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1. Introduction

1.1. Mandate

The RNCREQ has mandated the Helios Centre to prepare a report addressing a number of
issues raised by Hydro-Quebec's revised gpplication for the modification of raes for the
transmision of dectric power (R-3401-98).

To meet this requedt, the Helios Centre cdled upon two American experts to complement its
own expertiss Peter A. Bradford, a leading expert in regulation of dectric utilities, and Ellis
O. Disher, a geddig in trangmisson regulaion.  The authors qudifications ae
summarized briefly in the following section.

In this fird rate case concerning Hydro-Québec's trangmission activities, the Régie has
identified a broad range of questions to be debated. The RNCREQ asked us to focus our
testimony on the following issues:

Frg, it asked us to review the context in which the present hearing occurs, specificdly with
respect to Hydro-Québec’s adoption of an open access taiff and its American subsdiary’s
gpplication to the FERC to obtain authorization as a power marketer (chapter 2).

Second, it asked us to comment on Hydro-Québec's proposed policies for @ discounting
point-to-point rates and b) the treetment of codts rdaed to additions to the transmisson
network (chapters 3 and 4).

Third, it asked us to andyze the implications of Hydro-Québec’'s proposed modifications to
the rates st out in reg. 659, both concerning point-to-point rates and the setting of charges
for network service (chapter 5).

Fourth, it asked us to address Hydro-Québec’s proposd that, from now on, native load be
served without execution of a network integration service agreement under reg. 659 (chapter

6).

Ffth, it has asked us to discuss Hydro-Québec’'s conformity with the provisons of reg. 659
(chapter 7).

Sixth, it has asked us to comment on certan aspects of Hydro-Québec's proposed
tranamisson revenue requirement, in  paticuar the gopropriate tretment  of
telecommunications assets and expenses (chapter 8).

Seventh, it has asked us to make recommendations as to additional modifications to reg. 659
that might be required, taking into account the particular policy Stuation in Québec (chapter
9). We make two such suggestions, concerning:

¢+ priority of service for Native Load in the event of curtailments, and
+ theobligation to build.



Fndly, it has asked us to provide guidance as to the moddities that the Régie might use in
goproving additions or modifications to the network (chapter 10).

1.2. Qualifications

Philip Raphals, associate director of the Helios Centre, has provided expert testimony before
the Régie on severd occasons in the past.  Together with Peter Bradford, he provided
tetimony in R-3398-98 (on Hydro-Québec's proposed supply tariff) and in R-3405-98
(generd principles for the regulation of transmisson). He has dso provided expert testimony
in R3416-98 (smdl hydro) and R-3416-98 (security of supply). He has prepared numerous
reports and studies on a variety of maiters concerning dectricity policy for a broad group of
dients ranging from the Commisson palementare sur I'économie & du traval to Frg
Nations to public interest groups in Québec, Canada and the United States.  Recently, he was
an invited spesker a the Symposum on Underdanding the Linkages between Trade and the
Environment in Washington, D.C., sponsored by the North American Commisson for
Environmenta Cooperation.

Peter A. Bradford has had a long and illustrious career as aregulaior. Chair of the Maine
Public Utilities Commisson for 1982 to 1987 and of the New York State Public Service
Commisson from 1987 to 1995, he has a0 sarved as a member of the United States Nuclear
Regulatory Commisson and as the presdent of the Nationd Associaion of Regulatory
Utilities Commissioners (NARUC). Since 1996, he has advised a large number of regulators
in the United States and aoroad on issues reaed to the restructuring of the dectricity
industry. He teaches courses concerning energy and the environment a Yde Universty and
a Vermont Law School, and isafdlow if the Regulatory Assstance Project.

Ellis O. Disher is the prindpd of Sgnd Hill Conaulting Group LLC, in New Haven,
Connecticut.  As a consultant, his primary activities have involved asssing devdopers of
merchat power plants in thar rddionships with trangmisson provides and with the
Independent System Operators in New England and New York. Previoudy, as Director of
Sraegic Andyss for The United Illuminating Company (an dectric utility in New Haven),
he was respongble for coordination of NEPOOL activities, interaction with date and federd
regulatory agencies, trangmisson contracting, and development of drategies for use of Ul's
generdion and trangmisson assets.  He adso had oversght respongbilities for  power
contracting and for andyticd work rdaed to resource dternatives trangmisson sysem
operation and expanson, and interconnected system operation.

Throughout Mr. Disher’s caer @ Ul, he was engaged in a vaiety of NEPOOL-related
efforts. He represented Ul a various times, on the Transmisson Task Force, the Operations
Committee, the Policy Planning Committee, the Review Committee, and severd ad hoc
working groups.  He chared the Operations Committee (1991-1992) and the Review
Committee (1994-1997). Duwring his tenure as Char of the Review Committeg, the
committee was respongble for guiding the resructuring of NEPOOL in view of the
deregulaion thet was emerging in the dectric indudry.
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2. Context

Before entering into the substance of Hydro-Québec's application to modify its trangmisson
tariff (reg. 659), it is important to review the context in which it was introduced. As we shdl
e in section 2.1, obtaning power maketer authorization (PMA) from the Federd Energy
Regulatory Commisson (FERC) for Hydro-Québec's Americean subsdiay H.Q. Energy
Savices (U.S) Inc. (HQUS) was the driving force behind the adoption of this taiff. In
section 2.2, we will review the criteria which govern the atribution of PMAs by FERC.
Fndly, in sction 2.3, we will discuss the rdevance of FERC's palicies for the present

application.

2.1. Hydro-Québec’s adoption of an open access transmission tariff

The energy policy promulgated by the Québec government in the fdl of 1996 announced for
the firg time that Hydro-Queébec would adopt a tranamission taiff. It did so in the following
terms.

The Act respecting the Régie de I’ énergie makes a specific provison enabling the
Régie to st or modify tariffs and conditions under which éectricity is tranamitted,
upon the request of Hydro-Québec. This provison makes reference to wheeling
activities and extends the jurisdiction of the Régie to these activities. Hydro-Québec
will take advantage of this provison.

The initiative taken here by the government will make it possble to respect the
reciprocity requirement formulated by the Federd Energy Regulatory Commisson,
in its April 1996 order. At that time the FERC dipulated that before foreign regions
could have access at market prices and on an equd footing with competing American
companies, they must first offer equivalent access to their own grids. The provisons
included in the Act respecting the Régie de I’ énergie make the setting-up of such a
service possible, thus opening the door for Hydro-Québec to dedl on the American
market as an eectricity trader.” (emphasis added)

The rdaionship between the tranamisson tariff and HQUS PMA gpplication to the FERC
was made even dearer in the order-in-council by which the Government of Québec gpproved
HQ's firs open access transmisson taiff (reg. 652). The government chose to exempt the
order from prior pubdlication,? and justified this exemption in the fallowing terms:

— the new regulatory framework for wholesale eectric transmisson in the United States will
come into force on 1 January 1997;

! Government of Québec, Energy at the Service of Québec: A Sustainable Development Perspective
(1996), p. 57.

2 Under art. 12 of the Regulations Act, prior publication of a draft regulation can be dispensed with

when the urgency of the situation so requires.



— potential sdes of Hydro-Québec to the United States will be vulnerable to complaints from
the competition if the Corporation does not comply with the new regulatory framework by
filing with the “Federd Energy Regulatory Commission” an gpplication for authorization to
sl eectricity at market prices and a bylaw estallishing the conditions and rates of wholesde
dectric transmission sarvice gpproved by the Government;

— Hydro-Québec will be able to profit by new saes opportunities to the Unites States as soon as
it may aval itsaf of the conditions of the new American regulatory framework;

— it is expedient for the Government to approve as soon as possble Hydro-Québec bylaw
number 652 establishing the conditions and rates of wholesale dectric transmisson service:3
(emphad's added)

Two months later, on February 14, 1997 Hydro-Québec's Board of Directors replaced this
taiff with reg. 659, ater FERC denied a PMA to Powerex (B.C. Hydro's marketing
afiliate), despite that company’s adoption of a trangmisson taiff very smilar to reg. 652.
In its decison, FERC made it dear tha reciprocity would only be granted if the Canadian
utility adopted a tariff “condggtent with or superior to” the pro forma tariff prescribed for dl
utilities under FERC jurisdiction in Order 838.4

The new tariff, reg. 659, was then gpproved by Cabinet on March 5, 1997; once again, it was
exempted from prior publication, for ressons very smilar to those quoted above® That same
day, HQUS resubmitted its gpplication to FERC. In its gpplication, it Sated that:

Functiondly, juridictiondly and proceduraly, the Régie closdly resembles the
Federa Energy Regulatory Commission.®

It stated further that:

By desgn, the non-rate terms of Hydro-Québec's Revised Taiff are virtualy
identical in dl substantive respects to the pro forma tariff and indude the provisons
adopted by the Commission to ensure open access, comparable transmission service
to transmission customers.’

This gatement is supported by a redline verson of reg. 659, showing dl textud differences
between reg. 659 and the pro formataiff (Exhibit 7).

® Order in Council 155996, 11 December 1996, Gazette officielle du Québec, December 31, 1996,

vol. 129, no. 10, p. 1248.

* FERC, Britsh Columbia Power Exchange Corporation, Order Rejecting Market-Based Rates

Without Prejudice, Docket ER97-556-000, Jan. 1, 1997.

® Order in Council 27697, 5 March 1997, Gazette officielle du Québec, March 12, 1997, vol. 128, no.
54, p. 5487.

® FERC, Revised application of H.Q. Energy Services (U.S.) Inc., Docket No. ER97-851-000, March
5, 1997, page 2.

" Ibid., p. 5.

an



FERC accepted reg. 659 as adequate “mitigation” of Hydro-Québec's transmission market
power on May 9, 19972 and granted the PMA on November 12, 1997.°

2.2. Power marketer authorization

As ealy as 1989, FERC began to recognize that, under certain conditions, it could loosen its
regulaory control over prices for wholesde dectricity sdes without opening the door to
monopoly power. Thus FERC has granted ceartain companies the right to buy and <l
“bulk” dectricity without obtaining prior regulatory approva — in other words, to engage in
transactions a8 market-based rates — once it was convinced that they couldn't exercise
monopoly power.

At fird, this so-cdled “energy marketer daus’ was granted only to independent merketers
that did not own generation or transmisson faclities, had no monopoly service teritory and
were not affiliated with any such company.l® In 1993, FERC decided to grant smilar status
to marketers affiliated with independent power producers (IPPs), as long as they had neither
tranamisson nor a monopoly sarvice teritory.!  More broadly, it would dlow such
marketers to transact & market-based rates, as long as nether the marketer nor its IPP
dfiliate had the ability to exercise monopoly contrd or “market power.”

The fallowing year, in its landmak Heartland dedision, > FERC defined the criteria it would
aoply to the much broader category of marketers efiliated with a utility having a monopoly
svice taritory and/or generation or tranamisson assets.  The criteria established by FERC
in Heartland, which it dill gpplies today, are tha such a makeler must demondrate tha
neither it nor its affiliates can exercise market power in ether generation or tranamission.

Generation market power occurs when a firm owns or controls a sgnificant percentage of
generating capecity in the target market or in aess directly interconnected to it
Traditiondly, FERC has usad “hub-and-gpoke’ andyss to look a the market share of the
dfilialed companies for totd resources (inddled cgpacity) and uncommitted resources
(surplus cgpacity) in each “firg-tier” market (those markets tha are directly interconnected

8 FERC, Order Directing Further Information and Analysis and Deferring Action on Market-Based

Rates, Docket No. ER97-851-000, May 9, 1997.

°® FERC, Order Accepting for Filing Proposed Market-Based Rates, Docket No. ER97-851-000, Nov.
12, 1997. This order was challenged before the U.S. Court of Appeal by the Grand Council of the
Crees (of Québec); the appeal was rejected on a matter of standing, without adjudication of the
substantive arguments raised (The Grand Council of the Crees (of Quebec) and New England
Caoalition for Energy Efficiency and the Environment, v. FERC, United States Court of Appeals, D.C.
Circuit, No. 98-1280, Jan. 11, 2000).

9 FERC, Citizens Power & Light Corp., 48 FERC 61,120 (1989).
1 FERC, Enron Power Marketing, Inc., 65 FERC 61,305 (1993).

2 FERC, Heartland Energy Services Inc., 68 FERC 61,223 (1994).

13 Energy that is committed under long-term contract to non-affiliated companies is excluded from

this analysis.



with it). It is increasngly dear, however, tha this tool is inadequate — it was recertly
described by Commissoner William L. Massy as an “anachronism”**  According to
Massey, FERC mug redefine its sandards for evauating market power, and should do o in
a rulemaking or other generic procesding.’® Massey do believes that participation in a
Regiond Transmission Organization (RTO) should be a condiition for market-based rates.*®

Transmisson market power refers to the ability of the marketer or an affilisted company to
hinder its competitors from accessing the taget maket through its control of the
tranamisson sysem. This could take the form of denying tranamisson service outright, or of
imposing discriminatory rates or conditions

Since the adoption of Order 888 in 1996, FERC condders that the remedy for transmisson
market pwer is for the tranamissonowning company afiliated to the marketer to adopt an
open access taiff that sats out the terms, conditions and prices for transmisson and thet
Quarantees access to dl competitors on a nondisriminatory bess  This taiff must be
equivaent or superior to the pro forma tariff atached to Order 8388. While the adoption of
auch a taiff is obligaory for dl “juridictiond utilities” there is no such obligaion for
Canadian utilities or for municpd utiliies or co-ops in the U.S tha are not subject to
FERC's jurigdiction. However, the reciprocity cdause (s 6) ensures that only non
juridictiond  utiliies which have themsdves adopted an open access taiff may teke
advantage of the access rights creeated by the pro forma taiff.

Order 888 was later clarified by Orders 888-A and 888-B. FERC's underdanding of
“equivaent or superior” is further expressed in the long series cases decided since then in
which it has indicated the extent to which it will acogpt variaions from the pro forma tariff
proposed by utilities under its jurisdiction, as wel as by nonjurisdictiond entities seeking to
take advantage of Order 888's reciprocity provisons.

2.3. Relevance of pro forma tariff for the Régie

Given the present context, in which the Régie is cdled upon to modify a trangmisson tariff
designed by a foreign regulator, there is no Québec or Canadian record to turn to for insight
into the meaning or intent of its a times complex provisons These same provisons have,
however, been debated in depth in proceedings before the FERC, and that Commisson's
orders — which, over time, have aticulaied, explaned, daified and enforced these very
provisons — teken together represent a highly coherent body of jurisprudence ducidating
these provisons and the concepts that underlie them. These orders are essentid sources of

% william L. Massey, “Three Messages from Volatile Electric Markets,” EBA Mid-Year 2000

Program, Washington, D.C., Nov. 17, 2000.

15 Massey, concurring, in FERC, Order Accepting for Filing Revised Rate Tariffs and Codes of

Conduct, Docket No. ER00-3691-000, 93 FERC 61,193, Nov. 21, 2000.

'® |bid. This same view was expressed by several intervenors in the RTO NOPR. In its Order 2000,

FERC did not adopt this position, but stated rather that the issue should be addressed on a case-by-
case basis.



reference and interpretation for this complex document and, by extendon, for Hydro
Québec' s reg. 659.

At the same time, it is important to recognize tha FERC and the Régie operae under very
different legidative mandates. Order 888, and the pro forma taiff it contains, were the direct
result of the adoption by the U.S. Congress of the Energy Policy Act of 1992, as dipulated in
the following passages from the introduction to Order 838:

A god of the Energy Policy Act was to promote grester competition in bulk power
markets by encouraging new generation entrants, ... and by expanding the
Commisson's authority under sections 211 and 212 of the FPA to approve
applications for transmission services. [note omitted] '’

As gated by the Commission, in recognition of the Congressiona goa in the Energy
Policy Act of creating competitive bulk power markets:

Our god is to facilitate the development of competitively priced generation
supply options, and to ensure that wholesale purchasers of dectric energy
can reach dternative power suppliers and viceversa ...

As discussed infra, based on the mounting competitive pressures in the industry and
rapidly evolving markets, we have concluded that section 211 done is not enough to
diminate undue discrimination.™

In what follows [the body of Order 888], we set out the changes necessary to remedy
undue discrimination and to ensure a fair trangtion to a more competitive regulatory

regime.” (emphasis added)

No equivdent gods have been st out in the Régi€s conditutive legidaion or in other
binding or non-binding insruments of the Québec government, nor has the Régie adopted
such principles on its own. %

Fndly, we have seen that Hydro-Québec's intention to met FERC's PMA criteria was the
driving force behind its decison to adopt an open access trangmisson taiff in the fird place,
and in its desgn. To the extent that this enters into conflict with other legidaive, regulatory
and policy gods unique to Québec, the R&gie may have to make dgificant tradeoffs To do
90, it will need to undersand how the issues addressad in this hearing are understood by the

" Order 888, pp. 29-30.

¥ Ibid., pp. 34-35. Quote from Recovery of Stranded Costs by Public Utilities and Transmitting

Utilities, Notice of Proposed Rulemaking, 59 FR 35274 (July 11, 1994), FERC Stats. & Regs.,
Proposed Regulations P32,507 at 32,866 (Stranded Cost NOPR).

9 |bid., p. 51.

% In R-3405-98, concerning general principles related to transmission tariffs, the RNCREQ asked

that the Régie reflect on such questions, and in particular whether or not it should adopt the principles
underlying Order 888. In D-98-88, however, the Régie chose not to include these questions in R
3405-98.



FERC. Only a careful review of FERC rulings will dlow the Régie to predict or foresee the
effect, if any, of a given modification of reg. 659 on the PMA, and hence on Hydro-Québec’s
access to the American market.

In this regard, severd assations made by Hydro-Québec in its evidence are somewhat
surprising.  In reponse to a request from the Régie to provide, for each proposed
modification to reg. 659, the raison d étre of the origind provison in FERC's pro forma
tariff, Hydro-Québec stated that it had not undertaken any study or andyss of the reasoning
that guided the FERC in edablishing the pro forma tariff. It amply dates that, in 1997, it
hed “adapted the pro forma to the Québec context,” and that it now wishes to “update it and
improve its adaptation to the Quebec context.”®? It reiteated this same response when asked
by the Régie to provide the raison d ére or purpose of the provisons of reg. 659 that it now
wishes to change?® Hydro-Québec thus appears not to be concerned whether or not the
modifications it proposes, or those proposed by other paticipants, might affects its
ubsdiay’ sPMA.

Smilaly, Hydro-Québec has expressed little concern for the implications of FERC's RTO
Order (Order 2000), despite the fact that it suggested, as noted above, that RTO membership
might eventudly be a necessary condition for obtaning a PMA. In its brief to FERC
concerning the RTO NOPR, TransEnergie argued  thet it “dready sdisfies the minimum
characterigics and functions that the Commisson's [dc¢] has proposed under the RTO
NOPR,”?* an affirmation that was cdled into question by anumber of intervenors?®

Asked by the RNCREQ whether Hydro-Québec would once again undertake structura
modifications to maintain its access to U.S. markets in the event that FERC found it to be not
in conformity with Order 2000, Hydro-Québec merdy responded that it “had not examined
this hypotheticdl question.””®  The Moation to Intervene presented by the New Brunswick
Power Corp. in this indance dated clearly that Hydro-Queébec is involved in discussons with
neighbouring utilities for the direct purpose of forming an RTO. In its reponse, however,
Hydro-Québec took the trouble to insist that thisissue is unrdated to the present file,

' In its 1998 decision on B.C. Hydro’s Wholesale Transmission Services, the British Columbia

Utilities Commission (BCUC) expressed considerable concern as to the effects its decision might
have on Powerex’ PMA. BCUC, In the matter of B. C. Hydro and Power Authority, Wholesale
Transmission services, Decision, April 23, 1998, pp. 38-41.

22 HQT-13, doc. 1, R90.1. Unless otherwise noted, any quotations from Hydro-Québec’s evidence

are our translation.
% HQT-13, doc. 1.1, R32.1.
24 FERC, Docket No. RM99-2-000, Initial Comments of TransEnergie, Aug. 23, 1999, pp. 1-2.

FERC, Docket No. RM99-2-000, Reply Comments of the Grand Council of the Crees (of Quebec),
Greenpeace Canada, Sierra Club of Canada, Mouvement au Courant, the Centre d'analyses de
politiques énergétiques and New England Coalition for Energy Efficiency and the Environment,
undated; Reply Comments of Project for Sustainable FERC Energy Policy (doc. 19991006-0456).
The first required characteristic of an RTO is independence of market participants (FERC, Order
2000, p. 152). As a division of an integrated utility which is an active participant in bulk power
markets, it is hard to see on its face how TransEnergie could meet this requirement.

% HQT-13, doc. 14, R5.4.
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In light of the above, we urge the Régie to take cognizance of FERC's perspective on the
vaious issues rased in this hearing, before arriving a its own condudons, based on its own
legidative, regulaory and policy context. As these contexts are very different from those in

the U.S, its condusions may well differ fromthose made by FERC.
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3. Hydro-Québec’s proposed policy for discounting short-term
point-to-point rates

3.1. Hydro-Québec’s proposed discount policy

In its decison D-2000-102, the Régie dated that the issue of discounts for point-to-point
transmission service should be addressed in this hearing, and ordered Hydro-Québec to file a

proposed discount policy.?
Hydro-Québec explains its approach to discounting as follows

TransEnergie offers discounts on short-term transmission services when it judges that
they would increase use of the network and thus of the revenues it generates, by
dlowing transactions to take place which otherwise would not. (HQT-13, doc. 13.1,

p.2)

While Hydro-Québec’s direct testimony does not include a precise statement of a proposed
discount policy, it appears from section 2.6.3 of HQT-10, doc. 1 that Hydro-Québec’'s
proposition is roughly as follows

+ TransEnergie may continue to offer discounts when it consders thet doing so will
dlow it to maximize its revenues (p. 27),

¢+ All dsoounts mugt be poted on OASIS and made avalable to dl transmisson
customers (p. 29),

¢+ Any request for adiscount from a customer must be made viaOASIS (p. 29), and

+  TransEnergie's discounts should gpply only to nonrcongtrained paths leading to the
same point of ddivery, without being obliged to offer the same discount to al points
of ddivery (p. 28).

This lagt point would require a modification of the text of reg. 659, as described on HQT-11,
doc. 1, p. 13, andillustrated in the redline version of Annexe 7.2°

As Hydro-Québec’'s proposed policy is, gpat from this one modification, to continue the
discount policy it has gpplied since reg. 659 was adopted in 1997, it is important to examine
in detall the way this policy has been gpplied to date.

" D-2000-102, p. 68.

% HQT-11, doc. 2, en liasse, “Feuille originale no 84.”
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3.2. Background
3.2.1. Relevant provisions of reg. 659

Reg. 659 specifies point-to-point transmisson rates as follows

firm non{firm
annual $71.09/KW-yr
monthly $8.0/kW-month $8.01/kW-month
weekly $2.00/kW-week $2.00/kW-week
daily $0.40/kW-day $0.40/kW-day
hourly $16.67/MW -r

Under s 14.3, Hydro-Québec must use point-to-point sarvice for its off-sysem sdes It
appears from Hydro-Québec's evidence tha it is the only user of long-term point-to-point
savice, while twelve other entities as wel as Groupe Production Hydro-Québec (HQ-
Production, or HQ-P) have sgned umbrdla agreements for short-term service (less than one
year)®  While Hydro-Québec has not indicated precise figures, thee twelve entities
probably account for only avery smdl proportion of short-term point-to-point sales.

3.2.2. Hydro-Québec has deeply discounted virtually all of its point-to-point
transactions

According to HQ's evidence, it only offers discounts when necessxry in order to dlow
transactions to occur which would othewise have been non-economic. However, according
to Hydro-Québec, all its short-term point-to-point transactions, with the exception of a sngle
transaction in June, 2000, have been discounted.®®  In most months since this sarvice was first
offered in May 1997, short-term point-to-point retes have been discounted between 70 and
90%. Only in one month (June 2000) were average short-term disoounts less than 60%.3* On
average, short-teem point-to-point rates were discounted by about 80% over the period for
which data are available, as shown in the following table?

Average discounts to short-term point-to-point tariffs

1997 1998 1999 2000 total
revenues 4,8 3,5 21 4,6 339
revenues based on tariff 455 19,7 87,3 17,7 170,2
averagediscount 89,5% 82,2% 75,9% 74,0% 80,1%

Furthermore, and perhaps even more surprisngly, firm rates were discounted even more then
non-firm rates, as shown in the following table:

HQT-4, doc. 1, pp. 12-14.

% HQT-13, doc. 14.1, p. 13, R131[0].

¥ HQT-10, doc. 1.3, p. 2.

This table and the following one are derived from HQT-10, doc. 1.3.
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Average discounts to short-term point-to-point tariffs

1997 1998 1999 2000
firm 91% 84% 78% 76%
non-firm 89% 81% 66% 70%

Hydro-Québec has provided no explanation for this unusua practice, which contrasts sharplgl
with that of other jurisdictions described by Hydro-Québec's expert Dr. Ren Orens®
According to Dr. Orens, prices for firm sarvice in British Columbia are subject to a minimum
trangmisson rate of $2/MWh (37.7% of the regular rate), whereas non-firm services can be
priced as low as $13*  As for the other jurisdictions he discusses, Dr. Orens makes no
mention of discountsfor firm sarvice, but only for nonfirm

While Hydro-Québec assarts that it only offers discounts when it edimates that transactions
would not take place in thar asence, it has provided no evidence tha the very subgtantid
discounts offered in the past were judified. Indeed, our andysis shows that Hydro-Québec
hes routindy offered subgtantid discounts even when market prices were dearly high enough
to congtitute no impediment to transactions taking place™°

For example, the following chart shows the oot market prices in New England for the month
of May 1999, together with Hydro-QuébecC's regular and discounted hourly transmisson
taiff.3* Despite the substantia variations in market price from hour to hour and from day to
day, the price was dways subdatidly higner than the regua hourly taiff
($16.67CAD/MW-hr). Nonetheless, on May 4, D99, TransEnergie decided to discount the
nortfirm hourly raie for the entire month of May to $6.00CAD/MWh on pesk, and to
$0.50CAD/MWh off-pesk, discounts of 64% and 97%, respectively.®’

% HQT-13, doc. 1, p. 101.

% For a review of the policies of the British Columbia Utilites Commission regarding discounts for

short-term point-to-point service, see page 21, below.

% In D-2000-102, the Régie stipulated that the profitability of Hydro-Québec’s exports and buy-sell
transactions would not be examined in the present case (p. 63). This issue is raised here only insofar
as the expected unprofitability of such transactions is invoked by TransEnergie as a justification for
discounting point-to-point rates.

% We have limited our analysis to the New England price record since the NE-ISO began operations

in May 1999. While we have not analyzed the record of prices in New York, electricity prices in the
two areas tend to track each other fairly closely.

37 HQT-10, doc. 1.3.1.
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New England spot price and HQ transmission tariffs
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The following chart shows the price that HQ-Production would have received from hourly
sdes into the NEPOOL market in May and June 1999, net of the discounted transmisson
raes charged by TransEnergie®® It is noteworthy that the vast mgjority of transactions
would have produced revenues (net of transmisson charges) of between 2.5 and 4.5¢ CAD
for HQ-P. A samila exercise underteken for the off-pesk period only shows an even stronger
concentration between 2.5 and 3.5¢CAD.

38 Several much higher-value sales during price spikes in June are not shown on this chart.
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New England Spot Prices
(net of discounted transmission rates)
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These obsarvations suggest that TransEnergi€'s discounting policy was designed to dlow
HQ-P a net revenue of a leest 25¢ CAD for sdes @ any time throughout this two-month
period, and thus to make it indifferent as to whether its sdles are on or off-peak. (Of course,
it dill has an obvious interest in sdling into price soikes). The implications of this policy
will be discussed in the next section.

As we have seen above, firm, longer-term trangmisson tariffs were dso discounted, and to
an even gregier extent.  In May 1999, the rate for firm monthly service was discounted by
dmogt 80% According to the judtification offered by Hydro-Québec, one would expect that,
without this discount, trangmisson costs would have been 0 high as to make sdes
unprofitable.  To test this hypothess we once agan compared hourly prices in the New
Endand maket to the regular and discounted monthly transmisson taiff.  The following
chart shows these rates as a percentage of the New England spot price.
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Monthly Transmission Tariff
as a percentage of NEPOOL spot price, May 1999
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This chart shows that, as the New England spot price varied, transmisson cods under the
regular monthly tariff would only rardy have accounted for more thean 35% of the sdes
revenues, on many occasons, they would have accounted for less than 25%. On average, the
regular transmisson tariff would have represented just 26.7% of the market price.  In other
words, were HQ-P to export to New England paying the full transmisson tariff, 26.7¢ out of
every dollar of export revenues would have gone to pay for transmission.

While this amount is subdantiad, it is by no means unreasonable.  These exports are for the
mos pat made possble by surplus generation and transmisson capecity, both of which were
built primarily to satify domegtic needs; in both cases, virtudly dl cogts are sunk and short-
term margind cods ae near zero. There is thus no inherent reason that export revenues
should be dlocated primaily to generaion. Given tha the generationtrangmisson assat
ratio for Hydro-Québec is approximatdy 60:40,° dlocating 26.7% of export revenues to
tranamisson appears not to be excessve.

It seems, however, that Hydro-Québec prefers that export revenues be credited to generation
raher then to trangmisson; ater discounting the monthly firm trangmisson tariff by dmost
80%, the discounted tariff on average accounted for just 5.8% of the market price. Thus, for
evay dollar of revenues from sdes to New England taken under firm monthly service, just
58 cets went to contribute to the trangmisson revenue requirement, with the remainder

%9 According to Hydro-Québec’'s 1999 Annual Report (p. 78), in-service generation assets amount to

$26,494 billion, and in-service transmission assets are $17,732 billion.
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(minus marketing costs and overhead) going to the generation account. Since transmisson is
regulated on a cod-of-sarvice basis, the portion of export revenues alocated to trangmisson
are, in effect, returned to consumers, wheress the part retained by HQ-P is instead kept by the
company and hence by its shareholder, the Québec government.

One might expect that, given the high levd of maket prices in May 1999 rddive to the
discounted transmisson taiff, TransEnergie would greatly reduce its discount for the
folowing month. At the end of May 1999, TransEnergie did indeed reduce its discounts for
the following month. The June discounts were reduced to 76% (from 79%) for firm service,
while remaining unchanged for off-pesk hourly service,

However, these modifications hardly changed the portrat described above, snce market
prices, predictably, aso rose, as New England entered its peak summer season.  As shown in
the following teble the discounted transmisson tariff have accounted for just 7.1% of the
average hourly spot market price in June 1999, down from 10.7% in June.

May June
average energy price ($USD/MWh) 28,2 49,2
discounted transmission tariff (SUSD/MWh) 3,0 10,7% 3,5 7,1%
regular transmission tariff 11,3 40,1% 11,3 22,9%

3.2.3. Recent changes in Hydro-Québec’s discounting policy

As the following chart shows, Hydro-Québec discounted monthly firm and nonfirm savice
by 80-90% for dl of 1997 through 1999; however, sating in the spring of 2000, discounts
were gredly reduced. According to the month-by-month confirmations of rate reductions
filed by Hydro-Québec in late December 2000 (HQT-10, doc. 1.3.1), there have been no
discounts offered a al snce June 2000, for ether firm or nonfirm service, as seen in the
following chart.
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Discounted Monthly Transmission Tariffs
(firm and non-firm)
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It is not der how to reconcile this information with Hydro-Québec's datement on
November 11, 2000 that only one transaction has taken place without discounts (in June
2000)%°  As Hydro-Québec has not rdessed data for short-tem point-to-point sdes
Subsequent to June 2000, we are unable to confirm whether or not Hydro-Québec has
actudly purchased any trangmisson capacity & the undiscounted rate, or whether it has
ingtead augmented its purchases a the much lower annud rete.

We ae d unable to explan this sudden reversd in discounting policy.  While market
prices trended srongly upwards in the lagt hadf of 2000, they were fdling in the saring, when
the reductions in discounts began. By June, Hydro-Québec's monthly transmission tariff hed
increesed aght-fold from its earlier levels whereas market prices remained for the mos part
under $40 USMWh. New England prices did indeed increase sharply in the fal of 2000 but,
to the best of our knowledge, this was not foreseen by market andystsin the early summer.

In its evidence, Hydro-Québec implies that it carefully adjusts its discounts to follow the
evolution of market prices in its target markets. gpplying discounts only when necessary
Hydro-Queébec certainly did not modify its discounts in response to the high prices in New
England in the summer of 1999, and it is difficult to explan the dimination of discounts in
the spring of 2000.

%% HQT-13, doc. 14.1, p. 13, R131.
41 HQT-13, doc. 1, p. 119.
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3.2.4. Adapting discounting theory to hydroelectric systems

The use of discounts to increese throughput is a widdy accepted regulatory practice
Assuming thet the margind cogt of tranamisson is zero, operators can increase revenues and
therefore reduce cods to other users by discounting rates in order to promote transactions
which would otherwise be uneconomic.

When market prices are 0 low that, net of undiscounted trangmisson taiffs, they do not
cover the margind cods of production, thermd generators will reduce production levels. If
discourting will dlow additiond transactions to occur, it will increese trangmisson revenues
in turn reduce the cost burden for naive load. As such, the optimd leve of discounting is
related to the difference between the market price and the generator's marginal cost of
production.

The nature of a hydro sygem dters this basc logic.  While the totd annud production of a
thermd unit diminishes each day it does not run, that of a hydro unit is fixed by runoff
(though reservoir sorage dlows generation to be shifted in time). In a hydro system, if a sde
is not made because it is uneconomic a a paticular moment, the water will remain in the
resrvoir, to be sold a a future time The trangmisson throughput resulting from its
generaion is thus aso fixed; what is not sold today can and will be sold tomorrow. Refusd
to discount thus does not cause the transmission operator to lose revenue, but only to defer it.

In other words, while a therma generator cannot make today’s saes tomorrow, a hydro
generator can defer sdes Thus, low prices that would make a sde uneconomic today result
in reduced sdes in both the short and the long term for a thermd generator (and for its
tranamisson provider), but not for a hydro generator. For the latter, these sdles are deferred
but are never logt.

Hydro-Québec’s reservoirs are large, but they are not unlimited*® Making the reasonable
assumption that Hydro-Québec will only spill water as a lagt resort, every litre of water that
enters its resarvoirs can be thought of as a quantity of eectricity thet will, sooner or later, be
generated, transmitted and sold. HQ-Production will do its best to maximize its profits by
manipulaing the timing of those sdes, within the exiding regulaory, technical and economic
condraints, but TransEnergieis largdy indifferent to these manoeuvres

Thus, discounting trangmission rates in order to guarantee HQ-P's net revenues per kWh
does not incresse TransEnergie's totd revenues, but rather decresses them.  If TransEnergie
wee concaned only with maximizing its own point-to-point revenues, and thus in
minimizing the cog to neiwork and netive load cusomers, it would not offer these discounts,
snce, ove time HQ-P's point-to-point sdes will be precisdy equd to its hydradlic inflows
minus domestic demand. Any such discounts thus conditute a trander of codts from
TransEnargies dfilisled generator to its regulaed end-use customers, i.e. a trasfer of
wedlth in the opposite direction.

2 The Hydro-Québec system includes about 111 TWh of inter-annual storage, and an additional 60

TWh of interseasonal storage. Régie de I'énergie, General Description of Hydro-Québec's System,
March 12, 1998, p. 4.
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To the extent that the discounts result in increased usage by other system users, they might
dill be judified. However, Hydro-Québec has provided no evidence that its discounts have
resllted in dgnificant additiond usage by non-dfiliaed trangmisson cusomers.  In Al
likdihood, then, discounts serve no practicad purpose for TransEnergie and its network
(native load) customers.

3.3. Regulatory practice elsewhere in North America

3.3.1. FERC

FERC's primary concern in trangmisson reguldion is thet utilities treat other usars of ther
trangmisson sysem on a comparable bassto their own use of it:

[T]he red issue is assuring that utilities bear the costs associated with their own uses
of the system in amanner comparable to how they charge others.*®

Thus, it required thet:

[1]f atransmission provider offers a rate discount to its affiliate, or if the transmission
provider attributes a discounted rate to its own transactions, the same discounted rate
must dso be offered a the same time to non-&ffiliates on the same transmission path
and on dl uncondrained transmission paths. We will further require that any effiliate
discounts from the maximum firm rate must be transparent, readily understandable,
and posted on the transmisson provider's OASIS in advance <0 that dl eigible
cusomers have an equd opportunity to purchase non-firm transmisson a the
discounted rate.**

In Order 888-A, it explained that:

A transmission provider should discount only if necessary to increase throughput on
its system. While the potentid for abuse is most obvious in situations involving the
transmisson provider's own wholesale use or use by an afiliate (own use/affiliate),
[note omitted] we must also be concerned with a transmisson provider agreeing to
discount to non-affiliates in any unduly discriminatory manner.*®

It then revisad its discounting policy in severd ways, by requiring that OASIS be used for dll
negotiations of discounts and by dlowing discounts that only apply to particular paths®® It
added, however, the following disclamer:

Order 888, p. 198.

Ibid., pp. 319-320.

Order 888-A, p. 290.

This is equivalent to the modification requested by Hydro-Québec, mentioned above on p. 11.
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Findly, we recognize tha even with this revised policy utilities may engage in
affiliate abuse by offering discounts only at times or along paths that are of advantage
to it or its affiliates. While requiring the posting of discount information on the
OASIS does not completely eiminate the possbility of affiliste abuse, these
procedures will dlow ready identification of unduly discriminatory or preferentia
transactions, and thus make easier the preparation of complaints that the transmission
provider 1S engaging In a pattern of discounting that indicates affiliate abuse, such as
offering discounts preferentidly at times or on paths that only the transmisson
provider or its affiliate can take advantage of, without offering discounts at times or
on paths that its competitors can take advantage of .

As we have seen, TransEnergi€'s discounting policy is dmost exdusively of this nature, in
that its “dfiliate’ is the only entity so Stuated as to be able to take advantage of the discounts
offered, and because such discounts are in to way necessary to increase throughput on the

Hydro-Québec system. In fact, they have no practica effect on totd throughput at dl, if
measured over a aufficiently long period of time.

3.3.2. British Columbia

The British Columbia Utilittes Commisson (BCUC) addressed the quedtion of discounting
short-term point-to-point rates in its 1998 decison on the proposed trangmisson tariff of
West Kootenay Power (WKP). WKP had proposed a policy in which it would only offer
discounts on short-term firm and non-firm paint-to-point savice if:

(i) the customer can demondrate that an aternative transmission path with another
transmission provider is available at alower cos;

(i) the lack of adiscount will result in curtailment of transmisson use for economic
reasons; and

(iii) the increased usage will not add to system costs over the term requested.”’

WKP indicated that, snce dl three conditions would need to be met before a discount would
be offered, thiswould likely mean that discounts would not occur*

The Commission accepted the utility’ s policy regarding short-term discounts, saing thet:

Although the Utility's proposd would result in discounts in only limited cases, the
Commission does not bdieve that a more generous discount policy would act to increase
the use of the system. Accordingly, a more generous discount policy would act only to
decrease the amount of revenue recovered through Point-to-Point rates and increasethe
amount of revenue which would need to be recovered from Network and Native L oad
Customers.™ (emphasis added)

4" BCUC, West Kootenary Power Ltd., Transmission Access Application, Decision, March 10, 1999,
p. 19.
* Ipid., p. 18.

4 \bid., p. 21.
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The same condusion applies to the use of the TransEnergie system.

3.4. Recommendation

It is dear from this andyss thet TransEnergi€'s discounting policy hes resulted, over the
years dnce reg. 659 was adopted, in an under-collection of short-term  point-to-point
revenues from HQ-Production, and hence in an increased cost burden on TransEnergie's sole
network customer (and hence on ratepayers). In our view, these discounts amount to a clear
paitern of affiliate abuse, as described by FERC in the passage quoted on page 20.

In the years 1997-2000, totd revenues from short-term point-to-point service have been some
$135 million lower than they would have been without discounts.  As explained above,
giminating these discounts would not (over the long run) reduce the tota volumes
trangmitted by HQ-Production, and thus would maximize TransEnergi€s point-to-point
revenues and minimize the transmisson charges borne by native load.

Thus, the interests of TransEnergies network customers would be served by diminaing
dtogether or a lesst dradticaly restricting TransEnergi€'s discounting of short-term point-to-
point service. Indeed, this would be the effect of adopting WKP's proposed palicy, in that
neither condition i) nor condition i) would in dl likeihood ever be met.>°

We therefore urge thet the Régie order TransEnergie not to offer short-term disoounts on
point-to-point service, except when it can demondrate that such discounts will increase its
totd point-to-point revenues over the long term and will not result in increesed cods for
network or native load users.

Given the extent to which TransEnergie hes in the past offered discounts which fail to meet
these criteria, it is recommended that, for the present, prior authorization by the Régie be
required before such discounts are offered. However, this requirement may be waved a a
later date, once a number of such requests have been examined and adjudicated by the Régie.

*® While condition i) might be met in the immediate time frame, any such curtailment would be

counterbalanced by increased usage at a later date.
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4. Hydro-Québec’s proposed policy for the treatment of costs
related to additions to the capacity of the grid

4.1. Hydro-Québec’s proposed policy

In section 3.2 of HQT-10, doc. 1, Hydro-Québec presents its proposa concerning additions
to the capadity of the tranamisson grid. It divides this into two caegories  network
upgrades (amdiorations du réseau de transport) and diret assignment fadlities
(ingtallations d’ attribution particuliere).

4.1.1. Network upgrades

To didinguish network upgrades from direct assgnment fadilities Hydro-Québec refers to
the definitions contained in reg. 659. Network upgrades are defined as:

1.27 Network Upgrades. Modifications or additions to transmisson-related facilities
that are integrated with and support the Transmission Provider's overdl Transmission

System for the general benefit of al users of such Transmission System®

Hydro-Québec proposes that the cods of dl network upgrades be integrated into the
Transmisson Provider's raebase®® As judification, it cites the evidence of Mr. Priddle to
the effect that this goproach is in conformity with naturd gas regulation in Canada, as wdl as
FERC's Order 409 dipulaing that dl network users should share the codt, snce they dl
benefit from it (HQT-10, doc. 1, p. 38, | 24-25 and note 15).>3

In citing Order 409, Hydro-Québec fails to indicate that the passage cited was in fact one in
which FERC quoted its earlier Masspower decisor™ and not part of the holding in Order
409. Order 409 is indeed consgtent with Masspower, but goes beyond it.  Firg, it reaffirms
the Commisson’'s trangmisson pricing guiddines, to the effect thet, when network upgrades
are involved, a trangmisson cugomer can be chaged ether an average-cost (rolled-in) rate
like the one proposed by Hydro-Québec, or an incrementa-cost (transaction specific) rate for
transmisson savice™ in addition to direct assgnment of interconnection costs.  In this
decison, FERC makes dear tha ocost-shifting to native load customers can be avoided
precisdy by usng an incrementd cogt rate based on the cost of the grid upgrades when that

®1 3. 1.3 in the French version.
2 HQT-10, doc. 1, p. 38, |. 13-14.

53 FERC, Order 409, Western Massachusetts Electric Company, Docket ER92-67-000, 77 FERC
P61,268 (1996).

* FERC, Western Massachusetts Electric Company, 63 FERC P61,222 (1993).
55

Incremental cost is defined as “the cost of increasing the level of service provided. In practice, it
typically refers to the cost of additional facilities needed to provide the requested service.” FERC,
Transmission Pricing Policy Statement, 69 F.E.R.C. P61,086, note 6.
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goproach would lead to a higher rate than the average (rolled-in) rate®® Hydro-Québec’s
proposa diminates this posshility, by requiring that dl network upgrades be rolled in. It
thus mekes inevitable that high-cost network upgrades will indeed result in cost-shifting to
other network and point-to-point cusomers, an undedrable outcome that utilities under
FERC'sjurisdiction can avoid by usng an incrementd rate,

4.1.2. Direct Assignment Facilities

Direct Assgnment Facilities (DAFs) are defined in reg. 659 as.

1.10 Direct Assignment Facilities. Facilitiesor portions of facilitiesthat areconstructed
by the Transmisson Provider for the sole use/benefit of a particular Transmisson
Customer requesting service under the Tariff. Direct Assignment Fecilities shal be
specified in the Service Agreement that governs service to the Transmisson Customer
and shall be subject to Régie approva.®” (emphasis added)

Hydro-Québec's proposd is that DAFs be integrated into the cost of service for trangmisson
and thus rolled into the trangmisson rate base, up to an amount equivdent to the annud
point-to-point transmisson taiff.>® Based on a number of assumptions, it caculates that up
to $625kW of DAFs should be rolled into the trangmission rate base, any additiond DAF
costs should be paid up-front by the transmission customer.>®

It explans tha the idea behind this gpproach is to recognize thet even though a new dient
may cregte additiond codts, it dso generaes additiona volumes of point-to-point service
these revenues help to reduce the unit cost of exising inddlations to the advantage of al
consumers®®  However, it should be noted that Hydro-Québec is gpparently willing to invest
up to $625kW in dedicated fadlities for a trangmisson customer without any commitment
oher then a long-tem (1 year or more) point-to-point sarvice agreement.  Since no
commitment longer than on year is required, no financid guarantees are demanded ather.

It also excludes “and” pricing, where the customer is charged both a rolled-in rate and a direct

contribution to incremental costs.

> Reg. 659, s. 1.10 of English version, s. 1.24 of French version.

%8 According to HQT-13, doc. 1, p. 167, this proposal should be adopted by the Régie as the policy

referred to in s. 27 of the tariff.

* In jurisdictions where it is usually the load-serving entity that contracts for transmission service,

these costs are generally included in the producer's Interconnection Agreement, not in the
transmission service agreement. However, since HQ-P contracts for transmission service on behalf
of HQ-D’s load, it is entirely appropriate to treat these costs as DAFs.

0 HQT-10, doc. 1, p. 39, I. 10-13.
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4.2. Discussion
4.2.1. Charging DAF costs to all users

Before tumning to Hydro-Québec's dealled proposd, we note a number of difficulties it
crestes  Fird, it gopears to conflict with FERC tranamisson policy, which makes no
provison for collecting al or pat of DAF cods from users other than the one responsble for
these cogts. As noted in Order 409, the digtinction between network upgrades and DAFs is
based on the fadlities “configuration and use” In this order, FERC dated that “the utility
... may directly as3gn the cods of interconnecting a particular cusomer or building a radid
line to the customer, i.e, a line not integrd to the utility's system”™®! Just & network upgrade
cods cannot be directly assigned, so direct assgnment cods are not properly recovered in
rolled-in rates®* &3

Collecting DAF charges from rolled-in raes would violate the fundamentd utility pricng
principle that costs should be dlocated to those who cause them, and could result in the
condruction of generation and trangmisson fadilities that society neither needs nor wants.
Insofar as some or dl of the cods required to dlow a paticular producer to connect to the
grid are shared by dl usars including those that do not purchase power from that producer,
his cods are in efect subgdized as a result.  As Dr. Alfred Kahn dates in his definitive text
on utility economics, a buyer must pay the full avoidable cost of a purchased good f prices
are to save thar fundamenta function of dlocaing resources in accordance with maximum
customer stifaction:

If price is below incremental costs, perhaps because the suppliers are being
subsidized, production of the products in question will be higher (and of al other
products taken together lower) than it ought to be: society is sacrificing more of other

goods and services to produce the additiond quantities of the subsidized service than
customers would willingly have authorized, had the price to them fully reflected that

marginal opportunity cost™.

For this reason, the principle of cogt causation is a fundamenta tenet of regulaory
€CoNoMmics.

®. Order 409, op. cit.

%2 Since transmission providers are generally presumed to be profit maximizers, there is no reason

for FERC to specify that such costs must be directly assigned. Given the particular nature of the
Québec system, where virtually the sole point-topoint customer of Hydro-Québec is Hydro-Québec,
and where even third party users (e.g. Churchill Falls-Labrador Co.) are affiliated with the
Transmission Provider, it may be necessary for the Régie to make such a stipulation.

% In this regard, it is noteworthy that Hydro-Québec’'s summary definition of DAFs makes mention of

interconnection equipment but not of radial lines (HQT-10, doc. 1, p. 39, I. 56). Arguably, Québec

(like British Columbia) is one of the few regions where DAFs are more likely to consist of radial lines
than of interconnections.

54 Alfred Kahn, The Economics of Regulation, (MIT Press, 1988), vol. 1, p. 67.
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There is another reason why DAFs should not be collected, even in part, as part of a rolled-in
charge. As in the Stuaion discussed in Order 409, it is entirdy possible that a facility which
requires DAFs (interconnection equipement and/or radid lines) will also require network
upgrades Asume that a hypotheticd facility would require network upgrades such that an
incrementd rate (the cost of the additiona fadlities needed) would be dightly lower than the
embedded codt rate. If, as on would expect, the transmisson provider chooses to charge a
rolled-in rate, its revenue reguirement will indeed increese reflecting the cods of the
additiond fadlities However, any resulting increese in transmisson rates would normaly
be mitigated by the additiona revenues resulting from this new point-to-point customer.

Hydro-Queébec, in effect, seeks to goply this same logic to DAFs as wel. However, the
additiond revenues can only be gpplied once. If they are dready offsetting the increased
revenue requirement resulting from ralling in the network upgrades, they are not avalade to
do offsst the additiond cods of the Direct Assgnment Fadlities (interconnection
equipment and/or radid lines). To apply Hydro-Québec's proposed trestment for DAFs
would therefore open the door to double-counting, and to Sgnificant cogt ghifting from the
new paint-to-point customer to other network and point-to-point customers®®  While FERC
would be unlikely to be concerned about the former, snce it has no responghility to protect
the interests of Hydro-Québec's network customers, the same cannot be sad of Hydro-
Québec’s point-to-point cusomers.  Indeed, the high levd of Hydro-Québec’'s point-to-point
raes reallting from the raling in of radid lines connecting Hydro-Québec’'s remote
generators to its tranamisson grid has dready been invoked by U.S. energy marketers as a
reason for FERC to withdraw HQUS PMA ¢

A smilar problem arises concarning the comparability principle, which FERC destribes as
the “‘golden rule of pricing — a tranamisson owner should charge itsdf and its efiliates on
the same or comparable basis that it charges others for the same service”®” It appears from
Hydro-Québec's evidence that the interconnection equipment and radid lines needed to
connect exiging generators ae rolled into the average rae raher than being assgred
directly to those generators. New generators will thus be trested in a different manner than
exiging ones.  Since Hydro-Québec is the owner of the vast mgority of the exiding
generdion fadlities (or, in the case of Churchill Fdls the benefidary of the power purchase
contract), this asymmetry works strongly in Hydro- Québec’ s favour.®®

4.2.2. Hydro-Québec’s proposed policy may result in cost shifting

 An example is discussed in section 4.2.2.

% Protest of Enron Pawer Marketing Inc. and Coral Power, L.L.C., FERC, Docket No. ER97-851-012,
Dec. 7, 2000.

" FERC, Transmission Pricing Policy Statement.

% on pages 42 and 43 of HQT-10, doc. 1, Hydro-Québec proposes a mechanism to treat step-up

transformers at existing facilities of non-utility generators in a manner equivalent to that proposed for
new facilities. However, no similar treatment is proposed for Hydro-Québec’'s own existing
generation.

26



Let us assume, for the ske of agument, that Newfoundland Labrador Hydro (NLH)
proceeds with the Lower Churchill project and files a request with TransEnergie for point-to-
point service to trangmit 1,000 MW to the U.S. border for the year 2008. Assume further that
dudies determine tha providing this sarvice will require @ an additiond radid ling, to
interconnect with the Hydro-Québec transmisson system, a a cost of $600 million and b)
network upgrades, condging of additiond lines, series compensation, efc., a an additiond
cogt of 800 million.

Under Hydro-Québec’'s proposd, NLH would not be required to pay any cods related to
Direct Assgnment Fedlities, Snce the cost of interconnections and radid lines would not
exceed $625kW, or $625 million. NLH would therefore only pay the regular transmisson
tariff of around $80/kW (assuming moderate rate increases over the next 7 years), or $30
million for the year 2008. The $600 million of network upgrades will be rdled into
TransEnergie's ratebase, even though they would be unnecessary were it not for the NLH
sarvice request.

Hydro-Québec’s reasoning is that NLH will cortinue to renew its yearly resarvation for at
leest 20 years, reslting in totd revenues which, when discounted, are equivdent to
$625/kW. These revenues should, in the long run, compensate TransEnergie for having
advanced the DAF codts that would otherwise have been assessed to NLH. They could nat,
however, a the same time compensate for the additiond invetments in network upgrades.
These cogs would be borne by dl other users of the TransEnergie system, in the form of
increases in annud rates.

Under FERC's trangmission pricing policy, this outcome would not occur.  Firg, all DAF
cogs would be assgned to NLH, without gpplying a “deductible” Second, instead of rolling
the network upgrade cots into its ratebase, TransEnergie would have the option of charging
NLH a rate based on its incremental costs rather than its regular rolledkin rate. In this case,
dgnce raling in the network upgrade invesments would result in a rate increase for other
usrs, an incrementd rate would be assessed to recover the upgrade codts directly from
NLH.®®  Thiswould insulate other users from the rate increase that would otherwise resuilt.

It should dso be noted that, under the Hydro-Québec proposa, no long-term commitment is
requirad of a generator regueding trangmisson savice, even when vey subganttid
investments are required.  In the event that the generator ceases operations or disposes of its
power in ways that do not require trangmisson savice over the TransEnergie network,
TransEnergie and its network customers will be left “holding the bag” for these invesments
This could occur ether if an dternate transmisson sysem provides sarvice a a lower cog,
or, more geneadly, if loads ae deveoped that can be reached without usng the Hydro

Québec trangmisson system.

Puraling the example further, if a nickd smdter were eventudly to be built in Labrador in
conjunction with the mine & Voissy's Bay, the quantity of energy from Lower Churchill

®  This could either be front-loaded or spread out over a long period, assuming that sufficient

financial guarantees are put in place.
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trangmitted over the Hydro-Québec system could be grestly reduced.”® The result would be
that the financid burden of the new lines would be borne by TransEnergi€'s other customers
(primarily native load), just as QuébeC’'s citizens would continue to bear the environmenta
burden caused by the new lines

4.3. “Uniform rates throughout the territory”

Hydro-Québec’s proposa dso raises troublesome questions with respect to the interpretetion
of the Act, as amended by the Act to Modify the Act Respecting the Régie de |’ énergie (“Bill
116"), adopted and put into force in June 2000. Section 11 of Bill 116 amended s. 49 of the
Act to read:

49. When fixing or modifying rates for the transmission of eectric power or for the
transmission, delivery or storage of naturd gas, the Régie shal, in particular,

(11) maintain, subject to any government order to the contrary, uniform rates throughout
the territory served by the eectric power transmission system.

In its evidence, Hydro-Québec assarts that this requires tha point-to-point trangmisson
savice be charged a postage-gamp rate in which dl trangmisson assts, as defined by the
Act,! ae rdled in.”> At the same time, Hydro-Québec apparently believes that its DAF
proposd is condgent with s 49(11). Under this proposa, some generaors would be
assessed an additiona up-front charge, over and above the postage-stamp rate, to account for
Direct Assgnment Fadlities above the threshold of exiding rates  Thus, in the example
provided by Hydro-Québec,”® the generator would be required to pay $11.4 million in excess
DAF cods in addition to the annud point-to-point rate of $75.18. Another generaor, in a
different location, could be required to pay a greater or lesser amount.

We suggest that s 49(11) is conducive to severd different interpretations. At one extreme, it
could be read to exdude any and dl charges other than a postage-damp rate.  Under this

A similar problem would arise if a generator were built to serve the needs of industrial plants that

would be built gradually over a period of several years (i.e. the major petrochemical facility just
announced for the eastern part of Montreal). As new plants were built on-site, the transmission
capacity reserved by the generator to market its surplus production could be expected to diminish
over time.

™ section 2 of the Act, as amended by Bill 116, reads:

... "electric power transmission system" means a network of installations for the transmission
of electric power, including step-up transformers located at production sites, transmission
lines at voltages of 44 kV or higher, transmission and transformation substations and any
other connecting installation between production sites and the distribution system ;"

& HQT-13, doc. 1, p. 107. While many U.S. utilities use postage-stamp transmission pricing, FERC's

transmission pricing policy also explicitly allows other approaches, such as zonal or distance-based
pricing.

3 HQT-10, doc. 1, p. 41.

28



interpretation, Hydro-Québec's DAF proposa would be unaccepteble, and dl DAFs would
have to be rolled in, regardless of their magnitude (as Hydro-Québec proposes for network
upgrades).

At the other extreme, s 49(11) could be read to require only that transmisson rates to
consumers be uniform throughout the territory.  This interpretation would be consgtent with
the passages of the Québec energy policy cited by Hydro-Québec in support of its postage-
damp taiff, which refer exdudvdy to dectricity taiffs, i.e to raes charged to consumers.
It would ds0 be condgent with the arguments raised by the Government in support of this
provison in Bill 116, which were based on the Québec “socid compact” pacte social). As
the socid compeact is generdly understood to be a commitment to dtizen/consumers (and not
to wholesde transmission customers’™), one could condlude that the intent of s 49(11) was to
ensure that consumers across the province do not face different rates for the transmisson of
the dectricity they consume.

Under this interpretetion, the provison would not prohibit assessing different charges to
producas who are differently Stuated. Indeed, the trangmisson taiff in use in Alberta
mekes precisdy this diginction, with a uniform tariff charged to consumers, and a locationd
tariff charged to producers, in order to incite generators to locate in aress that would make it
possible to avoid transmission upgrades, thereby minimizing total revenue requirements”

If this were the intent of the provison, it would in redity be sidfied by the fact that HQ-
Production purchases transmisson sarvice for HQ-Didribution (HQ-D) under the network
integration tariff and that the resulting charges are shared equaly by consumers in eech rate
cass, without regard to their geogrgphic location. Seen in this way, we suggest that the Act
would not prevent the Régie from adopting incrementd transmission rates, or even zond or
distance based trangmission rates for point-to-point service —since no Queébec ratepayers are
served under the point-to-point tariff.

Findly, one could interpret s. 49(11) to require a postage-stamp tariff, but to dlow additiond
lump-sum charges such as those proposed by Hydro-Québec for DAFs above the $625
“deductible” By this same logic, and fallowing the retroactive gpproach Hydro-Québec
proposes for deding with DAFs of exising private producers, Hydro-Québec could be
assessed a direct contribution to compensate TransEnergie (and thus, indirectly, its other
cusomers) for the DAFs_(interconnection equipment and radid lines) associaed with its
exising generation sysem.’”®  To fal to do so would, as indicated above, contradict the
comparability principle.

™ This same distinction can be seen in Hydro -Québec’s explanation of why allowing point-to-point

discounts to vary from one path to another does not vi olate s. 49(11). HQT-13, doc. 1, p. 110, R63.1.

" Alberta Interconnected Electric System, Transmission Development Plan 2000-2009, p. 2.

" This treatment would in many ways be equivalent to the BCUC’s decision to assign the cost of

B.C. Hydro's radial lines to the generation function in its cost allocation (BCUC, B.C. Hydro,
Wholesale Transmission Services, Decision, April 23, 1998, p. 18). However, treating these assets
as Direct Assignment Facilities rather than Generation-Related Transmission Assets is more
consistent with reg. 659, and thus with FERC transmission pricing policy, than is the B.C. approach,
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4.4. Recommendation

Hydro-Québec's proposd to reduce the DAF charge by an amount equivadent to the rolled-in
transmission rate should be rgected because, under certain circumstances, it vrtudly ensures
that double-counting and cogt-shifting will occur, as explaned dove.  Rather, the Régie
should adopt FERC's policy wereby dl generators are charged the full cost of their Direct
Attribution Fedlities including both interconnection equpment and radid lines  In the case
of Hydro-QuébeC's exiding generating dations, these charges could be based on the
depreciated (book) vaue of the assets in question.

As for network upgrades, Hydro-Québec's proposed policy of ralling in dl such upgrades,
regardless of their Sze, could result in unacoceptable rate impacts for other usrs. The Régie
should ingead require Hydro-Québec, again in accordance with FERC policy, to charge
incrementd rates when that would serve ratepayers interest.  Shodd the Régie consder that
incrementd rates are excluded by s 49(11) of the Act, one option would be to turn instead to
lump-sum payments for incrementa codts, such as those proposed by Hydro-Québec for
DAFs. Like HQ's DAF proposd, this would result in assessng two charges a rolled-in
tranamisson rae and a lump-sum incrementd charge. While such an gpproach could be seen
by FERC as an unacceptable “and” taiff, the dternative — ralling in al upgrade cogts even
when they resllt in dgnificant rate impacts for other usars — is an even less acceptable
olution.

which is more closely related to methodologies for setting bundled rates for a vertically integrated
utility.
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5. Rates

5.1. Point-to-point rates

5.1.1. Hydro-Québec’s proposal

Hydro-Québec’'s proposed point-to-point rates for long-term service (one year or more) are
based on dividing the revenue requirement by the sum of the annua pesk (network
savicenaive load) and the forecest resarvations for annud point-to-point service  The
caculation can thus be described as

r.=RR/(P,+ Q),
where

I, = the annua rate for firm point-to-point service,

RR = the annud revenue requirement (net of projected non-firm point-to-point
revenues),

P, = the projected annua peak for network service/native load, and
Q. = the estimated annua point-to-point reservations for 2001.
Hence:
r.=$2,674M / (31,726 MW + 3,844 MW)
= $75.18/KW-yr

According to Hydro-Québec’s proposd, however, firm rates for shorter periods are not based
on the annud pesk (1-CP) but on the sum of tweve monthly pesks (12-CP). Thus, the
monthly point-to-point rateis set asfollows

'm= RR/@P.+ Q.12

where
r'm=the monthly rate for firm point-to-point service, and
4Py = the sum of the projected monthly pesks (network servicelnaive load) for
2001.

Thus,

fn= ($2,674/ 333210 MW)
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= $8.02 / KW-month

The weekly and daly firm raes ae sa by dividing the monthly rate by 4 and 20,
repectively, representing the number of weeks and work days in a month.  Nonfirm rates
ae st equd to firm rates;, a nonfirm hourly rate is dso offered, st by dividing the daly rate
by 24.

5.1.2. Discussion

The mog surprisng dement of Hydro-Québec's proposed rates is the use of a 1-CP
methodology for annud rates and of a 12-CP methodology for shorter reservation periods.
Hydro-Québec explains its use of the 12-CP gpproach for shorter reservation periods as
folows

¢+ because udng 1-CP for seting monthly rates would not provide sufficient revenues to
mest its annua revenue requirement, and

¢+ because usng 12-CP for shorter resarveion periods incites dients to choose annud
srvice over monthly service.””

The fird argument is of little merit. The example provided by Hydro-Québec on page 28 of
the document cited in the last note proves only that assessng charges for network service by
multiplying the monthly load (12CP) by a poaint-to-point rate based on the annua pesk (1-
CP) would not provide sufficient revenues’®  This is obvious, given that the 1-CP method
produces alower point-to-point rate than does 12-CP.

In our view, the only red judtification for usang 1-CP for annud reservations and 12-CP for
shorter terms is to provide a lower rate for long-term sarvice: While this may indeed “incite’
certain users to choose annud resarvations, it can aso be seen as pricing that favors one class
of point-to-point usars (long-term) over another (short-term). To the best of our knowledge,
FERC has never condoned thistype of hybrid gpproach to point-to-point ratemaking.

In fact, the use of 1-CP for point-to-point rates is disadvantageous to the Trangmisson
Provider and to its nework/naive load dients in that it results in lower point-to-point rates.
For this reason, most utilities prefer the 12-CP agpproach.”®  Indeed, if TransEnergi€'s annud
point-to-point rates were set based on 12-CP, its revenues from this service would be
subgantialy higher, resulting in lower charges for network/naive load sarvice, as wel shdl
see on page40, below.

Based on 12-CP, the annud point-to-point rate would be equd to:

" HQT-13, doc. 13, p. 26-27.

8 The question of whether network rates should be computed on a monthly or on an annual basis is
addressed in section 5.2.3.2, below.

S Prior to Order 888, FERC generally required the use of 1-CP for setting point-to-point rates.
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., =12* (RR/(&Pn+ Q512
=12* ($2,674 M / (287,082 MW + 3,844*12))
=12* ($2,674 M / 333,210 MW)
=12* $8.02
= $96.30 KWIyr.

5.2.  Determining charges for network integration service

5.2.1. Hydro-Québec’s proposed maodifications to its open access tariff

Hydro-Québec proposes subgtantial modification to the provisons of reg. 659 that determine
charges for network integration servicew These modifications are indicated in the redline

tariff verson found a HQT-11, doc. 2 (en liasse). The proposed text reads as follows (our
trandation):

1.17%° Load Ratio Share: Ratio of a Fransmission-Customers-Netwerk-oac-to-the
Fansmisser—Previders—tetatead—Network Customer’s Annua  Network
Load and the Annua Trangmission System Load computed in accordance
with Sections 34.2 and 34.3 of the Network Integration Transmission Service

under Part 111 of the present Tariff and-caleuiatad-ar-a-reHHg-twalve-montia-
basis.

M%Menmmmmrrmnds to the Network

Cugtomer’s forecast maximum annud load.

34.3 Determlnallon of Annual Men{-hl-y—Transmlseon System Load :Fhe

o ' " i = Corresponds to the sum
of the maximum annud Ioad forecast for Natlve Load and the maximum
annud load farecast for each Network Customer.

Hydro-Québec describe these changes as follows.

80 5. 1.27 in the French version.
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In his evidence on behdf of Hydro-Québec, Mr. Albet Chéhadé ducidaes this
“methodologicad error,” explaining that the definition of Load Raio Share mugt be modified

127  The definition [of Load Ratio Share] is modified to reflect the proposed
content of ss. 34.2 and 34.3.

342 A cdculation based on the annua system peak is better adapted to the
particularities of Québec consumption which led Hydro-Québec to build its
grid to meet the winter peak. Correction of a methodologica error.

343 A cdculation based on the annua system pegk is better adapted to the
particularities of Québec consumption which led Hydro-Québec to build its
grid to meet the winter pesk. Correction of amethodological error

because it does not permiit recovery of the revenue requirement specified in Attachment H:2

This explanation reflects an important misundersanding of the FERC's methodology for
recovering the tranamisson revenue requirement, as st out in the pro forma taiff and

Taking into account the addition of point-to-point capacities in the denominator, the
sum of the load ratio shares of network integration clients will never reach 100%%°

described in the following section.

5.2.2. Setting network integration rates under the pro forma tariff

Under the pro forma tariff, and hence under reg. 659 in its current form, network integration

rates are st asfollows:

L

According to s 34.1, the network sarvice cusomer pays a Monthly Demand
Charge (Prix requis mensud), equd to one-twdfth of the Annud
Trangmisson Revenue Requirement spedified in Attachment H, multiplied by
the cusomer’s Load Ratio Share (Part du ratio de charge).

According to s. 1.17 (or s. 1.27 in the French verson), the Load Ratio Share is
the raio of the customer's Network Load (Charge en réseau) to the
Transmisson Provider's totd sysem load (charge totale du transporteur),
cdculaed on araling twelve-month basis.

According to s 34.2, the custome’s Network Load is its hourly load
coincident with the Trangmisson Provider’s monthly system pesk.

HQT-11, doc. 1, pp. 12-13.
HQT-10, doc. 1, pp. 29-30.

HQT-10, doc. 1, p. 30, I. 15-17. « En considérant les capacités de point apoint au dénominateur,
la somme de toutes les parts du ratio de charge des clients en réseau intégré n'atteint jamais

100 %. »
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¢+ According to s 343, the Transmisson Provide’'s Totad Sysem Load is
defined as its monthly sysem pesk, minus coincident peek usage of dl firm
point-to-point customers, plus the resened cgpedity of dl firm point-to-point
customers.
Thus, the monthly charge for anetwork customer is s &:
rm =RR* LRS/ 12 (s.34.1)
where

LRS= Network Load a system peek (s.1.17)
Totd System Load

Totd Sygem Load = monthly system pesk
— coinddent point-to-point usage
+ point-to-point reservations a sysem pesk (s 34.3)
Cdculaing adjusted sysem load in this way hes the effect of replacing the actual point-to-
point load during the system pesk with the reserved firm paint-to-point load at system peek.
Thus, Totd Sysem Load (the denominator of the LRS caculaion) can dso be thought of as
equd to:
= actua system pesk + unused point-to-point firm reservations®
or
= Network Load + Firm Point-to- Point Reservations a system pegk,

asseeninthefollowing chart:

8 It is described in these terms by B.C. Hydro in B.C. Hydro, Grid Operations & InterUtility Affairs,

Wholesale Transmission Services Pricing: Simplified Guide, p. 1.
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Under this sysem, in the case where there is just one network customer and no firm point-to-
point reserveions a the monthly sysem pesk, the network customer is charged 100% of the
monthly revenue requirement. However, if there are firm point-to-point reservations in effect
a the moment of the system pesk, the network customer’s charge is reduced to reflect the
percentage of Totd Sysem Load for which the point-to-point customer is respongble,
whether or not his reservation was actudly used a thet moment.

The undelying logic is that, dnce the Transmisson Provider mus meet point-to-point
ressrvetions as well as network needs a its system peek, the revenue requirement should be
shared between them on aprorata bass. Thislogic was explained by FERC in Order 888:

The flexibility and reassgnment rights of this [firm point-to-point] trangmisson
sarvice require the transmission provider to hold the firm contract capecity avalable
regardless of the customer's own load characteristics or its actua use. In other words,
a transmission provider's obligation to plan for, and its ability to use, a trangmisson
customer's reserved capecity is clearly defined by that customer's contract
reservation. For these reasons, it is appropriate to consider a firm reservation as the
eguivaent of aload for cost dlocation and planning purposes.™

In order to prevent over-recovery of costs for those who use this approach, we will
reguire transmisson providers to include firm point-to-point capacity reservations in
the derivation of their load ratio caculations for hillings under network service. In

% This view is apparently not shared by Hydro-Québec, which states that the ultimate responsibility

for meeting the cost of service rests with native load (HQT-13, doc. 1, p. 105).
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addition, revenue from non-firm service should continue to be reflected as a revenue
credit in the derivation of firm transmission tariff rates® (emphasis added)

In other words, snce the Tranamisson Provider mugt make resarved cgpecity avalable, even
if it is not usad, and snce the point-to-point customer mugt pay for that reservation even if he
does not use it, the network customer’s payments should be reduced based on reservations
and not on usage.

Because this mechanism is based on cgpacity reservations, not on revenues from point-to-
point resarvations, it follows that the network charge will be the same, whether or not point-
to-point rates are discounted.  This further implies that the transmisson provider will only
recover its full revenue requirement to the extent that its firm point-to-point service is not
discounted. It thus means that any discounts for firm sarvice are in the end abosorbed by the
shareholder, not the regulated ratepayer.

Given this dructure, there can be no doubt that the “Annud Revenue Reguirement for
purposes of the Network Integration Transmission Sarvicg’ indicated in Attachment H is the
Trangmisson Provider’s full revenue requirement, not just the portion to be pad by network
cudomes It would thus be entirdy ingppropricte to recover this entire amount from
network customers, as Hydro- Québec has done since 1997 and as it proposes to formdize in
the modifications to reg. 659 proposed in the present filing.

Furthermore, insofar as the amount given in Attachment H of reg. 659 reflected Hydro-
QueébeC’s red revenue requirement when the tariff was adopted in 1997, it would adso gopear
that the utility has overcollected its revenue requirement in eech year, snce the network
cutomer mede payments equa to this full amount, with no deduction for point-to-point
revenues.

5.2.3. Setting network rates under Hydro-Québec’s proposal

Hydro-Québec's proposed modifications to s 34 would have the effect of completey
removing point-to-point reservations from the caculation of Load Ratio Shares. At the same
time, they would in effect change the bads for pricing of network service from 12-CP to
CP. Wewill address these two issues in the following sections:

5.2.3.1. Treatment of point-to-point reservations in determining Load Ratio Share

Hydro-Québec’ s proposed methodology consists of the following steps®’

% FERC, Order 888, pp. 303-304.
87 HQT-10, doc. 1, p. 32.
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determine the total revenue requirement, based on cost of service

and reasonable return on equity (p. 14) $2,685 million
subtract forecast short-term point -to-point revenues,

based on average revenues 1997-2000 -$  11million
leaving the residual revenue requirement $2.674 million

estimate long-term point-to-point revenuesfor 2001, based on:
forecast long-ternt point-topoint reservations (3,844 MW)
forecast the long term point -to-point rate, based on 1-CP
($75.18/kW-yr ) (p. 24)

2,844 MW * $75.18/kW-yr = - $ 289 million
subtract this amount from the residual revenue requirement,
toleave a net residual revenue requirement =$2,385 million

divide this amount among Native Load and network clients on the
basis of their Load Share Ratio (according to HQ's new definition).
Since Native Load is the only such user, it pays 100% of the net
residua revenue requirement. =$2,385million

The differences between the methodology set out in reg. 659 and the one proposed by Hydro-
Québec can be summarized asfollows.

reg. 659 (proforma) HQ proposal
set revenue requirement (Attachment H) set revenue regquirement
Subtract forecast non-firmpt-to-pt Subtract forecast short-term pt-to-pt revenues

revenues = residual revenue requirement (firmand non-firm) = residual revenue requirement

Subtract forecast long-+term point -to-point revenues
= net residual revenue requirement (Attachment H)

divide by Load Ratio Share of Total Divide by Load Ratio Share of network peak load
System Load (» 82%) (100%)

Hydro-Québec's proposd thus departs sgnificantly from the pro forma taiff (and hence
from reg. 659) in the way it accounts for point-to-point transactions indtead of increasing the
denominator to account for point-to-point reservations (whether or not they are used), Hydro
Québec would reduce revenues by forecast point-to-point revenues, which in turn are based
on higtoricd (heavily discounted) averages.

In exduding point-to-point reservations from the Load Raio Share cdculaion, Hydro-
Queébec directly violates the requirement established by FERC in Order 888 quoted above.
The mogt important implication of this change is thet, under the Hydro-Québec approach,
discounting of point-to-point retes affects network charges, causng them to increase to make
up the revenue shortfdl resulting from the discounts.  This would be unacceptable to FERC,
which specified in 1997 that:

A pro rata share of the transmission revenue requirement is alocated to VEPCO's
firm resavation regardless of whether VEPCO offers its merchant function
discounted transmission service.”

8 Reservations of 1 year or longer.
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It follows that, for FERC, transmisson discounts are to be borne by the shareholder rather
than by the regulated ratepayer. Hydro- Québec’ s proposal would do the opposite.

To illudrae this point, we will compare the charges to HQ-Didribution for 2001 under
Hydro-Québec’s proposd to the charges caculated according to the pro forma method. For

purposes of this latter caculation, we will make anumber of Smplifying assumptions:

» Load Ratio Share will be cdculated on a month-by-month bags, indead of usng
the ralling 12-month average cdled for in s 34.2,

» HQ-D load in 2001 will precisdy match Hydro- Québec’ s forecast; and

= point-to-point resarvationsin 2001 will beidentical to those in the base year.*°

Furthermore, Snce we do not know when the sysem pesk in each month will occur, we will
assume that weekly and daly resarvations are soread evenly throughout the month.  Non

firm reservations are disregarded, in accordance with FERC policy.**

The cdculaions for January 2001 are as follows.

source
set revenue requirement $2685M HQT-10, doc. 1, p. 32
(Attachment H)
- revenue credit for non-fim $0 January 2000 non-firm revenues from
point-to-point transactions HQT-10,doc. 1.3, p. 2
residual revenue requirement $2,685 - $0 = $2,685
Native load peak for Jan 2001 31,726 MW HQT-10,doc. 1,p. 21
+ the reserved capacity of al 4,205 MW (annual) annual: HQT-4, doc. 4, p. 2
firm point-to-point customers + 605 MW (monthly) short term: HQT-10, doc. 1.3, p. 6
+  4MW (weekly) with firm weekly and hourly reservations
+ 7MW (daily) divided pro rataover the month.
= 4,821 MW
= Total System Load =36,547 MW s.34.3
HQ-D Load Ratio Share 31,726/36,547=86,8% s. 1.17 (s. 1.27 in the French version)
HQ-D monthly network charge | 86.8%* $2,685= s.34.1
$194 million

Repedting this cdculation for eech month of 2001 yidds a totd charge to HQ-D of $2,206
million for 2001, as shown in the following teble.

89 Virginia Electric and Power Company, Docket No. ER97-3561-000, 80 F.E.R.C. P61,275, Order
Conditionally Accepting For Filing Tariff For Market-Based Power Sales And Reassignment Of
Transmission Capacity, And Establishing Hearing Procedures, September 11, 1997.

90

For annual reservations, we will use the level in effect at the end of 2000. For shorter terms, since

Hydro-Québec has declined to provide data from the last six months of 2000, we will use the first 6
months of 2000 and the last six months of 1999.

91

firm reservations in this calculation as well.
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Jan Feb Mar Apr May June July Aug Sept Oct Nov Dec total
point-to-point reservations (MW) 4821 4525 4335 4280 4578 4286 5246 5222 5687 538 5794 6252 60410

network load (MW) 31726 29968 27609 23866 20167 18258 18524 18779 19446 22113 26187 30439 287082
adjusted system load (MW) 36547 34493 31944 28146 24745 22544 23770 24001 25133 27498 31981 36691 347492
load ratio share 86,8% 86,9% 864% 848% 815% 810% 779% 782% 774% 804% 819% 830% 822%
Monthly network charge ($ M) 194 194 193 190 182 181 174 175 173 180 183 186 2206

The charges for network service in 2001 according to this example are $179 million lower
than those resulting from Hydro- Québec’ s proposed methodology ($2,385 M).

5.2.3.2. Using 1-CP for determining network rates

As we have seen, the network pricing mechaniam currently in force is based on monthly
cdculations of load rdio shae and is thus implicitly based on the 12-CP gpproach, in
accordance with Order 888 and the pro forma tariff. Hydro-Québec’'s proposd would replace
this monthly calculation with one based on the annud system pesk.

Hydro-Québec does not fully explain this proposed modification, smply dating thet, by
dlocating cogts based on the sysem pesk, it would provide greater coherence with the way
the network is planned. In fact, this modification would have the effect of replacing 12-CP
with 1-CP as the bass for network charges. While FERC has dated on a number of
occasons that utilities are free to propose 1-CP, we are not aware of any that have done so.

Usng the 1-CP method to determine network charges leads to subgtantialy higher network
charges than does the 12-CP method currently in effect. Using the same assumptions as in
the previous example, the network charge based on the 1-CP gpproach would be 86.8% of
the annud revenue requirement, or $2,331 million, an increese of $124 million compared to
the 12-CP method.*

5.2.4. Implications of Hydro-Québec’s proposal

5.2.4.1. Charges for native load

The impacts of Hydro-Québec’'s proposa on charges for network/native load result, on the
one hand, from the modification in the definition of Load Retio Share to exdude point-to-
point reservations, and, on the other hand, from the implicit shift from 12-CP to 1-CP for
cdculaing network charges. These impacts can be summarized as follows (dl figures in
millions of dallars):

2 This figure is nevertheless lower than the $2,385 million proposed by Hydro-Québec, because it

excludes the effects described in section 5.2.3.1, above.
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network charges impact

as per reg. 659 2206

1-CP instead of 12-CP for network rates 2331 125
1-CP, with modified Load Ratio Share defn (HQ proposal) 2385 54

net impact of HQ proposal - 179

5.2.4.2.  Over-collection of the revenue requirement

As we have seen, the approach for setting network rates proposed by Hydro-Québec is based
on @ diminging point-to-point reservations from the caculation of Load Ratio Shares, and
b) replacing the 12-CP method for determine network charges with 1-CP.  Together, these
proposds lead under the present circumstances to a substantia over-collection of the revenue
requirement.  Usng Hydro-Québec’s method with the same assumptions as above, Hydro-
Québec's actud transmisson revenues for 2001 would be:

reservations rate $M $M

Network service 2385
Firm pt-to-pt service

annual 4205 75 316
monthly 9029 8 72
weekly 3154 2 6

daily 2644 0 1
Pt-to-pt total 396 396
Non-firm pt-to-pt service93 15
Total revenues 2796
Revenue requirement 2685
Over-collection 111

The reaeson that the over-collection is less than the additiond network charge of $179 million
mentioned earlier is that Hydro-Québec has based the annud point-to-point rate on the -CP
method rather than the 12-CP method. As noted earlier, the 12-CP method would result in a
higner annud paint-to-point rate that would produce an additiond $89 million in annud
revenues. The following table compares the results of Hydro-Québec’'s proposd with the
consgtent use of the 12- CP method together with the pro forma network rate mechaniam.

93 ) . . . . .
Revenues for non-firm point-to-point service are estimated based on the volumes reserved in the

last six months of 1999 and the first six months of 2000, at the regular (non-discounted) rate, in
accordance with our proposal in chapter 3. Using the discounted rate would reduce the revenues for
non-firm service, and hence the over-collection, by $10 million.
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HQ 12CP

Network service 2385 2 206
Firm pt-to-pt service 396 484
Non-firm pt-to-pt service 15 15
Total revenues 2796 2706
Revenue requirement 2685 2685

In other words, under Hydro-Québec's gpproach, it collects $89 million less from paoint-to-
point service than it would under the consstent 12-CP/pro forma gpproach, and collects $179
million more from network/naive load cusomers. There is thus a net over-collection of
$111 million.

5.3. Recommendations

5.3.1. Load Ratio Shares

Hydro-Québec proposes to modify the way that Load Retio Shares are cdculated under s. 34
of reg. 659 and, as a reault, to change the method for setting charges applicable to network
cusomers. The current methodology — the one set out in reg. 659, which is taken verbai
from the pro forma taiff, and thus follows the gpproach adopted by FERC in Order 888 —
results in tranamisson revenues which dmog precisdy equd the revenue requirement,
without the use of any post facto true-up mechanism. In contrast, Hydro-Québec s proposed
methodology cregtes a red possibility of over-recovery. In fact, in the present circumstances,
Hydro-Québec's methodology would inevitably leed to over-recovery of the revenue
reguirement, due to the extendive discounting of firm point-to-point service in recent years.

Under the pro forma methodology, which is currently in effect, network customers pay a pro
rata shae of the revenue reguirement, teking into account point-to-point reservations
coincident with the monthly pesk. Thus, past discounts have no effect a al on future rates.

Under Hydro-Québec’'s proposed approach, on the other hand, that share is proportiond to
the historic revenues for paint-to-point sarvice.  Since these revenues were highly discounted,
the proportion of the revenue requirement borne by point-to-point customers is less, and that
borne by HQ-Didribution’s regulated consumers is greater.  Furthermore, if future point-to-
point revenues are greater than those in the past (on which network charges are based),
TransEnergie's revenues would exceed the revenue reguirement.  Past discounts would
therefore creste a windfdl for the company and its shaeholder.  This windfal could be
taken gradudly (if discounting decreases gradudly) or dl a once (if it ceasesimmediately).

We therefore recommend that Hydro-Québec maintain the exiding gpproach to caculating
Load Ratio Shares for network sarvice, in kegping with the pro forma taiff. We further
recommend that the Régie review the Load Ratio Share cdculaions for the period darting
when reg. 659 came into force, to ascertan if s 34 was correctly gpplied in determining
charges for network service. I, as seems agpparent from Hydro-Québec’s explanation of its
proposed modifications to s 34, it has been collecting the entire transmisson revenue

42



requirement from network cusomers, it may be gppropriate to correct for these
overpayments with a balancing account or other regulatory mechanism.

Findly, it is important to note that the intent of the Load Ratio Share methodology — thet
point-to-point reservations be dlocated costs on the same basis as network service, whether
or not they are used a peak — could be undermined were Hydro-Québec to subditute
discounted non-firm resarvations for firm ones.  Given the goparent lack of congestion on the
HQ sysem, nonfirm savice is jud as good as firm savice udng discounted non-firm
reservaions would dlow Hydro-Québec to continue to shift the logt revenues onto network
cugomers, with no loss of rdiability for its point-to-point sdes. In a different context, the
B.C. Utilities Commisson noted that when a sysem is uncondrained, nonfirm trangmisson
svice is essatidly the same as firm service®™  We therefore recommend that the Régie
condder regarding nonfirm reservaions as equivdent to firm reservaions for purposes of
the Load Retio Share calculations.

5.3.2. 1-CPversus 12-CP

As we have seen doove, the combination of 1-CP and 12-CP raes that Hydro-Québec
proposes for point-to-point retes is highly irregular. 1t marks a sgnificant departure from
dandard utility prectice, and the judification offered is far from convincng. At the same
time, without identifying it as such, Hydro-Québec's proposed new definition of Load Ratio
Share (s. 1.17 of reg. 659, or s 1.27 of the French verson) would change the basis on which
network rates are caculated from 12-CP to 1-CP.

The difference between the two sysems is dealy seen in the table on page 40. In this
example, network load accounts for 86.8% of totd sysem load in January, but only 77.4% in
September.  Under 2CP ratemaking, the network customer (native load) would pay 86.8% of
the full trangmisson revenue requirement; under 12-CP ratemaking, it would pay lesser
proportions during off-pesk months, in accordance with the shifting retio between network
load and point-to-point reservations.

Hidoricdly, point-to-point resarvations have been higher in Sgptember than in January, and
network load of course much lower. Data provided by Hydro-Québec shows that the Janu
pesk is due dmost exdusively to resdentid demand, presumably related to space hedting.®
Thus, to continue to charge native load for its January load raio share throughout the year,
based on the argument hat the sysem was built to meet the January pesk, would ensure that
the cogts of meeting this pesk are borne dmog excdusvey by network cusomers (i.e. by
native load), and that they are not shared by Hydro-Québec’s exports or by other wholesde
transmsson cudomeas.  In a sense, then, point-to-point customers would become “free
riders’ on asystem paid for primarily by Québec' s domedtic load.

% BcuUC, West Kootenary Power, op. cit, p. 20. The Commission made this point to justify its

decision to maintain identical prices for firm and non-firm services, arguing that since the service they
provided was identical, the price should be as well.

% HQT-13, doc. 12.1, p. 6.



The pacte social is genedly undersood to incdlude, among other things, ensuring that the
costs of serving residentid users are shared by other categories of consumers®® We see no
resson why this crossaubgdization should be limited to indudrid and commerdd end-users
and should not dso indude Hydro-Québec’'s exports and other usars of the transmission
System.

We therefore urge the Régie to require Hydro-Québec to use the 12-CP gpproach, both for
network charges and for dl its point-to-point rates, in kegping with sandard utility practice
and with its own proposed practice for shorter teems.  This gpproach is more advantageous
for network/native load cusomers, and results in point-to-point users (primarily Hydro-
Québec's exports) paying a farer share of the transmisson revenue requirement. In our
view, this gpproach is more equitable and better reconciles the public interet, consumer
protection and the fair treetment of the electric power carrier, asisrequired by s. 5 of the Act.

% In his presentation of HIl 116 to the National Assembly, Natural Resources Minister Jacques

Brassard made this point as follows:

Premiérement, nous voulons préserver le pacte social issu de la nationalisation de
I'électricité, suite a une campagne électorale qu'on peut qualifier de référendaire, en
1962. ...

[C]e pacte social, il tient toujours, il est toujours présent. Il a toujours été maintenu
par tous les gouvernements qui se sont succédé et il tient a trois éléments. ...
troisieme élément, des tarifs avantageux, des tarifs bas mur toutes les clientéles
mais trés particulierement pour les clients résidentiels. C'est ¢a, le pacte social qui a
été, en quelque sorte, conclu démocratiquement entre le peuple québécois et son
gouvernement en 1962, et il na jamais été remis en question. Tous les
gouvernements qui se sont succédé I'ont maintenu, renforcé, consolidé.

Il existe aussi ... ce gqu'on appelle un interfinancement des tarifs en faveur de la
clientéle résidentielle. En d'autres termes, quand vous regardez les tarifs, ... c'est
clair ... que les clients résidentiels ne paient pas des tarifs qui sont en corrélation
avec les codts qu'ils devraient assumer. C'est d'autres catégories de consommateurs
qui assument ces colts. C'est ¢a, l'interfinancement, et c'est pour ¢a que les clients
résidentiels au Québec jouissent, depuis les années soixante, de tarifs bas.

Assemblée nationale, Journal des débats, Adoption en principe du projet de loi 116, May 26, 2000.

44



6. Serving native load without a network integration service
agreement

6.1. Background

Since the adoption of reg. 659, Hydro-Québec has sarved its native load under a network
svice agreemett,  Initidly, it was Hydro-Québec's Groupe Searvices énergétiques that
contracted for trangmisson services both to serve domedtic load and for point-to-point
sarvice.  In a recent corporate reorganization, this group cessed to exid, with its functions
trandferred to Hydro-Québec’'s Groupe Production.  The sarvice agreement remained in force
until Dec. 31, 2000 (HQT-4, doc. 3.3), but has not been renewed for 2001.

Hydro-Québec proposes henceforth to serve naive load without executing a network service
agreement. It maintains thet this change will have no maeid effects whasoever, as dl
service to Hydro-Québec is deemed to constitute a contract.®’

6.2. Discussion

The providons of the pro forma tariff which mention Native Load are a consegquence of the
jurisdictiond split in the United States between federd and State powers with respect to
dectric service. As noted by Dr. Orens in his tetimony for Hydro-Québec, FERC has no
jurigdiction over the sde of dectricity to end-use customers, but only over bulk transactions.
While FERC has indicated that it would like utilities to use the pro forma taiff to serve

netive load, it is powerlessto requireit.

In dates where retall sarvice is ill provided by verticdly integrated utilities, retall service to
native load is performed under bundled tariffs set by dae regulators. These bundled tariffs
ae based on cogt dlocaion of a “bundled” revenue requirement, rather than on a
trangmisson revenue requirement.  Thee same utlities dso file a trangmisson revenue
requirement with FERC as part of thelr open access trangmisson taniff; the cogts that make
up the trangmisson revenue requirement are dso pat of the bundled revenue requirement.
However, FERC has no juridiction to interfere with the bundled ratemaking process, nor to
require that the rates based on the tranamisson revenue requirement be directly gpplied to
retail service. %

9" HQT-4, doc. 1, pp. 6-7, HQT-11, doc. 1, p. 5.

% In Order 888-A, FERC explains the relationship between these two parallel jurisdictions. Although

this passage concerns stranded costs (generation), the same logic applies to transmission:

If a utility is regulated by both this Commission and a state commission, each
commission, in setting cost-of-service rates within its jurisdiction, will separately and
independently determine the utility's total cost of providing service (also known as the
utility's total revenue requirement). This will be based on the expenses incurred in
providing service and a reasonable profit on the utility's assets that are used to provide
the service. The commissions may differ as to what assets are appropriately included in
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In the U.S. context, therefore, verticdly integrated utilities typicaly do not use the pro forma
tariff to sarve ndive load. In aress which have moved away from the veticdly integrated
utility modd, however, such as the regions covered by the New York, New England or
Cdifornia ISO's, didribution utilities typicdly do teke sarvice under the FERC-approved
transmisson taiff.

The Réjie has jurisdiction over both wholesde and real sarvice thus combining the
jurigdictions of FERC and of dae commissons Unlike FERC, it does have jurisdiction to
require that its transmisson tariff be used for serving netive load.

Furthermore, under Bill 116 the transmisson revenue requirement edablished in this hearing
will be treated as a cog in the edablishment of retal rates Thus the Studion s different
from that described earlier with respect to verticaly integrated utilities in the U.S,, where the
process for sdting bundled retal rates does not involve the setting of a diginct transmisson
revenue reguirement.

Indeed, even Hydro-Québec's wants Native Load to be served under the open access
tranmisson taiff; it amply prefers that it be cdled “Naive Load” rather than be served
under a network integration service agreement.  However, while Hydro-Québec dams that
this diginction would have no practicd effect a dl, thisis not necessarily the case.

It is true, as Hydro-Québec points out, that certain provisons of reg. 659 require that naive
load be tregted in a Imilar manner to network integration dients.  In particular, this is the
case with respect to the designation of network resources and loads (s. 28.2) — a provison
with which, as we demondrate in section 7.2.1, Hydro-Québec has so far failed to conform.
However, the remaning provisons of Pat Il of the regulation (“Network Integration
Transmisson Sarvice’) do not autometicaly gpply to netive load.

The mogt important of these providons is perhgos s 34, which edtablishes the raes and
charges to be paid by a network customer. S. 34 makes no reference to ndive load, ether in
its current formulation or under Hydro-Québec's proposed modifications, nor does
Attachment H, which sats out “the Annuad Transmisson Revenue Requirement for Network

total rate base, what other costs are appropriately included in the total cost of service,
and what rate of return should be permitted. Once each regulatory authority has
determined the appropriate total revenue reguirement, it then will determine what portion
of that total revenue requirement should be borne by the utility's wholesale customers
and what share should be borne by retail customers (also called cost allocation). Each
commission may also reach different conclusions on this split as well. Thus, under
historical cost-based ratemaking, regulatory authorites do not carve out so-called
"wholesale costs" that only this Commission can take into account in determining rates
subject to its jurisdiction or so-called "retail costs" that only a state commission can take
into account in determining rates subject to state jurisdiction. Additionally, this
Commission_and state_commissions_have the discretion to _determine whether costs are
appropriately recovered through a transmission, generation, or distribution component of
a rate (also called functionalization of costs) within their respective jurisdictions.
(emphasis added)

Order 888-A, Part 111, p. 80, note 707.
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Integration Trangmisson Searvice” Thus though the codts assessed to HQ-Didribution for

sarvice of naive load is arguably the centrd issue of this hearing, reg. 659 would not specify
those codts.

Other provisons of reg. 659 that would not gpply to Native Load service include:

= the obligation to obtain or provide Ancillary Services pursuant to Section 3 (s. 28.1),
» theobligation to replace losses associated with transmission service (s. 28.5),

= the obligation to provide the information required for a network service gpplication
(s 29.2), including destriptions of network resources (induding a 10-year projection
of sysem expansons or upgrades). Based on the information provided by Hydro-
Québec in this hearing, it would gppear that these obligaions have not been met to
date alther.

6.3. Recommendations

As noted above, naive load is exduded from the mandatory application of the pro forma
tariff because, on the one hand, FERC has no jurisdiction over it and, on the other, because it
is regulated on a bundled bass by date regulators. Nether of these Stuations gpplies to
Hydro-Québec. Indeed, if the Régie were to exempt Hydro-Québec’s service of native load
from the gpplication of reg. 659, it would have to define a spaate regulatory regime
governing that service  Hydro-Québec has explicitly rejected this option,®® and with good
reason.

The Régie should therefore reect Hydro-Québec’'s proposa and require it to serve ndive
load under a network integration service agreement under reg. 659.

% HQT-13, doc. 1, p. 157, R59.2.
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7. Hydro-Québec’s conformity with the provisions of reg. 659

As described in the opening chepter of this testimony, reg. 659 was adopted in March 1997
by Hydro-Québec and approved by the Québec government without discusson or review in
any public forum. Since then, to the best of our knowledge, Hydro-Québec has been subject
to no ovesght concerning the conformity of its practices with the requirements and
obligations creeted by this tariff.

While the terms and conditions of reg. 659 have never been debated in Québec, they are the
fruit of a long and detailed consultative process in the U.S. Having adopted this tariff of its
own vadlition, it is incumbent upon Hydro-Québec to respect its provisons or, if it finds them
unacceptable, to seek their modification.

Our review of Hydro-Québec's evidence in this file leads us to bdieve that certan key
provisons of reg. 659 have not to date been respected. As reg. 659 has been in force since
May 1, 1997, Hydro- Québec must respect its provisons, until such time asthey are modified.

Like FERC's pro forma taiff, reg. 659 requires the identification of goedific generaing
resources for both point-to-point and nework savice  While maintaining a supefidd
agopearance of conforming with these provisons, Hydro-Québec's practice fails to conform to
gther the sairit or the letter of the rdlevant provisions

7.1. Multiple points of receipt for firm point-to-point service
7.1.1. Hydro-Québec's evidence

The sarvice agreements for long-term point-to-point service filed as HQT-4, doc. 3 indicate
Montred as the Point of Recept. In response to an information request from the Régie
Hydro-Québec explained that this is due to the nature of Hydro-QuébeC’'s generating system,
which includes a number of different generaiors located a different points on the grid, none
of which is assgned to a speific load.

Thus, dl of Hydro-Québec’s production is brought onto TransEnergie's network via
multiple points of receipt, of which Montrea congtitutes the centra point. This
production is ether used to supply naive load, or delivered outsde of the
TransEnergie network a Points of Delivery specified in the service agreements. '

Asked by the Régie if this practice is used in other juridictions that follow the pro forma
tariff, Hydro-Québec responded that it has no knowledge of practices in other jurisdictions
concerning thisissue (R15.2).

100 {QT-13, doc. 1, p. 22, R15.1.
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In response to a follow-up question by the Régie, Hydro-Québec indicated that it would
dlow other smilarly situated producers to designate Montred as the Point of Receipt. 1%

7.1.2. Applicable provisions of reg. 659

According to the Preamble of Pat Il of reg. 659 (adopted verbatim from the pro forma
tariff):

Point-to-point transmission service is for the receipt of capacity and energy at
designated Point(s) of Receipt and the transmission of such capacity and energy to
designated Point(s) of Delivery.

Section 13.7 makes dlear that a Point of Receipt isasingle generaing Sation or part thereof:

13.7(b) The Transmission Customer may purchase transmission service to make saes
of capacity and energy from multiple generating units that are on the Transmission
Provider's Transmisson System. For such a purchase of transmission service, the
resources will be designated as multiple Point(s) of Receipt, unless the multiple
generating units are a the same generating plant in which case the units would be
treated as a single Point of Recapt.

It goes on to specify:

13.7(c) Each Point(s) of Receipt at which firm transmisson capacity is reserved by
the Transmisson Customer shal be set forth in the Firm paint-to-point Service
Agreement dong with a corresponding capacity reservation associated with each
Point(s) of Receipt.

7.1.3. Discussion

The provisons of s 13.7 quoted above sae unambiguoudy thet a request for point-to-point
tranamisson sarvice must specify a soecific Point of Recapt, and that multiple generators in
different locations cannot be defined collectivdly as a gngle Point of Recept. Thus the
practice described by Hydro-Québec in R15.1, quoted above, is on its face incondstent with
its open access transmission tariff.

A recent dedson by FERC confirms this view. ExxonMobil Chemicd Company and
BExxonMohil Refining and Supply Company filed a complaint, based on the fact that Entergy,
a tranamisson-owning utility, had refused to treat three generating daions, which were in
physical proximity, as asingle Point of Receipt under the pro formatariff. 102

11 HoT-13, doc. 1.1, p. 59, R31.2.

102 FERC, ExxonMobil Chemical Company, ExxonMobil Refining & Supply Company v. Entergy Gulf

States, Inc., Docket No. EL00-34-000, 91 F.E.R.C. P61,106, Order Denying Complaint, April 27,
2000.
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ExxonMobil maintains that while it produces dectric energy from two QFs
[Qudifying Facilities] which are one mile gpat but are in the same genera
geographic area, the output of one of the QFs, the BRTG, is dedicated to
ExxonMobil's internal load and thus should not be considered a source of the eectric
energy delivered to Entergy’'s system. [note omitted] ExxonMobil therefore argues
that the sales take place from a single QF - - the Exxon Cogen. The next step in
ExxonMohil's argument is that the specific configuration of four of the five
individua generating units in the Exxon Cogen (and the three 230 kV subgtations) is
such that ExxonMobil should be consdered to be ddivering power from a single
generating plant. [note omitted]

FERC denied the complaint, asfollows

ExxonMobil slIs energy from two QFs, the BRTG and the Exxon Cogen, which
clearly are not a Sngle gengating plant. ... ExxonMobil is requesting that it be
permitted to use the separate contract paths that originate at each of the three 230 kV
transmission subgtations at different points onto Entergy’s 230 kV transmisson grid
as a sngle firm point-to-point contract path in order to facilitate its sale of energy
from its QF facilities in aggregate. Thisis not consistent with the OATT [open access
transmission tariff].

It added:

ExxonMohil has requested that it be permitted to have designated a single point of
receipt in order to avoid having to make multiple reservations for ddivery of QF
power from the Exxon Cogen and thus, avoid making payments for multiple firm
contract paths. However, ExxonMohbil in fact will be making use of multiple contract
paths on Entergy's transmission grid on a firm basis in order to export energy from
its two QFs for resale. In these circumstances, ExxonMohil is required to pay for the
reservation of each of these separate contract paths. Aswe stated in Commonwedth
Edison, the red issue here is price. ExxonMobil essentidly is asking Entergy to
discount its transmisson rates through the desgnation of a Sngle point of recapt. As
gated in Commonwedth Edison, effecting a rate reduction by changing the capacity
resgrvation results in a discount and circumvents the discounting reguirements of
Order No. 888. [note omitted]

In the Commonwedth Edison case refared to here, FERC pointed out that the pro forma
taiff dealy pemits any trangmisson cugome to desgnae multiple generding units as
primary points of recapt if the cudomer needs that operaiond flexibility to support its
paticular power sde. However, it found that grouping reservations from severd generators
into a dngle point-to-point reservation amounts to an impermissble discount “largdy to
itsdf:

The red issue presented here has to do with price. Under the pro forma tariff, if
multiple generating units are designated as separate primary points of receipt, the
customer will pay for separate reservations. For example, If 3 generating units on
Commonwedth Edison’'s system are designated as points of receipt with reservations
of 100 MW each in conjunction with one point of deivery with a reservation of 100
MW, the tariff customer will have a 300 MW capacity reservaion (the sum of the
reservations at the points of receipt). [note omitted] Under Commonwesdlth Edison's
proposa, the charges under this example would be reduced 67 percent because the
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capacity reservation would be 100 MW rather than 300 MW. While we have no
objection to Commonwealth Edison proposing revised rate sheets to offer lower rates
on transactions with multiple receipt points, Commonwedlth Edison's use of non-rate
term and condition revisons to effect these rate reductions is objectionable. Firgt, it
creates confuson. Second, Commonwedth has created a new category of
transmission sarvice (firm point-to-point transmission service where the "underlying
power sale' Isasystem sale) for what 1S, In fact, no more than a mere rate reduction.

It can be argued that Hydro-Québec's gpproach is not discriminatory to competitors, since it
has offered to dlow others to assgn multiple generators as a angle Point of Recelpt as wall.

The offer might appear disngenuous, as there are few if any other generators with multiple
generding dations in Québec who might concalvebly teke advantage of it.  But, as the
Commonwedlth Edison case makes dear, the underlying issue is not comparability, but price

In refusing to properly specify the Point of Receipt for its export sdes, Hydro-Québec grestly
reduces its trangmisson raes from those that it would be required to pay under its own open
access trangmisson taiff.  The inevitable result is to increese the proportion of the
trangmisson revenue requirement that must be borne by ndive load cusomers. Thus in
faling to respect the provisons of s13.7, Hydro-Québec shifts codts from its marketing
dfiliate to its cagptive end-use cusomers.  This policy therefore amounts to a hidden discount,

contrary to the letter and spirit of reg. 659, and should be rejected.

7.2. Network integration service
7.2.1. Designation of network resources

A dmilar issue arises with respect to the designation of network resources.

In HQT-11, doc. 5, Hydro-Québec indicates that the resources designated for network
integration sarvice to sarve native load are those liged in its Annud Report, i.e the totdity of
generding resources a its digposd (including purcheses from Churchill Fdls from Alcan
and from private producers in Québec).

In HQT-11, doc. 4, Hydro-Québec provides a forecast of its designated resources through

2015-161%  Again, dl generating resources a Hydro-Québec's disposd are listed as
designated resources.

7.2.1.1. Applicable provisions of reg. 659

Accordingtos. 30.1:

Network Resources shdl include al generation owned or purchased'™ by the
Network Customer designated to serve Network Load under the Tariff. Network

1 . . . . . .
% That this document concemns the designation of resources for network service is made clear in

HQT-13, doc. 14, p. 111, R88.1.
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Resources may not include resources, or any portion thereof, that are committed for
sde to non-designated third party load or otherwise cannot be called upon to meet the
Network Customer’s Network Load on a non-interruptible basis.

This same language isfound in s. 1.26 (1.40 in the French version):

Network Resource: Any designated generating resource owned or purchased by a
Network Trangmisson Customer under the Network Integration Transmission
Sarvice Taiff. Network Resources do not include any resource, or any portion
thereof, that is committed for sde to third parties or otherwise cannot be called upon
to meet the Network Customer’s Network Load on a non-interruptible basis.

7.2.1.2. Discussion

These provisons gopear to unambiguoudy exclude the assgnment as Network Resources of
any generating resources used to serve firm off-sysem sdes in that they are thus unavailable
“to meet the Network Customer’s Network Load on a norrinterruptible basis”

It should aso be noted that, according to s. 30.4:

The Network Customer shall not operate its designated Network Resources located in
the Network Customer's or Transmission Provider’s Control Area such that the
output of those facilities exceeds its designated Network Load plus losses.

Hydro-Québec’s designated load, described in HQT-11, doc. 5, consgts of HQ-Didribution's
cusomers within Québec. Thus, according to s 304, if dl of Hydro-Québec's generding
resources are dedgnated, it may not operate them such as to produce any surplus over
domestic needs.

In redity, Hydro-Québec's gpproach to designaing Network Resources is intimady relaed
to its gpproach to designaing Points of Recapt. As dated earlier, Hydro-Québec treats the
totdity of generaing resources avalable to it as a sngle reource (“HQ sysem powe™),
which is used to serve both native (network) load and point-to-point sales, & its discretion.

It is just as dear that this refusd to designate generdting resources for serving network load,
on the one hand, or point-to-point sdes on the other, is incompatible with Hydro-Québec’s
open access trangmission tariff and with the pro forma tariff from which it was derived. 1%

More broadly, HQ's atempt to treat its entire generating sysem as a single resource is a
odds with the very essence of the functiond separation gpproach it accepted in adopting reg.
659. In effect, Hydro-Québec continues to operdae its generation sysem on an integrated

194 1n Order 888-A, this language was modified to read “owned, purchased or leased”.

195 Another aspect of this problem is Hydro-Québec’s insisting on treating its entire transmission

system as a single node on its OASIS system, thereby refusing to divulge any information about
power flows or congestion within its system.
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bass, to sarve both native load and off-sysem sdes under a tariff which dearly requires it to
digtinguish the one from the other.

7.2.2. Application for network service

While, in this filing, Hydro-Québec announces its intention to serve native load without a
network service agreement, such a service agreement has been in effect snce May 1, 1997.

However, it gppears that Hydro-Québec falled to meet saverd of its obligations under reg.

659 with regard to the procedures for requesting this service.

According to s. 29.1 of reg. 659, network service is provided on the condition that:

i) the Eligible Customer completes an Application for service as provided
under Part 111 of the Tariff, ...

ii) the Eligible Customer executes a Service Agreement pursuant to Attachment
F..,

Basad on the documents filed by Hydro-Québec, it gopears that neither of these conditions
have been fully complied with.

According to s 29.2, the gpplication mentioned in s 29.1 1) must include:

(iif) A description of the Network Load a each ddivery point. This description
should separately identify and provide the Eligible Customer's best estimate of the
total loads to be served at each transmission voltage level, and the loads to be served
from each Transmission Provider subgtation at the same transmission voltage leve.
The description should include a ten (10) year forecast of summer and winter load

and resource requirements beginning with the first year after the service is scheduled
to commence;

(iv) The amount and location of any interruptible loads included in the Network
Load. This shdl include the summer and winter capacity requirements for each
interruptible load (had such load not been interruptible), that portion of the load
subject to interruption, the conditions under which an interruption can be
implemented and any limitations on the amount and frequency of interruptions. An
Eligible Customer should dentify the amount of interruptible customer load (if any)
included in the 10 year load forecast provided in response to (iii) above;

(v) A description of Network Resources (current and 10-year projection), which
shall include, for each Network Resource;

- Unit sze and amount of capacity from that unit to be designated as Network
Resource

- VAR capahility (both leading and lagging) of dl generators
- Operdting redtrictions
- Any periods of restricted operations throughout the year
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- Maintenance schedules

- Minimum loading leve of unit

- Normd operating leve of unit

- Any must-run unit designations required for system reliability or contract reasons
- Approximate variable generating cost ($MWH) for redispatch computations

- Arrangements governing sde and delivery of power to third parties from
generding facilities located in the Transmisson Provider Control Area, where
only aportion of unit output is designated as a Network Resource

- Destription of purchased power designated as a Network Resource including
source of supply, Control Area location, transmission arrangements and delivery
point(s) to the Transmission Provider's Transmission System;

Hydro-Québec's requests for network service (HQT-4, doc. 3.5) did not contan this
information, but raher an indication tha the required information was “dready in your
possession.”  In response to RNCREQ information request 48.2b, Hydro-Québec stated thdt,
goat from the variable generating cost for redigpatch cdculdions, this information was
dready in the possesson of TransEnergie!®® When asked to provide the documents referred
to as “dready in your possession,” Hydro-Québec produced documents for 1998, 1999 and
2000 (HQT-11, docs. 5,. 5.1 and 5.2).2%" Each of these three documents contains more than a
hundred pages of informatiion concarning Network Load (point iii). However, for the
description of Network Resources (point v), they amply refer to Hydro-Québec’s Annual
Report. This document contains none of the information required under s. 29.2 v), except for
the total ingtdled capacity of each generator.

Furthermore, s 29.1 iii) requires the filing of a sarvice agreement pursuant to Attachment F,
which indudes a document entitted “Specfications for Network Integration Trangmisson
Savice” As detaled in reg. 659, this document includes, among other things, a description
of any required Direct Assgnment Fadlities and any charges assessed for Sysem Impact
andlor Fadlities Study Charges, Direct Assgnment Fadilities Charges Redigpatch Charges
and Network Upgrade Charges. However, Hydro-Québec acknowledges thet it did not “fill
out” a Network Integration Service Agreement pursuant to Attachment F, arguing tha this
was unnecessaty given Hydro-Québec's integrated nature and given the Trangmisson
Provider's knowledge of the distributor’ s needs %8

Hydro-Québec's gpplication for network sarvice was thus defective, in that it faled to
provide a complete description of the network loads and faled to provide any ussful
description of the generdtion resources desgnated for network service:  This faling draws
atention to the fact that, despite giving lip service to the notion of functiond separaion,

196 1QT-13, doc. 14.2, p. 10, R48.2a and b.

HQT-13, doc. 14.2, p. 11, R90.2.2a.

108 HQT-13, doc. 1, p. 33, R22.2. Instead of the Attachment F Service Agreement required by s.
29.1, Hydro-Québec executed a contract of its own design for the year 2000 to serve native load
under network integration service (HQT-4, doc. 3.3). Similar agreements for 1997-99 are found at
HQT-4, doc. 3.4.

107
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Hydro-Québec ill operates in many ways as an integrated which remains, to a large extent,
unregulated.

7.3. Special arrangements for facilities studies (s. 32)

Hydro-Québec has produced a specia agresment executed between TransEnergie, its Energy
Sarvices Group and its Production Group in March 1999 which provides for specid stuc(l)y
procedures to fadilitate the addition of new “designated network resources’ to the grid?
The agreement explains that it is meant to “optimize’ adminidrative procedures and to meke
the process of sysem impact dudies and fadliies dudies more dficet, given tha HQ-
Production intends to request severd such studies over the coming years.

It would gppear that the procedures agreed to in this document effectively replace those sat
out in section 32 of reg. 659, but only for HQ-Production. Furthermore, the agreement
oecifies that, while HQ-Production will pay for the sydem impact dudies or fadlities
dudies it requests, TransEnergie shal reimburse these fadilities study costs (with interest) for
any project variant thet is eventudly congtructed.

The Fadilities Study Procedure in s 324 makes no such provison for the rembursement of
dudy cods to the Cugdomer. Thus this agreement provides HQ-Production with more
advantageous conditions for fadlities studies than ae provided to other trangmisson
cusomers.  In 0 doing, it violates once again the comparability principle thet is centrd to
Order 888:

Comparability mandates that to the extent a transmisson provider charges
transmission customers for the costs of performing specific fecilities or system
impact sudies related to a service requedt, the trangmission provider aso must
separately record the costs associated with specific studies undertaken on behdf of its
own native load customers, or, for example, for meking an off-systlem sde.  (p. 381)

While the comparability principle is a “golden rule’ for the FERC, it has not, to the best of
our knowledge, been adopted as such by the Régie. Indeed, it could be argued that, given the
Québec social compact, t would be ingppropriate for it to do so. This points once agan to
the difficulties crested by adopting a trangmisson taiff from a foregn jurisdiction, based on
principles which have been explictly adopted by the foreign regulator but which have not
been fully examined in Québec.

7.4. Recommendation

199 As we have seen, Hydro-Québec considers its entire generation plant to constitute “designated

network resources,” whether or not they are serving point-topoint sales. Even though Hydro-Québec
is planning to build generating resources in the coming years which far exceed its domestic needs, it
apparently considers all these planned facilities to be “designated network resources.”
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Having chosen to adopt an open access transmisson tariff moddled on FERC's pro forma
tariff, Hydro-Québec is not free to ignore those provisons that do not suit it. As Hydro-
Québec has not requested modification of these provisions of reg. 659, it should be obliged to
operate in conformity to them.

To regpect the providons of its trangmission tariff, Hydro-Québec should therefore be
required to:

» dedgnae the actud Point of Recapt for each point-to-point resarvation, in
accordance with s. 13.7.

» desgnate the specific generating resources assigned to service its network (native)
load, in accordance with ss. 30.1 and 30.4; and

» gubmit a duly executed sarvice agreement as provided for in Attachment F for
network service of native load.

If it is unable or unwilling to do o, it should a a future date propose the modifications to
reg. 659 that it consders appropriate.

Fndly, unless Hydro-Québec can adequatdy explan why there should be one sudy
procedure for its own needs and another for dl other transmisson customers, it should follow
the procedure st out in s. 32 of reg. 659. Should Hydro-Québec consider these procedures
inadequate, it may, as dated above, propose to the Régie in the future thet these provisons be
modified.
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8. Revenue requirement

The scope of our mandate does not permit us to examine Hydro-Québec’s proposed revenue
requirement in detal. We shdl neverthdess comment on severd aspects of the rate basg,
nandy the judification of additions and the regulaory treatment of teecommunications
assats, and of the expensesincluded in the revenue requirement.

8.1. Rate base
8.1.1. Additions

8.1.1.1. Hydro-Québec’s evidence

According to s. 164.1 of the Act, as amended by Bill 116:

164.1 For the purposes of subparagraph 1 of the first paragraph of section 49 and
section 52.3,assets in operation and entered in the accounting records of the eectric
power carrier or distributor on or before 16 June 2000, those entered therein between
that date and (insert herethe date of coming into force of thefirst regulation under
subparagraph 1 of the first paragraph of section 73, assetsthe congtruction of which
is authorized or exempted from authorization by law or by the Government as
provided by law on or before 16 June 2000 and assets the congtruction of which is
authorized or exempted from authorization by the Government as provided by law
between that date and (insert here the date of coming into force of thefirst regulation
under subparagraph 1 of the fir st paragraph of section 73 are deemed to be
prudently acquired and useful for the operation of an eectric power tranamission or
digtribution system.

Moreover, any expenditures arisng from transmisson service contracts or
distribution service contracts entered into before 16 June 2000 are deemed to be

necessary for the provision of the service. **°

In D-2000-102, the Régie indicated thet, for additions to the rate base which have not adready
recaeived find goprovas Hydro-Québec should present detailed informetion, induding the
dterndives and their cost as wdl as a judification of the prudence and of the sdected options
and the fact that they are a least cost.!?

10 This provision, in slightly different form, had been proposed by Hydro-Québec in May 1998, as
one of the general principles the Régie should approve prior to proceeding with the present file. In D
98-88, the Régie added it to the list of questions to be debated in R3405-98. It was later removed
from that hearing after, on Jan. 27, 1999, just two days before Hydro-Québec submitted its evidence,
the Government of Québec adopted Directive No. 1, which incorporated a similar provision. Directive
No. 1 was struck down by Quebec Superior Court as ultra vires on June 6, 2000. However, a similar
provision was incorporated into Bill 116, which was adopted by the Quebec Legislature on June 16,
2000, and immediately put into force.

1« Les additions aux immobilisations qui nauront pas déjafait I'objet d’'une approbation spécifique

devront faire I'objet d'une présentation plus détaillée, incluant les alternatives et leur co(t ainsi qu'une
justification de la prudence et du moindre codt des choix retenus. » D-2000-102, p. 44.
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In its origind submisson, Hydro-Québec had failed to clearly identify the proposed alditions
to which the preceding requirements apply. In its decison D-2000-214 (p. 32), the Régie
found the information provided to be enttirdy inadequate (“nettement insuffisant”).
Recognizing thet any projects which have dready been authorized or which are exempt from
authorization are deemed prudently acquired and useful, the Régie required, for any other
projects, that a more detailed description be provided, ether individudly (for mgor projects)
or for groups of smaller projects, induding:

¢+ the dternatives and their codts, and
+ thejudification of the prudence and least-cost nature of the selected option.

In HQT-13, doc. 1.2, p. 16, Hydro-Québec made it clear that, in its view, s 164.1 applies to
al the assts in its ratebase except for three (the reinforcement of regiond grids, the La Bae
subgation and the condruction of a new 40-km 120-kV line from Grand-Brulé to Sant-
Saveur), with a totdl vaue of $18.2 million. At the Régi€'s reques, it produced HQT-7, doc.
4.2, inwhichit ligsal mgor additions for 2001 and identifies the rlevant goprovals.

According to this document, in addition to the three projects just mentioned, there are three
other proposed additions which have not yet been authorized by the Government of Québec
and thus are not covered by s. 164.1.*1? Theeare

status date expected valuetobe
commissioned
($ million)
Montérégieloop decree requested: $29
20:01-00 15-0301
Outaouaisloop  decree requested: $172.3
17-10-00 30-04-01
Hertel to come 1
substation
TOTAL $259.3

As noted in the above table, Hydro-Québec gpparently expects the Government of Québec to
authorize these projects in the near future. This appears to be the reason that it hes faled to
provide any of the jutification requested by the Régie for network additions'® However, no
evidence to this effect has been presented to the Régie.  Furthermore, it remains possible that
the Régi€'s regulaion concerning s. 73(1) will be adopted and approved before thee orders:
inrcouncil are issued. Neverthdess in its letter of January 22, 2001, Hydro-Québec stated

12 These three additional projects are all mentioned in Part Il of the Schedule to Bill 42, the Act

Respecting the Construction of Infrastructures and Equipment by Hydro-Québec on Account of the
Ice Storm of 5 to 9 January 1998. Under s. 6 of this Act, the projects listed in Part | of the Schedule
are deemed to be prudently acquired and useful for the operation of Hydro-Québec's transmission
system, but those in Part Il are not. A challenge to the constitutionality of this Act is presently before

the Superior Court of Québec.

13 HQT-7, doc. 4.3 includes brief descriptions of these projects, but not the information requested by
the Régie concerning justification.
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that it is not a this time seeking the approvd of the Régie for any proposed invesments for

2001, “snce they will probably al be deemed prudently acquired and useful” under s 164.1
of the Act.

8.1.1.2. Recommendation

The framework by which the Government of Québec will evduae the prudence and leest-
cot naure of these investments by Hydro-Québec, without any of the benefits of
independent and trangparent regulation, is unlikely to produce satisfactory results, even in the
best of cases. Snce the Government is both the shareholder that would suffer if an
invement were disdlowed and the entity with the power to grant a preemptive goprovd, its
incentive to grant such gpprovds is overwheming. For the Régie to discharge its consumer
protection function in the manner of a regulatory commisson such as the FERC, to which
Hydro-Québec has procdlaimed it equivaent,* the opportunity for such pre-emption must be
narowly condrued. The US Govenment does not remove utility invetments from
FERC's review by deeming them prudent and leest cog, and U.S. date governments exercise
no such power with regard to utility investments ether.

Snce Hydro-Québec has presented no evidence to show that thee invetments were
prudently acquired and are useful for the operation of its trangmisson sysgem, and since they
are not a this time exempted from the requirements of s 49(1) under s. 164.1, the Régie
should remove these assets from Hydro-Québec’s 2001 ratebase. No other course will make
clear to Hydro-Québec that the least-cost and prudency respongbilities of the Régie are every
bit as serious as they would be in comparable regulatory agencies dsewhere and that they
cannot be disrespected in articipation of some future order from the government.

8.1.2. Regulatory treatment of telecommunications assets

8.1.2.1. Hydro-Québec's evidence

In R3405-98, the example of Connexim was rased as a hypotheticd example of a Stuation
where sde of regulated assats a ther book vadue might result in a trander of wedth from the

regulated consumer to the shareholder. The Régie dated a the time that this issue would be
appropriate to address in R-3401-98.

The information presented by Hydro-Québec in its evidence does not dearly identify what
asts were sold to Connexim, a nonregulated affiliate of Hydro-Québec!® According to a
response provided to the RNCREQ, there are three different Situations:

1. asxsld to Connexim,

14 see page 5, above.

15 Connexim is a limited partnership owned by Hydro-Québec and Bell Canada, in equal shares.
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2. asets beonging to Hydro-Québec which are managed by Connexim for Hydro-
Québec' sexdusve use, and

3. asts bdonging to and managed by Hydro-Québec, which adso are used by
Connexim for services provided only to Hydro-Québec.

It is not dear from this response which assts were sold to Connexim, ard whether or not
HQ's tdecommunications infradructure (eg. fiber optic cables integrated into the cables de
garde of the very high-voltage transmisson network) was induded in the sde. While the
wording of the response suggests that it was not, an editorid thet gopeared in Téte de ligne,
published by the Association des céblodigributeurs du Québec, indicates that ownership of
the tdecommunications network was indeed trandered to Connexim and that, & the same
time, Bdl Canada obtaned exdusve rights to market dl surplus cgpacity beyond Hydro-
Québec's needs for aperiod of five years!t

Hydro-Québec has indicated that the sde of assats to Connexim was made based on the book
vdue of the assats involved.!'® It hes further spedified that the price induded an incresse
relative to the book vaue of 30% to account for inddlation, enginearing and generd cods,
plus an additiond 3.5% for capitdized interest, minus accumulated depreciation a the dae
when the contract was Sgned. The date of Sgnature is not indicated, but presumably it was
subsequent to Connexim' s incorporation on January 27, 1999.1°

If the description of the Connexim transaction reported in Téte de ligne is correct, it appears
that, in sdling its tdecommunications assets to a nonregulaed subsdiary, Hydro-Québec
ceded an asset that may well have had a market vaue condderably greeter than the price at
whichit wassold.

In its evidence, Hydro-Québec filed a report by META Group EIS Consulting, which found
that the annudizzd cost of Hydro-Québec's communicaions network is $196.5 million,
compared to a quantifisble “comparable’ market vdue of $167 million. Severd reasons are
gven which might judify charging internd customers cods which excead “comparable’
vaue!®®  However, the document does not explain why it would be preferable to obtain
telecom service from a subddiary raher than from usng the company’s own assdts, nor does
it address the issue of pricing for the sdle of such assats

Hydro-Québec has specified tha its hillings from Connexim were $64.5 million in 1999,
$60.7 million (esimated) in 2000 and are projected to be jus over $50 million in 2001,
induding volume charges and fees for the trading floor (parquet de courtage). These latter

16 1QT-13, doc. 14, p. 15, R9.3.4.

117 . , . , . . . . . .
Serge Hudon, «Connexim, I'aboutissement d’'une démarch qui souléve bien des interrogations, »

Téte de ligne, printemps 1999, p. 4 (RNCREQ-10).

18 HQT-13, doc. 1.1, p. 11, R4.4.

19 L'inspecteur général des institutions financieres, systtme CIDREQ, matricule 3348282073,
Connexim, Société en commandite.

120 HQT-6, doc. 5.1, p. 2.
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cods, which gopear to be reated to Hydro-Québec's marketing function, should not be
charged to TransEnergie.

The potentid for two different types of ause emerge dealy in this Stuaion. On the one
hand, Hydro-Quebec is tranderring assats to an dfiliatled company that plans to use them in
competitive markets.  The incentive to trander ass a less than their market vaue in such a
gtuation is grong, for it conveys a compditive advantage to the unregulated subsdiary. At
the same time the communications subsdiay is doing busness with other competitive
subsdiaries and with the regulated monopoly. To the extent it can overcharge the monopoly
cusomers for these savices, it can dther subddize its competitive affiliatles or return
unregulated profit to its shareholders.  The higory of regulation of transactions between
monopoly companies and their corporate #filiates in the US is replete with such abuses!?!

Without knowing the detalls of the assets sold to Connexim or ther price, it is impossble to
determine whether any of these charges are gppropriate.  However, there is no reason to
believe that a sde price based on book vaue is far to the cusomers. We can be sure that the
trandfer price was not too high, for if it were, Connexim would have purchased comparable
asets dsewhere. However, the &bility to use the rightsof-way and conduits of Hydro-
Québec where smilar assets could not easily be duplicated may be worth far more than the
book vaue.

8.1.2.2. Recommendation

In order to darify the dtuaion regarding the trandfer of Hydro-Québec’s tdecommunications
asts to Connexim, the Régie should order a vaudion performed by an independent expert,
chosen by it and working under its supervison. This vaduation should indude both the price
paid for the assets and the prices that are now being paid by the monopoly for the services.
Not only will this provide accurate informaion for purposes of this issue but it will shed
useful lignt on the gpproach of Hydro-Québec to the issue of ffiliate tramsactions in generd,
and it will dert both Hydro-Québec and the FERC to the fact that these issues are taken

serioudy in Québec.

Even though the transaction has dreedy been completed, if the Régie condudes that it
resulted in an ingppropriate loss of vaue for TransEnergie and its regulated cusomers, it can

use its ratemaking powers to remedy this Stugtion.

In order to proceed toward a dructured examination of the issue the fird quedion is to

determine what regulatory trestment would have been gppropriate before these assets were
sld.  Asuming that the transaction took place aound the time that Connexim was

incorporated (January 1999), these assets would have been owned by Hydro-Québec when

121 see, for example, “Cablevision: Edison Cheating Customers, Says Company Leasing Assets to

RCN at a Fraction of True Value”, Boston Globe, February, 27, 1998, p. E1, and “Bay State Wants
Edison to Dump Cable”, Wall Street Journal, June 2, 1999, New England section, p. 1.
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the revenue requirements underlying reg. 659 were established in 1997122 The first question

is thus should these assets have been treeted as part of the ratebase, or should they have been
trested as an interna expense?

Hydro-Québec has made clear that it prefers not to include telecommunicetions and computer
asHs in the rate bases Tdecommunications sarvices are provided to TransEnergie by
Hydro-Québec's Department of Teecommunications and Information Services (DPTI), and
TransEnergie is billed a trandfer price for the services rendered.  In Hydro-Québec’s revenue
requirement, these charges therefore appear as an expense.

At the same time, it must be noted thet the, under s. 49(1) of the Act, the rate base is made u
of assts “prudently acquired and useful for the operation of ... a transmisson system.”!
Since, as Hydro-Québec has indicated in its evidence, the tdecommunications system is
essentid to the operation of the transmisson system, and indeed was built for that purpose, it
probably should have been treated as part of the rate base in 1997, not as an expense.

In its evidence, Hydro-Québec explains that, when assts are digposed of, an amount
(sometimes refarred to as “net invesment”) equd to ther origind cod, plus any cost of
dismantlement, minus accumulated depreciaion, minus any sdvage vdue (valeur de
récupération), is assigned to a separate account and depreciated over up to ten years usng a
3% sinking fund approach.'?*

If, prior to the transaction, the assets sold to Connexim were pat of Hydro-Québec's
transmission rate base, then proceeds of the transaction should have been trested as sdvage
vadue If the assets were sold a book vaue (origind cost minus deprecidion) and the sde
price was trested as the sdvage vdue, there would of course reman no net invetment to
depreciate.

Should the Régie determine, however, that the assets were sold for less than ther fair market
vaue, the result would be to deprive TransEnergie and its regulated customers of part of the
asHs vaue To remedy such a Stuation, the Régie could ingead recognize the fair market
vaue, raher than the actud trander price, as the appropriate sdvage vdue. The result would
be to enter a negative net invesment into the rate base.  In depreciding this vaue over a
number of years, this gpproach would gradudly return to TransEnergi€'s regulated customers
the vaue they lost when the assets were sold at abelow-market price.

The issues of interdffiliae transactions rased by the dedings with Connexim are likdy to
recur in many guisss in the future It will be important for the Régie to deveop a full st of
sandards of conduct to govern such transactions in order to protect Québec customers and
give credible assurance that cross-subddy is not occurring. By way of an example, a rule
often found in U.S codes of conduct governing dfiliate transactions is the NARUC

122 n its evidence, Hydro -Québec has presented the revenue requirements underlying its current

rates, setin 1997. See, for example, HQT-13, doc. 1, p. 124, R71.2.

123 Despite the many changes made by Bill 116 to the ratemaking provisions of the Act, it dd not
modify this language.

124 HQT-5, doc. 1, p. 5.

62



Guiddines for Cogt Allocations and Affiliste Transactions (edopted by NARUC in July,
1999). This rule dates that the pricing of sarvices, products and assets transferred from a
regulaed entity to its nonregulated effiliate should be a the higher of book or market, while
the pricing of services, products and assats tranderred from a nonregulated entity to its
regulated affiliate should be at the lower of book or market value'?.

Such a rule can take the place of a more rigid and time-consuming process requiring
pregpprova by the Régie of dl such transactions However, a comprehensve st of
protections agang affiliate transaction abuse must be much broader in scope, and should be
indtituted as soon as possible.

8.2. Expenses

Once again, the limited scope of this tetimony does not dlow for a full review of the
operdting expensss induded in Hydro-Québec's revenue requirement.  There are two poaints,
however, which desene brief mention.

According to Hydro-Quebec’s testimony, the corporate charges which are assigned on a pro
rata bads to TransEnergie indude severd dements which, in our view, should be dlocated
100% to Hydro-Québec's marketing functions and hence excduded from the trangmisson
revenue requirement.!?® While the amounts of money involved are smal compared to the
revenue requirement as a whole, the principle of exduding al expenses rdated to the non
regulated aspects of Hydro-Québec's operations from the transmisson revenue requirement
isimportant.

We have identified two categories of corporate codts thet, in our view, should be excluded
from the trangmisson revenue reguirement: corporate  advetisng (induding  culturd
donations) and regulatory and legd cods unrdated to trangmisson service. At the same
timg, we question Hydro-Québec’'s decison to dlocate none of its DSM costs to the
trangmisson revenue requirement, given that demand-dde invesments can result in deferrd
or avoidance of ggnificant transmisson invesments (section 8.2.3).

8.2.1. Corporate advertising

As anyone who reads newspapers or watches televison in Québec can attest, Hydro- Québec
has underteken a dgnificant advertiang campagn over the las saverd years.  According to
Hydro-Québec's evidence, the corporate advertisng budget dlocated to the transmisson

125 gee sections D1 to D3 of NARUC, "Guidelines for Cost Allocations and Affiliate Transactions,"

Attachment To Resolution Regarding Cost Allocation Guidelines for the Energy Industry, Summer
1999; http://www.naruc.org/Resolutions/summer99.htm#Attachment To Resolution Regarding Cost
Allocation Guidelines for the Energy Industry "GUIDELINES FOR COST ALLOCATIONS AND
AFFILIATE TRANSACTIONS"; attached as Appendix I.

126 According to HQT-13, doc. 14, p. 124, 17.5% of these costs are assigned to the transmission

revenue requirement.
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revenue requirement for 2001 is $041 million.'?” This amount, caried over from 2000,
gpparently represents 17.5% of the corporation’ s total advertisng budget.

Hydro-Québec has not explaned why trangmisson customers should be assessed ay of
these costs. As Scott Hempling explaned in a tak a the World Forum on Energy
Regulation hosted by the Régie in May 2000, many utilities engage in dgnificant advertisng
in the years prior to the opening of retall competition, in order to cregte a barrier to entry and
to incresse their competitive advantage once the market opens. 12

Under s 167(3) of the origind Act, the Régie was to advise the Government concerning the
liberdization of dectricity markets in Québec. This paragrgph was never put into force.
Ingteed, s 56 of Bill 116 diminated it, replacing it with:

167. At the request of the Government and according to the parameters it determines,the
Régie shdl,on the proposal of the electric power distributor, fix the conditions of a pilot
project to enable consumers or a class of consumers the Régie designates in accordance
with the rules of the project to be supplied eectric power by a supplier of their choice.
The Régie shall then adjust the rate of the eectric power distributor in accordance with
the conditions of the pilot project.

It thus appears that Québec is one step doser to opening its retall markets to competition. In
ths context, Hydro-Québec's corporae advertisng should properly be dlocated entirdly to
its marketing function, unless it can be shown tha it is directed exdusvdy towad
tranamisson cusomers (i.e. generators and marketers).

For the same reasons, Hydro-Québec's dondtions to culturd activities ($1.22 million
dlocated to transmisson) should dso be seen as a marketing expense and therefore unrdlated
to the transmission revenue requirement.

Here again, the issue of overcharging the captive cusomers in order to confer competitive
advantage on an unregulated activity or efiliste needs to be confronted comprehensvely.
We therefore reiterate our recommendation that the Régie devedlop standards of conduct to
govern inter-affiliste transactions.  In the meantime, and in accordance with its decison in R-
3405-981%° it should proceed on a case-by-case bass meking makingn the necessary
ratemaking adjusmentsin this proceeding.

8.2.2. Non-transmission regulatory and legal costs
We see no reason why Hydro-Québec's regulatory and legd costs should not be directly

dlocated to the services to which they goply. There is no quedtion that the cods of the
present proceeding and of R-3405-98 are properly dtributable to the transmisson revenue

127 HQT-13, doc. 14.1, p. 9.

128 seott Hempling, “Implementing Competition in Retail Electricity: The Problem of Incumbent

Advantages,” presented at the World Forum on Energy Regulation, Montreal, May 24, 2000.
129 p.99-120, p. 28.



requirement for the years 1998-2001. Similarly, it seems clear that the costs of proceedings
concerning wind power, smal hydro, interruptible rates and eectrotechnologies are rdated to
Hydro-Québec’s production and/or distribution services, but not to transmisson.*° Pro raa
goportionment of these cogts to the transmission revenue requirement is thus ingppropriate.

Smilaly, HydroQuébec's legd codts related to its subsdiaries or other nonregulated
agpects of its business should aso be excluded from the transmission revenue requirement.

If these Steps are not taken, the cods of competitive functions will be charged to captive
cutomers in effet subddizing Hydro-Québec's competitive activities and placing its
potentid competitors a an unfar dissdvantage. In the event that Québec eventudly moves
towad competition for dectricty sarvices, such cossaubsdies will have  ominous
implications for the successful development of cusomer choice.

8.2.3. Exclusion of DSM costs

According to Hydro-Québec’s evidence, it appears that none of the cods of its ongoing or
planned demand-sde management (consarvation and load management) programs are
alocated to the transmisson revenue requirement.

In many juridictions which have undergone redtructuring, sysem benefits charges or other
mechanisms have been established to fund DSM and rdaed programs. However, in D 2000-
102 the Régie datermined it would be premaure to debate such charges in the present

hearing.

In the absence of such a charge, DSM costs must be seen as pat of the utility’s revenue
requirement. The quedtion of how those cogts should be shared among Hydro-Québec’s
business units has yet to be addressed.

Since DSM investments reduce future demand growth and hence the need for transmisson
upgrades to serve ndive load, it seems clear that a leest pat of these cods should be
atributed to the transmission revenue requirement®! In its 1998 decison regarding B.C.
Hydro's wholesdle tranamisson raes the British Columbia Utilites Commisson ordered
that 10% of B.C. Hydro's capitdized DSM cods be charged to the trangmisson revenue
requirement, subject to modification in future hearings 2

130 The 1998 hearing on Hydro-Québec’s supply tariff proposal (s. 167) primarily concerned the

generation function, but arguably a portion of its costs could be attributed to transmission as well.

131 Since, as Hydro-Québec explained in HQT-13, doc. 14.2, p. 7, its load forecasts do not take future

DSM investments into account, it is reasonable to assume that its long-term transmission plan does

not take them into account either. Thus, depending on the extent of these future investments, the
need for transmission upgrades in coming years may be reduced.

132 Bcuc, B.C. Hydro, op. cit., p. 29.
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In the absence of any evidence in the file as to Hydro-Québec's DSM costs or their
dlocation, we suggest tret they be dlocated pro rata to the trangmisson revenue
requirement, on the same basis as other corporate charges.

8.3. Recommendation

Basad on the foregoing, we make the following recommendations.

» the 9x trangmisson projects discussed in section 8.1.1 which are not & this time
deemed prudently acquired and ussful should be excluded from the ratebase,
unless aufficient judtification is provided as per D-2000-102;

» the ratebase should dso be adjusted to account for the market value of any
telecommunications assets which have been sold a book vaue and which would
otherwise form part of the transmission revenue requirement;

= corporate advertisng and culturd donations should be excuded from the
trangmission revenue requirement;

» Jlegd and regulaory cods other than those directly rdaed to transmisson should
a0 be excduded from the tranamisson revenue requiremeant;

DSM cods should, for the moment, be dlocated pro rata to the trangmisson revenue
requirement.  In the next rate case, the Régie should more carefully explore the dlocation of

these expenses.
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9. Conditions of service

Apat from the modifications to reg. 659 proposed by Hydro-Québec, the RNCREQ has
aked us to comment on two provigons of the taiff in which the notion of non
distriminaory trestment of dl tranamisson cusomers may come into conflicc with the
interests of the Québec public. These provisons concern the curtallment priority of native
load, on the one hand, and the Transmisson Provider's obligation to upgrade its network to
provide point-to-point service, on the other.

9.1. Priority of service for native load
9.1.1. Context

According to s 136 of reg. 659, any reduction of transmisson sarvice due to unforeseen
conditions must be shared proportionately between native load, network integration service
and point-to-point service.

Neverthdess, Hydro-Queébec's testimony detes that ndive load has priority over other uses
(HQT-3, doc. 1, p. 7).3** Invited by the Régie to recondile this statement with reg. 659 and to
identify the sections of it that dlow it to favour native load, Hydro-Québec responded:

Endernier lieu, une foisles besoins de la chargelocal e total ement satisfaits, Hydro-
Québec doit rendre aux clients du service de transport ferme de point a point le
sarvice auqud il [sic] sont en droit de S attendre, c'est-adire un service ferme, un
sarvice sur lequd ils peuvent compter. 1l sagit dun engagement sur lequd le
transporteur ne revient pas.>* (underlining in origind, italics added)

This passsge suggests that, for Hydro-Québec, firm point-to-point service is in some way
subordinate to netive load service.

Section 13.6 of reg. 659 was adopted verbatim from FERC's pro forma taiff. Like the
provisons concerning “reservation  priority,” this “curtalment priority” provison was
induded in the pro forma tariff to ensure that transmisson customers had access to service
precisdly equivaent to that provided by the utility to its retall cusomers.

An esentid dement of non-discriminatory transmisson access is the right of
transmission customers to reserve and purchase transmission service that is of the
same qudity as that used by the transmission provider in serving its wholesde
requirements customers and retail load.**®

133 u 4 Anéfinia ioritéd d'acee 4 "
A cet égard, la charge local bénéficie d'une priorité d’accés au réseau de transport.

134 HQT-13, doc. 1, p. 159, R91.1. “Finally, once the native load needs are fully satisfied, Hydro-

Québec must provide its firm point-to-point clients the service to which they are entitled, that is a firm
service, on which they can count. This is a commitment which the carrier fully intends to respect.”

135 Order 888, pp. 326-327.
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Under this provison, “aty curtalment mus be made on a nondisriminaory bess
induding curtailment of the transmission provider's own use of the trangmission system.”**°

This provison has led to complex litigation concerning whether or not FERC has juridiction
to require utilities to curtal ther retal cusomes Thee quesions do not aise in the
Quebec context, where the Régie has jurisdiction over both retall and wholesde transactions.

Here, if the nondisrimination principle is goplied, it will inevitably require curtalment of
native load when emergencies occur, as provided for in reg. 659.

Unlike the FERC, the Régie is not governed by any dautory obligation to implement
competitive generation markets, nor has a policy of non-discriminatory trestment for third-
party tranamisson customers been adopted by ether Hydro-Québec, the Régie or the Québec
govenment’®’  On the contrary, Québec's “socid compact,” invoked only months ago by
the Québec government to judtify the modifications to the Act embodied in Bill 116, would
suggest tha Québec consumers needs should be paramount, as suggested in Hydro
Québec’ s testimony.

9.1.2. Recommendation

For these ressons unless the Régie detemines that nonrdiscrimingtion should have
precedence over the socid compact, s. 13.6 should be modified to ensure that service to
Quebec cugomers (whether characterized as native load or as network integration service)
are never curtalled if such curtalment could be avoided by reducing service for exports or
other wheding activities

Our proposed modifications to the French and English text of s. 13.6 are found in Appendix
1. With these modifications, in the event that curtailments are required, they would be made
firg to nonfirm pant-to-point cugomers, then to firm point-to-point customers, and only
then, if additiond curtallments are Hill required to mantain rdigbility, to network integration
cusomers (induding ndive load). Within each category, curtailments would be didributed
onapro ratabassamong dl users.

136 1pid. , p. 336.
The Québec government's 1996 energy policy, Energy at the Service of Québec: A Sustainable
Development Perspective, is based on four objectives:

+ Ensure that Quebecers receive the necessary energy services at the best possible cost,

+ Promote new ways of developing the economy,

+ Respect or restore the environmental equilibrium,

+ Guarantee equity and transparency. (pp. 11-12).

137
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9.2.

Obligation to expand or upgrade the network
9.2.1. Context

According to ss. 135 and 15.4 of reg. 659, Hydro-Québec is obligated to expand or upgrade
its trangmisson system when it would othewise be uneble to accommodate a complete
gpplication for firm point-to-point trangmisson savice

Once again, these provisons were adopted verbaiim from the pro forma taiff, and once
agan, they were induded in the pro forma taiff in order to creste comparable conditions
between incumbent utilittes and third-party transmisson cusomes  In our view, the
underlying reasoning is that, snce utilities can and do build transmisson upgrades in order to
provide sarvice for their customers, norutility trangmisson customers mugt have the same
right. Furthermore, if a transmisson provider could refuse to condruct interconnections or
upgrades, it would be ade to block generating projects that would compete with its
generding affiliate, thereby redtricting competition.

As noted ealier, compaability, nondiscrimingtion ad the promotion of competition in
generation do not have the same bedrock daus in the legidative and regulatory context of
the present proceeding as they do for the FERC. At the same time, the Act cregtes certain
imperatives for the Régie that are not shared by the FERC.

The most important of these are those embodied in s 5 of the Act, quoted earlier, under
which the Ré&ge must “promote the satidfaction of energy needs through sudtaineble
development” which, as noted earlier, has been interpreted by the Régie to incdude taking
into account the environmenta and socid consequences of energy-reaed investments.

Under normd drcumdances, the obligation to build edablished by these two provisons
would be consgtent with the Adt, given that the Régie’s gpproval under s. 73(1) is needed for
any grid expansons undertaken under it. As the obligation to build rests on the transmisson
provider, the Régies power to withhold authorizetion from any upgrades it finds to be
incondgent with sudanable devdopment or with its other imperdives and condrants
remain unaffected.

In s. 114(6), the Act provides that the Régie may determine by regulation the conditions and
cases under which an activity referred to in s, 73 requires authorization. Under s 115, any
such regulation adopted by the Régie must be submitted to the government for approvd.

To the best of our knowledge, the Régie has not yet adopted a regulation under s. 114(6) nor
submitted it to the government for goprovd. In its evidence, Hydro-Québec tekes the
pogition thet, in the absence of such a regulation, the authorization requirement crested in s
73(1) is inoperaive®®  Thus according to this reading of the Act, the Régie does not
currently have the power to grant or withhold authorization for a tranamisson project.

138 HQT-13, doc. 1, p. 4.
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Under these arcumdiances, to adopt a transmisson tariff which creaies an obligation on the

pat of the transmisson carier to build grid extensons which the Régie is not empowered to
review would gppear to be inconsistent with its obligations under s. 5.13°

9.2.2. Recommendation

In order to remedy this untenable Stuation, the Régie should suspend the obligation to build
until such time as the regulation mentioned in s 114(6) comes into force We therefore
recommend that ss. 13.5 and 15.4 be modified asindicated in Appendix 1.

Like the modification to s 136 discussed in the previous section, these proposed
modifications to the trangmisson tariff would represent a subdantia variance from the pro
forma taiff, and hence from FERC tranamisson policdes However, in our view, each of
these modifications is necessary in order to respect the key tenets of Québec's energy palicy:
mantaning the sodd compact, and ensuring that new energy invetments are compdible
with sustainable development.

139 At the present time, transmission investments are still subject to the obligation under s. 29(7) of

the Hydro-Québec Act to obtain approval from the Québec cabinet. The cabinet, however, is not
governed by the Act concerning the Régie de I'énergie. The argument therefore stands: the Régie
should not create an obligation to build infrastructures that it would itself be unable to approve.
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10.

10.

Modalities for approving additions or modifications

1. Context

In its decison D-2000-102, the Régie determined that the issues to be debated in this hearing
should include the modalities for gpproval of additions to the rate base in future hearings.
Hydro-Québec’ s evidence does not address this issue directly.

In this same decison, the Régie enunciated an gpproach to the judification of additions and
modifications in the present file which, in our view, can dso form the basis for the moddities
for approvd of future additions to the rate base. It indicated thet, for additions to the rate
base which have not dready receved find approvas, Hydro-Québec should present detailed
information, induding the dternaives and their cost as well as a judification of the prudency
and of the least-cost nature of the selected options#°

Furthermore, as noted above (page 57), in dedson D-2000-214, having found the
information provided by Hydro-Québec n this regard to be inadequate, the Régie pecified
further that, for dl projects which are not deemed prudently acquired and useful under s
164.1 of the Act (as amended), Hydro-Québec should presant detailed information incduding
the dternatives and their cods as wdl as the judification of the prudence and least-cost
nature of the sdected option.

Applied to the quedtion a hand, this would suggest thet, for the purposes of future rate cases,
additions to the rate base should be gpproved only when the Régie is sidied that thiy
condtitute the leagt-cost solution to an identified need.  Furthermore, given s 5 of the Act,!#?

leest-cost should not be undergood in a drictly financid sense, but rather should be taken to
mean least “socid” cog, taking environmentd and socid concernsinto account.

In other words, in order for additions to the rate base to be approved in future rate cases, it
must be demongirated:

1. that theexiging grid is not adequite to provide the required service,

49 D-2000-102, p. 44.

1 Section 5, as amended by Bill 116, reads as follows:

5. In the exercise of its functions, the Régie shall reconcile the public interest, consumer
protection and the fair treatment of the electric power carrier and of distributors. It shall
promote the satisfaction of energy needs through sustainable development and with due
regard for equity both on the individual and collective planes.

In this regard, the Régie has stated that, for it, the expressions “public interest,” “sustainable
development” and “equity both on the individual and collective planes” include or may include
economic, environmental and social concerns (D-2000-214, p. 41).
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2. that the proposed solution is superior to dterndive actions that would dlow Hydro-
Québec to provide the required service, teking into account economic, environmenta
and socid concerns,

In this sense, project gpprovd is intimady rdaed to the transmisson panning process, for it
is precidy in planning the transmisson system that needs and the rdative costs and benefits
of dternative solutions are assessed.  Thus, the moddities in question mugt dlow the Régie
to determine that the planning process which resulted in the choice of the proposed project
was fully sstisfactory.

10.2. The role of transmission planning
10.2.1. Planning and project approval

The problem before us is thus in many ways Smilar to that fadng regulaors of verticdly
integrated utilities in the 1970s and 80s. In the aisence of any regulaory involvement in the
planning process, they reviewed the prudence and usHfulness of subdantia investments in
new facilities in the context of rate cases, once the facilities had been (or were about to &)
commissoned. It was only dater a saies of goectacular falures — where massve
invesments in new plant were excluded from the ratebase because regulaors found, post
facto, that they were not prudent and useful, that utilities and their regulators began to see the
virtues of regulatory involvement in the planning process In obtaining regulatory approva
for thar long-teem plans, utilities protected themsdves in lage measure from regulatory
disdlowance, once the facilities were built.

Thus was st in mation the evolution that eventudly led to the integrated resource planning
process, which became widespread among U.S. utilities in the 1980s and which indeed was a
key festure of the Act as origindly adopted in 1996. Under this process, needs were assessed
and options examined in a trangparent and participatory process, since the regulator
eventudly endorsed the resulting action plan, the likdihood of post facto regulatory
disalowance was largely confined to cost overruns occurring after the regulatory approva of
the project itsdf.

In the IRP process trangmisson planning was induded as one aspect of utility planning,
together with planning for generdtion and demand-dde efficdency invesments  Thus for
example, the regulatory requirements for Integrated Resource Planning in the date of Nevada
require that:

1. The plan mugt include demand or load forecasts (high, base and low growth);
plans for consarvation, demand-sde management and load management (load
shaping); analyses of gotions for supply for twenty years into the future; financial
information and assumptions and integration analysis. The options for supply include

a.  Expanson of the utility's generating facilities
b.  Upgrading of the utility's transmission facilities,;
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In other dates, such as New York or Massachusetts, the resource sdlection process dso
induded condderation of environmentd (and sometimes other) externdities, i.e soced
codts not directly reflected in the costs and prices of the projects themselves.

Because s 72 of the Act was amended in June 2000, however, Hydro-Québec is no longer
required to submit for regulatory approva a resource plan to baance supply and demand.
While transmisson upgrades would presumably have been trested as options in such a
resource plan, it is not clear how or to what extent they will be addressed in the supply plan
required by the amended s 72, which is to describe “the characterigtics of the contracts that it
intends to conclude to sdisfy the needs of Quebec markets after application of energy
effidency messures”

In this context, the Régie is Ieft with the same problem that faced regulaors of integrated
utilities in the 1970s and 80s. how to assess the prudence and usefulness of trangmisson
upgrades in the context of cod-of-sarvice ratemaking, teking environmenta and socid
concerns into account. At the same time, Hydro-Québec is faced with the same problem
faced by utilities of tha era, namdy, how to avoid disdlowance of mgor invesments which
have dready been made without any form of regulatory pre-gpprovd.

Hydro-Québec appears to favour the approach embodied in the present gpplication, namely,
that each year, in its trangmisson rate case, it will seek the Régi€s authorization for “the
projects for the extensons or modifications to the network as wel as the other capitd
expenditures indluded in the 2001 capital budget submitted by the carrier.” 142

The difficulties with this goproach are two-fold. Firdt, as we have just seen, in the event that
the Régie finds an invesment to be ingppropriate, its only recourse is to exdude the capitd
expenditures from the ratebase, thereby denying Hydro-Québec the possibility of recovering
their cods through trangmisson rates  This is a very dull scdpd indeed, which only alows
the Régie to punish the carrier (and the owner) if it finds post facto, thet its choices were
ingoproprigte.  This remedy proved unstisfactory in the U.S. context. It will be doubly so
where the entity punished by the disdlowance is the Government of Québec, fording citizens
to make up as taxpayers the revenues that the Régie has found should not be charged to them
as cudomers. Secondly, it imports complex trangmisson planning issues into what is dready
a complicated ratemaking hearing, virtudly guarantesing that they will not be addressed with
the care they deserve.

Thus the Hydro-Québec goproach actudly combines the worgst of both worlds.  Unlike the
hisoric prudence reviews, which only occurred in indances of subgtantid cost overrun, the
Hydro-Québec approach requires that dl projects be reviewed. However, unlike the
coordinated least-cos plan review that largey displaced prudence reviews, the Hydro-
Québec approach contemplates ad hoc, hurried, year-to-year reviews which can only be
supeficd and unstisfactory.

142 Hydro-Québec, Revised Application for the Modification of Rates for the Transmission of Electric

Power, R-3401-98, August 15, 2000, p. 6.
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Once the Régie begins to exercise its jurisdiction under s 73(1) to authorize proposed
trangmisson investments, it will indeed have an unity to judge the appropriateness of
tranamission invesments before they are made 1*°  However, the issues that will face the
Régie a that time are, for dl intents and purposes, the same as those described here.

10.2.2. Ensuring that “non-wires” alternatives are considered

The gtudion is further complicated by the unavoidable fact that, by the very naure of a
tranamisson system, the dternatives to a proposad trangmisson investment indude not only
other trangmisson invesments, but dso “nonwires’ solutions (l.e solutions to transmisson
condrants that do not involve adding new “wires’) — whether on the supply sSde
(generaion) or the didribution dde (consarvaion, load manegement, or smdl scde
generation.). Depending on the precise nature of the anticipated need, it may be possble to
resolve it ether by adding gppropriatdy located new generation facilities, or by reducing
dectricdty demand in cetan aess thereby rdieving congestion on the grid.  Thus an
invesment that might appear optima from a transmisson pergpective might be ultimatey
determined by the Régie to have been imprudent, if a lower cost “nonwires’ solution were
avalable

For dl these ressons it gopears inevitable for the Régie to review Hydro-Québec’'s
tranamisson planning, whether in the annud transmission rate case, in proceedings under s.
73 or in some other context. In order to asss the Ré&gie in this regard, we will look briefly at
the way that transmisson planning is addressed in juridictions where verticdly integrated
utilities have been replaced with independent or functiondly separate tranamission entities.

10.3. Transmission planning and approval in other jurisdictions
10.3.1. Comparing transmission and norn-transmission options

In jurigdicions which have moved from veticdly integrated utilities to a restructured
industry mode, the practice of integrated resource planning described above has in many
cases been suspended.  Indead, separate processes govern eech of the three resource
caegories mentioned aove.  Thus generdion in many cases is not “planned’, in the

143 According to s. 73 of the Act, as amended by Bill 116:

73. The electric power carrier, the electric power distributor and natural gas

distributors must obtain the authorization of the Régie, subject to the conditions and
in the cases determined by regulation by the Régie, to:

(1) acquire, construct or dispose of immovables or assets for transmission or
distribution purposes ...

As noted in HQT-1, doc. 1, p. 24, |. 20-27, the regulation stipulating the conditions and cases in which
such authorization is required has yet to be adopted by the Régie.
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traditiona sense, but is left to the invisble hand of the market!**  Demand-side resources are
planned and implemented by didribution utiliies paagovermenta agencies or by
“consarvation utiliies’ such as Efficency Vermont,'*® subject to tate regulatory oversight
and, in many cases, funded by nontbypassable system benefits charges.  Trangmission sysem
modifications are planned by some combination of transmisson owners and 1SOs (and
eventudly RTOs), subject to the requirements and oversaght imposed by their reguletors.

This fragmentation of the planning process can eesly lead to ingpproprite and sub-optimd
resource dlocation decisons  Indeed, its falure to integrate the demand-dde potentid is
consdered to be one of the principd causes of the current criss in Cdifornia  Similarly, the
Advisory Board of the New England 1SO has expressed concern that the trangmisson “uplift
charge’ currently includes cods that have not been subjected to any meaningful andyss of
needs or dterndives.

In paticular, a tranamisson provider may perceive the need to remedy transmisson
condraints by network upgrades or additions, when those same condraints might be better
addressed through ether supply-dde or demand-Sde “non-wires’ solutions.  For this reason,
processes to ensure that non-wires solutions are given full condderation before embarking on
mgor trangmisson invesments have been devdoped in a number of regions in North
Amgica  We will briefly examine the gpproaches used in the PIM Interconnection
(Pennsylvania- New Jersey-Maryland), Cdiforniaand Alberta

10.311. PIM

Under the PIM Regiond Tranamisson Expandon Planning Protocol, which has been in
efect dnce 1998, the Office of the Interconnection prepares a tenyer Regiond
Trangmisson Expanson Pan, updaed twice a year.  The Protocol provides tha
enhancement and expanson dudies shdl indude identification of any exising and projected
sysem limitaions, and “evdudion and andyss of potentid enhancements and expangons,
induding dterndives thereto, nesded to mitigate such limitations™*®  Alternatives can be
proposed by any Regiond Transmisson Owner or by any paticipant of the Transmisson
Expansion Advisory Committea 4’

This Advisory Committee is composed of a broad range of stakeholders, including not just
trangmisson owners, generaors and date regulaors but dso environmenta and consumer

1% However, thanks in part to the recent debacle in California where, according to one wag, “the

invisible hand was caught in the cookie jar,” there is renewed interest in generation planning.

145 Efficiency Vermont, operated by the Vermont Energy Efficiency Corporation, a not -for-profit

energy services organization, will consolidate the energy efficiency programs already offered by
Vermont utilities and offer new ones on a statewide basis. It is funded by an “energy efficiency
charge” on customers’ hills, ranging from 0 to 2.5%. Vermont is the first jurisdiction in North America
to implement the “conservco” model, believed by many to be the best way to provide energy
efficiency services in a restructured environment.

1% pam Regional Transmission Expansion Planning Protocol, section 1.5.3.

147 bid., s. 1.5.6 (c).

75



advocacy groups. It is briefed regularly on the proposad capacity additions, and consulted as
to the scope of system studies.

While the identities of devdopars of new generaion ae not reveded until after a sysem
impact dudy has been peaformed, the sze and location (by subdaion) of al proposed
generation additions are made public as soon asthe IO isinformed of them.

The regiond planning process incdudes dl generdtion interconnections as wel as proposd
tranamisson solutions to rdigbility problems.  Rlot programs are underway concerning load
response behaviors; they will eventually be integrated into the planning process 148

10.3.1.2. California

Over the lagt few years, the Cdifornia ISO has devoted consderable atention to the question
of nonwires solutions. The debate has centred around whether there should be a
comprehnensve Solicitation process to detemine if thee are cod-effective and rdiadle
dtendives to each trangmisson prgect in a Trangmisson Owne’s annud transmisson
plan, or whether indead the 1SO should perform such solicitations on a case-by-case bass,
focusng on those projects where the 1SO's Board believes there are likely to be competitive
dternatives'*°

The process of soliciting non-wires dternatives was implemented by the Cdifornia 1ISO on a
pilot bass with respect to PG&E's Southern Tri-Vdley Trangmisson Expanson Project. In
response to its RFP, the 1SO recelved a number of proposds for loca generation and for load
management services.  While the 1SO judged the dterndives to be more codly than the
proposed project, it found in retrogpect that severd methodologicd weeknesses in the RFP
process may have biased the result.**°

10.3.1.3. Alberta

The transmisson sysem of the Alberta Interconnected Electric Sysem is managed under
contract by ESBI Alberta Ltd. (EAL) as Albertas Independent Transmisson Administrator.
It has recently published its third annud ten-yeer transmisson plan®! Since 1998, EAL has
favoured mitigeting certan citicd sydem condrants by encouraging gppropriate gting of
new generdion through locationbased economic sgnds.  In 1999, it reported that the most

148 Steven Herling, Chair, PJM Planning Committee, pers. comm.

149 california 1SO, Memorandum from Terry M. Winter, President and CEO and Kellan Fluckiger,

Chief Operations Officer, to the Grid Reliability/Operations Committee, April 18, 2000. (Available at
www1.caiso.com.)

%0 california 1SO, Memorandum from Kellan Fluckiger, Chief Operations Officer, and Stephen

Greenleaf, Director of Regulatory Affairs, to the Grid Reliability/Operations Committee, May 15, 2000.
(Available at www1.caiso.com.)

151 ESBI Alberta Ltd, Alberta Interconnected Electric System: Transmission Development Plan 2000-

2010, December 2000, http:/Mww.eal.ab.ca/ts/2000_Development_Plan.pdf.
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ggnificant transmisson upgrades could be deferred, perhaps indefinitely, with gopropriate
generation additions®? In the 2000 plan, it reports that constraints on the Edmonton-Calgary
tranamisson pah will be rdieved through 2004-05 through its locationbased credits
programs*®® While the process set up by EAL apparently does not create any incentives for
demand-9de meesures or for didributed generation that would mitigate these condrants,
these should follow from the principlesit has adopted.

10.3.2. Stakeholder involvement in transmission planning processes

While formd procedures to evduate norttrangmisson dternatives are not universd, it is
dandard practice for the trangmisson planning process to include intereted parties other
than the utility, and trangmisson plans and rdaed documents ae trested as public
documents. Thus:

¢+ in Cdifornia eech utility prepares its own trangmisson plan in dose coordinaion
with the Cal-1S0 staff and interested dlectric market participants*>*

¢+ in Albeta trangmisson issues ae debated a the Transmisson Planning Committee,
which isopen to dl stakeholders™>®

¢+ in the PM region, the Tranamisson Expanson Advisory Committee indudes
environmenta and consumer advocacy groups, as hoted above;

¢+ In New England, the Transmisson Expansgon Planning Process is conducted by 1SO-
NE (which in tun is under the direction of an independent board without ties to
market participants), together with the transmisson ownes The reaulting five-year
NEPOOL Transmisson Plan ligs projects which have received NEPOOL review and
goprovd, as wdl as those which have not. Other sakeholders can comment on the
drait Plan through the NEPOOL Rdiability Committes, one of three danding
committees that provide for interaction between ISO-NE and market participant
dakeholders.  Additiond stakeholder input can be provided on a less formd bass
through the I1SO’'s Advisory Committee, that is open to public interest groups and
date agency representatives,

¢+ In New Yok, the Tranamisson Planning Advisory Subcommittee, which provides
guidance to the NYISO transmisson planning g&ff, is open to members and digible
customers of the ISO; others may participate as guests. The New York 1SO publishes
an amud longtem Trangmisson Han, and mantans a condantly updated
“rangmisson and  interconnection Sudy  queue’ on its  webgte

152 ESB| Alberta Ltd, Alberta Interconnected Electric System: Transmission Development Plan 2000
2009, December 1999, p. 5.

123 ESBI Alberta Ltd., Transmission Development Plan 2000-2010, p. 15.

PG&E, Electric Transmission Grid Expansion Plan for the Years 2001-2005, p. 3.

155 ESBI Alberta Ltd., Transmission Development Plan 2000-2010, p. 6.
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(http:/Aww.nyiso.comvservicesplanningntml), liging dl the dudies that have been
requested of the 1SO for potentia upgrades, additions and interconnections.

Fndly, dl transmisson owners and operators subject to the jurisdiction of the FERC mugt
annudly file a Form 715 Report, a public document that incudes forward-looking power
flow base cases1°°

10.4. Transmission planning in Québec

Until recently, Hydro-Québec was required to consult with the public as part of its planning
process.  In conformity with a governmentd decree™®’ Hydro-Québec carried out significant
conaultations in preparing its 1993 Development Plan.'®®  Consultations in even grester depth
were begun in preparation for the 1996 Development Plan, but work on the Plan was
suspended when the Public Debate on Energy was launched in 1995. As public involvement
in Hydro-Québec's planning was implict in the integrated resource planning process
required under s. 72 of the Act as origindly adopted, the decree was eventualy aorogated.

With the modification of s 72 in Bill 116, the Réie no longer has the responghbility of
ensuring that expandons of Hydro-Québec's generation sysem are in the public interest. It
does, however, dill have this responghbility with regpect to expanson of Hydro-Québec’s
tranamission sysem. The quetion isthus how that responsibility can best be exercised.

As noted above, while the degree of public involvement varies from one region to another, in
evay North American jurigiction with which we ae familiar, long-teem transmisson plans
are public documents, and the process by which hey are developed and approved is an open
one. The arguments that are often raised as to why generation information should be tregted
as confidentia have little or no rdevance to trangmisson planning. Indeed, it is hard to see
how it could be othewise, Snce trangmisson is in most cases not a competitive activity but a
regulated monopoly which is “ affected with the public interest.” +>°

Given the integraied network of a trangmisson grid, it is in our view essentid, in order for
the Régie to assess fuure proposed additions and modifications to the trangmisson grid, that
Hydro-Québec present its detailed long-term tranamisson plan to the Régie for review.

156 http://www.ferc.fed.us/electric/f715/715instr00.html#Part 6

37 Order-in-council 971-91 concerning the form, the tenor and the periodicity of Hydro-Québec’s

Development Plan (1991).

158 . . . . . . .. .
While these consultations focused primarily on generation options, transmission issues were also

addressed.

%9 The U.S. Supreme Court held in 1876 that states may regulate the use of private property when

the use was "affected with the public interest." The expression was borrowed for an influential report
prepared in 1994 for the National Association of Regulatory Utility Commissioners (NARUC) by Jan
Hamrin, William Marcus, Carl Weinberg and Fred Morse, Affected with the Public Interest: Electric
Industry Restructuring in an Era of Competition.
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In HQT-3, doc. 1, pp. 37-38, Hydro-Québec explained its planning process, presented
schematicdly on p. 44 of the same document. In response, the Régie ordered that it produce
its Plan de gestion des actifs and its Plan d affaires, bath of which figure prominently in this
shema  As of this writing, Hydro-Québec has not filed its Plan de gestion des actifs
however, in HQT-13, doc. 1.2, pp. 4-10, it has excearpted the information thet it condders
rdevant. At the same time, it haes filed a copy of its Plan d affaires with the Régie, but hes
requested that it not be divulged to intervenors, the Régie has yet to rule on this request.

In the summary of its Plan de gestion d'actifs, Hydro-Québec anticipates the addition of
5790 MW of new generaiing cgpacity over the next 10 years, which will require the
condruction of 689 km of new 735kV lines by 2006, as well as the addition of sgnificant
series compensation from 2003 to 20061%°  These invesments are described as related to
“demand growth,” which we assume refars to the network service requirements of HQ-
Didribution. No indication is given of additions that might be required to provide point-to-
point sarvice to Hydro-Québec or to other customers.  Investments totaling $3.849 hillion
are planned for the period 2002-2008'%! — more than $500 for man, woman and child in
Québec.

Given these massive invesments foreseen by TransEnergie over the coming years, it is all
the more necessary that the Régie and the interested public have an opportunity to review
these plans as awhole, rather than on a piecemed bass.

Furthermore, as we discussed earlier, generation and consarvation investments can under
catan drcumdances subdtitute for trangmisson investments.  Given its datutory obligations
under s 5 of the Adt, it is incumbent upon the Régie to ensure that “non-wires’ solutions of
lower economic, environmentd and socid cost have been thoroughly explored before it
approves the condruction of mgor new lines.

Unfortunatdly, TransEnergi€'s planning process does not dlow for the consideration of such
dternatives.  In response to a question from the RNCREQ in this regard, Hydro-Québec
dated that, when an addition is required to meet demand growth, it is HQ-D, and not
TransEnergie, that is respongble for the choice to make an invesment in trangmission, rather
then one in energy effidency or n decentralized generation.®* Presumebly, this meens tha,
if HQ-D has requested additiond transmisson cgpacity from TransEnergie, it has dready
regjected any demand- or supply-Sde dternaivesinitss. 72 supply planning process.

Appaently, then, TransEnergi€’s postion is tha it has no respongbility to examine non
wires dternatives for any upgrade requested by HQ-Didribution. Its response dso suggests

%9 |nsofar as the capacity additions include the Gull Island project, which according to the preliminary

supply-demand tables provided in HQT-11, doc. 5, would not come on-line until 2008, it appears that
additional new high-tension lines would also be required after 2006.

161 HQT-13, doc. 1.2, p. 10.

HQT-13, doc. 14, p. 25, R16.1. Though not acknowledged by TransEnergie, supply- and
demand-side alternatives might also substitute for transmission additions which are initiated by the
transmission provider for reliability reasons, or to permit point-to-point service requested by a third
party.
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that, for tranamisson upgrades reaulting ether from its own rdiability needs or from new
pant-to-point sarvice requedts it is under no obligaion to examine nonwires dterndives
ether.

However, regardless of the source of the transmisson condrant, there may exis supply-sde
or demand-9de dterndives that rdieve it a lower cog than would new tranamisson lines
By our reading of the Adt, it is incumbent upon the Régie to ensure that any transmisson
invetments ae a& lower cod (teking into account economic, environmentd and socid
concansg) than dl the dterndives induding not only dtendive trangmisson invesments,
but dso nonwires invetments such as energy efficdency or decentrdized (digtributed)
generation. However, it is far from dear tha it will be possble to address these issues in
proceedings under s. 72.

10.5. Recommendation

In order to ensure that transmisson and nontransmisson dternatives to Hydro-Québec’s
proposed expansons are examined with the care they require, we urge that the Régie order
that Hydro-Québec to file a long-term transmisson plan as part of its next trangmisson rae
case, and to consult the interested public in the preparation of that plan.2®3

Furthermore, to ensure that nonwires solutions are given full congderation in SHecting the
invesments that best reconcile the public interest, consumer protection and the fair trestment
of digributors, and tha promote the stifaction of energy needs through sudanable
devdopment, the Régie should require tha HQ-D paticipate fully in the consultation process
and in the prepaation of the transmisson plan. It would be desrable that the Régie
participate in these consultations as an observer.

Findly, the Régie should specify in advance the fundamentd criteria for a satidactory least-
cogt planning process, and should dso make clear that it will reguire a specific demondration
by Hydro-Québec as to how these criteria have been met.  Otherwise, the rate case itsdf is
likdy to become the forum for an extended discusson over approaches to leest-cost
planning, with a ggnificat posshility thet condderdtion of this important topic will be
incomplete, and that the review and goprova of these mgor investments will be based on an
inadequate and an unsdtidfactory record. The Régie should, to this end, open an initid
hearing concerning these criteria, well before the next transmission rate case.

Once the Régie has begun to exercise its powers under s. 73(1), it is to be expected that the
mos important  trangmisson planning questions would be addressed in those proceedings
rather than in future rate cases  In this regard, we suggest that the Régie make dear to
Hydro-Queébec thet it will not authorize mgor tranamisson invesments under s. 73(1) except
insofar asthey form part of asatisfactory long-term transmisson plan.

183 A useful analogy might be the DSM plan that Gaz Métropolitain now files as part of its annual rate

case.
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Until that time, however, the rate case will remain the only forma procesding in which
tranamisson planning issues can be addressed.  Smilarly, the Régie should meke dear to
Hydro-Québec that it will not authorize mgor tranamisson investments in future rate cases
except insofar asthey form part of asatisfactory long-term transmisson plan.

Proceduraly spesking, it may be advisable to regard the review of the long-term trangmisson
plan as a preiminary phese of the rae case. Once the long-term issues are resolved, the
regulatory treatment of proposed additions for the current year should not be unduly
problemetic in the context of the rate case itsdlf.

We therefore recommend that the modalities for the gpprova of additions or modifications to
the tranamisson rate base in future years incdude, as a prdiminary phese to each future rae
cax, the review of a long-term trangmisson plan, developed by Hydro-Québec during the
intervening period in consultation with the interested public.
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National Association of Regulatory Utility Commissoners

GUIDELINESFOR COST ALLOCATIONSAND AFFILIATE TRANSACTIONS
Attachment To Resolution Regarding Cost Allocation Guidelinesfor the Energy Industry

July 1999

The fdlowing Guiddines for Cogt Allocations and Affiliate Transactions (Guiddines) are
intended to provide guidance to jurisdictiond regulatory authorities and regulated utilities and
ther effiliates in the devdopment of procedures and recording of transactions for services and
products between a regulated entity and affiliates. The prevaling premise of these Guiddines is
that dlocation methods should not result in subddization of nonregulated services or products
by regulaed entities unless authorized by the  jurisdictiond regulatory authority. These
Guiddines are not intended to be rules or regulaions precribing how cod dlocations and
dfiliate transactions are to be handled. They are intended to provide a framework for regulated
entities and regulatory authorities in the devdopment of ther own policies and procedures for
cod dlocaions and afilisted transactions Vaiation in regulaory environment may judify
different cogt dlocation methods than those embodied in the Guiddines

The Guiddines acknowledge and reference the use of severd different pradices and methods. It
is intended that there be lditude in the agpplication of these guiddines subject to regulaory
overgght. The  implementation and compliance with these cogt dlocations and  filiate
transaction guiddines by regulaed  utiliies under the authority of jurisdictiona regulaory
commissons, is subject to Federd and date law. Each dae or Federd regulatory commission
may have unique dtudions and drcumstances that govern  dfiliate transactions, cogt dlocations,
and/or service or product pricing dandards. For example, The Public  Utility Holding Company
Act of 1935 requires registered holding company systems to price "a cos” the sde of goods and
sarvices and the undertaking of congtruction contracts between &ffiliate companies.

The Guiddines were developed by the NARUC Staff Subcommittee on Accounts in compliance
with the Resolution passed on March 3, 1998 entitled "Resolution Regarding Cost Allocation for
the Energy Industry” which directed the Staff Subcommittee on Accounts together with the Staff
Subcommittees on  Strategic Issues and Gas to prepare for NARUC's condderation, "Guiddines
for Energy Cost Allocaions” In addition, input was requested from other industry parties
Vaious leves of input were obtained in the devedopment of the Guiddines from the Edison
Electric Inditute, American Gas Assodiation, Securities and Exchange Commission, the Federd
Energy Regulatory Commisson, Rurd  Utilities Sarvice and the Nationd Rurd Electric
Cooperatives Association aswell as gt of various gate public utility commissons.

In some indances, non-dructurd safeguards as contained in these guiddines may not be
aufficient to prevent market power problems in srategic markets such as the generation market.
Problems arise when a firm has the ability to rase prices above market for a sustained period
and/or impede output of a product or service. Such concerns have led some dates to develop
codes of conduct to govern reaionships between the regulated utlity and its nonregulaed



dfilides Condderaion should be given to aty "uniqué’ advantages an incumbent utility would
have over competitors in an emerging market such as the retal  energy maket. A code of
conduct should be used in conjunction with guiddines on cogt dlocations and  dfilicte
transactions.

A.DEFINITIONS

1. Affiliates - companiesthat are rdaed to each other due to common ownership or control.

2. Attedation Engagement - one in which a certified public accountant who is in the practice of
public accounting is contracted to issue a written communication that expresses a condusion
about the rdiability of awritten assertion thet is the repongbility of ancther party.

3. Cogt Allocation Manua (CAM) - an indexed compilation and documentation of a company's
cog dlocation policies and rdated procedures.

4. Cost Allocations - the methods or ratios used to gpportion costs. A cost dlocator can be based
on the origin of cods as in the case of cog drivers, cost-causdtive linkage of an indirect neture
or one or more overdl factors (dso known as generd dlocators).

5. Common Costs - costs associated with services or products that are of joint benefit between
regulated and non regulated business units.

6. Cost Driver - a messurable event or quantity which influences the levd of codts incurred and
which can be directly traced to the origin of the costs themsdves.

7. Direct Costs - cogs which can be specificaly identified with a particular service or product.
8. Fully Allocated codts- the sum of the direct cogts plus an gppropriate share of indirect codts.

9. Incrementd pricing - pricing services or products on a bass of only the additiona costs added
by their operations while one or more pre-exising sarvices or products support the fixed cogts.

10. Indirect Costs - codts that cannot be identified with a particular service or product. This
includesbut not limited to overhead cogsts, adminigtrative and generd, and taxes

11. Nonregulated - that which is not subject to regulation by regulatory authorities,

12. Prevaling Maket Pricing - a generdly accepted market vdue that can be subgantiated by
clearly comparable transactions, auction or gpprasal.

13. Regulated - that which is subject to regulation by regulatory authorities.

14. Subddization - the recovery of cogs from one dass of cudomers or busness unit tha are
atributable to another.



B. COST ALLOCATION PRINCIPLES

The following dlocation principles should be used whenever products or savices are provided
between a regulated utility and its non-regulated efiliate or divison.

1. To the maximum extent practicable, in consderation of adminidrative coss, cogts should be
collected and classfied on adirect bass for each asset, service or product provided.

2. The generd method for charging indirect cogts should be on a fully dlocated cogt bass. Under
gopropriate  circumstances, regulatory  authorities may condder incrementd cog, prevaling
market pricing or other methods for dlocating costs and pricing transactions among affiliates.

3. To the extent posshble dl direct and dlocated coss between regulated and nonregulaed
sarvices and  products should be traceable on the books of the applicable regulated utility to the
goplicable Unifoom  Sygem of Accounts. Documentation should be mede avaladle to the
aopropricte regulatory authority  upon request regarding transactions between the regulated
utility and its effiliates

4. The dlocation methods should aoply to the regulated entity's afiliates in order to prevent
subddization  from, and ensure equitsble cost sharing among the regulated entity and its
afiliates, and vice versa

5. All cogts should be dasdfied to services or products which, by therr very nature, are dther
regulated, non-regulated, or common to both.

6. The primary cogt driver of common codts, or a relevant proxy in the aosence of a primary cost
driver, should be identified and used to dlocate the cost between regulated and nonregulated

sarvicesor products.

7. The indirect cods of each busness unit, incuding the dlocaied costs of shared sarvices,
should be spread to the services or products to which they relate using relevant cost dlocators.

C. COST ALLOCATION MANUAL (NOT TARIFFED)

Each ertity that provides both regulated and non-regulated services or products should maintain
a cog dloction manud (CAM) or its equivdent and notify the jurisdictiona regulaory
authorities of the CAM's  exidence. The determination of what, if any, information should be
held confidential should be basad on  the Satutes and rules of the regulatory agency thet requires
the information. Any entity reguired to provide notification of a CAM(S) should make
arrangements as necessary and appropricte to ensure compeitivdly  sendtive information derived
therefrom be kept confidentid by the regulator. At a minimum, the CAM  should contain the
fdloning:



1. An organization chart of the holding company, depicting dl efiliates, and regulaied entities.

2. A description of dl assats, sarvices and products provided to and from the regulated entity and
each of itsaffiliates

3. A decription of al assats, sarvices and products provided by the regulated entity to non
dfiliates

4. A desription of the cost dlocators and methods used by the regulated entity and the cost
dlocaiors and methods used by its affiliates rdaed to the regulated sarvices and products
provided to the regulated entity.

D. AFFILIATE TRANSACTIONS (NOT TARIFFED)

The dfiliae transctions pricing guiddines are based on two assumptions. Frd, dfiliae
transctions rase  the concern of sdf-deding where market forces do not necessarily drive
prices Second, utilites have a naurd budness incentive to shift cods from nonregulated
competitive operations to regulated monopoly —operdtions since recovery is more certain with
captive ratepayers. Too much flexibility will lead to  subgdization. However, if the dfiliate
transaction pricing guidelines are too rigid, economic transactions may be discouraged.

The objective of the dfiliate transactions guiddines is to lessen the posshility of subsdization
in order to protect monopoly ratepayers and to help establish and preserve competition in the
dectric generation and the dectric and gas supply makets It provides ample flexibility to
accommodate exceptions where the outcome is in the best interest of the utility, its ratepayers
and competition. As with any transactions, the burden of proof for any exception from the
generd rule rests with the proponent of the exception.

1. Generally, the price for services, products and the use of assets provided by a regulated
entity to its non-regulated affiliates should be at the higher of fully allocated costs or
prevailing market prices. Under  gppropriate circumstances, prices could be based on
incrementa cod, or other pricing mechanismsas determined by the reguletor.

2. Generally, the price for services, products and the use of assets provided by a non
regulated affiliate to a regulated affiliate should be at the lower of fully allocated cost or
prevailing market prices. Under  gppropriate circumstances, prices could be based on
incrementa cog, or other pricing mechanismsas determined by the regultor.

3. Generally, trandfer of a capital asset from the utility to its non-regulated affiliate should
be at the greater of prevailing market price or net book value, except as otherwise
required by law or regulation. Generally, transfer of assets from an affiliate to the utility
should be at the lower of prevailing market price or net book value, except as otherwise
required by law or regulation. To determine prevailing market value, an appraisal should
berequired at certain value thresholds as determined by regulators.



4. Entites should mantan dl information undelying &filiae trensactions with the filisted
utility for a minimum of three years, or asreguired by law or regulaion.

E. AUDIT REQUIREMENTS

1. An audit tral should exig with respect to dl transactions between the regulated entity and its
dfilistes that reae to regulated sarvices and products The regulator should have complete
access to dl affiliate records necessry to ensure that cost dlocations and effiliate transactions
are conducted in accordance with the guiddines. Regulators should have complete access to
dfiliae records, condggent with dae daiutes to ensure that the regulaor has access to Al
rdevant information necessary to evduate whether  subgdization exigs. The auditars, not the
audited utilities, should determine what information is rdevant for a paticula audit objective
Limitations on access would compromise the audit process and impair audit independence.

2. Each regulated entity's cost dlocation documentation should be made avalable to the
company's internd  auditors for periodic review of the alocation policy and process and to any
jurisdictiond regulatory authority when gppropriate and upon request.

3. Any jurisdictiond regulatory authority may request an independent attestation engagement of
the CAM. The cogt of any independent atestation engagement associaied with the CAM, should
be shared between regulated and nonregulated operations condgtent with the dlocaion of
Smilar common cods

4. Any audit of the CAM should not otherwise limit or redrict the authority of date regulatory
authorities to have access to the books and records of and audit the operations of jurisdictiona
utilities

5. Any entity required to provide access to its books and records should make arrangements as
necessxty and gppropricte to ensure that competitively sendtive information derived therefrom
be kept confidentid by the regulator.

F. REPORTING REQUIREMENTS

1. The regulaied entity should report annualy tre dollar amount of nonttariffed transactions
associated with  the provison of each service or product and the use or sde of each ast for the
falowing:

a. Those provided to each non-regulated affiliate.

b. Those received from each non-regulated afiliate.

c. Those provided to non-effiliated entities.

2. Any additiond information needed to assure compliance with these Guiddines, such as cost of
srvice data necessay to evauate subdsdization issues, should be  provided.



APPENDIX |1

PROPOSED MODIFICATIONS TO REG. 659



A. Priority of servicefor nativeload

Thefallowing proposed modificationsto s. 13.6 are described in section 9.1

13.6 Curtaillment of Firm Transmission Service:
In the event that a Curtalment on the
Transmission Provider's Transmisson System, or a
portion thereof, is required to maintain reiable
operation of such sysem, Curtalments will be

made on a nondiscriminatory bass  to the
transaction(s) that  effectivdy relieve the
constraint. ' ' ;

Corteret To the extent practicable and
condgtent with Good Utility Practice, Curtallments
will be  proportionaly alocated among ke

Netwer-Gusiermers—ane- Transmisson Customers
taking Firm Point-To-Point Transmission Service

before being applied to Native Load customers,

13.6 Réduction du servicedetransport ferme:
S une réduction dans le réseau de transport du
transporteur, ou une patie de ceuici, est
nécessaire pour maintenir une exploitation fiable
du réseau, des réductions seront faites de fagon
non discriminatoire a la transaction  (aux
transactions) qui a(ont) pour effet daléger les
contraintes. S ' ; i S

réddites—Dans la mesure du posshle et
conformément aux pratiques usuelles des services
publics, les réductions sappliqueront aux clients
du réseau intégré et aux clients du service de
trangport utilisant un service de transport ferme
de point a point avait queles ne soient
appliguées _aux_clients de charge locde du

whether or not they are served under a Network

trangporteur, qu'ils soient desservis par le hiais

Integration Service Agreement, or to other load

d'un contrat en réseau intégré ou non, ou par

sarving entities taking Network Integration Srvice.

d autres services publics utilisant le Service de

All  Curtalments will be made on a non
discriminatory basis, however, Non-FHrm Point-To-
Point Transmission Service shdl be subordinate to
Frm Transmisson Service. When the
Transmisson Provider determines that an
electricd emergency exists on its Transmisson
System and implements emergency procedures to
Curtal Frm  Transmisson Sevice, the
Transmisson Customer shal make the required
reductions upon  request of the Transmisson
Provider. However, the Transmisson Provider
reserves te right to Curtal, in whole or in par,
any Frm Transmisson Service provided under the
Tariff, including service to Native Load, when, in
the Transmisson Provide's sole discretion, an
emergency or other unforeseen condition impairs
or degrades the rdiability of its Transmisson
Sysgem. The Tranamission Provider will notify al
affected Transmisson Cudomers in a timey
manner of any scheduled Curtallments.

trangport en réseal intégré Touteslesréductions
seront faites sur une base non discriminatoire;

toutefois, le service de transport non ferme de
point a point est subordonné au service de
transport ferme. Quand le trangporteur établit
quil existe une urgence de nature éectrique dans
son réseau de transport et met en oeuvre des
procédures d'urgence pour réduire le service de
transport ferme, le client du service de transport
doit faire les réductions requises ala demande du
trangporteur. Toutefois, le transporteur seréserve
le droit de réduire, en tout ou en partie, le service
detransport ferme prévu au Contrat du servicede
transport, incluant le service en réseau intégré, 9,
asa saule discrétion, un éat d'urgence ou toute
autre condition imprévisble compromet ou
détériore la fiabilité de son réseau de transport.

Le trangporteur avisera en temps opportun tous
les clients du service de trangport touchés des
réductions programmeées.




B. Obligation to expand or upgradethe network

Thefollowing proposed modificationsto ss. 13.5 and 15.4 are described in section 9.2

13.5 Transmission Customer Obligationsfor
Facility Additions or Redispatch Costs: In
cases where the Transmisson Provider
determines that the Transmisson System is not
cgpable of providing Frm Point-To-Point
Transmisson Service without (1) degrading or
impairing the rdiability of sarvice to Native
Load Customers, Network Customers and other
Trangmisson Cugtomers taking Firm Point-To-
Point Tranamisson Service, or (2) interfering
with the Trangmission Provider's ability to meet
prior firm contractud commitments to others,
the Trangmisson Provider will be obligated to
expand or upgrade its Transmisson Sysem
pursuant to the terms of Section 15.4. However,
this obligation will be without effect until the

13.5 Obligations du client du service de trangport
pour les fras rdiés a des ingdlations
additionnelles ou a une rouvele répartition: Dans
les cas ou le transporteur éablit que le réseau de
trangport ne peut pas fournir de service de transport
ferme de point a point (1) sans compromettre ou
réduire la fiabilité du service pour les clients de
charge locale, pour les clients du réseau intégré et
pour les autres clients du service de transport
utilisant un service de transport ferme de point a
point ou (2) sans nuire ala capacité du transporteur
de satisfaire ases engagements contractuels fermes
antérieurs envers dautres, le transporteur sera
contraint d'éendre ou daméliorer son réseau de
transport en vertu de l'aticle 154. Cependant,
cette obligation sera sans effet jusgu’a la dae

date of coming into force of the first regulation

d entrée en vigueur du premier reglement pris en

under subparagraph 1 of the first paragraph of

vertu du paragraph 10 du premier dinéad I'aticle

section 73 of the Act concerning the Régie de

73 delaloi sur la Régiedel’ énergie. Leclientdu

I'énergie. The Transmisson Customer must
agree to compensate the Transmission Provider
for any necessary transmission facility additions
pursuant to the terms of Section 27. To the
extent the Transmission Provider can relieve any
system condrant more economicaly by
redispatching the Transmisson Provider's
resources than through constructing Network
Upgrades, it shdl do so, provided that the
Eligible Customer agrees to compensate the
Transmission Provider pursuant to the terms of
Section 27. Any redigpaich, Network Upgrade
or Direct Assgnment Fecilities costs to be
charged to the Transmission Customer under the
Taiff will be gpecified in the Service
Agreement prior to initiating service.

service de transport doit accepter de dédommager
le trangporteur pour les additions nécessaires aux
ingdlations de transport aux termes de l'article 27.
Dans la mesure ou le transporteur peut aléger une
contrainte du réseau de fagcon plus économique en
ayant une nouvele répartition des ressources du
transporteur au lieu de congtruire des améliorations
du réseay, il doit le faire a condition que le client
admissible accepte de dédommager |e transporteur,
conformément al'article 27. Les frais relatifs aune
nouvelle répartition, al'amédioration du réseau ou a
des ingdlations dattribution particuliere qui seront
facturés au client du service de transport en vertu
du Contrat du service de transport seront précisés
dans la convention de service avant le début du
service.

15.4 Obligation to Provide Transmission
Service that Requires Expansion or
M odification of the Transmission System: If
the Transmisson Provider determines that it
cannot accommodate a Completed Application
for Firm Point-To-Point Transmisson Service
because of insufficient capability on its

15.4 Obligation de fournir un service de
transport exigeant I'expansion ou la
modification du réseau de transport: S le
trangporteur éablit quil ne peut pas répondre
favorablement aune demande compléte visant un
service de transport ferme de point apoint acause
de l'insuffisance de capacité sur son réseau de




Trangmisson Sydem, the Transmisson
Provider will use due diligence to expand or
modify its Tranamisson System to provide the
requested Firm Transmisson Service, provided
the Transmisson Customer agrees to
compensate the Transmisson Provider for such
costs pursuant to the terms of Section 27. The
Transmisson Provider will conform to Good
Utility Practice in determining the need for new
facilities and in the design and condruction of
such facilities The obligation applies only to
those facilities that the Transmisson Provider
has the right to expand or modify, and this
obligation will be without effect until the date of

transport, le transporteur agira avec diligence pour
éendre ou modifier son réseau de trangport afin
de fournir le service de transport ferme réclamé, a
condition que le client du service de transport
accepte de payer les colts sy rapportant au
transporteur, conformément aux conditions de
l'aticle 27. Le transporteur se conformera aux
pratiques usuelles des services publics pour
décider de la nécessité de nouvelles ingdlations
e en ce qui concerne la conception et la
congruction de ces inddlations. L'obligation vise
seulement les ingdlations que le transporteur est
en droit déendre ou de modifier, et cette
obligation sera sans effet jusgu’ a la date d’ entrée

coming into force of the first regulation under

en vigueur du premier reglement pris en vertu du

subparagraph 1 of the first paragraph of section

paragraph 10 du premier dinéa d I article 73 de la

73 of the Act concerning theRégiedel’ énergie.

Loi sur la Régiedel’ énergie.




