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1 CONTEXT 

Several context factors have led the Distributor to propose to the Régie the introduction of a new mechanism for the purpose of smoothing the impacts of rate increases on customers while allowing it to recover all of its cost of service. 
1.1 Important Structural Changes 

Within cost of service regulation, the Distributor may submit for the Régie’s approval a rate increase allowing it to recover the additional revenue requirement, that part of the cost of service that sales revenues before the increase are not sufficient to absorb. 
As illustrated in Table 2 of HQD-1, document 1, the rate increase in 2006 that would be necessary to cover the required additional revenues of $463 M would be 5.34%. 
Moreover, the Distributor is of the opinion that significant pressures on financial balances and therefore on rates are to be expected over the coming years. These pressures result from significant structural changes. 

1.1.1 Post-Heritage Pool Supply Costs

Post-heritage pool supply costs (excluding costs associated with consumption management rates), which did not exist in 2004, represent nearly 14% of total supply costs for 2006. The growth in electricity purchase costs between 2005 and 2006 (mainly attributable to post-heritage pool supplies) accounts for 77% of the increase in the Distributor’s cost of service. In general, the strong growth in demand contributed to the faster than anticipated absorption of the volume of heritage pool electricity, leading to an increase in post-heritage pool purchases. For 2006, two main factors contribute to the increase in these costs. The completion of Phase 2 of the Alouette aluminium plant in fact accounts for half of post-heritage pool needs for 2006. Moreover, for 2006 most post-heritage pool purchases must take place on short-term markets in a context where expected purchase prices are 15% higher than those for 2005. Once the shock due to the opening of a new aluminium plant has past, the costs of post-heritage pool purchase should follow the normal demand growth curve. Thus, 2006 is marked by an increase of 3.9 TWh in sales whereas normal annual sales growth averages 1.4 TWh over the period from 2007 to 2014.

1.1.2 Adjustments to the Transmission Bill

In filing R-3549-2004, HQT submitted in phase 2 its rates for the Régie’s approval. Assuming the rates requested by TransÉnergies are accepted, the increase in the Distributor’s transmission bill could increase to $340 M ($170 M for the 2005 cost of service and $170 M for 2006), amounts that of themselves would be equivalent to a rate increase of some 4%. A change in the demand structure of the main transmission service clients contributes to this significant increase in the transmission cost of service for the native load. On the one hand, pushed by growth in demand, native load needs have increased beyond the volume of heritage pool electricity. On the other hand, this growth had the effect of reducing electricity available for export. Consequently, point-to-point service needs are weaker than before. This reduction has been accompanied by a change in the point-to-point structure where short-term reservations substitute for long-term reservations. These factors explain the $170 M annual increase in the cost of the Distributor’s transmission service that, once absorbed, will follow the normal curve of the HQT’s activities, if any. 
1.1.3 Changes in Charges 

To these factors was added the pension expense, which considering the sustained decrease in interest rates, now occupies a significant place in the Distributor’s cost of service. Thus, the projected pension expense directly imputed to the Distributor increased $41 M between the 2005 rate filing ($18 M) and that for 2006 ($59 M). 
Furthermore, amortizations have also progressed since the last rate filing of $93 M. This growth results from the increase in demand and investments and additional equipment that the Distributor has had to incur on the distribution network in order to meet customers’ needs. This growth rate is however considered exceptional since a return to a more moderate growth is expected in the years to come. This growth is also associated with the implementation of certain of the Distributor’s programs previously authorized by the Régie. Thus, the amortizations of deferred PGEÉ and BT rate expense accounts alone contribute to explain more than 50% of the observed growth in the period’s amortizations. 
In short, once all these structural changes have been completed, the change in cost of service should follow the normal growth rate for the activities. It may however take a few years yet. 
1.2 A Desire to Limit Increases 

The Distributor is therefore confronted with a significant structural increase in several of the most important components of its cost of service. The Distributor aims of course to limit rate increases but it is also responsible for giving its customers clear signals on the reality of its costs in order to induce good practice and correct energy choices. Its responsibility is also to ensure fairness in the treatment of the different generations of consumers by invoicing costs as much as possible to the generation that caused them. 
Hydro-Québec Distribution estimates that a 3% increase will make it possible to recover all costs during the coming years. For 2006, it will permit the Distributor to recover 56% of the required additional revenue and to defer to future generations a smaller portion of its costs. For their part, customers receive a price signal as near as possible to actual costs, encouraging them to adopt good practice. 
1.3 Complete Recovery of Additional Required Revenue 

Under the regulations in force, the Distributor is entitled to recover all additional revenue required in the test year 2006 through an increase in rates of 5.34%. It is to mitigate the impacts of the increase on the customer base that the Distributor proposes to reduce the 5.34% rate increase to 3 %. It does not however forego its right to collect the required additional revenues not recovered, namely $203.4 M. It agrees however that this recovery itself should take place over several years. 
Following an examination of certain mechanisms for smoothing rate increases, and considering the Distributor’s specific context and particularities, it is proposed that a rate stabilization account be put in place with the objectives and modalities detailed below. 
2 OBJECTIVES 

By setting up a rate stabilization account, the Distributor targets: 
· The imposition of moderate rate increases; 
· The recovery of all additional required revenue without loss; 
· The obtaining of regulatory treatment comparable to that of several public service utilities in Canada and the United States that have subjected their organizations to regulation by similar principles. 
3 RATE STABILIZATION MECHANISMS

Although not exhaustive, a survey carried out by the Distributor allowed it to find various rate stabilization or stabilization mechanisms (rate stabilizations plan). In Canada, several public service businesses have benefited or continue to benefit from such mechanisms by which they defer or spread out over several years the recovery of their required additional revenues in order to limit the impact of rate increases on their customers. These companies include BC Hydro from 1992 to 2000, Newfoundland Power, and Newfoundland & Labrador Hydro. This practice is also common in the United States. Whether called “Phase in” or “Rate Stabilization Plan,” several states have such mechanisms, such as in Indiana, Iowa, Massachusetts, Missouri, New York, Ohio and Wyoming. 
In general, the points common to the various mechanisms are the following: 
· In most cases, the mechanisms adopted consist in deferring in time certain costs. 
· In general, the grounds invoked for deferring certain costs are the same. The common desire is to avoid excessive increases and ensure a certain rate continuity or stability. 

· In most cases, the deferred costs are made up of major expense or cost variations that are beyond the Distributor’s control. Major investments and supply costs appear most often among these expenses. These expenses are deferred over several years in order to stabilize rate increases and avoid the great volatility that would be caused by rate increases that fully reflected each of these expenses over a single year. 

· In practical terms, the mechanisms observed imply the creation of one or more interest-bearing deferral accounts that make it possible over several years
 to recover expenses not reflected in the initial increase. In certain cases, it is the increase and not the surplus of additional revenues that determines the recovery period. In other cases, some portions of the required additional revenue have to be recovered as a priority as the Distributor’s current cost of service. 
4 PROPOSED PRINCIPLE 

The mechanism proposed by the Distributor includes the creation of a rate stabilization account that would show the variances between additional required revenue and sales revenue generated by a rate increase level that ensures continuity. 
The additional revenue would be recovered at the pace of the successive rate increases until completely absorbed. 
At present, the Distributor estimates the recovery period for the account as being eight years, but is aware that this recovery period is associated with various factors beyond its control, in particular growth in demand and market prices that have a direct impact on supply costs, or decisions by the Régie relating to the transmission rate for the native load and financial policy. 
From this point of view, Hydro-Québec Distribution is considering applying rate increases of 3% until the total additional required revenue is absorbed. Obviously, a rate proposal will be submitted to the Régie every year. 
5 ACCOUNT MODALITIES 

Some modalities of this stabilization account deserve to be pointed out. 
· In the first place, it is important to stress the fact that the proposed account does not substitute for deferral accounts already approved by the Régie. In the Distributor’s opinion, it is important to maintain the principles and modalities of the other accounts already in place in order to ensure their continuity. 
· Variances between revenues generated by the proposed increase and the required additional revenue for one year would be transferred to the account as a block, without distinction as to their nature. By definition, it would be completely arbitrary to match these variances with specific cost components. The account results from a difference, treated separately from specific authorized, existing and requested deferral accounts. 
· Variances would accumulate from year to year in a deferral account to be included in the rate base. By doing this, the account will bear interest at the rate of return on the rate base ensuring the Distributor the full remuneration authorized by the Régie. 
· Successive increases will ensure the account balance is written off until it falls to zero. 

· Allocation by rate class of costs posted to the account (without specific nature) will take place, as in the case of the deferral account in the BT rate, on the basis of the rate class cost of service. 
6 AMOUNTS POSTED TO THE ACCOUNT FOR THE TEST YEAR 2006 

For the year 2006, the amounts to be posted to the account are shown in Table 1 below. These amounts total nearly $203.4 M for the projected test year 2006 and represent 44% of additional required revenue not recovered by the requested 3% increase. 
TABLE 1

Evaluation of the Rate Stabilization Mechanism for 2006

	Additional Revenue Requirement for April 1
	463.2

	Increase requested – April 1 2006
	3.00%

	Revenues generated in 2006 by the requested increase
	180.4

	2006 regulatory provision recovered in 2007
	79.4

	
	

	Deferred increase
	2.34%

	Deferred revenues captured in the rate stabilization account
	203.4


7 CONCLUSION 

Considering the Distributor’s desire to limit rate increases while recovering all additional required revenue, the Distributor therefore asks the Régie to approve the implementation of a rate stabilization mechanism. 
The additional required revenue not recovered by the rate increase would be captured in a deferral account to be included in the rate base, which the Distributor asks the Régie to authorize. 
Considering that the balance of the proposed stabilization account is recovered gradually with the successive rate increases until its disposal, all efforts will be made by the Distributor to reduce the recovery period as much as possible. 
� May be as much as eight years as in the case of the Union Electric Company's Callaway (in 1985).
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