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1 Purpose

The purpose of thistestimony isto contribute to the Régi€ s ddiberations concerning
generd princdplesfor the setting and applying of transmisson tariffs, in accordance with
itsdecison D-88-98.

2. Introduction

Transmisson pricing technigues serve anumber of purposes. Among the most
fundamenta, of course, are (1) the verification and recovery of the costs of the
tranamisson system and (2) the fairest and most efficient alocation of those costs among
the users of the transmisson grid. The second topic dominates the debate over
trangmisson pricing in the U.S. and in many other countries where trangmisson sysems,
built and operated primarily to assure reliable service to monopoly franchise dientele,
have recently taken on common carrier characteridtics as aresult of nationd policiesin
favor of competitive (and deregulated) generation markets.

The questions retained for debate in this hearing suggest that the Ré&gieis primarily
concerned a thistime with the firgt of these two questions. Thus, the principles proposed
for debate in thisinquiry will focus primarily on the revenue requirement for Hydro-
Québec's transmission activities. Given that Quebec has not made a commitment to
deveop fully competitive dectricity generation markets, this emphasisis underdandable.

Neverthe ess, when tranamisson tariffs are s, the equitable dlocation of cogts between
Hydro- Québec's retail customers (who pay a bundled rate for dectricity, including a
trangmission component) and wholesale customers (who purchase trangmisson services

! Transmission pricing also can affect anumber of environmental and social issues, but these are not the
subject of thisreport.
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only) will have to be addressed, aswill issues rdaed to fairness among wholesae

cusomers.

Of the five quegtions retained by the Régie for debate in this hearing (subsequently
reduced to four), our comments are limited to principles 1 (the test year) and 5 (the
identification and separation or regulated and non-regulated activities).

3. Useof aprojected test year for setting electricity transmission tariffs

James Bonbright, one of the most respected commentators on utility regulation, has noted
thet public utility rates are designed:

(1) to determine the types and amounts of service thet the enterprise must
undertake to render,

(2) to endble the enterprise to pay operating expenses and to attract the capitd
needed to render this service, and

(3) to encourage the management of the enterprise to meet the demand for service
a the minimum co4t.... 2

A wdl-known U.S. regulatory text describes the purpose of the test year asfollows:

“In thefirg place, the commission's staff must audit the utility's books. For
ratemaking purposes, only just and reasonable expenses are alowed; only used
and useful property is permitted in the rate base. In the second place, the
commission must have a basis for estimating future revenue requirements. This
estimate is one of the most difficult problemsin arate case. A commisson is
setting rates for the future but it has only past experience (expenses, revenues,
demand conditions) to use as aguide. "Philosophicaly, the dtrict [historical] test
year assumes the past relationship among revenues, costs and net investment

2 James Bonbright, with Albert Danielsen and David Kamerschen, Principles of Public Utility Rates, 2"
Ed., March, 1988.
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during the test year will continue into the future." (footnote omitted ) To the
extent that these relationships are not constant, the actua rate of return earned by
autility may be quite different from the rate alowedby the commisson

(footnote omitted).”®

Hydro- Québec urges that the Régie adopt a " projected test year”, which the Company
contragts with "an annua normdized higtorica reference year” (Brief, p. 9). It arguesthat
in the United States “there is a Sgnificant trend for the increesing use of this

methodology” (Brief, page 10), and that the historic test year is*less and less gppropriate
for the management of modern companies’ and “more tedious from an adminidraive
point of view” (page 9). Hydro-Québec witness Dr. Mark Jaccard asserts that the
projected test year "isanormd practice in North America’ (Jaccard, p. 1).

Taken asawhole, these assertions paint an incorrect picture. A brief review of the test
year issue asit evolved in the U.S. will darify these points

AsDr. Phillips notes above and as countless regulatory decisons affirm, the tes yesr, to
be avaid bassfor the setting of future rates, must be well grounded in past experience.
Aswewill explain later, most discussion of these issuesin American regulatory practice
datesto the 1970sand 80s. Thus, in 1972 the Maine Public Utilities Commisson (PUC)
dated the generd view of dmog dl US commissons of that erawhen it described the
test year as

“... arecent operating period during which revenue, expenses and plant

requirements are generaly in baance, in the sense that the relationship of

revenues, expenses and plant in that year is generaly representative of the recent
past, and therefore likely to be representative of the near term future.”*

In that decision, the Maine PUC rgected Centrd Maine Power's effort to update certain
plant accounts to the end of the test period, dating:

3 Charles Phillips, Jr., The Regulation of Public Utilities, 1993, p. 196.

4 Maine PUC, Central Maine Power Company. Re Proposed Increase In Rates (May 1972), p. 12.
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“Of course, the Company's future operations are expected to be at a different
level from the test year. The Company's service requirements are growing, and
its investment, revenues, and expenses will increase as it grows. But aslong as
revenues and costs remain in balance, that is, in the same relative position asin
the test year, future costs will still be covered. As new customers and plant are
added and additional costs to serve these additional customers are incurred,
revenues from the new customers will aso be added. Totd costs will ill be
covered, as long as the percentage growth in revenues parallels the percentage
growth in plant and expenses.....In gpplication, the principle is one of matching
the time and amount of the investment and expenses with the time and amount of
the revenues produced by these investment and expenses, taking into account
known changes that are extraordinary in nature.”®

The use of the higtoric test year isthus based on the rebuttable presumption thet the

ba ance between revenues and codts (including capitd costs and expenses) that held for
the recent past will tend to hold for theimmediate future. To the extent thet the utility (or
another interested party) believes otherwise, and therefore sees the need to modify rates
in order to kegp revenuesin line with cods, the burden of proof is generdly on thet party
to defend its proposed modifications to the historic relationships.

This gpproach isfar easier to goply than an attempt to forecast the future account- by-
account, as Hydro-Québec urges here. Furthermore, the historical test year ismoreeesily
applied and chdlenged by the Commission, its gaff and the public than a projected test
year built on hundreds of individud forecasts. With thislatter approach, it isvirtualy

impossible for gaff and intervenersto criticaly review eech forecast. Exaggerations,
therefore, may well go unchdlenged.

Furthermore, regulatory history shows thet the use of ahistorical test year does not
disadvantage the utility. Indeed, the record prior to the 1970s (and again in the last
decade) suggests that this method is as likely to produce overearnings as underrecovery

5 Ibid.
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unlessthe regulaory authorities are vigilant in requiring rate decreases when new

revenues exceed new cogts.®

The use of aprojected test year, on the other hand, ismore likely to produce
overearnings, because the utility will understandably tend to make projections thet

insulate it fromrisk. To the extent that the use of the projected test year is accompanied
by avariety of gahilization accounts and an annud reconciliation process, this danger

can be mitigated. However, Hydro-Québec acknowledged in its reponses to questions 9
and 10 of the RNCREQ that the absence of such a process would tend to result in
overeaningsif operating expenses dedined, if aplanned energy efficiency program were
cancdled or if amgjor capital project which had been incdluded in the projected test year
were delayed.

Such reconciliation processes for routine differences between forecasts and actud
experience are uncommon in the U.S,, where there is a strong presumption againgt
measures that have the effect of changing the price of dectricity that has dreaedy been
consumed. Furthermore, such processes tend to minimize the limited incentives for
operaing efficiency that traditiona cost-of- service regulation provides.

Findly, Hydro- Québec has made clear in its responses to the Régie that it conteststhe
need for such mechanisms aswell asthe legdity of their use.” Thus, it would be
inappropriate to adopt a projected test year on the assumption that it will be accompanied
by recondiliation mechanisms

® The 1970s, aperiod of high inflation, presented special challenges, described below.

" HQPR-11, doc. 2.1, R5.1.
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Dealing with inflation

The higoric test year came under condderable pressure during the times of high inflation
inthe 1970's. Many commissons, while continuing to use higtoric tet years, dlowed
various “hybrids’, such as afiling based on eght months actud and four months
edimated data. Then the actud datafor the last four months would be supplied during
the early stages of the hearings.

As Dr. Phillips, writing in 1993, observed, “More recently, due largdly to inflation, a few
commissions have modified the trditiond test year goproach by using aforward-looking
test year (ether apartid or afull forecast) or by permitting pro forma expense and
revenue adjusments.” (emphass added) (Phillips, op. cit., at 196).

As both Phillips and Bonbright note, regulators found numerous solutions other than
projected test yearsto the problem of inflation. Bonbright (at p. 350) dates a preference
for "dtrition dlowances' as being more precise and easly adapted to the circumstances
of individud utilities® However, heis sharply caritica of theideathat utilities and their
investors are entitled to inflation adjusments a dl:

“Such an adjusment is selective, nonremedia, and unfair to others. Fixed

securityholders are not safeguarded againgt inflation either. Common
shareholders are not promised an inflation adjusted return — indeed no return is

promised. Nonregulated shareholders are not given inflation-proof securities...”°

In recent years, with low inflation, the debate over the gppropriate test year has virtudly
faded away. Few U.S. commission decisionsin the 1990s discusstheissue e dl.
Attrition is no longer a problem, so &trition dlowances are no longer made. The
autometic reconailiation dauses put in to cope with voldility in mgor items like fud and

8 An attrition allownceis normally an adjustment to the rate of return or the rate base to reflect a proven
tendency of expenses and investment to outpace revenues. Itisitself based on the historical year's data.

° Bonbright, op. cit., at 350.
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purchased power have proven to be a source of inefficiency and distorted incentives.
Many have been repeded or modified. To the extent that Hydro- Québec is correct in
dating that the historical test year is*less and less gppropriate for the management of
modern companies” it is because regulators are shifting to performance-based
ratemaking, which reduces the importance of the test year concept. It isnot because U.S.
jurisdictions see any merit to projected test years.

Conclusion

In summary, the essence of the test year concept is subtitution of an assumed baance
among revenues, capital costs and expensesfor an extendve forecasting exercise.
Common sense and regulatory experience suggest that usng higtoricd data adjusted for
known mgor changesislikely to be much easer and no less accurate than a complex
effort to forecast dl categoriesinto the future.

If the Régie is concerned about the time between the test year and the rate year that
would result, for example, from the use of 1998 as atest year for arate casefiled in 1999,
to set rates effective in 2000, it might well contemplate the use of a“hybrid” test year, as
mentioned earlier. With this gpproach, Hydro- Québec could file arate casein April 1999
based on six months actua data (Sept. 98 to March 99) and six months projected data
(April to August 1999). Asthe hearing progresses, actud data could be subgtituted for
the projected data, such that, when adecison is made late in 1999, it could be based on a
more recent 12 months of actud data. With this goproach, modifications to the historic
data could be limited to a managesble number of sgnificant items, each of which could
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then receive the gppropriate regulatory scrutiny. The end result would gill be ahigtoric
test year, but with the “lag” problem much reduced.*°

The assartion that modern regulatory trends are toward future test yearsis not sustainaole.
Modern regulatory trends are, if anything, toward performance-based regulation thet
largdy avoidsthe use of tet years.  Aswe suggested in our testimony concerning

Hydro- Québec' s supply tariff proposd, it would probably be premature to apply
comprehengve performance-based ratemaking to Hydro- Québec without first carrying
out cost-of-sarvice regulation for severd years, though in the long run thismay well be
dedrable.

4, Implications of the decisons madein this proceeding for therisks assumed
by Hydro-Québec, and thereforefor the cost of capital.

While recognizing that this procesding will not determine the cost of capital to beused in
Seiting rates, it isimportant to emphasize that some of the principles sought by Hydro-
Québec do have the potential to shift risks from the utility to the cusomers. If the Régie
adopts these principles, it should consder a downward adjustment to the alowed rate of
return to reflect thisdiminished risk. Two examples worth noting here are the projected
test year (for reasons st forth in the discusson on inflation in the previous section) and
the principle st forth in Section 2.3.3 of the Hydro- Québec brief that “the use of cogt-of-
sarvice methodology by aregulated entity should grant it the expressright to recover the
cod of dl investments which are useful and prudently acquired in order to provide the
regulated service.”

10 This approach isin many ways similar to that used by SCGM to establish the base year for its projected
test year. Thedifferenceisthat, instead of using the gradually-updated current year asthe test year, SCGM
usesit inturn asthe basisfor a projected test year, one year | ater.
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The current debate over the recovery of so-cdled dranded investment inthe U.S. is
occurring precisaly because U.S. utilities do not have any such “expressright”. Many
fed that they should, and that, when the advent of competition has made it impossbleto
recover those costs in the open market, they have an absolute right to be rembursed for
the capita cogts they have not been able to recover through rates. However, most states
do not recognize this“right”. Those, like Cdifornia, that have crested such aright in the
context of ther restructuring process have made a corresponding downward adjustment
to the utility’ s return on equity, reflecting the diminished investment risk.

To the extent that the Régie determines that Hydro-Québec hasa“right” to full recovery
of dl prudently incurred costs, the gppropriate cost of equity capita (return on equity)
will be ggnificantly lower than that of an unregulated corporation whose capitd isat risk
when it cannot compete effectively.

Furthermore, if Hydro- Québec has an “expressright” to recover the cost of all
investments which are useful and prudently acquired, then consumers areentitled to any

appreciation in ast vaues above origind cost. Once the cusomers take on the
unequivoca obligation to compensate the utilities for unexpected dedines in the market
vaue of assts, it is beyond dispute that they are entitled to the gainsin value aswell. 1!
This principle is documented in the writings even of the leading dectric utility witnesses
inthe U.S. For example, Dr. Alfred Kahn, author of The Economics of Regulation wrote
recently:
“On the other hand, to the extent the unregulated operations make use of facilities
the cogts of which have been recovered by depreciation charges to purchasers of
the regulated services— or, more generdly, that the companies redize capita
gains by sdlling for more than net book vaue assets that have been included in
rate base — thereis asense in which that differential redlly "belongs’ to the

purchasers of the regulated services, so long as their commissions have operated
consstently on an origina cost or prudent investment basis for determining

1 Given the historical evolution of the Hydro-Québec system, Québec consumers arguably have an
entitlement to the full market value of these assets and of the energy they produce regardless of the
disposition of the “expressright” issue.

-9-
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dlowable revenues. This propostion isthe cordllary of the entitlement of the
utility companies to recovery of their stranded cogts” *2
Dr. Kenneth Gordon, aformer char of the Mane and Massachusetts Commissons
gpesking for the Edison Electric Indiitute, the U.S. utility trade association, makesthe
same point:
“I do agree that when the utility is the sdler of a service or an asset to an dffiliate,
and the market value of the regulated asst is higher than the book value, then the
utility shauld, in fact, receive the market value of the asset. Otherwise, the
unregulated affiliate (and thus the utility's shareholders) is receiving afinancia
reward through a discount on that asset, while that financial reward should more
properly accrue to those who bore therisk of theinvestment. In aregulatory
setting based on conggtent costing principles, thisis smply the flip Sde of the

utility's right to be paid full book vaue (by ratepayers) when the market value of
assatsis below the book vaue, the so-called stranded cost problem.” 13

As utilities seek ways to employ their regulated assets in unregulated ventures, this
principle takes on consderable importance.

5. I dentification and separ ation of regulated and nonregulated activities
The criteriafor separating regulated from non-regulated activities are very important for

severd purposes.

(1) to ensurethat utility customers are not asked to pay codts that should be charged
to competitive activities,

(2) to ensurethat utilities are not overcharged for goods and services provided to
them by their competitive effiliates;

12 Alfred Kahn, Letting Go: Deregulating the Process of Deregulation or: Temptation of the Kleptocrats

and the Political Economy of Regulatory Disingenuousness, (MSU Public Utilities Papers, 1998), pp. 83
84

13 Testimony of Kenneth Gordon on behalf of the Edison Electric Institute, I1linois Commerce Commission
Docket Nos. 9800013 and 98-0035 (March 11, 1998), p. 10.
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(3) to ensure that the customers of the regulated utility obtain the full value of assts

acquired on their behdf, paid for from their rates, and for which they collectively
assumed therisk;

(4) to ensure that access to regulated monopoly fadilitiesis not manipulated in ways
desgned to give the utility’ s non-regulated activities an unfair advantage over
other competitors;

(5) to ensure that the non regulated activitiesin no way compromise the utility's
ability to provide stisfactory dectric sarvice.

Themixing of regulated and unregulated activitiesin asingle, verticdly integrated
monopoly has been a source of endless controversy inthe U.S. The tendency to exploit
monopoly customers for the benefit of the competitive adtivitiesis pervasive', and will
amodt inevitably be pushed asfar asthe law dlows by acompany seeking to maximize
profit. The mog Sgnificant examplein U.S. higory was the former American Telephone
& Teegraph Company (AT&T), whose history of anticompetitive conduct brought on
sved antitrugt suits, the last one resulting inits bresk-up in 1984 in order to separate
monopoly from compstitive activities. In the dectric indudlry, divedtiture of generation,
the creation of independent system operators (1SOs) for transmission, and the
requirement of separate subsdiaries (with regulatory gpprova of sandards of conduct
governing the relationship of the subsdiary to the monopoly) are among the messures
used to prevent abuse of customers and/or competitors.

Sinceretail power supply within Québec will goparently continue to be regulated for the
foreseeable future, some of these concarns are not rdevant here. Nevarthdess, to the

14 See, for example, Mohammad Harrunuzzaman and K enneth Costello, Sate Commission Regulation of
Sdf-Dealing Power Transactions, National Regulatory Research Institute, 1996, and Robert Burns, Peter
Nagler, Kaye Pfister and Stephen Henderson, Regulating Electric Utilities with Subsidiaries, National
Regulatory Research Ingtitute, 1986. The latter contains an extensive further bibliography at pp. 301-312.
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extent that Hydro- Québec or its effiliates engage in the marketing of power generated in
Québec to purchasers not covered by its obligeation to serve, appropriate separation
criteriawill be needed to protect againg ffiliate abuse.

However, the Régie hasindicated that the discussion about the criteriafor the
identification and separation of regulated and non-regulated activitiesin this hearing
goplies only to the setting of transmission rates (D-99-34, p. 4). Therefore, it isnot
necessary to address these issues at thistime.

Theissue of the identification and separation of non regulated from regulated activities
with respect to transmission remainsardéaively minor one. In responseto the
RNCREQ' s request for examples of non regulated activities carried out by Hydro-
Québec’ stransmission divison TransEnergie, Hydro- Québec was only able to mention a
sngle example, that of consLilting services offered internationally.'® Elsewhere, it has
aso referred to the example of renting transformers. Nether of these activitiesseem of
aufficient importance to justify a generic hearing of thisnature. In the aosence of further
indications of a problem that requires resolution at this stage, it would be advisable for
the Régieto refrain from establishing broad principlesin the abstract and instead
addressthisquestion as necessary in thetransmission rate caseitsdf. Inthefuture it
may well wish to undertake a generic inquiry tailored expresdy for that purpose, which
would address concerns rdaed not only to transmisson but aso to generation and
didribution.

It should aso be noted from the outset thet the criteria proposed by Hydro- Québec
goparently were not conceived to gpply oldly to transmisson. Thus, with respect to its

5 HQPR11, doc. 7.1, R24. Significant questions may also arise with respect to the use in competitive
ventures of telecommunications assets built to serve the transmission system, although Hydro-Québec has
made no mention of thisinitsevidence. Nevertheless, this question can probably be addressed within the
transmission rate case.

-12-
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fifth proposed criterion (“The interests of regulated customers’), Hydro-Québec wrote, in
response to a question from the ROEE:

« Hydro-Québec proposeici un critere a voceation générade plutdt qu’ uniquement
rattaché au service de transport ... »

Furthermore, much of the discussion of these concepts in the report by Mr. Baladi
(HQPR-9) isframed specificdly in terms of the generation and marketing of dectricity.

Defining the issues

Hydro- Québec’ s evidence fails to present acdear definition of the expressions “ regul ated
activity” and “non-regulated activity”. According to Mr. Bdadi, aregulated activity is
eguivalent to a“core utility servicg”, defined as follows
“A regulated activity meansthe transmission or distribution of electric power or
natural gas, and services necessary to perform those activities, for which the
utility is granted by the government or the regulatory authority the exclusve
rights to provide these services throughout a designated service territory.

Services necessary to perform transmission or distribution functionsinclude
billing and meter reading.” *° (emphasis added)

This ddfinition is unsatisfactory for anumber of ressons Frg, in limiting regulated
adtivities by definition to the tranamission and digtribution of dectricity or naturd ges, it
fallsto take into account the possihility thet other activities, such asfor example the
generaion, supply or export of dectricity, may be regulated by virtue of legidative
provisons and/or economic reasons.  Furthermore, neither billing nor meter reading are
necessarily monopoly sarvices. They can be performed by digtributors or, in the case of
billing, by credit card companies. They arein the process of being deregulated in both
Pennsylvaniaand Cdifornia While they are certainly regulated in Québec at present,
they cannot be defined as regulated as aresult of any immutable economic principle.

1 HQPR9, p. 6.

- 13-
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Smilarly, Mr. Baadi proposesthe fallowing definition for nonregulated activities

“An activity provided on a competitive basis (such as the sdling or marketing of
eectricity, or rdaed services) by any unit or divison within a utility, or its
parent, or its affiliates engaged [Sic], ingde or outside of its exclusive service
territory, even if the activity is related to a certain extent to the provision of the

utility’s primary monopoly function.”*’

Infact, the notion of a*“regulated” activity isnot asingle concept, but is composed of
sved dements

Thefollowing table shows, for afew smple examples, that thereisin fact a complex
continuum between “purdy regulated”’ and “purely nonregulated” activities

provisionof [ export of rental of foreign foreign

transmission | electricity power consulting by consulting by
serviceto transformers utility employees of a
regulated employees non-regulated
customers subsidiary

girgval requiredfor N Y N N N

approval requiredfor

acquistion of inputs? M M N N N
price set by

regulator? Y N N N N
cost allocation

subject to regulatory Y Y Y Y N
approval?

revenues applied to v v v v N

costs of aregulated
product or service?

The point of thisexerciseis not to definitively determine the degree of regulatory
oversght required for agiven activity, but Smply to show thet there are many parameters
defining the continuum from “regulated” to “non-regulated”. Rather than adopt
definitions and principles that may well prove problematic a this early sage, without
having had the opportunity to observe ther implicationsin ared regulaory Stuation, it
may well be preferable for the Régie to address these issues on a case-by-case basis —

17 HOPR-11, doc. 7, R59.a

-14-
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especidly sncethe red consequences for transmission pricing appear to be of such
limited scope and megnitude.

Identification criteria

The written evidence produced by Hydro- Québec is somewhat ambiguous asto the
precise criteriathat it seeksto have adopted by the Régie for the identification of
regulated and non-regulated activities. Hydro- Québec's proposal seemsto condst smply
of identifying the five dementslisted as subheadings to section 25.2.1 of itshbrief as
criteriato be conddered. While some of these “criterid’ are sdif- evident, Hydro- Québec
provides no guidance asto how they are to be interpreted when they don't dl point in the
samedirection. Assuch, they are sufficiently vague asto be of little usein making actud
determinations with respect to individud activities, which in any case will haveto be
determined on a case-by-case basis.

In addition, Hydro-Québec' s assertion that the existence of a competitive market for a
given attivity confers upon it, apriori, non-regulated status (brief, section 2.5.2.1.4)
requires additional comment. According to Hydro-Québec, a competitive market exigs
whenever there is more than one potentid supplier for agiven product or service (HQPR
11, doc. 7, R31). Mr. Bdadi aso consdersthat “an activity which is currently or
potentially economicaly provided by suppliers other than the public service utility should
benon-regulated” (HQPR 9, p. 6, emphass added).

To the extent that an activity otherwise reguires regulaory control in the setting of prices,
the existence of multiple suppliers can only judtify the remova of this control when the
market for the product is sufficiently vigorous that competitive pressures diminate the
possibility of monopoly rents. Thereisavadt literature on the degree of market power
that is compatible with an unregulated market, which we need not go into here, given that
the present debate is limited to transmisson. However, it goes without saying thet the

-15-
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need to regulate does not vanish when a second player joinsthe market. The notion thet a
public utility enjoying ade facto monopoly should be rdieved of dl regulation Smply
because the activity could potentially be economicaly provided by other suppliers should
not be taken serioudy. Before conferring non regulated status on such an activity, a
regulator would want to be sure thet the market structure ensured long-term customer

choice

Separation criteria

With respect to the separation of regulated and non-regulated activities, Hydro- Québec’s
evidence provides ataxonomy of the various options, without providing any actua
criteriafor determining which structure is most gppropriate in a given stuation.

While the utility will of course propose the arrangement that suitsit bes, itisup to the
regulator to determine whether or not that proposed arrangement provides adequate
protection to regulated consumers and, more generdly, isin the public interest.

Hydro- Québec's evidence suggests that it expectsto carry out a number of non-regulated
operationsthrough aprocessof adminigtrative separation within the existing company
(Bridf, p. 22). Whilethis practice has precedent in U.S. experience, it is an on-going
source of regulatory difficulty. The more widdly accepted practice isthat when a utility

is permitted to participate in a competitive line of busness, it may only do so through a
separate subsdiary. Indeed, mogt regulators would be unwilling to deregulate a utility's
competitive adivity if it were being conducted within the sructure of the monopoly

utility itsdf.

Aslong asdl of the transactions between the Company's regulated and its unregul ated

operaions take place within Hydro- Québec, these transactions will be very difficult to
scrutinize. There will not be posted tariffsor contracts for the supply of water heeters or
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access to the fiber optic network (to take just two examples) from the utility to a separate
entity thet is actudly providing these services. Conseguently, there will not be eassy
scrutiny of whether such transactions are priced to cover their costs and whether
competitors have access to the same services on comparable terms. By contrast, when a
utility divests its competitive busnesses or trandfersthem to its unregulated subgdiary,
regulators have the opportunity to verify that such transactions have taken place a prices
that comply with the gpplicable regulatory sandards.

Hydro- Québec's evidence further suggests that such transfers should be mede a origind
cost less depreciaion (Bdadi, HQPR-9, p. 18). Such termswould result in the transfer of
the resdud vaue of fully depreciated productive assets from the regulated dientde to

the shareholders. This contradicts the postions of Kahn and Gordon, quoted earlier,
whereby the finandd reward should accrue to those who bore therisk of the investment.

Infact, earlier in hisreport, Mr. Baadi pointed out thet transfer pricing can be undertaken
a actud cogts or a market vaue. He correctly indicated that some U.S. jurisdictions
aoply “asymmeric pricing principles’, whereby atrander from the utility to the affiliate
isrecorded a “the greater of book cost or market value® (p. 14). Inour view, if any
principleisto beretained a this gage, it should be thisone.

Together with arequirement that such services be provided through a separate subsidiary,
many dates and the U.S. Federad Energy Regulatory Commission reguire that
transactions between the monopoly utility and the competitive efiliate be governed by
"Standards of Conduct" gpproved by the regulatory commission. Such sandards govern
pricing polices, access to monopoly fadilities and information and use of the name of the
monopaly by its competitive affiliate.

These gandards are typicaly somewhat rdlaxed when the competitive business has
nothing to do with energy. However, recent experience with the use of dectric utility
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backbone fiber optic networks in Massachusetts show the type of controversy that can
arise even when the competitive busnessis not dectricity. In Massachusdits, Boson
Edison (an dectric utility) entered into ajoint venture with a telecommunications
company. It trandferred its backbone fiber network to the joint venture at cog, even
though the market value was congderably higher. This conveyed a condderable
competitive advantage to the communications venture over its competitors, a the expense
of the dectric cusomers, who logt the benefit of the increased market vaue of these
inddlations over and above the depreciated cost of the facilities The Massachusetts
Department of Telecommunications and Energy has been investigating this metter for the
et year.X® We mention it here just to illustrate the complexities that accompany the
mixing of monopoly and competitive activities.

Conclusion

The evidence provided by Hydro- Québec with respect to thisfifth principle (the
identification and separation of regulated and non-regulated activities) is unsubgtantiated
and ambiguous.

The evidence is focussed far more on the treatment of marketing and supply — which
are specifically excluded from the scope of this hearing — than on tranamission,
despite the Régi€ s decision (D-99-34) thet its concdusons on thisissue will apply only to
trangmisson.

Furthermore, Hydro- Québec’ s evidence fails to recognize the importance of taking
market power and the exisence of competitive conditions into account in determining
whether or not an activity should be nonregulated. 1t ingppropriatdy atributesthe
choice of separation criteriato the utility, ignoring the key role that must be played by the
regulator in this decison.

18 Docket DTE 97-95.
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Fndly, it assumesthat tranders from a utility to anon-regulated subsidiary should be
mede a book vaue, even if the consequences are profoundly prejudicia to customers
interests. Modern U.S. regulatory practice favors so-cdled “asymmetric pricing”,
whereby atrander from the regulated utility to the effiliate is made & thegreater of

book or market vaue, and a trandfer in the opposite direction is made athe lower of these

two vaues.

Theissues relating to the identification and separation of non-regulated from regulated
activitieswith respect to transmission are relatively uncomplicated, and can be dedit with
asthey arisein the tranamission rate hearing itsdf. Under these circumstances, it would

be advisable for the Régie to refrain from establishing broad principles a thistime. In the
future, it may well wish to undertake a generic inquiry tallored expresdy for that purpose,
which would address concerns related not only to transmisson but dso to generation and
digribution.
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