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1 
BACKGROUND 

Under Application R-3492-2002, Phase 1, the Distributor submitted to the Régie, for its approval, the principle of transfer of supply costs. According to this principle, the Distributor aimed for the recognition without loss or profit, within the Distributor’s service cost, as well as the repercussion on customer rates, of any unpredictable variation in the supply cost, both related to the volume of heritage pool electricity and beyond this volume. 

In its Decision D-2003-93, the Régie authorized this principle, but limited its scope to the costs of heritage pool electricity. By doing this, it allowed the Distributor to charge to a deferral account any variation in the costs of supplying heritage pool electricity that was unanticipated when rates were set, by rate class, following the updating of Schedule I rates by the Régie or the Government. 

Moreover, given forecasts indicating that from 2005 the quantity of heritage pool electricity would normally be reached, the Distributor nevertheless had to ensure at all times the maintenance of the balance in the supply and demand of electricity and therefore found itself in the position of assuming alone all costs and risks associated with post-heritage pool supplies. 
Although a dynamic management approach allows the Distributor to optimize its overall purchases in order to ensure the lowest supply cost for Quebec customers, actual supply needs and costs remain subject to significant forecast and climate variances. Since the potential financial impacts of any variance on purchase volumes and prices are considered very high, the Distributor estimates that they far exceed the business risk structure a regulated entity is normally subject to. 

Also, under Application R-3541-2004, the Distributor submitted a request that the principle of transferring the costs of supply exceeding the volume of heritage pool electricity, without loss or profit, be recognized, and that it be permitted to recover its net costs not predictable at the time of the rate application, through the rates. 

In its Decision D-2005-34, the Régie opted, under the 2005 rate filing, for partial protection against supply risks. It thus authorized the Distributor to create a pass-on account that covered all supply risks faced by the Distributor, beyond a threshold equivalent to a climate variance of +/- one standard deviation of 1.9 TWh. 

On March 24, 2005, the Distributor presented an application for a review of Decision D-2005-34, and in Decision D-2005-132, the Régie authorized the Distributor to debit to a deferral account all variances in post-heritage pool supply costs that it might incur during 2005, net of revenues attributable to the supply component, so that the Régie might subsequently, when analysing the rate filing, deal with this account. As stated on page 24, this new decision does not in any way affect the Régie’s ability to examine all the concerns set out in Decision D-2005-34. 

As well, in order to facilitate this examination, for the purposes of the 2006 rate filing, the Régie requires the Distributor to: 

- Collect information, on a monthly basis, on the proposed variances as evidence and facilitate the use of cost and revenue by rate class; 
- Document the working of the pass-on account; 
- Present a complete examination of the pass-on account; 
 - Communicate its reflections on the mechanism for disposition of the pass-on account in the rates (monthly, quarterly or biannual basis); 
- Explain how a pass-on account for supply makes it possible to maintain an incentive for the Distributor to minimize its supply costs. 
With the exception of the last item, which is specifically treated in HQD-2, Document 2, the following sections present the responses to the Régie’s expectations. 

2 
COMPONENTS OF PASS-ON ACCOUNT
2.1 
Definition 

A brief overall definition of variances captured in the pass-on account is expressed as the surplus of actual post-heritage pool supply costs over the costs anticipated for the purposes of establishing the 2005-2006 rates, net of certain adjustments described in section 2.2 below. The variances may result from purchase volumes greater or less than the quantities anticipated for the 2005 test year; these additional quantities assessed at the anticipated cost of 8.06¢/kWh (2005 rate filing), resulting in a volume variance. Otherwise, for a purchase volume anticipated for the purposes of the 2005 rate filing, variances in the purchase price due in particular to inflation or fluctuations in fuel prices or exchange rates may lead to costs greater or less than anticipated. The resulting variances represent price variances. 
Thus, volume and price variances relating to long-term, short-term supplies, with or without a call for tenders will be posted to the account. 
The effect on revenue relates solely to volume variances. The principle is that additional sales correspond to additional purchase volumes. These supplementary sales generate additional revenues and also contribute
 to the recovery of excess supply costs. The component of rates thus recovered and posted against the volume variance otherwise calculated is assessed on the basis of the average heritage pool and post-heritage pool supply revenue. It is on this basis that the effect on revenue charged against the volume variance in the pass-on account is calculated. It should be noted that the opposite principle applies in the case of purchase volumes that are less than anticipated. 
2.2 
Adjustments 

2.2.1 Indemnities Received Under Contracts 

The Distributor may have to buy supplies on short-term markets to make up for a supplier’s failure to deliver a contracted quantity of energy. Thus, under certain contracts, the Distributor might be indemnified for non-compliance with performance requirements by the supplier (e.g., breakdown of supplier’s equipment). The anticipated indemnity is an attempt to compensate the additional costs the Distributor would incur in obtaining stocks on short-term markets. The indemnity would therefore be charged against costs included in the pass-on account. 

2.2.2 Adjustments to Unused Heritage Pool Costs

This adjustment is related to unused volumes of heritage pool electricity during the year. The adjustment consists in charging the cost of the unused heritage pool electricity against the pass-on account. This adjustment is made only at year-end, when the unused quantities of heritage pool electricity determined under the bar management system are known. 
3
MODES OF TRANSFER OF VARIANCES IN THE PASS-ON ACCOUNT 
In rate application R-3541-2004, the Distributor proposed two methods of integrating variance: 
Option 1: Under this option, variances are calculated on the basis of actual data covering a 12-month period from January 1 to December 31. Variances are then integrated into the rate filing of the second financial year subsequent to the calculation period. 
Option 2: Under this second option, a first reading at mid-year determines the variances from January 1 to June 30, which will in principle be integrated into the next rate filing. A second reading will be done at year-end to cover variances incurred during the last 6 months of the year. These variances will be integrated into the rate statement for the subsequent second financial year. 
Seen from another point of view, still according to this option, the rate filing for the 2006 test year would include variances from the six-month period beginning January 1, 2005, date the account was established, and ending June 30, 2005. The following rate filings would integrate variances for a complete 12-month period, from July 1 to June 30. 
The Distributor proposes retaining the first option, calculating variances on the basis of a 12-month period running from January 1 to December31, for the following reasons: 
· This option is easy to apply because it corresponds to the test year and the Distributor’s financial year. 
· Since certain variances will be definitely known only at year-end (variances related to the master agreement and the management of heritage pool electricity), a reading for the complete financial year gives a more accurate picture of the variances actually incurred for a given year of operation. This year-end image is even more accurate since during the year, variances might naturally be compensated in whole or in part. 
· This option avoids calculating variances on a period spanning two test years. The Distributor favours the calculation of costs on the basis of one test year, from January 1 to December 31. 
· The application of the alternative option, based on an end of period reading made on June 30, would lead to problems with respect to compliance with the eight-month delay desired by the Régie for treatment of rate filings 

Thus, despite the disadvantage to the Distributor of deferring recovery of costs posted to the pass-on account, the Distributor considers the advantages ensuing from this option to be overriding. 
Consequently, the Distributor does not transfer to its required revenue for 2006 any cost for variances in 2005 supply costs. Moreover, the Distributor submits in the following tables, for information, an overview of variances posted to the pass-on account for the period from January 1 to June 30, 2005. 

4 
MODALITIES OF IMPUTING VARIANCES BY RATE CLASS 

With respect to calculating variance, it is important to recall the following facts. In the second application for information relating to Application R-3541-2004, the Régie asked about the supply cost adjustment mechanism, and asked the Distributor, in question 4.4: 
[Translation] “SCGM’s unit supply cost rate is uniform for all classes of consumers, which is not the case for the Distributor. Indeed, for the Distributor, each rate class is allocated a supply cost that is a function of its use factor and its loss rate. Please explain, under these conditions, if the reproduction of the supply costs adjustment mechanism is adequate. Please specify what modifications, if any, should be made.”  
In reply to this question (HQD-14, Document 1.1, pages 27-28), the Distributor mentioned that the adjustment mechanism that it proposed, resulting in an average supply revenue of 2.83¢/kWh for 2005, is analogous to the SCGM’s. Moreover, since the Distributor makes a distribution of the 2.83¢/kW for each rate class, a calculation of the average supply revenue that would make it possible to determine the impact of the combination of the actual sales per class could be expected. On the other hand, since only the expected average post-heritage pool cost per rate class is known on an annual basis, this approach could not be extended to the component of the actual post-heritage pool costs, unless a modality for sharing the actual post-heritage pool cost is decided upon. On a monthly basis, a calculation of the pass-on by rate class would also require determination of variances in post-heritage pool volumes by rate class, which would presuppose a distribution of actual and estimated post-heritage pool volumes by rate class, for which it would also be necessary to define the hypotheses in advance. 
The Distributor also submitted to answer 5.2 (HQD-14, Document 1, pages 30 to 35), a simulation of the impact of the use of unit costs and revenues by rate class on the balance of the pass-on account, subject to the answer given to question 4.4. As an illustration and for the purposes of this financial year only, hypotheses have been put forward in order to proceed to the determination of the pass-on by class, on an annual basis and on a monthly basis. 
In this regard, in its decision D-2005-34, the Régie states: 
[Translation] “With respect to modalities of allocation and disposition of the pass-on account, the Régie encourages the use of cost and revenue per rate class, since they vary considerably from one class to another.”  (p.50). 

Despite these considerations, and in order to submit to the Régie’s decision, the Distributor presents the calculation of variances by rate class as well as the hypotheses adopted in the present filing to distribute the actual and estimated post-heritage pool costs and to distribute actual and estimated post-heritage pool volumes by class on a monthly basis. 
It should be noted that the need for the hypotheses described in the next section is inherent in the method of distributing supply cost by rate class, which does an overall annual treatment of the heritage pool and post-heritage pool cost. In a context of marginal treatment and a distribution of the post-heritage pool supply cost on an hourly basis (See HQD-12, Document 1 for a description of the alternative treatment of the hourly cost), variances by rate class would be calculated directly, since actual and estimated post-heritage pool purchases in the rate classes would be available on a monthly basis. 
4.1 Calculation of Variances By Rate Class 

As an illustration and keeping in mind that these results remain preliminary until the latest year-end reading, Table A below presents the net variance calculated by rate class for each month from January to June 2005. Table B presents the detailed calculation of the cumulative variances to June 30, 2005 by rate class. The total net variance is $11.1 M, excluding the net variance of $1.6 M for special contracts and without considering the adjustment for unused heritage pool electricity, the volume of which is estimated at 283 GWh for the first six months (See HQD-7, document 2): 

Table A
Net Variances by Rate class Paid to Pass-on Account 
For months of January to June 2005 (in $M)

[image: image1.emf]
Table B

Calculation of Variances by Rate class Paid to Pass-on Account
Cumulative to June 30, 2005,

[image: image2.emf]
To calculate volume variances, the expected post-heritage pool unit costs by rate class for 2005, as approved by the Régie in its decision D-2005-34, are applied for each month. With respect to the expected and actual GWh of post-heritage pool purchases, this information is not available a priori on a monthly basis and by rate class, except with respect to demand-side management tariffs and emergency power tariffs LD, LP, MR and LR, for which the information is known. The Distributor proposes in this regard the following hypotheses: 
· The actual purchase volume of post-heritage pool electricity, (excluding the BT and the management tariffs), known at the end of each month, is distributed on the basis of the volume of actual total sales by rate class. These volumes are adjusted in advance to exclude the GWh of remote communities, Rapide des Joachims and emergency generators and to include internal uses. 

· The estimated monthly purchase volume of post-heritage pool electricity as set out in filing R-3541-2004 in HQD-14, document 1, p.26 (excluding the consumption at BT and management tariffs) is distributed to each rate class on the basis of the expected total consumption volume in these classes. 

To calculate the price variances relating to each month, the Distributor does not have a distribution of the actual unit cost by rate class, except for management and emergency energy rates, which are assigned the actual average cost for each month. As for the other classes for which information is not available, the Distributor submits the following hypotheses: 
· The cost (in $M) of actual post-heritage pool purchases is distributed on the basis of the costs (in $M) of the heritage pool electricity in each rate class; 

· For this purpose, the cost of the heritage pool electricity is determined by applying the heritage pool unit cost by class, as approved by the Régie in its decision D‑2005-34 for 2005, to the volume of heritage pool consumption in each class. This last is determined using the differential (total GWh – post-heritage pool GWh) for each month. 

To calculate the effect on revenue, the expected revenues by rate class for 2005 and approved by the Régie are considered for each month. 
Table C presents the cumulative actual and estimated data to June 30, 2005, the date from which variances by rate class paid to the pass-on account are calculated. 
Table C

Actual And Estimated Data Required to Calculate Variances By Customer Class Paid to Pass-On Account
Cumulative to June 30, 2005,

[image: image3.emf]
(1) Including adjustments for remote communities, Rapide des Joachims, internal use and emergency generator. 

(2) No GWh and no cost are assigned to the MR, LR and LP rates in estimated mode. 

5 
ACCOUNTING AND REGULATORY TREATMENT

With respect to the accounting, variances are calculated and recorded monthly in the pass-on accounts. The account balance is cumulative and will be reduced in accordance with disposition modalities. 
For regulatory purposes, for the reasons mentioned in HQD-4, document 7, the Distributor requests that the pass-on account on the post-heritage pool supply costs be included in the base for rate determination. The deferral of accounting of costs targeted for the revenue requirement of the second rate filing following the test year when the variances occurred, creates for the Distributor a need for financing that deserves to be remunerated at the average rate of the cost of capital. 
According to this scenario, the Distributor would compile variances monthly within a first deferral account bearing interest at the average rate of the cost of capital. The balance of this account will then, at the beginning of the second test year following the year targeted by the variances calculation, be paid into a second account that appears in the base for rate determination, for the purposes of its disposition in the rates. 
6 
DISPOSITION OF THE ACCOUNT 

The amounts captured in the pass-on account represent (net) supply costs incurred in a test year. These costs represent charges that, if known when determining rates, would be fully included in the required revenue for the relevant test year. Thus, in principle, the Distributor would proposes a complete annual disposition of the account balance, that is, including it in the revenue required from the test year of the second financial year following the year the variance is recognized. Otherwise, the size of the amounts recorded in the account could motivate the Distributor to favour deferring and smoothing variances to be integrated into its cost of service. For this purpose, the Distributor considers it premature to deal with the disposition of this account before grasping the overall picture at the end of its first year of use (year 2005). 
With respect to the Régie’s concern set out on page 50 of Decision D-2005-34 regarding the mechanism for disposing of variances in rates on a biannual, quarterly or monthly basis, the Distributor maintains its position that rates not be modified more than once a year. This position is based on the fact that the Distributor proposes a global allocation of supply costs (heritage pool and post-heritage pool) that makes it less important to transfer the supply costs associated with risks directly to a rate class. Furthermore, the monthly adjustment of the rates in order to transfer variances in supply costs requires a major reorganization of rate structures without contributing significantly to giving a better price signal than the present rate proposal. 
Thus, with respect to rate averaging, making changes to the customer's invoice during the year is not considered desirable, especially since adjustments would fluctuate along with the periodic variances, by presumably irregular amounts. 
� The additional revenues from sales associated with the transportation and distribution components are dealt with in HQD-4, Document 4.
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