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Caveat


Due to problems associated with electronic mail, I did not receive these interrogatories until the morning of 28 November 2005.  Due to the time constraints involved in meeting the filing requirement of noon of 30 November 2005, these responses are based on information that was readily available to me.  No time was available to review the practices of other jurisdictions to confirm my recollections or to develop specific citations.  To the extent that these responses are not sufficient, I will undertake to provide a more thorough response.

Interrogatories from Hydro Québec Distribution

2.
Référence :
C-3-16, page 10 du mémoire d'analyse de Jean-Benoit Trahan 
Extrait :
«Ainsi, nous proposons un compte de nivellement des revenus de transport traitant de tout écart entre les revenus budgétés et réels.»

Demande de renseignements 2.1 :

À votre connaissance et à celle de votre expert, cette proposition est-elle conforme avec la pratique réglementaire en Amérique du nord pour les distributeurs d'électricité et de gaz naturel qui achètent leur service de transport ?

Response:

2.1
It is reasonably common in the United States for natural gas distribution utilities to have reconcilable variance accounts for upstream gas supply, transmission and storage.  In Pennsylvania, for example, the gas supply service charge, which includes all commodity, pipeline and storage costs, is adjusted quarterly and reconciled on an annual basis.  To reduce the potential for gaming, customers who switch out of system supply service retain their responsibility for the reconciliation amount for a period of time, and customers switching into system supply service are exempt from those charges/credits for a period of time.


While the procedures are less established for electric distribution companies (EDCs), at least some EDCs are shifting the risk of volume variations for both generation and transmission costs back to their suppliers.  In my experience, EDCs also actively try to get regulators to approve reconcilable variance accounts in their electricity supply charges for purchased power.

3.
Référence :
C-3-16, Evidence of Robert D. Knecht , page 2

Extrait:
«HQD's "rolling" methodology for determining base cross-subsidy measures has the advantage of simplicity, but it is conceptually flawed. With each application, HQD should provide a version of the cost allocation study for that proceeding that uses the 2002 baseline methodology for cost allocation. »
Demande de renseignements 3.1 :

Considérez-vous que l'ajustement de l'année 2002 proposé par le Distributeur pour enlever les effets climatiques est approprié ?

Demande de renseignements 3.2 :

Dans quelle mesure votre proposition va-t-elle capter cet ajustement?

Demande de renseignements 3.3 :

Des changements méthodologiques peuvent survenir à deux périodes différentes avec des impacts croisés pour la clientèle (par exemple le transfert des deux clients aux contrats spéciaux et une modification de la méthode de répartition du coût de transport). Dans quelle mesure votre proposition va-t-elle capter correctement ces changements ?

Response:

 3.1
Yes.  The base year should be a weather-normalized year, to be consistent with test-year conditions.  

3.2
Because of the possibility that HQD will face both major cost allocation methodological changes and significant shifts in costs between functions over the next few years, notably for generation and transmission costs, it will be necessary to use the “base year” methodology for as long as the legal requirement to maintain historical cross-subsidization levels remains in effect.  This requirement is necessary because HQD may incur significant shifts in generation and transmission costs in years that follow the specific year in which the methodology is changed, causing methodological impacts that the rolling methodology will not account for.

3.3
For changes that relate specifically to cost allocation methodology, the method that I propose will properly reflect the impact of multiple changes.  I propose simply that HQD calculate revenue-cost ratios using its proposed revenues and test year costs allocated using the 2002 base year methodology.  Thus, for example, if HQD adopts a fixed-variable approach to allocating generation costs, and a 12 CP method for allocating transmission costs, these methodological changes should not be used when HQD and the Régie are evaluating whether cross-subsidies are being maintained at the base historical level.  HQD will need to simulate the test year cost allocation study using the “base” cost allocation methodologies, namely the Load Factor method for generation costs and the 1 CP method for transmission costs.  This “base year” approach will insure that the cumulative effects of changes in both methodologies do not affect the level of cross-subsidies.


However, the specific example of the customer transfer referenced in the interrogatory is not a methodological change, per se, but is more akin to a loss of load.  As such, it is not clear that this change should be considered to be a methodological change, for the purposes of evaluating cross-subsidization.  As stated in my evidence, my evaluation of this issue is not final, pending further investigation of this issue during the hearings.

4.
Référence :
C-3-16, Evidence of Robert D. Knecht , page 6

Extrait :
«The incremental approach inequitably assigns entitlements of low-cost heritage assets to existing customers, violating the fundamental fairness principle that "equals are treated equally »
Demande de renseignements 4.1 :

Connaissez-vous des organismes de réglementation qui appliquent la règle du «premier arrivé premier servi» en matière de répartition de coûts? Le cas échéant, veuillez préciser le contexte et donner les références appropriées.

Demande de renseignements 4.2 :

Basé sur votre expérience, de quelle manière sont répartis les coûts des contrats d'approvisionnement signés par les distributeurs au Canada et aux États-unis ? 

Response:

4.1
Please see the “Caveat” section of these responses.  

I am not aware of any jurisdiction in which “first-come, first-served” is the stated policy for cost allocation.  As a general rule, the rolled-in approach is much more common than an incremental approach, particularly for costs incurred jointly on behalf of more than one customer class.  Nevertheless, there are exceptions to the general rule.  For example, direct assignment of some types of costs to specific rate classes may implicitly benefit those classes who have experienced less growth than other rate classes, because the longer-tenured customers are assigned lower-cost assets (due to both inflation and depreciation effects).  Moreover, other regulatory policies that provide benefits to existing customers are fairly common.  These include customer contribution policies (in which the maximum utility contribution for a new customer is based on embedded cost rates for existing customers) and grandfathering policies for special tariffs, in which existing customers retain entitlements to preferential rates but for which new customers are not eligible.  

4.2
Please see the “Caveat” section of these responses.

In Pennsylvania, the issue of how to allocate electricity procurement costs remains open.  Some electric distribution companies (EDCs) have proposed to procure energy on a slice-of-system basis, and simply allocate costs to each rate class based on the historical tariff for generation charges (which was unbundled at the time of industry restructuring).  However, this approach is being actively contested by some parties (including my client, the Pennsylvania Office of Small Business Advocate).  The Pennsylvania Public Utility Commission has not established final regulations for this process.  Its draft regulations suggest that customers over 500 kW in size should face an hourly price pass-through from spot markets, thereby encouraging those customers to directly purchase or hedge their supplies.  The draft rules have no specifics for allocating costs to smaller customers.


In New Jersey, it is my understanding that the EDCs allocate energy procurement costs for smaller customers based on class contribution to peak and off-peak demands, as well as seasonal load patterns.


Note that neither of these jurisdictions faces the issue of the difference between patrimonial and post-patrimonial costs -- for good or for ill that issue was resolved in the restructuring proceedings.  Prices for all customers, with the expiration of the rate cap protection, are moving to market.


In New Brunswick, in its current CARD proceeding, the distribution utility (Disco) has proposed to allocate PPA costs partly on the basis of the billing determinants in the PPA contracts and partly on the basis of the historical cost classification and allocation methods.  That proposal has drawn expert opposition from all three intervenor experts who reviewed the proposal, including the Board Staff consultants, the Enbridge Gas consultant and myself.

5.
Référence :
C-3-16, Evidence of Robert D. Knecht , page 15

Extrait :
«(…) As such, for the purposes of 2006, I do not disagree with HQD's basic proposal to continue to use the Load Factor method, applied on a global basis (…) For the reasons I have presented, if this responsibility remains that of the Régie, I recommend continued  use of the rolled-in method for allocating heritage pool assets (…) Nevertheless, in the future, if the post-patrimonial load for each rate class begins to take on a reasonable load shape for purposes of cost allocation, the Régie may wish to encourage HQD to continue to evaluate alternatives for allocating the post-patrimonial costs beyond the basic Load Factor method. If so, Y encourage the Régie to recommend that HQD evaluate methods that reflect market prices, either those explicitly determined from neighboring jurisdictions or those derived from marginal cost analyses (…)..»
Demande de renseignements 5.1 :

Dans votre proposition de scénario aux coûts marginaux, comment seraient établis les volumes de consommation patrimoniale et postpatrimoniale?

Demande de renseignements 5.2 :

Comment votre proposition permettrait-elle de répondre aux exigences figurant à la page 133 de la décision D-2005-34 de la Régie, notamment celle : « d'établir une méthode ou des méthodes de répartition des coûts de fourniture postpatrimoniale qui reposent sur les caractéristiques de consommation des catégories de consommateurs utilisateurs de ces blocs d'approvisionnement, tout en tenant compte des caractéristiques propres (composantes puissance et énergie) des produits d'approvisionnements utilisés;» ?

Response:

5.1
I have not developed a specific methodology for allocating the patrimonial load amongst the rate classes, except to opine that the “rolled-in” method is more consistent with cost causation and regulatory principles than the incremental method.  As HQD has not provided the details of the arithmetic regarding its method, nor has it applied its methodology over the longer term under a rolled-in method, I have not been able to evaluate the specifics of HQD’s proposal.  As detailed in my evidence, however, when that method is applied to a relatively “thin slice” of post-patrimonial demand, it produces load patterns that are not useful for cost allocation.  Nevertheless, I agree that a methodology is necessary if anything other than a global approach to generation cost allocation is employed.  Moreover, it is likely that such methods will produce more reasonable results when applied to a larger post-patrimonial load.

5.2
Applying hourly market prices to hourly loads, and possibly including a market demand cost allocated based on peak demand, for each class will necessarily recognize the characteristics of each class’ contribution to post-patrimonial load.  Classes that contribute disproportionately to on-peak periods (both time-of-day and seasonal) will generally be assigned higher average costs, because on-peak prices are higher.  

Regarding the demand and energy components of the products that are purchased, it is my view that the underlying demand and energy aspects of the total post-patrimonial generation supply mix, including the “fuel-for-capital” and the “capital-for-fuel” tradeoffs, are reasonably reflected in the market prices.  (Please see the discussion in my evidence regarding the theoretical appeal of the Peaker/MC method and its consistency with market pricing.)  As detailed in my evidence, the specific contract provisions and billing determinants for each type of supply do not necessarily reflect underlying cost causation, and therefore do not represent a reasonable basis for allocating the costs.  For example, if HQD were to procure new generation from hydro capacity under a contract that contained only a single demand charge, it would not be reasonable that these costs be allocated on a 100 percent demand basis.

6.
Référence :
C-3-16, Evidence of Robert D. Knecht , page 16

Extrait :
«On a weather-normalized basis, that base year implies target revenue-cost ratios as follows: Residential 80.7 percent, Small Commercial: 128.1 percent, Medium Commercial 130.1 percent, Large Industrial 116.3 percent »
Demande de renseignements 6.1 :

À la pièce HQD-12, document 3, tableau 3 (page 17), le Distributeur évalue à 122,6 l'indice d'interfinancement de la catégorie Petite puissance en 2002. Veuillez expliquer les bases de votre calcul pour établir cet indice à 128,1. 

Response:

6.1
The 128.1 percent value for small commercial is incorrect.  I confirm that Table 3 indicates a weather-normalized base value of 122.6 percent for the small commercial customer classes.

7.
Référence :
C-3-16, Evidence of Robert D. Knecht , page 18

Extrait :
«With the change, the remaining Rate L customers thereby exhibit a higher revenue cost-ratio target. At present, I am not proposing any adjustment to the proposed methodology. Nevertheless, it is my understanding that AQCIE/CIFQ may pursue additional information regarding this impact on the remaining Rate L customers as the hearings progress, and some adjustment may be necessary.»
Demande de renseignements 7.1 :

Êtes-vous en mesure maintenant d'apporter les ajustements annoncés dans votre preuve concernant le transfert des deux clients vers les contrats spéciaux?

Response:

7.1
At this writing, the question of whether this change represents a “methodology” change or a “load” effect remains outstanding, pending further investigation.  By way of response, the following are the questions that need to be answered:

As a hypothetical example, suppose a Rate L pulp mill closes.  Will that change be deemed to be a methodological change, or a price/cost/load change?  Suppose this closure results in a combination of lost revenue and reduced allocated costs such that the revenue-cost ratio for Rate L increases by 0.2?  Will HQD deem that to be a “methodology” change?  And if not, how is this closure any different than the shift of customers out of Rate L to the Special Contracts class, in respect of cross-subsidization issues?


Or, similarly, suppose a number of residential electric heating reduce their winter on-peak electricity consumption in reaction to increased tail block charges.  This change will improve residential load factor and reduce costs allocated to that class.  Is this a “methodology” change or a “price/cost/load” change?  Should the remaining residential load benefit from the fact that this load has left?  And if so, is this change somehow different than the shift of customers to the special contracts class or the shutdown of a pulpmill?

8.
Référence :
C-3-16, Evidence of Robert D. Knecht , page 18

Préambule :


Extrait :
«Therefore HQD logically recognizes that any change to the allocation of generation costs should be recognized as methodological change, rather than a price/cost/load change (see HQD-14, Document 3, page 65, IR-10.).»
Demande de renseignements 8.1 :

Êtes-vous d'accord que l'application d'un traitement à la marge pour l'électricité postpatrimoniale donnera des indices plus instables qu'un traitement global sur la mesure d'interfinancement? 

Demande de renseignements 8.2 :

Confirmez que, quelque soit la méthode choisie, votre proposition revient à dire que l'impact de ce choix sera toujours pris en compte à titre de changement méthodologique.

Response:

8.1
It is certainly possible that a methodological change in respect of generation costs will result in more instability in actual revenue-cost ratios than continued use of the global method.  And because that instability is caused by the methodology change, it will make year-to-year adjustments to the revenue-cost ratio target less stable.  Of particular concern is the fact that a methodological change for allocating post-patrimonial generation costs will likely have effects that accumulate year after year, making a “rolling” method inappropriate.

8.2
The question is not clear to me.  In an effort to be responsive, I note that it is the intent of my proposal that the cumulative effects of a methodology change be recognized, not simply the single-year effects.  My proposal is not, however, intended to ascribe all changes between the base year and the test year to methodological changes.


To understand these two effects, it is important to recognize that the objective of the exercise is to split revenue-cost ratio differences between the base year and the test year between two effects: a “methodology” effect and the “price/cost/load” (“PCL”) effects.  To make this distinction, it is necessary to calculate an “interim” scenario, that changes only one of these two effects from the base year.  (HQD makes a similar calculation, albeit on a rolling “prior year” basis rather than using a fixed base year approach.  HQD’s interim scenario is the prior year’s method applied to the test year costs.)  However, dividing the cumulative changes from base year to test year into categories is “path dependent.”  

The two possible approaches are:

Base Year (BY)      Step 1          Interim         Step 2     Test Year (TY)

A  BY Method/BY PCL --> BY Method/TY PCL --> TY Method/TY PCL

B  BY Method/BY PCL --> TY Method/BY PCL --> TY Method/TY PCL

In both options, the task is to split the change in revenue-cost ratios from the base year to the test year into two effects.  Both patterns show the overall difference from base year method with base year PCL to the test year method with the test year PCL.  In both alternatives, the two different types of impacts are measured relative to an “interim” methodology, by calculating differences between scenarios.  

In option A, Step 1 represents the PCL change, and step 2 represents the methodological change.  In this option, the revenue allocation objective would be to set test year rates in such a way as to equalize the revenue-cost ratios between the base and the interim.  For example, if the revenue-cost ratio for residential customers was 81.0 percent under all base year conditions (method and PCL), then the objective would be to set test year rates such that the “interim” scenario also produced a revenue-cost ratio for residential customers that was as near as practicable to 81.0 percent.  The change in step 2 (interim to test) to actual test-year revenue cost ratios would then represent the methodological impacts.  

Option A is the approach that I propose in my evidence.  Note that I am proposing that if costs or load patterns shift in step 1, going from base year to test year PCL, these changes must be offset by changes in rates to preserve the target revenue-cost ratios.  I am not proposing that any PCL changes not be recognized in proposed revenues.  Note also that the test year allocated cost study remains valuable for the purposes of intra-class rate design and as a more accurate measure of the cross-subsidy.

In the alternative option B, step 1 is the methodological impact, and step 2 is the PCL impact.  Under this approach, the revenue allocation goal would be to set test year rates such that the revenue-cost ratios are equalized between the interim scenario and the test year scenario.

It is not at all clear that these two approaches would produce the same target revenues for each rate class (either on a rolling or base year basis).  And, of these two options, there is no theoretically pure approach -- there are joint effects that cannot be ascribed exclusively to either the methodology changes or to PCL changes, because they relate to the interaction between the two effects.  

However, for the specific circumstances facing HQD, I deemed that option A was preferable, primarily because of the issue of generation costs.  Suppose, hypothetically, that the generation cost allocation methodology is changed to one in which different methods are applied to patrimonial and post-patrimonial costs.  Under these conditions, it would be relatively simple for HQD to apply the base year cost allocation methodology to the test year costs for deriving the interim scenario.  However, it would be enormously complicated to try to apply the test year methodology to the base year costs, as required by the option B interim scenario.  HQD would need to find some way to arbitrarily split the base year volumes into patrimonial and post-patrimonial components, allocate those to each class (probably on an hourly basis) and then somehow apply test year patrimonial and post-patrimonial energy costs to each of those loads.  All of these calculations would be difficult and contentious.  

The generation cost example illustrates the general rule that applying a simpler base methodology to more recent costs is likely to be much less problematic than applying a complex methodology to historical costs.  Note that HQD also proposes to apply the prior year method to the test year parameters, rather than the reverse.
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