a cost-price signal were
desired to reduce peak demand.
 (underlining ours)
Thus, in the case of a system with a high winter peak demand with respect to the rest of the year, as is the case with the Transmission Provider, it is inappropriate to use the 12 CP allocation ratio, since it does not provide the incentive for the clientele to reduce demand when the annual peak occurs.

Furthermore, in its decision D-2000-102
, the Régie considers the use of the system a major criterion in the cost allocation of the transmission service. The Transmission Provider also considers that this criterion has an influence, with the nuance that it must not be applied at the expense of cost causation. The principle of use of the system is valid to the extent that the principle of causation is applicable to the clienteles who have the same responsibilities and priorities towards the transmission network. This is why the Transmission Provider does not take into account, in the framework of cost allocation, the short-term customers of peak-to-peak service. In effect, while using the transmission system, their needs do not enter into its planning and design, since these customers are generally not present at peak demand, unless there remains unused long-term transmission service capacity that the Transmission Provider can sell in view of optimizing system usage.

Criteria for the Allocation be Service

· Step-Up Substations and Connection Lines sub-functions: Allocation based on the 1 CP coincident peak, according to the needs of each service coinciding with the annual system peak. The costs of the Demand component are allocated as a function of the capacities in MW, excluding Churchill Falls in the case of the local load; the allocation of the costs of the Energy component, when necessary, is performed based on the GWH, excluding the energy originating at Churchill Falls;

· Extra-High Voltage, 450 kV Transmission, High Voltage Transmission and Churchill Falls sub-functions: allocation of costs based on the 1 CP annual coincident peak, depending on the needs of each service coinciding with the annual system peak, including Churchill Falls;

· Step-Down Stations and Connection of Customers sub-functions: costs allocated directly to the native load;

· Other Interconnections sub-function: allocation based on total transfer capacity (TTC) of the interconnections intended for both import (local load) and export (point-to-point).

Results by Service

Table 2 summarizes the Transmission Provider’s attribution of costs by service for the years 2001 to 2005:

Table 2

Attribution of Cost by Service

2001 to 2005

	Functions 
	2001
	2002
	2003
	2004
	2005

	
	Native Load Service
	Point-to-Point Service
	Native Load Service
	Point-to-Point Service
	Native Load Service
	Point-to-Point Service
	Native Load Service
	Point-to-Point Service
	Native Load Service
	Point-to-Point Service

	
	$M
	$M
	$M
	$M
	$M

	
	
	
	
	
	
	
	
	
	
	

	Generation Step-Up
	183.0
	27.0
	191.9
	21.5
	217.3
	18.7
	240.3
	3.3
	271.8
	3.8

	Step-Up Substations
	149.0
	22.0
	157.1
	17.6
	177.7
	15.3
	197.4
	2.7
	222.2
	3.1

	Connection Lines
	33.9
	5.0
	34.8
	3.9
	39.6
	3.4
	42.8
	0.6
	49.6
	0.7

	
	
	
	
	
	
	
	
	
	
	

	Backbone
	1,592.9
	196.9
	1,638.3
	154.2
	1,563.4
	113.8
	1,596.3
	18.9
	1,705.6
	20.3

	Extra-High Voltage 
	1,084.8
	134.1
	1,114.6
	104.9
	1,063.8
	77.5
	1,079.0
	12.7
	1,159.9
	13.8

	450 kV 
	120.3
	14.9
	122.1
	11.5
	109.6
	8.0
	109.0
	1.3
	117.1
	1.4

	High Voltage 
	387.9
	47.9
	401.6
	37.8
	390.0
	28.4
	408.4
	4.8
	428.6
	5.1

	
	
	
	
	
	
	
	
	
	
	

	Subtransmission Plant
	416.5
	0.0
	424.8
	0.0
	400.3
	0.0
	394.5
	0.0
	416.8
	0.0

	Step-Down Stations
	359.6
	0.0
	365.8
	0.0
	349.2
	0.0
	343.4
	0.0
	364.0
	0.0

	Connection High Voltage Customers
	56.8
	0.0
	59.0
	0.0
	51.1
	0.0
	51.1
	0.0
	52.7
	0.0

	
	
	
	
	
	
	
	
	
	
	

	Inter-Ties
	87.2
	82.5
	91.8
	81.3
	83.9
	75.3
	88.6
	78.8
	91.1
	81.7

	Churchill Falls
	37.9
	4.7
	38.5
	3.6
	35.3
	2.6
	37.4
	0.4
	37.9
	0.5

	Others
	49.2
	77.8
	53.3
	79.4
	48.6
	72.8
	51.2
	78.4
	53.2
	81.2

	
	
	
	
	
	
	
	
	
	
	

	Total
	2,279.5
	306.3
	2,346.8
	258.8
	2,264.9
	207.9
	2,319.7
	101.0
	2,485.2
	105.8


Based on these results, the observation can be made that the cost of the service associated with the native load increases over the 2001 to 2005 period, given the increase in its transmission needs. Moreover, the cost for point-to-point service is on the decline following the decrease in long-term agreements. Thus, the attribution of cost by service reflects the reality in which the Transmission Provider operates, given the market context and the characteristics of its transmission system.

In order to comply with the order of the Régie to consider a cost allocation in demand and in energy for the Generation Step-Up function, the Transmission Provider submits exhibit HQT 3, Document 7, an alternative scenario that takes into account this order for each year from 2001 to 2005. The Régie will note that the relative gap between the allocation proposed by the Transmission Provider based on demand and that which takes into account both demand and energy is not substantial.

In effect, based on the preceding table and in conjunction with the tables presented in exhibit HQT-3, Document 7, it can be observed that the discrepancy between the proposal of the Transmission Company and the scenario of the Régie, for a given year, is of the order of $4 million, at the most. This discrepancy declines over the 2001 to 2005 period, going from $4 million for 2001 to $0 for 2004 and 2005.

The Transmission Provider bases its allocation by service on the principle of cost causation between the cost of its service, on one hand, and the expenses required to handle the system’s annual peak demand.

The method of allocation by service proposed by the Transmission Provider is also consistent with the premise of NARUC, which holds that the cost of providing a service to a homogeneous group of customers is proportional to the demand that it places on the transmission system and its components. The Transmission Provider also takes into account the major characteristic of its system, that is, the predominance of electric heating in Quebec. In short, the particular nature of the Transmission Provider’s system, the consistency of its design criteria with the standards of NPCC and APPA and the results of tests performed by its expert all favour the use of the 1 CP allocation ratio in the Transmission Provider’s method of allocation by service.

4 CONCLUSION

To comply with the orders and directions of the Régie in its decision D-2002-95, the Transmission Provider submits the transmission service cost allocation based on a method founded on the argument that the transmission system is designed and built to meet the system’s peak power needs, taking into consideration the principles applicable to cost-of-service allocation.

As such, the Transmission Provider opts to submit a detailed cost of service allocation for the years 2001 to 2005, enabling the Régie to evaluate the findings over a relatively long time period, based on comparable information.

The allocation by function complies with the Régie’s requirements for the categorization by function, which constitutes a solid foundation for the Transmission Provider’s cost-of-service allocation, in addition to being consistent with the categorization recommended by NARUC. For the categorization by component, the Transmission Provider notes that the power component is the cost-driving factor of the equipment making up its transmission system. For the allocation by service, it is of the opinion that the use of the 1 CP allocation ratio is preferable, based on a host of factors that tend to favour this approach.

The Transmission Provider concludes its evidence by reiterating that the latter respects the orientations of the Régie set forth in its decision D-2002-95 and that the method presented is consistent with good electric utility practices in the area of cost-of-service allocation and in transmission system design, as recognized by FERC, NARUC, APPA and NPCC.
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