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DISTRIBUTION AND CUSTOMER SERVICE COSTS 

1 CONTEXT 

The Distributor’s context of operation has changed significantly over the past two years, marked among other things, by the following growth factors over the period 2001 to 2006: 

· The number of subscribers increased from 3,557,291 in 2001 to 3,801,975 in 2006, an average annual growth of 1.4%; 
· The connection rate grew by more than 50%, increasing from 28,744 in 2001 to 45,200 in 2006; 

· The normalized sales volume reached an average annual growth rate of 2.5%. 

Considered exceptional, this growth in the Distributor’s activities, combined with the new programs offered to customers under the PGEÉ and the major projects begun in the past few years with the objective of modernizing the Distributor’s way of doing business (CIS, Dcartes), has repercussions on distribution and customer service costs. 
Furthermore, within the normal course of its activities, the Distributor faces, year after year, a series of factors of a recurrent (salary increases, inflation) or isolated nature having an often serious impact on its costs. Several of these factors are beyond its control (ex. pension expense, financial parameters, fuel prices, takeover of the Schefferville network). 
Concerned with its growing costs, the Distributor is doing everything in its power to limit their impact. Its actions are carried out in a perspective of dynamic management of all costs and have led to several improvements in efficiency (See in this regard HQD-3, document 1). However, the anticipated financial gains from these improvements cannot completely make up for the growth in costs. 
2 GROWTH IN DISTRIBUTION AND CUSTOMER SERVICE COSTS 

Distribution and customer service costs can be detailed as follows: 

	 
	DISTRIBUTION & CUSTOMER SERVICE COSTS
(In millions of dollars)

	
	Financial Years Ending December 31

	
	Historic Year
	Base Year
	Test Year

	
	2004
	2005
	2006

	Operating Charges
	1 049.3
	1 102.3
	1 133.7

	Gross Direct Charges
	939.6  
	1 011.7
	1 053.4

	Wages 
	636.6 
	698.7
	727.9

	Other Direct Charges 
	303.0
	313.0
	325.5

	Shared Service Charges
	374.9 
	365.3
	377.0

	Capitalized Costs 
	-295.6 
	-311.4
	-333.6

	Corporate Expenses 
	30.4 
	36.7 
	36.9

	Other Charges 
	599.4 
	640.7 
	718.7

	Fuel Purchases 
	42.9 
	54.1 
	58.1

	Amortization and Disposal 
	446.9 
	481.7 
	561.2

	Taxes 
	109.6 
	104.9 
	99.4

	Cost of Capital
	621.0 
	683.5 
	691.5

	Borrowed Capital 
	367.7 
	424.1 
	436.6

	Equity 
	253.3 
	259.4 
	254.9

	DISTRIBUTION & CUSTOMER SERVICE COSTS 
	2 269.7 2 
	426.5 2 
	543.9


Since 2004, distribution and customer service costs have increased by $274.2 M. This average annual increase of nearly 6% is attributable in particular to the following: 
· Pension expense ($70.5 M) (See section 2.2.1)
; 
· Rate of return on the rate base ($33.2 M); 
· Amortization charges ($114.3 M). 
It should be noted that the pension expense and the rate of return on the rate base result from items over which the Distributor has no direct control whereas amortization charges result from its obligation to serve, as well as from filings that were the subject of previous authorizations. The following sections explain in greater detail the changes in distribution and customer service cost components. 
2.1 Operating Charges 

Operating charges increased by $84.4 M, from $1,049.3 M in 2004 to $1,133.7 M in 2006, an average annual growth of 3.9%. 
However, some factors with important isolated impacts on operating charges in 2006 must be specifically considered in the analysis of changes in operating charges. 
Thus, four single factors alone account for cost increases of $89.8 M over the period 2004 to 2006 (see sections 2.1.1 to 2.1.4). Without these four factors, 2006 operating charges would have been at the same level as those for 2004, thus showing the considerable efforts achieved by the Distributor to increase its efficiency in its base activities. 
2.1.1 Cost Recorded as Constituted Service (Pension Expense) 

Hydro-Québec’s pension expense is based on actuarial assessments carried out periodically by an external actuarial consulting firm, in accordance with the professional standards of the Canadian Institute of Actuaries and CICA Accounting Standard 3461. 
· Thus, the Distributor’s assigned share of pension costs increased from $0 M in 2004 to $58.6 M in 2006 (or $74.7 M - See HQD-7, document 4, less a portion of $16.1 M charged to investments - See HQD-7, document 7). 

· An increase of $9.4 M in the Distributor’s shared service charges is attributable to the internal service suppliers’ share of the pension expense (HQD-7, document 6) 

· An increase of $2.5 M in corporate expenses allocated to the Distributor is attributable to the corporate units’ share of the pension expense. 

Consequently, the total impact on the Distributor of the increase in the pension expense amounts to $70.5 M, or more than 80% of the total increase in the operating charges. 

2.1.2 Customer Information System Project (CIS) 

The CIS project is the subject of an annual follow-up at the Régie. In accordance with the global budget approved by the Régie, certain costs have an impact on the Distributor’s operating charges. Thus, the impact of the CIS project on the Distributor’s 2006 operating charges amounts to $12.3 M. 2006, the year when the impact of the project on operating charges is greatest, is characterized by the following factors: 
· Significant costs required for the provision of training (20 to 25 consecutive days) to more than 1000 staff. Thus, costs were anticipated for the provision of training and replacement of resources judged critical, that is, those that provide direct contact with the customer (HQD-7, document 4) as well as for the renting of rooms and travel expenses (HQD-7, document 5). 
· Costs required to ensure maintenance of both the old systems as well as the new systems whose introduction is expected in 2005 (deliveries 1 and 2). (See HQD-7, document 4 for impact on staff and HQD-7, document 5 for impact on external services). 
· First stage in the customer communications plan, providing information in particular on upcoming changes in the invoice layout. 
2.1.3 Sale of HydroSolution 

In July 2005, the Distributor, through its subsidiary Hydro Quebec Valtech Inc, sold HydroSolution. In order to ensure a harmonious transition for customers, the Distributor agreed to co-operate with the purchaser during a certain transition period, at the end of which the purchaser will take over all HydroSolution operations (including telephone service, invoicing and collection activities). 
This transaction has no impact in 2005 on the Distributor’s regulated activities, since revenues (recovery of costs for services provided to HydroSolution for the first part of the year plus the transition fees for the second part of the year) were assessed at $6.5 M, a revenue level equivalent to that of the preceding financial years (HQD-5, document 1). 
Moreover, employees who worked providing services to HydroSolution (about thirty employees), remain employees of the Distributor. They will gradually be reassigned to new tasks, in particular, to activities related to energy efficiency. Consequently, this transaction has no impact on the wage bill. 
The Distributor is nevertheless aware that the integration of these staff members into its base activities will extend over a certain period in 2006. In order to attenuate the impact of transition costs, the Distributor has reduced its revenues required by an amount equivalent to the complete cost including the output of these staff ($3.5 M), thus assuming in 2006 the total cost of staff who worked to provide services to HydroSolution. Because of its particular nature, this amount was charged to the category “Supply - Operating Risks” in HQD-7S, document 5. 
Thus, the consequence of the sale of HydroSolution is to increase by $3.0 M the additional revenue required by the Distributor in 2006. The impact is explained as follows: 
· Loss of revenues (cost recovery) 
$6.5 M 
· Amount assumed by the Distributor
 - $3.5 M 
· Net impact
$3.0 M 
The net impact of $3.0 M corresponds to the fixed costs portion (including costs of mailing and collecting invoices) that was reinvoiced to HydroSolution until the moment of the sale and from which controlled activities might have benefited. 

2.1.4 Supplying Customers in the City of Schefferville 

Since the creation of the municipality, the electrical supply in the Schefferville region has been provided by the IOC Mining Company. Iron Ore Company (IOC)’s announcement in 2002 that it was leaving the region led the Government of Quebec to select the Distributor to ensure the energy security of this region. At the end of the negotiations, the Distributor was to become owner of the distribution facilities and be the electrical supplier in the three municipalities involved, not connected to the distribution network. This matter will be filed with the Régie as soon as negotiations and evidence gathering have been completed. 
Consequently, costs totalling $4.0 M were anticipated in 2006 in order to prepare for the takeover of electrical supply activities in this region, to assimilate all the processes and integrate them into its activities. 
These costs correspond to the following activities: 
· Addition of 12 staff members (See HQD-7, document 4) 
· Taking of inventory of preventive and corrective maintenance work on distribution networks served by the main Schefferville station (See HQD-7, document 5). 
2.2 Other Charges 

The other charges grow from $599.4 M in 2004 to $718.7 M in 2006, an increase of $119.3 M This growth is essentially attributable to the growth of amortizations, which increased $114.3 M over the same period. HQD-7, document 9 explains in detail the reasons for this growth, the main ones being: 
· Increase of $46.2 M in the amortization of aerial and underground distribution lines, resulting among other things, from the growth in investments related to growth in demand; 
· Increase of $17.9 M in amortization of intangible assets, essentially attributable to the amortization of several software packages, including the CED (distribution operating centres) operating software, electrical supply management software, as well as the software Dcartes; 
· Increase of $33.0 M in the amortization of the Global Energy Efficiency Plan (PGEÉ), resulting from the introduction of the programs; 
· Increase of $26.5 M in the amortization of deferred expenses relating to rate BT. Indeed, the modalities of disposal of the cumulative balance of the deferred expenses account for rate BT provide for linear amortization over a 60-month period beginning April 1, 2006. 
The Distributor points out that PGEÉ amortization as well as the deferred expenses relating to rate BT result from decisions taken under previous files. 
2.3 Cost of Capital 

The cost of capital grew from $621.0 M in 2004 to $691.5 M in 2006, an increase of $70.5 M This increase is explained on the one hand, by the change in rates of return on the rate base ($33.2 M) and on the other hand, by the increment in the rate base ($37.3 M). It should be noted that the change in the rate base is described in detail in HQD-9, document 2. 
� This is an erroroneous reference. The pension expense is discussed in 2.1.1.
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