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Tab 1
Table of Distinct LDC Service Territories and LDCs Bordering Networks

This evidence addresses the issues set out in the Board’s Procedural Order No. 1.  Under separate cover, Networks is also filing an expert’s report prepared by Kema Inc. and Quantec LLC (“Kema-Quantec Evidence”) which discusses the economic principles which support Networks’ position that service area amendments should be limited, and that overlapping of service areas should not be allowed. 

1.0
INTRODUCTION

Networks believes that the Board should adopt principles that establish clear and distinct service territories and should not approve overlapping service territories – to do otherwise would undermine the economic effectiveness of distribution utilities and would harm Ontario electricity consumers.  Because of its infrastructure, the electricity distribution industry continues to be a natural monopoly in the “classical” economic sense and thus, duplication and uncertainty arising from overlapping service territories would serve neither the broader public interest nor customers’ needs.

Networks further believes that although the desires of, and impacts on, individual customers are important considerations, these must be balanced against the impact on the broader pool of customers served by distribution utilities.  Stated another way, customer preference should not come at the expense of other customers or the broader public interest. 

In Networks’ submission the intent of the governing legislation was not to foster competition for distribution service. The provisions calling for non-exclusivity of service territory were intended to allow for incremental adjustments between LDCs to serve new individual customers most economically and rationally. Similarly, the reference to providing consumers with “non-discriminatory access to transmission and distribution systems” contained in the legislation pertains to “competition in the generation and sale of electricity”, not to competition in the wires infrastructure in otherwise licensed service territories.

Both the report of the Macdonald Committee1 and the Government’s White Paper2 support this view of the intent of the ensuing legislation. In particular, the White Paper stated that “an early move to competition provides the best prospect for reasonable rates and improved service options. However, transmission and local distribution remain natural monopolies and are not amenable to competition.” (page 18)

In Networks’ submission the public interest would be best served by the adoption of the following principles:

· Customers should continue to receive a level and quality of service to which they are accustomed, at the lowest possible cost in the longer term.

· Costs should be fairly allocated over the entire customer base, in a manner that does not create a disproportionate benefit for one customer or several groups of customers, and harm for others. 

· The determination of what is in the public interest should not be determined by existing transitional distribution rates which may not reflect the cost of service.   

· Utilities should be provided with a clear planning horizon to allow for system optimization and the ability to capture scale economies within their territory, to the benefit of the broad group of customers and investors. 

In Networks’ view, service territory expansions through licence amendment applications should be approved only in limited and specific circumstances. Approval of amendment applications for broad swaths of service territory where the incumbent utility already has the assets and plant investments could lead to an unnecessary duplication of assets and increase in costs for customers throughout the province.  Adjustments to service territory should be voluntary for the most part, as contemplated by section 86 of the OEB Act. 

Service territory expansions through licence amendments should be permitted in only two limited and specific circumstances.  The first is where a customer or customers “lies along” the lines of an applicant distributor, and the incumbent LDC would require a material investment to connect.  The second is where the incumbent distributor and the applicant distributor agree that the latter provides a lower incremental cost of connection for a customer and would not result in the devaluation, under-utilization or even stranding of assets. 

If the Board approves overlapping service territories, the resulting competition for customer connections would undermine sound electrical system planning practices for the overlapping area as well as for the competing utilities’ wider systems.   Uncertainty and risk would be introduced in the planning process of the incumbent utility, ultimately resulting in duplication of assets in areas (where the customers are desirable) or insufficient planning (where the customers are less desirable). That result would have harmful impacts on the integrity of the infrastructure, the reliability of the distribution system and costs to consumers in the long run.  Distribution investments have long service lives, and customer and load growth forecasts are a critical determinant in ensuring prudent investments. 

If the Board chooses to allow widespread competition in the distribution sector by propagating overlapping service territories, Networks’ position is that LDCs and their customers should not be disadvantaged as a result. 
In the sections below, Networks further develops the above themes and highlights the potential consequences as they relate to the public interest. In addition, Networks has provided additional material that highlights the relevant legal and historical context in Ontario (see Appendix A) and suggested filing and process requirements  (see Appendix B).

2.0
CUSTOMER PREFERENCE AND POTENTIAL IMPACTS

As stated in the introduction, Networks believes that customer choice can be a criterion in determining the service provider for new or prospective customers where the preferences expressed do not result in a detrimental impact or loss of opportunity to other customers.  Networks further summarized that individual customer preference should not come at the expense of other customers or the public interest.  Networks has not only its own end-use customers but also embedded LDCs who serve end-use customers.

Networks has a vast service territory which borders almost every other LDC in the province.  Furthermore, the bulk of Networks’ growth is in the urban fringe areas that adjoin neighbouring LDCs. If the concept of overlapping territories and liberal expansion of service boundaries were to be accepted by the Board, then, over a ten-year period, Networks’ rates would need to be increased by an estimated five per cent. 

2.1
Impacts on Existing and Future Customers in Amendment Area

The following illustrates Networks’ exposure resulting from interfacing between its service territory and the territories of other LDCs:

· Networks borders all or part of 88 of Ontario’s 95 distributors. 

· Networks borders all or part of 195 of the 202 distinct LDC service territories.

· Networks has approximately 25 per cent of its customers in municipalities where there is another LDC, many of which LDCs claim to increase their customer share in the municipality.

· Networks borders on all but 6 of the 24 LDCs in the Golden Horseshoe.

(See table at Tab 1 for details.)

Across its own service territory, Networks completes in excess of 18,000 new customer connections per year, representing customer growth of 1.5 per cent per year.  By company estimates, about half these new connections are near the borders of other LDCs or in rural developments within amalgamated municipalities that also have an urban LDC.  The annual increase (net of this potential loss) of new customers would be 9,000 customer connections, resulting in a diminution of customer growth to 0.75 per cent per year. 

In addition to the potential loss of customers on the borders of other LDCs, Networks also experiences about 5,000 customer disconnections per year.  When the lost customers are netted against the remaining new connections, Networks’ actual growth in its rural service territory, as distinct from its growth on the boundaries of other LDCs, is about 4,000 customers per year, or 0.33 per cent.  If Networks were also subject to losing service territory and existing customers, not just new customers, it would actually have a declining customer base, which would translate into higher customer rates for all of Networks’ customers 

2.2
Impacts on Customers in the Amendment Area

Although the applicant LDC often has the installed capacity for the demand of the customer(s) in the expansion area, it is usually the case that the incumbent distributor also has the capacity.  However, there is an important difference between the relative merits of using the available assets of the applicant, as opposed to using those of the incumbent.  Only the incumbent had the obligation to plan for the customer growth, i.e., to have it in place when the customers arrived.  Like any other LDC, Networks designed, planned and built its system with an eye to the future growth.  Networks was not only entitled to look to the future of customer growth inside its service territory, including individual customers and subdivisions, but also was obliged to do so.  An applicant LDC never had, nor would it ever have, that responsibility or obligation. 

The applicant LDC is entitled to plan, design and look only to the growth of the area where it is the licensed distributor.  Removing the application area from the incumbent distributor’s service area will punish the customers of the incumbent distributor for responsible planning, leaving the distributor’s assets devalued from underutilization, and, in some circumstances, eventually even stranded.  Though the applicant’s facilities may remain underutilized, no claim can be made for underutilization resulting from a denial of growth for which the applicant was required to plan.  Unlike the incumbent distributor, the applicant can never claim that its assets were devalued, or its customers’ costs were increased, by a regulatory decision that failed to award it new territory or customers. 

The liberal granting of approvals for service territory expansions would be an implicit disincentive for the incumbent distributor to plan for future growth, notwithstanding its continuing obligation to plan for growth inside its service territory.  The consequences for Ontario consumers would be higher long-term costs, lower quality, decreased reliability of service and the potential for devaluation, underutilization and stranding of assets.   

3.0
IMPACTS ON UTILITIES AND THEIR CUSTOMERS 

3.1 
System Planning and Development Considerations 

Given the capital-intensive nature of the utility infrastructure and the long life of most utility assets, significant emphasis must be placed on forecasting future needs.  Decisions on commitment of funds to meet future needs must be made well in advance of the in-service date.  The broad aspects and importance of the utility planning process are described in the Kema-Quantec Evidence.

There will be the cases where the applicant LDC has the installed capacity for the demand of the customer or group of customers in the expansion area, but it usually will be the case that the incumbent distributor also has the capacity.  This is especially the situation for general licence expansions, as distinct from individual “lies along” customers.  However, there is nonetheless a difference between the relative merits of using the available assets of the applicant, as opposed to using those of the incumbent distributor.  Only the incumbent had the obligation to plan for the customer growth, i.e., to have it in place when the customers arrived.  In Networks’ service territory, as in any other LDC’s, Networks designed, planned and built its system with an eye to the future growth.  Indeed, Networks was not only entitled to look to the future of customer growth inside its service territory, including individual customers and subdivisions, but also it was obliged to do so.  The applicant LDC never had that responsibility or obligation.

Service territory expansions through licence amendments can have detrimental implications for the planning of the distribution system to meet the growing capacity and reliability needs of the customers in areas bordering other LDCs.  To provide cost-effective service in the long term, a utility must have a systematic planning process for the development and maintenance of its distribution system.

Networks’ process is to undertake an annual evaluation of the supply system’s ability in the area to perform under existing and future conditions.  Networks necessarily plans with the long term in mind, given that the asset life of components is in decades.  The planning relies on year-over-year monitoring and uses a comprehensive process supported by modeling techniques to meet current and future customer needs.  “Hot spot” analysis or immediate and unforeseen new customer connections are reviewed and included in the system plan.  Indeed, the process steps for completing a large customer connection supply study are similar to the planning steps for the distribution system generally.  The timing constraints may vary from case to case.

The system planning approach consists of electronic representations of every element in the electrical circuit(s) in question and then applying a load profile to the “operational” model to examine the behaviour of the circuit(s).  Each element is specifically characterized.  Typically, hundreds of line segments per distribution feeder line are modelled, including all the utilization transformers plus certain switches, capacitors and voltage regulators. 

In completing its planning for installed capacity, Networks must do the following: 

· Determine the study area and the planning horizon.

· Gather load information and predictors, analyze load characteristics and growth patterns and prepare load forecasts, including load growth rate, review the historic data and examine official load forecasts.

· Gather information from regional operations, customer service and others for use in distribution planning studies, including regional and area data such as electric motor, heat and air conditioning requirements and electric substitution data.

· Obtain data on low-voltage (LV) circuits such as electrical load, conductor size, mileage, and use the appropriate computer program to determine short circuits, voltages and losses. 

· Obtain data on distributing stations such as electrical load, monthly peak, transformer characteristics, ambient temperatures, etc., to determine transformer loadability, losses, voltages, etc., including proration of load to utilization transformer nameplate rating, to energy consumption by load type and to historic peak load ”seen” by the source.

· Model the data for use in simulation exercise, including preparing some initial solutions to test the state of the existing system and examine and clarify the problem. (By combining circuit configuration with loading information, the completed model becomes a representation of the actual circuit and can be used to examine the adequacy of the existing facilities as well as the effect of new loads.)

· Accumulate estimates for constructing distribution facilities such as re-stringing an existing line, building a new line, increasing an existing station, etc., and use these estimates to compare the economics of alternative plans.

· Study, review and specify plans to add, increase or improve LV lines and distribution station facilities, including reviewing and proposing the increase or improvement of distribution facilities or LV lines as required.

· Evaluate and compare alternative plans, using the time-related value of money and other factors, including evaluation of each alternative’s effectiveness in providing relief.

· Perform economic analysis of each electrically-desirable solution on a variety of variables, including reliability, environmental impact, initial and gross capital cost, cost of losses, maintenance costs, residual value, net present value, ease of implementation, availability of equipment and materials.

· Implement the desired alternative to serve current and future customers’ needs.

Planning supply for meeting customer demand often requires a minimum installed capacity, even if that capacity exceeds customer needs.  While this may represent initial underutilization of the asset, the cost is unavoidable if the customer need is to be met cost-effectively; but the asset is there for future growth.  Initially underutilized assets quickly assume value with the addition of customer load without new capital additions.

However, if installed capacity is rendered underutilized by the loss of new customer growth or the loss of existing customers to neighbouring LDCs, there is a devaluation to the LDC and harm to its customers, because:

· The incremental growth that is possible on the installed capacity will never materialize.

The loss of existing customers represents negative growth in that the fixed costs remain, but the average costs increase when the fixed costs are spread across a smaller base of customers.  These higher average costs would result in higher rates for Networks’ end-use customers and for the LDCs supplied by Networks’ LV system and their end-use customers.

3.2 
Fixed and Average Costs

Two speculative arguments advanced by some participants in this hearing need to be addressed.  The first is that the cost to customers of the incumbent distributor resulting from the loss of some of its new or existing customers is outweighed by the benefit to the customers of the applicant distributor.  The second argument is that the incumbent’s loss of territory and growth possibilities leads the incumbent to search for greater efficiencies.

These arguments are overly simplistic because of the wires utility’s typical high fixed-to-variable cost ratio.  The loss of any new customer is an opportunity cost, and the loss of existing customers is a present cost.  In both cases, the implications are devaluation and underutilizing of existing assets and harm to the incumbent’s remaining customers.  The assets previously developed to service the departing customers may not be useful at all, or as useful, to the remaining customers.  The average cost and rates charged by the incumbent will increase unless variable costs can be reduced by an amount greater than average fixed costs that the “switching customer” previously paid through rates. 

Service territory expansions by licence amendment application intuitively make sense for the applicant distributor, because average costs in its territory should decrease as a result. However, except where the customer “lies along” and the applicant distributor can serve the customer at a lower incremental cost without devaluation, underutilization or stranding of the incumbent distributor’s assets, the decrease in the applicant distributor’s average costs occurs only by bringing harm to the incumbent distributor and its customers.  That result occurs because the applicant is able to receive all the benefits of growth outside its service territory without any of the costs of acquisition or dilution of ownership inherent in a merger or amalgamation. The applicant’s efficiency is increased at the expense of the average costs of the incumbent distributor.

The impact of territory expansions on pool customers of the incumbent utility can be substantial.  Some of the applications are from LDCs whose licensed areas are less than the full municipal boundaries in which they operate.  Networks’ licensed territory includes areas of many municipalities where there is another LDC.  Since 25 per cent of Networks’ customers are in these municipalities, Networks’ pool of customers would be exceedingly vulnerable if the Board were to find it desirable for LDCs to extend their service territories to municipal boundaries.

The Board’s approval of broad parameters for service territory expansions through licence amendments would be a significant precedent.  In the wires industry, which is historically understood to be based on monopoly “franchises”, such amendments would signal all distributors that opportunities exist for growth outside their territory by acquisition of customers without compensation to the incumbent distributors. 

While the amendment applications are positioned by the applicants as rationalizations, they do not in fact result in any rationalization.  Firstly, the number of LDCs in the province would remain unchanged.  Secondly, although an applicant LDC may experience increased local efficiency by decreasing its average costs (by spreading its fixed costs over a larger base), this improvement may very well have been obtained at the cost of an overall increase in the costs of the distribution sector as a whole and hence, increased rates for distribution sector customers as a whole. 

3.3 
Impact on Credit Rating

There will likely be an adverse impact on credit ratings of incumbent LDCs if the Board proceeds with liberal expansion of service territories.  A downgrade in the credit ratings of all distributors may result from the potential financial impact and the increased business risk perceived by the rating agencies.  An adverse credit impact would lead to an increase in the cost of capital due to a higher cost of debt, as well as a higher equity capitalization or rate of return demanded by the rating agencies on behalf of investors in order to compensate for the increase in business risk.  Ultimately, a higher cost of capital could result in an increase in customer rates. 

Although most small LDCs have their debt held by their municipal shareholders, the majority of customers are in larger LDCs, many of which have third party debt investors. This group includes Networks, Hamilton Utilities Corp., Enersource Hydro Mississauga, Barrie Hydro, EnWin Powerlines, Markham Hydro, Richmond Hill Hydro, Hydro Vaughan, and Toronto Hydro Corp.  In addition, most LDCs have bank lines of credit.  The cost of debt and bank lines for LDCs is affected by credit rating agencies’ assessment of credit quality.

The credit rating strength of Networks and of other LDCs is based in large part on their service territories being considered a monopoly common carrier wires franchise, not subject to competition for wires charges and not subject to a creeping boundary pullback.  This reasoning is evident in the credit rating reviews of Standard & Poors (S&P), dated March 7, 2003, and August, 2001, and Dominion Bond Rating Service (DBRS), dated December 10, 2002.  The agencies believed that the attractiveness of Networks (and by implication the same would be true of the other LDCs with third-party debt investors) is that it is engaged in a natural monopoly business within a regulated framework.  In August, 2001, S&P stated:

“Ontario electric distribution companies also possess the following characteristics that provide a stable, low-risk business environment:

· Monopoly position in the delivery of an essential service; …

Accordingly, Standard & Poors attributes a low level of business risk to a typical MEU.”

Given these statements, Networks believes that the transfer of new and existing customers through licence amendments could, in the absence of financial compensation, present a risk to its own credit rating and possibly to the credit ratings of other distributors.  Rating agencies have not looked upon the distribution sector as an industry that permits competition for customer connections.  The rating agencies can be expected to express significant concerns if the Board approves broad competition for customer connections and an ongoing loss of territory and customer growth. 

Without commercial compensation for the loss of customers, the distributors face a deterioration and instability in earnings and financial profile and risk a downgrade in credit rating.  The resulting increased cost of capital would place upward pressure on customer rates. 

4.0
RATES and TREATMENT UNDER PBR

4.1
PBR and Current Rates 

Networks believes that performance-based rate regulation (PBR), not competition for connections is the appropriate mechanism for protecting the interests of customers with respect to distribution rates. 

The Board, in its Electricity Distribution Rate Handbook (the “Handbook”), identifies PBR as the appropriate substitute for the benefits of competition in other industries.  At subsection 2.3.1 of the Handbook, the Board notes, “Customers benefit from PBR through the prescribed productivity factor and from potential gains through increased efficiency.  By creating incentives that normally accrue in a competitive market, PBR brings the benefits of competition, and preserves the important service quality standards.”

4.2
PBR and Future LDC Rates 

The Board’s stated path for PBR as expressed in the Handbook included a proposed “mid-term” review of the regulatory scheme and a “rebasing study” for the baseline for second-generation rates.  To meet this objective, the Board added, “Electricity distribution utilities will be required to undertake cost allocation studies to better align rates with cost causation of the customer groups in the second generation PBR.”  The cost allocation studies, which all LDCs are expected to conduct, will be the basis of establishing second generation PBR distribution rates when the current cap on rates expires. 

4.3
Current Rates and Cost Allocation

In Networks’ view, transitional distribution rates, as distinct from connection costs, are not appropriate criteria for deciding whether to make licence amendments.  Indeed, section 3.2 of the Handbook (page 3-2) states that the driver for unbundling is choice of electricity [commodity] supplier.  The Handbook does not suggest that the unbundling of the previously bundled rates was intended to provide a basis for customer choice of “electricity distribution utility” as distinct from “electricity [commodity] supplier”.

The current rates of LDCs are transitional in nature in that they do not reflect actual cost of service and are not the product of even one “generation” of the Board’s efforts on PBR.  Indeed, while the unbundling process to establish the current rates could be said to have been a thorough exercise, the exercise itself was, in the Board’s own words, a “simplified procedure” for unbundling rates and was not intended to, nor does it, reflect cost of service.

Since the “simplified” unbundling does not reflect the actual cost of service that would result from a full and proper cost allocation study, Networks believes it is premature to consider current distribution rates when making licence amendment decisions. 

4.4
Current Rates – Variances from Unbundling

There is abundant evidence that current rates do not provide a sound basis for making decisions on the transfer of existing and new customers through licence amendments.  The most compelling evidence is the wide variance of rates that have resulted from the “simplified” unbundling process, which was a streamlined process designed to facilitate market opening.

In the two tables below, the current distribution portion of a customer’s bill, including both the service charge and volumetric charge, is presented at three different consumption levels for residential and general service customer profiles.    
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Residential Rates

250 kWh

1000 kWh

2000 kWh

Lowest

 $      5.01

 $        7.78

 $     11.48

Average

 $     15.20

 $      22.65

 $     32.59

(A) All LDCs excluding

Networks

1

Highest

 $     26.48

 $      32.03

 $     47.97

Lowest

 $      7.78

 $        4.86

 $       7.26

Average

 $     22.65

 $      15.38

 $     23.08

(B) Networks’ 88 Acquired

MEUs

2

Highest

 $     32.03

 $      27.40

 $     43.80

Urban

4

 $     15.82

 $      26.47

 $     40.67

Rural H-D

5

 $     21.32

 $      35.49

 $     54.39

(C) Networks excluding

Acquired MEUs

3

Rural

6

 $     26.78

 $      36.75

 $     50.05

1

 

All Ontario LDCs other than Networks, but including Hydro One Brampton.

2

 

Networks rates for the 88 acquired MEUs/LDCs, but not including Hydro One Brampton.

3

 

Networks rates for customers other than the 88 MEUs acquired by Networks or Hydro One Brampton.

4

 

Networks’ UR2 Rate, applicable for year-round residence in an Urban Density Zones, defined as areas containing

3,000 or more customers with a line density of at least 60 customers per kilometre.

5

 

Networks’ R1 Rate, applicable for High Density Zones, defined as areas containing 100 or more customers with a

line density of at least 15 customers per kilometre.

6

 

Networks’ R1 Rate, applicable for Normal Density Zones, defined as areas other than Urban or High Density

Zone.

The information in the tables demonstrates the disparity between lowest and highest bill of the various utilities.  For example, the highest residential bill at 1,000 kWh per month (a typical bill) is over 400 per cent higher than the lowest utility bill for the non-Hydro One Group (A).

A similar trend is observable for the utilities acquired by Hydro One (B) where the difference between lowest and highest utility bill can be over 500%.  The table on general service bills provided on the next page also depicts a similar or greater level of variation.

A further observation that demonstrates the transitional nature of rates is that any given utility can be below average for residential rates but well above average for general service rates.  Networks expects that these huge pricing disparities will be rectified with the introduction of rates based on cost of service studies in second generation PBR.  However, at this point, the disparity between rates and fully allocated costs continues.
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General Service

<50KW

250 kWh

2000 kWh

5000 kWh

Lowest

 $      5.44

 $      15.76

 $     18.76

Average

 $     26.86

 $      43.46

 $     71.93

(A) All LDCs excluding

Networks

1

Highest

 $     50.72

 $      67.28

 $    118.62

Lowest

 $      2.80

 $        8.98

 $     16.48

Average

 $     13.56

 $      27.58

 $     51.60

(B) Networks’ 88 Acquired

MEUs

2

Highest

 $     27.40

 $      46.00

 $     94.00

Urban GS

4

 $     19.38

 $      59.98

 $    129.58

(C) Networks excluding

Acquired MEUs

3

GS 1-PH

5

 $     39.22

 $      83.14

 $    158.44

1

 

All Ontario LDCs other than Networks, but including Hydro One Brampton.

2

 

Networks rates for the 88 acquired MEUs/LDCs, but not including Hydro One Brampton.

3

 

Networks rates for customers other than the 88 MEUs acquired by Networks or Hydro One Brampton.

4

 

Networks’ UG2 Rate is applicable for General Service Urban Density customers in an Urban Density Zone,

defined as areas containing 3,000 or more customers with a line density of at least 60 customers per kilometre.

5

 

Networks’ G1 Rate is applicable for General Service, single-phase customers not located in an Urban Density

Zone.


5.0
OVERLAPPING SERVICE AREA

5.1
Granting of Overlapping Service Territories

Networks continues to support the principle that LDCs should have well-defined service areas that define who has the ultimate obligation to serve and provide the LDC with a stable planning horizon. 

Networks’ view is that overlapping service territories would be inappropriate because ultimately they would translate into uneconomic allocation of scarce resources.  The power delivery infrastructure is capital-intensive in nature.  Creation of a “duplicate” system would be expensive and inefficient, as would the devaluation or underutilization of existing assets by allowing overlapping service territories, which could result in increased cost to customers in the form of higher rates.  Devalued assets and increased rates without improved efficiencies would not be in the public interest. 

For these reasons, Networks favours licence amendments only under limited circumstances and believes that the boundaries of licensed service territories should remain distinct and unambiguous.  Amendments should never result in overlapping service territories:  there should be well-defined descriptions of the properties so that what is added to the applicant is subtracted from the incumbent.

5.2
Conditions for and Degree of Overlap

Networks opposes overlapping service territories because they would:

· Result in increased cost to customers because of duplication of assets and uncoordinated planning.

· Cause the incumbent utility to plan only for certain and immediate customer requirements, rather than to plan for the entire service territory of the incumbent.

· Result in unnecessary and time-consuming disputes over the obligation to connect where the obligation is shared. 

· Result in inadequate investment in supply capacity where the obligation is shared or accountability is not clear. 

· Result in a financial burden for the distributor with the more costly-to-serve customers and financial windfall for the distributor with the less costly-to-serve customers.

· Increase the risk of electrical safety problems, because of the duplication of lines and increased technical complexity, and result in confusion in emergency situations.

Networks does not accept that municipal boundaries or the planning objectives of a particular municipality should serve as a foundation for a licence amendment application or that municipal planning documents are an authority for the Board to consider in determining whether to grant such an amendment.  Neither municipalities nor the Ministry of Municipal Affairs have the responsibility for the planning and delivery of the electrical distribution infrastructure in Ontario.  The scope of electricity distribution planning, like gas distribution planning (unlike other, more local utilities like water and wastewater) reaches beyond municipal boundaries and indeed is regional, if not province-wide, in scope.  This regime differs from the old regime under the former Public Utilities Act and the Power Corporation Act, in which municipalities were given the right to purchase Ontario Hydro’s assets if they wanted to expand their service territory within the municipal boundaries. The Public Utility Act’s reference to the Ministry of Municipal Affairs has been omitted from the Energy Competition Act.

Additionally, the Provincial Policy Statement which shapes local planning objectives and Official Plans is currently under review for its conformity with the Province’s new commitment to “Smart Growth”, a policy whose objective is to ensure that land use planning policies promote the wise use of resources by optimizing the use of existing infrastructure.  “Smart Growth” represents a further indication that Ontario intends to address infrastructure issues on a less localized basis, which Networks states is consistent with the changes introduced by the Electricity Competition Act.

5.3
Impacts of Overlap on Planning 

In Networks’ view, there are also disadvantages to overlap of service areas with respect to planning, a conclusion reached by considering the two most likely scenarios of overlap and their respective impacts. 

The first scenario would have the applicant LDC simply push out its lines into the overlapping service territory of the incumbent LDC.  By doing so, the applicant would benefit from expected high growth in this fringe area (i.e., “cream-skimming”).  However, because the incumbent LDC had, since its creation, the obligation to plan for that area and therefore planned and made investments to supply current and future customers in that area, the result would be duplication of facilities, overcapacity for the area and underutilization of the incumbent’s assets.  Those results would lead to increased costs and upward pressure on rates of existing and future customers. 

The second scenario would have the applicant LDC take from the incumbent LDC a point of supply inside the overlapping service territory.  Again, the applicant LDC would have had no accountability for planning and investment to accommodate the growth.  This point of supply would introduce duplication of facilities through unnecessary metering points and possible duplication of lines to service customers, resulting in increased costs for existing and future customers.

In both scenarios, the granting of service territory overlap would discourage the incumbent LDC from properly planning for the needs of new and existing customers in the overlapping service territory, rather than planning for both itself and the LDCs embedded in its service territory.  It would lead to shorter term planning, which would be less economical.  Lack of proper planning would result in ad hoc expansion of the distribution system with the attendant exacerbation of asset duplication and inefficiency in delivery of reliable and quality power, leading to increasing costs and resulting upward pressure on the rates of existing and new customers.

5.4
Impacts of Overlap on Safety

The overlapping of service areas would increase the complexity of servicing, and the addition of emergency situations to the equation would increase the risk of safety problems.  There would be operational inefficiency standing in the way of power restoration, and there would also be a need for extensive safety protocols to permit the two workforces to operate in the same area, with consequent additional delay for power restoration.  Although Networks has experience with more than one system being in the vicinity of utility work, due to its LV system and supply to embedded utilities, there would also be a higher risk for worker safety, even with the protocols.

5.5
Impacts of Overlap on Obligation to Connect

On a case-by-case basis, Networks supports limited and specific amendment applications where another LDC can connect at a lower incremental cost and where the amendment does not negatively impact other customers, existing or prospective.  In addition, Networks supports applications where offers to connect are made on a level playing field by including all upstream costs (e.g., where a distributor is “embedded” in Networks’ distribution system).

Where the customer “lies along” an existing line, section 28 of the Electricity Act is clear in its intent that the distributor along whose lines the customer lies “shall connect” the customer.  Where the customer does not “lie along” a distributor’s line, section 28 is not applicable; so the “obligation to connect” portion of the licence of the licensed distributor for the area is triggered, such that the incumbent distributor “shall make an offer to connect”.  The customer’s interest is protected because the licence allows the Board to review the “terms” of any connection and the “fairness or reasonableness of the terms”. 

Networks believes that the creation of overlapping service territories complicates the role of LDCs in circumstances where there is an obligation “to connect” and an obligation “to make an offer to connect”.  Although a customer’s wish to connect may trigger the applicant LDC’s request for a service territory amendment, Networks believes that service territory amendments cannot be desirable except where a new customer “lies along” the lines of the applicant distributor. 

If a utility is allowed to expand and connect only large desirable customers or groups of customers, such as new subdivisions, so as to maximize the utilization and value of its own assets, the responsibility to connect other customers would need to be established clearly. Where there might be an individual new customer within the overlapping area, one for which there is no “lies along” to clarify an obligation, the applicant could claim that its customers would be penalized if it were required to extend its lines to serve that customer.  If the incumbent distributor were expected to connect the customer, the customer revenue would be insufficient to pay for the OM&A and capital for the line.

6.0.
FILING AND PROCESS REQUIREMENTS

6.1
Filing Requirements

Networks is of the view that all parties concerned in a licence amendment – the Board, customers, the incumbent distributor, the applicant distributor, and other intervenors – will benefit from filing requirements that provide full disclosure of the proposal.  Full disclosure would streamline the process, as all parties would be better informed of the nature and intent of the application.

Attached as Appendix B is Networks’ suggested list of filing requirements.

6.2
Expeditious and Cost-Effective Process

Consistent with a desire of all interested parties to minimize costs and to assist the Board in streamlining its procedures for timely decisions as they affect the parties, Networks suggests that the Board encourage the parties to reach an amicable agreement before coming to the Board.  There are important precedents from other jurisdictions (see section 7 entitled “Voluntary, Negotiated Transfers” in the Kema-Quantec Evidence) whereby voluntary exchanges of service territory have been negotiated and executed by the parties.  Often, the regulator has directed the parties to reach an agreement by themselves.  Networks believes that this can be a cost-effective approach.

If the parties are unable to reach agreement and an applicant chooses to bring the matter to the Board, Networks submits that:

· the onus should be on the applicant, not on the incumbent distributor, to prove that the incumbent distributor and its customers would not be harmed if the application were granted;

· the Board should implement the filing requirements described in section 6.1 to ensure that appropriate evidence is filed in support of the application;

· the Board should provide a clear direction as to the obligations of the applicant in the event that the applicant is unsuccessful; and

· the applicant should bear the costs of the proceeding, including the costs of the incumbent distributor. 

APPENDIX A:

LEGAL and HISTORICAL CONTEXT

A.1
HISTORICAL CONTEXT

Given the natural monopoly nature of the electric distribution industry, Ontario has always had a foundation of well-defined electric distribution boundaries.  These were established through one or more of three statutes: the Public Utilities Act, the Municipal Franchises Act and the Power Corporation Act.  From the origin of electric utilities in the 19th century in Ontario, a municipality had the right to grant a franchise to a private utility, as was the case for Cornwall Electric, or establish its own municipal public utility. In both cases this could be for all or part of the territory of the home municipality.  After its creation in 1906, the Hydro Electric Power Commission (Ontario Hydro’s predecessor) was given the role of the residual distribution utility, signing contracts with municipalities for direct service where there was not already a franchise or municipal public utility.  The general result is Ontario’s distribution system has always had a foundation of well-defined franchises or franchise-like service territories.

The distribution licences issued under the Energy Competition Act set the boundaries of the new LDCs with the introduction of the Act, June 9, 1998.
  Notably, unlike the former legislation, the Energy Competition Act did not give LDCs the right to annex assets and customers from each other or from Networks, even in the case of a municipal amalgamation or annexation.  The statute also did not permit municipalities to create any new utility franchise or territory.  Rather, the Energy Competition Act sought to disentangle LDCs from the previous municipal foundation, relying instead on Ontario Energy Board-sanctioned licences, Board-approved licensed territories and Board approval for transfer of assets, including all situations within and beyond a municipal boundary.  Municipal boundaries deliberately became irrelevant for electricity distribution purposes.

Networks does not favour a framework where the Board awards overlapping service territories.  When service territories in Ontario were permitted to overlap pre-existing private franchises in the early 20th century, the result was unnecessary duplication of assets and destructive competition that led to the financial devaluation of one of the two parties.  Prior to the creation of the Hydro Electric Power Commission, a municipality could not create a municipal electric utility where there was already a franchise, without first buying out the franchise at an arbitrated price. 

A.2 LEGAL CONTEXT

A.2.1 Customer Preference

The Energy Competition Act specifically guides the Board on the parameters that it may take into account in determining whether to grant a licence amendment.  Networks’ view is that “customer preference” is not found in and cannot be derived from subsection 74(1) of the Ontario Energy Board Act (“the OEB Act”), which sets out the objectives that are to guide the Board in considering licence amendments.  “Customer preference” is not one of the listed objectives in the OEB Act or one of the purposes in the Electricity Act. 

The second objective of the Board and the second purpose of the Electricity Act do refer to providing “consumers with non-discriminatory access to transmission and distribution systems in Ontario,” but this is not applicable to service territory licence amendments.  Rather, the intent of the reference to “non-discriminatory access” is the facilitation of the Board’s first objective and the Electricity Act’s first purpose, which is “competition in the generation and sale of electricity.”  Non-discriminatory access means that the distributor is obliged to allow competitive access to the commodity market through its common wires infrastructure; it does not mean the facilitation of customer choice for connections among common wires infrastructure in otherwise licensed service territories.

The report of the Macdonald Committee
 that preceded the Energy Competition Act, in fact, stated the concept in its Letter of Transmittal,  “The local distribution systems should be open to suppliers and purchasers. Access must be open and non-discriminatory.” 

The Government’s White Paper6 followed the same application, stating: 

“An early move to competition provides the best prospect for reasonable rates and improved service options.  However, transmission and local distribution remain natural monopolies and are not amenable to competition.” (page 18)

Networks’ view of customer preference flows from a reading of the legislative framework as a whole, including section 28 of the Electricity Act, subsections 70(6), 70(13), 74(1) and section 86 of the OEB Act and the “obligation to connect” section of each distributor’s licence.  

· Subsection 74(1) of the OEB Act states that the Board can amend licences when the amendments are in the public interest and meet the objectives of the Board and the purposes of the Electricity Act.  

· Subsection 70(6) of the OEB Act states that service territory is “non-exclusive”.

· Section 28 of the Electricity Act speaks to the obligations of each licensed distributor to connect a customer that “lies along” its lines (which can include customers on the outside edge of its licensed service territory).  

· The “obligation to connect” section of each distributor’s licence makes a distinction between customers that do, and customers that do not, “lie along” a distributor’s line.

· Subsection 70(13) of the OEB Act prohibits the Board from requiring a licenceholder to dispose of assets.

· Section 86 of the OEB Act addresses the disposal and acquisition of distribution assets, from which is derived the Board’s process for MAADs (Mergers, Acquisitions, Amalgamations, Divestitures) applications.

Networks submits that the above-noted sections, when read together, address all circumstances by showing an intention to place customers into two categories:  those that “lie along” the lines of distributors and those that do not.  Where the customer “lies along” an existing line, section 28 of the Electricity Act is clear in requiring that the distributor along whose lines the customer lies “shall connect” the customer.  Where the customer does not “lie along” a distributor’s line, section 28 is not applicable.  In this latter circumstance, the “obligation to connect” portion of the licence of the licensed distributor for the area is triggered, such that the incumbent distributor “shall make an offer to connect”. 

Given the clarity of whether the customers do or do not “lie along”, Networks submits that there is no basis for reading the word “proximity” into section 28, as some parties have proposed.  Doing so creates ambiguity and is unhelpful in determining which distributor should connect the customer.

Networks further submits that the clarity and precision of distribution licences provides additional evidence that there was no legislative or Board intent for competition for customer connections.  As in other natural monopolies, customers’ interests are to be protected by regulatory oversight, not by competition.  Customers are further protected by the fact that all distribution licences contain conditions which allow the Board to review the “terms” of any connection and the “fairness or reasonableness of the terms”. 

In summary, not only is the concept of proximity not found in the legislation but also the legislature deliberately chose more specific words, “lies along”.  If the concept of proximity were to be read into the statute and used inappropriately, the incumbent LDC could repeatedly find its installed capacity being devalued, underutilized or even stranded.  In a situation where licensed service territories overlap, both LDCs might claim that they do not have the obligation to serve a new customer, thereby placing the customer in an untenable situation and being inconsistent with the intent of section 28. Furthermore, if only one of the two LDCs were saddled with the obligation to connect, competition would effectively exist only for customers with an attractive profile.  In the result, the LDC with the residual connection obligation would end up connecting customers only in less economical situations.  Networks does not believe that this was the intent of the legislation.

A.2.2
Treatment of New versus Existing Customers in Amendments

Networks does not believe that existing customers should be transferred to an applicant LDC from an incumbent LDC, except where there is agreement between the two LDCs.  New customers should be transferred only in instances where there is a “lies along” case to be made.  Moreover, where there is such a transfer by agreement, it should proceed by way of a MAADs application rather than a licence amendment application.  Networks’ view is that neither section 28 of the Electricity Act (the “lies along” provision) nor subsection 70(6) of the OEB Act (the “non-exclusive” provision) refers or was intended to refer to already-connected customers.

There will be cases on the edge of distribution service territories where a customer already connected to the incumbent distributor may also “lie along” the distribution lines of an applicant distributor.  While section 28 of the Electricity Act is silent on whether it refers to existing customers or only new customers, Networks submits that the intent is to ensure that no customer is denied a connection.  It would be a very different interpretation to suggest that the intent of this section was to allow a specific segment of customers – those that lie along the lines of two distributors – to be able to switch distributors.  The words “disconnect” and “reconnect” would need to be read into section 28 to enable that interpretation to be made. 

Although customer choice is a geographical possibility that exists for a new customer that “lies along” the lines of its incumbent distributor and the lines of another or second distributor, Networks states that this is not a basis for inferring that competition exists or should exist for all customers or even this customer.  Subsection 28(b) states that the connection must be requested in writing, so the customer could conceivably request the connection from one or both LDCs.  For reasons already stated above, the statute was not intended to create, or be the basis of, competition or customer choice in electricity distribution.  Since this section applies to all “lies along” customers, not just to those “lies along” customers at the edge of two distributors, common sense dictates that the intent is to ensure clarity for the obligation to connect.  More simply, the intent is that the obligation of the licensed distributor, with the attendant financial costs, is triggered only by a written direction from the customer.

Networks also submits that “lies along” means “lies along” literally.  The legislators would have used the more common expression “in proximity to” had they intended a broader scope.  Because of the resulting financial costs on the distributor, the statute intended that there be very narrow cases in which the distributor was to be obligated to connect customers at no cost.  Where there is no “lies along”, the distributor is obligated only to make an offer to connect.  Legal and logistical problems would be created if “lies along” were to diverge from differentiating where the distributor does and does not have a financial obligation for the connection of the customer.

A.2.3
Transfers Affecting Existing Customers

Networks believes that it is only in limited and specific circumstances that the transfer of customers advances the public interest.  In addition, Networks states that the Electricity Act and the OEB Act do not provide sufficient scope for the transfer of existing customers to an applicant LDC from an incumbent LDC.  If that were the case, the legislation would have established an appropriate mechanism as a clear and intended substitute or provided an additional process for the merger, acquisition, amalgamation or sale of distribution utilities. 

Networks’ view is grounded in the intent of the movement to the commercial utility environment of the Energy Competition Act and away from the previous public utility environment of the Power Corporation Act and the Public Utilities Act.  The new legislative framework, among other things, abandoned explicit mechanisms for non-negotiated transfers of customers between municipal utilities and between Ontario Hydro and municipal utilities, all of which were mandated to be at the book value minus equity of the assets.  If the legislative intent of the Energy Competition Act had been to continue such non-negotiated transfers, provide a similar provision for forced transfer of existing customers, or support the outward expansion of licensed territories to municipal boundaries, that intent would have been given explicit and detailed language in the new legislation.  Instead, all of those provisions were omitted. 

Networks states that the new statutory and licensing provisions of the Energy Competition Act do not provide, and were deliberately not intended to provide, the broad latitude for non-negotiated transfers of existing customers from one licenceholder to another.  There are two grounds in the OEB Act for this assertion.  The first is the existence of section 86 of the Act, from which section the Board’s MAADs framework is derived.  It is evidence of the process contemplated by the legislature for the transfer of existing assets and the customers served by those assets.  The second is subsection 70(13) of the Act, which expressly prohibits the Board from requiring a distributor to dispose of assets, which in virtually all instances are required to serve customers. 

When the clear legislative intent and process for MAADs is examined against the licence amendment process that exists without any statement or intent concerning transfer of assets or customers, it is reasonable to conclude that the latter was not intended to be used as a way around, or a substitute for, the former.  To allow the transfer of existing customers by the latter method would be to empower an applicant distributor to grow its business through a mechanism that circumvents the MAADs process.  Networks is of the view that a MAADs application is required wherever the transfer of existing customers to the applicant distributor could harm the incumbent distributor or its customers.

APPENDIX B

FILING AND PROCESS REQUIREMENTS

B.1
Application and Supporting Evidence

The application and supporting evidence should address the following questions:

· Is the proposed expansion required to address specific connection needs of an individual customer or individual customers?

· Is the proposed expansion a general service territory expansion, i.e., unrelated to specific customer connections needs?

· Can the incumbent LDC also meet the customer need for the expansion area?

· Has the incumbent LDC been contacted and is it in agreement with the licence amendment application?  If no agreement was reached, what steps were taken by the applicant LDC to reach an agreement with the incumbent LDC?

If the amendment application is for specific individual customers, the filing should address the following questions:

· Has the customer requested the connection?

· Does the customer “lie along” the lines of the applicant distributor, the incumbent distributor or both distributors?

· What are the specific or tentative dates for actual proposed connection or connections, including supporting documentation of offers to connect and customer agreement?

· What is the estimated load for new connection or connections?

· Why is the applicant better suited than the incumbent LDC to make the individual customer connection or connections?

If the amendment application is for a proposed general service territory expansion, the filing should address the following questions:

· What is the rationale for the parameters of the general boundary expansion? 

· Would the licence amendment result in overlapping service territories?

· Are there any existing customers served by other LDCs in the proposed general expansion area?

· Would the licence amendment result in choice of distributor connections for customers?

· Would the licence amendment give the applicant the exclusive right to serve the customer or customers?

· Does the applicant or the incumbent utility have the obligation to serve and connect?

· Does the applicant have load transfer or other customers in the proposed expansion area?  If yes, provide specific details.

· Are there individual connections currently awaiting the general service territory expansion?

B.2
Geographic Description
A geographic description of the proposed licence amendment area should be required. This is essential to the Board’s and interested parties’ understanding of the proposed licence amendment area and its relationship to other LDCs’ licensed areas.  There should be a requirement for both text- and map-based documentation, the purpose of the maps being to enable proper visual understanding of proposed expansion area in relation to other LDCs and the applicant’s existing facilities.  For these reasons, Networks believes that the Applicant’s filing should include:

· Comprehensive general description of expansion area, noting commonly understood geographic parameters, such as municipal boundaries and other linear divisions such as roadways, railways, lakes, rivers, etc.

· Lot descriptions for proposed expansion areas involving specific customers.

· Metes and bounds descriptions for proposed general expansion areas.

· Customized map of an appropriate scale showing general depiction of licensed distribution service territory of the applicant, proposed expansion area and neighbouring LDCs (including boundaries and labels for LDCs, municipalities, and, if applicable, former municipalities that are LDC service territories). 

· Customized single-line drawing of the applicant’s assets, overlaid on geographic-based road texture map of an appropriate scale showing precise existing licensed service territory and proposed expansion area, including labels of all roadways, railways, lakes and rivers, relevant geographic features and other infrastructure such as gas pipelines, telephone links, etc.

B.3
Existing Facilities

Evidence supporting the application should set out the applicant’s existing facilities and capacities to support the serving of customers in the proposed licence amendment area.  This information is required to assist the Board and other parties in understanding the configuration of the applicant’s assets and available capacity in, or in the vicinity of, the proposed expansion area.  The evidence should address the following:

· Does the applicant have available capacity for serving the expansion area? 

· Does the applicant have facilities near the proposed expansion area, and would this result in the most cost-effective alternative for the proposed expansion area?

· Does the incumbent distributor have assets in the proposed expansion area or near the individual customer and, if so, why is the current licenceholder not suited to serve the proposed expansion area or the individual customer(s)? 

· Would the proposed expansion have any impact on the capacity of other LDCs?  If so, provide details.

· Would a licence amendment for the proposed expansion have any impact on the upstream assets of the applicant’s transmission or low-voltage supplier and on changes to upstream capacity?

· Has the applicant discussed the need and the timing for upstream capacity changes or additions with the transmission or low-voltage service provider?  If yes, provide details.

· Does the proposed expansion have any impact on the applicant’s transmission or low-voltage service provider?  If yes, provide details.

B.4
Connection Costs

The evidence should set out the connection costs resulting from the proposed licence amendment for specific individual customer connections.  (This filing requirement would not be applicable for general expansion applications that do not involve specific customers.)  The purpose of this filing requirement would be to help the Board and interested parties assess the cost-efficient option for the customer connections.  The evidence should address the following:

· What is the cost to connect the customer(s)?

· Would the proposed expansion support the most cost-effective option for customer connections (capital additions, not rates)?

· Would there be any required changes to upstream capacity to support the proposed expansion?  Have these costs been reflected in the cost to connect? 

· Is a contribution in aid of construction being requested from the customer or customers?  If yes, state the amount and provide supporting documentation.

B.5
Rate Impacts

The application should provide a statement of rate impacts resulting from the proposed licence amendment.  The information is to assist the Board and interested parties in understanding the rate issues and impacts that would result from the proposed licence amendment.  For this reason, the filing should address:

· What are the rates for the amendment area?

· What would be the impact of the amendment on the rates of the existing customers?

Are the customers aware that cost allocation studies are underway and that rates may change?
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