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1 
BACKGROUND

With the submission of the 2006-2007 rate application, the Distributor is initiating the process that will lead to the establishment of its rates applicable as of April 1, 2006. This is the third year that the Distributor has appeared before the Régie and intervenors in order to present its cost of service and to propose a rate increase that will allow it to recover this cost.

In comparison to the previous two applications, the environment in which the Distributor is now operating has dramatically changed.  The increase in the cost of service in the coming years, notably, the high cost of post-heritage supply, the expected increase in the cost of transmission for the native load and the significant increase in a number of cost-of-service components, including depreciation costs, decommissioning costs and financial charges will all exert considerable pressure on the financial equilibrium of the Distributor and consequently, on the increases in electricity rates.

The present file contains a proposal that reflects this environment while at the same time taking into consideration the operational framework of Hydro-Québec Distribution.

2
THE DISTRIBUTOR’S COST OF SERVICE AND LOSSES

The main issues that the Distributor will have to address in the coming years relate to the increase in its cost of service and the implementation of its rate strategy.

2.1 Cost of Service
Table 1 below presents the Distributor’s cost of service for the 2006 test year. The Distributor’s cost of service totals $10,051 million, up $508 million from 2005.

TABLE 1

Components of the Revenue RequirEment
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Translation of Column 1:
HQD’s Cost of Service

Purchases

· Purchases of Electricity

· Transmission Services

Distribution Costs and Customer Service

Operating Costs
Other Charges

Cost of Capital

RETURN ON THE RATE BASE

Capital Structure

Debt

Equity

Rates

Debt

Equity

Rate base (13-month average)

Supply
Electricity purchases alone represent 77% of the cost-of-service increase. For example, in terms of post-heritage supply costs alone, purchases of 8.6 TWh of electricity valued at $745 million are anticipated, over $392 million more than those currently anticipated for 2005. This total excludes the sums that will have accumulated beginning in January 2005 in the deferred costs account anticipated to cover the differentials in the cost of post-heritage supply which will be recovered beginning in January 2007 based on mechanisms to be approved by the Régie. 

The special nature of this component stems from the fact that this figure reflects a market price (8.81 ¢/kWh) whereas the cost of provision customers are charged reflects an average cost (2.98 ¢/kWh) based primarily on the price of heritage electricity. The result is a direct and systematic pressure on the rate increase, a pressure that cannot be relieved unless the trend in other cost components is neutral or favourable.

In the recent past, the Distributor was able to take advantage of favourable elements, notably regarding the cost of the transmission service and its own costs. However in this respect too, the environment of the Distributor’s has changed considerably. 

Transmission Cost

Since 2001, Hydro-Québec Distribution has assumed the same cost for its transmission services: $2,313 million to be specific. Over the 2001-2005 period, its sales increased by 18 TWh, contributing to increased revenues of approximately $250 million on account of this fixed transmission cost. This revenue helped offset the increase in the other cost components and thus keep rate increases low.

However, the increase in the volume of the Distributor’s activities combined with a corresponding decrease in the quantities reserved by Hydro-Québec Production of the point-to-point service will entail an adjustment of the transmission costs effective retroactively to January 1 2005, based on TransÉnergie’s rate application submitted to the Régie de l’énergie on June 23, 2005. If accepted by the Régie, the Transmission Provider’s proposal will mean an addition of $340 million to the Distributor’s service next year owing to the increased transmission costs ($170 million for 2005 and $170 million for 2006). This fact alone would justify a rate increase of almost 4%.

Distribution and Customer Service Costs

The combined costs of distribution and customer service are up $274 million between 2004 and 2006, owing notably to an increase in depreciation costs ($114 million), as well as the increase in operating charges ($84 million) and cost of capital ($70 million).

With respect to depreciation costs, a total of $46 million stems, among other things, from the commissioning required to meet growth in demand. Moreover, an increase of $33 million relates to PGEÉ amortization, while $27 million results from that of the deferred costs related to the BT tariff, in conformity with the decisions made in the framework of previous cases.

Operating costs are experiencing an increase owing to four ad hoc elements. The cost of decommissioning that the Distributor must directly bear will amount to $59 million in 2006 ($71 million when including the costs of decommissioning falling under the billing of internal suppliers) whereas in 2004 this cost was nil. For 2006, the requirements of the CIS project are at their highest with respect to operating costs. For example, over $12 million will be required next year to train more than 1000 individuals, both to ensure the maintenance of existing and new customer systems and to begin to inform the clientele particularly about billing presentation. Finally, the takeover of the Shefferville distribution system and the sale of the HydroSolution subsidiary will increase the Distributor’s operating costs by $4 million and $3 million respectively.

Furthermore, the rise in financial costs can be explained by increases in the rate base ($37 million) stemming, among other things, from a growth in demand and by the rise in interest rates ($33 million).

Thus, since 2004, with the exception of the increases stemming from the growth in activities (such as depreciation) and external factors over which the Distributor has no control, the costs of distribution and customer service stemming from the basic activities have increased only slightly, a testimonial to the Distributor’s considerable efforts to increase its efficiency in service delivery, all this occurring in a climate in which the volume of work has markedly increased.

In effect, this phenomenon is shown by an analysis of efficiency indicators. In particular, six indicators serve as references for a composite understanding of the Distributor’s performance in the area of cost control. The figures related to each of these six indicators for the 2001-2006 period are presented in the table below:

TABLE 1: Accounting Period Ending December 31
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Translation of Column 1:

Description

Total cost of Distribution and Customer Service ($) per subscription

Net operating costs for Distribution and Customer Service per subscription

Net capital assets in operation ($) per subscription

Total cost of Distribution and Customer Service ($) per normalized kWh

Total cost of SALC process ($) per subscription

Total cost of Distribution process ($) per subscription

All of these indicators rose slower than inflation over the period (2.2% on average) and three of them actually show an overall decline.

The objective of the Distributor is to keep the average annual rise in these indicators to a level below that of inflation in the coming years.

Capital Budget

The Régie has, over the last two years, rejected the increases requested by the Distributor in its capital budget, with the exception of the investments associated with major projects and growth in demand. This rejection essentially reflects the Régie’s concern, shared by the Distributor, about the rate impacts of an excessive rise in total annual investment. It is important to remember that depreciation costs, financial charges and performance tied to investments account for over 50% of all of the Distributor’s direct costs.

In this environment, the Distributor intends to review its investment planning framework and will submit a proposal to the Régie for a more structured approach and indicators that will enable it to better justify its intentions and to obtain the Régie’s support, particularly regarding investments required to ensure the long-term persistence of the distribution system.

2.2
Rate Strategy

The differential between the revenues based on current rates and a revenue requirement stemming from the cost of service is approximately $463 million in 2006, equivalent to an increase of 5.34% in all electricity rates excluding the anticipated rise in transmission service costs.

Given the magnitude of this differential and also to convey to the clientele the appropriate price signal, it is essential to begin the process of recovering the additional revenue requirement. Moreover, Hydro-Québec Distribution wishes to mitigate the impact of the increase on customer rates, but does not wish to forego the returns to which it is entitled. It is also concerned with the impact of the transfer of an excessive amount of equity between different generations of consumers.

Hydro-Québec therefore proposes a twin-component strategy to the Régie de l’énergie:

1. A uniform increase in electricity rates of 3% applicable beginning April 12006;

2. The implementation of an interest-bearing rate stabilization account, which will accumulate the differentials between the additional revenue requirement and the revenues stemming from the 3% increase. For 2006, the cumulative total in this account will be $203 million (excluding the transmission costs which will be treated in 2007).

The uniform 3% electricity rate increase maintains the cross-subsidization in favour of the residential clientele. Moreover, this increase reflects the scope of the financial stakes. It is important that electricity consumers receive a price signal as close as possible to the costs in order to promote good practices.

As of 2006, the 3% proposal will allow for the recovery 56% of the additional revenue requirement. The Distributor anticipates applying the 3% rate increases until the entirety of the additional revenue requirement is offset. In this context and according to the current scenario, Hydro-Québec Distribution calculates that it will be able to recover the entirety of its costs over an eight-year period.

The implementation of a rate stabilization account will enable the Distributor to recover the entirety of its costs and to face the unique reality that will prevail in 2006 and 2007, during which significant differentials are projected between our costs and revenues received from the clientele. Subsequently, according to the current scenario, the differentials diminish.

Table 3 below summarizes the rate increase being requested and the rate strategy being implemented, based on the Distributor’s cost of service.

TABLE 3

EVALUATION OF THE SHORTFALL AND THE RATE INCREASE 

AT APRIL 1, 2006
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Translation of Column 1:
2006 Sales Revenues (without rate increase)

Revenues other than those from Electricity Sales

Adjustment – Regulatory Provision for 2005

Total Revenues for the Calculation of Additional Revenue Requirement

Revenue Requirement

Purchases
Purchases of Electricity (including deferral account for Rate BT)
Transmission Services

Distribution Costs and Customer Service

Operating Costs

Other Charges

Return on the Rate Base
Deferral Account for Rate BT

Revenue Requirement

Additional Revenue Requirement on April 1

Sales Revenues before the increase, excluding special contracts

Required Increase

Increase Requested - April 1, 2006

Revenues generated in 2006 by the Required Increase

Regulatory Provision for 2006 Recovered n 2007

Deferred Increase

Deferred Revenues Posted to the Rate Stabilization Account
In decision D-2005-34 regarding the 2005-2006 rate increase, the Régie approved a regulatory mechanism, consisting of an allowance, to offset the unfavourable financial impact stemming from the shortfall between the test year and the rate year. This allowance totals $79.4 million and will be recovered in the 2007 test year.

In 2006, the rate increase under consideration will generate additional revenues of approximately $180.4 million, which will be combined with the regulatory allowance of $79.4 million to be recovered in 2007, for a total contribution of $260 million to the 2006 financial performance. However, these totals will be insufficient to cover the Distributor’s cost of service for the projected 2006 test year.

3 OTHER CONSIDERATIONS

The scope of the increase in the Distributor’s cost of service necessitates the mobilizing of all of its resources in order to attenuate the level of impact on the clientele. Other than a strict control over operating costs and the investment budget, a number of other dimensions of the Distributor’s activities must be considered, including:

· Method of allocating post-heritage supply costs;

· financial policy;

· rate structure changes;

· incentive regulation;

· remuneration policy.

3.1      Cost Allocation Method

“The Régie de l’énergie does not accept the Distributor’s proposal holding that the cost fluctuations be wholly reflected in rates, even if the Distributor can demonstrate that they are not intended to attenuate cross-subsidization.” 
Régie de l’énergie, D-2003-93, p. 185 [translator’s version]

“…it is important that the method selected reflects, as closely as possible, the causation links between the cost of provision and the customers for whom the costs are incurred. The Régie judges that, to the extent that these costs will be reflected in the rates, this will ensure the best price signal.”




Régie de l’énergie, D-2005-34, p. 131 [translator’s version]

Hydro-Québec Distribution fully agrees with the causation principle, as evidenced by its representation in the framework of its first rate case before the Régie (R-3492-2002). Moreover, this principle, applicable to all cost-of-service components, raises a special issue regarding provision stemming from the phenomenon of the rise in costs that must be born by consumers in this regard.

However, it appears that this principle, by virtue of which each category of consumer would assume all the costs of provision associated with their expansion, runs counter to another fundamental principle of the Act Respecting the Régie de l’énergie, as interpreted by the Régie itself, specifically, the maintenance of cross-subsidization.

Inherently, the strict application of the cost causation principle for service provision would lead to a reduction in cross-subsidization. For the residential category, this would mean a reduction in the benefits that it gains from cross-subsidization. For the other categories, a reduction in their contribution to cross-subsidization would result.

Furthermore, the simultaneous application of the two principles leads to a situation of inequality with respect to the general-rate clienteles who contribute to cross-subsidization, since the maintenance of cross-subsidization involves the application of a systematic rate increase greater than the supply costs passed along to them, while the residential clientele can only be billed a portion of the costs.

It does not appear possible, in the view of the Distributor, to apply these two principles simultaneously without calling into question the levels of cross-subsidization for each category of consumers, which was not envisaged by the Régie in 2003. For this reason, despite the desirability of applying the causation principle to supply costs, Hydro-Québec Distribution reiterates its initial proposal that the non-heritage energy supply costs be allocated based on a global approach. This approach is the only one that reflects the orientations of the Quebec government as formulated in the policy orders on the allocation of heritage supply costs and the interpretation of the Régie of its governing Act’s provision regarding the maintenance of cross-subsidization.

3.2    Financial Policy

In the framework of the previous rate cases of the Transmission and Distribution Providers, Hydro-Québec had proposed that the financial policy of both regulated entities be dealt with together within a generic cause. A number of factors weigh in favour of a common review of the financial parameters of these two regulated bodies, one of which being the assurance of regulatory and financial consistency.

However, the remaining major uncertainties regarding the risk profile of the Distributor prevented any constructive reflection about the capital structure and appropriate rate of return. Accordingly, it is important to stabilize the business and regulatory risk profiles before establishing these parameters and entering into discussions on an automatic rate-of-return adjustment formula and on incentive regulation that would theoretically allow for an improvement in this rate of return.

Moreover, in Hydro-Québec’s understanding of decision D-2003-93 (case R-3492-2002, phase 2), the Régie was concerned with the escalation of the cost of carrying debt and in particular, by the impact of the rate of exchange on this cost. For example, in this same decision, it elaborated the principle of purported debt based on which the cost of the Distributor’s debt was to be established distinctly and independently of Hydro-Québec taken as a whole.

However, since this decision, the Canadian dollar has experienced strong growth, rising from US $0.65 to US $0.81 according to the consensus for 2006. This increase in the exchange rate has a very favourable impact on the full cost of the debt and therefore, on the Distributor’s financial costs.

Consequently, it can be expected that the review of Hydro-Québec’s financial policy for its two regulated entities will lead to a capital cost increase that will add to the pressure exerted by the other cost components. In this context, maintaining the status quo is favourable to the Distributor and we propose that the financial policy in the framework of the present case be in keeping with previous decisions.

3.3   
Rate Structure
In decision D-2005-34, the Régie firmly adopts the principle that rates should reflect the cost-of-service structure and requests that the Distributor update its studies on the balance between rate structures and costs and stipulate the rate components on which the rate increases must be based.

The Distributor endorses the principle elaborated by the Régie. It falls within its responsibilities to use the available mechanisms to both inform its clientele of the cost reality in which it must operate and to propose mechanisms that will improve the price signal received by each customer category and which encourage energy savings. Thus, the Distributor’s proposals are intended to further concentrate the increases on the flexible rate component. These increases differentiated by rate component do not affect cross-subsidization and are therefore fully compatible with the application of the Act Respecting the Régie de l’énergie.

Within a given category, the result of these mechanisms will, in general, be to reward customers who use less electricity.

3.4
Incentive Regulation

The incentive regulation model is generally considered superior to the traditional model of economic regulation in that it relies on incentives to improve performance, rewarding both the shareholder and customer. The implementation of such a model presupposes that all the other cost-of-service elements are well established. However, a number of fundamental cost-of-service components are still the subject of discussion, particularly the rate stabilization account, the stabilization account for climate variances, the method of allocation of post-heritage costs, changes to the rate structures, the Distributor’s financial policy and the risk environment in which it must operate.

It is therefore important to make a definitive determination on each of these elements in order to allow the regulatory context to move towards a more responsive framework beneficial to both consumers and to Hydro-Québec Distribution.

In the meantime, Hydro-Québec Distribution is resolutely committed to finding avenues for increased efficiency that are already enabling it to offset a portion of the pressure exerted by the expansion of its activities. In particular, the Distributor intends to make use of the results of its participation in PA Consulting’s benchmarking program to improve its efficiency in its basic activities. It has also implemented the resources required to ensure optimal management of its supplies, which involves the maximized use of heritage electricity and a close control over its post-heritage purchases.

3.5 
Remuneration Policy

The Distributor firmly believes that attaining the objectives can only rest with a mobilized workforce. The remuneration plan is a determining factor in this mobilization. Like other Hydro-Québec divisions, the Distributor makes use of variable remuneration plans for its employees, ensuring an effective contribution of the latter to improving the quality of customer service and the division’s efficiency. Furthermore, it benefits from the contribution of unionized employees of its internal suppliers since their remuneration is in part tied to the Distributor’s performance.

However, in the framework of decision D-2005-34, the Régie called for profit-sharing plans of the Distributor’s unionized employees to rely more heavily on its activities. This reflection is underway and the Distributor will ensure that the plan maintains its current benefits without additional cost to the division.

4 RATE IMPACTS

Despite a 3% increase, the Distributor’s domestic customers will continue to benefit from the most stable energy source for heating, as the figure below illustrates. For example, between May 1 1998 and April 1 2005, the energy bill for an average, electrically-heated 158 m² house rose 6.1%, while the bill for the same house heated with oil or natural gas increased by 120% and 59% respectively.  This increase in fuel prices enabled electricity to considerably improve its competitive advantage. The differentiated increase in rate components should help to give consumers a better price signal in exercising their heating options.

FIGURE 1

ANNUAL GROWTH OF ENERGY COSTS FOR SPACE HEATING

AVERAGE SINGLE FAMILY HOME IN MONTREAL
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In spite of the 3% increase, the Distributor will continue to rank among the North American companies offering the lowest rates. In effect, among the cities ranked in an annual price comparison carried out by the Distributor and as indicated in the following table, only the electricity rates of Manitoba Hydro and BC Hydro, Seattle City Light and PacifiCorp, for certain customer categories, are lower than those of the Distributor as of April 1 2005.

The 3% increase per rate, broken down by rate component to produce an appropriate price signal, will have slightly different impacts depending on the use level of customers.

For residential customers, the annual bill for typical use increases from 1.6% to 3.6%, representing dollar values of $0.68 to $6.87; in this way, minor users are less affected than the most major users. For the average residential customer, the monthly electricity bill rises by $2.76.

The billing increases noted for the typical L tariff consumers amounts to between 2.8% and 3.1%. For M tariff, these billing increases are between 2.9% and 3.1%. Finally, based on the use hypotheses adopted, the billing variations noted in G tariff are between 2.6% and 3.1%.

� Source:  price comparison of major North-American cities (April 2005)


� For full details, see HQD-13, Document 1.
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