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introduction

As mentioned in its Intervention Demand:
« Le GIEQ regroupe des clients de service de transport point à point d’Hydro-Québec dont les activités s’articulent autour des interconnexions reliant les réseaux de transport du nord-est continental à celui du Québec et qui participent activement au marché de gros, utilisant le réseau de transport de TransÉnergie

L’intérêt du GIEQ à participer au présent dossier découle principalement du volet commercialisation des services de transport d’Hydro-Québec, ce dernier ayant un impact direct sur leurs activités quotidiennes.

Les intervenants favorisent l’accès aux marchés de l’énergie et de ce fait reconnaissent l’importance d’un système de transport accessible et compétitif et supportent donc les efforts permettant d’accroître l’efficacité économique de ce dernier. »
In this current Rate Case, Hydro-Québec TransÉnergie (the “Provider”) treats the question of marketing transmission in its filing HQT-11, Document 1.  It relates:

· that a working group has studied the question of the rebate policy pursuant to Régie’s Decision D-2006-66;

· that an estimate of the revenues that could be generated by a rebate of $4.00 per MWh yielded a negative result;

· that because of this negative result, a unanimous proposition could not be presented by HQT to the Régie;

· that opinions diverged on the notion of (i) discrimination, (ii) priority of service according to price, and (iii) the consequences on the Distributor.

The Provider then goes on to unilaterally state that it proposes no rebate policy (page 12, lines 23-24). QIEG thinks otherwise.
The central question for QIEG is the impact on revenues of such a proposal.  Thus, this is what we shall address in our evidence.

the pilot project proposal

Several proposals have been debated during the work sessions of the group.  Proposal “D” finally rallied all participants.

This proposal is essentially what is authorized by the Pro Forma of FERC Order 888.  The Régie would have to provide the trigger that would enable the Provider to offer the rebates in order to avoid the problematic of the delegation of discretion; and a procedure of audits should be put in place. However, before we discuss such trigger mechanisms and how to insure the proper management of a discount policy, the foundations of such a policy and how we judge of its economic performance must be established.
This is why the idea of running a three-month pilot project was put forth by the working group. At that time, the Provider requested from the working group members a forecast of the potential transaction increase that would stem from a rebate of $4.00/MWh during three shoulder months.

Annex 5 of the report filed with the Régie (and joined to the documents of the rate case on the 28th of August 2007 as HQT-13, Document 6) presents the results of this informal survey.

results of annex 5
The Provider states that a $4.00 per MW rebate would lower revenues of point-to-point service by $4.5 million on-peak and $.4 million off-peak.

The way the impact on revenues was assessed is as follows:  actual reservations of 2006 are reassigned a price discounted by $4.00 and all new transactions identified by the members of the working group are added at the same discounted price.  The original results of the actual reservations at full price are then compared to the sum of the discounted transactions.  The results thus obtained are as follows:

	
	OPG
	SENB
	EBM
	PWXSC
	HQP

	All hours
	756,875
	91,580
	- 935,775
	- 67,812
	- 4,366,759

	Off-peak
	474,942
	9,158
	- 421,099
	- 6,781
	- 436,676


The drop in revenue stems essentially from the effects of free ridership.

free riders

In the answers the Provider gave to QIEG’s Questions 3.1, 3.3 and 3.6 (HQT-14 Document 7 R3.1, page 6, R3.3 and R3.6 page 7) confirm this statement:  “All transactions that would have occurred without the rebate are opportunistic transactions”.

In order to have a rebate policy that would increase revenues, such transactions should thus be minimized, since it the principal cause of the reduction in revenues.

Questions 3.7, 3.8 and 4.1 asked if owners of Quebec production, being essentially captive customers, could be the primary free riders.  In effect, if we eliminate the production sourced in Quebec, in Tables A and B of Annex 5, we find that the overall negative impact moves from $4.5 million down to $155,132 in all hours and in off peak hours the $380,000 loss becomes a gain of $56,000.  

The local production is the primary source of the negative impact created by free ridership.  Not offering a rebate to such producers does not eliminate free ridership per se but brings it down to a more manageable if not acceptable level.  In evaluating this negative impact, stemming from free ridership, one question remains: why didn’t all participants increase their volumes of transactions?  Several answers come to mind:  they might have been at the limit of the value their risk manager permits them to put at risk in the Quebec market, or the production available for exports was already maxed out (we shall elaborate on this point later).

In the effort to minimize the free ridership’s impact, the working group examined the idea of only offering rebates to wheel-through transactions.  Since all participants in the market are free to venture into “basis transactions” (or wheel-throughs), the proposal was not considered, by some, as being discriminatory.  Nevertheless, Hydro-Québec contended that it was.  This concept of discrimination is the second hurdle of the implementation of a rebate policy.  We shall thus address this problem and demonstrate that, to a certain extent, it is a false problem.

discrimination

QIEG have established that any rebate policy will create free ridership and that eliminating the principal source of this negative impact, namely the captive generation, could be judged problematic and perhaps discriminatory.

Let us take the problem from another angle:  

What is actually happening to the revenues of the Provider when a rebate is offered to the market participants?  

Following the money will give us a clearer understanding.  When a “non Hydro-Québec” entity participates in the Quebec market, out-of-province money comes in. “Real” revenues are generated. But what happens when the Distributor or HQP purchase a rebated transmission service?

First, one must be conscious that HQ is paying HQ, since HQ is a vertically-integrated entity; in other words, a single legal entity.  Considering this, what happens when the Distributor purchases transmission from the Provider?  The money remains within the “regulated” entities of the company. In other words, with or without rebates, the dynamic of the money exchanged between the Distributor and the Provider is neutral. Is it the same in the case of HQP? 

Here the answer is negative. In effect, one is forced to conclude that by offering a rebate to HQP, money that would go to the bottom line of the Provider, the regulated entity, goes to the non-regulated entity. This is a form of cross subsidization that is unacceptable from a regulatory point of view. It would be the equivalent as letting the non regulated entity flow some “negative charge” such as trading losses, to the rate payers, by means of a discount on transmission.
The only solution to this situation is the exclusion of HQ from a transmission discount. In other words, the only way to have a discount policy and respect the “regulatory feasibility”, as defined by the working group Report document and reiterated in HQT-11 Doc 1 (page 11 of 22) is to not let HQ participate in rebates that HQ offers on transmission. 
It would be difficult to justify that the Régie may approve the transfer of money from the regulated side (the rate payers) to the non regulated side of the company. By refusing to approve such a transfer, the Régie actually mitigates potential unacceptable affiliate transaction or cross subsidization. It would not create a situation of discrimination; it applies the basic precepts of regulatory law the Régie is there to protect the rate payer and make sure that no dealings will affect the justness of what it will be charged.
Analysis of results presented in Annex 5
Examining the data of Annex 5, we note that HQP did not increase its volume even with the rebate.  In other words, HQP is indifferent to rebates. This is logical since not doing any more transactions provides them with the best return at constant risks.  

To Question 4.5 asking if the fact that HQ did not increase its transaction volume weighed down the overall economic performance of the proposed discount, HQT answered:

“According to results supplied by the participants compiled entails a and b, the annual benefits of the transmission provider may diminish the presented totals, thus presenting no assurance of returns both on the short and long term.”

We are not certain of the meaning of this answer. Nevertheless, the fact seems to remain that by not increasing its volume of transaction, HQ managed to derail the data of the proposed pilot project.

With respect, one must realise that if a rebate policy includes HQP, it’s a great windfall for them. Similarly, if a rebate policy is rejected, it insures that competition on the domestic market will not be enhanced and that the access to interconnections will not be affected. In both case HQP “wins”.
Please note that it is not a question of making HQ win or lose. The aim of a rebate policy is to help the Provider increase its revenues, namely a win for HQ and the rate payers. In effect, one must realize that such a rebate policy can attract new market participants to take transmission position in Québec which should (i) increase the Providers’ revenues and (ii) help the Distributor have access to better prices, since competition between five (or n+1) participants yield better results than competition between less (n).

What we are suggesting is that since it is possible to argue that HQ should not have access to rebates (since it is essentially a wash between the Distributor and the Provider, and an unacceptable cross subsidy in the case of HQP) the data of annex 5 be analysed without taking into account the data provided by HQP.

When one does this, we see that the forecast of profits and loses goes from of loss of $4,5 million to $155 000 in all hours and a loss of $380,000 becomes a gain of $56,000 in off peak hours. A level more than acceptable to run the risk of a pilot project, if not an outright deployment of such a rebate policy.
There is also a pragmatic reason that justifies not taking into account HQP’s numbers in annex 5. HQP has decided by itself to forego the windfall of a rebate policy.  In effect, by requesting over 3,800 MW of long-term transmission starting in 2009, HQP will be obligated to pay for this transmission at full price (Answer R 7.2 HQT-14 Document 7, page 13).  So before HQP could access a rebate on transmission it would first have to consume the totality of its 3,800 MW on a daily basis. Considering that these reservations represent 2,7 TWh a month, the risks of creating the type of impact it shows in the forecast of annex 5 is rather unlikely.
risk reward analysis

We suggest that the data presented in Tables A and B of Annex 5 be interpreted without the input of HQP.  In doing so, we see that the risk of a rebate policy of $4.00 per MWh is greatly and perhaps reversed.  This risk can be qualified as minimal.  The question is what are the rewards?

In the report filed by HQT relating the results of the working group efforts, the Provider recognizes that the analysis presented in Annex 5 is incomplete since it does not take into consideration additional reservations that may come from clients not participating in the working group that might be attracted by such rebates.  (HQT-13, Document 6, page 25 of 45)

Similarly, to our Question 3.4:  “Is there is a volume of transaction that exists that is not economical when one pay the full tariff but that is economical when a discount is applied?” the Provider answered that, from the point of view of a client paying for transmission services, it is very possible that a volume of transactions may become economical with rebated transmission.  Of course, such increases are dependent on the appetite for risk of market participants as well as market conditions.

In analysing the risks/rewards we should bare in mind the example of 2007, and the evolution of market conditions.  To our Question 5.1: “In the last year, starting March 2007, HQD sold energy source from a Hydro-Québec production site to third parties.  How much revenue did this sale generate for HQT year-to-date?” the Provider answered that this situation created revenues of $20.7 million (R 5.1, page 11).

This illustrates well the fact that market conditions can have a tremendous impact on revenues, and that one must be cautious when it interprets the results of a short-term project such a three-month pilot.  
What we are stating here is that the risks associated with the proposed discount policy are minimal and the rewards are in great dependent on market conditions. Therefore one would have to be very prudent in assessing the results of a pilot project. It might be better to statute on the opportunity of offering rebates and move on to discuss how such rebates should be offered and how revenues could be managed. 
Finally lets us reiterate what we have put forth earlier: rewards can also be of a different nature.  By offering a discount, the Provider may attract new participants to the Quebec market, and be a vector for increased competition at the wholesale level. Better participation in the domestic market would increase the liquidity and in turn, help the Distributor when it needs to execute short-term transactions.  A greater presence in the Quebec market would reduce the risks faced by the Distributor, potentially improve the Provider’s revenues and in the end be to the advantage of the rate payers.

conclusion

Any rebate policy will create free ridership. This negative impact should be mitigated.

By proposing that no generation isolated in Quebec be offered a rebate, one would put the Régie in a very delicate position.  
By limiting the proposal to “wheel-through” transactions, one would still find some players in a debate about discrimination.  
However, by proposing not to offer rebates to HQ, we see that we only propose the proper application of regulatory precepts. 

Such a measure would not be discriminatory, since it is neutral between the two regulated sectors of transmission and distribution, and only acts as a mitigation measure preventing an undue cross subsidisation with HQP.

Considering that the rewards for the Provider can be greatly affected by market conditions, QIEG suggest that a rebate policy be adopted per se without a pilot.
That further work be done to define what criteria should be the triggers for its application. These criteria need be approved by the Régie.

That a mechanism be adopted and approved by the Régie to modulate the revenues year over year.
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